
 FOREWORD  
 
 
This manual provides guidelines and policies to implement Medicare regulations which set forth 
principles for determining the reasonable cost of provider services furnished under the Health 
Insurance for the Aged Act of l965, as amended.  These "Principles of Reimbursement for Provider 
Costs" have been published in HIRM-l.  The provisions of the law and the regulations are accurately 
reflected in this manual, but it does not have the effect of regulations. 
 
The Social Security Administration (SSA) also publishes quarterly the "Social Security Rulings" 
under the authority of the Commissioner of Social Security for the purpose of making available 
official rulings relating to the health insurance program and the other programs under his 
jurisdiction.  The rulings contain appeals case decisions, as well as statements of policy and 
interpretations of the law (title XVIII of the Social Security Act-Medicare) and regulations which 
have precedential effect. 
 
Rulings are intended to exemplify general manual instructions and do not alter existing policy 
guidelines.  However, they may place more emphasis on a particular program are that has been 
identified as a problem.  The rulings do not have the force and effect of a statute or regulations, but 
provide illustrative case material useful in interpreting and applying policies and procedures 
contained in instructional issuances. 
 
The procedures and methods set forth in this manual have been devised to accommodate program 
needs and the administrative needs of providers and their intermediaries and will assure that the 
reasonable cost regulations are uniformly applied nationally without regard to where covered 
services are furnished.  The manual contains informational and procedural material on various 
aspects of the determination of cost and to assist provider in preparing annual cost reports.  The 
provider's intermediary will issue any necessary supplementary instructions as appropriate for local 
guidance on items relating to cost determination.  For any cost situation that is not covered by the 
manual's guidelines and policies, generally accepted accounting principles should be applied. 
 
Under generally accepted accounting principles, or under the "Principles of Reimbursement for 
Provider Costs" there may be more than one method for handling a particular cost item; in such case 
the method elected by the provider must be consistently followed in subsequent reporting periods. A 
change of method must be approved by the intermediary (or SSA for providers dealing directly with 
the Government) on a prospective and not retrospective basis.  Where the manual sets a time limit 
for requesting such change, or limits the number of changes, the provider and intermediary will be 
guided by the manual instructions. 
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The manual accommodates new pages or revisions as further interpretations of the regulations and 
changes in procedures and methods are made.  Accordingly, revised sections, pages, or chapters are 
issued as necessary.  Brackets in the margin of the page indicate new or changed material. 
 
Questions by a provider on cost policies and procedures in the program should be referred to the 
provider's intermediary. 
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11-07 DEPRECIATION 104 
 
100. GENERAL 
 
The principles of reimbursement for provider costs provide that payment for services should include 
depreciation on all depreciable type assets that are used to provide covered services to beneficiaries.  
This includes assets that may have been fully (or partially) depreciated on the books of the provider 
but are in use at the time the provider enters the program.  The useful lives of such assets are 
considered not to have ended and depreciation calculated on a revised extended useful life is 
allowable.  Likewise, a depreciation allowance is permitted on assets that are used in a normal 
standby or emergency capacity. 
 
The three methods of prorating the cost of depreciable assets are:  straight line, declining balance, 
and sum of the years' digits.  For assets acquired after July 1970, however, the use of an accelerated 
method of depreciation is limited to a declining balance method not to exceed 150 percent of the 
straight-line rate under the criteria stated in §116C.  The depreciation method used under the 
Medicare program for an asset need not correspond to the method used by a provider for non-
Medicare purposes. 
 
102. PRINCIPLES 
 
An appropriate allowance for depreciation on buildings and equipment is an allowable cost.  The 
depreciation must be: (a) identifiable and recorded in the provider's accounting records; (b) based on 
the historical cost of the asset as defined in §104.10 or, in the case of donated assets, the lesser of the 
fair market value or the net book value at the time of donation (see §114.2); and (c) prorated over the 
estimated useful life of the asset using an allowable method of depreciation as described in §116. 
 
Depreciation on assets being used by a provider at the time it enters into the title XVIII program is 
allowed.  This applies even though such assets may be fully or partially depreciated on the provider's 
books. 
 
For all assets acquired before 1966, the provider, at its option, may choose an allowance for 
depreciation based on a percentage of operating costs. The operating costs to be used are the lower of 
the provider's 1965 operating costs or the provider's current year's allowable costs.  The percent to be 
applied is 5 percent starting with the year 1966-67, with such percentage being uniformly reduced by 
one-half percent each succeeding year.  The allowance based on operating costs is in addition to a 
regular depreciation on assets acquired after 1965.  However, when the optional allowance is 
selected, the combined amount of such allowance on pre-1966 assets and the straight-line 
depreciation on assets acquired or rented after 1965 may not exceed 6 percent of the provider's 
allowable cost for the current year. 
 
Depreciation is allowed on assets financed with Hill-Burton or other Federal or public funds. 
 
104. DEFINITIONS 
 
Depreciation is that amount which represents a portion of the depreciable asset's cost or other basis 
which is allocable to a period of operation.  The amount of depreciation is determined by the 
provider's method of depreciation accounting. 
 
The American Institute of Certified Public Accountants defines depreciation as a process of cost 
allocation: 
 
"Depreciation accounting is a system of accounting which aims to distribute the cost or other basic 
value of tangible capital assets, less salvage (if any), over the estimated useful life of the unit (which 
may be a group of assets) in a systematic and rational manner.  It is a process of allocation, not of  
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104.1 DEPRECIATION 11-07 
 
valuation.  Depreciation for the year is the portion of the total charge under such a system that is 
allocated to the year." 
 
104.1 Depreciable Assets.--Assets that a provider has an economic interest in through ownership 
(regardless of the manner in which they were acquired) are subject to depreciation.  Generally, 
depreciation is allowable on the assets described below when required in the regular course of 
providing patient care.  Assets which a provider is using under a regular lease arrangement would not 
be subject to depreciation by the provider.  (See §110 on lease-purchase and sale-lease-back 
agreements.) 
 
In general, assets subject to depreciation are described in the AHA Chart of Accounts for Hospitals, 
M-58, 15M-8/66-183305, and for the most part are also subject to depreciation for Medicare 
purposes.  However, see the treatment of minor equipment as described below. 
 
104.2 Buildings.--Building includes, in a restrictive sense, the basic structure or shell and 
additions thereto.  The remainder is identified as building equipment. 
 
104.3 Building Equipment.--Building equipment includes attachments to buildings, such as 
wiring, electrical fixtures, plumbing, elevators, heating system, air conditioning system, etc.  The 
general characteristics of this equipment are:  (a) affixed to the building, and not subject to transfer; 
and (b) a fairly long life, but shorter than the life of the building to which affixed.  Since the useful 
lives of such equipment are shorter than those of the buildings, the equipment may be separated from 
building cost and depreciated over this shorter useful life. 
 
104.4 Major Moveable Equipment.--The general characteristics of this equipment are: (a) a 
relatively fixed location in the building; (b) capable of being moved as distinguished from building 
equipment; (c) a unit cost sufficient to justify ledger control; (d) sufficient size and identity to make 
control feasible by means of identification tags; and (e) a minimum life of approximately three years. 
Major moveable equipment includes such items as accounting machines, beds, wheelchairs, desks, 
vehicles, x-ray machines, etc. 
 
104.5 Minor Equipment.--The general characteristics of this equipment are: (a) in general, no 
fixed location and subject to use by various departments of the provider's facility; (b) comparatively 
small in size and unit cost; (c) subject to inventory control; (d) fairly large quantity in use; and, (e) 
generally, a useful life of approximately 3 years or less.  Minor equipment includes such items as 
waste baskets, bed pans, syringes, catheters, silverware, mops, buckets, etc. 
 
104.6 Land (Non-Depreciable).--Land (non-depreciable) includes the land owned and used in 
provider operations.  Included in the cost of land are the costs of such items as off-site sewer and 
water lines, public utility charges necessary to service the land, governmental assessments for street 
paving and sewers, the cost of permanent roadways and grading of a non-depreciable nature, the cost 
of curbs and sidewalks whose replacement is not the responsibility of the provider, and other land 
expenditures of a non-depreciable nature.  Although land used in the provision of patient care 
activities is a capital asset, the cost of which is neither depreciable nor amortizable under any 
circumstances, the historical cost limitations described in §104.10 apply to the valuation of land for 
purposes of determining allowable interest expense under §§202.1 and 203. 
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104.7 Land Improvements (Depreciable).--Depreciable land improvements include paving, 
tunnels, underpasses, on-site sewer and water lines, parking lots, shrubbery, fences, walls, etc. (if 
replacement is the responsibility of the provider). 
 
104.8 Leasehold Improvements.--Leasehold improvements include betterments and additions 
made by the lessee to the leased property.  Such improvements become the property of the lessor 
after the expiration of the lease. 
 
104.9 Accounting Records.--The depreciation allowance, to be acceptable, must be adequately 
supported by the provider's accounting records.  For Medicare purposes, a provider may maintain 
supplementary records apart from formal records, but in a manner similar to that used in maintaining 
formal records.  Appropriate recording of depreciation requires the identification of the depreciable 
assets in use, the assets' historical costs (or fair market value or net book value, as appropriate, at the 
time of donation in the case of donated assets (see §114.2)), the assets' dates of acquisition, the 
method of depreciation, estimated useful lives, and the assets' accumulated depreciation. 
 
104.10 Historical Cost.-- 
 

A. General--Historical cost is the cost incurred by the present owner in acquiring the asset and 
preparing it for use.  Generally such cost includes costs that are capitalized under generally accepted 
accounting principles.  For example, in addition to the purchase price, historical cost includes 
architectural fees, consulting fees, and related legal fees. 
 
When an appraisal of a proprietary provider's depreciable assets is necessary because its property 
records do not adequately reflect the cost of the facility, the cost based on the appraisal may not 
exceed the capitalized cost basis of the asset used for Federal income tax purposes.  However, when 
a provider has elected for Federal income tax purposes to expense certain items, e.g., taxes and some 
carrying charges (such as interest), the historical cost basis for Medicare purposes may include the 
amount of these expensed items unless excluded under subsection C. Subsection C describes the 
limitations on the historical cost of assets acquired by hospitals or SNFs on or after July 18, 1984 and 
before December 1, 1997.  Subsection E describes the limitations on the historical cost of assets 
acquired by all providers on or after December 1, 1997. 
 
For the limitation on the inclusion of settlement costs in the historical cost of assets acquired by 
hospitals or SNFs on or after July 18, 1984, and for all providers on or after December 1, 1997, see 
subsections C and E.  (See §134.3 for further information on asset values of proprietary providers.) 
 

B. For Depreciable Assets Acquired By All Providers After July 1970 and Before December 
1, 1997 and By Hospitals or SNFs Before July 18, 1984.--The historical cost must not exceed the 
lowest of: 
 

o The acquisition cost of the asset to the new owner, 
 

o The current reproduction cost adjusted for straight-line depreciation over the life of 
the asset to the time of the purchase, or  
 

o The fair market value at the time of the purchase.  (See §104.14.) 
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C. For Depreciable Assets Acquired By Hospitals or SNFs On or After July 18, 1984 and 
before December 1, 1997.--The historical cost shall not exceed the lowest of the following: 
 

o  The allowable acquisition cost for Medicare purposes of the asset to the owner of 
record as of July 18, 1984 (or in the case of an asset not in existence as of July 18, 1984, the first 
owner of record of the asset after that date); 
 

o The acquisition cost of the asset to the new owner; or 
 

o The fair market value of the asset on the date of acquisition. 
 
NOTE: If the acquisition was subject to an enforceable agreement entered into before July 18, 

1984, the limitations in subsection B apply. 
 
For the purpose of determining the limitation on historical cost for assets acquired by hospitals and 
SNFs on or after July 18, 1984: 
 

1. An asset not in existence as of July 18, 1984, includes any asset that physically 
existed, but was not owned by a hospital or SNF participating in the Medicare program as of July 18, 
1984. 
 

2. The acquisition cost to the owner of record is subject to any limitation on historical 
cost described in subsections A and B above and is not reduced by any depreciation taken by the 
owner of record. 
 

3. The acquisition cost to the owner of record includes the costs of betterments or 
improvements that extend the estimated useful life, increase productivity, or significantly improve 
the safety of an asset.  (See §108.2.) 
 

4. The acquisition cost to the owner of record for assets acquired prior to a hospital's or 
SNF's entry into the Medicare program is the historical cost of the asset when acquired, rather than 
when the hospital or SNF entered the program. 
 

5. The acquisition cost to the owner of record for assets subject to the optional allowance 
for depreciation described in §124 is the historical cost established for those assets when the hospital 
or SNF changed to actual depreciation as described in §126. If the hospital or SNF did not change to 
actual depreciation as described in §126 for optional allowance assets, the acquisition cost to the 
owner of record is established by reference to the hospital's or SNF's recorded historical cost of the 
asset when acquired.  If the hospital or SNF has no historical cost records for optional allowance 
assets, the acquisition cost to the owner of record is established by appraisal. 
 

6. The historical cost of an asset acquired on or after July 18, 1984, may not include 
costs attributable to the negotiation and settlement of the sale or purchase (by acquisition, merger, or 
consolidation) of any capital asset for which any payment was previously made under the Medicare 
program.  If payment was made for even one cost of this type, all costs of this type must be excluded 
from the historical cost.  (Neither may such costs be included in allowable costs as period costs.)  
The costs to be excluded include, but are not limited to, appraisal costs (except those incurred at the 
request of the intermediary under §132.A.1), legal fees, accounting and administrative costs, travel 
costs, and the costs of feasibility studies.  If payment was made for even one cost of this type, all 
costs of this type must be excluded from the historical cost and are not otherwise allowable. 
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EXAMPLE 1: An SNF was constructed in January 1987 at a cost of $15 million and approved 

for Medicare participation. It was sold in 1992 for $20 million.  Its fair market 
value was $20 million.  The allowable acquisition cost to the new owner is $15 
million. 

 
EXAMPLE 2: Hospital XYZ was constructed in 1980.  At the time of construction, the 

provider also incurred costs for architectural fees and for legal fees. These costs 
were capitalized and reimbursed as depreciation. 

 
In January 1985, the facility was sold. The purchaser incurred costs for a 
feasibility study, appraisal fees, and accounting fees related to the purchase.  
Because fees related to the acquisition of the asset were previously reimbursed 
under the Medicare program, the purchaser may not include any of the fees 
attributable to the sale (the cost of the feasibility study, the appraisal fees, and 
the accounting fees) in the historical cost of the asset nor can the purchaser 
include these costs as period costs. 

 
EXAMPLE 3: A hospital was built at a cost of $10 million and began operation in October 

1986. It did not participate in the Medicare program.  In May 1993, it was sold 
for $12 million, its fair market value, and approved for Medicare participation. 
Because the hospital had never participated in the program, the allowable 
acquisition cost to the new owner for Medicare purposes is $12 million. 

 
EXAMPLE 4: The facts are the same as above except the new owner operated the hospital as a 

nonparticipating hospital until May 1995.  At that time, it was approved for 
Medicare participation. The acquisition cost is $12 million. The basis for 
depreciation is the acquisition cost reduced by the depreciation accumulated up 
to the date of entrance into the program. (See §114.B.) 

 
EXAMPLE 5: A nursing facility was constructed in 1983 for $3 million and has operated since 

that time as a Medicare approved nursing facility.  The facility was purchased in 
1992 for  $8 million. The purchase was entirely financed with a mortgage.  The 
fair market value at the time of sale was $8 million.  As a result of 
§1861(v)(1)(O) of the Act (§2314(a) of DEFRA), the cost basis in the assets was 
limited to $3 million.  Since the purchase in 1992, the nursing facility has 
allowed accumulated depreciation of $600,000. 

 
In 1994, the nursing facility was sold to an unrelated party for a down payment 
of $10,000 and the assumption of the facility's outstanding debt of $8 million.  
The gain or loss is determined as follows: 

 
Actual sales proceeds      $8,010,000 
Net book value       
determined under §1861(v)(1)(O)*  -$2,400,000 
Gain on sale        $5,610,000 

 
* $3 million less $600,000 
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The result of the transaction is a gain of $5,610,000 on the sale (sales price of $8,010,000 less the net 
book value under §1861(v)(1)(O) of $2,400,000).  The maximum amount of the gain recognized by 
Medicare is limited to the depreciation previously included in Medicare allowable cost, or $600,000. 
Since $600,000 is less than the total gain of $5,610,000, the total depreciation taken would be 
includable in the Medicare cost report as a gain.  Had there been a loss on the transaction, the amount 
of the loss would be limited to $2,400,000, the undepreciated basis of the asset permitted under the 
program ($3,000,000 minus $600,000). 
 
NOTE: The allowable acquisition cost for the new owner (the 1994 purchaser) is $3 million.  For 

the new owner, interest expense is allowable on only $2,990,000 of the $8 million loan 
assumed.  As described in §203, in determining the amount of the loan on which interest 
expense is allowable, one looks first to the allowable cost of the facility for program 
purposes (which in this case is $3 million).  From this amount, the owner's investment is 
subtracted, and the balance is the amount on which interest expense is allowable. 

 
EXAMPLE 6: Tom owns a hospital, which he bought for $1 million in 1980.  In 1985, he made 

improvements of $250,000 which extended the useful life of the building. 
 

In 1990, Tom sells the hospital to Dick for $1.1 million.  At this point, the 
historical cost for Dick would be $1.1 million, the lowest of: 

 
o 1.25 million which is the original cost to Tom plus the $250,000 in 
improvements; 

 
o $1.1 million purchase price; or 

 
o The fair market value which is at least $1.1 million. 

 
Dick finds that he needs to make improvements before opening for business and 
spends $500,000. In 1992, Dick sells the hospital to Harry for $2 million.  The 
historical cost to Harry would be $1.25 million, the lowest of: 

 
o $1.25 million, the original cost to Tom plus the $250,000 in improvements 
made by Tom; 

 
o $2 million purchase price; or 

 
o The fair market value which is at least $2 million. 

 
D. Hospital-Based Providers Other Than SNFs and SNF-Based Providers.--For changes of 

ownership before December 1, 1997 that involve assets of a hospital-based provider other than an 
SNF, or assets of an SNF-based provider, the provisions of subsection C are not applicable.  A 
reasonable allocation of the purchase price must be made so the hospital-based provider other than 
an SNF, or an SNF-based provider is not affected by the limitations described above.  The historical 
cost of providers other than hospitals and SNFs is governed by subsection B. 
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E. For Depreciable Assets Acquired By All Providers On or After December 1, 1997. -- The 
historical cost of the asset to the acquirer will be the historical cost less depreciation allowed to the 
owner of record as of August 5, 1997 (or if an asset did not exist as of August 5, 1997, the first 
owner of record after August 5, 1997).  The asset moves from the hands of the seller to the hands of 
the buyer at the assets net book value defined in §104.23.  For purposes of this section, the following 
apply: 
 

1. An asset that was not in existence as of August 5, 1997 includes an asset that 
physically existed but was not owned by a provider participating in the Medicare program as of that 
date. 
 

2. The historical cost to the owner of record is subject to the limitation on historical 
costs described in section B through D of this section, and is reduced by any depreciation taken by 
the owner of record. The limitation on historical cost is also applied to the purchase of land, which is 
a capital asset that is neither depreciable nor amortizable under any circumstances.  (See §200 ff for 
application of the limitation to the cost of land for purposes of determining the allowable interest 
expense.) 
 

3. Historical cost to the owner of record includes the costs of betterments or 
improvements that extend the estimated useful life, increase the productivity, or significantly 
improve the safety of an asset.  (See §108.2.) 
 

4. For assets acquired prior to a provider’s entrance into the Medicare program, the 
historical cost to the owner of record is the historical cost when acquired, rather than when the 
provider entered the program. 
 

5. For assets subject to the optional depreciation allowance as described in §413.139, the 
historical cost to the owner of record is the historical cost established for those assets when the 
provider changed to actual depreciation as described in §124.  If the provider did not change to actual 
depreciation, as described in §126, for optional allowance assets, the historical cost to the owner of 
record is based on the provider’s recorded historical cost of the asset when acquired.  If the provider 
has no historical cost records for optional allowance assets, the historical cost to the owner of record 
is established by appraisal. 
 

6. The historical cost of an asset acquired by hospitals and SNFs on or after July 18, 
1984 and by all providers on or after December 1, 1997 may not include costs attributable to the 
negotiation or settlement of the sale or purchase (by acquisition, merger, or consolidation) of any 
capital asset for which any payment was previously made under the Medicare program.  The costs to 
be excluded include, but are not limited to, appraisal costs (except those incurred at the request of the 
intermediary under §132.A.1), legal fees, accounting and administrative costs, travel costs, and the 
costs of feasibility studies.  If payment was made for even one cost of this type, all costs of this type 
must be excluded from the historical cost and are not otherwise allowable. 
 
NOTE: The change in §1861(v)(1)(O) of the Act as amended by §4404 of the Balanced Budget 

Act (Pub. L. 105-33) has no effect on the recovery of accelerated depreciation as described 
in §136. 
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EXAMPLE 1: An SNF was constructed in 1990 for $25 million by Walter and certified for 

Medicare participation.  It was sold in 1995 for $30 million to Ed.  Because of 
the limitations in C. above, the allowable acquisition cost to Ed is $25 million.  
Ed sells the SNF in 1998 for $30 million to Zelda.  Zelda financed the 
transaction with $5 M in cash and $25 M in bonds.  The limitation on the selling 
price is determined as follows: 

 
Historical Cost to Ed      $25 million 
Salvage Value       $ 1 million 
Estimated useful life      32 years 
Depreciation 
$25 M - $1 M = $24 M 
$24 M) 32 =        $750,000 per year 
Depreciation claimed      $2, 250,000 
Net Book Value on Ed’s books    $22,750,000 

 
There will be no gain or loss on the transaction to Ed.  The historical cost to 
Zelda is $22,750,000.  Zelda’s allowable interest expense will be limited to the 
interest on $22,750,000, less the $5,000,000 paid in cash, or $17,750,000. 

 
EXAMPLE 2: In 1995 Mary buys an SNF for $55 million from Peter who has owned and 

operated it under the Medicare program since it was built in 1990.  The SNF 
cost $50 million to build and its net book value on Pete’s books is $45 million.  
The allowable acquisition cost to Mary is $50 million. Mary continues to 
operate it as a Medicare provider and depreciates it at $1,250,000 a year. 

 
In 1998 Mary converts it to a noncertified nursing home.  At that time her net 
book value is $46,250,000.  She operates it as such until 1999.  She sells it to 
Paul at the end of 1999 for $55 million.  Her net book value at the date of sale is 
$45 million.  Paul has it certified for Medicare participation in 2000.  Paul’s 
basis is $45 million, less depreciation taken since his date of purchase. 

 
EXAMPLE 3: In 1990, Sam builds a hospital at the cost of $14 million.  He operates it as a 

nonparticipating hospital until 1998.  At that time he sells it for $18 million to 
Melvin.  Melvin makes improvements totaling $3 million and the hospital is 
certified for Medicare participation in 1999.  In 2001 he sells the hospital to Hal 
for $30 million.  The net book value on Melvin’s books is $18.4 million.  There 
is no gain or loss on the sale.  The historical cost to Hal is $18.4 million. 

 
EXAMPLE 4: Michael buys a SNF in 1983 for $20 million.  He operates it as a Medicare 

certified facility until 1999, at which time he sells it to Warren for $6 million.  
The net book value at the date of sale is $9 million.  There is no gain or loss on 
the sale. The historical cost to Warren is $9 million. 

 
104.11 Historical Cost - Trade-Ins.--When an asset is acquired by trading-in an asset that was 
depreciated under the program, the cost of the new asset is the sum of the undepreciated cost (or fair 
market value if no cost is assigned) of the asset traded-in and any cash or other assets transferred or 
to be transferred to acquire the new asset.  However, if the asset disposed of was acquired by the 
provider before its participation in the Medicare program and the sum of the undepreciated cost and 
the cash or other assets transferred or to be transferred exceeds the list price or fair market value of 
the new asset, the historical cost of the new asset is limited to the lower of its list price or fair market 
value. 
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For assets having no historical or appraisal values assigned, the cost basis is the fair market value at 
the date of disposal of the old asset plus the sum paid but not to exceed the lower of the list price or 
fair market value of the new asset. 
 
104.12 Appraisals.--For Medicare purposes, the term "appraisal" refers primarily to the process of 
establishing or reconstructing the historical cost, fair market value or current reproduction cost of  an 
asset.  It includes a systematic, analytic determination and the recording and analyzing of property 
facts, rights, investments, and values based on a personal inspection and inventory of the property.  
(See §134 ff.) 
 

A. Appraisal Date.--The date selected for establishing the value of fixed assets is called the 
appraisal date.  For example, if December 31, 1967, was established as the appraisal date and the 
actual physical inventory of fixed assets was taken in February 1968, any additions or dispositions of 
fixed assets between December 1967 and February 1968 must be taken into account in the appraisal 
values. 
 

B. Appraised Book Value.--The book value of an asset at the appraisal date is its appraised 
cost as of the date of acquisition less accumulated depreciation computed on any approved basis up 
to the appraisal date. 
 

C. Appraisal Expert.--An appraisal expert means an individual or a firm that is experience and 
specialized in multi-purpose appraisal of plant assets involving the establishing or reconstructing  of 
the historical cost, fair market value, or current reproduction cost of such assets; employs a specially 
trained and well supervised staff with a complete range of appraisal and cost construction techniques; 
is experienced in appraisals of plant assets used by providers; and demonstrates a knowledge and 
understanding of the regulations involving reimbursement principles, particularly those pertinent to 
depreciation. 
 
104.13 Lease-Purchase Assets.--If a lease is a virtual purchase as described in §110.B and the 
lessee becomes the owner of the leased asset, the historical cost of the asset is the sum of the deferred 
charge (the difference between the amount of the rent paid and the amount of rent allowed as rental 
expense) and any additional payments made to acquire the assets, subject to the limitation on 
revaluation of assets. (See §110.B.2.) 
 
104.14 Purchase of Facility as Ongoing Operation.-- 
 

A. The historical cost of assets when an ongoing facility is purchased through a bona fide sale 
is determined as follows: 
 

1. For depreciable assets acquired after July 1, 1966, and prior to August 1970, the sale 
price or portion thereof attributable to the asset must not exceed the fair market value of the asset at 
the time of the sale. 
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2. For depreciable assets acquired after July 1970 and in the case of hospitals and SNFs, 
before July 18, 1984, the historical cost must not exceed the lowest of (1) the acquisition cost of the 
asset to the new owner, (2) the current reproduction cost adjusted for straight-line depreciation over 
the life of the asset to the time of the purchase, or (3) the fair market value at the time of the 
purchase. (See §104.15.) 
 

3. For depreciable assets acquired by hospitals or SNFs on or after July 18, 1984, and not 
subject to an enforceable agreement, the limitations on historical cost specified in §104.10.C are 
applicable. 
 

4. For depreciable assets acquired by all providers on or after December 1, 1997, the 
limitations on historical cost specified in §104.10.E are applicable. 
 

B. For changes of ownership on or after December 1, 1997, no gain or loss is recognized on 
the sale.  For changes of ownership before December 1, 1997, the basis for determining the gain or 
loss to the seller when the facility was being operated under the program at the time of sale is the 
sales price. 
 
For assets acquired prior to July 1970, the sale price used by the seller in computing gain or loss for 
the final cost report must agree with the historical cost used by the new provider in computing 
depreciation. 
 
For an asset acquired after July 1970, the basis for computing gain or loss to the seller is the sales 
price without regard to any limitation on the basis for depreciation to the buyer as described in 
§104.10.  (See example 5 in §104.10.C.) 
 
The gain or loss on the sale of each depreciable asset must be determined by allocating the lump sum 
sale price among all the assets sold (including land, goodwill, and any assets not related to patient 
care), in accordance with the fair market value of each asset as it was used by the provider at the time 
of sale.  If the buyer and seller cannot agree on an allocation of the sale price, or if they do agree but 
there is insufficient documentation of the current fair market value of each asset, the intermediary for 
the selling provider must require an appraisal by an independent appraisal expert to establish the fair 
market value of each asset and must make an allocation of the sale price in accordance with the 
appraisal.  (See §134 ff.)  In any case, the sale price must be allocated among all the assets sold, even 
when, for example, some of the assets will be disposed of shortly after the sale. 
 

C. If a purchaser cannot demonstrate that the sale was bona fide, the seller's net book value 
must be used by the purchaser as the basis for depreciation of the asset.  In such a case, the purchaser 
must record the historical cost and accumulated depreciation of the seller recognized under the 
program, and these are considered as incurred by the purchaser for program purposes, such as 
application of §§132 ff. (See §1011.4 if related organizations are involved.) 
 
104.15 Fair Market Value.--Fair market value is the price that the asset would bring by bona fide 
bargaining between well-informed and unrelated buyers and sellers at the date of acquisition.  
Usually the fair market is the price at which bona fide sales have been consummated for assets of 
like type, quality, and quantity in a particular market at the time of acquisition. 
 
104.16 Donated Assets.--An asset is considered donated when the provider acquires the asset 
without making any payment for it in the form of cash, property, or services.  When the provider 
makes any such payment in acquiring the asset, if the payment is less than the fair market value, then  
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this payment, and not the fair market value, is considered to be the historical cost of the asset.  If an 
asset is exchanged for new debt or the assumption of debt, then the transaction is considered a sale 
and not a donation. (For the depreciation basis, see §114.2.) 
 
104.17 Useful Life of Depreciable Assets.--The estimated useful life of an asset is its expected 
useful life to the provider, not necessarily the inherent useful or physical life. In initially selecting a 
proper useful life for computing depreciation under the Medicare program, the provider may use 
certain published useful life guidelines.  The guidelines used depend on when the asset was acquired. 
 For assets acquired before January 1, 1981, either the Internal Revenue Service (IRS) or the 
American Hospital Association (AHA) guidelines may be used.  For assets acquired on or after 
January 1, 1981, only the AHA guidelines may be used. 
 
Date Asset Acquired      Useful Life Guidelines  
 
Before 1/1/81      Internal Revenue Service (IRS) guidelines except those 

offered by the Asset Depreciation Range System) or the 
1973 edition of the AHA Chart of Accounts for Hospitals 

 
On or after 1/1/81,     1973 edition of the AHA Chart of Accounts 
but before 1/1/82     for Hospitals 
 
On or after 1/1/82,     1978 edition of the AHA Estimated Useful 
but before 1/1/83     Lives of Depreciable Hospital Assets 
 
On or after 1/1/83,     1983 edition of the AHA Estimated Useful 
but before 8/1/88     Lives of Depreciable Hospital Assets 
 
On or after 8/1/88,     1988 edition of the AHA Estimated Useful 
but before 3/1/93     Lives of Depreciable Hospital Assets (except Table I) 

 
On or after 3/1/93,     1993 edition of the AHA Estimated Useful Lives of 
but before 3/1/98     Depreciable Hospital Assets 
 
On or after 3/1/98,     1998 edition of the AHA Estimated Useful Lives of   but 
before 5/1/2004     Depreciable Hospital Assets 
 
On or after 5/1/2004,    2004 edition of the AHA Estimated Useful Lives of   but 
before 8/1/2008     Depreciable Hospital Assets 
 
On or after 8/1/2008    2008 edition of the AHA Estimated Useful Lives of 

Depreciable Hospital Assets 
 
The use of the 1978 or later AHA editions allow more detailed component lives for building and 
building equipment (e.g., automatic doors, canopies, computer flooring, etc.).  Each component may 
be depreciated separately on the basis of the useful life of each component, rather than on the basis of 
a single useful life for the entire building. 
 
A composite useful life, as illustrated in the 1973 and 1978 editions, may be used for a class or group 
of assets.  In using the 1988 edition, Table 1, which provides useful life ranges for groups of assets, 
may not be used. 
 
For assets acquired before December 1, 1997, a purchaser of a used asset must assume a useful life 
based on the guidelines for new assets.  However, if approved by the contractor, the purchaser of a 
used asset may reduce the useful life based on acceptable factors that affect the establishment of a 
different useful life as described below. 
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For used assets acquired on or after December 1, 1997, and subject to the historical cost limitation in 
104.10E and 104.14A.4 the purchaser must use the remaining useful life. 
 
Purchased computer software acquired prior to August 1, 1988, is depreciated over the useful life of 
the hardware if the software is purchased with computer equipment and the cost is not separately 
stated.  If the cost of the software is separately stated, or if the software is purchased independent of 
the hardware, it must be depreciated over a minimum of 5 years.  Purchased computer software 
purchased on or after August 1, 1988, is depreciated using the applicable edition of the useful life 
guidelines. 
 
The costs of initial customizing and/or modification of purchased computer software to function with 
the provider's computer hardware, or to put it into place for use, should be capitalized as part of the 
historical cost of the software.  Such costs are analogous to installation costs of a moveable asset.  
The costs of internally generated computer software must be expensed, rather than capitalized.  For 
purposes of this section, internally generated computer software means software generated, in whole 
or in part, by staff internal to the provider.  The use of outside consultants to assist the provider's 
staff in developing a systems change does not change the nature of any resultant software from 
internally generated to purchased. 
 
The costs of a building addition may be depreciated over the remaining useful life of the primary 
building to which it is appended, rather than over the inherent physical life of the building addition, 
if the provider intends to demolish or abandon the primary building and the building addition upon 
the expiration of the useful life of the primary building.  However, the provider must demonstrate to 
the contractor by convincing evidence a clear intention to demolish or abandon the building addition 
at the expiration of the useful life of the primary building (e.g., a master building plan which does 
not provide for any alternative which would have the building addition remain in place beyond 
demolition or abandonment of the primary building).  If the provider's evidence contains alternatives 
that would extend the useful life of the building addition beyond the remaining useful life of the 
primary building, a presumption must be made that the useful life of the building addition 
corresponds with its inherent physical life, and the shorter useful life may not be used. 
 
A different useful life may be approved by the contractor if the provider's request is properly 
supported by acceptable factors which affect the determination of useful life. Such factors include 
normal wear and tear, obsolescence due to normal economic and technological changes, climatic and 
other local conditions, and the provider's policy for repairs and replacement.  When the useful life 
selected differs significantly from that established by the guidelines, the deviation must be based on 
convincing reasons supported by adequate documentation, generally describing the realization of 
some unexpected event.  Factors such as an expected early sale, retirement, demolition, or 
abandonment of an asset (however, see exception regarding building additions above), or termination 
from the Medicare program, may not enter into a determination of the expected useful life of an 
asset. 
 
104.18 Useful Life - Leasehold Improvements.--The costs of improvements which are the 
responsibility of the provider under the terms of a lease may be depreciated over the useful life of the 
improvement or the remaining term of the lease, whichever is shorter.  The term of the lease includes 
any period for which the lease may be renewed, extended, or continued following either an option 
exercised by the provider or, in the absence of an option, reasonable interpretation of past acts of the 
lessor and lessee pertaining to renewal, etc., unless the provider establishes, omitting past acts, that it 
will probably not renew, extend, or continue the lease. 
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104.19 Salvage Value - Depreciable Assets.--Salvage value is the estimated amount expected to be 
realized upon the sale or other disposition of the depreciable asset when it is no longer useful to the 
provider.  The amount is ordinarily estimated at the time of acquisition and, except for the declining 
balance method, is deducted from the cost of the depreciable property to arrive at the basis for 
depreciation.  For example, an asset is purchased for $17,000 with an expected salvage value of 
$2,000.  The basis for depreciation becomes $15,000 (i.e., $17,000 less $2,000) for computing the 
depreciation. 
 
Thus, if a provider disposes of its assets when they are in good operating condition, the salvage value 
is higher than it might be if the provider used the assets until their inherent life had been substantially 
exhausted. Virtually all assets have a salvage value substantial enough to be included in calculating 
depreciation, and only in the rare instance is salvage value so negligible that it may be ignored. 
 
For assets acquired on or after December 1, 1997, and subject to the historical cost limitation in 
104.10E and 104.14A.4, salvage value need not be taken. 
 
104.20 Scrapping.--Scrapping is the physical removal from the provider's premises of tangible 
personal property which is no longer useful for its intended purpose and is only salable for its scrap 
or junk value. 
 
104.21 Abandonment.--Abandonment means the permanent retirement of an asset for any future 
purpose, not merely the provider's ceasing to use the asset for patient care purposes.  To claim an 
abandonment under the program, the provider must have relinquished all rights, title, claim, and 
possession of the asset with the intention of never reclaiming it or resuming its ownership, 
possession, or enjoyment. 
 
104.22 Demolition.--The deliberate destruction of a building or other asset resulting in the 
complete loss of economic value (other than the scrap value) of the asset. 
 
104.23 Net Book Value.--The net book value of the asset is defined as the historical cost under the 
program less the depreciation recognized under the program. 
 
104.24 Bona Fide Sale.--A bona fide sale contemplates an arm’s length transaction between a 
willing and well informed buyer and seller, neither being under coercion, for reasonable 
consideration.  An arm’s-length transaction is a transaction negotiated by unrelated parties, each 
acting in its own self interest. 
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106. METHODS FOR WRITING OFF COST OF MINOR EQUIPMENT 
 
Except where prohibited by §108, a provider may treat the cost of the minor equipment needed to 
operate its facility in any one of the following methods: 
 

(a) The original investment in this equipment is not amortized or depreciated.  Any 
replacements to the base stock are charged to operating expenses.  The investment in the base 
inventory of equipment is adjusted when there is a significant change in the inventory size.  For 
example: 
 

Provider Fiscal Year - July 1 to June 30 
 

Provider Entered Program - July 1, 1966 
 

Original Cost of Minor Equipment in Use at July 1, 1966 - $15,000 
 

Purchases During FY July 1, 1966, to June 30, 1967 ------ $10,000 
 

Minor Equipment Inventory Value at June 30, 1967 ------- $20,000 
(Determined for this example to be a significant change in inventory size) 

 
Charges to operating expense in FY ended June 30, 1967, are $5,000. (Purchases of 
$10,000 less increase in inventory value of $5,000) 

 
(b) The net book value of such items at the time the provider enters the program may be 

written off ratably over 3 years; that is, one third of the net book value is written off each year.  Net 
book value is the historical cost less previous write-off.  The previous write-off should have been 
computed on the basis of not more than a 3-year life and in equal amounts.  A full one-third write-off 
should have been made in the year of acquisition.  If the computation had been based on longer life 
or a different rate, or both, or if the equipment has been previously written off directly through 
charges to operating expense, the net book value at the time the provider enters the program is 
amortized applying a 3-year basis.  Thus, any asset over 3 years old, although still in use, is not 
included.  Under this method, any new purchases are also written off ratably over a 3-year period.  
For example: 
 

Provider Fiscal Year - January l to December 31 
 
 Provider Entered Program - January 1, 1967 
 

Acquisition Cost of  Recomputed     Net Book 
Purchase  Minor Equipment in  Write-Off    Value As 
Date       Use on 1/1/67    To 1/1/67     Of 1/1/67 
 
1965   $9,000  minus $6,000  equals  $3,000  
1966    6,750  minus 2,250  equals    4,500 

Total  $7,500 
 
 
Write-Off allowed on above equipment: 1967 - $2,500 

1968 - $2,500 
1969 - $2,500 
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(c) Equipment still in use may be categorized (e.g., surgical instruments) and written off 
ratably over their actual useful lives.  Where depreciable equipment had been written off directly 
through charges to operating expense, or previously inaccurately depreciated due to the provider's 
method of accounting for minor equipment, a new book value of equipment still in use may be 
recomputed using the actual useful lives. 
 
Once a provider has applied one of the above methods, that method must be consistently used 
thereafter unless approval for a change is granted by the intermediary.  A request for change must be 
made no later than the last day of the first month of the accounting year in which the new method is 
to be employed. 
 
Methods (a) and (b) are not methods of depreciation and the rules of this chapter relevant to 
depreciation are not applicable. 
 
 
108. GUIDELINES FOR CAPITALIZATION OF HISTORICAL COSTS AND IMPROVEMENT 

COSTS OF DEPRECIABLE ASSETS 
 
108.1 Acquisitions.--If a depreciable asset has at the time of its acquisition an estimated useful 
life of at least 2 years and a historical cost of at least $5,000, its cost must be capitalized and written 
off ratably over the estimated useful life of the asset using one of the approved methods of 
depreciation.  If a depreciable asset has a historical cost of less than $5,000, or if the asset has a 
useful life of less than 2 years, its cost is allowable in the year it is acquired, subject to the provisions 
of §106. 
 
The provider may establish a capitalization policy with lower minimum criteria, but under no 
circumstances may the above minimum limits be exceeded.  For example, a provider may elect to 
capitalize all assets with an estimated useful life of at least 18 months and a historical cost of at least 
$4,000.  However, it may not elect to capitalize only those assets with a useful life of at least 3 years 
and a historical cost of more than $6,000. 
 
When items are purchased as an integrated system, all items must be considered as a single asset 
when applying the capitalization threshold.  Items that have a stand alone functional capability may 
be considered on an item-by-item basis.  For example, an integrated system of office furniture 
(interlocking panels, desk tops that are supported by locking into panels) must be considered as a 
single asset when applying the threshold.  Stand alone office furniture (e.g., chairs, free standing 
desks) will be considered on an item-by-item basis. 
 
108.2 Betterments and Improvements.--Betterments and improvements extend the life,  increase 
the productivity, or significantly improve the safety (e.g., asbestos removal) of an asset as opposed to 
repairs and maintenance which either restore the asset to, or maintain it at, its normal or expected 
service life.  Repair and maintenance costs are always allowed in the current accounting period. 
 
For the costs of betterments and improvements, the guidelines established in §108.1 must be 
followed, i.e., if the cost of a betterment or improvement to an asset is $5,000 or more and the 
estimated useful life of the asset is extended beyond its original estimated useful life by at least 2 
years, or if the productivity of the asset is increased significantly over its original productivity, or the 
safety of the asset is increased significantly, then this cost must be capitalized and written off ratably 
over the remaining estimated useful life of the asset as modified by the betterment or improvement.  
As in the previous section, lower minimum criteria may be used if desired. 
 
 
 
 
 
 
Rev. 402 1-4.1 



110 DEPRECIATION 02-98 
 
 
110. SALE AND LEASEBACK AND LEASE-PURCHASE AGREEMENTS 
 

A. Sale and Leaseback Agreements - Rental Charges.-- 
 

1. The incurred rental specified in the sales agreement entered into by hospitals or SNFs 
before Oct. 23, 1992, or by other providers at any time, is includable in allowable costs if the 
agreement is with a nonrelated purchaser involving plant facilities or equipment and the following 
conditions are met: 
 

o The rental charges are reasonable based on consideration of rental charges of 
comparable facilities and market conditions in the area; the type, expected life, condition and value 
of the facilities or equipment rented; and other provisions of the rental agreements; 
 

o Adequate alternate facilities or equipment which would serve the purpose are not 
or were not available at lower cost; and 
 

o The leasing was based on economic and technical considerations. 
 

2. When a hospital or SNF enters into a sale and leaseback agreement on or after 
October 23, 1992, or in the case of other providers, when the conditions in subsection A are not met, 
and the agreement is with a nonrelated purchaser involving plant facilities or equipment, the amount 
that may be included as rental or lease expense may not exceed the amount that the provider would 
have included in its allowable costs had the provider retained legal title to the facility or equipment 
(i.e., the costs of ownership). The costs of ownership include items such as interest expense on 
mortgages, taxes, depreciation, and insurance costs. 
 
The limitation on the amount that may be included in lease or rental costs applies both on an annual 
basis and over the useful life of the asset. 
 

a. If in the early years of the lease, the annual lease costs are less than the annual 
costs of ownership, but in the later years of lease, the annual lease costs are more than the costs of 
ownership, the limitation is applied as follows. 
 
In the years when the lease costs are less than the costs of ownership, the actual annual lease costs 
are included in allowable costs.  However, in the later years of the lease, when the annual lease costs 
are greater than the annual ownership costs, the full lease costs may be included so long as, in the 
aggregate, the total costs of the lease do not exceed the total costs of ownership over the life of the 
asset. 
 
EXAMPLE: A 10 year lease has lease costs of $10,000 per year.  The asset has a useful life of 12 

years.  The costs of ownership is $11,000 per year for the first 3 years, $9,000 for the 
next 2 years, and $6,000 a year thereafter, with a total costs of ownership of $93,000. 

 
Allowable Total 

Lease  Ownership  (per year)  Cumulative 
 

Years 1-3  $10,000  $11,000   $10,000  $30,000 
Years 4-5  $10,000  $  9,000   $10,000  $20,000 
Years 6-9  $10,000  $  6,000   $10,000  $40,000 
Year 10  $10,000  $  6,000   $  3,000  $  3,000 
Years 11-12 $         0  $  6,000      $         0 
Total  $100,000  $93,000      $93,000 
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b. If in the early years of the lease, the annual lease costs are greater than the annual 
ownership costs, but in the later years of the lease the annual lease costs are less than the annual 
ownership costs, the limitation is applied as follows. 
 
In the years that the annual lease costs exceed the costs of ownership, the provider may carry forward 
lease costs that are excluded from allowable costs because of the annual limit. The amounts carried 
forward are included in allowable costs in the years of the lease when the lease costs are less than the 
annual costs of ownership.  However, in any year, the amount of actual annual lease costs plus the 
amount carried forward may not exceed the annual cost of ownership for that year.  In addition, in 
the aggregate, the amount of rental or lease costs included in allowable costs may not exceed the 
costs of ownership that the provider could have included in allowable costs had the provider retained 
legal title to the asset. 
 
EXAMPLE: There is a 10 year lease with lease costs of $9,000 per year.  The costs of ownership 

is $7,000 per year for the first 3 years, $9,000 for the next 2 years, and $10,000 a year 
thereafter, with a total costs of ownership of $89,000. 

 
Costs 

 
Lease  Ownership Allowable  Total 
          (per year)  (per year)   Cumulative 

 
Years 1-3  $9,000  $7,000  $ 7,000*   $21,000 
Years 4-5  $9,000  $9,000  $ 9,000   $18,000 
Years 6-10 $9,000  $10,000  $10,000**  $50,000 
Total     $90,000  $89,000   $89,000 

 
   * $1,000 per year is carried forward 
 

** includes $1,000 per year carries forward from years 1-3  
 
NOTE: $1,000 in carry forward costs are not recognized because the total cost of ownership would 

be exceeded. 
 

B.  Lease Purchase Agreements - Rental Charges.-- 
 

l. Definition of Virtual Purchase.-- 
 

a. For lease transactions of all providers entered into before October 23, 1992, the 
existence of the following conditions generally establishes that a lease is a virtual purchase. 
 

o The rental charge exceeds rental charges of comparable facilities or 
equipment in the area;  
 

o The term of the lease is less than the useful life of the facilities or 
equipment; and 
 

o The provider has the option to renew the lease at a significantly reduced 
rental, or the provider has the right to purchase the facilities or equipment at a price which appears to 
be significantly less than what the fair market value of the facilities or equipment would be at the 
time acquisition by the provider is permitted. 
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b. For lease transactions of all providers entered into on or after October 23, 1992, 
a lease that meets any one of the following conditions establishes a virtual purchase. 
 

o The lease transfers title of the facilities or equipment to the lessee during the 
lease term, 
 

o The lease contains a bargain purchase option, 
 

o The lease term is 75 percent or more of the useful life of the facilities or 
equipment.  This provision is not applicable if the lease begins in the last 25 percent of the useful life 
of the facilities or equipment, or 
 

o The present value of the minimum lease payments (that is, payments to be 
made during the lease term, including bargain purchase option, guaranteed residual value, or 
penalties for failure to renew) equal 90 percent or more of the fair market value of the leased 
property. This provision is not applicable if the lease begins in the last 25 percent of the useful life of 
the facilities or equipment. The present value is computed using the lessee's incremental borrowing 
rate, unless the interest rate implicit in the lease is known and is less than the lessee's incremental 
borrowing rate, in which case, the interest rate implicit in the lease is used. 
 

2. Treatment of Rental Charges.--If the lease is a virtual purchase, the rental charge is 
includable in allowable costs only to the extent that it does not exceed the amount which the provider 
would have included in allowable costs if it had legal title to the asset (the cost of ownership), such 
as straight line depreciation, insurance, and interest.  For purposes of computing the limitation on 
allowable rental cost, a provider may not include accelerated depreciation in its allowable costs. 
 
The difference between the amount of the rent paid and the amount of rent allowed as rental expense 
is considered a deferred charge and is treated as follows: 
 

a. If the asset is purchased by the provider, the deferred charge must be capitalized 
as part of the historical cost of the asset, subject to the limitation on revaluation of assets, and is 
depreciated over the useful life of the asset. 
 

b. If the asset is returned to the owner, instead of being purchased, the deferred 
charge may be expensed in the year the asset is returned. 
 

c. If the term of the lease is extended for an additional period of time at a reduced 
lease cost and the option to purchase still exists, the deferred charge may be expensed to the extent of 
increasing the reduced rental to an amount not in excess of the cost of ownership. 
 

d. If the term of the lease is extended for an additional period of time at a reduced 
lease cost and the option to purchase no longer exists, the deferred charge may be expensed to the 
extent of increasing the reduced rental to a fair rental value. 
 
If the leasee becomes the owner of the leased asset (either by operation of the lease or by other 
means), the amount considered as depreciation for the purpose of having computed the limitation 
expressed in the first paragraph 
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of the section must be used in calculating the limitation on adjustments to depreciation for the 
purpose of determining any gain or loss upon disposal of an asset under §132. 
 

e. If the provider undergoes a change of ownership (CHOW) during the lease 
period, and the lease is assigned to the new owner (with no changes to the lease terms), the deferred 
rental charge is treated as follows: 
 

1. If the CHOW is between or among unrelated entities, any rental amount 
deferred as of the date of the CHOW is included in the terminating 
provider’s final cost report.  The acquiring provider must apply the above 
limitations in determining the amount of rental charges to be included in its 
allowable costs.  EXCEPTION: If the terms of the lease changed in 
addition to the assignment of the lease, the new lease must be evaluated to 
determine if it should still be considered as lease-purchase agreement. 

 
2. If the CHOW is between or among related organizations, the lease is 

treated as if a CHOW had not occurred (i.e., the deferred rental amount 
may not be included in the termination provider’s final cost report, and the 
above limitations will continue to apply in determining the amount of 
rental expense that may be included in the allowable costs of the acquiring 
provider. 

 
EXAMPLE: A provider leased the following asset for 5 years at a cost of $75,000 per year.  The 

asset costs $300,000 and has a useful life of 6 years.  The cost of ownership was 
determined as follows: 

 
Cost     $300,000 
Useful Life   6 years  
Depreciation   $50,000 per year 
Insurance    $  3,000 per year 
Interest    $12,000 per year 

 
The yearly cost of ownership is $65,000. It was determined that this was a virtual 
purchase.  The rental charge included in allowable expense is limited to $65,000 and 
the difference of $10,000 is deferred. 

 
The asset is then purchased by the provider at the end of the lease for $30,000. The 
basis of the asset is $30,000 plus 5 years deferred charges at $10,000 or a total of 
$80,000.  The useful life is 6 years and the salvage value is $2,000.  The purchaser of 
a used asset must assume a useful life based on the guidelines for new assets unless a 
different useful life is justified to the intermediary.  (See §104.17.) 

 
The provider keeps the asset for 4 years and sells it for $35,000. The gain or loss on 
the sale is determined as follows:  

 
Basis      $80,000 
Depreciation     $52,000 
Undepreciated Basis   $28,000 
Sales Price     $35,000 
Gain      $ 7,000 

 
The maximum amount of the gain recognized by Medicare is limited to depreciation 
previously included in Medicare allowable cost or $52,000.  Had  
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there been a loss on the transaction, the amount of the loss would be limited to 
$28,000, the undepreciated basis of the asset permitted under the program. 

 
3. Effect of Funded Depreciation.--When a provider which has funded depreciation 

available leases an asset and it is determined that the lease is a virtual purchase, the lease charge is 
recognized as described in subsection 2.  However, in determining the cost of ownership for 
comparison to the cost of leasing, the provider must not include a factor representing imputed 
interest expense.  Since the provider had funded depreciation available, it would not have incurred 
interest expense related to the purchase.  While the implicit interest expense cannot be included in 
determining the limitation, it is not unallowable.  Rather, the implicit interest is deferred as part of 
the excess of the lease payment over the costs of ownership when funded depreciation is available.  
The excess of any reasonable rental or lease charge over the costs of ownership is not disallowed.  As 
described in subsection 2, this excess is deferred and either (1) reimbursed when the asset is returned 
to the lessor or (2) included in the historical cost basis of the asset when the asset is purchased by the 
lessee. 
 
111. ASSUMPTION OF LEASE AT LESS THAN FAIR RENTAL VALUE 
 
There are some situations in which a provider may obtain lease rights for less than fair rental value 
when, for example, a provider assumes an existing lease on a tangible asset(s) as part of the purchase 
of a group of assets, which includes the favorable lease. In such situations, the provider is actually 
paying to obtain the favorable lease.  If the provider and the entity from which the lease is assumed 
are not related within the meaning of Chapter 10, and if the essential elements of the lease (e.g., lease 
payments, lease term, responsibilities of lessor and lessee) remain unchanged as a result of the lease 
assumption, the reasonable amount paid for purposes of obtaining the lease (in excess of the actual 
amount of rent which must be paid under the lease) may be ratably amortized over the life of the 
lease (excluding renewal periods) so long as the leased assets are used to render patient care.  If the 
lease is terminated before the amortization period is completed, the unamortized amount may be 
included in allowable cost in the year of termination.  The reasonable amount for purposes of 
obtaining the favorable lease must be documented as having been paid for the lease, and it must be 
shown that the amount of rent required under the lease plus the amount paid for purposes of 
obtaining the favorable lease does not exceed the fair rental value of the lease. 
 
EXAMPLE: In 1985, Corporation A purchases the assets of Hospital B, a provider corporation not 

related to Corporation A within the meaning of Chapter 10.  Corporation A continues 
operation of the hospital as a participating provider.  The assets purchased include a 
hospital building, building equipment, major moveable equipment, land, and a lease 
on a storage building located on property adjacent to the hospital property.  The 
storage building is used to store provider assets related to patient care.  The storage 
building and the land upon which it is situated is owned by Partnership XYZ (lessor), 
an organization not related to either Corporation A or Corporation B within the 
meaning of Chapter 10. 

 
In 1980, when the lease was originally negotiated between Partnership XYZ and 
Provider B, the lease provided for a reasonable first year rental amount to be 
increased no more than 5 percent per year.  The term of the lease was 10 years and 
the lease was assignable. From 1980 through the date of the sale of the hospital to 
Corporation A, fair rental values for similar rental properties have increased at the 
rate of 8 percent per year. 

 
Corporation A, in recognition of the fact that it is assuming a favorable lease (at less 
than fair rental value), paid an additional, reasonable amount to Hospital B for the 
favorable lease.  The amount paid in recognition of the favorable lease is  
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documented in the sales agreement.  The additional amount paid for the favorable 
lease may be ratably amortized over the remaining life of the lease (5 years), so long 
as the building continues to be used for a purpose related to patient care. 

 
112.  ALLOWANCE FOR DEPRECIATION ON FACILITIES LEASED FOR NOMINAL 

AMOUNT 
 
A considerable number of providers lease their facilities from municipalities at a nominal rental 
(usually for $1.00 per year) with the lease generally covering the useful life of the facility.  Under 
most lease arrangements, the tenant (lessee) maintains the property and pays the cost of any 
improvement or addition to the facility.  When such improvement or addition is made, the lessee may 
properly depreciate its cost.  The depreciation allowance is includable in allowable cost.  At the end 
of the lease, improvements and additions made by the lessee become the property of the lessor.  
However, in some instances, the lease agreement provides that title to any additions or improvements 
is to revert to the owner in the first year they are used.  In such cases, the cost of any addition or 
improvement is similarly depreciated, and the depreciation allowance is also includable in allowable 
cost. 
 
It is the general practice of the provider to include in its charges (and cost) an amount to cover 
depreciation on the leased facilities as distinguished from capital improvements made by the lessee.  
In recognition of this practice, most third parties that reimburse providers on the basis of cost allow 
depreciation (but not interest) on facilities that have been leased for a nominal rental.  In view of this 
and since the lease arrangement in such cases generally contemplates the occupancy by the lessee for 
the period of the useful life of the facility, depreciation on the leased facility may be included in 
allowable cost under the conditions described below. 
 
112.1 Analysis of Lease Arrangement.--Each case must be decided on its own merits for 
depreciation to be allowed.  The lease must contemplate that the lessee will make any necessary 
improvements and properly maintain the facility.  The lease may and frequently does cover the useful 
life of the asset.  If not, however, as in the case of a year to year lease, such lease is examined closely 
to determine whether the renewal and other provisions of the lease contemplate that the provider will 
use the facility to the extent of its useful life.  Where the intent and provisions of the year to year 
lease permit the provider to have the benefit of the useful life of the facility, such lease is treated, for 
depreciation purposes, in the same manner as a long-term lease that covers the useful life of the 
asset.  The actions of the lessee and lessor in such cases should indicate that the intent of both parties 
is to continue the lease arrangements for the useful life of the asset.  Of course, other facts are 
considered together with the past actions of the lessee and lessor in order to determine whether or not 
the asset will and can be used by the lessee for the asset's full useful life. 
 
The lease should have no restrictions on the free use of the facility by the lessee.  In addition, the 
lease should not provide for any indirect benefits to the lessor or to those connected with the lessor.  
For example, if the lease requires that the lessee furnish free hospital services to the employees of the 
lessor, then depreciation is not allowed. In such case, the cost of the services furnished to the lessor's 
employees is appropriately included when determining Medicare's share of allowable costs. 
 
When the provider pays or contributes to the lessor any funds which are to be used for retiring the 
lessor's bonds or notes issued for the facility, such payments are considered rental payments.  These 
rental payments, to the extent they are reasonable, are considered an allowable cost.  Also, any 
general contribution by the lessee to the lessor is considered a rental payment for the use of the 
facility.  When either of such rental payments is allowable as cost, depreciation on the leased facility 
is not an allowable cost item. 
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Any questions on the legal interpretation of the lease as it relates to the criteria discussed above, 
should be submitted through the Bureau of Health Insurance regional office for an opinion from the 
regional attorney. 
 
112.2 Basis and Method for Depreciation.--For depreciation  cost allowance purposes under the 
program, the leased asset should be treated as tough the lessor an lessee were one and the same.  All 
the cost principles and reimbursement manual sections on depreciation would be applicable to such 
assets.  For example, the basis for depreciation will be the historical cost of the asset to the lessor 
adjusted for past depreciation.  If historical cost records are not available, a proper appraisal for 
establishing the historical cost would be acceptable.  Where the leased facility is later purchased by 
the provider, the facility's undepreciated balance on the date of title transfer or the purchase price, 
which ever is lower, will, for further depreciation purposes, be considered the unrecovered cost of 
the facility. 
 
The following illustration demonstrates the computation of depreciation on the leased facility and 
amortization on improvements made to that facility. 
 
FACTS 
 
Historical cost of the leased facility at 

acquisition date--7/1/56 ............................................... $520,000 
Estimated salvage valuE ...................................................... $ 20,000 
Estimated useful life of the facility ...................................... 40 years 
Life of the lease effective at 7/1/60 ...................................... 35 years 
Method of depreciation ........................................................ Straight Line 
Leasehold improvement 7/1/65 ............................................ $ 90,000 
Estimated useful life of improvement .................................. 30 years 
 
 
COMPUTATION OF DEPRECIATION 
 
Historical cost of building ............$520,000 
Less:  Estimated salvage value .....    20,000 
Basis for depreciation...................$500,000 
Annual rate of depreciation 

based on 40 year life ............       2.5% 
Annual depreciation on building .......................................... $  12,500 
Accumulated depreciation on 7/1/66 (Date of 

entrance into Medicare program)(10 years 
at $12,500   ........................................................... $125,000 

 
 
COMPUTATION OF AMORTIZATION ON IMPROVEMENT 
 
Cost of leasehold improvement ......$ 90,000 
Useful life--30 years 
Annual amortization  ......................$ 90,000 ÷ 30 years ..... $  3,000 
Accumulated amortization on 7/1/66 (Date of 

entrance into Medicare program) ................................. $  3,000 
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TOTAL ANNUAL DEPRECIATION AND AMORTIZATION 
 
Annual depreciation on facility ............................................ $12,500 
Annual amortization on improvement .................................     3,000 
Total ..................................................................................... $15,500 
 
113. LEASING ARRANGEMENTS THAT REQUIRE THE LESSOR TO FURNISH NORMAL 

BASIC SERVICES 
 
113.1 Lessor - Lessee Arrangements.--Owners of some facilities enter into agreements providing 
for leasing a stated number of beds in their institutions.  Under these arrangements, the lessor-
operator of the facility agrees to provide the equipment, furnishings, supplies, meals, maintenance 
and janitorial services necessary for the lessee's operation of a portion of the premises, usually as 
skilled nursing facility under the Medicare program.  Usually, the lessor also provides all necessary 
nursing services or at least provides an option for the lessee to use the lessor's nursing services.  The 
arrangements vary widely in their provisions.  However, from the standpoint of patient care, there is 
apparently little difference in the manner that medical care would actually be provided whether or 
not a leasing arrangement existed. 
 
The lease usually provides for a rental payment that is not representative of the actual costs of the 
services furnished.  Ordinarily, the rental payment closely approximates or exceeds the facility's 
normal charges.  The rental amount may be stated in a variety of ways; the lessor's normal charges; a 
modification of the standard charges representing a stipulated reduction; a monthly rental per bed 
plus a supplemental payment for general overhead and the purchase at the predetermined rates of 
specific services such as meals, laundry, medical supplies, and all the usual ancillary services such as 
drugs, physical therapy, etc.; and many other variations. 
 
Regardless of the parties' motivations for entering into such an agreement, the result of the 
transaction is to guarantee the lessor a return on a charge basis for providing facilities and services, 
whether or not utilized by program beneficiaries, as provided in section 1814(b) of the Act.  The total 
situation must be considered in a determination of reasonableness of the cost base especially where 
the lessor itself engaged in the operation of a health facility within the same structure leased in part 
to the provider. 
 
Where leasing arrangements described above exist, the intermediary should notify the appropriate 
Bureau of Health Insurance Regional Representative (where SNF's are concerned, the Office of 
Long-Term Care Standards enforcement in the Regional Director's Office) so that he may determine 
whether the certification of the lessee distinct-part is proper.  The provisions of each such lease will 
be reviewed to determine whether the "lessee-provider" is actually a certifiable skilled nursing 
facility.  Whether or not the institution meets the definitions of a "skilled nursing 
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facility" in §1819(j) of the Act, the full circumstances under which it proposes to provide services to 
beneficiaries on a reasonable cost basis must be reviewed and weighted by the regional office to 
assure compliance with the Act.  Preferably, this is done before an agreement is entered into.  
However, the certification ordinarily can only be made based upon the on-going operation in order to 
assure compliance. 
 
113.2 Reimbursement.--When an entire facility or a skilled nursing care distinct-part has been 
leased by a provider under an arrangement whereby the lessor operates and furnishes essential 
services, and the lessee requires payments to the lessor that are not representative of the actual cost 
of the facilities or services furnished by the lessor, the program does not recognize such payments for 
reimbursement purposes.  The program reimburses the lessee only on the basis of the lessor's 
reasonable costs of furnishing the services.  Generally speaking, this involves two cost finding 
processes - one for the lessor, which requires a determination of cost attributable to the leased 
distinct-part of the entire facility, if applicable; and one for the lessee's actual operation.  The lessor's 
costs are determined under the Medicare reimbursement principles except that there are no 
provisions for (1) owner's compensation, or (2) return on equity capital.  However, these times are 
appropriately recognized in the cost finding procedure for the lessee.  In addition, any costs for 
duplicate identifiable services between the lessor and lessee must be eliminated from the lessor's 
cost. 
 
114. BASIS FOR DEPRECIATION 
 

A. New Assets.--The basis for depreciation of new assets under the straight-line (see §116.1) 
and the sum-of-the-years' digits (see §116.2) methods is the historical cost of the asset less its 
salvage value.  For the historical cost of donated assets, see §104.16.  Section 116B explains the 
conditions under which the sum-of-the-years' digits method may be used. 
 
Under the declining balance method (see §116.3), the basis for depreciation is the historical cost 
only.  Sections 116B and C explain the applicability and limitation of the use of the declining 
balance method. 
 

B. Assets Partially or Fully Depreciated on Provider's Books When Provider Enters Program.-
-For assets that are fully or partially depreciated on the provider's books when the provider enters the 
program, the basis for depreciation under the straight-line (see §116.1) and the sum-of-the-years' 
digits (see §116.2) methods is the adjusted historical cost, as defined below, less the salvage value.  
Section 116B explains the conditions under which the sum-of-the-years' digits method may be used. 
 
Under the declining balance method (see §116.3), the basis for depreciation is the adjusted historical 
cost only.  Sections 116B and C explain the applicability and limitation of use of the declining 
balance method. 
 
The adjusted historical cost of an asset that is in use when the provider enters the program is its 
historical cost reduced by the depreciation accumulated up to the date of entrance into the program.  
Accumulated depreciation for this purpose may be determined on a straight-line basis (regardless of 
the depreciation method used or in use by the provider) and based on an estimate of the asset's useful 
life, taking into account past and current information. 
 
When a provider enters the program, it has an opportunity to revise the useful life of its assets taking 
into account past and current information, subject 
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to the approval of the intermediary.  For example, if an asset currently in use has been fully 
depreciated on the provider's books, it would be evident that the asset's useful life has not ended. 
Consequently, a new estimate of the asset's useful life, based on current information, may be made. 
 
When the useful life of an asset is revised, the adjusted historical cost is based on the historical cost 
reduced by the revised accumulated depreciation based on the new estimate of the asset's useful life.  
The revised depreciation may be determined on a straight-line basis regardless of the depreciation 
method used or in use by the provider.  The amount of depreciation on the provider's books is not to 
be considered in the determination. 
 
The following illustrates how the basis for depreciation is determined for used assets when a 
provider enters the program and revises the useful life of an asset. 
 
FACTS 
 
The provider entered the program on July 1, 1993 
Asset acquired on July l, 1987. 
Original estimated useful life is 8 years. 
Historical cost of the asset     $1,500,000 
Estimated salvage value       $100,000 
Accumulated depreciation on the provider's books, $1,050,000 
using the straight line method of depreciation 
 
When the provider entered the program, it reevaluated the useful life of the asset and estimated that 
its useful life was 12 years from the date of acquisition.  The intermediary approved the change.  The 
basis for depreciation under the program is determined as follows: 
 

Step 1. Determine adjusted historical cost: 
 

Historical cost      $1,500,000 
Less estimated salvage value           100,000 
Basis for computing revised accumulated 
deprecation     $1,400,000 

 
Revised accumulated depreciation 

(6/12 x $1,400,000)         $700,000 
 

Adjusted historical cost: 
Historical cost      $1,500,000 
Less revised accumulated depreciation     700,000 
Adjusted historical cost $800,000 

 
Step 2. Determine basis for depreciation under the program: 

 
Using the straight-line method: 

Adjusted historical cost     $800,000 
Less estimated salvage value   100,000 
Basis for depreciation $700,000 

 
 
NOTE: The method of determining the accumulated depreciation and the adjusted historical cost 

for depreciation under the program is the same, regardless of the method of depreciation 
previously used by the provider.  
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114.1 Transfer of Governmental Facilities.-- 
 

A. Intergovernmental Transfer of Facilities.--When assets are transferred from one 
governmental entity to another under appropriate legal authority, the basis for depreciation is 
determined as follows. 
 

1. Bona Fide Sale.--The basis for depreciation in a bona fide sale is the historical cost 
subject to the following limitations.  
 

a. For assets acquired by other than hospitals or SNFs after 1970 and before 
December 1, 1997, or for assets acquired by hospitals or SNFs after 1970 and before July 18, 1984, 
the historical cost incurred by the present owner in acquiring the asset under a bona fide sale must 
not exceed the lower of: 
 

(1) The current reproduction cost adjusted for straight-line depreciation over the 
life of the asset to the time of the purchase; or  
 

(2) Fair market value at the time of the purchase. 
 

b. For assets acquired by hospitals or SNFs on or after July 18, 1984 (see 
§104.10.C) and before December 1, 1997, the historical cost cannot exceed the lower of: 
 

(1) The allowable acquisition cost, for Medicare purposes, of the asset to the 
owner of record as of July 18, 1984 (or in the case of an asset not in existence as of July 18, 1984, 
the first owner of record of the asset after that date); 
 

(2) The acquisition cost of the asset to the new owner; or 
 

(3) The fair market value of the asset on the date of acquisition. 
 

c. For assets acquired by all providers on or after December 1, 1997, the allowable 
acquisition cost to the acquirer will be the historical cost less depreciation allowed to the owner of 
record as of August 5, 1997.  (See §104.10.E.) 
 

2. Donation.--An asset is considered donated when a governmental entity acquires the 
asset without assuming the functions for which the transferor used the asset or without making any 
payment for it in the form of cash, property, or services. To determine the basis for depreciation of a 
donated asset, see §114.2. 
 

3. If neither items 1 or 2 above applies, i.e., the transfer was solely to facilitate 
administration or to reallocate jurisdictional responsibility, or the transfer constituted a taking over in 
whole or in part of the function of one governmental entity by another governmental entity, the basis 
for depreciation is: 
 

a. For an asset on which the transferor has claimed depreciation under the Medicare 
program, the transferor's basis under the Medicare program prior to the transfer.  The method of 
depreciation used by the transferee may be the same as that used by the transferor, or the transferee 
may change the method. (Beginning August l, 1970, a provider may only change from an accelerated 
method or optional method to the straight-line method. See §120.) 
 

b. For an asset on which the transferor has not claimed depreciation under the 
Medicare program, the cost incurred by the transferor in acquiring the asset (not to exceed the basis 
that would have been recognized had the transferor participated in Medicare program) less 
depreciation calculated on the straight-line basis over the life of the asset to the time of transfer. 
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B. Transfer of State Hospital to Nonprofit Corporation Without Monetary Consideration.--If a 
State transfers a hospital to a nonprofit corporation without monetary consideration on or after July 
18, 1984, the depreciable basis of the assets to the new owner is the net book value of the assets as 
recorded on the State's books at the time of the transfer.  For the purpose of this section, monetary 
consideration includes cash, new debt, and assumed debt. 
 
114.2 Assets Donated to Provider.--Where an asset is donated to a provider as described in 
§104.16, the basis for depreciation is determined as follows. 
 

1. Assets Not Used or Depreciated Under Medicare Program.--If an asset has never been 
used or depreciated under the Medicare program and is donated to a provider, the basis for the 
purpose of calculating depreciation and equity capital (if applicable) is the fair market value of the 
asset (see §104.15) at the time of donation. 
 

2. Assets Used or Depreciated Under Medicare Program--If an asset has been used or 
depreciated under the Medicare program and is donated to a provider or when a provider acquires 
such assets through estate or intestate distribution, e.g., a widow inherits a skilled nursing facility 
upon the death of her husband and becomes the owner of a newly certified provider, the basis for the 
purpose of calculating depreciation and equity capital (if applicable) is the lesser of: 
 

a. The fair market value at the time of donation; or 
 

b. The net book value in the hands of the owner last participating in the Medicare 
program. 
 
For donated assets, the basis for depreciation is determined as of the date of donation or the date of 
death, whichever is applicable.  See §104.23 for determining net book value and §104.16 for 
determining fair market value of donated assets. 
 
When the provider's records do not contain the fair market value of the donated assets as of the date 
of donation, an appraisal of such fair market value by a recognized appraisal expert is acceptable for 
depreciation and owner's equity capital purposes. 
 
The provider furnishes its intermediary with information identifying the appraisal expert and type 
and method of appraisal to be used.  The intermediary determines whether the contemplated 
appraisal is acceptable.  (See §134ff.) 
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116. DEPRECIATION METHODS 
 

A. General.--The straight-line method of computing depreciation is acceptable for all 
depreciable assets.  The availability of various methods of accelerated depreciation is dependent 
upon the date the asset was acquired and other criteria described in paragraphs B and C.  Regardless 
of the method of depreciation being used, an asset should not be depreciated below its salvage value 
(see § l04.l8).  The depreciation method used in claiming depreciation on a particular asset for the 
first time will be presumed to be the depreciation method selected for the asset.  A provider need not 
use the same method for all depreciable property. 
 

B. Depreciation Method Applicable to Acquisition or transaction Before August 1970.--For 
the following depreciable assets, in addition to the straight-line method of depreciation, a declining 
balance method (not to exceed double the straight-line rate or the sum of the years' digits method 
may be used: 
 

1. Depreciable assets for which accelerated depreciation was used for health insurance 
program purposes prior to August 1970. 
 

2. Depreciable assets for which a timely request to change from straight-line 
depreciation to accelerated depreciation was received by the intermediary prior to August 1970. 
 

3. Depreciable assets acquired before August 1970, where no election to use straight-
line depreciation, accelerated depreciation, or the optional allowance for depreciation was in effect 
on such date and the provider was participating in the program on such date.  An asset is considered 
acquired as of the date it is within the control of the provider. 
 

4. Depreciable assets of a provider where construction, remodeling, reconstruction, or 
other capital improvements began prior to February 5, 1970, and the provider ws participating in the 
program on February 5, 1970.  Construction is deemed to begin when physical work is started on the 
project at the site of the facility.  Preliminary work such as planning agency approval, demolition of 
old buildings, land clearing, feasibility surveys, and architectural drawings are not considered the 
beginning of construction. 
 

5. Depreciable assets of a provider where a valid written contract was entered into by 
the provider participating in the program before February 5, l970, for construction, acquisition, or for 
the permanent financing thereof and such contract was binding on the provider on February 5, 1970, 
and at all times thereafter.  The contract must identify the asset and specify the cost of the asset.  The 
contract may permit minor modifications in the construction of the asset and in the cost of the asset. 
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The contract for permanent financing must be for the construction or acquisition of a specific facility 
or asset.  An open-ended commitment by a bank or other institution to furnish funds for the 
construction or acquisition of a facility or asset is not considered a binding contract for permanent 
financing. 
 
Approval for financing with Hill-Burton or Hill-Harris program funds or loans insured by the FHA 
are considered contracts for permanent financing.  These loans must have been approved prior to 
February 5, l970, and must be designated for the construction or acquisition of a specific facility or 
asset. 
 
The issuance of bonds to finance the construction or acquisition of a facility or asset is considered a 
valid contract for permanent financing. the bond issuance must be designated for the construction or 
acquisition of a specific asset or facility.  Final approval of the bond issuance must have occurred 
prior to February 5, l970. 
 

C. Depreciable Assets Acquired After July l970.--For depreciable assets acquired after July 
l970 (except for asserts acquired as described in B.4 or B.5 above), a declining balance method not to 
exceed l50 percent of the straight-line rate may be used where the cash flow from depreciation on the 
total assets of the institution which are used to provide patient care services during the reporting 
period, including straight-line depreciation on the assets in question, is insufficient (assuming 
funding of available capital not required currently for amortization and assuming reasonable interest 
income on such funds) to supply the funds required to meet the reasonable principal amortization 
schedules on the capital debits related to the provider's total depreciable assets used to provide 
patient care services.  For each depreciable asset for which a provider submits a written request to 
use a declining balance method for health insurance reimbursement purposes (not to exceed l50 
percent of the straight-line rate), the provider must demonstrate to the intermediary's satisfaction that 
the required cash flow need exists. For each depreciable asset where a provider justifies the use of 
accelerated depreciation, the intermediary must give written approval for the use of a depreciation 
method other than straight line before basing any interim payment on the accelerated depreciation or 
making a reasonable cost determination for a reporting period which included an allowance for such 
depreciation. 
 
116.1 Straight-Line Method.--Under this method the annual allowance is determined by dividing 
the cost of the asset (less any estimated salvage value) by the years of useful life. This method 
produces a uniform allowance each year.  The following examples illustrate how depreciation is 
computed: 
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NEW ASSET 
 
Facts: Acquisition $17,000 

Estimated salvage value 2,000 
Estimated useful life 5 years 

Annual depreciation is computed as follows: 
Acquisition cost $17,000 
Less: Estimated salvage value 2,000 
Basis for depreciation $15,000 
Basis for Depreciation Depreciation per annum 
Useful Life 

 
$15,000  =  $3,000 each year 
5 years 

 
The annual allowance can also be computed by using a percentage applied to the basis for 
depreciation.  For example, in the above illustration, a 5-year life produces a 20% rate (100%/5 
years).  This 20% rate, when applied to the $15,000 basis for depreciation, results in an annual 
$3,000 depreciation allowance for each of the 5 years. 
 
USED ASSET 
 
Facts: Historical cost $46,000 

Salvage value 1,000 
Estimated useful life 15 years 
Years asset used by provider before 
  entrance into program 10 years 
Straight-line method of depreciation to 
  be used for Medicare purposes. 

Annual depreciation is computed as follows: 
a. Determine the number of remaining years of useful life (15 years minus 10 years = 5 

years of remaining useful life). 
 

b. Determine the basis for depreciation as follows: 
Cost  $46,000 
Deduct: Salvage value    1,000 

Balance $45,000 
Deduct: Accumulated depreciation under the 

straight-line method for 10 years 
 

(10 years x $45,000) =  $30,000 
     15 years 

 
Basis for depreciation $15,000 

 
c. Divide the basis for depreciation by the number of years of remaining life: 

 
Item b = $15,000  = $3,000 annual depreciation 
Item a     5 years 
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116.2 Sum-of-the-years' Digit Method.--Under this method, the annual depreciation 
allowance is computed by multiplying the basis for depreciation (cost less estimated salvage value) 
by a constantly decreasing fraction.  The numerator of the fraction represents the remaining years of 
useful life of the asset at the beginning of each year, and the denominator represents the sum of the 
years of estimated useful life at the time of acquisition in case of new assets or at time of entrance 
into the program in the case of used assets.  The following example illustrates how depreciation is 
computed: 
 
NEW ASSET 
Facts: Cost ............................................................................................................................$17,000 

Estimated salvage value .....................................................................................   2,000 
 Estimated useful life  ...................................................................................................5 years 
Depreciation is computed as follows: 

a. Add each number in the estimated useful life 
(5 years:  1+2+3+4+5=15). 

b. Use the sum 15 as the denominator of the fraction. 
c. Each year, for the numerator of the fraction use the remaining years of useful life 

including the year for which depreciation is taken.  This means using each number in a. 
above in inverse order (5,4,3,2,1), i.e., 5 for the first year, 4 for the second year, 3 for 
the third year, etc. 

d. Multiply the basis for depreciation by this fraction 
(c divided by d). 
Cost ....................................................................................................................$17,000 
Salvage ...............................................................................................................   2,000 
Basis for depreciation.........................................................................................$15,000 

 
 Annual Computation 

Annual Depreciation 
Year Basis for Depreciation  Ratio  Allowance 
1st  $15,000 x 5/15 =  $5,000 
2nd  $15,000 x 4/15 =  $4,000 
3rd  $15,000 x 3/15 =  $3,000 
 
USED ASSET 
Facts: Cost ............................................................................................................................$46,000 

Salvage value .....................................................................................................   1,000 
  Estimated useful life ..........................................................................................15 years 
  Provider used the asset (prior to entrance 
    into program) for ..............................................................................................10 years 
Annual depreciation is computed as follows: 

a. Determine the number of remaining years of useful life 
(15 years minus 10 years = 5 years of remaining useful life). 

b. Add each number of the remaining years of useful life 
(5 years = 1+2+3+4+5=15). 

c. Use the sum 15 as the denominator of the fraction. 
d. Each year, for the numerator of the fraction, use the remaining years of useful life 

including the year in which depreciation is taken.  This means using each number in b. 
above in inverse order (5,4,3,2,1,), i.e., 5 for the first year under the program, 4 for the 
second year under the program, 3 for the third year under the program, etc. 
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e. Determine the basis for depreciation as follows: 
Cost  $46,000 
Deduct: Salvage value    1,000 

Balance $45,000 
Deduct: Accumulated depreciation under 

straight-line method for 10 years 
 

$45,000 x  10 years $15,000 
15 years 

 
f. Multiply the basis for depreciation by (e) by the 

fraction (d divided by c) to determine annual depreciation. 
 
 Annual Computation 
  Annual Depreciation 
 Year Basis  Ratio   Allowance 
 1st $15,000 x 5/15   $5,000 
 2nd $15,000 x 4/15   $4,000 
 3rd $15,000 x 3/15   $3,000 
 
116.3  Declining Balance Method.--Under this method, the annual allowance is computed by 
multiplying the undepreciated balance of the historical cost of the asset by a uniform rate up to 
double the straight-line rate.  Where the declining balance method is justified for assets acquired 
after July 1970, the declining balance rate cannot exceed 150 percent of the straight-line rate.  (See 
section 116.C.) Salvage value is not considered in computing the depreciation allowance.  However, 
under this method, the asset should not be depreciated below the estimated salvage value. 
 
 
NEW ASSET 
Facts: Cost  $17,000 
  Salvage value   2,000 
  Estimated useful life 5 years 

Rate to be used Double the straight-line 
   rate: 2 x 20% = 40%. 
 
Annual Depreciation is computed as follows: 

Annual Depreciation 
Year Undepreciated Balance  Ratio  Allowance 
1st  $17,000 x  40% =  $6,800 
2nd   10,200 x  40% =  $4,080 
3rd    6,120 x  40% =  $2,448 
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USED ASSETS 
Facts: Cost   $46,000 

Salvage value  1,000 
Estimated useful life 15 years 
Provider used the asset (prior to entrance 
into the program)  10 years 
Double the straight-line rate to be used under 
  the program. 

Annual depreciation is computed as follows: 
a. Determine the number of remaining years of useful life. 

(l5 years minus l0 years = 5 years of remaining useful 
life) 

b. Determine the straight-line rate for the remaining years of useful life 
( 100% / 5 yrs. = 20%) 

 
c. Double the straight-line (2 x 20% = 40%). 
d. Determine the basis for depreciation as follows: 

Cost   $46,000 
Deduct: Salvage value    1,000 

Balance $45,000 
Deduct: Accumulated depreciation under straight-line 

method for l0 years 
 

$45,000 x  10 years 
15 years $30,000 

 
Balance $15,000 
Salvage value   1,000 
Basis for depreciation (or 
unrecovered cost in first year 
under the program) $16,000 

 
e. Multiply each year's undepreciated balance (or unrecovered cost) by 40% 

 (Note:  Do not depreciate the asset below its salvage values). 
 

Annual Allowance 
Year Undepreciated Balance  Ratio  Depreciation 
1st $16,000 X 40%  $5,400 
2nd $ 9,600 X 40%  $3,840 
3rd $ 5,760 X 40%  $2,304 
4th $ 3,456 X 40%  $1,382 
5th $ 2,074 X 40%  $  830 
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118. DETERMINING DEPRECIATION IN YEAR OF ACQUISITION AND DISPOSAL 
 
For depreciable assets (except for buildings, both old and new, acquired and put into use for patient 
care in cost reporting periods beginning on or after April 1, 1983), the following policy applies:  the 
methods shown below are acceptable for computing first-and last-year depreciation.  Any other 
method must be approved by the intermediary with the request made by the provider before the end 
of the first month of the cost reporting period to which the other method is intended to apply.  
Whatever method is adopted, it is to be applied to assets subsequently acquired.  However, providers 
are allowed a one-time opportunity under the program to change their method of computing first-and 
last-year depreciation.  Any change in method would apply to all assets acquired subsequent to the 
change.  A provider cannot elect a change for assets of only a certain type or class.  The provider 
must notify the intermediary of the one-time change before the end of the first month of the cost 
reporting period to which the change is intended to apply. 
 

A. Time Lag Alternatives.--These result in delayed recording of depreciation after the actual 
date of acquisition.  However, they provide the convenience of updating detailed, supportive 
accounting records at the end of certain extended time intervals. 
 

l. Up to Six Months Time Lag.--Assets acquired during the first six months of the 
reporting year are subject to depreciation beginning with the first day of the seventh month of the 
reporting year. 
 
Assets acquired during the second six months of the reporting year are subject to depreciation 
beginning with the first day of the subsequent reporting year. 
 
Depreciation on disposal is based on the portion of the year in which the asset is disposed. If the 
asset is disposed of in the first half of the reporting year, one-half year's depreciation is taken.  If the 
asset is disposed of in the second half of the year, a full year's depreciation is taken. 
 

2. Up to One Year Time Lag.--Assets acquired during the reporting year become 
effective for depreciation on the first day of the subsequent reporting year.  In the year of disposal a 
full year's depreciation is taken. 
 
NOTE: A variation of the above methods by the use of a quarterly or monthly basis for 
determining depreciation in the first year and the year of disposal would be acceptable. 
 

B. Half Year Depreciation.--One-half year depreciation is taken in the year of acquisition 
regardless of acquisition date and one-half year depreciation is taken on disposition regardless of 
disposition date. 
 

C. Actual Time Depreciation.--Depreciation for the first reporting period is based on the 
length of time from the date of acquisition to the end of the reporting year. Depreciation on disposal 
is based on the length of time from the beginning of the reporting year in which the asset was 
disposed to the date of disposal. 
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Buildings, both old and new, acquired and put into use for patient care in cost reporting periods 
beginning on or after April 1, 1983, must be depreciated on the actual time basis. For buildings 
acquired and put into use for patient care in cost reporting periods beginning prior to this date, any of 
the above methods are acceptable.  New providers participating in the Medicare program after March 
31, 1982, are not subject to the Actual Time Depreciation method for buildings acquired and put into 
use for patient care prior to April 1, 1983. 
 
120. CHANGE OF DEPRECIATION METHOD 
 
Prior to August 1970, a provider could have changed from the straight-line method to an accelerated 
method, or vice versa, on a prospective basis upon advance approval from the intermediary with the 
request being made before the end of the first month of the prospective reporting period.  Only one 
such change with respect to a particular asset could have been made by a provider. 
 
After July 1970, a provider using an accelerated method of depreciation or the optional method may 
change only to the straight-line method.  Such a change may be made without intermediary approval, 
and the basis for depreciation is the undepreciated cost reduced by the salvage value.  Depreciation 
after a change is based on the remaining years of useful life.  Once the straight-line method of 
depreciation is selected for a particular asset, an accelerated method may not be established for that 
asset. 
 
122. CHANGING ESTIMATED USEFUL LIFE 
 
A change in the estimated useful life may be made when clear and convincing evidence justifies a 
redetermination of the useful life used by the provider.  Such a change must be approved by the 
intermediary in writing, and the factors cited in §104.17 are applicable in making such 
redeterminations of useful life.  If the request is approved, the change is effective with the reporting 
period immediately following the period in which the provider's request is submitted for approval. 
Where the estimated useful life of an asset expires during the provider's participation in the program, 
no further redeterminations of the asset's useful life may occur and no further depreciation may be 
claimed by the provider. 
 

A. Assets Acquired After Provider's Entrance into Program.--When the estimate of the 
useful life of an asset is changed, the undepreciated balance as of the date of change is depreciated 
over the new remaining useful life under the straight-line and sum-of-the-years' digits methods.  For 
an asset depreciated under the declining-balance method, the undepreciated balance as of the date of 
change is depreciated by applying a percentage based on the entire revised useful life of the asset.  
The following examples illustrate how the new annual depreciation is computed under the 
accelerated methods of depreciation. 
 
EXAMPLE #1--Declining balance method. 
An asset costing $10,000 and having an estimated useful life of 10 years has been depreciated for 6 
years at the declining-balance rate of 20%.  The depreciation accumulated during the 6 years is 
$7,378.60, and the undepreciated balance is $2,621.40. 
 
At the end of the 6th year, it is determined that the remaining useful life is 8 years. Accordingly, 
future depreciation must be computed as though the estimate of useful life was originally determined 
to be 14 years.  The applicable depreciation rate would be 14- 
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2/7% (twice straight-line rate of 7-1/7%).  This rate would be applied to the undepreciated balance.  
Thus, for the 7th year, the depreciation would be 14-2/7% times $2,621.40--or--$374.49. 
 
EXAMPLE #2--Sum-of-the-years' digits method. 
An asset having an estimated useful life of 10 years is purchased for $10,500.  Salvage value is 
estimated at $500.  After 5 years, the accumulated depreciation under the sum-of-the-years' digits 
method amounts to $7,272.70; the undepreciated balance of the cost is $3,227.30.  At the beginning 
of the 6th year, it is determined that the asset has 9 years more of useful life. 
 
Depreciation for the 6th year should be computed as though the 6th year were the first year of life on 
an asset estimated to have a useful life of 9 years.  Accordingly, the depreciation for the 6th year (or 
first year under the new estimate) would be computed as follows: 
 
Basis for depreciation: 

Unrecovered cost      $3,227.30 
Less:  Salvage Value       500.00 
Basis for depreciation     $2,727.30 

Sum-of-the-years' digits (l, 2, 3, etc....9) =    45 
Depreciation = 9/45 X $2,727.30 =     $ 545.46 

 
 

B. Assets Acquired Before Provider's Entrance into Program.--A change in the estimated 
useful life of an asset that was acquired before the provider's entrance into the program may be made 
when clear and convincing evidence justifies a redetermination of the useful life used by the 
provider.  As with assets acquired after the provider's entrance into the program, the undepreciated 
balance as of the date of change is depreciated over the new remaining useful life of the asset.  
Where a change in the estimate of the useful life of an asset that was acquired before the provider's 
entrance into the program occurs in the provider's first year of participation in the program, it will be 
necessary to correct prior years' depreciation for the periods before entrance into the program.  If a 
change in useful life of an asset acquired before a provider's entrance into the program is made after 
the first year of the provider's entrance into the program, prior years' depreciation is not changed 
(corrected).  The following example illustrates how the correction is computed. 
 
EXAMPLE #3-- 
Facts: 

Asset acquired 3 years before entrance into program: 
Historical cost of asset  $30,500 
Estimated remaining useful life at entrance into program 7 years 
Estimated salvage value  $    500 
Straight-line depreciation used under program. 
At beginning of first year under program, it is estimated 
  that asset has 12 more years of useful life. 

 
Computation of depreciation for the first year under 
program 
New estimated useful life  15 years 
  3 years before program 
 12years more of useful life 
 15 
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Historical cost  $30,500 
Depreciation accumulated prior to program 
  3 years x ($30,500 - $500 salvage value)  $  6,000 

         15 years          
Adjusted historical cost  $24,500 
Deduct:  Salvage value        500 
Adjusted basis for depreciation under the program  $24,000 
Annual depreciation under the program 

 
  $24,000           =     $2,000 
12 years of useful life under program 
Depreciation for the first year under the program  
and annually thereafter is $  2,000 
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Adjusted historical cost--------------------$24,500 
Deduct:  Salvage value---------------------       500 
Adjusted basis for depreciation 
under the program----------------------------24,000 
Annual depreciation under the program 
$24,000                              =               $ 2,000 
Depreciation for the fourth year and annually 
  thereafter is-------------------------- $ 2,000 
Correction of prior years' depreciation 
Original continued useful life-------- l0 years 
Historical cost------------------------- $30,500 
Depreciation accumulated prior to program on 
  basis of estimate of l0 years' useful life 
 
3 years x ($30,500 - $500) 
    l0 years =      9,000 
 
Adjusted historical cost---------------------$2l,500 
Deduct:  Salvage value----------------------      500 
Adjusted basis for depreciation under the  
program--------------------------------- $2l,000 
Depreciation that was taken under the 
program in four years 
 
4 years x $2l,000 

7 years ---------------------- $l2,000 
Corrected depreciation for four years under 
 the program based on estimated useful life 
 of l5 years ( 4 years x $2,000 annual 
 depreciation)---------------------------    8,000 
Reduction of prior years depreciation under 
 the program---------------------------- $ 4,000* 
 
124. OPTIONAL ALLOWANCE FOR 

DEPRECIATION BASED ON A 
PERCENTAGE OF OPERATING 
COST 

 
For all depreciable assets acquired before January 1, 
1966, the provider, at its option, may at the time it 
enters the program choose an allowance for 
depreciation based on a percentage of operating costs. 
 This option is available to any provider, regardless of 
whether or not the provider has historical cost records 
of these assets.  However, a provider that has elected 
to use actual depreciation cannot at a later date switch 
to the optional allowance. 
 
The operating costs to be used are the lower of the 
provider's l965 operating costs or the provider's 
current year's allowable costs.  The percentage to be 
applied in 5 percent for all reporting periods 
beginning in the year l966-67 (July l, l966-June 30, 
l967); 4.5 percent for all reporting periods beginning 
in the year l967-68 (July l, l967-June 30, l968), with 
each percentage being uniformly reduced by one-half 
percent each succeeding year. 
 
The allowance based on operating costs is in addition 
to regular deprecation on assets acquired after 1965.  
However, when the optional 

allowance is selected, the combined amount of such 
allowance on pre-1966 assets and the straight line 
depreciation on assets acquired after 1967, and the 
estimated depreciation on a straight-line basis on all 
rented assets used during the current year may not 
exceed 6 percent of the provider's adjusted allowable 
cost for the current year.  In applying this limitation, if 
the actual depreciation claimed on post-1965 assets is 
on an accelerated basis, it must be converted to a 
straight-line basis only for use in computing this 
limitation.  the actual depreciation claimed on an 
accelerated basis is properly includable in allowable 
costs. 
 
124.1 Definitions.-- 
 

A. Operating Costs.--Operating costs are the 
total costs, related to patient care, incurred by the 
provider in operating the institution or facility. 
 

B. 1965 Operating Costs.--1965 Operating 
costs are the provider's operating costs incurred in the 
provider's fiscal year beginning in the period 8/1/64--
7/31/65 without adjustment to Medicare’s principles 
of reimbursement for provider costs.  When the 1965 
operating costs are used as a base for determining the 
optional allowance for depreciation, such costs must 
be adjusted to exclude the estimated depreciation on 
rented depreciable type assets or the rental charge for 
such assets whichever is lower; and in addition, the 
1965 operating cost must not include any actual 
depreciation, on amount in lieu of specific recognition 
of other costs, "a plus factor," or return on equity 
capital. 
 

C. Allowable Costs.--Allowable costs are 
those costs included in cost reimbursement under the 
Medicare principles of reimbursement for provider 
costs.  When the current year's allowable costs are 
used as a base for the optional allowance for 
depreciation, they should be adjusted to exclude (l) 
any actual depreciation, (2) the lesser or rental charges 
or estimated depreciation on rented depreciable type 
assets, (3) allowance in lieu of specific recognition of 
other costs, and (4) return on equity capital. The 
exclusion of these four items is only for the purpose 
of computing the optional allowance for depreciation. 
 For other purposes, rental charges and excluded 
items (l), (3), and (4) are recognized in determining 
allowable costs and for computing the costs of 
services rendered to the program beneficiaries during 
the reporting period. 
 
Where a provider files a short-period report, the 
allowable costs must be converted to a full year's basis 
(see example 3) only for the purpose of computing the 
optional allowance. 
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124.2 Applicable Percentages.--The percentage to be applied 
in each reporting year is shown in the following schedule: 
 
Reporting year beginning 
After  but Before Percentage Allowances 
------                 7/1/67  5 
6/30/67                7/1/68  4.5 
6/30/68                7/1/69  4 
6/30/69                7/1/70  3.5 
6/30/70                   7/1/7l  3 
6/30/7l                7/1/72  2.5 
6/30/72                7/1/73  2 
6/30/73                7/1/74  l.5 
6/30/74                7/1/75  l 
6/30/75                7/1/76  2 
6/30/76                7/1/77  0 
 
124.3 Computation of Optional Allowance for Depreciation.--
The following illustrates the determination of the optional 
allowance for depreciation based on operating costs: 
EXAMPLE 1 
Facts: 

The provider keeps its records on a calendar year basis.  
The current year's actual allowable cost and the actual 
operating costs for 1965 do not include any actual 
depreciation or rentals on depreciable type assets.  The 
current year's allowable costs has been adjusted to remove 
any allowance in lieu of specific recognition of other costs 
and return on equity capital. 
 
Computation 
 First Reporting Period (1/1/66-l2/31/66) 
Adjusted current year’s allowable cost---- $ 1,100,000 
Operating cost for l9651----------------------- $1,000,000 
Percent for determining the allowance-----             5% 
Allowance (5% x $1,000,000)-------------- $    50,000 
11965 operating cost was used in computing the allowance 

for depreciation because it was lower than 1964 adjusted 
allowable cost. 
 
 Second Reporting (1/1/67-12/31/67) 
Adjusted current year's allowable cost---- $1,200,000 
Operating cost for 19651----------- --------- $1,000,000 
Percent for determining the allowance2---             5% 
Allowance (5% x $1,000,000)------------- $    50,000 
11965 operating cost was used in computing the allowance 

for depreciation because it was lower than 1967 adjusted 
allowable cost. 

2Since the reporting period began during the year 1966-67 
(July 1, l966 June 30, 1967) 5 percent is the percentage used. 
 
 Third Reporting Period (1/1/68-12/31/68) 
Operating cost for 1965--------------------  $1,000,000 
Current year's adjusted allowable cost1-- $ 900,000 
Percent for determining the allowance2--         4.5% 
Allowance (42% x $900,000)------------ $   40,500 

1The current year's adjusted allowable cost was used in 
computing the allowance for depreciation because it was 
lower than 1965 operating cost. 

2Since the reporting period began during the year 1967-68 
(July 1, 1967-June 30, 1968) 4.5 percent is the percentage 
to be used. 
EXAMPLE 2 
Facts: 
The provider keeps its records on a calendar year basis.  
The current year actual allowable cost and the 12 actual 
operating cost for 1965 did not include any actual 
depreciation, nor return on equity capital.  However, both 
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l965 and the current year's costs have been adjusted to 
exclude depreciation ($3,000 for l965, $2,000 for the 
current year) on rented depreciable type assets.  The 
current year's allowable cost has also been adjusted to 
remove the allowance in lieu  of specific recognition of 
other costs and return on equity capital. 
 
Computation 

First Reporting Period (1/166-12/31/66) 
Adjusted current year's allowable cost----- $ 

1,100,000 
Adjusted operating cost for 19651---- $1,000,000 
Percent of determining the allowance-            5% 
Allowance (5% x $1,000,000)-------------- $    50,000 
Less: Estimated depreciation for depreciable type 

assets on which rental of $6,000 is paid in 1966---
-------------------------------- $      3,000 

Adjusted allowance---------------------- $    47,000 
 

11966 adjusted operating cost was used in computing 
the allowance for depreciation because it was lower than 
1966 adjusted allowable cost. 
 
EXAMPLE 3 
Facts: 

The provider keeps its records on a calendar year 
basis.  The provider's first report will be a short period one 
of six months, July 1, 1966-December 31, 1966.  The 
current year's actual allowable cost and the actual 
operating costs for 1965 do not include any actual 
depreciation or rentals on depreciable type assets.  The 
current year's allowable cost has been adjusted to remove 
the allowance in lieu of specific recognition of other costs. 
 
Computation 
 First Reporting Period (7/1/66--12/31/66) 

Adjusted current year’s allowable cost 
  (6 months)--------------------------------- $  575,000 
Adjusted current year's allowable cost converted 
  to a l2-month period (2 x $575,000)-----  $ 

1,150,000 
Operating Cost for l9651-------------------- $1,000,000 
Percent for determining allowance---             5% 

Allowance (5% x $1,000,000)------------- $    50,000 
 
 11965 operating cost was used on computing the 
allowances for depreciation because it was lower than the 
adjusted allowable costs covering a 12-month period. 

Second Reporting Period (1/1/67--12/31/67) 
Adjusted current years allowable cost-----$1,200,000 
Adjusted operating cost for 19651--------- $1,000,000 
Percent for determining the allowance-----            5% 
Allowance (5% x $1,000,000)--------------$    50,000 

Less:  Estimated depreciation for depreciable type 
assets on which a rental 
 of $5,000 is paid in 1967------------------------        1,000 
Adjusted allowance------------------------- $   47,000 

 
11967 adjusted operating cost was used in computing the 
allowance for depreciation because it was lower than the 
1967 affected allowable costs. 
 
124.4  Limitation.—The optional allowance only-not the 
actual depreciation-is subject to a limitation based on the 
provider’s total allowable operating cost for the current 
year.  To determine this limitation, compute the sum of (a) 
 The actual depreciation  
       



claimed for period l965 assets computed on a 
straight-line basis, (b) "the optional allowance based 
non a percentage of operating costs," and (c) 
estimated depreciation on depreciable type rented 
assets used in the current year.  If this sum exceeds 6 
percent of the provider's current year's adjusted 
allowable cost (allowable cost reduced by any 
depreciation claimed, the estimated depreciation on 
rented depreciable type assets, allowance in lieu of 
specific recognition of other costs, and return on 
equity capital), the optional allowance for 
depreciation must be reduced by the amount of the 
excess.  In applying this limitation if the actual 
depreciation is on an accelerated basis, it must be 
converted to a straight-line basis only for use in 
calculating this limitation. 
 
Where the provider files a short-period report, the 
period's allowable costs, after adjustment to exclude 
the 4 items mentioned above, must be converted to a 
full year's basis (see Example 3).  This if the short-
period report is for 8 months, the adjusted allowable 
costs should be increased by 50%; if the sort period 
is for 9 months, the adjusted allowable cost should be 
increased by 33 l/3%, etc.  In addition, the actual 
depreciation computed on a straight-line basis as well 
as the estimated depreciation on rented depreciable 
type assets must be converted to a l2-month or full 
year's basis. 
 
The following illustration demonstrates how the 
limitation is determined: 
 
EXAMPLE 4 
 
Facts: 
The provider keeps its records on a calendar year 
basis.  For its first report, the provider will use a 6 
month's period.  The current year's actual allowable 
cost and the actual operating cost for l965 have been 
adjusted to exclude actual depreciation, the estimated 
depreciation on rented depreciable type assets, 
allowance in lieu of specific recognition of other 
costs, and return on equity capital. 
 
Adjusted operating cost for l965---------- $l,000,000 
Adjusted allowable operating cost for the last 
  6 months of l966-------------------------- $  550,000 
In l966, assets were acquired which produced for 
  l966 a straight-line depreciation of----- $     l8,000 
Estimated depreciation for the year on rented assets 
  used in l966------------------------------- $      4,000 
Estimated annual depreciation on assets rented for 
   which an annual rental of $5,000 is paid$      3,000 
 
Gross optional allowance: 5% of adjusted l965 
  operating cost ($l,000,000)1---------------- $   50,000 

Computation of the Optional Allowance 
 First Reporting Period (7/l/66)--l2/3l/66) 
 
Rev. 63 
Adjusted allowable costs for the last 6 months 
of l966 converted to a l2 month basis 
  (2 x $550,000)------------------------------ $l,l00,000 
Less:  Estimated depreciation on assets rented  3,000 
Gross Allowance----------------------------- $   47,000 

Rev. 63 
Add:  Estimated depreciation for the year 

on 
rented assets used in l966--------------- 4,000 
Straight-line depreciation on post l965 
assets for l2 months----------------------     l8,000 

Total------------------------------------------- $   69,000 
6% x $l,l00,000)-----------------------------     66,000 
Deduction in allowance---------------------- $    3,000 
Gross Allowance------------------------------ $  47,000 
Less:  Reduction for excess of 6% 

limitation $3,000 
Net optional allowance for the year--------- $  44,000 
Net optional allowance converted to a 6 

month 
  period ($44,000 + 2)------------------------ $  22,000 

 
1The adjusted l965 operating cost is used 

because it is lower than the adjusted 
allowable cost converted to a l2 month 
period. 
 
 Second Reporting Period (l/l/67--l2/3l/67) 
 
Facts: 
Adjusted allowable cost for l967----------- $l,l50,000 
Adjusted operating cost for l965----------- l,000,000 
Percent for determining the allowance----- 5% 
Straight-line depreciation on assets acquired 
  after l965------------------------------------- $   20,000 
Estimated depreciation on $7,000 rental of 

depreciable type assets used in l967--------- 4,000 
Estimated depreciation on depreciable 

assets rented on which annual rental of 
$5,000 is paid---- 3,000 
 
Computation: 

Gross Optional Allowance 
5% times adjusted l965 operating cost 
  (5% x $l,000,000-------------------------$   50,000 
Less:  Estimated depreciation on 

depreciable 
assets rented---------------------------     3,000 

Adjusted allowance-----------------------$   47,000 
Add:  Straight-line depreciation on 

post-l965 
assets----------------------------------- 20,000 
Estimated depreciation on 

depreciable  
rented assets used in l967-----------

-     4,000 
Total------------------------------------------$    7l,000 
Less:  6% of adjusted l967 allowable 

operat- 
ing cost--------------------------------$   69,000 

Deduction to adjusted allowance--------$     2,000 
Net allowance to be included in 

allowable cost: 
  Adjusted allowance---------------------- $   47,000 
  Less:  Deduction to adjusted allowance     2,000 
  Net allowance------------------------------ $  45,000 
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l26. CHANGE FROM OPTIONAL ALLOWANCE TO ACTUAL DEPRECIATION 
 
A provider that elects the optional allowance for depreciation may at any time before l976 change 
to actual depreciation on its pre-l966 depreciable assets.  When a provider switches to actual 
depreciation, it can no longer elect the optional allowance. 
 
After July l970, a provider suing the optional allowance for depreciation may change only to the 
straight-line method of depreciation.  Such a change may be made without intermediary approval. 
When a provider changes to straight-line depreciation, the depreciation accumulated to the date 
of change is determined in the same manner as accumulated depreciation is determined for use 
assets when a provider enters the program.  Upon disposition of the asset, the determination of 
gain or loss is made on the basis of historical cost depreciation for the actual useful life of the 
asset. 
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05-00 DEPRECIATION 132 
 
130. DISPOSAL OF ASSETS 
 
Depreciable assets may be disposed of through sale, scrapping, trade-in, donation, exchange, 
demolition, abandonment or involuntary conversions such as condemnation, fire, theft or other 
casualty.  If the disposal of a depreciable asset results in a gain or loss, an adjustment may be 
necessary in the provider's allowable cost (see §104.10.B through §104.10.E.). The amount of gain 
included in the determination of allowable cost is limited to the amount of depreciation previously 
included in allowable costs.  The amount of loss to be included is limited to the undepreciated basis 
of the asset permitted under the program.  When an asset has been retired from active service but is 
being held for standby or emergency services, depreciation may continue to be taken on such assets.  
In no case, however, can gain or loss be computed on the retired asset until the asset is actually 
disposed of.  A gain or loss on the disposal of depreciable assets has no effect on a proprietary 
provider's equity capital for prior years.  If the sale or scrapping occurs on or after December 1, 1997, 
no gain or loss is recognized (see §104.10.E).   
 
132. GAINS AND LOSSES ON DISPOSAL OF DEPRECIABLE ASSETS (EXCLUDING 

INVOLUNTARY CONVERSIONS) 
 

A. Gains and losses on the disposition of depreciable assets are includable, as applicable, 
either in computing allowable cost or in computing the adjustment to Medicare reimbursable cost, 
depending upon the manner of disposition of the asset, the date of the disposal, and the amount of the 
net depreciation adjustment.  Any type of asset may be disposed of by sale. Scrapping, as defined in 
§104.19, however, is limited to tangible personal properties which (1) can be physically removed 
from the provider's premises, (2) are no longer useful for their intended purpose, and (3) are only 
salable for their scrap or junk value.  Structures such as buildings which cannot easily be moved are 
usually demolished or abandoned when useless.  However, certain building components such as 
doors, fixtures and elevators that can be detached from the building shell can be either demolished or 
scrapped.  The manner of disposition is the criterion, not the asset type. 
 

1. Bona Fide Sale or Scrapping.--Gains and losses realized from a bona fide sale or 
scrapping of a depreciable asset before December 1, 1997 are includable as an adjustment of 
depreciation in the period of disposal under the criteria in §132.3.A, or if those criteria are not met, 
includable as an adjustment to Medicare reimbursable costs under §132.3.B. or C. based on an 
allocation of the gains and losses to periods during which depreciation was allowed under the 
program for the disposed assets.  Gains and losses may be recognized on a bona fide sale before 
December 1, 1997 which occurs while the provider is either participating in the program or within 1 
year immediately following the date on which the provider terminates participation in the Medicare 
program.  However, gains and losses are recognized only on a scrapping before December 1, 1997, 
that occurs while the provider is participating in the program.  If several assets are sold for a lump 
sum sales price, the gain or loss on the sale of each depreciable asset must be determined by 
allocating the lump sum sales price among all the assets sold on the basis of the fair market value of 
each asset at the time of sale.  If the buyer and seller cannot agree on an allocation of the sales price, 
or if they do agree but there is insufficient documentation of the current fair market value of each 
asset, the intermediary for the selling provider shall require an appraisal by an independent appraisal 
expert to establish the fair market value of each asset and shall make an allocation of the sales price 
in accordance with the appraisal. 
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2. Exchange, Trade-in or Donation.--Gains and losses realized from the trade-in, 
donation, or exchange of depreciable assets are not included in the determination of 
allowable cost.  (See section 104.11.) 

 
3. Demolition or Abandonment.-- 

 
a. Treatment of Gains and Losses on a Depreciable Asset as 

Defined in Section 104.21 or 104.22 --Losses on demolition include the demolition cost incurred by 
the provider for razing and removal of the asset, less any salvage value recovered by the provider.  In 
situations where a provider is both selling or scrapping while abandoning or demolishing other 
assets, the provisions for treatment of a gain or loss from a sale or scrapping will be applied 
separately from those for treatment of a gain or loss from abandonment or demolition. 
 
If the aggregate loss (net depreciation adjustment) from all demolitions and abandonments during the 
cost reporting period: 
 

(1)  does not exceed $5,000, the loss is allowed in the period of disposal (see 
section 132.3A(2)), 
 

(2)  exceeds $5,000 and each asset is at least 80 percent depreciated as 
computed under the straight-line method at the date of disposition, the loss is allowable as stated in 
section 132.3B, or 
 

(3)  exceeds $5,000, and each demolished or abandoned asset is not 80 percent 
depreciated as computed under the straight-line method at the date of disposition, it must be 
capitalized as a deferred charge and amortized as follows: 
 

(a) Abandonment or Demolition Approved by the State Health Planning 
and Development Agency (SHPDA), or The Regional Office--The net loss realized must be 
capitalized as a deferred charge and amortized over the remaining life of the demolished or 
abandoned asset, or at the rate of $5,000 per year, whichever is greater.  If no SHPDA exists or if 
such agency is unable or unwilling to perform this function, the provider must submit a request for 
approval to the intermediary.  After reviewing the request, the intermediary shall submit the request 
along with its recommendation to the regional office for its approval. 
 

(b) Abandonment or Demolition Not Approved by  SHPDA or the 
Regional Office--The net loss realized is not allowable unless the demolished or abandoned asset is 
replaced.  If replaced, the net loss realized must be capitalized as a deferred charge and then 
amortized over the estimated useful life of the replacement asset or at the rate of $5,000 per year, 
whichever is greater. 
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b. Demolition of an Asset for the Purpose of Preparing Land for Future Sale--
The net demolition cost incurred by the provider (razing and removal costs less salvage recovered) 
on a depreciable asset shall be considered a capital expenditure and added to the historical basis of 
the land.  If a provider purchases land on which there is a building, no depreciation is reimbursable 
unless the building is used in providing patient care.  If the building is demolished, the entire 
purchase price and demolition cost is considered the historical cost of the land. However, if the 
building is used for patient care, but demolished within 5 years of purchase, the entire purchase price 
less allowed depreciation, plus demolition cost shall be considered the historical cost of the land. 
 

4. Sale of a Replacement or Restored Asset--If a provider sells a replacement or 
restored asset while participating in the Medicare program or within 1 year immediately following its 
date of termination from the Medicare program, the unrecovered loss entered on the books of the 
provider as a deferred charge in accordance with 132.A.3(a)(3), will not be included in determining 
the gain or loss realized from the sale of the replacement or restored asset.  However, if the sale of 
such asset is made to a related organization as defined in section 1002.1 and the purchasing 
organization continues as a provider in the Medicare program, the remaining deferred charge 
representing the unrecovered depreciable basis of the demolished or abandoned asset shall continue 
to be amortized over the remaining expected useful life of the replacement or restored asset.  If the 
sale is made to an unrelated provider, further amortization of the deferred charge is not allowed. 
 

5. Involuntary Conversions.--The treatment of gains and losses realized from the 
involuntary conversion, i.e., casualty losses, is specified in section 133. 
 

6. Unrecovered Losses-Equity Capital Treatment.--The unrecovered loss entered on 
the books of the provider as a deferred charge in situations involving demolitions or casualty losses, 
is not includable in the computation of equity capital (see section 1218.13). 
 

B. Where a provider terminates participation in the program after July 1970, disposes of all 
of its depreciable assets, AND is subject to recovery of accelerated depreciation in accordance with 
the provisions of  136, then the methodology contained in  132ff. will be followed to determine the 
adjustment to Medicare reimbursable cost.  Where a provider has a decrease in HI utilization that 
meets the requirements for recovery of accelerated depreciation as described in § 136, then such 
recovery must be made first in accordance with the provisions of § 136 before computing the gain or 
loss.  Where recovery has been made under § 136, the adjusted book value is taken into account in 
the calculation of the net depreciation adjustment applicable to subsequent disposals of such assets. 
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C. The net depreciation adjustment on the disposition of depreciable assets includes:  (1) 
the amount of the gain or loss, (2) indirectly, the depreciation adjustment on those assets acquired 
prior to entrance into the program, and (3) depreciation taken in excess of straight-line depreciation 
for a provider that disposes of all of its depreciable assets and is subject to recovery of accelerated 
depreciation in accordance with the requirements described in § 136.  With respect to a gain on 
disposition, the net depreciation adjustment will be limited to the amount of depreciation 
accumulated for that asset under the program. 
 
The methods to determine the net depreciation adjustment are contained in §§ 132.1 and 132.2.  The 
methods to allocate the net depreciation adjustment are contained in § 132.3.  Finally, the methods to 
determine the adjustment to Medicare reimbursable cost are contained in § 132.4. 
 

D. Where an asset acquired in a non bona fide sale is subsequently disposed of, the gain or 
loss on disposition is based on the historical cost of the asset in the hands of the seller last owning 
the asset as a result of a bona fide acquisition and the calculation of gain or loss shall include the 
accumulated depreciation taken under the program by both the seller and the purchaser in the non 
bona fide sale. 
 

E. Where a provider has elected to be reimbursed for depreciation using the optional 
allowance and did not subsequently change to actual depreciation prior to the disposal of the asset, 
no gain or loss is recognized upon disposal of the asset. If the provider initially elected the optional 
allowance but subsequently changed to actual depreciation, gain or loss will be recognized on 
disposal of the asset and the net depreciation adjustment is applicable to the periods in which actual 
depreciation is claimed. 
 
132.1 Computation of Net Depreciation Adjustment Upon Disposal of Depreciable Assets Acquired 
Before the Provider's Entrance Into the Program.--When an asset is disposed of, a recomputation of 
the net book value based on actual useful life must be made in determining the net depreciation 
adjustment.  The actual useful life will cover the period from date of acquisition to date of disposal.  
The examples below show the methods used to determine the net depreciation adjustment applicable 
to years under the program. 
 
Under the procedure used in Example l and 2, the actual salvage value (sales price) is deducted from 
historical cost in determining the basis for depreciation.  The basis is allocated to determine the 
adjusted depreciation applicable to the period under the program.  The difference between the 
adjusted depreciation applicable to that period under the program and the actual depreciation taken 
during that period is the net depreciation adjustment. 
 
Example 3 shows the computation of the net depreciation adjustment where a provider disposes of 
its depreciable assets and is subject to recovery of accelerated depreciation in accordance with the 
requirements described in § 136.  The net depreciation adjustment is determined by combining the 
gain or loss applicable to the period under the program with the depreciation taken in excess of 
straight-line depreciation. 
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 EXAMPLES  
Facts Applicable to Examples 1, 2, and 3 Below: 
 
Provider entered the program 7/1/68 
 
Historical cost - 7/1/58 $330,000 
Estimated salvage value  15,000 
Amount to be depreciated $315,000 
                
 
Estimated useful life 30 years 
 
Actual useful life 

Asset acquired before entrance into the program - 7/1/58 10 years 
Useful life under the program - asset sold 6/30/73  5 years 
Total actual useful life 15 years 

 
Depreciation taken before entrance into the program - straight-line 
method 

(Years - not under the program)    10 
(Years - estimated useful life)    30  x  $315,000 = $105,000 

 
Sales price - 6/30/73 $183,000 
 
 
EXAMPLE 1 - COMPUTATION OF NET DEPRECIATION ADJUSTMENT WHERE 

ACCELERATED DEPRECIATION WAS CLAIMED BY PROVIDER 
 
Historical cost - 7/1/58 $330,000 
Actual salvage value - sales price 6/30/73 183,000 
Basis for depreciation $147,000 
 
Depreciation adjusted for period not under the program 

(Years - not under the program)    10 
(Years - actual useful life) 15  x   $147,000  98,000 

 
Depreciation adjusted for period under the program $49,000 
 
Depreciation taken under the program-sum-of-the-years' digits method 

$315,000 - $105,000 = $210,000 ÷ 210 units (20 years) = $1,000 x 
90 units (5 years) = $90,000 

Depreciation adjusted for the period under the program  49,000 
Net depreciation adjustment - Excess depreciation taken $41,000 
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EXAMPLE 2 - COMPUTATION OF NET DEPRECIATION ADJUSTMENT WHERE 

STRAIGHT-LINE DEPRECIATION WAS CLAIMED BY PROVIDER 
 
Historical cost - 7/1/58 $330,000 
Actual salvage value - sales price 6/30/73 183,000 
Basis for depreciation $147,000 
Depreciation adjusted for period not under the program 

(Years - not under the program)    10 
(Years - actual useful life) 15   x    $147,000  =  98,000 

Depreciation adjusted for period under the program $49,000 
 
 
Depreciation taken under the program - straight-line method 

(Years - under the program)        5 
(Years - estimated useful life)  30  x  $315,000 =  $52,500 

Depreciation adjusted for period under the program  49,000 
Net depreciation adjustment - Excess depreciation taken $3,500 
 
EXAMPLE 3 - COMPUTATION OF NET DEPRECIATION ADJUSTMENT APPLICABLE 

WHERE A PROVIDER CLAIMED ACCELERATED DEPRECIATION, 
TERMINATES PARTICIPATION IN THE PROGRAM AFTER JULY 1970, AND 
DISPOSES OF ITS DEPRECIABLE ASSETS 

 
Computation of Depreciation in Excess of Straight-Line Depreciation 

Depreciation taken before entrance into the program $105,000 
Depreciation taken under the program-sum-of-the-years' digits 

method--$315,000 - $105,000 = $210,000 ÷ 210 units (20 years) = 
$1,000 x 90 units (5 years) =  90,000 

Total depreciation taken on disposed assets $195,000 
 
Depreciation adjusted to straight-line method 

(Years - actual useful life)          15   
(Years - estimated useful life)     30 x $315,000 = 157,500 

Depreciation in excess of straight-line depreciation $37,500 
 
Computation of Gain (or Loss) 

Sales price - 6/30/73 $183,000 
Historical cost - 7/1/58 $330,000 
Depreciation adjusted to a straight-line method  157,500 
Unrecovered cost 172,500 
Gain on sale $ 10,500 

 
Computation of Net Depreciation Adjustment 

Gain applicable to years under the program 
(Years - under the program)         5   
(Years - actual useful life)        15  x   $10,500 = $  3,500 

Depreciation in excess of straight-line depreciation $ 37,500 
Net depreciation adjustment - Excess depreciation taken $ 41,000 
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132.2  Computation of Net Depreciation Adjustment Upon Disposal of Depreciable Assets 
Acquired Under the Program.--The methodology for computation of the net depreciation adjustment 
on depreciable assets acquired under the program is the same as used in § 132.1, in that, for 
examples l and 2 below, the actual  salvage value is the sales price which is deducted from historical 
cost to determine the basis for depreciation.  The difference between the basis for depreciation and 
the actual depreciation taken is the net depreciation adjustment. 
 
Example 3 shows the computation of the net depreciation adjustment applicable where a provider 
disposes of its depreciable assets and is subject to recovery of accelerated depreciation in accordance 
with the requirements described in § 136. The net depreciation adjustment is determined by 
combining the gain or loss with the depreciation taken in excess of straight-line depreciation. 
 
 EXAMPLES 
 
Facts Applicable to Examples l, 2, and 3 Below: 
 
Historical cost - 7/1/67 $490,000 
Estimated salvage value  25,000 
Amount to be depreciated $465,000 
 
Estimated useful life 30 years 
Actual useful life   6 ½ years 
 
Sales price - 12/31/73 $300,000 
 
 
EXAMPLE 1 - COMPUTATION OF NET DEPRECIATION ADJUSTMENT WHERE 

ACCELERATED DEPRECIATION WAS CLAIMED BY PROVIDER 
 
Historical cost - 7/1/67 $490,000 
Actual salvage value - sales price 12/31/73 300,000 
Basis for depreciation $190,000 
 
Depreciation taken-sum-of-the-years' digits method 

$465,000 : 465 units (30 years) = $1,000 per 
unit x 177 units (6 ½ years) = $177,000 

Basis for depreciation 190,000 
Net depreciation adjustment - Additional 

depreciation allowed the provider  ($ 13,000) 
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EXAMPLE 2: Computation of Net Depreciation Adjustment Where  Straight Line 

Depreciation Was Claimed by the Provider. 
 

Historical cost - 7/1/67 $490,000 
Actual salvage value - sales price - 12/31/73 300,000 
Basis for depreciation $190,000 

 
Depreciation taken - straight-line method 
$465,000 ) 30 (years) = $15,500 per year x 6 2 years = $100,750 
Basis for depreciation 190,000 
Net depreciation adjustment - additional depreciation allowed 
the provider ($ 89,250) 

 
EXAMPLE 3: Computation of Net Depreciation Adjustment Applicable Where a Provider 

Claimed Accelerated Depreciation, Terminates Participation in the Program 
After July 1970, and Disposes of its Depreciable Assets. 

 
Computation of Depreciation in Excess of Straight-Line Depreciation 

 
Depreciation taken-sum-of-the-years' digits method  
$465,000 ) 465 units (30 years) = $1,000 per unit  
$1,000 x 177 units (6 2 years) = $177,000 
Depreciation adjusted to straight-line method 
(Years - actual useful life)        6 2  x $465,000 = 100,750 
(Years - estimated useful life)      30  
Depreciation in excess of straight-line depreciation $76,250 

 
Computation of Gain (or Loss) 
Sales price - 12/31/73 $300,000 
Historical cost - 7/1/67 $490,000 
Depreciation adjusted to a straight-line method  100,750 
Unrecovered cost 389,250 
Gain (or loss) on sale  ($ 89,250) 

 
Computation of Net Depreciation Adjustment 
Loss on sale ($ 89,250) 
Depreciation in excess of straight-line depreciation  76,250 
Net depreciation adjustment  ($ 13,000) 

 
EXAMPLE 4: Computation of Net Depreciation Adjustment After a Provider Becomes Subject 

to the Prospective Payment System for Hospital Inpatient Capital-Related Costs 
(Capital PPS) 

 
Facts: 

 
Historical costs - 12/31/87         $490,000 
Estimated salvage value          $  25,000 
Amount to be depreciated         $465,000 
Estimated useful life          30 years 
Actual useful life            6 years 
Sales price - 12/31/93          $300,000 

 
 
 
 
 
 
Rev. 415 1-13.8 



132.2 (Cont.) DEPRECIATION 05-00 
 

Computation of net depreciation 
 

Historical cost- 12/31/87         $ 490,000 
Actual salvage value -Sales price -12/31/93        300,000 
Recomputed basis for depreciation      $ 190,000 
(Straight line method - $190,00 
basis @ 6 years or $31,667 per year) 

 
Depreciation taken-(straight             $ 93,000 
line method $465,000 basis @30 
years or $15,500 per year for 
6 years) 

 
Recomputed basis for depreciation       $190,000 

    Less depreciation taken         -   93,000 
Net depreciation adjustment- 
additional depreciation allowed the provider    $  97,000 

 
Allocation of net depreciation adjustment to each reporting period before and after 
the effective date of capital PPS: 

 
Fully prospective provider. 

 
Fiscal   Actual  Recomputed Loss  Net  
Year   Depreciation Depreciation On  Depreciation 
Ending   Taken                                Sale  Adjustment 
12/31/88   $15,500  $31,667  $16,167 ($16,167) 
12/31/89      15,500    31,667    16,167 (  16,167) 
12/31/90    15,500    31,667    16,167 (  16,167) 
12/31/91    15,500    31,667    16,167 (  16,167)     

   12/31/92    15,500     31,667    16,167 (  16,167) 
12/31/93    15,500    31,667    16,167 (  16,167) 

 
Adjustment to reimbursable cost before and after the effective date of capital PPS: 

 
Facts Applicable to Example. 

 
Fiscal  Total   HI    Percent 
Year   Allowable  Allowable  HI 
Ending  Cost           Cost           Cost      
12/31/88  $640,000   $320,000   50% 
12/31/89    630,000     252,000   40 
12/31/90    600,000     120,000   20 
12/31/91    580,000     104,000   18 
12/31/92    570,000       85,000   15 
12/31/93    550,000       55,000   10 
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Fiscal  Total    Part B   Percent 
Year  Allowable  Allowable  Part B 
Ending   Cost          Cost           Cost     
12/31/92   $570,000  $39,900    7 
12/31/93    550,000    33,000    6 

 
Computation of adjustment to reimbursable cost. 

 
Fiscal  Percent Percent  Net    Adjustment To 
Year  HI  Part B  Depreciation  HI Reimbursable 
Ending  Cost Cost  Adjustment  Costs                  
12/31/88   50%   ($16,167)   ($8,084) 
12/31/89   40   (  16,167)   (  6,467)  
12/31/90   20   (  16,167)   (  3,233) 
12/31/91   18   (  16,167)   (  2,910) 
12/31/92   7%   (  16,167)   (  1,132) 
12/31/93   6   (  16,167)   (     970) 

 
Total adjustment        ($22,796) 

 
132.3 Allocation of Net Depreciation Adjustments.--A provider will allocate its total net 
depreciation adjustments as determined in §§132.1 and 132.2 in accordance with the particular 
circumstances of either A, B, or C below.  Where a provider does not have the depreciation or 
Medicare utilization information that is contained in the cost reports and is needed for the allocation 
or determination of adjustment to reimbursable cost for years prior to the 5-year limitation on 
retention of records, the provider will request such records from the intermediary.  Where the 
intermediary does not have such records, the provider must use an average of Medicare utilization 
for the available years to be applied to the years that are not available. 
 

A. Allocation Permitted in the Year of Disposal.--A provider shall reflect the net depreciation 
adjustment as an adjustment of depreciation in the year of disposal where either: 
 

1. The HI utilization, based on cumulative total of Medicare covered days for all 
reporting periods in which depreciation on the asset disposed of was claimed under the Medicare 
program, is less than 5 percent of the cumulative total of inpatient days in the facility (certified area 
only) for the same reporting periods; or 
 

2. The net depreciation adjustments applicable to all disposals of depreciable assets 
within the cost reporting period total $5,000 or less. 
 

B. Allocation Where Provider Is Not Subject to Recovery of Accelerated Depreciation.--
Where a  provider is not subject to recovery of accelerated depreciation in accordance with the 
provisions of §136; when the conditions of paragraph A of this section are not met; and when in the 
case of demolished or abandoned assets, the assets are at least 80 percent depreciated, the provider 
will allocate the net depreciation adjustment to each reporting period based on the ratio of the total 
depreciation allowed on the disposed assets in each reporting period to the total depreciation 
applicable to such assets for all reporting periods under the program.  The facts applicable to 
example 1 of §132.1 are used in the example below to demonstrate how the net depreciation 
adjustment is allocated to each reporting period under the program by multiplying the $41,000 by the 
ratio of depreciation determined for each period. 
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Allocation of Net Depreciation Adjustment to Each Reporting Period Under the Program. 
 

Percent    Allocation 
Disposed Asset  Reporting Period  of Net 

Cost Report  Depreciation   Depreciation to  Depreciation 
Period Ending  Per Cost Report  Total Depreciation  Adjustment 
 
6/30/69   $ 20,000    22     $   9,020 
6/30/70      19,000    21          8,610 
6/30/71      18,000    20          8,200 
6/30/72      17,000    19          7,790 
6/30/73      16,000    18          7,380 
 Total   $ 90,000    100     $ 41,000 
 

C. Allocation Where Provider Terminates and Is Subject to Recovery of Accelerated 
Depreciation.--Where a provider terminates participation in the program after July 1970; disposes of 
its depreciable assets and does not meet the conditions of paragraph A; and where in the case of 
demolished or abandoned assets, the assets are at least 80 percent depreciated, the net depreciation 
adjustment will be allocated to each reporting period under the program as follows: 
 

1. The portion of the recomputed depreciation (straight-line method) that is applicable to 
reporting periods under the program is distributed proportionately to such periods. 
 

2. The recomputed depreciation amount for each reporting period is compared to the 
actual taken in each period.  The difference is the excess depreciation to be recovered. 
 

3. The gain or loss is allocated proportionately to each reporting period under the 
program and is combined with the excess depreciation for that period to determine the net 
depreciation adjustment. 
 
The following facts (taken from example 3, §132.1) will demonstrate how the net depreciation 
adjustment is allocated to each reporting period under the program. 
 
Step 1- Recomputed depreciation $157,500 less depreciation taken before entrance into the 

program $105,000 equals $52,500 which is divided by the five equal periods to arrive at 
$10,500 for each period. 

 
Step 2- In the schedule below, recomputed depreciation (column 3) is compared with actual 

depreciation taken (column 2) to arrive at excess depreciation (column 4). 
 
Step 3- Excess depreciation (column 4) is combined with gain or loss (column 5) to arrive at net 

depreciation adjustment (column 6). 
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Allocation of Net Depreciation Adjustment to Each Reporting Period Under the Program.-- 
 

(1)  (2)   (3)   (4)   (5)  (6) 
 

`             Net 
Fiscal Actual     Excess    Depreciation 
Year  Depreciation   Recomputed Depreciation Gain  Adjustment 
Ending Taken        Depreciation  (2) - (3)    on Sale  (4) + (5)   
6/30/69 $ 20,000  $ 10,500  $   9,500          $   700      $ 10,200 
6/30/70    19,000     10,500            8,500        700           9,200 
6/30/71    18,000     10,500       7,500          700     8,200 
6/30/72    17,000     10,500       6,500        700     7,200 
6/30/73    16,000     10,500       5,500        700     6,200 
Total $ 90,000  $ 52,500  $ 37,500           $ 3,500       $ 41,000 

 
D. Allocation Where the Provider is Subject to Capital PPS for Some Reporting Periods 

Under the Program.--After a hospital becomes subject to the capital PPS, the allocation of the net 
depreciation adjustment to each reporting period before and after the effective date of capital PPS 
must be in accordance with §2807.8. 
 
132.4  Methods Available for Determination of Adjustment to Reimbursable Cost.-- 
 

A. Paragraph A of §132.3 describes the conditions under which a provider reflects the total 
net depreciation adjustment as an adjustment of depreciation in the year of disposal.  Where these 
conditions are not met, a provider must first allocate the net depreciation adjustment to periods under 
the program in accordance with the provisions of paragraph B or C of §132.3.  After the net 
depreciation for each reporting period under the program is determined: 
 

1. The provider will compute the adjustment to reimbursable cost based upon the ratio of 
the program's share of reimbursable cost to total cost (see paragraph B). 
 

2. On request of the provider, the intermediary may grant permission for the provider to 
compute the adjustment to reimbursable cost under the method described in paragraph C, if the 
provider can show that the direct costs of ancillary services furnished under arrangements in any cost 
reporting period, subject to recovery, are 10 percent or more of the direct costs of all ancillary 
services furnished. 
 

3. Any provider may at its option compute the adjustment to reimbursable cost by 
recalculating, for each reporting period, all the necessary cost reporting schedules applicable to each 
reporting period covered by the depreciation adjustments.  Schedules recomputed in accordance with 
this option must be submitted with the cost report for the cost reporting period in which the gain(s) 
or loss(es) giving rise to the depreciation adjustments took place. 
 
The same method of computation must be used for all periods affected by the net depreciation 
adjustments that occur in the current reporting period. 
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B. Adjustment to Reimbursable Cost Based Upon the Ratio of the Program's Share of 
Reimbursable Cost to Total Cost.--The adjustment to reimbursable cost is computed by applying the 
ratio of Medicare reimbursable cost to total allowable cost for each period to the allowable portion of 
the net depreciation adjustment for that period.  The Medicare reimbursable cost and total allowable 
cost includes inpatient services, nursing salary differential, outpatient and other Part B services, 
services provided by interns and residents not under an approved training program and ancillary 
services - Part B.  Also, these amounts are gross allowable costs before deductibles and coinsurance 
billed to HI beneficiaries, return on equity capital, and the charge differential between semiprivate 
accommodations and less than semiprivate accommodations. 
 
For each period under the program, that portion of the net depreciation adjustment which is 
applicable to nonallowable cost centers is excluded from the computation.  The nonallowable portion 
is determined by multiplying the net depreciation adjustment for the period by the ratio of 
depreciation of nonallowable departments to the total depreciation claimed by the provider.  See 
example in C below.  To determine the effect on the Part B Trust Fund, the total adjustment to HI 
reimbursable cost for each period is multiplied by the ratio of Part B reimbursable cost to total 
reimbursable cost for each of the same periods.  The difference between the adjustment to Part B 
Trust Fund will be the adjustment to Part A Trust Fund.  The two examples below include no 
nonallowable cost centers. 
 
Facts Applicable to Both Examples Below 
 

Cost Report               Percent HI Cost to  
Period   Total Allowable HI Allowable   Total Allowable 
Ending   Cost               Cost                Costs                     
6/30/69   $640,000   $320,000    50 
6/30/70   $630,000   $252,000    40 
6/30/71   $600,000   $120,000    20 
6/30/72   $580,000   $104,000    18 
6/30/73   $570,000   $  85,500    15 

 
Net Depreciation Adjustment Computed in §132.3B 
 

Cost   Percent HI       Adjustment    
Report   Allowable Cost  Net     to HI       
Period      to Total        Depreciation     Reimbursable    

 Ending      Allowable Cost  Adjustment       Cost              
 
   6/30/69           50    $   9,020   $  4,510 

6/30/70           40    $   8,610   $  3,444 
6/30/71           20    $   8,200   $  1,640 
6/30/72           18    $   7,790   $  1,402 
6/30/73           15    $   7,380   $  1,107 

$ 41,000   $ 12,103* 
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Net Depreciation Adjustments Computed in §l32.3C 
 

Percent HI         
Cost  Allowable         Adjustment       
Report  Cost to    Net     to HI 
Period  Total    Depreciation   Reimbursable       
Ending           Allowable Cost  Adjustment     Cost              
 
6/30/69         50     $ 10,200    $   5,100 
6/30/70         40     $   9,200    $   3,680 
6/30/71         20     $   8,200    $   1,640 
6/30/72         18     $   7,200    $   1,296 
6/30/73         15     $   6,200    $      930 

$ 41,000    $ 12,646* 
 
 
*  This net adjustment is applied as a decrease to the extent of the HI reimbursable cost in the current 
cost reporting period and any excess not applied is treated as an overpayment to be recovered from 
the provider. 
 
NOTE: Proprietary providers subject to recapture of accelerated depreciation can determine the 

effect that the net depreciation adjustment has on the computation of equity capital in 
accordance with the instructions contained under §§136.10ff.  There is no similar prior 
year adjustment to equity capital for gains and losses on disposal of assets. 

 
C. Apportionment of Net Depreciation Adjustment Based on Routine and Ancillary 

Utilization.--If the provider can demonstrate to the satisfaction of the intermediary that the method of 
recovery in B above would be inequitable, and can show that the direct costs of ancillary services 
furnished under arrangement are 10 percent or more of the direct costs of all ancillary services in any 
cost reporting period subject to the net depreciation adjustment, the intermediary may grant 
permission for the provider to compute the recovery under the following method. 
 
Step l - The net depreciation adjustment for each period is first allocated to outpatient services, 

ancillary services (by ancillary departments where the Departmental Method was used), 
and nonallowable cost centers, on the basis of the ratio of depreciation (direct expense to 
the department) claimed for each of these cost centers to the total depreciation claimed by 
the provider.  The residual net depreciation adjustment not allocated to these centers is 
then allocated to each routine service cost center on the basis of the ratio of depreciation 
claimed for each routine cost center to total depreciation claimed for all routine cost 
centers. 

 
Step 2 - The adjustment to HI reimbursable cost for the net depreciation adjustment allocated to 

each cost center is determined based on the ratio of HI utilization to total utilization in the 
cost center, and utilizing the same basis for apportionment used in the provider's cost 
report, i.e., days and/or charges. 

 
Schedule A demonstrates the process used to determine the adjustment to HI reimbursable cost based 
on a net depreciation adjustment in the amount of $25,920 for the period ending 12/31/67. 
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SCHEDULE A  (1)   (2)   (3)    (4)      (5) 
Percent HI 

% of  Allocation  Program Charges 
Depr.  Cost Ctr of Net Depr.  to Total Charges   HI 

Period ending   per   Depr. to  Adjustment  (Per Cost Report   Adj. 
12/31/67          Cost Rpt  Tot Depr .(Col. 2 X line 1) Settlement Sheet)    (4 X 3) 
 
1. Net Depr. Adj.       $25,920 
 
2. Total Depr.  
     per Cost Report $74,139 
 
3.  Depart. Method 
     Ancillaries 

Cost-Drugs Sold 
Physical Therapy 

 
4.  Comb. Method 
     Total Ancillaries $  1,335  1.8% $     467   42.3%   $       198 
 
5.  Nonallow. Cost 
     Centers 

Beauty Shop         297  0.4%         104     0     
 
6.  Net Depr. Adj. 
     Subtotal        $       571 
 
 
         % of Routine  Allocation of  % HI 

Cost Center Routine    Utiliz. of 
Depr. to Tot.  Services (Col 2  Rout. Ser. 

 Routine Services    Routine Depr. x line 10 below)  (Per CR) 
 

7.   Noncert. Routine 
      Cost Center  $23,283   39.7%  $10,064   0           

 
8.   Certified Routine   35,365    60.3%    15,285   24.7% 3,775  
      Cost Center 
 
9.   Tot. Routine Depr.  
      Cert. & Uncert. $58,648  100.0%                
 
10. Net Depr. Adj. 
      App. to Routine 
      (line 1 - line 6)        $25,349 
 
11.  HI Adjustment $3,973 
 
12.  Allowance (See §132.3c)        79 
 
13.   Net Adjustment To HI Reimbursable Cost $4,052 
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133. TREATMENT OF INVOLUNTARY CONVERSION LOSSES 
 
133.1  General.--Losses resulting from the involuntary conversion of depreciable assets, such as 
condemnation, fire, theft, or other casualty, are includable in allowable costs in the year of the 
involuntary conversion, provided the allowable losses incurred in any cost reporting period do not 
exceed $5,000 and provided the assets are replaced.  If the allowable losses in any cost reporting 
period exceed $5,000, the total amount of the losses is recognized as a deferred charge and treated as 
specified in sections 133.2 and 133.3.  If after the involuntary conversion, the depreciable asset is no 
longer used in providing patient care or is not replaced, no amount of the loss is includable in 
allowable costs.  However, if the provider intends to replace or restore the asset but is unable to do so 
because the designated State Health Planning and Development Agency finds such replacement or 
restoration to be inconsistent with the health system's plan of the provider's health service area, the 
loss is allowable so long as the provider continues to participate in Medicare.  In this case, the loss is 
capitalized as a deferred charge and amortized over the remaining life of the involuntarily-converted 
asset, or at the rate of $5,000 per year, whichever is greater. 
 
Losses resulting from a provider's imprudent management of its depreciable assets, such as failure to 
obtain proper insurance coverage, are not includable in allowable costs.  (See section 2160.5E.) 
 
If a gain is realized from the involuntary conversion of a depreciable asset, the net amount realized 
shall reduce the basis of the restored or replaced asset.  If the asset is not restored or replaced, the 
gain is treated as part of the net depreciation adjustment in accordance with section 132.3. 
 
If a replaced or restored asset resulting from an involuntary conversion ceases to be used in the 
provision of patient care services or the provider terminates its participation in the Medicare 
program, the unamortized deferred charge remaining at that time shall not be included in determining 
allowable cost under the Medicare program.  However, if the asset is transferred to an organization 
considered related as defined in section 1002.1 and the purchasing organization continues as a 
provider in the Medicare program, the remaining deferred charge representing the unrecovered basis 
of the involuntarily converted asset shall continue to be amortized over the number of years 
considered as the remaining estimated useful life of the replacement or restored asset.  Where the 
asset is transferred to an unrelated provider, further amortization of the deferred charge is not 
allowed. 
 
133.2  Total Casualty Losses.--If a depreciable asset is destroyed by an involuntary conversion 
beyond repair and the amount of the allowable loss exceeds $5,000, the loss must be capitalized as a 
deferred charge over the estimated useful life of the asset which replaces it.  The allowable loss for a 
total casualty is the undepreciated cost or unrecovered book value of the asset, less insurance 
proceeds, 
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gifts, and grants received from local, State, or Federal Government, or any other source as a result of 
the involuntary conversion.  If the unrepairable asset is disposed of by scrapping, income received 
from salvage is treated as a reduction in the amount of the allowable loss.  Conversely, where 
additional expense is incurred in the scrapping operation, such cost would be added to the allowable 
loss of the destroyed asset. 
 
133.3  Partial Casualty Losses.--If a depreciable asset is partially destroyed or damaged as a result 
of an involuntary conversion, a reduction in its cost basis (the book value) is assumed to have taken 
place.  Therefore, the cost basis of the asset must be reduced to reflect the amount of the casualty 
loss, regardless of whether the loss is covered by insurance. 
 
The amount of the casualty loss is the difference between the fair market value immediately before 
the casualty and the fair market value immediately after the casualty; however, for program purposes 
the allowable loss is limited to the percent of loss in fair market value applied to the net book value 
of the asset at the time the casualty occurred.  This method of calculating the allowable loss 
recognizes the actual reduction in the cost value of the asset rather than the reduction in replacement 
value.  If the allowable loss in any cost reporting period exceeds $5,000, the loss must be capitalized 
as a deferred charge and amortized over the useful life of the restored asset. 
 
The fair market value generally can be ascertained by competent appraisal.  If no appraisal is made, 
the cost of repairs to the damaged property is acceptable as evidence of the loss of value if the repairs 
restore the property to its condition immediately before the casualty and, as a result of the repairs, the 
value of the property has not been increased.  The amount of the allowable loss is then deducted 
from the cost basis of the asset before the casualty, to arrive at the adjusted cost basis of the asset.  
Any insurance proceeds received or recoverable must be deducted from the amount of the casualty 
loss to determine the gain or the loss. 
 
EXAMPLE: 
 

Fair market value - before $16,000 
Fair market value - after     4,000 
Casualty loss $12,000                                      

 
Percentage of loss in fair market value ($12,000 ÷ $16,000 = 75%) 

 
Amount of loss to be recognized by the program: 

 
Net book value of the asset at 

the time of the casualty $12,000 
Amount of partial casualty loss 

to be allowed (75% x $12,000)     9,000 
Adjusted cost basis of asset   $  3,000                                      
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The allowable portion of the partial casualty loss ($9,000) is recognized as a deferred charge and 
amortized over the estimated useful life of the restored asset. 
 
Actual costs incurred in the restoration of an asset, including expenditures from the self-insurance 
reserve fund, are added to the adjusted cost basis of the asset to arrive at the revised cost of the 
restored asset and capitalized over what is determined to be the remaining useful life of the restored 
asset.  When the repairs materially improve or add to the value or utility of the property or 
appreciably prolong its useful life, a redetermination of the expected useful life will be necessary. 
 
The following chart shows the method of adjusting the cost basis and of determining the amount of 
the gain or loss. 
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 PARTIAL CASUALTY LOSSES 
 
 EXAMPLES:  ADJUSTMENT OF COST BASIS; DETERMINATION OF GAIN OR LOSS 
 
A B C D 
 

Ratio of 
Loss to 

Value  Value Fair Market 
Net Book Value before after Value before 
Before Casualty Casualty Casualty Casualty     
 
1.  $10,000 $16,000 $ 8,000 50% 
 
2.   10,000  10,000    2,000 80% 
 
3.     5,000  20,000   16,000 20% 
 
4.   10,000  18,000      l,800 90% 
 
E    F    G    H 
 
Amount of  Insurance 
Casualty Adjusted Received  Gain 
Loss Cost Basis or or 
(D x A)   (A - E)    Recoverable Loss 
 
1.  $5,000 $5,000 $ 3,000 $2,000(Loss*) 
 
2.    8,000   2,000    8,000     -0- 
 
3.    1,000   4,000    4,000   3,000(Gain**) 
 
4.    9,000   1,000   10,000   l,000(Gain**) 
 
 
 
*Not allowable.  This example assumes provider does not have adequate insurance to cover this loss. 
 (This example does not include a deductible.) 
 
**Gains are treated in accordance with the instructions contained in the third paragraph of § 133.1. 
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133.4  Losses for Application of Customary Deductible Clause.--A loss which is determined to be 
an allowable cost, e.g., loss due to the application of the customary deductible clause (subject to the 
limitation expressed in § 133.1), is recognized as a deferred charge (after application of insurance 
proceeds), and amortized over the remaining useful life of the asset or its replacement if the loss 
exceeds $5,000. 
 
EXAMPLE:  A hospital building sustained severe damage from an earthquake in an area in which a 
prudent businessman would be expected to purchase earthquake insurance.  The provider's insurance 
policy carried a 5 percent deductible clause (5 percent of the insured value which is not reimbursed 
by the insurance company) and the amount of the proceeds from the insurance company totaled 
$550,000.  Other information is as follows: 
 
Insured and fair market value of hospital 

immediately before casualty $11,000,000 
Fair market value of hospital immediately 

after casualty     9,900,000 
Amount of casualty loss $  1,100,000 
Deductible                       5% 
Net book value of hospital at time of casualty $  9,000,000 
 
Computation of allowable loss: 
Ratio of amount of casualty loss to fair market value immediately before casualty: 
 

$ 1,100,000 = 10% 
$11,000,000 

 
Net book value at time of casualty x  ratio = adjusted loss 

$   9,000,000 x  10%  = $     900,000 
 
Adjusted cost basis: 
Net book value at time of casualty  $  9,000,000 
Adjusted loss         900,000 
Adjusted cost basis for program purposes $  8,100,000 
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If and when the property is repaired, the restoration costs would be added to the adjusted cost basis. 
 
Adjusted cost basis      $8,l00,000 
Plus:  Restoration costs, including improvements                   l,000,000 
Revised cost basis                                              $9,l00,000 

          
 
Allowable casualty loss: 
Amount received from insurance- 
  Casualty loss                                               $l,l00,000 

Less:  deductible 5% x $ll,000,000    
   550,000 

Net amount received from insurance                  $  550,000 
                 

 
Adjusted loss                      $  900,000 
Net amount received from insurance                       550,000 
Allowable loss (adjusted deductible)                   $  350,000 

                 
 
The allowable loss of $350,000 is entered on the books of the provider as a deferred charge and 
amortized over the expected useful life of the restored asset.  Where the provider terminates 
participation in the program, the unamortized portion of the allowable loss is not included in 
allowable costs. 
 
l33.5 Limitation on Allowable Cost Where Provider Maintains a Self-Insurance Reserve Fund.--
Where the provider maintains a self-insurance reserve fund, the amount of the casualty loss 
recognized as an allowable cost is limited to the lesser of the decrease in fair market value, as 
adjusted, of the damaged or destroyed asset (§§l33.2 and l33.3) or the amount of cash, investments, 
etc., comprising the accumulated balance in the self-insurance reserve account. 
 
EXAMPLE: 
 
Amount accumulated in the self-insurance reserve fund    $20,000 
Amount accumulated in the self-insurance reserve fund 
$20,000 
 
Cost of Asset        $l00,000 
Less:  Depreciation Allowed       60,000 
Unrecovered book value     $40,000 
Less:  Amount of Casualty Loss (as adjusted - §l33.2)                                 25,000 
Adjusted cost basis of asset     $  15,000 

              
 
As the allowable loss is limited to the lesser of the amount of the casualty loss, as adjusted, or the 
total amount in the self-insurance reserve fund, the allowable loss is limited to $20,000.  This 
amount is entered on the books of the provider as a deferred charge and amortized over the estimated 
useful life of the restored or replacement asset. The balance of the loss, $5,000, is not recognized as 
an allowable cost because the provider failed to maintain an adequate reserve in the self-insurance 
reserve fund. 
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l34. APPRAISAL GUIDELINES 
 
Where historical cost records of a purchased asset are not available or are incomplete, or where fair 
market value or current reproduction cost must be established for purposes of §§104.10, 104.14, or 
104.16, a timely appraisal of the historical cost, fair market value or depreciated reproduction cost 
(as appropriate)  of the asset made by an independent, recognized expert will be acceptable for 
depreciation and owner's equity capital purposes. The appraisal of the historical cost of assets should 
produce a value approximating the cost of reproducing substantially identical assets of like type, 
quality, and quantity at a price level in a bona fide market as of the date of acquisition.  The appraisal 
expert may also assist the provider in the development of permanent fixed asset records.  The 
appraisal must be conducted in accordance with "The Principles of Appraisal Practice and Code of 
Ethics" of the American Society of Appraisers. 
 
134.1 Approval of an Appraisal.--Before an appraisal is made for Medicare purposes, the 
provider will inform its intermediary of its intent, and the reason for the appraisal. The provider will 
also make the proposed appraisal agreement available to its intermediary.  The proposed agreement 
should specify such information as the appraisal date, estimated date of completion, scope of the 
appraisal, and a statement that in the judgment of the appraisal firm the results will conform to the 
then current Medicare regulations on principles of reimbursement for provider costs.  The 
intermediary will promptly determine if the firm qualifies as an independent expert, and whether the 
proposed appraisal meets program requirements regarding type, technique, and results. 
 
l34.2 Need of Appraisal for Program Purposes.--An appraisal for program purposes should be 
made only where the provider has no historical cost records or has incomplete records of the 
depreciable fixed assets or needs to determine an asset(s)' fair market value or depreciated 
reproduction cost.  The appraisal should develop the historical cost and related information that will 
assist in the construction, reconstruction, or revision of accounting records to enable the provider to 
make proper distribution of depreciation expense in Medicare cost reports.  Normally, a proprietary 
provider will not need a historical cost appraisal since its Federal tax return and supporting records 
will show the historical cost basis of its assets.  Where an appraisal is being performed to determine 
the current reproduction cost of an asset, the appraisal should represent the cost to reproduce the 
actual facility in like kind, and should not be inflated by such factors as current or anticipated space 
needs or different construction types (e.g., masonry vs.  wood frame). 
 
Appraisals must be performed within the time limits specified in the proposed agreement and not on 
a piece-meal or intermittent basis. 
 
l34.3 Asset Values of Proprietary Providers Determined by Appraisals.--Where a historical cost 
appraisal of a proprietary provider's assets is necessary because its property or Federal tax records do 
not adequately reflect the cost of the facility for Medicare purposes, the intermediary will recognize 
the appraised cost for Medicare reimbursement purposes but not to exceed the cost basis of these 
assets used for Federal tax purposes.  There may be assets originally charged off as expense under a 
provider's capitalization policy  that are still  in use or  assets fully depreciated for Federal income  
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tax purposes but still in use.  Medicare will recognize for depreciation purposes an appropriate 
adjustment to the income tax valuation in the case of such assets where the correctness of the 
adjustment can be documented.  The allowed valuation would be the cost of such assets as of the 
dates of acquisition less depreciation based on the expired portion of their useful lives as they may be 
revised for Medicare purposes. 
 
Where minor equipment (§l04.5) is concerned, the Medicare program recognizes that the inventory 
costs of such equipment may not truly reflect the cost of equipment purchased and in use by the 
provider.  Differences in the capitalization policies of providers and their desire to limit property 
record controls over certain classes of small assets cause variations in the recorded costs of assets 
generally considered depreciable.  Medicare then will recognize an appropriate adjustment to the 
inventory costs of these assets used by the provider for income tax purposes to acknowledge the 
additional assets included and will permit the depreciation or amortization of the remaining cost over 
the remaining useful lives of the assets. 
 
However, where all other depreciable assets are concerned, such as buildings, building equipment, 
major movable equipment, land improvements, and leasehold improvements, Medicare will not 
recognize a historical cost of such assets in excess of the historical cost used for Federal income tax 
purposes.  Providers should be able to support this historical cost by reference to original documents 
such as contracts, vouchers, checks, and other evidence.  If the provider does not have such original 
documentation constituting primary evidence of the historical cost of assets, the intermediary will 
consider the provider's Federal income tax returns as secondary evidence to be used in establishing or 
verifying the historical cost of the assets.  Further, it is possible that because of the effects of other 
provisions of the regulations, such as "Cost to Related Organizations," the historical cost under 
Medicare might be less than that allowed and used for Federal income tax purposes. 
 
Under the regulations, providers may change the useful lives of assets where this can be justified and 
appropriately adjust the accumulated depreciation applicable to the historical cost of the assets 
involved.  The effect of such adjustments is to change the undepreciated amount of the historical cost 
for Medicare purposes.  The regulations do not permit providers to increase the historical cost basis 
of their assets to recognize elements of costs or expenditures which were not capitalized but were 
considered as expense items.  For example, if a provider determined that a physical modification of 
the building was a repair and thus an item of expense not capitalized and uses the historical cost so 
determined for Federal income tax purposes, the provider may not change the historical cost basis to 
include that expenditure previously determined a repair and capitalize it; i.e., increase the historical 
cost basis of the building for Medicare purposes. As another example, if a provider builds a facility 
and in establishing the historical cost of the building determines that materials and labor used were 
not part of the historical cost of the building and charges the cost of such materials and labor into 
expenses for Federal income tax purposes, the provider may not then include such expenditures in 
the historical cost of the building for Medicare purposes. 
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These guidelines are to be applied retroactively as well as prospectively.  Where an intermediary has 
approved an appraisal resulting in the establishment of asset costs in excess of the cost basis used for 
Federal income tax purposes, or where a proprietary provider has increased the historical cost basis 
of its assets to an amount in excess of the historical cost basis used for Federal income tax purposes 
by reference to supporting documentation, the intermediary will require a redetermination of 
historical costs.  Costs in excess of the cost basis used for Federal income tax purposes will not be 
recognized under Medicare.  Further, for cost reporting periods beginning on or after January l, l970, 
the intermediary will also require a redetermination of allowable costs for the reporting period 
covered to reflect the effects of the adjustment in the historical cost basis of the assets.  For cost 
reporting periods beginning before January l, l970, however, no redetermination of such allowable 
costs need be made for the reporting periods covered. Accumulated depreciation applicable to the 
depreciable assets under the program will include the full amount allowed during those periods in 
which an increased historical cost basis was used.  The net book value so established shall be used 
for computations of equity capital and determinations of gain or loss on the sale of assets and for any 
other reimbursement purposes under Medicare. 
 
l34.4 Fixed Assets Included in Appraised Values.--Fixed asset values established by an appraisal 
must include all provider-owned plant assets used in patient care or in the overall operation and 
administration of the institution.  Fixed assets used in research and other nonallowable cost areas or 
functions should be included so that depreciation is reflected in those departmental costs to provide a 
proper basis for allocating administrative and general expense.  Fixed assets of a related organization 
not used by a provider in rendering patient care, assets acquired in anticipation of expansion, and 
assets held for investment and not used in the plant operation should not be included as a part of the 
appraised values. 
 
Generally accepted accounting principles relating to improvements or betterments must be followed 
in determining the asset valuation established by the appraisal.  Repair or maintenance of a nature 
that restores an asset to its original condition but does not extend its useful life is not a betterment or 
improvement but an expense of that period. 
 
l34.5 Pricing Sources.-- 
 

A. Prime or Basic Source.--The pricing of assets to establish historical costs will be based on 
such actual supporting documents as vendor invoices and construction contractor completion 
statements.  In the absence of invoices such other records as revenue stamps, board minutes, 
contracts of purchase and deeds recorded with the county's Recorder of Deeds may be used. 
 

B. Other Sources and Techniques.--Other methods, such as manufacturer's catalogs, libraries 
of material prices, or techniques involving reverse trending and price indexes may be used to 
establish acquisition costs and acquisition dates.  Such methods may be used only when actual 
supporting documents are not available.  When these sources and techniques are used, consideration 
must be given to manufacturer's and quantity discounts.  The values arrived at should closely 
approximate the actual historical cost of an asset at the date of acquisition. 
 
 
 
 
 
 
 
 
 
 
 
 
 
1-18 Rev. 331 



11-85 DEPRECIATION 134.9 
 
 
The use of these sources and techniques must be disclosed, including the general nature of the 
method(s), in the appraisal report or results. 
 
l34.6 Donated Assets.--Where the provider's records do not contain the fair market value of 
donated assets as of the date of donation, an appraisal of such fair market value on the date of 
donation by the appraisal expert will be acceptable for depreciation and owner's equity capital 
purposes. 
 
Where material, labor, and services are donated in the construction of an asset, the asset value is the 
sum of the appraised cost of the material, labor, or services actually donated and the incurred cost of 
that part which was not donated.  Labor costs should be determined in accordance with the rates 
prevailing in the community (at the time of construction) and the type of labor incurred.  For 
example, if the labor donated was nonunion labor, the cost would be at the nonunion labor rate as 
opposed to a union labor rate.  If records are not available as to the actual labor, services or material 
donated, the fair market value at the time of donation may be determined by the other methods 
shown in §l34.5.  Estimated labor costs provided by an owner or shareholder of an institution are not 
includable in the historical cost of constructed assets. 
 
l34.7 Treatment of Assets Costing Less Than $l00.--Individual major movable assets costing less 
than $l00 (whether or not purchased in quantity prior to the appraisal date) may be capitalized at the 
time of appraisal at the purchase cost less accumulated depreciation from the date of acquisition 
regardless of the provider's past accounting practices.  If an election is made to capitalize such assets, 
this policy must be applied consistently. 
 
Providers which have expensed such items while in the program may not decide later to capitalize 
them.  This also applies to those providers which eventually decide to have appraisals.  Major 
movable equipment with a unit cost of $l00 or less may be grouped by the appraisal expert.  
However, the book value assigned to such grouped assets at appraisal may not exceed the book value 
of the assets if individually appraised. Identification of the individual assets comprising the group 
must be available. 
 
l34.8 Tagging of Major Equipment.--For program purposes, tagging of equipment is not 
mandatory.  In the absence of tagging, however, alternate records must exist to satisfy audit 
verification of the existence and location of assets. 
 
134.9 Appraisal Programs.--Since the condition of provider asset records varies significantly, an 
appraisal program may be comprehensive or partial.  For instance, a provider may engage an 
appraisal firm to appraise a part of its facility for which no historical records have been maintained, 
or a provider may need to have an appraisal made on a particular class of assets in a specific 
identified location. 
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Comprehensive type programs are usually appropriate because of such complexities as lump-sum 
purchases of assets or a complete lack of historical cost records for all assets. 
 
An appraisal program should include: 
 

l. A physical inventory and listing of pertinent data for all applicable assets in use, or in 
standby status, at the appraisal date or report date.  The physical inventory may be made by the 
provider or the appraiser.  If made by the provider such inventory must be verified by the appraiser. 
 

2. The acquisition cost of each item or unit of property, including architect fees, 
installation costs, freight, etc. 
 

3. A classification of each item or unit of property in accordance with the AHA Chart of 
Accounts for Hospitals.  These classifications are: 
 

a. Land improvements 
b. Buildings 
c. Fixed equipment 

(l) Building services equipment 
(2) Other fixed equipment 

d. Major movable equipment 
e. Minor equipment 
f. Leasehold improvements 

 
4. Establishing an estimated useful life for each asset.  (See § 104.17.)  The estimated 

useful life established for each asset for purposes of the appraisal must be consistent with the 
estimated useful life for each asset used by the provider for depreciation purposes. 
 

5. Determining a salvage value for each asset.  (See § l04.l9.) 
 

6. Selecting a depreciation method for each asset. 
 

7. Calculating depreciation provisions for the current reporting period. 
 

8. Calculating accumulated depreciation using an approved basis from the date of 
acquisition to the start of the first reporting period under Medicare in which actual depreciation is 
first claimed. 
 

9. Determining square footage for each cost center to identify all rooms on a floor or 
within a building if this was not previously done by the provider.  This should be accomplished as 
explained in the AHA Cost Finding and Rate Setting for Hospitals. 
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l0. Reconciling appraisal results with provider records.  For assets acquired prior to 
January l, l966, the provider's plant asset records, if any, and accounting records must be considered 
even though they may be inaccurate.  This reconciliation must be made from land improvements, 
buildings, building services equipment, and where possible for other major asset classifications. 
 
Where applicable, difference disclosed by the reconciliation must be reflected as adjustments in the 
provider's accounting and plant assets records. 
 
l34.l0  Appraisal Report.-- 
 

A. Certification and Transmittal.--A letter of certification and transmittal should accompany 
the appraisal results.  The certification should state that in the judgment of the appraisal firm the 
results were determined in conformity with Medicare regulations and requirements.  This letter will 
include such information as: 
 

l. Name of provider. 
 

2. Location(s) of facilities included in appraisal. 
 

3. Appraised date, date up to which accumulated depreciation was calculated (of other 
than appraisal date) and period for which current depreciation is calculated. 
 

4. Contents of data supplied to provider--summaries, schedules, plans, etc. 
 

5. Appraisal program description--extent of asset appraisal, i.e., physically inventoried, 
etc., pricing bases, and other pertinent information not readily apparent in the detail results (e.g., 
depreciation methods). 
 

6. Policy for determining capitalizable assets. 
 

7. Depreciation policy in the year of acquisition and disposal. 
 

8. Identification of material items included in the appraisal where the values of such 
items were obtained from outside sources without independent verification by the appraisal firm. 
 

B. Listings of Assets Appraised.--If a listing of assets which constitutes the provider's 
Medicare property records is supplied, it must contain all necessary and pertinent information, even 
if portions were determined solely by the provider. 
 

l. A listing of assets should include the following data for each asset; 
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a. Building location 
b. Cost center or department 
c. Asset description (usually includes manufacturer's name, model, number, serial 

number, etc.) 
d. AHA asset classification 
e. Historical cost 
f. Acquisition date 
g. Estimated useful life to provider 
h. Salvage value 
i. Depreciation provisions for current reporting period 
j. Accumulated depreciation provision at appraisal or other pertinent date(s) 
k. Pricing method where necessary for adequate disclosure, where more than one 

method used on various assets 
 

 2. Reconciliations and comparisons with provider records must be included. 
 

 3. Square footage and other allocation basis information for buildings and cost 
centers within buildings must also be included. 
 
The intermediary will make the final decision as to the acceptance of the appraisal results for 
Medicare purposes. 
 
l34.ll  Appraisal Records.--The appraisal firm's work papers and supporting documents must be 
available to the intermediary or its audit capability for examination upon reasonable request. 
 
l34.l2  Appraisal Expense.--Appraisal expense, including that expense for appraisal of research 
and other nonpatient departments, incurred by a provider after entrance into the program to establish 
plant records for Medicare purposes may be included in allowable cost only if the appraisal had been 
approved by the intermediary.  Such expenses will be considered as allowable administrative costs in 
the period incurred, subject to apportionment to the Medicare program.  Appraisal expense incurred 
in appraisal of assets not connected with provider operations may not be included in allowable costs. 
 
Where providers have appraisals made for other business purposes (insurance coverage, tax values, 
and financing), the expenses incurred for such appraisals may be included in allowable costs as part 
of general and administrative costs.  However, appraisal expense incurred to establish values for the 
sale or anticipated sale of a provider organization are not includable in allowable costs.  Where the 
intermediary determines that a provider has incurred appraisal expense to establish the historical cost 
of assets which were already adequately reflected in its books, records or tax return, the cost of 
performing the appraisal is not allowable. 
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136.  RECOVERY OF ACCELERATED DEPRECIATION UPON TERMINATION OR 

DECREASE IN PROGRAM'S SHARE OF ALLOWBLE COST 
 
When a provider that has used an accelerated method of depreciation with respect to any of its assets 
terminates participation in the program after July 1970, or where the health insurance proportion of 
its allowable costs for periods starting after July 1970 decreases so that cumulatively substantially 
more depreciation was paid than would have been paid using the straight-line method of 
depreciation, the excess or reimbursable cost, determined by using accelerated  depreciation methods 
and paid under the program over the reimbursable cost which would have been determined and paid 
under the program by using the straight-line method of depreciation, will be recovered as an offset to 
current reimbursement due or, if the provider has terminated participation in the program, as an 
overpayment. 
 
The optional allowance for depreciation (based on a percentage of operating costs -- see §124) is not 
considered an accelerated method of depreciation. 
 
136.2 Recovery of Excess Depreciation Upon Termination.--The recovery of amounts paid in 
excess of straight-line depreciation is applicable to voluntary and involuntary terminations, and to 
providers that change ownership.  The adjustment for amounts paid in excess of straight-line 
depreciation does not apply to terminations effective prior to August 1970.  (See §136.5 for 
exception) 
 
When a provider ceases to participate in the program after July 1970, the adjustment to a straight-line 
depreciation basis applies to all cost reporting periods in which accelerated depreciation was claimed 
under the program.  However, an adjustment for amounts paid in excess of straight-line depreciation 
is not made where the cumulative total of HI days for all reporting periods in which the provider 
claimed accelerated depreciation is less than 5 percent of the cumulative total of inpatient days in the 
facility (certified area only) for the same reporting periods. 
 
136.3 Termination and Disposal of Assets.-- 
 

A. General.--Where a provider ceases to participate in the program after July 1970 and 
disposes of assets during its final cost reporting period, or within 1 year after termination, the 
methodology contained in §§132ff. will be followed to determine the adjustment to reimbursable 
cost. 
 
If a recovery of amounts paid in excess f straight-line depreciation is made under §136 and the 
former provider subsequently disposes of its assets subject to the provisions of §132, the adjusted 
book value resulting from the recovery of accelerated depreciation is the basis for the calculation of 
the gain or loss. 
 

B. Gain or Loss on Disposition of Asset.--Where an asset had previously been disposed of 
and depreciation for the asset was adjusted 
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under the provision of §132 (Gains and Losses on Disposal of Depreciable Assets), any accelerated 
depreciation claimed on that asset is excluded from the computation of excess depreciation for 
purposes of this section. 
 
136.4 Decrease in Health Insurance Proportion of Allowable Costs.-- 
 

A. General.--If the provider has experienced a decrease in its health insurance proportion of 
allowable costs, as defined in B, C, and D, below, a recovery of amounts paid in excess of straight-
line depreciation is made.  The recovery is made for all cost reporting periods in which accelerated 
depreciation was claimed under the program, except the computation period.  The computation of the 
amount to be recovered is shown in §136.6. 
 

B. Amount of Decrease.--A recovery of amounts paid in excess of straight-line depreciation is 
made where the provider's ratio of health insurance days to total inpatient days (certified areas only) 
has decreased 25 percent or more in the overall average of HI days in the base period and the HI days 
in the computation period.  In addition, a recovery of amounts paid in excess of straight-line 
depreciation due to a decrease in HI utilization is not made where the cumulative total of HI days in 
the base period is less than 5 percent of the cumulative total of inpatient days in the facility (certified 
areas only). 
 
EXAMPLE: 
 
Comparison of Ration of HI Utilization in Computation Period to HI Utilization in Base Period.-- 
(Provider entered program 1/1/67.) 
 
FYE      Total Inpatient  Total HI 

     Days          Days   
 
12/31/71     72,000   17,280 
12/31/72     72,727   16,000 
12/31/73     80,000     8,000 
 
 

l. First Computation Period.--FYE 12/31/72. 
 

Base period ratio - percent of HI days to total 
  inpatient days (FYE 12/31/71)        24% 

 
Computation period ratio - current year's percent 
  of HI days to total inpatient days (FYE 12/31/72)       22% 

 
Decline in HI ratio - (Base period ratio less 
  computation period ratio)          2% 
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Percentage of Decline in HI Participation 
 

Decline in HI ratio   =     2       =  8% 
Base period ratio  24 

 
As the ratio of HI utilization in the computation period has not decreased 25% or more from the HI 
utilization in the base period, no adjustment is necessary. 
 

2. Second Computation Period.--FYE 12/31/73. 
 

Base period ration - percent of HI days to inpatient 
  days (FYE 12/31/71÷FYE 12/31/72)   23% 

 
Computation period ratio - current year's percent 
  of HI days to total inpatient days (FYE 12/31/73)  10% 

 
Decline in HI ratio - Base period ratio less 
  computation period ratio)    13% 

 
Percentage of Decline in HI Participation 
 

Decline in HI ratio          =         13          =  56% 
Base period ratio          23 

 
 

As the ratio of HI utilization in the computation period has decreased more than 25% from 
the HI utilization in the base period, a computation to determine if there has also been a 
decrease of 25% or more in the number of HI days must be made. 

 
Base period - average number of HI days 
  (17,280 + 16,000 ÷ 2)     16,640 

 
Computation period - actual number of HI day  8,000 

 
Decrease in number of HI days    8,640 

 
Percentage of decrease in number of HI days: 

 
  8640      =   52% 
 16640 

 
As there has been a decrease of 25% or more in both the number of HI days, and HI 
utilization, and adjustment to recover amounts paid in excess of straight-line depreciation 
must be made. 

 
C. Computation Period.--The computation period is defined as the provider's current cost 

reporting period starting after July 1971. 
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D. Base Periods.-- 
 

l. Initial Base Period.--The initial base period for the recovery of amounts paid in 
excess of straight-line depreciation includes one or more cost reporting periods beginning with the 
provider's first cost reporting period starting after July 1970, and including all cost periods thereafter, 
except the computation period. 
 

2. Subsequent Base Periods.--The base period after a recovery of amounts paid in 
excess of straight-line depreciation, begins with the first cost period after the end of the prior base 
period and all cost periods thereafter, except the current computation period. 
 
 
EXAMPLE: 
 
Computation Period and Base Period 
 

(l) Initial Recovery.-- 
 
Reporting First  Second Base 
Period Computation Base  Computation Period 
Ending Period Period* Period           
 
3/31 4/1/72-3/31/73 4/1/71-3/1/72 4/1/73-3/31/74 4/1/71-3/31 
6/30 7/1/72-6/30/73 7/1/71-6/30/72 7/1/73-6/30/74 7/1/71-6/30  
9/30 10/1/71-9/30/72 10/1/70-9/30/71 10/1/72-9/30/73 10/1/70-9/30/72 
12/31 1/1/27-12/31/72 1/1/71-12/31/71 1/1/73-12/31/73 1/1/71-12/31/72 
 

(2) Subsequent Recovery.--If a recovery of accelerated depreciation is made based on a 
decrease in utilization in a computation period, this computation period becomes the first period in 
the subsequent base period.  For example, if a decrease in HI utilization in the second computation 
period (1/1/73-12/31/73) results in a recovery, the base period for any subsequent recovery will 
commence with the period 1/1/73-12/31/73. 
 
* Example assumes base period included 12-month reporting periods. 
 

E. Short Cost Reporting Periods.--A recovery of amounts paid in excess of straight-line 
depreciation is not instituted on the basis of a computation period covering less than 6 months of 
health insurance participation.  This may occur, for example, where a provider has received 
permission to change its cost reporting period and the transitional report is less than 6 months of 
health insurance participation.  However, this does not exclude applying the adjustment to a short 
period report when a recovery is subsequently required. 
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136.5 Termination Due to a Change in Provider Ownership Resulting From a Transaction 
Between Related Parties.--The recovery of accelerated depreciation will not be made when all four of 
the following conditions are met: 
 

A. The termination of the provider agreement is due to a change in ownership of a provider 
resulting from a transaction between related parties, 
 

B. The successor organization participates in the program, 
 

C. Control and the extent of the financial interest of the owners of the provider before and 
after the termination remain the same, and 
 

D. All assets and liabilities of the terminated provider are transferred to the related successor 
provider. 
 
Where all four of these conditions are not met, the recovery of accelerated depreciation as required 
by §136.2 will be implemented. 
 
Examples of transactions that result in a termination of one provider agreement and the 
establishment of another, but which do not require a recovery of accelerated depreciation include, but 
are not limited to, a merger of a wholly-owned subsidiary corporate provider into the parent 
corporation or into another wholly-owned subsidiary corporation of the parent corporation; a 
consolidation of two or more corporate providers forming a new corporate provider; the 
incorporation of a sole proprietor or partnership with stock ownership in the same ratio as the prior 
proprietary interest; the transfer of a provider operated as a branch of the parent corporation to a 
wholly-owned subsidiary; or a change in organization structure from a solely-owned corporation to a 
sole proprietorship.  In such cases, the recovery of accelerated depreciation provision of §136.2 is not 
applied, but rather the transaction is treated as follows: 
 

a. the net book value of the assets, the liabilities related to the assets and the method of 
depreciation as recorded on the books of the terminated provider shall be used by the successor 
provider; 
 

b. the successor provider must record the historical cost and accumulated depreciation 
of the terminated provider recognized under the program and these are considered as incurred by the 
successor provider for program purposes, such as gain or loss on any subsequent disposition of assets 
or recovery of accelerated depreciation; 
 

c. the HI utilization of the terminated provider is considered as incurred by the 
successor provider for purposes of §136.4; and 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 135           1-26.1 



136.5(Cont.) DEPRECIATION     10-75 
 
 
 

d. the equity capital of the successor provider as of the beginning of the first cost 
reporting period must be the same as the equity capital of the terminated provider as of the closing of 
the final cost report. 
 
To assure that the intermediary is cognizant of all pertinent facts, and officer of the successor 
provider must furnish a statement to the intermediary concerning the transaction in relation to these 
four elements at the time the new provider agreement is entered into.  If such statement is not 
furnished to the satisfaction of the intermediary, §136.2 will apply. 
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136.6 Methods of Determining Amounts to be Recovered by HI Program for Depreciation Paid 
in Excess of Straight-Line Depreciation.-- 
 

A. General.--For each affected cost period excess depreciation to be recovered is the amount 
of depreciation reimbursed under an accelerated method less reimbursable depreciation computed 
under the straight-line method.  After the excess depreciation for each cost period is determined:; 
 

l. The provider will compute the amount to be recovered based upon the ratio of the 
program's share of reimbursable cost to total allowable cost (see Bl below); 
 

2. On request of the provider, the intermediary may grant permission for the provider to 
compute the recover under the method described in B2 below, if the provider can show that the direct 
costs of ancillary services furnished under arrangements in any cost reporting period subject to 
recovery are 10 percent or more of the direct cost of all ancillary services furnished; or 
 

3. Any provider subject to recovery may, at its option, compute the recover by 
recalculating the necessary cost reporting schedules. 
 
The same method of computation must be used for all periods in which a recovery is being made. 
 

B. Methods. 
 

l. Apportionment of Excess Depreciation Based Upon Ratio of HI Reimbursable Cost 
to Total Allowable Cost.--The program's share of excess depreciation is computed by applying the 
ratio of Medicare reimbursable cost to total allowable cost to the excess depreciation for each period. 
 (See example page 28) 
 

2. Apportionment of Excess Depreciation Based on Routine and Ancillary Utilization.-
- 
 
Step 1 - The total depreciation claimed in excess of straight-line depreciation for each period 

(accelerated depreciation claimed less depreciation computed under the straight-line 
method) is first allocated to outpatient services, ancillary services (by ancillary department 
where the Departmental Method was used) and nonallowable cost centers on the basis of 
the ratio of depreciation (direct expense to the department) claimed for each of these cost 
centers to the total depreciation claimed by the provider.  Any residual excess depreciation 
not allocated to these centers is then allocated to the routine service cost center(s).  This 
excess depreciation is apportioned to each routine cost center on the basis of the ratio of 
depreciation claimed for each routine cost center to total depreciation claimed for all 
routine cost centers. 
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NOTE: This space reserved for apportionment of excess depreciation based upon ratio of 
reimbursable cost to total allowable cost. 
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Step 2 - The program's share of the excess depreciation allocated to each cost center is recovered 

based on the ratio of HI utilization to total utilization in the cost center, and utilizing the 
same basis for apportionment used in the provider's cost report--i.e., (days and/or charges). 
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Note: This space reserved for apportionment of excess depreciation based on routine and ancillary 
utilization. 
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136.7 Allowance in Lieu of Specific Recognition of Other Costs and Return on equity Capital.--
The recovery of the amount paid in excess of straight-line depreciation has an effect on the 
allowance in lieu of specific recognition of other costs--reimbursable for services provided through 
June 30, 1969 (see §136.10), and the return on equity capital (see §136.11). 
 
136.8 Basis of Assets Following Recovery of Amounts Paid in Excess of Straight-Line 
Depreciation.--A recovery of the amount paid in excess of straight-line depreciation due to a 
decrease in health insurance utilization results in an increase in the book value of those assets for 
which accelerated depreciation had been claimed.  This increase in book value is equal to the 
depreciation claimed by the provider in excess of straight-line depreciation.  The depreciable basis of 
these assets, therefore, is increased beginning with the reporting period following the recovery 
period, to the extent of the depreciation recovered in excess of straight-line depreciation allowed to 
the provider. 
 
After a recovery of depreciation in excess of straight-line depreciation, a provider may continue to 
use the same method of accelerated depreciation.  Allowable depreciation after the recover period is 
based upon the adjusted book value of the asset and is allocated over the remaining life of the asset. 
 
136.10  Effect of Recovery of Amounts Paid in excess of Straight-Line Depreciation on the 
Allowance in Lieu of Specific Recognition of Other Costs.-For each cost reporting period where 
depreciation paid in excess of straight-line depreciation has been recovered under §§136ff., the 
provider's allowable cost for each of those periods is decreased by that amount.  Therefore, the 
provider's allowance in lieu of specific recognition of other costs (applicable to services provided 
through June 30, 1969) is adjusted. 
 
The amount recovered as a result of this adjustment is computed by applying the appropriate rate for 
the allowance in lieu of specific recognition of other costs (l2 percent for proprietary providers or 2 
percent for non-profit providers) to the HI adjustment for recovery of excess depreciation. 
 
For cost reporting periods beginning before July 1, 1969, and ending after June 30, 1969, the full 
allowance should be calculated and the sum so obtained shall be apportioned to that part of the 
period before July 1, 1969, by applying to that sum a fraction consisting of a numerator which is the 
number of months before July 1969 and a denominator which is the number of months in the cost 
reporting period.   Thus, if a provider's 12-month reporting year ended December 31, 1969, the 
allowance recovered would be 6/12 x the allowance that would have been paid for the full 12-month 
period. 
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136.11  Computation of Increase in Equity Capital.--For proprietary institutions, the adjustment of 
accelerated depreciation to straight-line depreciation for a cost reporting period results in an increase 
in the provider's equity capital for each period in which accelerated depreciation is adjusted to 
straight-line depreciation is equal to the increase in the book value of the asset(s) as a result of the 
adjustment, less the additional reimbursement received by the provider as a result of claiming 
accelerated depreciation and the allowance in lieu of specific recognition of other costs.  Also, the 
payments of the return on equity capital resulting from the conversion of accelerated depreciation to 
straight-line, increase the equity capital for subsequent cost reporting periods.  (See example in 
§136.15A.) 
 
136.13  Computation of Average Equity Capital Due to Adjustment From Accelerated 
Depreciation to Straight-Line Depreciation.--Section 136.11 explains the computation of the increase 
in equity capital due to the adjustment of accelerated depreciation to straight-line depreciation.  
Reimbursement to providers for the allowance of a reasonable return on equity capital, however, is 
based on the average equity capital during each reporting period.  This section illustrates the 
computation of the estimated average equity capital as a result of the adjustment to straight-line 
depreciation. 
 
The average equity capital for the earliest period for which recovery is made is one-half of the 
increase in equity capital for the period under the provisions of §136.11.   The average equity capital 
for each period following the earliest period is one-half of the increase in equity capital for each prior 
period.  This computation of average equity capital is illustrated in §136.15A. 
 
For a reporting period during which the provider had previously had a zero equity balance at the end 
of an month, the average equity capital adjustment for the period id decreased by the percentage that 
the number of months in the period showing a zero balance bears to the total months in the period.  
(See illustration in §136.15B.) 
 
(As an alternative to the procedures described in this section, a provider whose return on equity 
capital is adjusted may compute the adjustment to average equity capital for each cost period affected 
under the month-by-month calculation described in §1220.) 
 
136.14  Computation of Return on Equity Capital.--The return on equity capital for each period is 
computed by applying the rate of return and the ration that the program's share of allowable health 
insurance cost bears to total costs to the increase in average equity capital.  This computation is 
illustrated in the example in §136.15A. 
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136.15  Computation of Recovery of Amounts Paid for Depreciation in Excess of Straight_Line.-- 
 

A. Illustration of the Methodology for Computing the Recovery of Amounts Paid in Excess of 
Straight_Line Depreciation and the increase in the Return on Equity Capital.-- 
 
 
 SCHEDULE A 
 
Provider name__________________ Provider #___________________ Period Ending 12/31/67 
 
1- Program recovery of excess depreciation - from 

Section 136.6(Bl), Example - 1, column 8, 
or Section 136.6(B2), Example _ Method 2, Line 11   $3973 

 
2- Allowance in Lieu of Other Costs--see Section 136.10-- 

(proprietary providers l½ %)         60 
 
3- Program recovery of excess depreciation and allowance 

in Lieu of other costs (Line 1 plus Line 2)      $4033 
 
4- Less: Adjustment for return on equity capital - 

(From Schedule B, Line 11)        (209) 
 
5- Net recovery by program (Line 3 less Line 4)      $3824 
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NOTE: This space reserved for schedule B period ending 12-31-67. 
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NOTE: This space reserved for schedule B period ending 12-31-68. 
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NOTE: This space reserved for schedule B period ending 12-31-69. 
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B. Example of Computation of Average Equity Capital for Period in Which Provider Showed 
a Zero Equity.__ 
 
Facts:  The cost report, SSA-1750, for the period June 30, 1968, as submitted by the 

provider showed a zero balance in column 8 of Schedule D for three months. 
 

Average increase in equity for period December 31, 
  1968 as computed in Schedule B, Line 9, above   $30630 
Less:  The percentage that the number of months 
  having a zero balance bears to total months in 
  the period 

 
3/12 x $30630         7658 

 
Average increase in equity capital for period 
  ending December 31, 1968      $22972 

 
136.16  Offset of Recovery of Amounts Paid in Excess of Straight-Line Depreciation.--The total 
recovery of those amounts paid in excess of straight-line depreciation is applied as an offset to 
payments due the provider, or, if the provider has terminated participation in the program, as an 
overpayment .  Where the amount of the excess depreciation to be recovered and the adjustment in 
the allowance in lieu of other costs is less than the increase in the reimbursable return on equity 
capital, no adjustment is made. 
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200. PRINCIPLE 
 
Necessary and proper interest on both current and capital indebtedness is an allowable cost.   
 
202. DEFINITIONS 
 
202.1 Interest.--Interest is the cost incurred for the use of borrowed funds, generally paid at fixed 
intervals by the user.  Interest on current indebtedness is the cost incurred for funds borrowed for a 
relatively short term, usually for 1 year or less.  Current borrowing is usually for purposes such as 
working capital for normal operating expenses. Interest on capital indebtedness is the cost incurred 
for funds borrowed for capital purposes, such as the acquisition of facilities, equipment, and capital 
improvements. Generally, loans for capital purposes are long-term loans. 
 
Interest is usually expressed as a percentage of the principal.  Sometimes, it is identified as a separate 
item of cost in a loan agreement.  Interest may be included in finance charges imposed by some 
lending institutions or it may be a prepaid cost or discount in transactions with those lenders who 
collect the full interest charges when funds are borrowed.  Reasonable finance charges and service 
charges together with interest on indebtedness are includable in allowable cost. 
 
To be allowable under the Medicare program, interest must be: 
 
    o Supported by evidence of an agreement that funds were borrowed and that payment of 
interest and repayment of the funds are required;  
 
    o Identified in your accounting records;  
 
    o Related to the reporting period in which the costs are incurred; and  
 
    o Necessary and proper for the operation, maintenance, or acquisition of your facilities. 
 
To support the existence of a loan, have available a signed copy of the loan contract which contains 
the pertinent terms of the loan such as amount, rate of interest, method of payment, due date, etc.  
Where the lender does not customarily furnish a copy of the loan contract, correspondence from the 
lender stating the pertinent terms of the loan such as amount, rate of interest, method of payment, due 
date, etc., is acceptable. 
 
Where funds are borrowed from your funded depreciation account or other restricted funds, 
authorization from your appropriate officials must be on file.  Your appropriate officials include the 
persons to whom responsibility for the management of the restricted amounts or funds has been 
granted, such as the board of trustees, financial committees, or other individuals or groups, as 
appropriate in the particular case. 
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Various methods of identifying and accounting for interest costs are used.  These include periodic 
cash payments of interest with or without repayment of all or part of the loan; prepayment of interest 
when the liability is incurred with charges to interest expense recorded in relation to the accounting 
period; and accrual of interest with no cash payment with a corresponding record of the unpaid 
liability reflected in the accounting records.  The method actually used depends on the type of loan 
and the terms of the loan agreement. 
 
Where interest expense has been determined to be allowable and the interest expense records are 
maintained physically away from your premises, such as in a county treasurer's office, such records 
are deemed to be yours.  This is applicable where bond issues have been specifically designated for 
the construction or acquisition of your facilities and the financial records relative to the bond issue 
are maintained by some governmental body other than you. 
 
Interest expenses are not allowable if incurred as a result of: 
 

o A judicial review by a Federal court resulting in a reversal of an adverse decision to the 
provider by the PRRB or the HCFA Administrator (as described in 42 CFR 413.64(j)); 
 

o An interest assessment on a determined Medicare overpayment (as described in 42 CFR 
405.376); or 
 

o Interest on funds borrowed to repay an overpayment (as described in 42 CFR 413.64(j)) up to 
the amount of the overpayment, unless the provider had made a prior commitment to borrow funds 
for other purposes (e.g. capital improvements).  If a previously determined Medicare overpayment is 
administratively or judicially reversed at a later date, interest paid on funds which were borrowed to 
repay such overpayment is considered to be an allowable cost.  
 
When a provider overpayment is determined to exist, any borrowing during the period(s) the 
overpayment is being repaid, up to the amount of the overpayment, is considered a nonallowable cost 
and any interest is not allowable.  Such borrowings are assumed to be related to the overpayment 
itself and not directly or indirectly related to patient care services.  Only in those instances where the 
provider can show that the borrowing would have been necessary, even if the overpayment had not 
occurred, will the interest be allowable.   
 
202.2 Necessary.--Only interest expense which is necessary is an allowable cost. To be considered 
necessary, the interest must be: 
 

o Incurred on a loan that is made to satisfy a financial need,  
o For a purpose related to patient care, and 
o Incurred on a loan that is reduced by investment income.  

 
If a borrowing or a portion of a borrowing is considered unnecessary, the interest expense on the 
borrowing, or the unnecessary portion of the borrowing, is not an allowable cost.  The repayment of 
the funds borrowed is applied first to the allowable portion of the loan. The allowable interest for a 
year is determined by multiplying the total interest for the year by the ratio of the allowable share of 
the loan to the total amount of the loan outstanding.  The ratio is based on the loan balance 
(allowable and total) at the beginning of  
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the cost report year.  (The balance at the beginning of the cost report year is used without regard to 
the schedule of the payments, i.e., monthly, quarterly.)  Since the allowable part must be paid first, 
the ratio will change each year.   
 
For example, if $200,000 of a $400,000 loan is considered necessary, interest is allowable on 
$200,000 of the loan. The loan principal is paid at $60,000 the first year, $70,000 the second year, 
and $75,000 the third year. The ratio for determining the allowable share of the interest for the first 
year is 200,000/400,000 (50%), 140,000/340,000 (41%) for the second year, and 70,000/270,000 
(26%) for the third year. 
 
Patient care funds should be available for the provider's patient care purposes, enabling it to avoid 
interest expense attributable to unnecessary borrowing.  When a provider diverts patient care related 
funds to other uses, there is an impact on any subsequent borrowing. Funds may be diverted in many 
ways with the most common being by transferring, making loans, or investing.  Generally, a transfer 
is the assignment or conveyance of property or assets from one person or entity to another.  The 
transfer vests in the receiver the rights that the transferor had therein. Transfers are addressed in 
subsection A.   A loan, which is also addressed in subsection A, is generally the  furnishing of 
something for temporary use with the agreement, expressed or implied, to repay it with or without 
interest.  Investments, addressed in subsection C, are generally expenditures to acquire property or 
other assets in order to produce revenue or profit or the placing of money or property in business 
ventures or real estate so that they may produce revenue or gain.   
 

A. Financial Need.---When borrowed funds create excess working capital, interest expense on 
such borrowed funds is not an allowable cost.  Borrowing for a purpose for which funded 
depreciation account funds should be used makes the borrowing unnecessary to the extent that 
funded depreciation account funds are available at the time of the borrowing.  (See §226C.)  
Unrestricted funds derived from grants, gifts, and endowments are not considered in the 
determination of excess working capital or the necessity of external borrowing.  The burden of proof 
to show that there is a financial need for the borrowing and that the borrowing does not result in 
excess working capital rests with the provider. 
 
If a provider transfers funds generated from patient care activities (or any funds that cannot be 
documented as funds not generated from patient care activities) to an organization related to the 
provider, as defined in Chapter 10, the funds transferred are considered available to the provider.  If 
such funds could have been used to eliminate a borrowing or to result in a lesser borrowing, a portion 
of the borrowing equivalent to the amount transferred is considered unnecessary.  Interest on that 
portion of the loan is not allowable.  If part of a loan is considered unnecessary, repayments of the 
funds borrowed are applied first to reducing the allowable portion of the loan.   
 
If funds generated from patient care are used to repay an unallowable borrowing, it is considered an 
investment of patient care related funds.  Any investment income generated from the investment is 
used to offset otherwise allowable interest expense. 
 
Any funds that cannot be documented as funds not generated from patient care are considered as 
funds generated from patient care.   Where there are commingled funds, it is presumed that the 
commingled funds include funds  
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generated from patient care activities unless the provider records are sufficient to overcome this 
presumption.  The burden of proof to show the sources and application of funds within a chain 
organization rests with the chain organization.  
 
If the transferred funds are properly designated funded depreciation, see §226.1.  
The following examples represent simplified situations and are only for the purpose of illustrating 
general principles.   
 
EXAMPLE 1: Provider A transfers $100,000 of funds generated from patient care activities to the 

home office.  Later, Provider A needs $500,000 to purchase some new equipment.  It 
has $200,000 in funded depreciation available and borrows the balance ($300,000).  
Only $200,000 of the $300,000 loan is considered necessary and only the interest on 
that portion of the loan is allowable.  The $200,000 transferred to the home office is 
considered available to the provider.  The loan is for 4 years at 12 percent interest.  
The allowable interest expense is determined as follows. 

 
The repayment of the funds borrowed is applied first to the allowable portion of the 
loan. The allowable interest is a proportion of the total interest for the year based on 
the ratio of the allowable share of the loan to the total amount of the loan 
outstanding.  The ratio is based on the loan balance (allowable and total) at the 
beginning of the cost report year.  The allowable interest for the year is determined by 
multiplying the total interest paid during the year by the applicable ratio.  The 
allowable interest expense is determined as follows.   

 
         Total  Allowable  Nonallowable    

Loan  Share  Share   
1st Year 
Beg. Bal. $300,000 $200,000 $100,000   
Principal        62,146     62,146              0   
End. Bal. $237,854 $137,854 $100,000 
Interest  $  32,656 $  21,770 $  10,886 
 
The ratio to determine the allowable share is 200,000 ) 300,000.  
 
2nd Year 
Beg. Bal. $237,854 $137,854 $100,000 
Principal        70,028     70,028              0   
End. Bal. $167,826 $ 67,826 $100,000 
Interest   $ 24,774 $ 14,358 $ 10,416 
 
The ratio to determine the allowable share is 137,854 ) 237,854. 
 
3rd Year 
Beg. Bal. $167,826 $ 67,826 $100,000 
Principal        78,909    67,826     11,083    
End. Bal. $  88,917 $          0 $  88,917 
Interest  $  24,774 $ 10,012 $  14,762 
 
The ratio to determine the allowable share is 67,826 ) 167,826. 
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EXAMPLE 2: Provider A loans funds generated from patient care activities to Provider B, a 

member of the same chain organization (but not connected through a religious 
affiliation).  Subsequently, Provider A needs funds for a patient care related purpose 
and borrows money.  For Provider A, the borrowing is not considered necessary and 
the interest expense is not allowable. 

 
Because they are related organizations, the interest on the loan from Provider A is not 
an allowable expense for Provider B.  In addition, the interest paid by Provider B to 
Provider A is not investment income to Provider A.    

 
EXAMPLE 3: Provider A loans funds generated from patient care activities to a nonrelated 

provider, Provider C.  Subsequently, Provider A needs funds for a patient care related 
purpose and borrows the money.  For Provider A, the borrowing is considered 
necessary and the interest is allowable.   

 
The interest paid by Provider C to Provider A is considered investment income and is 
offset against Provider A's interest expenses.  If the loan to Provider C meets the 
requirements in §202.1, the interest is an allowable expense to Provider C. 

 
Interest expense incurred under an interest rate swap agreement is not recognized for Medicare 
payment purposes because the interest expense incurred under such agreement does not result from a 
loan made to satisfy a financial need of the provider.   
 
EXAMPLE: Hospital A has $10 million in bonds at a variable interest rate of prime plus 2%.  The 

bonds were issued for a patient care related purpose and the interest is an allowable 
expense under Medicare. The hospital prefers a fixed rate and enters into a swap 
interest rate agreement with a bank.  The amount of the note is $10 million.  The 
agreement stipulates that the hospital will pay the bank a fixed rate of 12% and the 
bank will pay the hospital a variable rate of prime plus 2%.   

 
For the first year, prime remains at 10% and there is no exchange of funds between 
the bank and the hospital.  For the second year, the prime drops to 8%.  The hospital 
pays the bank $200,000 in interest.  This interest is NOT reimbursable under 
Medicare.  For the third year, the prime rate increases to 12%. The bank pays the 
hospital $200,000.  This is NOT considered investment income for Medicare 
reimbursement.  The transaction has no impact on the allowability of the interest 
expense associated with the bonds. 

 
B. Purpose Related to Patient Care.---Where funds are borrowed for purposes of investing in 

other than the provider's own patient care related activities, interest expense is not allowable.  Such a 
loan is not considered necessary.  
  

C. Offset By Investment Income.--Patient care funds should be available for the provider's 
patient care purposes, enabling it to avoid interest expense attributable to unnecessary borrowing.  If 
funds generated from patient care 
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activities are invested in nonpatient care related activities, the provider's allowable interest expense is 
reduced (offset) by the provider's investment income in order to determine the amount of interest 
expense that is necessary and therefore allowable.  The investment income is only offset against 
allowable interest expense. See §2806.1.G. 
 
Investment income for offset is the aggregate net amount realized from all investments of patient 
care funds in nonpatient care related activities and may include interest, dividends, operating profits 
and losses, and gains and losses on sale or disposition of investments.  The methodology for 
determining the amount of the investment income is determined in part by whether the investment is 
in a related or unrelated organization.  While investments in another organization may be accounted 
for under either the cost method or the equity method for financial accounting purposes, it is the 
relatedness of the organizations that determines the methodology for determining investment income 
offset for Medicare payment purposes. If the organizations are related, investment income offset is 
determined under subsection 2.  If they are not related, then subsection 1 applies.   
 
Excluded from the definition of investment income is the investment income from: 
 

o Grants, gifts, and endowments, whether restricted or unrestricted,  
 

o Funded depreciation (see §226.2),  
 

o Qualified pension funds (see §228), 
 

o Deferred compensation funds (see §2140.3.C.3),  
 

o Interest earned as a result of judicial review by a Federal Court (as described in 42 CFR 
413.64(j), and 
 

o Nonallowable borrowing.   
 
Investment income from the following is not offset if the funds comply with the requirements in 
§2161.B: 
 

o Self-funded health insurance, 
 

o Self-funded worker's compensation, and 
 

o Self-funded unemployment insurance. 
 
If the amount of investment income is unknown or the investment income is not yet realized, the 
amount cannot be imputed. 
 
See §206 for the treatment of interest during a period of construction. 
 
See §202.6 for special rules regarding the treatment of investment income resulting from a pooling of 
funds for investment purposes. 
 
See §2806.1G for the requirements regarding investment income offset for hospitals reimbursed 
under the prospective payment system.  
 
See §213.B for interest income on zero coupon bonds and §233.3D for interest income associated 
with advance refunding.  
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Any investment income (subject to offset) in excess of allowable interest expense is not used to 
offset other expenses.  If the aggregate net amount realized from all investments of patient care 
related funds is a loss, the loss is not allowable.  The net loss is not added to interest expense and it is 
not an allowable expense.  Where operating losses occur, there should be assurance that they are 
bona fide and do not represent any form of subsidy to the provider, its employees, hospital based 
physicians, etc.  For example, the loss realized by a subsidiary corporation holding rental property 
available to physicians at below costs is not bona fide.  It is not included in the calculation of 
investment income.  
 
Investment income resulting from investment of funds not generated from patient care activities is 
not subject to offset.  In addition, if the funds invested in nonpatient care activities are borrowed, the 
interest expense is not allowable and the investment income is not subject to offset. 
 
Situations involving investment income can be quite complex and can take many forms.  The 
following examples represent simplified situations and are for the purpose of illustrating general 
principles. 
 
EXAMPLE 1: A hospital downsizes and sells some of its patient care assets.  The profit or loss on 

the sale is determined under §130.  The provider invests the funds derived from the 
sale in an interest bearing account.  The income from the investment is subject to 
offset.  The funds from the sale are considered patient care related funds. 

 
EXAMPLE 2: Hospital A borrows a sum of money and invests it in Hospital B.  Interest expense 

incurred on a loan not related to the provider's own patient care is not an allowable 
expense. After a period of time, Hospital B begins to make a profit and provides a 
return to Hospital A.  The interest on the loan is not allowable and the investment 
income realized from the asset is not offset against Hospital A's interest expense.  
There is no offset of the investment income that results from the investment of 
borrowed funds. 

 
EXAMPLE 3: In each of the following cases, the hospital has excess operating funds of $20 million 

which were earned in 1995.  It has no funded depreciation funds available.  The 
excess operating funds are in a savings account drawing interest, creating investment 
income for the hospital.   

 
Case 1.--There are no borrowings related to patient care and therefore no allowable 
interest expense.  Because there is no interest expense, there is no offset of the 
investment income.  Investment income (subject to offset) in excess of allowable 
interest expense is not used to offset other expenses. 
 
Case 2.--There is a patient care related loan outstanding which was made in 1985.  
The investment income is used to offset the interest expense. 
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Case 3.--There is a patient care related loan outstanding which was made in 1985.  
The investment income from the savings account is being used to offset the interest 
expense.  The provider wants to borrow an additional $20 million.  If additional 
money is borrowed, the loan is considered unnecessary, and the interest expense is 
not recognized.  However, the investment income is no longer used to offset the 
interest expense on the first loan.    
 
Since the interest expense on the second loan is not recognized as allowable because 
the provider should have used the $20 million in savings, the same $20 million can 
not be used to offset the interest expense on the first loan. As long as the $20 million 
is used in determining the necessity of the borrowing, the interest is not offset. 

 
EXAMPLE 4: In each of the following cases, the hospital invested $2 million of funds generated 

from patient care activity in 1995 in a non-patient care related business that is not 
easily liquidated.  The business generates investment income of $100,000 a year. 
 
Case 1.--The hospital has no patient care related interest expense.  Because there is 
no interest expense, there is no offset of the investment income.  Investment income 
(subject to offset) in excess of allowable interest expense is not used to offset other 
expenses. 
 
Case 2.--The hospital has bonds issued in 1992 for a patient care related purpose on 
which it is paying interest of $90,000 a year.  All of the interest expense is offset by 
the investment income.  The excess investment income of $10,000 is not offset 
against other expenses. 
 
Case 3.--The hospital has bonds issued in 1992 for a patient care related purpose on 
which it is paying interest of $90,000 a year.  All of the interest expense is offset by 
the investment income.  The hospital now wants to borrow $1 million for a patient 
care related purpose.  The loan is considered necessary and the interest expense is 
offset by investment income.    
 
Case 4.--The hospital has no patient care related debt and wants to borrow $1 million. 
 The loan is considered necessary and the interest expense is offset by the investment 
income.  This differs from Example 3, Case 3, where the funds are available.  In this 
case, the business would have to be liquidated. 

 
 

 1. Investments In Unrelated Organizations.--Investment income arising from the 
investment of funds generated from a provider's own patient care activities in unrelated providers or 
nonpatient care activities, corporations (including the purchase of stock), partnerships, etc., consists 
of the aggregate net amount realized from dividends, interest, net rental income, interest earned in 
temporary investment of withholding taxes, as well as all gains and losses except gains or losses 
realized from the disposal of assets used for the production of income in the ordinary course of 
business.  If the aggregate net amount realized is a loss, the loss is not allowable.  Any profit is 
treated as investment income and must be offset against interest expense in the same cost reporting 
period. 
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When a provider purchases stock in an unrelated organization, the investment income consists of 
dividends paid on the stock as well as any gain or loss on the eventual sale of the stock. If the stock 
is in a related organization, see subsection 2. 
 
EXAMPLE: A hospital invests $10,000,000 in a physician's office building.  The hospital uses 

$5,000,000 from funds generated from patient care and borrows the balance.  This is 
not a related organization as defined in §§1000ff.  

 
Since a portion of the funds invested represents funds generated from patient care, a 
portion of the aggregate net income equal to the ratio of funds generated from patient 
care to total funds invested must be offset against interest expense.  In this case, 50 
percent of the funds invested are from patient care activities, so 50 percent of the 
investment income is used to offset the hospital's allowable interest expense.  Fifty 
percent of the investment income continues to be offset against interest expense even 
if or when the funds generated from patient care are repaid. 
 
There is no offset of the investment income that results from the borrowed funds.  
The interest expense on the funds borrowed is not allowable because the office 
building represents an investment in other than patient care activities. 
 
This example presumes that repayment of the borrowing is not with funds generated 
from patient care. If funds generated from patient care related activities are used to 
repay the borrowed funds, or any part of the borrowed funds, the payment is 
considered an investment of patient care funds and the percentage related to 
investment increases.   

 
2.  Investments in Related Organizations or Directly Owned Assets.-If a provider diverts 

its funds generated from patient care to invest in nonpatient care activities directly owned by the 
provider or in a related organization as defined in §1000ff, the funds generated are considered as 
investment income for purposes of the investment income offset.  Investment income arising from 
the investments in related organizations, activities, corporations, subsidiaries, etc., consists of the 
provider's share of the related entity's net annual profits or losses as determined under generally 
accepted accounting principles.  Any gain or loss on the eventual sale of the related organization is 
adjusted for undistributed profits/losses which had previously been offset. Investment income arising 
from nonpatient care activities directly held by the provider (included in the provider's books) is 
determined under Medicare cost finding principles. 
 
If a provider purchases stock in a related corporation, investment income is calculated based on its 
share of the related corporation's net operating profit and losses rather than dividends.  If the 
investment in the related corporation is sold, any gain or loss realized on the sale also constitutes 
investment income.  The original investment in the stock must be reduced by any dividends received 
and adjusted to add any profits and subtract any losses realized each  
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year as investment income before calculating the gain or loss on the sale of the stock. If the aggregate 
net amount realized on the investments is a loss, the loss cannot be claimed in reimbursement. 
 
EXAMPLE: A hospital invests $50,000 of patient care funds in the purchase of 75% of the stock 

of a medical supplier. The medical supplier meets the definition of a related 
organization in §§1000ff.  The stock was later sold for $75,000.  During the period 
the hospital owned the stock, the medical supplier generated profits of $20,000 for 
the hospital which were offset on an annual basis.  Also, during the period of 
ownership, $8,000 was distributed.  Because this is an investment in a related 
organization, the gain or loss on the sale is determined as follows: 

 
Original investment      $ 50,000 
Profits (offset as investment income)  + 20,000 
Distributions received      -    8,000 
Adjusted basis         $ 62,000 
 
Sale price         $ 75,000 
Adjusted basis        -  62,000 
Gain on sale        $ 13,000 
 
The $13,000 gain on the sale is investment income and is used to offset interest 
expense. 

 
202.3 Proper.--Proper means that the interest be incurred at a rate not in excess of what a prudent 
borrower would have had to pay in an arm's-length transaction in the money market when the loan 
was made.  In addition, the interest must be paid to a lender not related to you through common 
ownership or control.  (See Chapter 10, Cost to Related Organizations, for the definition of common 
ownership and control.)  An exception to the general rule regarding interest on loans from controlled 
sources of funds is provided in §§218.2 and 220. 
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If unrestricted funds are used to make "loans" to the general fund of the provider for use in current 
operations, or for other purposes, interest paid by the general fund to the unrestricted fund is not 
allowable as a cost.  Unrestricted funds are available for the use of the provider, and the provider 
should use them rather than "borrow" them. 
 
If a provider's donor-restricted funds make loans to the general fund of the provider, the interest paid 
by the general fund to the restricted fund is included in allowable cost at a rate not to exceed the 
interest rate the fund is currently earning.  If these funds are borrowed for construction purposes, the 
interest paid to the fund during the period of construction is capitalized as part of the cost of 
construction and recovered as allowable depreciation.  Total investment income earned from the 
temporary investment of "necessary" funds borrowed for construction purposes must be offset at the 
end of the construction project against total interest expense incurred during the period of 
construction to determine the net amount of interest expense to be capitalized.  While an excess of 
construction interest expense must be capitalized, an excess of investment income earned on 
borrowed construction funds should not be offset against other interest expense or other operating 
expenses of the provider. 
 
202.4 Prepaid Interest.--Prepaid interest is the excess of the face value of a loan over the proceeds 
of the loan.  It is the payment of interest in advance of the period over which the interest expense is 
incurred. 
 
202.5 Finance Charges.--Some lending institutions include in the costs of loans, expenses related to 
the maintenance of records, collection of delinquent accounts, administration, etc., in addition to the 
charges for interest.  The total of all these costs is known as finance charges, carrying charges, etc. 
 
202.6 Pooling of Funds for Investment Purposes.--A provider may combine or "pool" various funds 
in order to maximize the return on investment by investing one large, rather than separate, smaller 
amounts.  Part or all of various funds are placed in common investments, such as certificates of 
deposit, common stock, bonds or "NOW" accounts. Where funds are pooled, proper records must be 
maintained to preserve the identity of each fund in the pool in order to permit the earned income and 
the realized or unrealized gains and losses from investments to be related with the source.  In order to 
accomplish this, the accounting for a pooling for investment purposes must utilize an appropriate 
fund valuation method, such as the market value method referred to in Chapter 4 of the AICPA 
Hospital Audit Guide.  Fund valuation is essential where pooled investments are made so that 
identity of the funds and their value in relation to the total pool can be determined. This is necessary 
so that each fund comprising the pool can be properly identified, particularly where the pool includes 
funds that are subject to the investment income offset.  Where the composition of the pool is 
undergoing change, valuation is also essential to record the relative value of new additions and to 
determine the true equity of withdrawn funds.  The method elected by a provider must be followed 
consistently from one cost reporting period to another.  Any change in method must be elected 
prospectively and shall be subject to intermediary approval. 
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203. INTEREST ON LOANS IN EXCESS OF ASSET VALUE, ACQUISITION AFTER 

JULY 1970 
 
  A. Where a loan is obtained to finance the purchase of a facility or a tangible asset (or group 
of  facilities or tangible assets) that is acquired after July l970, and the purchase price exceeds the 
historical cost (see Section l04.l0) or the cost basis (see Sectionl04.l4), whichever is appropriate, 
interest expense on that portion of the loan used to finance the excess is not considered reasonably 
related to patient care and is not allowable. 
 

B. The owner's investment in the acquisition of the facilities or tangible assets is first applied 
to the tangible assets related to patient care, then to the intangible assets related to  patient care (e.g., 
certain  patents, copyrights, etc.), and lastly to tangible and intangible assets not considered 
reasonably related to patient care and goodwill. 
 

C. Where the owner's investment is less than the cost allowed for the assets related to patient 
care, the interest on any additional funds borrowed apply first to the portion of the allowable cost of 
the tangible assets related to patient care not covered by the owner's investment, then to the 
intangible assets related to patient care, and lastly to tangible and intangible assets not considered 
reasonably related to patient care and goodwill. 
 

D. Repayments of the funds borrowed are applied first to reducing the portion of the loan 
applied to the allowable cost of the patient care assets, then to the tangible and intangible assets not 
considered reasonably related to patient care, and lastly to goodwill. 
 EXAMPLES: 
 

1. Allocation of Loan.-- 
 

Purchase price of facility  $800,000 
Allowable cost of facility for program purposes  -  600,000 
Excess of purchase price over allowable program cost      200,000 

                   
 

Owner's investment in acquisition     350,000 
Amount borrowed     450,000 

 
 

Amount of loan on which interest is allowable: 
 

Allowable cost of facility  $600,000 
Less owner's investment   350,000 
Interest expense allowable on loan of  $250,000 

 
(Repayments on the amount borrowed--$450,000--are applied first to reducing 
that part of the loan on which interest expense is allowable--$250,000.) 
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2. Computation of Interest Expense.-- 
 
 

Allowable 
Allowable Nonallowable Interest 

Total Share of Share of Expense 
Loan Loan Loan (7% Loan) 

 
1st Year 
 
Loan Balance-1/1 450,000 250,000 200,000 
Payment-12/31  30,000  30,000  -0-    $17,500 
Loan Balance-12/31 420,000 220,000 200,000 ($250,000x7%) 
 
2nd Year 
 
Payment-12/31  30,000  30,000  -0-    $15,400 
Loan Balance-12/31 390,000 190,000 200,000 ($220,000x7%) 
 
3rd thru 8th Years 
 
Payments 180,000 180,000  -0-    
Loan Balance- 
 12/31/8th Year 210,000  10,000 200,000 
 
9th Year 
 
Payment  30,000  10,000  20,000 $   700 
Loan Balance-12/31 180,000  -0-    180,000 $ 10,000x7%) 
 
204. MORTGAGE INTEREST 
A mortgage is a lien on assets given by a borrower to a lender as security for borrowed funds for 
which payment will be made over an extended period of time.  Mortgage interest refers to the interest 
expense incurred by the borrower on a loan which is secured by a mortgage.  Usually such loans are 
long-term loans for the acquisition of land, buildings, equipment, or other fixed assets. 
 
Mortgage loans are customarily liquidated by means of periodic payments, usually monthly, over the 
term of the mortgage.  The periodic payments 
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usually cover both interest and principal.  That portion which is for the payment of interest for 
the period is allowable as a cost of the reporting period to which it is applicable. 
 
In addition to interest expense, other expenses are incurred in connection with mortgage 
transactions.  These may include attorney's fees, recording costs, transfer taxes and service 
charges which include finder's fees and placement fees.  These costs, to the extent that they are 
reasonable, should be amortized over the life of the mortgage in the same manner as bond 
expenses.  The portion applicable to the reporting year is an allowable cost. 
 
206. INTEREST DURING PERIOD OF CONSTRUCTION 
 
Frequently, providers may borrow funds to construct facilities or to enlarge existing facilities.  
Usually, construction of facilities will extend over a long period of time, during which interest 
costs on the loan are incurred.  Interest costs incurred during the period of construction must be 
capitalized as part of the cost of the facility.  The period of construction is considered to extend 
to the date the facility is put into use for patient care. 
 
If the construction is an addition to an existing facility, interest incurred during the construction 
period on funds borrowed to construct the addition must be capitalized as a cost of the addition.  
After the construction period, interest on the loan is allowable as an operating cost. 
 
Where a bond issue is involved, any bond discount and expense, or bond premium amortized 
during the period of construction, is included in the capitalized cost of the facility constructed. 
 
208. INTEREST ON LOANS; ALLOCATION 
 

A. Asset Acquired Prior to August l970.--Where a loan is made to construct, or acquire, a 
number of buildings ( or other fixed assets), the interest on the loan applies to the several assets 
acquired in proportion to the cost each asset bears to the total cost of the assets.  If any building 
or other asset covered by the loan is not used for purposes related to patient care, the interest 
applicable to such asset is not allowable as a cost of patient care.  The proportionate part of such 
interest applicable to assets used for patient care is an allowable cost. 
 
Examples of fixed assets which might be purchased under a single loan agreement could be land, 
buildings, and equipment used by the provider in furnishing services to patients, and additional 
land held for future expansion.  The land purchased in anticipation of expansion would not be 
considered related to patient care. 
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Interest expense for this type of acquisition is allowable as follows: 
 

Total Amount of Mortgage $500,000 
 

Land, Buildings, and Equipment 
Related to Patient Care $400,000 

Land Acquired for Future    
Expansion $100,000 

 
In the above situation, 80 percent ($400,000 ÷ $500,000) of the mortgage interest would be 
includable in allowable costs, while 20 percent ($l00,000 ÷ $500,000) would not be includable in 
allowable costs. 
 

B. Assets Acquired After July l970.--For assets acquired after July l970, see § 203--
Interest on Loans in Excess of Asset Value; Acquisition after July l970. 
 
209. INCURRENCE OF DEBT AT AN INTEREST RATE LESS THAN THE PREVAILING 

INTEREST RATE 
 
When a provider incurs debt at an interest rate which is less than the prevailing interest rate, the 
reasonable amount paid for obtaining favorable financing is an allowable cost to the extent that 
the debt was incurred for a purpose related to patient care.  However, the amount paid 
attributable to the favorable financing must be paid to the lender (not related within the meaning 
of Chapter 10) and the provider must demonstrate, to the satisfaction of the intermediary, that the 
amount paid was in specific consideration of the favorable financing.  The reasonable amount 
paid would be amortized over the term of the debt. 
 
EXAMPLE 1 
 
Ms. B desires to purchase the assets of Hospital M from Mr. J, a sole proprietor.  Ms. B and Mr. 
J are not related parties within the meaning of Chapter 10.  Ms. B, in seeking financing for the 
purchase, finds that the lowest commercial loan rate that she can obtain for the purchase from 
any of five local banks is 14 percent.  Mr. J offers to finance the purchase at 12 percent if Ms. B 
pays an additional amount equal to 80 percent of the difference between the interest expense that 
would have been incurred at 14 percent and the interest expense that will be incurred at 12 
percent.  The additional amount paid for the favorable financing is documented in the sales 
agreement.  The additional amount paid may be considered an additional cost of financing and 
may be ratably amortized over the life of the loan. 
 
EXAMPLE 2 
 
Corporation A and Corporation B, unrelated proprietary health care chain organizations, desire to 
effect a statutory merger, with Corporation A as the survivor.  Certain of the assets of 
Corporation B are encumbered by mortgages that will be assumed by Corporation A as part  of 
the merger.  Due to the age of the mortgages, the fixed interest 
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rates that they bear are lower than prevailing interest rates for similar mortgages.  The pro form a 
financial statements presented to the shareholders of Corporation A in preparation for approving 
the merger show that, included in the consideration to be paid to effect the merger, is a 
reasonable, additional amount in recognition of the favorable financing.  This amount is also 
stated in the documents effectuating the merger.  The additional amount paid for the favorable 
financing, although reasonable and documented, may not be considered an additional cost of 
financing and may not be included in the allowable cost of Corporation A providers because it 
was not paid to a lender (the banks holding the mortgages) as required by §202.3, but rather, was 
paid to Corporation B shareholders. 
 
2l0. INTEREST ON NOTES 
 
A note is the contractual evidence given by a borrower to a lender that funds have been borrowed 
and which states the terms for repayment.  Interest on notes is allowable as a cost in accordance 
with the terms of the note.  Frequently, a note is issued as an instrument evidencing a loan which 
may have a term running several years.  The interest on such a loan is incurred over the period of 
the loan.  Under the accrual method of accounting, the interest cost incurred in each reporting 
period is an allowable cost in the applicable reporting period. 
 
If, under the terms of the loan, the interest is deducted when the loan is made (discounted), the 
interest deducted should be recorded as prepaid interest.  A proportionate part of the prepaid 
interest is allowable as cost in the periods over which the loan extends. 
 
2l2. INTEREST ON BONDS 
 
A bond is an instrument used by both corporations and government entities to borrow funds, 
usually for long-term capital requirements.  A bond is evidence of a liability and bondholders are 
assured of repayment at some future dates.  The terms of the bond are stated in the bond 
indenture and interest is usually stated as a fixed rate payable in periodic payments such as semi-
annually.  Interest on bonds is an allowable cost in accordance with the terms of the bond 
indenture, to the extent that the interest relates to bond proceeds used either to acquire assets for 
use in patient care activities or to provide funds for operations related to patient care.   
 
212.1  Bond Discount and Expenses.--Where bonds are sold at a price below par or face 
value, the difference between par and selling price represents the amount of discount.  Bond 
discount is, in effect, an adjustment of the 
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interest rate, a premium which the issuing company allows to the purchaser to induce him to buy 
the bonds at the interest rate stated for the bonds.  The discount is considered additional interest 
expense paid in advance and, therefore, is includable in allowable cost. The discount, together 
with any expense related to the issue, is amortized over the period from the date of sale to the 
date of maturity of the bonds.  Amortization may be made on the straight-line method or by the 
effective interest method, whichever is customarily used by you. 
 
Bond expense is the cost of floating a bond issue.  Usually, it is made up of legal, accounting, 
appraisal and engineering fees, registration and printing of the bonds. 
 
2l2.2   Bond Discount and Expenses Treated Separately.--Bond discount and expense may be 
recorded in the same account or in separate accounts.  In either event, they are treated as 
described in §2l4.l.  If the discount and expense are recorded in separate accounts of your facility 
or are separately identifiable, the bond discount allowable in the reporting period is interest 
expense; the allowable bond expense is considered as other costs. 
 
For example, if you issue 5 percent, 20-year debentures in the amount of $l,000,000, and the 
bonds are sold at $980,000 with expenses of issuing of $l0,000, your accounting records indicate: 
 
Cash (Dr)   $970,000 
Unamortized Bond Expenses (Dr)     $     10,000 
Unamortized Bond Discount (Dr)     $     20,000 
  Bonds Payable (Cr)                      $1,000,000 
Annual Allowable Costs are: 
Bond Interest (5% of $1,000,000 )    $ 50,000 
  Amortized Bond Discount (1/20 of $20,000)    $  1,000 
    Total Interest Costs   $ 51,000 
  Amortized Bond Expenses (1/20 of $10,000)    $     500 
    Total Allowable Costs   $ 51,500 
 
213. INTEREST ON ZERO COUPON BONDS 
 
The zero coupon bond is sold or purchased at a price substantially below face value. Generally, as 
the period of time until the maturity date increases, the amount at which the bond is sold or 
purchased, expressed as a percentage of the maturity value, will decrease.  This bond is 
distinguishable from other bonds which may be sold or purchased at a price below par or face value, 
with the discount representing in effect an adjustment to the interest rate (generally described in 
§212).  With a zero coupon bond, the difference between the purchase price and the value payable at 
redemption or maturity reflects, in fact, the actual amount of interest.  The issuer does not make any 
interest payments prior to maturity; therefore, no demands are made on current cash requirements.  
Attractive features of this bond to the purchaser include: 
 

o the need for only a small initial investment to purchase a large and certain future value and 
 

o knowledge at the time of purchase of exactly how much the investment grows in a certain  
period of time. 
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For transactions occurring prior to 02/22/91, you were permitted to use the cash basis or accrual basis 
for reporting interest expense/income on zero coupon bonds as long as the treatment of the interest 
expense and interest income was the same.  That chosen treatment will continue to be recognized 
until the bond either is called or reaches maturity.  Effective with transactions occurring 
(issuance/purchase of zero coupon bonds) on or after (  02/22/91, interest expense/income must be 
reported on the accrual basis as described below. 
 

A.  Interest Expense.--Where you issue zero coupon bonds for a purpose related to patient care, 
allowable costs must include the accrual of interest expense for your cost reporting period calculated 
under the effective interest method set forth in §213.1.  The issuance of zero coupon bonds in an 
advance refunding of debt is further governed by guidelines in §233. 
 

B.  Interest Income.--Where zero coupon bonds are purchased by you (or, in the case of an 
advance refunding, by a trust on your behalf), with funds generated from patient care activities, 
investment income must include the accrual of interest income for your cost reporting period 
calculated under the effective interest method set forth in §213.1. Such accrued interest income must 
be offset against allowable interest expense in accordance with §202.2.  The purchase of zero coupon 
bonds from proceeds of advance refunding of debt is further governed by guidelines in §233.   
 
213.1 Effective Interest Method.--Once the actual rate of interest is determined, you must 
calculate the interest expense/income for your cost reporting period under the accrual basis using the 
effective interest method.  This method recognizes the actual accrual of interest expense/income for 
each interest computation period (as specified by the bond instrument) throughout the life of the 
bond to maturity.  Under this method, a constant effective yield rate is determined and applied to the 
book value (outstanding loan balance including prior accrued interest) of the investment at the 
beginning of each period to determine the total interest for the period.  If the interest computation 
period involves portions of more than one cost reporting period, the amount of interest for that 
computation period should be apportioned to each cost reporting period based on time. Following is 
an example of the computation of interest using the effective interest method: 
 
Facts: 
 

o Life of zero coupon bond:  15 years 
o Value at maturity:  $50,000 
o Bondholder pays $6,996 for the bond 
o Annual interest rate of 13.5506% compounded semi-annually. 

 
From the table below, interest for the first year would be $980.11 ($474.00 plus $506.11). 
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Col. 1        Col. 2       Col. 3      Col. 4 
 

BOOK VALUE 
SIX-MONTH   BEGINNING    EFFECTIVE  BOOK VALUE 
 PERIODS    OF PERIOD      INTEREST*   END OF PERIOD 
            (Col. 2 and 3) 
______________________________________________________________________________ 
 
    1   $  6996.00    $  474.00 $   7470.00 
 
    2           7470.00     506.11      7976.11 
 
    3           7976.11     540.40      8516.51 
 
    4           8516.51     577.02      9093.53 
 
   29          43855.94     2971.37      46827.31 
 
   30          46827.31     3172.69      50000.00 
______________________________________________________________________________ 
 
*Computed by multiplying the book value at the beginning of each period (Col. 2) by 6.7753% (the 
annual interest rate of 13.5506% / 2 = 6.7753%). 
 
214. BOND PREMIUM 
 
Where bonds are sold at a price above face value, the difference between the face value and the 
selling price represents the amount of bond premium.  It is paid by the buyer of the bonds to the 
selling organization and is actually an adjustment of the total interest expense which is realized when 
the bonds are sold.  The amortized portion of the bond premium is a reduction of allowable costs. 
 
214.1 Bond Premium Recorded Separately.--Bond premium is recorded as a deferred credit, and 
amortized proportionately over the life of the bonds.  The portion applicable to each reporting period 
is a reduction of allowable interest costs for the reporting period. Bond premium is recorded 
separately from bond expenses related to the issuance of bonds. Where bond premium and bond 
expenses are not separately recorded and identifiable, they are in effect netted and the entire amount 
allocable to the reporting period is considered as bond expenses. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 386 2-6.4a 



215 INTEREST EXPENSE 11-95 
  
 
For example, if you issue 5 percent, 20-year debentures in the amount of $1,000,000 and the bonds 
are sold at 102 with expenses of issuing of $10,000, your accounting records indicate: 
 
Cash (Dr)    $1,010,000 
Unamortized Bond Expenses (Dr)    $     10,000 
  Bond Payable (Cr)        $1,000,000 
  Unamortized Bond Premium (Cr)     $     20,000 
Annual Allowable Costs are 
Bond Interest (5% of $1,000,000)    $     50,000 
  *Less Amortized Bond Premium 
   (1/20 of $20,000)     $       1,000 
Total Interest Costs     $     49,000 
  *Amortized Bond Expenses 
   (1/20 of $10,000)     $          500 
Total Allowable Costs     $     49,500 
 
*In this example, the bond premium and bond expenses are recorded separately and identifiable. 
 
215. RECALL OF DEBT BEFORE MATURITY 
 
This section pertains to a recall of debt before scheduled maturity without the issuance of new debt.  
For a discussion of the principles of reimbursement pertinent to a repurchase of debt before 
scheduled maturity accomplished through the use of funds obtained from the sale of other debt 
securities (advance refunding), see §233, Advance Refunding of Debt. 
 
Costs incident to the recall of debt before the date of maturity are considered debt cancellation costs 
and are allowable to the extent they are reasonable.  Debt cancellation costs include recall penalties, 
unamortized discounts and expenses, legal and accounting fees, etc.  These costs are reduced by any 
unamortized premiums.  Allowable debt cancellation costs are not reduced by any factor representing 
that portion of the debt life attributable to years before you entered the program. 
 
In determining the reasonableness of the costs of recalling debt before maturity, consideration must 
be given to the overall financial implications of the recall.  The reasonableness of any costs incurred 
in connection with the recall of debt before maturity must take into account such approvals as may be 
required by authorized planning agencies. 
 
215.1   Treatment of Debt Cancellation Costs.--When costs incident to debt cancellation plus the 
actual cost incurred on the debt during your reporting period are less than the amount of interest cost 
and amortization expense that would have been allowable in that period had the indebtedness not 
been cancelled, then the cost of debt cancellation, to the extent reasonable, is allowable in the year 
incurred. 
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However, when reasonable costs incident to debt cancellation plus the actual cost incurred on the 
debt during the provider's reporting period exceed the amount of interest cost and amortization 
expense that would have been allowable in that period had the indebtedness not been cancelled, the 
maximum allowable cost in that period is the total amount of interest cost and amortization expense 
that would have been allowable in that period had the indebtedness not been cancelled.  The excess 
is allowed as a cost in the subsequent period (again, to the extent that the amount does not exceed the 
interest cost and amortization expense that would have been incurred in that subsequent period, and 
so on, until fully absorbed). 
 
An exception to this limitation is permitted when the debt cancellation costs are less than 50 percent 
of the amount of interest cost and amortization expense that would have been allowable in that 
period had the indebtedness not been cancelled, in which case, the full amount will be allowable in 
the period incurred.  For example, assume that the provider's total allowable interest and 
amortization expense on a bond for a cost reporting period would be $80,000.  However, the bond 
was cancelled after the first 9 months of the provider's cost reporting period.  The provider incurred 
$60,000 actual interest and amortization expense for the first 9 months of the period and an 
additional $30,000 in bond cancellation costs.  Since the $30,000 debt cancellation cost is less than 
50 percent of the interest and amortization expense that would have been incurred had the debt not 
been cancelled, i.e., 50 percent of $80,000 or $40,000, the full amount, i.e., $60,000, plus the 
$30,000 bond cancellation cost, is allowed in the period incurred. 
 
This policy is effective for all cost reporting periods beginning after December 31, 1976. 
 
Debt cancellation costs are not interest payments and, therefore, should not be reduced by investment 
income either in the period of cancellation or in subsequent periods. 
 
216. GOVERNMENT BOND ISSUES 
 
Many providers, particularly hospitals, are owned and operated by Federal, State, and local 
governments.  The facilities are constructed or acquired with funds raised by the governmental entity. 
 Governments at all levels, of course, raise funds for operating and capital expenditures by levying 
taxes and by borrowing through the device of issuing bonds. 
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216.1 Government Bond Issues for Construction.--Interest costs are allowable on those 
governmental bond issues specifically designated for the construction or acquisition of a provider's 
facility but only where the facility is owned by and the provider is controlled by the governmental 
entity issuing the bonds.  Under this principle, "governmental entity" refers to a level of 
government, i.e., Federal, State, county or city, rather than a department or agency of a level of 
government.  Also, the concept of "controlled" is the same as that explained in Chapter 10, Cost to 
Related Organizations. 
 
In many instances, governmental bond issues are designated to meet the construction costs for more 
than one facility.  In such cases, the portion of the interest costs on these bonds applicable to a 
provider facility is an allowable cost where the facility is owned by and the provider is controlled 
by the governmental entity issuing the bonds. 
 
This section applies only to situations where the governmental entity issuing the bonds is paying 
the bond interest and does not apply where the provider is actually paying such interest. 
 
216.2 General Purpose Government Bond Issues.--In some cases, the funds used to construct or 
acquire the governmental facilities are obtained from the general purpose funds of the government 
owner.  Even though a portion of such fund is raised through bond issues, no part of the interest 
payable on the bonds is allowable as a cost of the provider. 
 
218. INTEREST ON LOANS FROM LENDERS RELATED TO THE PROVIDER 
 
One of the elements required for interest to be "proper" is that the interest be paid to a lender not 
related through control, ownership, or personal relationship to the borrowing organization.  (See 
Chapter 10 for the definition of control and ownership.)  Presence of any of these factors could 
affect the "bargaining" process that usually accompanies the making of a loan, and could thus be 
suggestive of an agreement for higher rates of interest or for unnecessary loans.  This provision is 
intended to assure that loans are legitimate and needed, and that the interest rate is reasonable.  
Exceptions to this general rule are contained in §§218.2 and 220. 
 
218.1 Interest Paid to Partners, Stockholders, and Related Organizations.--Generally, interest 
paid by the provider to partners (owners), stockholders, or related organizations of the provider is 
not allowable as a cost.  Where the owner uses his own funds in a business, the funds are 
considered invested funds or capital, rather than borrowed funds. Therefore, when a partner, 
stockholder, or related organization makes a loan to a provider, and the interest on the loan is not 
allowable as a cost, the loan is considered as part of the equity capital of the provider.  (See Chapter 
12, "Return on Equity Capital," §1220.4E.) 
 
218.2 Interest Paid to Partners, Stockholders, and Related Organizations on Loans Made Prior 
to July 1, 1966.--There is an exception to the general rule stated in §218.1.  It applies where interest 
is paid to a partner (owner), stockholder, or related organization on loans made before July 1, 1966, 
provided that the terms and conditions of payment of such loans have been maintained in effect 
without modification after June 30, 1966.  Interest on such loans made before July 1, 1966, is 
allowable as a cost. 
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218.3 Owner(s) of Provider Institution on the Board of Directors of Lending Institutions.--
Owners of providers may sometimes serve as members of the Board of Directors of a bank or other 
financial institution which lends money to the provider.  A determination as to whether a personal 
relationship or control exists between the provider and lending institution within the meaning of 
§218 will be based on the facts and circumstances of each case. 
 
219. ACCOUNTS RECEIVABLE FINANCING 
 
In accounts receivable financing, the intermediary must first determine if the arrangement 
represents a sale of receivables or if it is a loan.  If it is a loan, the interest incurred on the loan is an 
allowable expense if it is necessary and proper as defined in §§202.1, 202.2 and 202.3.  The interest 
on the loan is the discount on the advance on the receivables (e.g., 10 percent where a provider 
receives 90 cents on the dollar).   
 
If the intermediary determines that the arrangement is a sale, the costs associated with the sale are 
not allowable expenses.  The provider has opted to receive payment prior to collection on the 
accounts.   
 
To the extent the provider uses the funds obtained from the financing arrangement to invest in other 
than its patient care operations, the investment income must be offset against the provider's interest 
expense.  (See §202.2.) 
 
With regards to accounts receivable financing, note that, except as specified in 42 CFR 424.73, 
Medicare does not pay amounts that are due a provider to any other person under assignment, or 
power of attorney, or any other direct payment arrangement. 
 
220. INTEREST PAID TO THE MOTHER HOUSE OR OTHER GOVERNING BODY OF A 

RELIGIOUS ORDER 
 
Providers owned and operated by members of religious orders often obtain funds through loans 
from the Mother House or Governing Body of the religious order.  Where there is a contractual 
agreement for the payment of interest, and for the eventual repayment of the loan, the interest 
expense is allowable as cost provided the interest is applicable to the period after the certification 
of the institution as a provider.  Interest expense incurred during a reporting period must be paid 
within the succeeding reporting period. 
 
226. FUNDED DEPRECIATION 
 
Funding of depreciation is the practice of placing funds, including nonborrowed bond reserve and 
sinking funds, in a segregated account(s) for the acquisition of depreciable assets used in rendering 
patient care or for other capital purposes related to patient care. Other capital purposes include 
capital debt liquidation, such as principal payments for bonds and mortgages and nonborrowed 
bond reserve and sinking funds to the extent used for a capital purpose, provided they meet all the 
requirements of §§226ff.  Funds deposited in the funded depreciation account must be placed in 
readily marketable investments of the type that assures the availability and conservation of the 
funds.  Income earned on investments which do not meet this condition must be offset against 
allowable interest expense. 
 
Although funding of depreciation is not required, it is strongly recommended that providers use this 
mechanism as a means of conserving funds for acquisition of depreciable assets as described above. 
 The following provisions apply to funded depreciation. 
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A. Approval.--The action to fund depreciation must be approved by the appropriate 
managing body of the provider, such as the Board of Trustees or the Board of Directors, in 
accordance with the needs and objectives of management.  As such needs and objectives change, 
action could be taken in some situations by the managing body to use all or part of the funds in the 
funded depreciation account for a purpose other than the acquisition of the provider's depreciable 
assets used to render patient care.  The provisions of §226.4 are applicable to those situations. 
 

B. Provider's Records.--The fund or funds must be clearly designated in the provider's 
records as funded depreciation accounts. 
 

C. Restrictions.--Funded depreciation (total market value of fund) must be available (unless 
contractually committed as noted below) on an as needed basis for the acquisition of the provider's 
depreciable assets used to render patient care, or for other capital purposes related to patient care.  
Loans made from funded depreciation do not alter the requirement that funded depreciation must be 
available. 
 
Funds are considered available unless committed, by virtue of contractual arrangements, to the 
acquisition of depreciable assets used to render patient care, or to other capital purposes.  
Borrowing for a purpose intended by funded depreciation is unnecessary to the extent funded 
depreciation is available.  Thus, interest expense for borrowing up to the amount of available 
funded depreciation is not an allowable cost. 
 
EXAMPLE: A provider has available $1,500,000 in a funded depreciation account when it 

decides to construct a $3,500,000 addition to its present facility.  If the provider 
borrows $3,500,000 to finance this capital improvement, the interest expense 
incurred on the borrowed funds equal in amount to the funded depreciation amount 
($1,500,000) would be unallowable. 

 
D. Investment or Transfer.--When a provider invests or transfers the assets of the fund to a 

home office of a chain organization or to the Mother House or governing body of a religious order 
or to other related parties, these assets shall be treated as the provider's fund and are subject to all 
the provisions of §§226ff. 
 
226.1 Interest Paid on Loans from Funded Depreciation.--When the general fund of the 
provider borrows from the funded depreciation to obtain working capital for normal operating 
expenses to render patient care, interest incurred by the general fund is an allowable cost.  The 
"necessary and proper" requirements apply to such loans.  However, when the general fund of the 
provider borrows from funded depreciation to acquire depreciable assets to render patient care, 
interest paid by the general fund to the funded depreciation account is not an allowable cost.  
Providers are expected to use the funded depreciation for that purpose. 
 
Funding of depreciation from general funds will not be recognized to the extent of any working 
capital loans the depreciation fund has outstanding and due from the general fund at the time of 
deposit.  Deposits of general funds into the funded depreciation account must be first applied to 
reduce loans outstanding from the funded depreciation account to the general fund.  Until such 
loans are repaid in full, general funds deposited in the funded depreciation account will be 
considered as repayments on the loans and, therefore, any subsequent interest expense of the 
general fund to the extent of the repaid loans is not allowable. 
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226.2 Interest or Other Income Earned by the Funded Depreciation Account.--Where the 
provider funds depreciation, it is expected that money in the fund will be invested to earn revenues. 
 Investment income earned by the funded depreciation account attributable to cumulative allowable 
depreciation expense funded in periods either before or after the provider's participation in the 
Medicare program is not a reduction of allowable interest expense, provided such investment 
income is deposited in and becomes part of the funded depreciation account. 
 
226.3 Deposits in the Funded Depreciation Account.--The provider's cumulative deposits in this 
account cannot exceed its total cumulative allowable depreciation expense (not including gains or 
losses on the depreciation of depreciable assets and recapture of accelerated depreciation) from the 
date of acquisition of all provider depreciable assets used to provide patient care services under the 
Medicare program, including periods before and after the provider's participation in the Medicare 
program.  (See Chapter I.) Hence, funding of such amounts is permitted even though depreciation 
expense applicable to a period prior to the provider's participation in the program is not an 
allowable cost.  If the total deposits do not exceed total cumulative depreciation expense of assets 
used to provide services under the Medicare program at the time of the deposit, the provisions of 
§§226.1 and 226.2 apply.  Total cumulative allowable depreciation expense must not be confused 
with the balance sheet valuation account, accumulated depreciation.  Total allowable depreciation 
expense is computed by totaling all depreciation expense incurred on all assets used to provide 
services under the Medicare program.  This total is compared with total deposits (excluding income 
earned) to the funded depreciation account. Investment income from such funded depreciation 
deposits retains its identity and becomes a part of the funded depreciation fund if deposited in the 
funded depreciation account at the time of receipt by the provider.  Such investment income 
remains funded depreciation even if the deposit of such funds results in a fund balance in excess of 
total cumulative allowable depreciation expense.  If the provider makes "extra" deposits of funds in 
excess of the accumulated depreciation, the provisions of §§226.1 and 226.2 do not apply.  Thus, 
any income earned by such "extra" deposits is applied as a reduction of interest expense. 
 
Deposits to the funded depreciation account must remain for 6 months or more to be considered as 
valid funding transactions and to permit application of §§226.1 and 226.2. Deposits of less than 6 
months' duration are not eligible for the benefits of those sections. Investment income earned prior 
to elapse of the 6-month period will not be offset unless the deposits are actually withdrawn during 
this period.  A loan to the general fund is considered a withdrawal for this purpose. 
 
226.4 Withdrawals from the Funded Depreciation Account.--Because deposits in the funded 
depreciation account may be used for a variety of purposes, the following provisions apply: 
 

A. Withdrawals for the Acquisition of Depreciable Assets Used to Render Patient Care or 
Other Patient Care-Related Capital Purposes and for Investments.--These withdrawals must be 
made on a first-in, first-out basis.  The oldest deposits must be withdrawn first.  These withdrawals 
must be related to the acquisition of such assets of the same provider maintaining the fund from 
which such withdrawals are made.  The program does not recognize the use of one provider's 
funded account to acquire patient care assets of another provider because a funded depreciation 
account is limited to the use of the provider maintaining it. 
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B. Withdrawals for Other Than the Acquisition of Depreciable Assets Used to Render Patient 
Care or for Other Patient Care-Related Capital Purposes and Investments.--These withdrawals must 
be made on a last-in-, first-out basis.  The latest deposit made must be considered the deposit 
withdrawn for these purposes.  For example, if a loan is made to the general fund on February 1, 
1980, and deposit of an equal or greater amount is in the funded account since January 1, 1980, the 
withdrawal will be considered to be made from the January 1 deposit and interest, if any, paid by 
the general fund is not allowable as a cost, because the funds were not on deposit for at least 6 
months.  (See §226.3.) 
 
When funded depreciation is used by the provider for other than (1) the acquisition of depreciable 
assets used to render patient care; (2) investments; (3) loans to the general fund for current 
operating costs related to patient care; or (4) other capital purposes as described in §226, the 
investment income earned on these funds while on deposit in the funded account shall be used to 
reduce allowable interest expense incurred during all cost reporting periods subject to reopening. 
 

C. Priority of Withdrawals.--Available funded depreciation must be withdrawn and used 
before resorting to borrowing for the acquisition of depreciable assets or other capital purposes, 
except that, when available funded depreciation is insufficient to cover the total cost of a major 
construction project and borrowing is necessary (see §202.2), all available funded depreciation 
need not be withdrawn and applied to construction cost prior to borrowing.  Because it is frequently 
difficult to time a bond offering or other borrowing to coincide with the exhaustion of available 
funded depreciation, it is sufficient if available funded depreciation is contractually committed to 
and expended during the course of construction. 
 
226.5 Money Borrowed to Fund Depreciation.--Borrowed bond reserve and sinking funds are 
not allowable as funded depreciation, but the interest on such borrowing is allowable subject to the 
requirements of §202.1, and income earned by the borrowed funds is applied as a reduction of 
interest expense.  (Reference §202.2.) 
 
228. QUALIFIED PENSION FUND 
 
Generally, a qualified pension plan under Internal Revenue Service regulations is a plan established 
and maintained by a provider primarily to provide systematically for the payment of definitely 
determinable benefits to the provider's employees for a period, usually for life, after retirement. The 
trust instrument establishing the plan would provide for a fund 
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to be accumulated by the trust in accordance with the plan.  Deposits of cash or other liquid assets 
are made to the fund in accordance with the pension plan.  In the establishment of such pension 
funds, a trustee relationship is created with you in regard to the deposits into the fund and their use 
in accordance with the pension plan.  The same treatment accorded to deposits of funded 
depreciation are accorded deposits in the qualified pension fund.  (See §§226 to 226.5.) 
 
230.  INTEREST EXPENSE OF RELATED ORGANIZATIONS 
 
Where you lease facilities from a related organization and the rental expense paid to the related 
organization is not allowable as a cost, costs of ownership of the leased facility are your allowable 
costs.  Therefore, in such cases, mortgage interest paid by the related organization is allowable as 
an interest cost to you.  ( See Chapter 10, "Cost to Related Organizations," §1008.) 
 
233.  ADVANCE REFUNDING OF DEBT 
 
233.1 General.--Advance refunding is a refinancing technique which enables you to replace 
existing debt prior to its scheduled maturity with new debt.  This section does not apply to a recall 
of debt before scheduled maturity without the issuance of new debt. (See §215, Recall of Debt 
Before Maturity.)  Advance refunding is done for a variety of reasons including achieving a lower 
interest rate, improving cash flow, removing restrictive covenants, and increasing borrowing 
capacity.  Sections 233.1 - 233.5 are effective for all refundings initiated on or after July 1, 1983. 
For purposes of this section, the term "initiated" means either (1) an action taken by you which 
reflects a clear intention to effect the advance refunding (e.g., board resolution empowering the 
management to proceed with the advance refunding, engagement of an underwriter, application to 
the debt-issuing authority, etc.), or (2) an official action by the debt-issuing authority reflecting a 
clear intention to effect the advance refunding. 
 
233.2 Definitions.--For purposes of this section, the following definitions apply: 
 
Refunding Debt.--New debt issued to provide funds to replace the refunded debt immediately or at 
a specified future date(s). 
 
Refunded Debt.--Debt for which payment immediately or at a specified future date(s) has been 
provided by the issuance of refunding debt. 
 
Advance Refunding.--A transaction in which refunding debt is issued to replace the refunded debt 
immediately or at a specified future date(s). 
 
Defeasance Provision.--A provision in the refunded debt instrument that provides the terms by 
which the debt may be legally satisfied and the related lien (if any) released without the debt 
necessarily being retired. 
 
Defeasance.--Legal satisfaction of debt under the terms of a defeasance provision. 
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233.3 Allowable Costs.--When you defease or repurchase debt incurred for necessary patient 
care through an advance refunding, the revenues and expenses associated with the advance 
refunding are treated as follows: 
 
   A. Debt issue costs on the refunding debt must be amortized over the life of the refunding debt 
from the date the debt is incurred to scheduled maturity of the debt.  (See §§204, 206, 210, and 
212.1.) 
 
   B. Debt cancellation costs on the refunded debt are allowable as indicated below: 
 

o Redemption expenses and any other miscellaneous expenses (legal fees, initial trustee 
fees, feasibility studies, stamp fees, printing, etc.) are allowed as paid or accrued (subject to §2305); 
 
  o Annual authority and trustee fees are allowed as paid or accrued (subject to §2305); 
 
   o Call premiums or penalties are allowable in the period(s) the holders of the refunded debt 
receive the principal payment.  Call premiums or penalties of serial bonds are prorated over the 
scheduled maturity or recall dates on the basis of the proportionate principal repayments at each 
date. 
 
   C.  Unamortized discounts or premiums (reduction of debt cancellation costs) and debt issue 
costs of the refunded debt must be amortized over the period from the issue date of the refunding 
debt to the date the holders of the refunded debt receive the principal payment (appropriately 
prorated in the case of serial bonds as in subsection B). 
 

D. Interest expense on the refunded debt is allowable on the accrual basis, whether incurred by 
you or by a trust.  (See §2305ff.)  Similarly, interest expense on the refunding debt is allowable on 
the accrual basis.  The amortized portion of discounts or premiums on the refunding debt is an 
adjustment to allowable interest expense in accordance with §§212.1 or 214, respectively.  The 
interest income derived from the investment of the proceeds of the refunding debt must be used to 
offset interest expense in accordance with §202.2, whether this interest income is earned by you 
directly or through a trust, however, see §2806.1G.  If an advance refunding involves a zero coupon 
bond(s), you must follow the rules set forth in §213ff for the interest expense and interest income. 
 
The effect of the above treatment is to implicitly recognize any gain or loss incurred as the result of 
an advance refunding over the period from the date the refunding debt is issued to the date the 
holders of the refunded debt receive the principal payment, rather than immediately.  The 
individual expense elements are the only costs which can be reimbursed in accordance with the 
above policy. 
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233.4 Limitation on Recognition of Costs.--As with all costs incurred for funds borrowed, the 
costs associated with an advance refunding must meet the necessary and proper tests of §§202.2 
and 202.3, respectively, as well as the reasonable cost provisions of §2100ff.  In addition, sinking 
funds available for liquidation of the refunded debt must be considered in a determination of 
necessary borrowing through advance refunding.  On occasion, a provider may borrow more than 
the amount required to advance refund the existing debt.  If the additional borrowing is for the 
acquisition of depreciable assets, existing funded depreciation must be taken into account in 
determining the necessity of the excess borrowing.  Generally, the total net aggregate allowable 
costs (as described in §233.3) incurred for all cost reporting periods related to the advance 
refunding cannot exceed the total net aggregate costs that would have been allowable had the 
advance refunding not occurred.  However, in evaluating the necessity, propriety and prudence of 
an advance refunding, consideration may be given to factors such as cash flow needs or the 
necessity to remove a restrictive covenant that prevents the provider from borrowing additional 
funds for an appropriate purpose. 
 
If the provider incurs excess aggregate costs, as described above, the excess costs will be allowable 
only where the provider can demonstrate to the satisfaction of the intermediary that compelling 
factors (such as those mentioned above) necessitated the advance refunding.  In cases where the 
provider cannot make such a satisfactory demonstration, the excess costs are unallowable, and the 
provider's reimbursement would be limited annually to the costs it would have incurred if the old 
bonds had not been refunded. 
 
233.5 Treatment of Items for Equity Capital Purposes.--All debts, and proceeds of those debts, 
associated with advance refunding incurred for necessary patient care are includable in the 
determination of equity capital in accordance with Chapter 12. However, if interest expense is 
disallowed under the limitation expressed in §233.4, the debt (or unreasonable portion thereof) 
associated with the disallowed interest expense, as well as the related assets, must be excluded in 
the determination of equity capital. 
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2214. OPTIONAL CALCULATION OF PERCENTAGE OF BAD DEBTS FOR 

OUTPATIENT SERVICES APPLICABLE TO PROFESSIONAL COMPONENT OF 
HOSPITAL-BASED PHYSICIANS - COMBINED BILLING 

 
Bad debts for deductible and coinsurance amounts attributable to the professional component 
services of hospital-based physicians are not an allowable cost under the health insurance program.  
Therefore, where providers do not maintain separate bad debt records for physicians' professional 
services and for provider service, providers may compute the percentage relationship of Medicare 
outpatient professional component charges to total Medicare outpatient combined charges for 
professional component and for provider services as follows: 
 
1. Bad debts for deductibles and coinsurance-physician      $   224 

and provider 
2. Total combined outpatient charges applicable to  

Medicare. (Includes provider services and pro- 
fessional component services of hospital-based 
physicians.              17,549 

3. Outpatient professional component charges of 
hospital-based physicians applicable to  
Medicare                 304 

4. Percentage of Medicare outpatient professional 
component charges to total Medicare outpatient 
combined charges (Line 3 ÷ Line 2)         1.73% 

5. Bad debts applicable to professional component 
and unallowable under Medicare program 
(Line 4 x Line 1)            $   4 

 
Forms.--The following exhibits shall be used by providers to calculate bad 0debts under this method. 
 
Type of Provider       Exhibit          -    SSA 
Form 
Hospitals         Exhibit E-1        1992 
 
Hospital, Hospital-based 
Skilled Nursing Facility      Exhibit IV        9554 
 
Instructions for the completion of these exhibits are included with the forms. 
 
2215. COST APPORTIONMENT OF AMBULANCE SERVICES RENDERED BY 

PROVIDERS 
 
Ambulance services rendered to Medicare beneficiaries enrolled under Part B-supplemental medical 
insurance plan - are reimbursable on a reasonable cost basis. 
 
Providers should set up a cost center for ambulance service and all appropriate overhead costs 
applicable to this center, should be 
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allocated through the cost-finding process.  The total cost for ambulance service should be 
apportioned to the program based on the ratio of beneficiary charges to total charges as follows: 
 
1. Total gross charges for ambulance service-all 

patients              $1,339 
2. Gross charges applicable to Medicare patients          $176 
3. Ratio of program charges to total charges 

(Line 2 ÷ Line 1)           13.14% 
4. Total ambulance service costs applicable to all 

patients              $1,370 
5. Costs applicable to Medicare program 

(Line 3 x Line 4)               $180 
 
Forms.--The following exhibits shall be used by providers to allocate ambulance service costs to the 
program. 
 
Type of Provider      Exhibit     SSA Form 
 
Hospitals        Exhibit I     1992 
 
Hospital, Hospital-based 
Skilled Nursing Facility      Exhibit VIII     9554 
and/or Hospital-based 
Home Health Agency          
 
Instructions for the completion of these exhibits are included with the forms. 
 
2216. CALCULATION OF REIMBURSEMENT FOR THE SERVICES OF INTERNS AND 

RESIDENTS NOT UNDER APPROVED TEACHING PROGRAM 
 
Services performed for inpatients and outpatients by interns and residents who are not under 
approved teaching programs are reimbursable to the provider on a reasonable cost basis under the 
supplementary medical insurance plan - Part B.  The Part B deductible will not be applicable when 
using billing Form SSA-1453 (Inpatient Hospital and Skilled Nursing Facility Admission and 
Billing) but will be applicable when using billing Form SSA-1482 (Provider Billing for Medical and 
Other Health Services). Interim reimbursement for the costs of these services rendered to both 
inpatients and outpatients is made by the Part A intermediary. 
 
Providers should set up a cost center with the direct costs for these intern and resident services and 
allocate through the cost-finding processes all appropriate overhead costs applicable to such services. 
Then, the total cost for these interns and residents not under an approved teaching program should be 
allocated between inpatient services and outpatient services on the basis of time spent by interns and 
residents in each of these areas. 
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The cost of inpatient services rendered by these interns and residents for program beneficiaries is 
determined on the basis of an average cost per diem.  The cost of outpatient services for beneficiaries 
is apportioned to the program based on the ratio of the sum of program Part A and Part B outpatient 
charges to total outpatient charges for all patients applied to the cost of the intern and resident 
services.  The costs of all outpatient services furnished beneficiaries after March 31, 1968, are 
reimbursed under Part B.  (See also §2120, Reimbursement for Costs of Interns and Residents.) 
 
Forms.--The following schedules or exhibits shall be used by providers with interns and residents not 
under an approved teaching program. 
 
Type of Provider      Exhibit     SSA Form 
 
Hospitals        Exhibit J      1992 
 
Hospital, Hospital-based 
Skilled Nursing Facility      Exhibit IX AND IX-A    9554 
and/or Hospital-based 
Home Health Agency       
 
Instructions for the completion of these exhibits are included with the forms. 
 
 Special Care Units Providing General Care 
 
2217. REIMBURSEMENT FOR HOSPITAL SPECIAL CARE UNITS (INTENSIVE CARE 

UNIT [ICU], CORONARY CARE UNIT [CCU], ETC.) THAT PROVIDE GENERAL 
ROUTINE CARE 

One of the requirements for recognition of a hospital special routine care unit is that it must be 
physically identifiable as separate from general routine care areas and render only special routine 
care.  Medicare will reimburse for special care services at the special routine care rate when 
appropriate. 
 
Where a hospital places general care patients temporarily in special care units because all beds 
available for general care patients are occupied, the Medicare program will still consider such special 
care units ass meeting the program requirement of being physically separate. 
 
For purposes of Medicare reimbursement, the days for the general care patients placed in the special 
care units will be counted as special care days and not as general care days in determining the 
average per diem for the special care unit(s).  Medicare will reimburse for special care services at 
that rate.  However, where Medicare patients requiring 
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only general care are placed in the special care units, the program will reimburse only at the level of 
cost associated with general inpatient routine care.  The excess resulting from the difference between 
the higher level of cost for special care and the level of cost for general inpatient routine care would 
represent nonreimbursable standby costs.  Program charges for these patients should reflect the 
general level of routine care. 
 
The hospital must be able to furnish sufficient documentation to satisfy the intermediary that only 
overflow general care patients are being placed in the special care units. 
 
 Physicians' Services in Teaching Hospitals 
 
2218. AGGREGATE PER DIEM METHODS OF APPORTIONMENT FOR PHYSICIANS' 

DIRECT MEDICAL AND SURGICAL SERVICES RENDERED IN A TEACHING 
HOSPITAAL IN THE CARE OF INDIVIDUAL PATIENTS (INCLUDING 
SUPERVISION OF INTERNS AND RESIDENTS RENDERING SUCH SERVICES) 

 
A. Aggregate Per Diem Method of Apportionment for the Costs of Physicians' Direct Medical 

and Surgical Services in the Care of Individual Patients (Including Supervision of Interns and 
Residents Rendering Such Services).--The cost of physicians' direct medical and surgical services 
rendered in a teaching hospital to Medicare patients is determined on the basis of an average cost per 
diem as defined in subparagraph C1 of this section for physicians' direct medical and surgical 
services to all patients in each of the following categories of physicians: 
 

1. Physicians on the hospital staff 
 

2. Physicians on the medical school faculty 
 

B. Aggregate Per Diem Method of Apportionment for the Imputed Value of Physicians" 
Volunteer Direct Medical and Surgical Services in the Care of Individual Patients (Including 
Supervision of Interns and Residents Rendering Such Care).--The imputed value of physicians' direct 
medical and surgical services, including supervision of interns and residents in the care of individual 
patients, rendered in a teaching hospital to Medicare patients is determined on the basis of an average 
per diem as defined in subparagraph C1 of this section for physicians' direct medical and surgical 
services to all patients except that the average per diem will be derived from the imputed value of 
physicians' volunteer direct medical and surgical services rendered to all patients. 
 

C. Definitions.-- 
 

1. Average Cost Per Diem For Physicians' Direct Medical and Surgical Services 
Services Rendered in a Teaching  Hospital in the Care of 
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Individual Patients (Including Supervision of Interns and Residents Rendering Such Services).--
Average cost per diem for physicians' direct medical and surgical services, including supervision of 
interns and residents in the care of individual patients, rendered in a teaching hospital to patients in 
each category of physicians' services as described in subparagraphs A1 and A2 of this section means 
the amount computed by dividing total reasonable costs of such services in each category by the sum 
of: 
 

a. Inpatient days (as defined in item 2 which follows), and  
 

b. Outpatient visit days (as defined in item 3 which follows). 
 

2. Inpatient Days.--Inpatient days will be determined by counting the day of admission as 3.5 
days and each day subsequent to a patient's day of admission, omitting the day of discharge, as 1 day. 
 

3. Outpatient Visit Days.--Outpatient visit days will be determined by counting one visit day 
for each calendar day that a patient visits the outpatient department.  Where the hospital does not 
accumulated the data necessary to make such a determination, the following alternative methods may 
be used to establish outpatient visit days: 
 

a. Divide the hospital's total inpatient charges by the total inpatient days to develop an 
average inpatient charge per day; then divide this average inpatient charge per day into the total 
outpatient charges to derive the number of equivalent patient days attributable to outpatient visits. 
 
FACTS: 
 
Total inpatient charges     $800,000 
Total inpatient days            8,000 
Total outpatient charges     $200,000 
 
COMPUTATION: 
 
$800,000 ÷ 8,000 = $100 average inpatient charge per day 
 
$200,000 ÷ $100 = 2,000 outpatient visit days 
 

b. From the hospital's outpatient records for each completed cost reporting period, a 
proper sample size covering a representative period of time should be determined.  For each day 
within the sample period, divide the hospital's total outpatient occasions of service by the total 
number of outpatients (counting each outpatient only once) 
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to develop an average occasions of service per day per patient.  Add up the average occasions of 
service per day per patient for all days within the sample period and divide this total by the number 
of days in the sample period; then divide the resultant average occasions of service per day per 
patient for the sample period into the total outpatient occasions of service for the cost reporting 
(obtained from the cost report) to derive the total number of estimated outpatient visit days to be 
added to inpatient days in the determination of the average cost per diem.  To derive the Medicare 
outpatient visit days used in calculating Medicare reimbursable costs, divide the Medicare outpatient 
occasions of service (obtained from the cost report) by the average occasions of service per day for 
all patients. 
 
FACT: 
 

Total Outpatient Occasions   Total Number of 
Sample Period 1/            of Service            Outpatients 
 
First Day        2,100      700 
Second Day       1,500      300 
Third Day       1,600      400 
 
Total outpatient occasions of service for 

cost reporting period          20,000 
 
Medicare outpatient occasions of service 

for cost reporting period            6,000 
 
1/ Abbreviated sample size for illustrative purposes only. 
 
COMPUTATION: 
 
2,100 ÷ 700 = 3 average occasions of service per day per patient 
 
1,500 ÷ 300 = 5 average occasions of service per day per patient 
 
1,600 ÷ 400 = 4 average occasions of service per day per patient 

      12 Total 
 
12 ÷ 3 days = 4 average occasions of service per day per patient for 

 the sample period 
 
20,000 ÷ 4 = 5,000 total outpatient visit days 
 
6,000 ÷ 4 = 1,500 Medicare outpatient visit days 
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D. Application.-- 
 

1. Illustrative Example of the Aggregate Per Diem Method for the Costs of Physicians' 
Direct Medical and Surgical Services Rendered to Patients in a Teaching Hospital.-- 
 
 TEACHING HOSPITAL Y 
 
Statistical and Financial Data: 
 
 Total inpatient days as defined in §2218C3 and       75,000 
  Outpatient visit days as defined in §2218C3 
 

Total inpatient Part A days applicable to Medicare 
patients              20,000 

 
Total inpatient Part B days applicable to Medicare 

patients where Part A coverage is not available         1,000 
 

Total outpatient Part B visit days applicable to 
Medicare patients              5,000 

 
Total cost of direct medical and surgical services 

rendered to all patients by physicians on the 
hospital staff as determined in accordance with 
§  2148.4               $1,500,000 

 
Total cost of direct medical and surgical services 

rendered to all patients by physicians on the 
medical school faculty as determined in accor- 
dance with § 2148.4            $1,650,000 

 
Computation of Cost Applicable to Program for Physicians on the Hospital Staff: 
 

Average cost per diem for direct medical and surgical 
services to patients by physicians on the hospital 
staff:  $1,500,000 ÷ 75,000 = $20 per diem 

 
Cost of physicians' direct medical and surgical 

services rendered to Medicare inpatients covered 
under Part A: $20 per diem x 20,000 ..................................................................$400,000 

 
Cost of physicians’ direct medical and surgical 

services rendered to Medicare inpatients covered 
under Part B: $20 per diem x 1,000 ....................................................................$  20,000 
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Cost of physicians' direct medical and surgical 
services rendered to Medicare outpatients covered 
under Part B: $20 per diem x 5,000 ...........................................................$100,000 

 
Computation of Cost Applicable to Program for Physicians on the Medical School Faculty: 
 

Average cost per diem for direct medical and surgical 
services to patients by physicians on the medical 
school faculty: $1,650,000 ÷ 75,000 = $22 per diem 

 
Cost of physicians' direct medical and surgical services 

rendered to Medicare inpatients covered under Part A: 
$22 per diem x 20,000 ...............................................................................$440,000 

 
Cost of physicians' direct medical and surgical services 

rendered to Medicare inpatients covered under Part B: 
$22 per diem x 1,000 .................................................................................$  22,000 

 
Cost of physicians' direct medical and surgical services 

rendered to Medicare outpatients covered under Part B: 
$22 per diem x 5,000 .................................................................................$110,000 

 
2. Illustrative Example of the Aggregate Per Diem Method for the Imputed Value of 

Physicians' Volunteer Direct Medical and Surgical Services Rendered to Medicare Patients in a 
Teaching Hospital.--The physicians on the medical staff of Teaching Hospital Y donated a total of 
5,000 hours in rendering direct medical and surgical services to patients of the hospital during a cost 
reporting period; and did not receive any compensation from either the hospital or the medical 
school.  Also, the imputed value for any physician's volunteer services did not exceed the rate of 
$30,000 per year per physician.  The total salaries paid to the full-time salaried physicians of the 
hospital (excluding interns and residents) for services rendered in the hospital during that period 
were $800,000.  The hospital employed a total of 20 physicians who were paid for an average of 40 
hours per week or 2,080 (52 weeks x 40 hours per week) hours per year. 
 
Computation of Total Imputed Value of Physicians' Volunteer Services Applicable to all Patients: 
 

Total salaries paid ..............................................................................................$800,000 
 

Average hourly rate equivalent: 
$800,000 ÷ 41,600 (2,080 hours x 20 physicians) .....................................$19.23 
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Total imputed value of physicians' volunteer services 
applicable to all patients:  Donated hours x average 
hourly rate equivalent - 5,000 x $19.23 .....................................................$96,l50 

 
Statistical and Financial Data: 
 

Total inpatient days (as defined in §2218C2) and 
outpatient visit days (as defined in §2218C3)  75,000 

 
Total inpatient Part A days applicable to Medicare  

patients  20,000 
 

Total inpatient Part B days applicable to Medicare 
patients where Part A coverage is not available   

         1,000 
 

Total outpatient Part B visit days applicable to 
Medicare patients    5,000 

 
Computation of Imputed Value of Physicians' Volunteer Direct Medical and Surgical Services 
Applicable to Medicare Patients: 
 

Average per diem for physicians' direct medical and 
surgical services to patients:  $96,160 ÷ 75,000 = 
$1.28 per diem 

 
Imputed value of physicians' direct medical and 

surgical services rendered to Medicare patients 
covered under Part A:  $1.28 per diem x 20,000 .......................................$25,600 

 
Imputed value of physicians' direct medical and 

surgical services rendered to Medicare inpatients 
covered under Part B:  $1.28 per diem x 1,000 .........................................$ 1,280 

 
Imputed value of physicians' direct medical and 

surgical services rendered to Medicare outpatients 
covered under Part B:  $1.28 per diem x 5,000 .........................................$ 6,400 

 
Total ...................................................................................................................$33,280 

 
 Provider Physical Therapy Department 
 
2220. PART A SERVICES FURNISHED BY THE PHYSICAL THERAPY DEPARTMENT 

OF A HOSPITAL OR SKILLED NURSING FACILITY TO ITS INPATIENTS 
 
Direct identifiable services furnished to program beneficiaries by the physical therapy department of 
a hospital or skilled nursing facility which do not require the skills of a qualified physical therapist, 
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although considered routine restorative nursing services, can be billed as ancillary services in order 
to establish an equitable basis for apportioning costs of the physical therapy cost center if the 
following conditions are met: 
 

1. The services are medically necessary; 
 

2. The treatment furnished is prescribed by a physician; 
 

3. All services are provided by salaried employees (whether full-time or part-time) of the 
physical therapy department of the provider (if, on the other hand, the services are furnished under 
arrangements, the services would not be covered since under the law, routine restorative nursing 
services must be furnished by the provider directly, and cannot be covered if furnished under 
arrangements); 
 

4. The cost incurred is reasonable in amount (i.e., the employees' salaries are reasonably 
related to the level of skill and experience required to perform the services in question); and 
 

5. Charges are equally imposed on all patients. 
 
A provider will be considered as having a physical therapy cost center if the services it furnishes 
meet the above conditions even when the provider has a qualified physical therapist who works only 
a few hours per week or when the provider has no qualified physical therapist, e.g., that period of 
time between the periods of employment of qualified physical therapists.  In other words, it is not 
necessary for a provider to have a qualified physical therapist or an actual physical therapy 
department to establish a physical therapy cost center.  Charging practices will be evaluated to insure 
that an equitable basis for apportioning costs results. 
 
Services requiring the skills of a qualified physical therapist are covered and reimbursable only if 
performed by or under the direct supervision of such a therapist, i.e., a qualified physical therapist 
must be on the premises when the services are rendered and the services must meet all the conditions 
listed in §210.8 of the Hospital Manual and §212.3 of the Skilled Nursing Facility Manual.  It is not 
necessary that, in order to be covered and reimbursable, the physical therapist who provides of 
supervises the services be an employee of the provider or that he furnish services on a full-time basis. 
 
2220.1 Part B Outpatient Physical Therapy Provision.--The services furnished program 
beneficiaries must meet the definition of physical therapy where the entitlement to benefits is at 
issue.  Since the outpatient physical therapy benefit under Part B provides coverage only of physical 
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therapy services, payment can be made only for those services which constitute physical therapy. 
Services which do not require the skills of a qualified physical therapist are neither covered nor 
reimbursable under the Part B outpatient physical therapy provision.  Accordingly, services furnished 
by hospitals or skilled nursing facilities to their own inpatients under the Part B outpatient physical 
therapy provision as described in §242.4 of the Hospital Manual and §271.4 of the Skilled Nursing 
Facility Manual are covered and reimbursable only if they require the skills of a qualified physical 
therapist and are performed by or under the direct supervision of such a therapist. 
 
 HHA Medical Supply Costs 
 
2221. APPORTIONMENT OF HOME HEALTH AGENCY MEDICAL SUPPLY COSTS 
 
Where a home health agency incurs the cost of medical supplies for certain categories of patients, the 
cost is apportioned only to those patients.  For example, certain State title XIX programs and private 
patients pay the supplier directly.  In such situations, the cost incurred for medical supplies not 
applicable to these patients are not allocated to them, but only to those patients for which they are 
incurred. 
 
Some types of medical supplies such as thermometers, nursing bags, etc., are purchased by the 
provider for all patients.  The costs of these supplies must be apportioned to all patients. 
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 Swing-Bed Reimbursement 
 
2230. SWING-BED REIMBURSEMENT FOR QUALIFYING SMALL, RURAL HOSPITALS 
 
A swing-bed hospital is a small, rural hospital that has been approved by the Health Care Financing 
Administration to use its beds interchangeably to furnish either acute care services or skilled nursing 
facility (SNF)-type services to Medicare beneficiaries.  To be eligible for a swing-bed approval, the 
hospital must have fewer than 100 beds (excluding intensive care type beds and newborn bassinets) 
and must be located in an area not designated as "urbanized" in the most recent census.  Those 
hospitals that wish to enter into a swing-bed agreement and have more than 49 beds (but fewer than 
100) are subject to additional conditions.  (See §2230.10.)  
 
Prior to October 1, 1990, a swing-bed hospital could also furnish intermediate care facility (ICF) type 
services to non-Medicare patients.  Effective with services furnished on or after October 1, 1990, the 
distinction between SNFs and ICFs for certifying a facility for the Medicaid program has been 
eliminated.  Thus, for purposes of the Medicaid program, facilities may no longer be certified as 
ICFs but instead may be certified only as nursing facilities (NFs) and can provide services as defined 
in §1919(a)(1) of the Act.  The NF level of care encompasses services that were formerly known as 
ICF and SNF-type services.  Effective October 1, 1990, such services furnished by swing-bed 
hospitals to Medicaid and to other non-Medicare patients are referred to as NF-type services. 
 
2230.1 Availability of Swing-Bed Reimbursement Method.--The swing-bed reimbursement 
method is effective for small, rural hospitals on the date a hospital receives swing-bed approval from 
HCFA and effective for small, rural hospital-SNF complexes that elect the optional reimbursement 
method (see §2230.9) beginning on the first day of the provider's cost reporting period following the 
date the election is made. 
 
2230.2 Patient Days for Purposes of Swing-Bed Reimbursement.--Under the swing-bed 
reimbursement method, a patient may be admitted to a swing-bed hospital as an inpatient requiring a 
hospital level of care and subsequently require a reduced level of care at the SNF or NF level (or 
before October 1, 1990, care at the SNF or ICF level).  When a patient's level of care is reduced, the 
situation is treated as a discharge from the hospital and an admission to a SNF, ICF (or NF) bed, 
even though the change in level of care may not involve a physical move of the patient.  The day on 
which a patient begins to receive a lower level of care is considered to be the day of discharge from 
the hospital and the day of admission to a SNF or ICF (or NF) bed.  Medicare SNF days are covered 
if the 3-day prior hospitalization and other coverage criteria are met.  (See Skilled Nursing Facility 
Manual, §212.) 
 
Also subject to meeting the 3-day prior hospitalization requirement and other coverage criteria, a 
patient may be admitted to a swing-bed hospital directly as a SNF patient without first receiving 
hospital level services in the swing-bed hospital, i.e., the patient may receive the 3 days of hospital 
services in another hospital.  In which case, all days are counted as SNF days and no hospital 
inpatient days are incurred by the swing-bed hospital. 
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2230.3 Definitions.-- 
 

A. Skilled Nursing Facility (SNF)-Type Services.--SNF-type services are services furnished 
by a swing-bed hospital that would constitute extended care services if furnished by a SNF.  SNF-
type services include SNF services furnished in the distinct part SNF of a hospital-SNF complex that 
elects to be reimbursed under the optional reimbursement method.  On or after October 1, 1990, only 
Medicare covered services are included in the definition of SNF-type services. 
 

B. Intermediate Care Facility (ICF)-Type Services.--ICF-type services are services furnished 
by a swing-bed hospital prior to October 1, 1990, that would constitute ICF services, as defined by 
Medicaid, if furnished by an ICF.  ICF-type services are not covered under Medicare. 
 

C. Nursing Facility (NF)-Type Services.--NF-type services are services furnished by swing-
bed hospitals to Medicaid and other non-Medicare patients.  Formerly, ICF-type services could be 
furnished by swing-bed hospitals to non-Medicare patients.  However, effective October 1, 1990, the 
distinction between SNFs and ICFs for certifying a provider for the Medicaid program is eliminated. 
 For purposes of the Medicaid program, facilities may no longer be certified as ICFs but instead may 
be certified as NFs and can provide services as defined in §1919(a)(1) of the Act.  The NF level of 
care encompasses services that were formerly known as ICF and SNF-type services. 
 

D. General Routine Hospital Services.--General routine hospital services are services 
furnished by a swing-bed hospital in the general routine service area that constitute a hospital level of 
care.  Services furnished in intensive care type units and newborn bassinets as well as SNF-type, 
ICF-type and NF-type services are excluded from the definition of general routine hospital services. 
 
2230.4 Payment To Swing-Bed Hospitals Prior To October 1, 1990.-- 
 

A. Payment for Medicare SNF-Type Services.-- 
 

1. Payment for Routine SNF-Type Services.--Payment for the reasonable cost of routine 
SNF-type services furnished in a swing-bed hospital is based on the average statewide Medicaid rate 
paid for routine services furnished by SNFs in the State during the previous calendar year. 
 
NOTE: More than one SNF State Medicaid rate applies to cost reporting periods that are not on a 

calendar year basis. 
 

2. Payment for Ancillary Services Furnished to SNF-Level Patients.-Payment for 
ancillary services furnished in a swing-bed hospital is based on the reasonable cost of services using 
the departmental method of cost apportionment. 
 

B. Payment for General Routine Hospital Services - The Carve-Out Method.-Average cost per 
diem for general routine hospital services in swing-bed hospitals is computed, under the carve-out 
method, by subtracting the costs attributable to routine SNF-type and ICF-type services, for all 
classes of patients, from the total allowable inpatient cost for general routine services and dividing 
the remaining amount by the total number of inpatient general routine hospital days (excluding SNF 
days and ICF days). 
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The routine cost of SNF services furnished to all SNF patients is determined using the average cost 
per diem described in §2230.4A1.  ICF-type services furnished in swing-bed hospitals are not 
covered under Medicare.  However, the routine costs associated with furnishing ICF-type services 
must be determined for purposes of calculating the cost of inpatient general routine hospital services 
under the carve-out method.  Average cost per diem for routine ICF-type services is the average 
statewide rate paid for routine services in ICFs (other than ICFs for the mentally retarded) during the 
previous calendar year under the State Medicaid plan.  If the hospital is located in a State that does 
not have a Medicaid plan, or that does not provide for ICF services under Medicaid, the cost per 
diem for routine ICF-type services is based on the average ratio of ICF rate to the SNF rate for those 
States that provide for both SNF and ICF services under Medicaid.  The ratio is multiplied by the 
SNF cost per diem to determine the average ICF cost per diem.  The average cost per diem for ICF-
type services may be obtained from your intermediary. 
 
The following illustrates the apportionment of routine costs under the carve-out method for swing-
bed hospitals and qualifying hospital-SNF complexes that elect the optional reimbursement method: 
 
 

 
HOSPITAL K 

Statistical and Financial Data:  
 General 

Routine SNF- ICF- 
Hospital Type Type 

 
Total days of care 2,000 400 100 
Medicare days of care    600 300 N/A 
Average statewide Medicaid rate 
for the previous calendar year N/A $35 $20 
 
 
 
Total inpatient general routine service costs:  $250,000 
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Calculation of Cost of Routine SNF-type Services Applicable to Medicare: 
 
$ 35 X 300 days =   $ 10,500 
 
Calculation of Average Cost Per Diem for General Routine Hospital Services: 
 
Total inpatient general routine service costs  $250,000 
 
Less: 
 

Total SNF-type inpatient days 
multiplied by appropriate State Medicaid 
rate (400 X $35) ($14,000) 

 
Total ICF-type inpatient days multiplied 
by appropriate State Medicaid rate 
(100 days X $20) (    2,000) 

 
Total routine service costs applicable to 
SNF-type and ICF-type care  ($ 16,000) 
 
General routine inpatient service costs 
applicable to hospital care  $234,000 
 
Average cost per diem for general routine 
inpatient service costs applicable to 
hospital care ($234,000 divided by 2,000 
days)   $     117.00 
 
Medicare general routine hospital cost: 
$117 X 600 days =     $ 70,200 
 
Total Medicare Reasonable Cost for General 
Routine Services:     $ 80,700 
 
 
NOTE:  This example assumes a calendar year cost reporting period.  Hospitals that do not report 

costs on a calendar year basis must separately identify the number of SNF-type and ICF-
type days of service in each calendar year.  Since State Medicaid SNF and ICF rates are 
based on a calendar year, different rates apply to SNF-type and ICF-type services 
occurring in each of the different calendar years the cost reporting period overlaps. 

 
2230.5  Payment To Swing-Bed Hospitals On And After October 1, 1990.-- 
 

A. Payment For Medicare SNF-Type Services.-- 
 

1. Payment for Routine SNF-Type Services.--On or after October 1, 1990, payment is 
based on the average rate per patient day paid by Medicare for routine services provided in 
freestanding SNFs in the region where the swing-bed hospital is located.  The rates are calculated 
using the regions as defined in §1886(d)(2)(D) of the Act.  See §2231 for a list of the regional 
Medicare swing-bed SNF rates and how these rates are calculated. 
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Payment for routine SNF-type services furnished on or after October 1, 1990, is subject to a hold 
harmless provision.  Under this provision, if the payment rate in effect for the current calendar year is 
less than the payment rate for the prior calendar year, payment is based on the prior calendar year 
rate. 
 
For example, if the Medicaid routine SNF rate used to pay for routine SNF-type services furnished 
during calendar year 1989 is $85 and the regional Medicare SNF rate applicable to SNF-type services 
furnished from October 1 through December 31, 1990, is $70, payment for routine SNF services 
furnished from October through December 1990 is based on $85.  If the regional Medicare swing-
bed SNF for calendar year 1991 increases to $80, payment is compared to the amount paid under the 
hold harmless provision in 1990, and payment continues to be based on the higher amount, i.e., $85. 
 If the regional Medicare SNF rate for 1992 is $90, it exceeds the amount paid under the hold 
harmless provision during 1991 and payment is based on $90. 
 

2. Payment for Ancillary Services Furnished to SNF-Level Patients.-Payment is based 
on the reasonable cost of the services using the departmental method of cost apportionment. 
 

B. Payment for General Routine Hospital Services - Carve-Out Method.--The reasonable 
cost of general routine hospital services furnished by a swing-bed hospital is calculated under the 
carve-out method. 
 
Under this method, the reasonable cost of hospital routine services is determined by subtracting the 
reasonable costs attributable to routine SNF-type and NF-type services from total inpatient routine 
service costs for SNF and NF services furnished on or after October 1, 1990.  For swing-bed SNF 
days covered by Medicare, the amount subtracted, or carved-out, is based on the regional Medicare 
swing-bed SNF rate.  For all non-Medicare swing-bed days, the amount subtracted is based on the 
average statewide rate paid for routine services in NFs under the State Medicaid plan during the prior 
calendar year, trended forward to approximate the average NF rate for the current calendar year.  
(The NF rate is used for non-Medicare covered swing-bed days because such services may 
encompass services that were formerly known as ICF and SNF-type services.  The NF rate accounts 
for this range of services.)  The average statewide routine NF rate may be obtained from your 
intermediary. 
 
If, under the hold harmless provision discussed in §2230.5.A.1, a swing-bed hospital is paid based on 
the swing-bed SNF rate which was in effect during the prior calendar year, that higher rate must also 
be used for purposes of calculating the reasonable cost of routine Medicare SNF days, to be 
subtracted from total routine costs under the carve-out method. 
 
2230.6 Application of Lower of Cost or Charges Principle to Services Furnished in Swing-Bed 
Hospital.--The lower of cost or charges principle does not apply to routine SNF-type services 
furnished in a swing-bed hospital. This principle also does not apply to routine SNF services 
furnished to inpatients of a distinct part SNF, which is part of a qualified small, rural hospital 
complex that has elected the optional reimbursement method. 
 
2230.7 Application of Ceiling on Rate of Hospital Cost Increases.--Under most circumstances when 
a hospital is reimbursed on the basis of reasonable costs, the hospital's inpatient cost per discharge 
decreases under the swing-bed provision.  However, a swing-bed hospital that exceeds the rate of 
increase ceilings solely due to the reimbursement mechanism of this provision may 
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request a HCFA review of its circumstances.  File the request with the fiscal intermediary who 
reviews the request and forwards it to HCFA for a determination.  If appropriate, relief may be 
granted under 42 CFR 413.40(g). 
 
2230.8  Swing-Bed Reimbursement Under Prospective Payment System.--A swing-bed hospital 
that is subject to the prospective payment system (PPS) is reimbursed for SNF-type services in the 
same manner as any other swing-bed hospital.  That is, routine SNF-type services are reimbursed at 
the Medicare swing-bed SNF rate (or the average statewide Medicaid rate prior to October 1, 1990), 
and ancillary services furnished to SNF-level patients are reimbursed based on reasonable cost using 
the departmental method.  The prospective payment rates (based on diagnosis related groups 
(DRGs)) for inpatient hospital services under PPS are unaffected by the carve-out method.  Use the 
carve-out method to determine proper payment of pass through costs of PPS hospitals. 
 
2230.9  Swing-Bed Reimbursement for Small, Rural Hospitals With Distinct Part SNF.--A small, 
rural hospital that is part of a hospital-SNF complex may obtain approval to participate as a swing-
bed hospital.  The hospital and SNF components are then treated as separate entities and the hospital 
beds only are used interchangeably to furnish hospital or SNF-type services.  If the complex includes 
a Medicare certified distinct part SNF and the combined bed count is fewer than 50, the optional 
reimbursement method may be elected.  The optional reimbursement method combines the hospital 
and SNF components into a single cost center for purposes of applying the swing-bed reimbursement 
method.  A description of the methods follows. 
 

A. Swing-Bed Reimbursement.--If the hospital component of a rural hospital-SNF complex 
obtains swing-bed approval, it is treated in the same manner as any other hospital for purposes of 
swing-bed reimbursement.  Only the general routine service beds in the hospital component are 
counted to determine that the hospital has fewer than 50 or 100 beds, respectively, depending on how 
the hospital qualifies for swing-bed approval. (Prior to April 1, 1988, approval could be granted only 
to hospitals with fewer than 50 beds.)  Beds in the hospital component are used interchangeably to 
furnish either hospital or SNF-type services and only patient days and costs attributable to the 
hospital component are used in computing routine service costs under the swing-bed reimbursement 
method.  SNF services furnished in the distinct part are reimbursed separately. 
 

B. Optional Reimbursement Method.--The optional reimbursement method is available to 
small, rural hospitals with Medicare participating distinct part SNFs.  To qualify for the optional 
reimbursement method, a hospital-SNF complex must be located in a rural area (defined as any area 
not designated as urbanized in the most recent census), and the hospital and SNF must have a 
combined bed count of fewer than 50 beds on the first day of the cost reporting period. 
 
NOTE:  Hospitals with distinct part SNFs with a combined bed count of more than 49 beds but 

fewer than 100 beds are not eligible to use the optional reimbursement method. 
 
The bed count includes beds in the Medicare participating SNF and beds in the general routine 
service area of the hospital (excluding newborn bassinets and beds in intensive care type units).  The 
hospital may continue to use the optional reimbursement method as long as it continues to meet the 
bed size 
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requirement.  The optional reimbursement method does not authorize a facility to use hospital beds 
to furnish SNF-type services.  Under this method, the general routine service costs of the hospital 
component and SNF component are combined into a single cost center for purposes of computing the 
average cost per diem for hospital and SNF services under the swing-bed reimbursement method.  
The two components remain as separate providers for certification and coverage purposes. 
 
The hospital must make its election to use the optional reimbursement method in writing to the 
intermediary before the beginning of the hospital's affected cost reporting year.  The hospital must 
also make any request to revoke the election in writing before the beginning of the affected cost 
reporting period.  Requests to terminate use of the optional reimbursement method must be approved 
by the intermediary.  The optional reimbursement method may be elected only one time.  If a 
hospital-SNF complex reverts to separate cost finding for the distinct part SNF after electing the 
optional reimbursement method, it cannot again elect the optional reimbursement method. 
 

C. Combined Swing-Bed and Optional Reimbursement.--A small, rural hospital-SNF 
complex that has a swing-bed approval for the hospital component may also elect the optional 
reimbursement method if the requirements in subsection B are met.  In this case, the SNF component 
remains as a distinct part for certification and coverage purposes, but its costs are combined with 
those of the hospital for reimbursement purposes.  The distinct part SNF furnishes SNF services and 
the hospital component furnishes both acute care and SNF-type services. 
 
2230.10 Additional Conditions Relating to Swing-Bed Reimbursement for Rural Hospitals With 
More Than 49 Beds.--Under §§1883(d)(2) and (3) of the Act, effective for swing-bed agreements 
entered into after March 31, 1988, payment for extended care services furnished by hospitals with 
more than 49 beds (but fewer than 100 beds) is subject to the following additional conditions: 
 

o If there is an available SNF bed in the geographic area, the extended care patient must 
be transferred within a 5-day period beginning on an availability date for a SNF (excluding weekends 
and holidays) unless the patient's physician certifies within that 5-day period that transfer is not 
medically appropriate.  An "availability date" means, with respect to an extended care patient at a 
hospital, any date on which a bed is available for the patient in a SNF located within the geographic 
region in which the hospital is located. 
 

o The number of Medicare covered days of extended care services in a cost reporting 
period must not exceed 15 percent of the product of the number of days in the period and the average 
number of licensed beds at the hospital, except that Medicare payment continues in the period for 
those patients who are already receiving extended care services at the time the hospital reaches the 
payment limit.  In those States that do not license beds, hospitals must use the total number of 
hospital beds reported on their most recent Certificate of Need (CON) (excluding bassinets).  If, 
during the cost reporting period, there is an increase or decrease in the number of licensed beds, the 
number of licensed beds for each part of the period is multiplied by the number of days for which 
that number of licensed beds was available.  After totaling the results, compute 15 percent of the 
total available licensed bed days to determine the payment limitation. 
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According to §1883(d) of the Act, a hospital is not to receive payment for those SNF days that 
exceed the 15 percent cap.  Therefore, a hospital, in conducting its daily census-taking, is to 
separately account for patients receiving Medicare covered extended care services.  It is necessary to 
monitor the number of these Medicare extended care days in order to prevent the hospital's 
exceeding the 15 percent payment limitation. 
 
NOTE:  Use licensed beds in the calculation of the 15 percent limitation requirement.  The 

method used to count beds for eligibility to participate in the swing bed program remains 
unchanged. 
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 TABLE 5 
 
Medicare Swing-Bed SNF Rates - For Services Furnished During Calendar Year 1994 
 

Region         Routine Payment 
 

   1            108.48 
   2            104.33 
   3             89.47 
   4             88.76 
   5             79.44 
   6             83.84 
   7             84.97 
   8            100.11 
   9            104.58 

 
 
 TABLE 6 
 
Medicare Swing-Bed SNF Rates - For Services Furnished During Calendar Year 1995 
 

Region         Routine Payment 
 

   1            121.71 
   2            117.28 
   3            105.22 
   4            105.73 
   5             94.61 
   6             99.75 
   7             99.63 
   8            117.21 
   9            125.80 

 
 

TABLE 7 
 

Medicare Swing-Bed SNF Rates – For Services Furnished During Calendar Year 1996 
 

   Region         Routine Payment 
 
 1 126.65 
 2 121.74 
 3 109.04 
 4 109.51 
 5  99.51 
 6 103.38 
 7 102.89 
 8 121.31 
 9 130.62 
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TABLE 8 
 
Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 1997 

 
Region   Routine Payment 

 
    1         133.22 

2         124.24 
      3         112.56 
      4         112.67 
      5         102.39 
      6         105.81 
      7         103.12 
      8         121.78 
      9         133.53 

 
        TABLE 9 

 
Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 1998 
 

Region   Routine Payment 
 

1         138.10 
      2         129.18 
      3         118.26 
      4         116.08 
      5         108.49 
      6         109.13 
      7         106.69 
      8         126.06 
      9         134.44 

 
TABLE 10 

 
Medicare Swing-Bed SNF Rates - For services Furnished During CALENDAR Year 1999 
 

Region   Routine Payment 
 

      1          144.92 
    2          136.94 
    3          126.75 
    4          123.05 

      5          111.04 
      6          114.45 
      7          107.96 
      8          132.67 
      9          141.87 
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TABLE 11 
 
 Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 2000 
 

Region   Routine Payment 
 

    1                 155.91 
    2                 146.41 
    3                 138.03 
    4                   132.30 
    5                   116.31 
    6                   123.62 
    7                   121.82 
    8                   137.60 
    9                   151.08 

 
 

TABLE 12 
 
 
 Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 2001 
 

Region   Routine Payment 
 

    1                 165.81 
    2                 153.93 
    3                 142.61 
    4                   140.19 
    5                   124.34 
    6                   132.40 
    7                   121.62 
    8                   145.20 
    9                   157.51 

 
 

TABLE 13 
 
 Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 2002 
 

Region   Routine Payment 
 

    1     171.57 
    2                 159.28 
    3                 147.57 
    4                   145.06 
    5                   128.66 
    6                   137.00 
    7                   125.85 
    8                   150.25 
    9                   162.98 
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TABLE 14 

 
Medicare Swing-Bed Rates – For Services Furnished During CALENDAR Year 2003 
 
 Region  Routine Payment 
 
     1          177.05 
     2          164.37 
     3          152.28 
     4          149.69 
     5          132.77 
     6          141.38 
     7          129.87 
     8          155.05 
     9          168.19 
 

TABLE 15 
 
Medicare Swing-Bed Rates – For Services Furnished During CALENDAR Year 2004 
 
 Region  Routine Payment 
 
     1          182.11 
     2          169.07 
     3          156.63 
     4          153.97 
     5          136.57 
     6          145.42 
     7          133.58 
     8          159.48 
     9          173.00 
 

TABLE 16 
 
Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 2005 
 

Region   Routine Payment 
 

    1           187.51 
    2           174.09 
    3           161.28 
    4           158.54 
    5           140.62 
    6           149.74 
    7           137.55 
    8           164.21 
    9           178.14 
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TABLE 17 

 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2006 

 
 Region   Routine Payment 

1        193.79 
2        179.92 
3        166.68 
4        163.85 
5        145.33 
6        154.75 
7        142.16 
8        169.71 
9        184.10 

 
TABLE 18 

 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2007 

 
Region  Routine Payment 
 
   1           200.42 
   2           186.08 
   3           172.39 
   4           169.46 
   5           150.30 
   6           160.05 
   7           147.03 
   8           175.52 
   9           190.40 
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TABLE 19 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2008 

 
 Region   Routine Payment 

1           206.90 
2          192.09 
3           177.96 
4           174.94 
5           155.16 
6           165.22 
7           151.78 
8           181.19 
9           196.55 
 

TABLE 20 
 

Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2009 
 

 Region   Routine Payment 
1           213.49 
2          198.21 
3           183.63 
4           180.51 
5           160.10 
6           170.48 
7           156.61 
8           186.96 
9           202.81 
 

TABLE 21 
 

Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2010 
 

 Region   Routine Payment 
1          217.79  
2         202.21 
3          187.33 
4          184.15 
5          163.33 
6          173.92 
7          159.77 
8          190.73 
9          206.90 
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TABLE 22 

 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2011 

 
 Region   Routine Payment 

1        222.67 
2        206.74 
3        191.52 
4        188.27 
5        166.99 
6        177.81 
7        163.35 
8        195.00 
9        211.53 
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300. PRINCIPLE 
Bad debts, charity, and courtesy allowances are deductions from revenue and are not to be included 
in allowable costs; however, bad debts attributable to the deductibles and coinsurance amounts are 
reimbursable under the Program. 
 
 
302. DEFINITIONS 
 
302.1 Bad Debts.--Bad debts are amounts considered to be uncollectible from accounts and notes 
receivable which are created or acquired in providing services. "Accounts receivable" and "notes 
receivable" are designations for claims arising from rendering services and are collectible in money 
in the relatively near future. 
 
302.2 Allowable Bad Debts.--Allowable bad debts are bad debts of the provider resulting from 
uncollectible deductibles and coinsurance amounts and meeting the criteria set forth in Section 308.  
Allowable bad debts must relate to specific deductibles and coinsurance amounts. 
 
302.3 Charity Allowances.--Charity allowances are reductions in charges made by the provider of 
services because of the indigence or medical indigence of the patient. 
 
302.4 Courtesy Allowances.--Courtesy Allowances are reductions in charges by the provider in 
the form of an allowance to physicians, clergy, members of religious orders, and others as approved 
by the governing body of the provider, for services received from the provider.  Reductions in 
charges made as employee fringe benefits, such as hospitalization and personnel health programs are 
not considered courtesy allowances. 
 
302.5 Deductible and Coinsurance Amounts.--Deductible and coinsurance amounts are amounts 
payable by beneficiaries for covered services received from providers of services, excluding medical 
and surgical services rendered by physicians and surgeons.  These deductibles and coinsurance 
amounts, including the blood deductible, must relate to inpatient hospital services, post-hospital 
extended care services, home health services, out-patient services, and medical and other health 
services furnished by a provider of services. 
 
 
304.  BAD DEBTS UNDER MEDICARE 
 
Bad debts resulting from deductible and coinsurance amounts which are uncollectible from 
beneficiaries are not includable as such in the provider's allowable costs; however, unrecovered costs 
attributable to such bad debts are considered in the Program's calculation of reimbursement to the 
provider. 
 
The allowance of unrecovered costs attributable to such bad debts in the calculation of 
reimbursement by the Program results from the expressed intent of Congress that the costs of 
services covered by the Program will not be borne by individuals not covered, and the costs of 
services not covered by the Program will not be borne by the Program. Payment for 
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deductibles and coinsurance amounts is the responsibility of the beneficiaries.  However, the inability 
of the provider to collect deductibles and coinsurance amounts from beneficiaries of the Program 
could result in part of the costs of covered services being borne by others who are not beneficiaries 
of the Program.  Therefore, to assure that costs of covered services are not borne by others because 
Medicare beneficiaries do not pay their deductibles and coinsurance amounts, the Medicare Program 
will reimburse the provider for allowable bad debts, not to exceed the total amount of unrecovered 
costs of covered services furnished to all beneficiaries.  In the determination of unrecovered costs 
due to bad debts, the Medicare Program is considered as a whole without distinction between Part A 
and Part B of the Program. 
 
 
305. EFFECT OF THE WAIVER OF LIABILITY PROVISION ON BAD DEBTS 
 

A. Beneficiary Liability.--The waiver of liability provision of the law protects a beneficiary 
from liability for payments to a provider for noncovered services when (l) the services are found to 
be not reasonable and necessary or to involve custodial care (i.e., excluded from coverage under 
section l862(a)(l) or (9) of the Social Security Act), and (2) the beneficiary did not know or could not 
reasonably be expected to have known that the services were not covered.  Where the beneficiary had 
knowledge that the services were not covered, liability will remain with the beneficiary. 
 

B. Provider Not Accountable.--The program will reimburse the provider for the services if the 
provider did not know and could not reasonably be expected to have known that the services were 
not covered and the beneficiary had no knowledge as described n paragraph A.  If the provider has 
such knowledge, it will assume accountability for the noncovered services.  Where neither the 
provider nor the beneficiary is found accountable, the provider's charges for the services and the 
patient days are recorded as Medicare charges and Medicare patient days.  The provider is entitled to 
collect from the beneficiary the amounts that would have represented the deductible and coinsurance 
amounts.  If these amounts are not collected, they can be reimbursed under the Medicare bad debt 
provision (see 304) since the effect of the waiver of liability provision is to reimburse the provider as 
it would have been reimbursed had the services been covered. 
 

C. Provider Accountable.--Where the provider is found accountable, any bad debts the 
provider experiences from such a program decision (i.e., those charges the provider cannot collect 
from the beneficiary) cannot be reimbursed under the Medicare bad debt provision as defined in 
§302.  Provider costs attributable to these noncovered services furnished a beneficiary where the 
beneficiary's liability to the provider has been waived must be included in a provider's total costs for 
cost report purposes.  The provider's charges for the services and the patient days must be shown as 
non-Medicare charges and non-Medicare patient days.  The provider is nevertheless entitled to 
collect from the beneficiary the amounts that would have represented the deductible and coinsurance 
amounts had the services been covered.  If these 
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amounts are not collected, however, they cannot be reimbursed under the Medicare bad debt 
provision since they apply to services held to be not covered. (See §306 below.) 
 
306. BAD DEBTS RELATING TO NONCOVERED SERVICES OR TO 

NONBENEFICIARIES 
 
If a beneficiary does not pay for services which are not covered by Medicare, the bad debts 
attributable to these services are not reimbursable under the Medicare program. Likewise, bad 
debts arising from services to non-Medicare patients are not reimbursable under the program. 
 
Services which are not covered are defined generally in the following Health Insurance Manuals: 
 

CMS-Pub. 10 Hospital Manual - §260 
CMS-Pub. 11 Home Health Agency Manual - §§230 and 232 
CMS-Pub. 12 Skilled Nursing Facility Manual - §240 

 
308. CRITERIA FOR ALLOWABLE BAD DEBT 
 
A debt must meet these criteria to be an allowable bad debt: 
 

1. The debt must be related to covered services and derived from deductible and 
coinsurance amounts.  (See §305 for exception.) 
 

2. The provider must be able to establish that reasonable collection efforts were made. 
 

3. The debt was actually uncollectible when claimed as worthless. 
 

4. Sound business judgment established that there was no likelihood of recovery at any 
time in the future. 
 
310. REASONABLE COLLECTION EFFORT 
 
To be considered a reasonable collection effort, a provider's effort to collect Medicare deductible 
and coinsurance amounts must be similar to the effort the provider puts forth to collect 
comparable amounts from non-Medicare patients.  It must involve the issuance of a bill on or 
shortly after discharge or death of the beneficiary to the party responsible for the patient's 
personal financial obligations.  It also includes other actions such as subsequent billings, 
collection letters and telephone calls or personal contacts with this party which constitute a 
genuine, rather than a token, collection effort. The provider's collection effort may include using 
or threatening to use court action to obtain payment. (See §312 for indigent or medically indigent 
patients.) 
 

A. Collection Agencies.--A provider's collection effort may include the use of a 
collection agency in addition to or in lieu of subsequent billings, follow-up letters, 
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telephone and personal contacts.  Where a collection agency is used, Medicare expects the 
provider to refer all uncollected patient charges of like amount to the agency without regard to 
class of patient.  The "like amount" requirement may include uncollected charges above a 
specified minimum amount.  Therefore, if a provider refers to a collection agency its uncollected 
non-Medicare patient charges which in amount are comparable to the individual Medicare 
deductible and coinsurance amounts due the provider from its Medicare patient, Medicare 
requires the provider to also refer its uncollected Medicare deductible and coinsurance amounts 
to the collection agency. Where a collection agency is used, the agency's practices may include 
using or threatening to use court action to obtain payment. 
 

B. Documentation Required.--The provider's collection effort should be documented in 
the patient's file by copies of the bill(s), follow-up letters, reports of telephone and personal 
contact, etc. 
 
310.1 Collection Fees.--Where a provider utilizes the services of a collection agency and the 
reasonable collection effort described in §310 is applied, the fees the collection agency charges 
the provider are recognized as an allowable administrative cost of the provider. 
 
When a collection agency obtains payment of an account receivable, the full amount collected 
must be credited to the patient's account and the collection fee charged to administrative costs.  
For example, where an agency collects $40 from the beneficiary, and its fee is 50 percent, the 
agency keeps $20 as its fee for the collection services and remits $20 (the balance) to the 
provider.  The provider records the full amount collected from the patient by the agency ($40) in 
the patient's account receivable and records the collection fee ($20) in administrative costs.  The 
fee charged by the collection agency is merely a charge for providing the collection service, and, 
therefore, is not treated as a bad debt. 
 
310.2 Presumption of Noncollectibility.--If after reasonable and customary attempts to collect a 
bill, the debt remains unpaid more than 120 days from the date the first bill is mailed to the 
beneficiary, the debt may be deemed uncollectible. 
 
312. INDIGENT OR MEDICALLY INDIGENT PATIENTS 
 
In some cases, the provider may have established before discharge, or within a reasonable time 
before the current admission, that the beneficiary is either indigent or medically indigent.  
Providers can deem Medicare beneficiaries indigent or medically indigent when such individuals 
have also been determined eligible for Medicaid as either categorically needy individuals or 
medically needy individuals, respectively.  Otherwise, the provider should apply its customary 
methods for determining the indigence of patients to the case of the Medicare beneficiary under 
the following guidelines: 
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A.  The patient's indigence must be determined by the provider, not by the patient; i.e., a 
patient's signed declaration of his inability to pay his medical bills cannot be considered proof of 
indigence; 
 

B.  The provider should take into account a patient's total resources which would include, but 
are not limited to, an analysis of assets (only those convertible to cash, and unnecessary for the 
patient's daily living), liabilities, and income and expenses.  In making this analysis the provider 
should take into account any extenuating circumstances that would affect the determination of the 
patient's indigence; 
 

C.  The provider must determine that no source other than the patient would be legally 
responsible for the patient's medical bill; e.g., title XIX, local welfare agency and guardian; and 
 

D.  The patient's file should contain documentation of the method by which indigence was 
determined in addition to all backup information to substantiate the determination. 
 
Once indigence is determined and the provider concludes that there had been no improvement in the 
beneficiary's financial condition, the debt may be deemed uncollectible without applying the §310 
procedures.  (See §322 for bad debts under State Welfare Programs.) 
 
 
314.  ACCOUNTING PERIOD FOR BAD DEBTS 
 
Uncollectible deductibles and coinsurance amounts are recognized as allowable bad debts in the 
reporting period in which the debts are determined to be worthless.  Allowable bad debts must be 
related to specific amounts which have been determined to be uncollectible.  Since bad debts are 
uncollectible accounts receivable and notes receivable, the provider should have the usual accounts 
receivable records-ledger cards and source documents to support its claim for a bad debt for each 
account included.  Examples of the types of information to be retained may include, but are not 
limited to, the beneficiary's name and health insurance number; admission/discharge dates for Part A 
bills and dates of services for Part B bills; date of bills; date of write-off; and a breakdown of the 
uncollectible amount by deductible and coinsurance amounts.  This proposed list is illustrative and 
not obligatory. 
 
316.  RECOVERY OF BAD DEBTS 
 
Amounts included in allowable bad debts in a prior period might be recovered in a later reporting 
period.  Treatment of such recoveries under the program is designed to achieve the same effect upon 
reimbursement as in the case where the amount was uncollectible. 
 
Where the provider was reimbursed by the program for bad debts for the reporting period in which 
the amount recovered was included in allowable bad debts, reimbursable costs in the period of 
recovery are reduced by the amounts recovered.  However, such reductions in reimbursable costs 
should not exceed the bad debts reimbursed for the applicable prior period. 
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Where the provider was not reimbursed by the program for bad debts for the reporting period in 
which the amount recovered was included in allowable bad debts, reimbursable costs in the period of 
recovery are not reduced. 
 
320.  METHODS OF DETERMINING BAD DEBT EXPENSE 
 
320.1 Direct Charge-Off.--Under the direct charge-off method, accounts receivable are analyzed 
and a determination made as to specific accounts which are deemed uncollectible.  The amounts 
deemed to be uncollectible are charged to an expense account for uncollectible accounts.  The 
amounts charged to the expense account for bad debts should be adequately identified as to those 
which represent deductible and coinsurance amounts applicable to beneficiaries and those which are 
applicable to other than beneficiaries or which are for other than covered services.  Those bad debts 
which are applicable to beneficiaries for uncollectible deductible and coinsurance amounts are 
included in the calculation of reimbursable bad debts.  (See §§300, 302.2, 314, and 316.) 
 
320.2 Reserve Method.--Bad debt expenses computed by use of the reserve method are not 
allowable bad debts under the program.  However, the specific uncollectible deductibles and 
coinsurance amounts applicable to beneficiaries and charged against the reserve are includable in the 
calculation of reimbursable bad debts.  (See §308.) 
 
Under the reserve method, providers estimate the amount of bad debts that will be incurred during a 
period, and establish a reserve account for that amount.  The amount estimated as bad debts does not 
represent any particular debts, but is based on the aggregate of receivables or services. 
 
322.  MEDICARE BAD DEBTS UNDER STATE WELFARE PROGRAMS 
 
Prior to 1968, title XIX State plans under the Federal medical assistance programs were required to 
pay the Part A deductible and coinsurance amounts for inpatient hospital services furnished through 
December 31, 1967.  Any such deductible or coinsurance amounts not paid by the State were not 
allowable as a bad debt. 
 
Effective with the 1967 Amendments, States no longer have the obligation to pay deductible and 
coinsurance amounts for services that are beyond the scope of the State title XIX plan for either 
categorically or medically needy persons.  For example, a State which covers hospital care for only 
30 days for Medicaid recipients is not obligated (unless made part of the State title XIX plan) to pay 
all or part of the Medicare coinsurance from the 61st day on.  For services that are within the scope 
of the title XIX plan, States continue to be obligated to pay the full deductible and coinsurance for 
categorically needy persons for most services, but can impose some cost sharing under the plan on 
medically needy persons as long as the amount paid is related to the individual's income or resources. 
 
Where the State is obligated either by statute or under the terms of its plan to pay all, or any part, of 
the Medicare deductible or coinsurance amounts, those amounts are not 
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allowable as bad debts under Medicare.  Any portion of such deductible or coinsurance amounts that 
the State is not obligated to pay can be included as a bad debt under Medicare, provided that the 
requirements of §312 or, if applicable, §310 are met. 
 
In some instances, the State has an obligation to pay, but either does not pay anything or pays only 
part of the deductible or coinsurance because of a State payment "ceiling."  For example, assume that 
a State pays a maximum of $42.50 per day for SNF services and the provider's cost is $60.00 a day.  
The coinsurance is $32.50 a day so that Medicare pays $27.50 ($60.00 less $32.50).  In this case, the 
State limits its payment towards the coinsurance to $15.00 ($42.50 less $27.50).  In these situations, 
any portion of the deductible or coinsurance that the State does not pay that remains unpaid by the 
patient, can be included as a bad debt under Medicare, provided that the requirements of §312 are 
met. 
 
If the State is not participating under title XIX, but State or local law requires the welfare agency to 
pay the deductible and coinsurance amounts, any such amounts are not includable in allowable bad 
debts.  If neither the title XIX plan nor State or local law requires the welfare agency to pay the 
deductible and coinsurance amounts, there is no requirement that the State be responsible for these 
amounts.  Therefore, any such amounts are includable in allowable bad debts provided that the 
requirements of §312 or, if applicable, §310 are met. 
 
 
324. PROVIDER-BASED PHYSICIANS--PROFESSIONAL COMPONENT NOT A BAD 

DEBT 
 
The professional component of a provider-based physician's remuneration is not recognized as an 
allowable bad debt in the event the provider is unable to collect the charges for the professional 
services of such physicians.  Bad debts are recognized only if they relate to a provider's "allowable" 
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costs.  "Allowable" costs pertain only to covered services for which the provider can bill on its own 
behalf under Part A and Part B.  They do not pertain to costs of services the provider might bill on 
behalf of the provider-based physician.  Technically, the professional component is a physician 
charge, not a provider cost.  Thus, considering physician reimbursement as a provider cost in 
determining allowable bad debts would not be in conformance with the law. 
 
326. APPLYING COLLECTIONS FROM BENEFICIARIES 
 
When a beneficiary or a third party on behalf of the beneficiary makes a partial payment of an 
amount due the provider, which is not specifically identified as to which debt it is intended to satisfy, 
the payment is to be applied proportionately to Part A deductibles and coinsurance, Part B 
deductibles and coinsurance and noncovered services.  The basis for proration of partial payments is 
the proportionate amount of amounts owed in each of the categories. 
 
328. CHARITY, COURTESY, AND THIRD-PARTY PAYER ALLOWANCES--COST 

TREATMENT 
 
Charity, courtesy, and third-party payer allowances are not reimbursable Medicare costs. Charges 
related to services subject to these allowances should be recorded at the full amount charged to all 
patients, and the allowances should be appropriately shown in a revenue reduction account.  The 
amount reflecting full charges must then be used as applicable to apportion costs and in determining 
customary charges for application of the lower of costs or charges provision. 
 
Example - The provider entered into an agreement with a third-party payer to render services at 25 
percent below charges.  Accordingly, for an X-ray service with a charge of $40, the provider billed 
the third party payer $30.  The charge of $40 would be used to apportion costs and the $10 allowance 
would be recorded in a revenue reduction account. 
 
331. CREDIT CARD COSTS 
Reasonable charges made by credit card organizations to a provider are recognized as allowable 
administrative costs.  Credit card charges incurred by a provider of services represent costs incurred 
for prompt collection of accounts receivable.  These charges have come to be recognized as a 
substitute for the costs that would otherwise be incurred for credit administration (e.g., credit 
investigation and collection costs). 
 
332. ALLOWANCE TO EMPLOYEES 
Allowances, or reduction in charges, granted to employees for medical services as fringe benefits 
related to their employment are not considered courtesy allowances.  Employee allowances are 
usually given under employee hospitalization and personnel health programs. 
 
The allowances themselves are not costs since the costs of the services rendered are already included 
in the provider's costs.  However, any costs of the services not recovered by the provider from the 
charge assessed the employee are allowable costs. 
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332.1 Method for Including Unrecovered Cost.--The unrecovered cost of services furnished to 
employees as fringe benefits may be included in allowable costs by treating the amount actually 
charged to the employees as a recovery of costs.  Where the cost of the service exceeds the amount 
charged to the employee, the amount charged to the employee would be applied as a reduction in the 
costs of the particular department(s) rendering the services.  If costs should be apportioned by the 
RCCAC Method, all charges related to employees' services would be subtracted from the total 
charges used to apportion such costs, so that unrecovered costs relating to employees' allowances 
would be apportioned between Medicare patients and other patients.  Likewise, where an average 
cost per diem is used to apportion costs, the days applicable to the employees who received the 
allowances should be removed from the total days used to apportion costs. 
 
Where the amount charged to an employee exceeds the costs of the services provided, there is no 
unrecovered cost and, therefore, no cost of fringe benefit.  In this case, the amount charged to the 
employee is not offset against the department costs and the charges for the services given to the 
employee are not deleted from the total charges. The services furnished to employees are treated the 
same as services furnished to any other patients. 
 

A. Example (Where Departmental Costs are Equivalent to 90% of Charges).- 
 

Gross Charges Costs 
 
Other than Employees 

Medicare---------------------------- $   900 
Non-Medicare----------------------   1,800 

$2,700 
Employees      300 

Total--------------------------------- $3,000 $2,700         
        
 Computation of employee fringe 

benefit (30% discount): 
To be collected--70% of $300  ($210) 
Cost applicable to service 

provided (90% x $300)       270 
Unrecovered Cost---------------------  $     60     
 
Total charges-------------------------- $3,000 Total costs $2,700 
Less: Employee charges--------------      300 Employee payment      210 

           (Amount charged) 
Adjusted charges---------------------- $2,700 Adjusted cost $2,490  
 
Payment by Medicare--900/2700 x $2,490 = $830 
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The unrecovered cost of $60 remains in the departmental costs and is apportioned among the 
users of the department other than employees. 
 

B. Example (Where Departmental Costs are Equivalent to 50% of Charges).-- 
 

Gross Charges   Costs 
 
Other than Employees 

Medicare----------------   $   900 
Non-Medicare----------    1,800 

 $2,700 
Employees--------------------       300 

 _____ 
Total-----------------------  $3,000   $1 500 

 
Computation of employee 

fringe benefit (30% 
discount): 

To be collected--70% of $300     ($2l0) 
Cost applicable to service 
  provided (50% x $300)        l50  
Excess of amount charged 

to employees over cost      $   60  
Unrecovered Cost-----------        None 
Payment by Medicare 

(900/3,000 x $l,500)--      $ 450  
 
 
334. EXAMPLES:  COMPUTATION OF BAD DEBTS REIMBURSABLE UNDER THE 

PROGRAM 
 
334.1 Computation under Part A.-- Under Part A, deductible and coinsurance amounts are 
subtracted from the program's share of allowable costs in determining the amount reimbursable.  
Therefore, any uncollectible deductible and coinsurance amounts under Part A represent 
unrecovered costs to the provider.  Bad debts reimbursable under the program are included in 
Medicare reimbursement under part A as follows: 
 
Cost of covered services for Medicare 

patients------------------------     $160,000  
Deductible and coinsurance billed 

to Medicare patients (from provider's 
records)------------------------   $8,500 

Less: Allowable bad debts for 
deductible and coinsurance less 
amount recovered in excess of 
costs under Part B------------    1,500     7,000  

Balance due provider for covered 
services------------------------     $153,000  

 
(See § 334.2, Example C, for offset to allowable bad debts.) 
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334.2 Computation Under Part B.-- Under Part B, the amount reimbursable by the program 
(exclusive of bad debts) is determined by applying 80% to the reasonable cost of covered 
services furnished to beneficiaries, after application of the deductible provisions. The remaining 
20% of the reasonable cost should be recovered from the beneficiary through the coinsurance 
amount of 20% of the charges.  Where the provider's charges exceed costs, coinsurance amounts 
contain an amount in excess of costs.  Where charges are lower than costs, coinsurance amounts 
are less than the equivalent percentage of costs.  Since the program reimburses the provider for 
the unrecovered costs resulting from beneficiaries' allowable bad debts, a calculation must be 
made to determine whether or not there are any such unrecovered provider costs and whether and 
to what extent the provider may be reimbursed for bad debts in order to offset any such 
unrecovered costs. 
 
Where the provider recovers an amount in excess of the total Part B costs of the Medicare 
program reimbursement by the program, together with deductibles and coinsurance amounts 
collectible from beneficiaries, allowable bad debts under Part A are reduced by the amount of 
this excess. 
 
The cost reports provide a special schedule for making this calculation. 
 
The following examples illustrate the method to be used and the results that could be obtained 
under the different conditions. 
 

A. Example:  Provider Charges Higher Than Costs--Part B Services.-- 
 
  1. Total gross charges, all patients ----------------------------------------     $180,000 
  2. Total program charges--------------------------------------------------          45,000 
  3. Percent of program charges------------------------------------------- --             25% 
 
  4. Total cost of covered services ------------------------------------------     $150,000 
 
  5. 25% of cost applicable to beneficiaries -------------------------------     $  37,500 
  6. Less:  Deductibles billed to beneficiaries -----------------------------           2,000 
  7. Net Cost --------------------------------------------------------------------     $  35,500 

 
  8. 80% of net cost applicable to program --------------------------------     $ 28,400 
  9. Less: Amount received or receivable from contractor 

or SSA ---------------------------------------------------------------------        25,560 
10. Balance due provider or program --------------------------------------     $   2,840 
11. Add: Reimbursable bad debts (line 20 below) -----------------------          2,500 
12. Balance due provider or program (line 20 plus 11)------------------     $   5,340 
 

Computation of Reimbursable Bad Debts 
 
13. Total costs applicable to Part B ----------------------------------------     $  37,500 
14. Less: 80% of net costs applicable to Part B --------------------------         28,400 
15. Balance of costs to be recovered from beneficiaries ----------------     $    9,100 
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16. Deductible and coinsurance to beneficiaries ($2,000  

plus $8,600) -----------------------------------------------------------------------------     $  10,600 
17. Less: Uncollectible deductible and coinsurance -----------------------------------           4,000 
18. Net deductible and coinsurance billed to beneficiaries 

(if line 18 is equal to or greater than line 15, do 
not complete lines 19 and 20) ---------------------------------------------------------     $    6,600 

19. Unrecovered costs from program ($9,100 minus $6,600) 
(line 15 less line 18) --------------------------------------------------------------------     $    2,500 

20. Reimbursable bad debts (lesser of line 17 or line 19 ------------------------------     $    2,500 
 

B.     Example:  Provider Charges Lower Than Costs--Part B Services.-- 
 
  1. Total gross charges, all patients ------------------------------------------------------     $180,000 
  2. Total program charges -----------------------------------------------------------------         45,000 
  3. Percent of program charges -----------------------------------------------------------             25% 
  4. Total cost of covered services --------------------------------------------------------     $200,000 
  5. 25% of cost applicable to beneficiaries ----------------------------------------------     $  50,000 
  6. Less: Deductibles billed to beneficiaries --------------------------------------------     $    2,000 
  7. Net Cost ----------------------------------------------------------------------------------     $  48,000 
  8. 80% of net cost applicable to program ----------------------------------------------     $  38,400 
  9. Less: Amount received or receivable from contractor 

of SSA ------------------------------------------------------------------------------------         34,560 
10. Balance due provider or program ----------------------------------------------------     $    3,840 
11. Add: Reimbursable bad debts (line 20 below) -------------------------------------           4,000 
12. Balance due provider or program (lines 10 plus 11) -------------------------------     $    7,840 
 
 

Computation of Reimbursable Bad Debts 
 
13. Total costs applicable to Part B -------------------------------------------------------     $  50,000 
14. Less: 80% of net costs applicable to Part B -----------------------------------------         38,400 
15. Balance of costs to be recovered from beneficiaries -------------------------------     $  11,600 
 
16. Deductible and coinsurance billed to program ($2,000 

plus $8,600) -----------------------------------------------------------------------------     $  10,600 
17. Less: Uncollectible deductible and coinsurance -----------------------------------           4,000 
18. Net deductible and coinsurance billed to beneficiaries 

(if line 18 is equal to or greater than line 15 do not 
complete lines 19 and 20) -------------------------------------------------------------     $    6,600 

19. Unrecovered costs from program ($11,600 minus $6,600) 
(line 15 less line 18) --------------------------------------------------------------------     $    5,000 

20. Reimbursable bad debts (lesser of line 17 or line 19) -----------------------------     $    4,000 
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C. Example:  Provider Charges Higher than Costs--Part B Services Collections by 
Provider Exceed Costs).-- 
 
  1. Total gross charges all patients -------------------------------------------------------     $180,000 
  2. Total program charges -----------------------------------------------------------------         45,500 
  3. Percent of program charges -----------------------------------------------------------             25% 
 
  4. Total cost of covered services --------------------------------------------------------     $150,000 
 
  5. 25% of cost applicable to beneficiaries ----------------------------------------------     $  37,500 
  6. Less: Deductible billed to beneficiaries ---------------------------------------------           2,000 
  7. Net Cost ----------------------------------------------------------------------------------     $  35,500 
 
  8. 80% of net cost applicable to program ----------------------------------------------     $  28,400 
  9. Less: Amount received or receivable from intermediary 

or SSA ------------------------------------------------------------------------------------         25,560 
10. Balance due provider or program ----------------------------------------------------     $    2,840 
11. Add: Reimbursable bad debts (line 20 below) -------------------------------------           -0---  
12. Balance due provider or program (lines 10 plus 11) -------------------------------     $    2,840 
 
 

Computation of Reimbursable Bad Debts 
 
13. Total costs applicable to Part B -------------------------------------------------------     $  37,500 
14. Less: 80% of net costs applicable to Part B -----------------------------------------         28,400 
15. Balance of costs to be recovered from beneficiaries -------------------------------     $    9,100 
 
16. Deductibles and coinsurance billed to beneficiaries 

($2,000 plus $8,600) -------------------------------------------------------------------     $  10,600 
17. Less: Uncollectible deductible and coinsurance -----------------------------------           1,000   
18. Net  deductible and coinsurance billed to beneficiaries ---------------------------     $    9,000 
 
19. Unrecovered costs from program (line 15 less line 18) ---------------------------     $    (500) 
20. Reimbursable bad debts (less of line 17 or line 19) -------------------------------           -0---  

 
* Amount collected in excess of costs in transferred to computation of reimbursable and bad 

debts under part A and reduces allowable bad debts under Part A.  (See § 334.1.) 
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400.  PRINCIPLE 
 
The net cost of approved educational activities is an allowable cost. 
 
402.  DEFINITIONS 
 
402.1 Approved Educational Activities.--Approved educational activities mean formally 
organized or planned programs of study operated or supported by an institution, as distinguished 
from "on-the-job," "inservice," or similar work-learning programs.  To be an allowable cost, the 
educational activity must be: 
 

A. Designed to enhance the quality of health care in the institution or to improve the 
administration of the institution. 
 

B. Where required, licensed by State law.  (The cost of educational and training 
programs approved by a county or local agency but which are not licensed by the State as required 
will not be recognized as allowable cost.) 
 

C. Where licensing is not required, approved by the recognized professional organization 
for the particular activity. 
 
402.2  Net Cost.--The net cost means the direct and general service cost of approved educational 
activities (including stipends of trainees, compensation of teachers, and other costs) less any 
reimbursement from grants, tuition and donations received for educational purposes. 
 
However, for cost-reporting periods beginning on or after January 1, 1978, grants and donations 
designated to support internship and residency programs in family medicine, general internal 
medicine, or general pediatrics are not deducted in calculating net costs. 
 
The net cost of approved educational activities cannot include any cost of usual patient care as 
explained in § 502.2. 
 
EXAMPLE: A hospital has set aside beds as a teaching unit and residents of the hospital's 
approved educational program generally provide the physician care for the Medicare and non-
Medicare beneficiaries occupying these beds.  The hospital wishes to consider as educational costs 
the unrecovered cost or charges of usual patient care rendered to these patients. 
 
It must be recognized that there are two components of cost in furnishing services to these teaching 
patients--net educational costs (as defined in the first sentence of this section) and usual patient care 
costs as defined in § 502.2.  A hospital may not allocate the unrecovered cost or the unrecovered 
charges of usual patient care for this unit as an educational cost. If this allocation is made, Medicare 
would be reimbursing the provider for services furnished non-Medicare beneficiaries.  Medicare 
reimburses its share of the patient care for this unit in the same way it reimburses for patient care 
services of Medicare patients in other units of the hospital.  A separate routine cost center for these 
beds may not be established for the purpose of identifying unrecovered costs to be claimed as net 
costs of approved educational activities. 
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402.4 Approving Bodies.--Approving bodies are those organizations and associations which 
recognize the professional stature of medical or paramedical educational programs at the national 
level.  (See § 404 for examples of organizations and associations in this category.) 
 
404.  APPROVED PROGRAMS 
 
In addition to approved medical, osteopathic, dental, and, for cost-reporting periods beginning after 
December 3l, l972, podiatry internships and residency programs, recognized professional and 
paramedical education and training programs now being conducted by provider institutions and their 
approving bodies include the following: 
 

Program     Approving bodies 
 

(l) Cytotechnology.... ...........    Committee on Allied Health, 
Education, and Accreditation 
(CAHEA) in collaboration with the 
Board of Schools of Medical 
Technology, American Society of 
Clinical Pathologists. 

 
(2) Dietetic internships.........   The American Dietetic  Association. 

 
(3) Hospital administration 

residencies..................   Members of the Association of 
University Programs in Hospital 
Administration. 

 
(4) Inhalation therapy...........   Committee  on Allied Health, 

Education, and Accreditation 
(CAHEA) in collaboration with the 
Board of Schools of Inhalation 
Therapy. 

 
(5) Medical records..............   Committee on Allied Health, 

Education, and Accreditation 
(CAHEA) in collaboration with the 
Committee on Education and 
Registration of the American 
Association of Medical Record 
Librarians. 

 
(6) Medical technology...........   Committee on Allied Health, 

Education, and Accreditation (CAHEA) 
in collaboration with the Board of 
Schools of Medical Technology, 
American Society of Clinical 
Pathologists. 
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(7) Nurse anesthetists...........   The American Association of Nurse 
Anesthetists. 

 
(8) Professional nursing.........   Approved by the respective State 

approving authorities.  Reported for the 
United States by the National League 
for Nursing. 

 
(9) Practical nursing............   Approved by the respective State 

approving authorities. Reported for the 
United States by the National League 
for Nursing. 

 
(10) Occupational therapy.........   Committee on Allied Health, 

Education, and Accreditation 
(CAHEA) in collaboration with the 
Council on Education of the American 
Occupational Therapy Association. 

 
(11) Pharmacy residencies.........   American Society of Hospital 

Pharmacists. 
 

(12) Physical therapy.............   Committee on Allied Health, 
Education, and Accreditation 
(CAHEA) in collaboration with the 
American Physical Therapy 
Association. 

 
(13) X-ray technology.............   Committee on Allied Health, 

Education, and Accreditation 
(CAHEA) in collaboration with the 
American College of Radiology. 

 
404.1  Interns and Residents.-- 
 

A. Under Approved Teaching Program.--To be allowable, a medical internship or 
residency training program must be approved by the appropriate approving body or, in the case of an 
osteopathic hospital, approved by the Committee on Hospitals of the Bureau of Professional 
Education of the American Osteopathic Association.  Intern or residency programs in the field of 
dentistry in a hospital or osteopathic hospital must have the approval of the Council on Dental 
Education of the American Dental Association.  For cost-reporting periods beginning after December 
3l, l972, the costs of a teaching program for interns or residents in the field of podiatry and the costs 
of services they render are allowable costs if the program is approved by the Council of Podiatry 
Education of the American Podiatry Association. 
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B. Not Under Approved Teaching Program.--Some institutions employing interns and 
residents may not have any teaching programs.  In such cases the cost of services furnished Medicare 
patients by the interns and residents are reimbursable under Part B. In these cases there are no 
educational costs. 
 
Other institutions employing interns and residents may have unapproved programs.  The costs of 
services furnished by these interns and residents are covered under Part B, but the costs of the 
unapproved educational program are not allowable under Part A or Part B.  Where the unapproved 
program is not allowable, administrative costs related to teaching activities incurred by physicians or 
others must be reduced by the appropriate amount applicable to these teaching activities.  Such 
adjustments may be made on the basis of time records, if available; schedules established for 
teaching sessions; or on the provider's estimate of time spent by physicians or others. 
 
404.2  Costs of Approved Nursing and Paramedical Education Programs.--The responsibility for 
operating and supporting approved educational programs which are necessary to meet the 
community's needs for nursing and paramedical personnel should be borne by the community.  
Where the community has not yet recognized and accepted this responsibility, the Medicare program 
does participate appropriately in the support of such approved programs as are operated by providers 
in conjunction with their patient care activities.  However, it is not intended that Medicare should be 
responsible for expenditures by a provider in subsidizing such programs that are operated by other 
organizations where the provider receives no, or disproportionately little, benefit for the amount it 
expends. 
 
Accordingly, a provider's reasonable costs associated with approved nursing and paramedical 
education programs are allowable as follows: 
 

A. Provider-Operated Programs.--Costs incurred in these programs including costs of 
classroom training and costs of clinical training are allowable. 
 

B. Non-provider-Operated Programs Supported by Providers.--The manner in which 
provider support whether in cash or in kind is furnished may vary depending on the circumstances.  
The classroom portion of these programs is often, but not always, conducted in a non-provider 
setting.  The clinical training portion generally is conducted in a provider or other health care setting. 
 Costs incurred for the clinical training at the provider are allowable.  Costs incurred which are 
related to the classroom portion are allowable if the following three criteria are met. 
 

1. The provider's support does not constitute a redistribution of non-provider costs to the 
provider. 
 

The support must be in addition to the costs already being incurred by the non-provider 
operated program.  If the nonprovider reduces its costs due to receiving provider support, such 
reduction constitutes a redistribution of cost from an education institution to a patient care institution 
and as such is not an allowable provider cost (regulation §405.421(c)). 
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2. The provider is receiving a benefit for the support it furnishes. 
 

3. The provider's support is less than the cost the provider would be expected to incur 
with a program of its own. 
 
    C.  Examples of Provider Support.-- 
 

1. A provider begins support of a new, or an expansion of an existing, nonprovider 
program for the purpose of assuring an adequate supply of trained staff not otherwise available in the 
area.  Criterion 1 is met because the support is for costs not previously borne by the nonprovider.  
Criterion 2 is met because the provider is receiving a benefit, i.e., assurance of availability of trained 
staff, for the support it furnishes.  For criterion 2 to continue to be met, the provider must be able to 
document on an ongoing basis that it continues to receive a supply of trained staff. Criterion 3 is met 
if the provider can document that it incurs less cost under this arrangement than with a program of its 
own. 
 

2. A provider agrees to support a nonprovider program already supported by other 
providers in order to assure itself an adequate supply of trained staff not otherwise available in the 
area.  There is no increase in the total amount of support being made by all of the participating 
providers except for increases reasonably related to inflation. Criterion 1 is met because the provider 
is not bearing costs previously borne by the nonprovider but rather costs that were borne by the other 
providers.  Criterion 2 is met so long as the provider can document that it continues to receive the 
benefit of a supply of trained staff for the support it furnishes.  Criterion 3 is met if the provider can 
document that it incurs less cost under this arrangement than with a program of its own. 
 
 

D. Clinical Training Conducted In a Provider Setting Where Classroom Training Costs Are 
Not Allowable.--Costs of clinical training are allowable provided the training is conducted in 
conjunction with an approved program and relates to the care of provider patients. 
 
 

E. Moratorium on Recoupment of Overpayments Attributable to Nursing and Allied Health 
Education Costs.--Section 6205(b)(1) of OBRA 1989 (PL 101-239) imposed a moratorium on the 
recoupment of Medicare overpayments to hospitals for passthrough costs related to approved nursing 
and allied health education programs.  Section 4004(b)(3)(A) of OBRA 1990 (PL 101-508) 
indefinitely prohibits the recoupment of these overpayments.  The prohibition on recoupment applies 
to all hospital cost reporting periods beginning on and after October 1, 1983 and before October 1, 
1990. 
 
The moratorium on recoupment applies to overpayments attributable to the costs of approved nursing 
and allied health education programs that were determined not to meet the definition of allowable 
costs for the pass-through because the programs were not operated by the hospital.  Intermediaries 
were instructed to discontinue any overpayment actions on these costs.  All cost reports that 
contained nursing and allied health education costs that were determined not to be eligible for the 
pass-through and payment under §1861(v)(1) of the Act are subject to reopening if a hospital 
believes it qualifies for a refund under this provision.  Payment amounts recouped are to be refunded 
by the intermediary (including any interest collected).  No additional interest is payable on the 
amounts to be refunded. 
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The provisions of the moratorium do not provide for recognition of costs for nursing and allied 
health education programs unless those costs are allowable under the principles of reasonable cost 
reimbursement had the hospital been the operator of the program and incurred the cost.  That is, to be 
payable under the moratorium, the costs must have been directly incurred by the hospital or a related 
organization for a nonhospital-operated approved program and must be costs that would have been 
allowable if directly incurred by a hospital in connection with a hospital-operated program.  In 
addition, revised cost reports submitted after the enactment of OBRA 1989 (December 19, 1989) 
containing costs for nursing and allied health education that were not included in the originally 
submitted cost report for that fiscal year are not to be accepted for the purpose of this provision. 
 
If a hospital received interim payments throughout the entire cost reporting period that included an 
amount for nursing and allied health education costs and those costs were subsequently disallowed, 
the hospital has incurred an overpayment subject to the moratorium and is due a refund.  If a hospital 
received no amount for these costs in any of its interim payments for the cost reporting period, the 
hospital is not due any refund on amounts that were included on the cost report and disallowed in the 
final Notice of Program Reimbursement (NPR), regardless of costs included in any tentative 
settlements prior to issuance of the NPR.   
 
In some situations, a hospital may have received interim payments that included an amount for 
nursing and allied health education costs only for a portion of its cost reporting period.  The hospital 
may have subsequently been notified during its cost reporting period that these costs were not 
allowable.  To determine the amount of the refund in these situations, it is assumed that the costs 
were incurred uniformly throughout the period.  The refund is a prorated amount based on the period 
of time prior to the date interim payments were reduced because the costs were not allowable.  That 
is, if the hospital received 10 of the 26 interim payments, then only 10/26 of the costs claimed in the 
cost report that are payable under this provision are to be refunded (if already recouped) or to be 
forgiven (if not recouped).  The remaining 16/26 of these costs represent an amount that was not 
payable to the hospital and therefore did not give rise to an overpayment that could be recouped.  If a 
hospital can provide documentation to its intermediary that costs were not incurred on a uniform 
basis, then the amounts actually incurred during the period of time prior to the reduction in the 
interim payments for nursing and allied health education costs are to be refunded (or not recouped). 
 
If a hospital believes that it qualifies for a refund of recouped payment amounts for the costs of 
nursing and allied health education for cost reporting periods beginning on or after October 1, 1983 
and before October 1, 1990, the hospital must notify its intermediary of the fiscal year or years 
affected and of the recouped amounts for which a refund is requested.   
 
The prohibition on adjusting or reducing interim rates applies only to actions taken to recoup an 
overpayment for nursing and allied health education costs.  This means that intermediaries may not 
reduce or adjust interim rates to recover an overpayment for nursing and allied health education 
costs.  However, this prohibition does not apply to appropriate adjustments made to interim rates to 
ensure that the payments for nursing and allied health education costs throughout the year 
approximated actual costs as nearly as is practicable.   
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Thus, if, for any cost reporting periods beginning on or after October 1, 1983 and before October 1, 
1990, an intermediary reduced or adjusted interim payments to recover an overpayment, these 
amounts must be refunded to the hospital.  However, if the reduction or adjustment of interim rates 
occurred in order to bring the rate of interim payment into agreement with actual allowable costs and 
to avoid excessive interim payments, those amounts are not refunded. 
 
404.3  Other Educational Programs.--The costs of educational programs not listed above may 
also be allowable provided they meet the conditions described in this chapter.  The provider refers 
these costs to its intermediary for a determination as to whether the costs are allowable. 
 
An example of an educational program for which costs may be allowable is a program where nurses 
are sent to college to obtain Bachelor of Science degrees in nursing, related health care fields, or 
other advanced training courses in such subjects on the condition that they work for the hospital for a 
specific period following completion of the program. 
 
406.  PROGRAM PARTICIPATION 
 
Although the intent of the program is to share in the support of educational activities customarily or 
traditionally carried on by providers in conjunction with their operations, it is not intended that this 
program pay for increased costs resulting from redistribution of costs from educational institutions or 
units to patient care institutions or units.  The traditional practice followed in the past with respect to 
types of services rendered and the cost related thereto between providers and educational institutions 
is followed.  Whether a written agreement is executed between the provider and the educational 
institution, total allowable cost (see §2302.9 for direct and general service costs) must be reasonable 
in recognition of services received or furnished.  Such allowable cost must be recorded in the 
provider's records and be supported by documentary evidence (usually a bill) which identifies the 
nature and amount of services received or furnished.  Joint costs must be equitably distributed 
between the provider and the related educational institution. 
 
In situations where the provider furnishes a service or provides materials or space to an educational 
institution, the related costs are allowable only if they are recognized as an educational cost.  
Otherwise, they must be deducted from the appropriate cost center.  If the cost for such service, 
materials, or space cannot be determined, allowable costs are reduced by the income due. 
 
408.  ORIENTATION AND ON-THE-JOB TRAINING 
 
The costs of orientation and on-the-job training are not within the scope of this chapter but are 
recognized as normal operating costs in accordance with the principles set forth in Chapter 2l. 
 
410.  SUBSIDIES RECEIVED 
 
Some providers that are county, State, or federally owned and operated receive subsidies from these 
government bodies.  The subsidies are usually general in nature and are not restricted to payments for 
a specific element of cost.  The provider may, however, spend all or part of the unrestricted subsidy 
for approved education purposes. Under such circumstances, the appropriate part of education 
expense may be included in allowable costs and need not be reduced by the funds received from the 
government body. 
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On the other hand, a provider may receive subsidies that are restricted by the State or local 
government to further a specific education program of the provider.  Funds so received, regardless of 
their source, are treated as reductions of the educational expense of the provider.  (See exception in  
§402.2.)   The principles set forth in Chapter 6 are applicable for subsidies. 
 
412.  GRANTS, GIFTS, AND ENDOWMENTS 
 
The treatment of funds received for education expense from unrestricted and restricted grants, gifts, 
and endowments are explained in Chapter 6. 
 
414.  REVENUES RECEIVED 
 
Revenues received through tuition and scholarships are offset against educational expenses.  
Reimbursement from provider personnel for meals, uniforms, books or supplies are offset against 
educational costs if the costs of these services have been included in educational costs.  Otherwise, 
they are offset against the account to which the expense was charged. 
 
416.  OTHER EDUCATIONAL EXPENSES 
 
416.1  Medical Library.--The expenses of a medical library, including the salaries of librarians, 
supplies, books, periodicals, etc., are allowable costs. 
 
416.2  Refresher and Postgraduate Programs.--Costs for the planning and conduct of refresher 
and postgraduate programs related to the improvement of patient care for medical and paramedical 
personnel of the local area and surrounding communities are allowable.  For example, the cost of 
courses given for the purpose of inducing the return to active service of nurses and technicians who 
have been out of the field for an extended period is properly included in allowable costs. 
 
416.3  Part-Time Education.--Costs of part-time education for bona fide employees (excluding 
part-time employees) at properly accredited academic or technical institutions devoted to 
undergraduate and/or graduate work are allowable costs provided that: 
 

o Allowable costs are limited to expenses incurred for training materials, text books, and 
tuition charges by the educational institutions; and 
 

o The employee agrees in writing to complete the course of training and to continue in the 
provider's employ for a reasonable period (usually not less than 6 months) following completion of 
the course of study. 
 
When authorizing part-time educational courses for employees, the provider must consider whether: 
 

o There is a demonstrable need within the provider's organization for the skills, knowledge, 
and/or attitudes that are expected to result from the employee's participation in the course of training; 
 

o The course of study undertaken by the employee is the most economical and feasible 
method of acquiring such skills, knowledge, or attitudes; and 
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o A direct relationship exists between the recommended training and job 
responsibilities. 
 
4l6.4  Travel Expense for Educational Workshops.--Travel expense incurred by a provider to 
send employees to attend an educational workshop that increases the quality of medical care or the 
operating efficiency of the institution is an allowable cost. Workshops on medical techniques, health 
applications, data processing, hospital accounting and cost finding, and other administrative 
activities are examples of the types of workshops for which travel expense is recognized. 
 
4l6.5  Training in Use of Medical Appliances.--Costs are allowed if they are incurred for training 
in the use of medical appliances by (a) the patient, (b) members of the patient's family, or (c) other 
individuals whose responsibility is to care for the patient after discharge. 
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500.  PRINCIPLE 
 
Costs incurred for research purposes, over and above usual patient care, are not includable as 
allowable costs. 
 
 
502.  DEFINITIONS 
 
502.1 Research.--Research in the context of this principle means a systematic, intensive study 
directed toward a better scientific knowledge of the science and art of diagnosing, treating, curing 
and preventing mental or physical disease, injury, or deformity; relieving pain; and improving or 
preserving health.  Research may be conducted at a laboratory bench without the use of patients or it 
may involve patients. Furthermore, there may be research projects that involve both laboratory bench 
research and patient care research. 
 
502.2 Usual Patient Care.--Usual patient care is the care which is medically reasonable, 
necessary, and ordinarily furnished (absent any research programs) in the treatment of patients by 
providers under the supervision of physicians as indicated by the medical condition of the patients.  
Also, this definition intends that the appropriate level of care criteria must be met for the costs of this 
care to be reimbursable.  Such care is represented by items and services (routine and ancillary) which 
may be diagnostic, therapeutic, rehabilitative, medical, psychiatric, skilled nursing, and other related 
professional health services. 
 
502.3 Extraordinary Patient Care.--In the context of this principle, extraordinary patient care is 
the care rendered to research patients which is not medically reasonable, necessary, or ordinarily 
furnished to patients by providers.  Such care is represented by additional patient care days and 
additional ancillary charges identified as non-Medicare in the patient care costs centers. 
 
 
504.  DETERMINATION AND ALLOCATION OF COSTS 
 
504.1 Accounting for Research Costs.--Costs of research are not reimbursable to providers.  
Where, however, research is conducted in conjunction with or as a part of the care of patients, the 
costs of usual patient care are reimbursable to the extent such costs are not met by research funds 
(see § 504.2).  The costs of extraordinary patient care based on research objectives are not 
reimbursable (see § 504.3). 
 
A separate cost center for research should be established in the providers' accounting records.  The 
research cost center must be used to accumulate all direct and indirect costs associated with research 
as described below.  Costs applicable to the research cost center consist of bench research costs and 
certain other costs that may be incurred in the patient care areas for research purposes which are not 
represented by patient days and ancillary charges such as:  the salaries of personnel with higher 
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professional qualifications than ordinarily needed to furnish usual patient care; the cost of equipment 
and facilities which are more complex and specialized than needed to render usual patient care. 
 

A. Direct Costs.--Direct research costs such as employees' compensation, materials, supplies, 
contractual services, etc. must be directly assigned to the research cost center on the providers' 
records. 
 

B. Indirect Costs.--Indirect research costs such as administrative expenses, employee fringe 
benefits, maintenance, operational expenses, etc. must be allocated to the research cost center 
through the cost-finding process.  Indirect costs are shared by the research and patient care cost 
centers and cannot be directly charged to the research cost center on the records of providers. 
 
504.2 Accounting for Usual Patient Care Costs Incurred in Conjunction with Research.--Where 
research is conducted in conjunction with or as a part of the care of patients, the costs of the usual 
patient care are reimbursable to providers to the extent that such costs are not met by research funds. 
(See § 505.l for the treatment of usual patient care costs where research funds finance usual patient 
care costs.) 
 
Usual patient care costs incurred in conjunction with the research must be specifically identified in 
those situations where a portion of the research funds as applicable to usual patient care costs.  (See 
Exhibit l for the method to be used in identifying usual patient care costs.)  In these instances, 
providers must maintain statistics on research patients for each research project to identify the 
patients and the patient days and ancillary charges applicable to the usual patient care furnished by 
providers.  Worksheets similar to Exhibit l must be attached to the cost reports. 
 
504.3 Accounting for Extraordinary Patient Care Costs Incurred in Conjunction with Research.--
Extraordinary patient care costs incurred in conjunction with research are not reimbursable to 
providers.  Such patient care costs which are represented by additional patient days and ancillary 
charges are classified as non-Medicare patient days and charges in determining Medicare 
reimbursement. 
 
 
505. TREATMENT OF RESEARCH FUNDS (GRANTS, GIFTS, ETC.) 
 
505.1 Treatment of Research Funds Applicable to Usual Patient Care Costs.- 
 

A. Offset Against Costs Incurred for Usual Patient Care.-- Where research funds are received 
by providers to either fully or partially finance usual patient care costs incurred in conjunction with 
the research, the portion of the research funds designated for usual patient care will be used as an 
offset to costs of the applicable patient care cost centers to the extent of the usual patient care costs 
incurred for such research.  This offset should be shown on a supplemental worksheet after cost 
finding.  If it is known that 
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excessive research funds (funded for both direct and indirect costs) for usual patient care costs (as 
determined by the grantor or donor) must be returned to the grantor or donor, providers are not 
required to offset these excess funds against allowable patient care costs. 
 

B. Determination of Research Funds Applicable to Patient Care Cost Center.--If specific 
amounts of research funds are designated to cover usual patient care costs of each patient care cost 
center, these funds must be used to offset the costs of the applicable patient care cost centers to the 
extent of the usual patient care costs incurred for the research as determined in Exhibit l. However, if 
the grantor or donor specifies that the funds should cover usual patient care costs, but does not 
identify the amount of the funds to be used for usual patient care costs, but does not identify the 
amount of the funds to be used for usual patient care costs of each patient care cost center, then this 
information must be determined in accordance with subparagraphs 2 and 3 below.  On the other 
hand, if research funds are not specifically identified for usual patient care, but providers use the 
funds for such costs, funds used for usual patient care costs of each patient care cost center must be 
determined as follows: 
 

1. Providers must identify the portion of the grant which is applied to usual patient care 
costs incurred in conjunction with the research; 
 

2. The usual patient care costs of each patient care cost center incurred in conjunction 
with the research must be determined after cost finding.  The method illustrated in Exhibit l must be 
used to identify the costs by patient care cost center; and 
 

3. The research funds related to the usual patient care costs of each patient care cost 
center must be determined in accordance with the method illustrated in Exhibit 2 for those research 
projects that cover only one cost report period or Exhibit 3 for those research projects that cover two 
or more cost report periods. 
 
Upon determining the portion of the research funds applicable to the usual patient care costs of each 
patient care cost center, these funds must be used as an offset to the costs of each patient care cost 
center.  The offset, however, is limited to the amount of usual patient care costs of each patient care 
cost center incurred in conjunction with the research. 
 

C. Effect of Offset.--If the portion of the research funds applicable to the costs of usual patient 
care equals or exceeds the related usual patient care costs, providers will not be reimbursed for any 
of these costs because of the offset, and the related patient days and ancillary charges must be 
excluded from the Medicare and total statistics used for apportioning costs.  If the costs of usual 
patient care days and ancillary services related to the research are not totally paid for by the 
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research funds, the research funds will simply be used to reduce the costs of the routine and ancillary 
services, and the related patient days and ancillary charges should, likewise, be excluded from 
Medicare and total statistics used in apportioning costs to Medicare. 
 
505.2 Treatment of Research Funds Applicable to Costs of Research Cost Center.--The portion 
of the research funds applicable to the costs of the research cost center must not be offset against the 
costs of the research cost center or allowable provider costs. 
 
 
506. STUDIES RELATED TO ADMINISTRATION AND OPERATION 
 
Studies, analyses, surveys, and related activities aimed at improving and making provider 
administration and operation more efficient are not considered research costs, but the includable in 
allowable administrative costs subject to the principle, "Costs Related to Patient Care," found in 
Chapter 2l. 
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NOTE:  THIS SPACE IS RESERVED FOR DETERMINATION OF USUAL PATIENT CARE 
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NOTE:  THIS SPACE RESERVED FOR DETERMINATION OF THE PORTION OF RESEARCH 
FUNDS 
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NOTE:  THIS SPACE RESERRVED FOR DETERMINATION OF THE PORTION OF 
RESEARCH FUNDS 
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INTRODUCTION--Providers must follow the Medicare principles of reasonable cost 
reimbursement, including the provisions of this chapter and other chapters in this manual, when 
completing the Medicare cost report. Home offices must also follow these principles when 
completing a home office cost statement. 
 
600. PRINCIPLE 
 
For cost reporting periods beginning on or after October 1, 1983, grants, gifts, and income from 
endowments, whether or not the donor restricts the use for a specific purpose, are not deducted from 
a provider’s operating costs in computing reimbursable cost.  For periods beginning prior to October 
1, 1983, restricted  grants, gifts, or endowment income designated by a donor for paying specific 
operating costs were deducted from the particular operating cost or group of costs. 
 
602. DEFINITIONS 
 
602.1 Unrestricted Grants, Gifts, and Income from Endowments.--Unrestricted grants, gifts, and 
income from endowments are funds, cash or otherwise, given to a provider without restriction by the 
donor as to their use. 
 
602.2 Restricted Grants, Gifts, and Income from Endowments.--Restricted or designated grants, 
gifts, and income from endowments are funds, cash or otherwise, which must be used only for a 
specific purpose designated by the donor.  This does not refer to unrestricted grants, gifts, or income 
from endowments which have been restricted for a specific purpose by the provider. 
 
604.  [Removed and reserved] 
 
606.  [Removed and reserved] 
 
607.  [Removed and reserved] 
 
608.  [Removed and reserved] (See § 2102.4.) 
 
610.  [Removed and reserved] (See § 2102.4.) 
 
612.  [Removed and reserved] 
 
614.  [Removed and reserved] 
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12-13 VALUE OF SERVICES OF NONPAID WORKERS 704.2 
 
INTRODUCTION--Providers must follow the Medicare principles of reasonable cost 
reimbursement, including the provisions of this chapter and other chapters in this manual, when 
completing the Medicare cost report. Home offices must also follow these principles when 
completing a home office cost statement. 
 
700. PRINCIPLE 
 
Under the Medicare program, the value of services performed by nonpaid workers who work more 
than 20 hours per week in various types of full-time positions that are normally occupied by paid 
personnel of providers not operated by or related to religious orders is allowable in reimbursable 
costs as an operating expense.  The amounts must be identifiable in the records of the providers as a 
legal obligation.  The nonpaid workers must be members of organizations under arrangements with 
the provider for which such services are rendered without direct remuneration (salaries or wages and 
gifts) to the nonpaid workers by either organization. 
 
Under this principle a provider may claim as an allowable cost the value of services of nonpaid 
workers beginning with the first day of its first cost reporting period, provided the conditions of this 
principle and all the criteria in §§ 704ff. are met.  A paid Director of Volunteers is includable in the 
allowable costs of a provider but is not considered under the definition of this principle. 
 
This principle is in accord with the practice of some providers in customarily including a value for 
the services of certain nonpaid workers in calculating reimbursable costs, e.g., the value of services 
traditionally provided by Sisters and other members of religious orders under arrangements whereby 
the provider makes bona fide payment to the organization of nonpaid workers has generally been 
reimbursed by third parties which pay hospitals on a cost basis.   
 
704. GUIDELINES 
 
704.l Performance in Positions Customarily Held by Full-Time Employees on a Regularly, 
Scheduled Basis.--Nonpaid workers must work more than 20 hours per week in various types of full-
time positions that are normally occupied by paid personnel of providers not operated by or related to 
religious orders. 
 
704.2 Performance in Positions Necessary for Normal Patient Care and Operation of the 
Provider.--Services must be related directly to patient care and operation of the provider.  Operations 
may include administrative positions essential to the provision of patient care such as  nursing, 
human resources, payroll, accounting, admitting, and switchboard operations.  Where the provider 
would not generally employ individuals to perform the services of the nonpaid workers, the value of 
the nonpaid work is not an element of cost.  For example, services of nonpaid workers in distributing 
books and magazines to patients, or in serving in a provider canteen, cafeteria or gift shop, are not 
reimbursable.   Services rendered gratis by volunteers such as those affiliated with the American Red 
Cross, hospital guilds, auxiliaries, and similar organizations are not reimbursable.  Such services 
have traditionally been rendered on a volunteer basis without expectation of any form of 
reimbursement by the organization through which the service is rendered, or by the person rendering 
the service.  In addition, such services are of the type for which payment has not been made by third 
parties that reimburse providers on the basis of costs. 
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Whether or not the nonpaid workers are members of a religious order, the arrangements existing 
between the organization of nonpaid workers and the provider is considered in deciding whether the 
services rendered by the nonpaid workers are of a kind that have traditionally been furnished to 
providers on a volunteer basis and traditionally been reimbursed by other third parties.  The intent of 
the program is to follow the usual and customary methods of third parties in compensating for such 
volunteer services. 
 
704.3 Value of Services.--The amount per individual recognized in reimbursable costs for the 
imputed value of services of nonpaid workers cannot, in any situation, exceed the amount per 
individual allowed for paid employees (based on regular working hours - excluding overtime) who 
perform similar services.  Hours worked by the nonpaid worker in excess of the regular working 
hours of the comparable paid employee cannot be recognized in reimbursable costs even when the 
paid employee works overtime.  Where the services of a nonpaid worker are performed in a position 
unlike any other full-time position in the provider's organization, the amount allowed in reimbursable 
costs cannot exceed the amount paid for such services by other providers in the area of similar size, 
scope of services, and utilization.  The value of similar services includes actual salaries paid based 
on regular hours (excluding overtime hours), and regular rates of pay, plus the costs of maintenance, 
perquisites, and fringe benefits for paid employees. (Examples:  maintenance--room and board; 
perquisites--free uniforms and laundry; fringe benefits--vacations, holidays, sick leave, and discounts 
below cost on hospital bills and drugs.) 
 
The reasonable costs actually incurred by a provider in furnishing fringe benefits, perquisites, and 
maintenance to a nonpaid worker (regardless of whether or not any of the same fringe benefits, 
perquisites, and maintenance are furnished to a paid employee in a similar position) are includable as 
allowable costs in the appropriate cost centers not to exceed the total allowable costs (including 
salary) for similar services rendered by the paid employee.  The total of these costs incurred on 
behalf of the nonpaid worker is then subtracted from the total allowable costs for similar services 
rendered by the paid employee (including salary), with any positive difference (i.e., the additional 
amount incurred for the paid employee) being the net imputed value for the nonpaid worker.  This 
net imputed value is allowable to the extent that the provider is under contractual obligation to pay 
the organization of nonpaid workers (i.e., is allowable only to the extent the provider actually incurs 
a cost for the imputed value).  Any payments made by the organization of nonpaid workers to the 
provider for the nonpaid workers' maintenance, perquisites, or fringe benefits are used as an offset to 
the total of such costs actually incurred by the provider (and serve to increase the imputed value for 
the nonpaid worker).   
 
The value of fringe benefits are based on those fringe benefits furnished to a paid employee whose 
hours of work are comparable to those of a nonpaid worker.  Where a nonpaid worker's hours are 
comparable to those of a part-time employee, the value of fringe benefits allowed in establishing the 
value of the services of the nonpaid worker must be based on the value of fringe benefits to the part-
time employee. 
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Certain costs incurred in the interest of paid employee are not normally included in determining the 
value of the nonpaid workers' services.  These costs include social security taxes, workers’ 
compensation, state unemployment insurance, and any other costs stemming from legislative 
requirements.  However, these costs may be included as allowable costs in computing the value of 
the nonpaid workers' services when the provider actually makes payment to the regulatory agency in 
the interest of the nonpaid worker. 
 
Payments for nonpaid workers made under a recognized pension plan to either a provider's pension 
fund or to the organization of nonpaid workers where the payments match the provider's pension 
costs for a paid employee are recognized as an allowable cost.  No payments are includable in 
allowable costs for nonpaid workers after the age specified for retirement in the pension plan has 
been reached. 
 
704.4 Control by Provider.--Nonpaid workers must observe all rules, regulations, and codes of 
conduct required of regular paid workers of the provider. 
 
704.5 Members of Organizations Having Arrangements with Provider.--Nonpaid workers must 
be members of an organization of nonpaid workers that has arrangements with the provider for the 
performance of services by nonpaid workers.  Membership in the organization must be substantiated 
by adequate documentation in the files of the organization of nonpaid workers.  A legally enforceable 
agreement must exist between the provider and the organization of nonpaid workers establishing the 
obligation to remunerate the organization for services rendered.  However, a legally enforceable 
agreement does not exist where the provider's legal obligation to pay the organization of nonpaid 
workers is nullified by an offsetting legal obligation by the organization of nonpaid workers to pay or 
make a contribution to the provider of all or part of the salary liability.  The part of the provider's 
obligation required to be paid by the organization of nonpaid workers is not allowable. 
 
A legally enforceable agreement must include the following:  the amount applicable to the value of 
services rendered by nonpaid workers, types of services, the title of each full-time position, number 
of hours, rates of pay (including salary, fringe benefits, perquisites, and maintenance); the period of 
time during which services are rendered, the time period in which payment for the services is to be 
made (in order for the cost of the imputed value of services to be allowable, payment may not be 
made later than the end of the provider's cost reporting period following the reporting period during 
which the services are rendered); and the requirement that a provider must maintain proper records 
as set forth in § 704.8.  
 
The program deems a bona fide payment of the provider's obligation to discharge its liability under 
the legally enforceable agreement as made to the organization of nonpaid workers when the provider 
makes payment equal to the net imputed value (see § 704.3) in one of the following ways: 
 

A. Makes payment by check or cash to the organization of nonpaid workers. 
 

B. Issues a negotiable instrument (note) to the organization. 
 

C. Legally transfers assets, such as stocks, bonds, real property, etc., to the organization.  The 
amount of payment is based on the fair market value of the assets transferred.  Such value shall be 
determined at the time of transfer. 
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D. Accepts a written statement from the organization of nonpaid workers disclosing that the 
organization is voluntarily donating to the provider a part or all of the salary liability, makes the 
proper book entries, and retains in its files documentation to substantiate the donation and its nature. 
 
The organization of nonpaid workers must obtain a tax exempt status from the U.S. Internal Revenue 
Service, and the provider must retain documentation to substantiate the same. 
 
704.6 Direct Remuneration.--Reimbursable costs cannot include any imputed value (i.e., any 
expenses not actually incurred) for the services of a worker who has received any direct remuneration 
(salaries, wages, or gifts) from the provider or from the organization of nonpaid workers.  A worker 
who receives direct remuneration from either organization cannot be considered a nonpaid worker 
under this principle.  However, reimbursable costs may include an imputed value for the services of 
a nonpaid worker who has received from the provider remuneration only in the form of perquisites 
and maintenance.  The cost of such forms of remuneration which may be included in allowable costs 
must be used to reduce the imputed value of the services of nonpaid workers. 
 
704.7 Qualifications of Nonpaid Workers.--The qualifications of nonpaid workers must be 
comparable to the qualifications of paid employees performing identical services. Where services of 
a nonpaid worker are performed in a position unlike any other full-time position established by the 
provider, the qualifications must be equivalent to the qualifications for similar services of other 
providers in the area of similar size, scope of service, and utilization. 
 
704.8 Identification in Provider Records.--A provider must maintain proper records for the 
reimbursable services performed by nonpaid workers, identifying established full-time positions and 
rates of pay in a manner equivalent to the identification in the payroll record for a paid employee of 
the provider.  Also, the provider's files must contain a copy of the agreement between the 
organization of nonpaid workers and the provider, and documentation of the Federal tax-exempt 
status of the organization of nonpaid workers. 
 
The full amount developed, under the terms of the agreement between the organization of nonpaid 
workers and the provider, for services rendered to the provider by the nonpaid workers must be 
entered in the provider's accounts even though only a portion may apply to the program. 
 
706. Reserved 
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707. DETERMINING NONALLOWABLE COSTS OF NONPAID WORKERS 
 
707.l General.--The program's cost finding requirements may not, in all cases, result in the 
appropriate allocation of overhead costs to the nonpaid workers' cost center.  Other bases (not 
utilizing cost finding--see § 707.2) which result in a more accurate allocation may be used for the 
purpose of determining the costs of nonpaid workers only. if the provider can furnish adequate 
auditable documentation that is satisfactory to the contractor. 
 
707.2 Analysis as a Means of Determining Nonallowable Costs Applicable to Nonpaid Workers' 
Cost Center.--The intent of cost finding is to approximate as nearly as possible the results that would 
have been obtained had the provider assigned each specific incident of cost to the cost center(s) in 
which it was incurred.  Cost finding also seeks to avoid the administrative complications and 
expense of the system through which this could be accomplished.  However, if a provider desires to 
analyze its costs to determine those amounts which apply to nonpaid workers, this is acceptable as a 
more precise measurement, provided adequate auditable documentation is available to support the 
results.  Arbitrary estimates of such costs in lieu of analysis are not acceptable. 
 
Where the provider uses analysis as a means of assigning a cost center's cost to other cost centers or 
their sub-cost centers, then the analysis should extend to all elements or sub-cost centers of the cost 
center being analyzed. The cost of certain elements or of certain sub-cost centers may not be directly 
applicable to the nonpaid workers' cost center but may be applicable to other sub-cost centers within 
the same cost center and to other cost centers including those that render services to nonpaid 
workers.  Therefore, any allocations of these other cost centers or sub-cost centers to the nonpaid 
workers' cost center must include an appropriate share of any costs already allocated to the cost 
center being allocated.  For example, where a provider uses the "analysis" method for the allocation 
of the "administrative and general" cost center, there may be no portion of its sub-cost center, 
"executive offices," directly applicable to nonpaid workers, but some portion of it may be applicable 
to one or more of its other sub-cost centers, e.g., "purchasing," as well as the other cost centers. 
Therefore, if "purchasing" is allocated to the nonpaid workers' cost center for services rendered to 
nonpaid workers, the allocation must include an appropriate share of the cost of the "executive 
offices" applicable to "purchasing."   
 
If the provider cannot demonstrate that the "analysis" method properly identifies the cost of the 
nonpaid workers’ cost center, it must utilize normal cost finding procedures, subject to the usual 
bases of allocating costs. 
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707.3 Residual Costs of Cost Centers Which Are Allocated on the Basis of Job Order Costs or 
Some Other Costing Basis.--Frequently, the cost of a cost center such as "maintenance and repairs" 
may be allocated to other cost centers to which it renders services on the basis of a "Job Order Cost" 
system or some other "costing" basis.  The attempt may be to allocate directly to other cost centers as 
accurately as possible all the cost of the cost center.  For example, time may be charged at a standard 
rate which will include the overhead and minor supplies incurred by the "maintenance and repairs" 
cost center as well as any costs contemplated to be allocated from other cost centers. Materials and 
supplies ordered especially for a job would be charged separately.  Any residual costs not allocated 
directly to other cost centers would be allocated on the basis of cost allocated directly as just 
described. 
 
Should a provider not use a "Job Order Cost" system or some other "costing" system, then the 
minimum requirement would be to allocate to the nonpaid workers' cost center the direct costs of 
jobs performed only for nonpaid workers (labor and material - similar to or the same as the "Job 
Order Cost" system) plus an appropriate share of the residual.  In all cases, an appropriate share of 
the residual would include all standby costs plus any other elements of costs not included in the 
determination of the direct cost of jobs performed only for nonpaid workers. 
 
707.4 Non-Acceptable Alternatives.--Alternative methods for determining the costs of nonpaid 
workers have been suggested which are not acceptable to CMS.  The concept of "incremental costs" 
by which only the additional costs resulting from the extension of services to accommodate nonpaid 
workers would be considered applicable to the nonpaid workers' cost center cannot be used for 
Medicare purposes.  Nor will the program recognize a substitute for the actual depreciation base of 
the facilities occupied. 
 
707.5 Nonpaid Workers' Cost Center.--A cost center is required for the nonallowable costs of 
nonpaid workers. If a provider incurs actual costs for nonpaid workers for fringe benefits, 
perquisites, maintenance or any other expense in excess of the total allowable costs incurred on 
behalf of comparable paid employees in similar positions, i.e., salary plus fringe benefits, 
perquisites, maintenance, the excess costs are chargeable to the nonpaid workers' cost center as 
nonallowable costs. If a provider incurs actual costs for similar or equal fringe benefits, perquisites, 
and maintenance for both nonpaid workers and comparable paid workers, such costs are allowable 
costs and none of these costs are chargeable to the nonpaid workers' cost center. 
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INTRODUCTION--Providers must follow the Medicare principles of reasonable cost 
reimbursement, including the provisions of this chapter and other chapters in this manual, when 
completing the Medicare cost report. Home offices must also follow these principles when 
completing a home office cost statement. 
 
800. PRINCIPLE 
 
Purchase discounts, allowances, and refunds are reductions of the cost of whatever was purchased. 
Similarly, refunds of previous expense payments are reductions of the related expense. 
 
802. DEFINITIONS 
 
802.1 Purchase Discounts.--Purchase discounts, within the meaning of this principle, include 
cash, trade and quantity discounts (see definitions of these terms below).  The Medicare program 
expects providers to take advantage of available discounts.  If a provider's costs are inflated from 
failure to take advantage of available discounts when it is able to do so, the contractor may disallow 
the excess costs. 
 
802.11  Cash Discounts.--Cash discounts are reductions granted for the settlement of debts within 
a stipulated period before they become due.  Thus, the terms "2/l0, net 30" on a vendor invoice mean 
that a 2 percent discount from the purchase price will be allowed if payment is made within l0 days 
from the date of the invoice. 
 
EXAMPLE: An invoice for supplies indicates a price of $500 with terms of 2/l0, net 30. The 
provider paying the invoice within 10 days would remit $490 in satisfaction of the invoice and this 
would be the actual cost to the provider. 
 
802.12 Trade Discounts.--Trade discounts are reductions from list prices granted to a class of 
customers before consideration of credit terms. 
 
EXAMPLE: The invoice for a quantity of supplies purchased indicates a total list price of $2,400 
with trade discounts of 30 percent and l0 percent, and cash discount terms of 2/l0, net 30. The cost to 
the provider would be $l,48l.76 ($2,400 less $720 less $l68 and less a cash discount of $30.24). 
 
802.13 Quantity Discounts.--Quantity discounts are reductions from list prices granted because of 
the size of individual or aggregate purchase transactions. 
 
EXAMPLE: Paper products are purchased from a supplier during the year and the supplier agrees 
to grant a 5 percent discount when the provider's quantity purchases of this type of product total at 
least $l,500. In addition, the supplier allows cash discount terms of 2/l0, net 30. For example, having 
purchased paper products totaling $1,700, the provider would be entitled to a quantity discount of 
$85 and a cash discount of $32.30; the provider's net cost would be $1,582.70. 
 
802.21 Allowances.--Allowances are deductions granted or accepted by the creditor for damage, 
delay, shortage, imperfection, or other cause, excluding discounts and refunds. 
 
EXAMPLE: A provider purchases dishes costing $1,200 which are received in a damaged 
condition.  In consideration of the provider's acceptance of the damaged shipment, the supplier grants 
a $200 allowance to the provider.  The supplier also allows cash discount terms of 2/10, net 30.  The 
cost to the provider would be $980 ($1,200 less $200 allowance and $20 cash discount). 
 
802.31 Refunds.--Refunds are amounts paid back by the vendor generally in recognition of 
damaged shipments, overpayments, or returned purchases. Refunds of container deposits are not 
refunds under this definition. 
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802.41 Rebates.--Rebates represent refunds of a part of the cost of goods or services.  A rebate is 
commonly based on the total amount purchased from a supplier and differs from a quantity discount 
in that it is based on the value of the purchases whereas quantity discounts are generally based on the 
quantity purchased. 
 
804. ACCOUNTING TREATMENT 
 
Discounts, allowances, refunds, and rebates are not to be considered a form of income but rather a 
reduction of the specific costs to which they apply in the accounting period in which the purchase 
occurs.  The true cost of goods and services is the net amount actually paid for the goods or services. 
 
Where the purchase occurs in one accounting period and the related allowance or refund is not 
received until the subsequent period, where possible an accrual in the initial period should be made 
of the amount if it is significant and cost correspondingly reduced. However, if this cannot be readily 
accomplished, the amounts reduce comparable expenses in the period in which they are received. 
 
Rebates in the form of cash payments on the total value of purchases in one accounting period are 
not generally received until the subsequent accounting period.  Where the amount of the rebate can 
be determined, the provider accrues it in the initial period and correspondingly reduces costs for that 
period.  A reasonable effort will be made to accrue accurate amounts for allowances and rebates 
which will be received after the books have been closed.  The difference between the accrual and the 
actual amount received will then be entered in the period in which it is actually received.  Where a 
number of cost centers have received numerous charges from purchases, a rebate in recognition of 
the total of such purchases will be credited to these cost centers based on an equitable method of 
allocation. 
 
Where a discount, allowance, refund, or rebate is received on supplies or services, the cost of which 
is apportioned under the Medicare program, it must be used to reduce the total cost of the goods or 
services for all patients without regard to whether or not the discount, allowance, refund, or rebate is 
designated for supplies or services used by all patients or by a specific group or category of patients 
(e.g., Medicare or non-Medicare patients only). 
 
805. GROUP PURCHASING ORGANIZATIONS 
 
Some providers obtain discounts or rebates on their purchases by joining group purchasing 
organizations (GPOs).  These are treated in the same manner as discounts or rebates received when a 
provider does not use a GPO.  In addition to facilitating discounts/rebates, GPOs may distribute a 
portion of their revenue -- sometimes referred to as net revenue distributions -- to providers or other 
organizations using the GPO.  These distributions are treated like discounts or rebates on the 
purchases, further reducing a provider’s cost of purchases facilitated through the GPO. 
 
A provider is to act as a prudent and cost-conscious buyer in making its purchases, seeking to 
economize by minimizing costs (see §2103). The prudent provider chooses to either use a GPO or 
buy directly, whichever results in the greater savings. 
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Although using a GPO generally results in increased discounts or rebates, a provider, as a prudent 
and cost-conscious buyer, is always to seek the greatest available GPO discounts, considering the 
cost to belong to the GPO and the discounts or rebates it receives on its purchases.  Likewise, a 
prudent provider seeks to reduce its costs of purchases to the lowest level by seeking the maximum 
revenue distributions or other returns available from the GPO. 
 
If a provider is unable to clearly document to the satisfaction of its contractor that it has been a 
prudent buyer by seeking to incur the lowest net cost available for its purchases either by  
 

• buying directly, or  
• using a GPO, considering the cost of belonging to the GPO and the purchase discounts, 

rebates, or other returns available from the GPO, 
 
costs incurred which are greater than net costs determined by applying discounts which a provider’s 
contractor finds are reasonably available to the provider are not reimbursable costs for Medicare 
purposes. 
 
806. CONTRIBUTIONS BY VENDORS 
 
Medicare considers payments to a provider by its vendor as discounts, refunds, or rebates in 
determining allowable costs under the program even though these payments may be treated as 
contributions or unrestricted grants by the provider and the vendor. 
 
However, such payments may represent a true donation or grant, for example, when: they are made 
by a vendor in response to building or other fund raising campaigns in which community-wide 
contributions are solicited; they are in addition to discounts, refunds, or rebates which have been 
customarily allowed under arrangements between the provider and the vendor; the volume or value 
of purchases is so nominal that no relationship to the contribution can be inferred; or the contributor 
is not engaged in business with the provider, or with a facility related to the provider as defined in 
Chapter 10, Cost to Related Organizations.  Where any of the aforementioned conditions are 
present, the payments are subject to the provisions of Chapter 6, Grants, Gifts, and Income from 
Endowments. 
 
 
807. REBATES TO PROVIDER OWNERS OR OFFICIALS 
 
Where an owner or other official of a provider directly receives from a vendor monetary payments or 
goods or services for his own personal use as a result of the provider's purchases from the vendor, the 
value of such payments, goods, or services constitutes a type of refund or rebate and is applied as a 
reduction of the provider's costs for goods or services purchased from the vendor. 
 
 
808. REBATES IN CENTRAL PURCHASING ACTIVITIES 
 
Where the purchasing function for a provider is performed by a central unit or organization, all 
discounts, allowances, refunds and rebates are credited to the costs of the provider in accordance 
with the instructions above.  They are not treated as income of the central purchasing function or 
used to reduce the administrative costs of that function.  However, the administrative costs are 
properly allocable to the facilities serviced by the central purchasing function. 
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809. "RENTAL" AND "COLLECTION FEE" PAYMENTS BY SUPPLIERS TO PROVIDERS 
 
Amounts paid by a supplier for the use of space or equipment in a hospital or other provider 
ordinarily constitute a form of discount, whether paid as a percentage of charges or as a flat amount 
per bed or per time period. 
 
EXAMPLE: A supplying pharmacy "leases" a room in a skilled nursing facility (SNF) in which to 
store drugs used by the SNF’s inpatients.  Charges by the pharmacy to the SNF for drugs are $10,000, 
and, at the same time, the pharmacy pays $2,000 back to the SNF as rent.  The cost incurred by the 
SNF for this space (i.e., depreciation, maintenance, etc.) is $500.  Allowable drug costs are $10,000 
plus $500 - $2,000 equals $8,500. 
 
Payments made by a supplier to a provider in recognition of the fact that the supplier is relieved of 
the need to collect individual bill payments from the patients of the provider -- sometimes called 
"accounting fees" or "collection fees" -- are considered a form of discount, refund, or rebate and 
reduce the costs of the goods or services purchased from the supplier. 
 
 
810. REDUCTION OF COST THROUGH COURT DECISION, SETTLEMENT, OR OTHER 

LEGAL ACTION 
 
810.1 General.--Monetary damages received by a provider as a result of a court decision, 
settlement, legal action, or other claim for damages are considered a reduction of cost if they 
represent recoveries of previously allowed costs.  Damages specifically designated as punitive 
damages by the court are not treated as a reduction of cost.  Amounts received which are related to 
cost periods prior to the provider's participation in the program for costs which have not been 
reflected in allowable cost under Medicare are not treated as a reduction of cost. 
 
810.2 Allocation of Recoveries to Periods of Medicare Participation.--There may be situations 
where a monetary award or settlement includes damages for periods before and after the provider's 
entry into the program. If the amount of damages in the award or settlement is allocated to specific 
periods or if the provider can allocate the recovery to particular cost periods based on its own 
records, the amounts used to reduce allowable cost shall be limited to the amounts incurred during 
the cost periods reported under Medicare.  Follow the accounting treatment discussed in §804. 
Where a provider's allocation of a recovery to a time period is not supported by its records or by the 
terms of the award, use the following formula to allocate the recovery to the period(s) of participation 
in Medicare: 
 
Formula: The fraction of months represented by Medicare cost reports divided by total months 
applicable to legal action, multiplied by amounts received (excluding punitive damages) equals 
amounts used to reduce costs.  
 
Illustration 
 
In 1967, the Justice Department won an anti-trust suit against certain defendants for the period 1953 
through November 1966 (a 167-month period).  The decision paved the way for numerous law suits 
by providers to recover excessive amounts paid for certain drugs.  A settlement, however, was made 
out of court to all parties concerned.  One provider participating  in Medicare since July 1, l966, 
(and which filed a cost report covering the period July 1, 1966, to June 30, 1967) recovered $8,350 
but did not have records to support allocation of this recovery to reduce costs in specific time 
periods.  Using the above formula, the amount of recovery that shall reduce Medicare allowable costs 
is by $250.  That is, the fraction of five divided by one hundred sixty seven, multiplied by $8,350 = 
$250. 
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900. PRINCIPLE 
 
A reasonable allowance of compensation for services of owners is an allowable cost, provided 
the services are actually performed in a necessary function (42 CFR 413.102). 
 
901. APPLICATION 
 
The allowance of compensation for services of sole proprietors and partners is the reasonable 
value of the services furnished.  The test of reasonableness applies to the actual compensation of 
all individuals performing services in connection with the operation of a provider including:  (1)  
employees, officers, and directors owning stock in closely-held corporations; (2) employees, 
officers, and directors with a substantial ownership or equity in public corporations; and (3) 
certain employees of trusts (see § 902.6). 
 
902. DEFINITIONS 
 
902.1 Compensation-Sole Proprietorships and Partnerships.--The allowance of compensation 
for services of sole proprietors and partners is the amount determined to be the reasonable value 
of the services furnished regardless of whether there is an actual distribution of the profits of the 
business or payment made to the sole proprietor/partner. (§907) 
 
902.2 Compensation-Corporations.--For purposes of determining whether the total 
compensation paid to an owner is reasonable, compensation as defined herein means 
remuneration paid to an owner regardless of the form in which it is paid.  (See §§ 906 and 906.1) 
 Compensation may be included in allowable provider cost only to the extent that it represents 
reasonable remuneration for managerial, administrative, professional, and other services related 
to the operation of the facility and furnished in connection with patient care.  Services furnished 
in connection with patient care include both direct and indirect activities in the provision and 
supervision of patient care, such as administration, management, and supervision of the overall 
institution.  Costs of activities not related to either direct or indirect patient care, e.g., those 
primarily for the purpose of managing or improving the owner's financial investment, are not 
recognized as an allowable cost. Compensation of a physician-owner of a facility is subject to an 
allocation between professional and provider components (see §2108 and §2182). 

Payments found to represent a return on equity capital are not compensation and are in no event 
allowable as an item of reimbursable cost.  Nor are such payments considered as compensation 
for purposes of determining the reasonable level of reimbursement of the owner. 
 
902.3 Reasonableness.--Reasonableness requires that the compensation allowance be such an 
amount as would ordinarily be paid for comparable services by comparable institutions 
depending upon the facts and circumstances of each case.  Reasonable compensation is limited to 
the fair market value of services rendered by the owner in connection with patient care.  Fair 
market value is the value determined by the supply and demand factors of the open market. 
 
902.4 Necessary.--Necessary means that had the owner not furnished the services, the 
institution would have had to employ another person to perform those services.  The services 
must be pertinent to the sound conduct and operation of the institution. 
 
902.5 Persons Related to Owner.--Compensation paid to an employee who is an immediate 
relative of the owner of the facility is also reviewable under the test of reasonableness.  For this 
purpose, the following persons are considered immediate relatives:  (1) husband and wife; (2) 
natural parent, child, and sibling; (3) adopted child and adoptive parent; (4) stepparent, stepchild, 
stepbrother, and stepsister; (5) father-in-law, mother-in-law, son-in-law, daughter-in-law, 
brother-in-law, and sister-in-law; (6) grandparent and grandchild. 
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902.6 Trusts.--Where a trust operates an institution or has an interest in the corporation or 
partnership operating the facility, the compensation of an employee who is the settlor or grantor 
of the trust, a trustee, or a beneficiary of the trust, is subject to the test of reasonableness. 
 
902.7 Compensation for Persons Related to Owner.--The actual compensation to an 
immediate relative of an owner (as described in § 902.5) is subject to the test of reasonableness.  
No cost may be imputed for the value of these services. 
 
902.8 Proprietary Provider.--A proprietary provider is a provider organized and operated with 
the expectation of earning a profit for the owners (as distinguished from a provider organized and 
operated on a nonprofit basis). 
 
904. CRITERIA FOR DETERMINING REASONABLE COMPENSATION-GENERAL 
 
In general, the determination as to the reasonableness of a person's compensation is made by 
comparing it with the compensation paid to other individuals in similar circumstances. To obtain 
uniformity in application of the principle, the contractor (1) identifies compensation paid to 
individuals other than owners by comparable institutions in the same geographical area, (2) 
furnishes this data to the CMS regional office where it is consolidated with data obtained by 
other contractors to produce ranges of reasonable compensation to be used in the same area, and 
(3) applies a set of criteria based on the qualifications and responsibilities of the owner to 
determine his placement within the range. 
 
In establishing the ranges, abnormally low amounts of compensation sometimes received by 
employees of religiously sponsored providers may be ignored since circumstances led to the 
establishment of their rate of pay which are not applicable to other persons.  Although contractors 
are to be guided by the established ranges in evaluating the reasonableness of an owner's 
compensation, there may be special circumstances where a contractor, on the basis of its 
judgment, allows an amount that is outside the established range.  This might occur where the 
provider has certain characteristics or the owner has special qualifications and experience which 
would make a comparison with other institutions and individuals unrealistic. 
 
904.1 Factors to be Considered in Determining Comparability of Institutions.--There are a 
number of factors involved in the determination of the comparability of institutions which 
include, but are not necessarily limited to, the following: 
 

A. The Size of an Institution.--The size of institutions will generally be measured by the 
number of beds; however, because of differences in occupancy rates, in some situations the 
number of patient days for the period in question may also be used in determining whether 
particular providers are comparable in size.  Where only a portion of the total beds of an 
institution are certified, the provider should be classified by the total beds available since the 
compensation paid administrators is based on services rendered to the entire facility.  Only a 
portion of the allowed compensation would be allocated to the certified part of the institution.  
For home health agencies, size will be measured by the number of visits. 
 

B. Classification of Institutions.--Institutions should be classified by the type and range of 
services offered.  The type of services has reference to the nature of the services rendered; i.e., 
medical, surgical, rehabilitative, etc.  The range of the services means the extent to which the 
particular kind of service can be rendered.  For example, for rehabilitative services, the range of 
services refers to the amount and kind of physical therapy available, whether speech therapy is 
available, etc.  In considering the type and range of services rendered, emphasis will be given to 
those services available in the institution rather than services which are available only when 
arranged for with other organizations by the provider. 
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C. Number and Types of Personnel Employed.--This factor refers to the number of 
personnel employed in the various professional and nonprofessional categories. 
 

D. Geographical Location.--In determining the comparability of facilities, geographical 
location is a consideration.  Since consideration is given to the area in which the institution is 
located and whether it is in an urban, suburban, or rural setting, differences in prevailing living 
and wage costs are recognized. 
 
904.2 Factors to be Applied in Evaluating Compensation Within Range for Comparable 
Institutions.--The factors that are considered in determining the reasonableness of an owner's 
compensation within the range established for a class of institution include the following: 
 

A. The qualifications of the owner including his educational attainment and experience in 
similar responsible positions.  Education and experience are pertinent only as they relate to the 
job being performed and services being rendered.  Where an owner-administrator is also a 
physician, the services evaluated are administrative in nature rather than the actual practice of 
medicine.  Therefore, the compensation allowed is based on the compensation nonphysician 
administrators receive rather than on the rate physicians receive for their professional services. 
 

B. The number and types of professional and other personnel supervised by the owner. 
 

C. The duties and responsibilities of the owner and the actual services rendered. 
 

1. Information as to the owner's actual duties, responsibilities, hours, and days 
regularly worked, etc., should be obtained.  Compensation for "full-time" service requires that at 
least 40 hours per week be devoted to the duties of the position for which compensation is 
required.  Owners devoting less than 40 hours per week to the position will be compensated on a 
proportionate basis, with 40 hours per week considered to be the full-time as is for such 
proportionate compensation. 
 

2. The fact that an owner may have potential supervisory and managerial authority 
and responsibility for an institution is not as important as the manner in which authority and 
responsibility is actually exercised.  For example, another individual, perhaps with the 
designation of assistant administrator, might perform most day-to-day managerial and 
supervisory functions in an institution.  In such case, the right of the owner-administrator to 
overrule decisions does not constitute a basis for recognition of compensation comparable to 
administrators in other similar institutions. 
 

D. Whether the owner performs services for any other institutions or is engaged in any 
other occupation. 
 

1. Presumably, where an owner performs services for several institutions, he spends 
less than full time (i.e., at least less 40 hours a week) with each institution.  In such cases, 
allowable compensation shall reflect an amount proportionate to a full-time basis. 
 

2. If an owner is engaged in another activity, such as an owner-administrator also 
having a private medical practice, he ordinarily could not render full-time services as 
administrator of the institution. 
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905. PROCEDURES FOR DETERMINING REASONABLE COMPENSATION 
 
905.1 General.--Contractors have the responsibility for evaluating the reasonableness of an 
owner's compensation in terms of the criteria provided in §§ 904.1 and 904.2.  On the basis of 
information obtained by surveys of providers, ranges of compensation for comparable institutions 
will be established.  Contractors will utilize these ranges both for final settlement and when 
setting interim rates. 
 
Where an owner indicates he functions in an executive role other than as administrator (e.g., 
president, executive director, etc.), the contractor will ascertain the owner's actual duties and 
categorize him by the nature of the services rendered in connection with patient care rather than 
by the various titles administrators might have.  Contractors will consolidate virtually identical or 
similar services to permit the establishment of realistic ranges. 
 
Where an owner occupies a position other than as administrator (e.g., nursing supervisor), the 
determination of the reasonableness of the compensation may be much simpler since there would 
tend to be more uniformity in the type of service rendered in a position other than as an 
administrator. 
 
905.2 Surveys.--Surveys shall include all proprietary institutions and a sufficient number of 
comparable nonproprietary institutions in the same geographical area so that an adequate 
comparison can be made.  The comparison should take into consideration the services 
compensation of non-owner administrators of proprietary and nonproprietary facilities. 
 
905.3 Uniform Approach.--The application of this policy requires a consistency in the 
development of ranges of compensation for services in comparable situations.  To insure that this 
consistency is achieved, the regional offices have the responsibility for coordinating contractor 
activities. 
 
There may be situations in which an individual has an ownership interest in providers serviced by 
different contractors.  It is appropriate for contractors to inquire of the owner whether such 
situation does exist and, if so, to coordinate its determination with the other contractor(s). 
 
905.4 New Providers and Future Surveys.--Where a proprietary provider first enters the 
program, the owner's compensation is evaluated by its contractor in terms of the ranges of 
compensation established for comparable institutions.  After a period of time, it may be necessary 
for contractors to resurvey their providers because of changes in compensation levels and 
changes in the duties and responsibilities of the owners. 
 
905.5 Few Similar Providers in an Area.--Where there are few comparable institutions in an 
area, it may be difficult for a contractor to evaluate the reasonableness of an owner's 
compensation.  In such situations, the contractor may need to obtain information about the ranges 
of compensation established for comparable institutions in nearby or similar areas.  Another 
method is to use the ranges established for another class of institution and adjust the ranges 
accordingly.  For example, the contractor may, on the basis of its analysis and judgment, 
establish as reasonable compensation in a given skilled nursing facility (SNF) an appropriate 
proportion of the compensation paid to administrators of comparably sized hospitals in the same 
area. However, where this approach is taken, the fact that hospitals are generally more complex 
institutions than SNFs is reflected in the determination. 
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905.6 Inflation Factor. 
 
Contractors apply an inflation factor to update ranges of reasonable compensation determined for 
previous years.  The CMS furnishes an annual calendar year (CY) inflation factor for this 
purpose.  Following are the CY factors for recent years: 
 
2005 - 3.7%; 2006 - 3.4%; 2007 - 3.7%; 2008 - 3.0%; 2009 - 1.7%; 2010 - 1.5%; 2011 - 2.0%;   
2012 - 2.0%; 2013 - 1.9%; 2014 - 1.9% 
 
906. TYPES OF COMPENSATION - CORPORATIONS 
 
As indicated in §902.2, compensation for the necessary services of a stockholder-employee or an 
individual described in §901 (other than sole proprietors and partners) includes: 
 

• Salary amounts paid for managerial, administrative, professional, and other services; 
 

• Amounts paid by the institution for the personal benefit of the owner (see §906.1); 
 

• The costs of assets and services which the owner receives from the institution (see 
§906.1); and 

 
• Deferred compensation.  (See §2140.) 

 
Any payments to an owner in excess of a reasonable level do not constitute compensation or any 
other allowable cost. 
 
906.1 Other Types of Compensation.--There may be instances in which an owner is receiving 
compensation in a form that, without close scrutiny, might not be recognized as compensation 
(e.g., fringe benefits).  Compensation to an owner may include (1) supplies and services for the 
personal use of the owner, (2) special merchandise ordered from wholesalers for the owner's 
personal use, (3) wages of a domestic or other employee who works in the home of the owner, 
(4) personal use of a car owned by the business, (5) personal insurance premiums paid for the 
owner, and (6) other fringe benefits as described in §2144. 
 
Any of the above payments must be included in the owner's total compensation to determine its 
reasonableness when such payments meet the requirements for being categorized as fringe 
benefits under the definition given in §2144.1.  If the requirements of that section are not met, 
these types of payments cannot be considered compensation. 
 
906.2 Subchapter S Corporation.--Under Federal income tax law, certain corporations can 
elect to be treated for tax purposes as a partnership.  This election, however, has no effect on 
reimbursement under the Medicare program, and an owner of a Subchapter S corporation is not 
considered a partner for purposes of this principle. 
 
906.3 Director Fees and Consultant Fees.--All payments by a provider to an owner which are 
claimed as an allowable cost are included in the owner's total compensation for purposes of 
determining the reasonableness of the cost claimed.  This includes fees received by an owner, 
regardless of the label placed on them, such as consultant or director fees.  The determination as 
to the reasonableness of such compensation is made by comparing it with amounts paid by 
comparable institutions for comparable services performed by their employees, rather than by 
considering the amounts that outside consultants receive. 
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906.4 Unpaid Compensation.--See §2146.2B. 
 

General.--The compensation of stockholder-employees and individuals described in 
§901 (other than sole proprietors and partners) is included for a cost reporting period if earned 
within the period, even if not paid until after the close of the period.  However, payment must be 
made (whether by check or other negotiable instrument, cash or legal transfer of assets such as 
stocks, bonds, real property, etc.) within 75 days after the close of the period.  Where payment is 
made by check or other negotiable instrument (e.g., a promissory note), these forms of payment 
must be liquidated through an actual transfer of the provider's assets within 75 days after the 
close of the period in order to meet the requirements of this section.  If payment, including the 
liquidation of negotiable instruments, is not made within the cost reporting period, or within 75 
days thereafter, the unpaid compensation is not includable in allowable costs either in the period 
when earned or in the period when actually paid. 
 
 
907. COMPENSATION-SOLE PROPRIETORSHIPS AND PARTNERSHIPS 
 

A. General.--The allowance of compensation for sole proprietors and partners is the value 
of the services rendered by the owner.  Such an amount may or may not be represented as actual 
payments made to the owner.  There is no direct relationship between the compensation 
allowance of the owner and the amount of operating profit (or loss) of the facility. 
 
In determining the allowance, the contractor is responding to a claim for the value of the services 
of the owner.  That is, the institution will include in its statement of reimbursable cost an 
allowance for the value of the owner's services and the contractor evaluates the reasonableness of 
this claim by applying the criteria in this chapter. 
 

B. Actual Payments Made.--Where a provider has claimed as some other cost (for 
example, see § 906.1) an amount paid to a sole proprietor or partner, such amount is combined 
with the allowance claimed by the provider for the owner's services.  This total is then used for 
determining the reasonableness of the compensation allowance claimed. 
 

C. Other Considerations.--Since the compensation allowance for sole proprietors and 
partners is dependent upon the value of the necessary services rendered, no allowance is granted 
where such services are not actually rendered.  This is true even if an owner is receiving 
payments from the provider.  Therefore, although a partnership agreement might provide for 
retired partners to continue to receive a share of the partnership profits even though they are not 
rendering any services, such payments are not considered allowable costs under the program. 
 

D. Corporation is Partner.--Where a corporation is a partner in a participating provider, 
the allowance of compensation for the services of stockholder employees of the corporation is 
limited to the actual remuneration paid.  In contrast to sole proprietors and partners, these 
individuals do receive actual compensation for their services, separate and apart from any 
distribution of profits made to them by virtue of their ownership interest in the corporation.  The 
compensation paid by the corporation is subject to the test of reasonableness in evaluating the 
partnership's claimed allowance. Further, since the corporation is considered related to the 
provider within the meaning of Chapter 10, Cost to Related Organizations, the provider also 
cannot claim amounts for services performed by other employees of the corporation which are in 
excess of the actual remuneration paid. 
 
 
 
 
 
 
 
9-8 Rev. 468 



 
 CHAPTER X 
 
 COST TO RELATED ORGANIZATIONS 
 
                                                                         Section   Page 
 
 General 
 
Principle. ...........................................................................................................    1000      10-3 
Definitions.........................................................................................................    1002      10-3 
      Related to the Provider. ...............................................................................    1002.1    10-3 
      Common Ownership. ..................................................................................    1002.2    10-3 
      Control. .......................................................................................................    1002.3    10-3 
 
 Determination of Ownership or Control 
 
Determination of Common Ownership or Control in 
   the Provider Organization and Supplying 
   Organization. ..................................................................................................    1004      10-3 
      Common Ownership Rule...........................................................................    1004.1    10-3 
      Examples of Common Ownership. .............................................................    1004.2    10-4 
      Control Rule. ...............................................................................................    1004.3    10-4 
      Examples of Control. ..................................................................................    1004.4    10-5 
 
 Related Organization's Costs 
 
Determination of a Related Organization's Costs. ............................................    1005      10-6 
 
 Exception to Principle 
 
Exception to the Related Organization Principle. .............................................    1010      10-6 
   Examples of Applying the Exception. ...........................................................    1010.1    10-7 
 
 Special Applications 
 
Special Applications. ........................................................................................    1011      10-8 
      Contracts Creating Relationship. ................................................................    1011.1    10-8 
      Termination of Relationship. ......................................................................    1011.2    10-8 
      Disposal of Assets. ......................................................................................    1011.3    10-9 
      Purchase of Facilities from Related 
         Organizations. ..........................................................................................    1011.4    10-9 
      Rental Expense Paid to a Related 
         Organization. ............................................................................................    1011.5    10-9 
      Shared-Services Organizations. ..................................................................    1011.6    10-10 
      Special Purpose Organizations. ..................................................................    1011.7    10-10 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 272 10-1 



12-82 COST TO RELATED ORGANIZATIONS 1004.1 
 
 
1000. PRINCIPLE 
 
Costs applicable to services, facilities, and supplies furnished to the provider by organizations related 
to the provider by common ownership or control are includable in the allowable cost of the provider 
at the cost to the related organization.  However, such cost must not exceed the price of comparable 
services, facilities, or supplies that could be purchased elsewhere.  The purpose of this principle is 
two-fold: (1) to avoid the payment of a profit factor to the provider through the related organization 
(whether related by common ownership or control), and (2) to avoid payment of artificially inflated 
costs which may be generated from less than arm's-length bargaining.  (Cross-refer to section 
2150ff.) 
 
1002. DEFINITIONS 
 
1002.1  Related to the provider means that the provider to a significant extent is associated or 
affiliated with, or has control of, or is controlled by, the organization furnishing the services, 
facilities, or supplies. 
 
1002.2  Common ownership exists when an individual or individuals possess significant 
ownership or equity in the provider and the institution or organization serving the provider. 
 
1002.3  Control exists where an individual or an organization has the power, directly or indirectly, 
significantly to influence or direct the actions or policies of an organization or institution. 
 
1004. DETERMINATION OF COMMON OWNERSHIP OR CONTROL IN THE 

PROVIDER ORGANIZATION AND SUPPLYING ORGANIZATION 
 
In determining whether a provider organization is related to a supplying organization, the tests of 
common ownership and control are to be applied separately.  If the elements of common ownership 
or control are not present in both organizations, the organizations are deemed not to be related to 
each other.  The existence of an immediate family relationship will create an irrebuttable 
presumption of relatedness through control or attribution of ownership or equity interests where the 
significance tests of sections 1002.2 and 1002.3 above are met.  The following persons are 
considered immediate family for Medicare program purposes: (1) husband and wife, (2) natural 
parent, child and sibling, (3) adopted child and adoptive parent, (4) step-parent, step-child, step-
sister, and step-brother, (5) father-in-law, mother-in-law, sister-in-law, brother-in-law, son-in-law, 
and daughter-in-law, (7) grandparent and grandchild. 
 
1004.1  Common Ownership Rule 
 
A determination as to whether an individual (or individuals) or organization possesses significant 
ownership or equity in the provider organization and the supplying organization, so as to consider the 
organizations related by common ownership, will be 
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made on the basis of the facts and circumstances in each case.  This rule applies whether the provider 
organization or supplying organization is a sole proprietorship, partnership, corporation, trust or 
estate, or any other form of business organization, proprietary or nonprofit.  In the case of a nonprofit 
organization, ownership or equity interest will be determined by reference to the interest in the assets 
of the organization (e.g., a reversionary interest provided for in the articles of incorporation of a 
nonprofit corporation). 
 
1004.2  Examples of Common Ownership 
 
The following examples illustrate the general application of the common ownership rule. The 
percentages used are for illustrative purposes only and are not intended to prescribe objective rules 
for determining when significant ownership or equity in an organization exists.  Substantially lower 
percentages could still constitute significant ownership.  Such a determination must be made on the 
basis of the facts and circumstances in each case. 
 

Example No. 1--Direct Ownership 
 

Mr. B owns a 60 percent interest in the provider organization and a 55 percent 
interest in an organization supplying the provider.  The provider and the supplying 
organization are considered related by common ownership since Mr. B possesses 
significant ownership in both organizations. 

 
Example No. 2--Dispersion of Ownership 

 
Mr. X owns a 70 percent interest in the provider organization and a 40 percent 
interest in the supplying organization.  The remaining 60 percent interest in the 
supplying organization is owned in equal amounts by twenty individuals unrelated 
to Mr. X.  Unless the provider can demonstrate to the satisfaction of the 
intermediary that Mr. X's concentrated ownership interest in the supplying 
organization is not significant, the organizations are considered related to each other 
by common ownership. 

 
Example No. 3--Attribution of Ownership 

 
Mr. L owns 20 percent of the outstanding shares of a corporate provider and a 50 
percent interest in the supplying organization, a partnership.  Ms. L, Mr.  L's spouse, 
owns 30 percent of the outstanding shares of the provider corporation.  Because Mr. 
and Ms. L cumulatively hold 50 percent of the provider and Mr.  L owns 50 percent 
of the supplier, the organizations are considered related by common ownership. 

 
1004.3  Control Rule 
 
The term "control" includes any kind of control, whether or not it is legally enforceable and however 
it is exercisable or exercised.  It is the reality of the control which is decisive, not its form or the 
mode of its exercise. 
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The facts and circumstances in each case must be examined to ascertain whether legal or effective 
control does, in fact, exist.  Since a determination reached in a specific case represents a conclusion 
based on the entire body of facts and circumstances involved, such determination should not be used 
as a precedent in other cases unless the facts and circumstances are substantially the same. 
 
1004.4  Examples of Control 
 

Example No. 1 - Administrative Control 
 

Dr. A is the medical director of a provider, but he does not have an ownership 
interest in the provider.  He is also the president and owner of a supplier 
organization that provides various therapeutic services primarily to the provider.  
Under the circumstances described, it will be presumed that Dr. A has the power to 
influence or direct both the provider and the supplying organization, and that the 
organizations are related to each other by common control. 

 
Example No. 2 - Contracts 

 
Provider M enters into a management contract with XYZ Company. Selected terms 
of the contract provide as follows: (1) that XYZ Company will replace several key 
provider employees with employees of XYZ Company; (2) that XYZ Company will 
make a substantial loan to the provider for working capital purposes with the loan to 
be evidenced by a demand note; and (3) that XYZ Company owns and leases to the 
provider the building, fixed equipment and land, and that such lease can only be 
cancelled by XYZ Company, upon which event XYZ Company would assume all 
the assets and liabilities of the provider.  In this example, while any one individual 
factor might not constitute significant control, in combination it is clear that XYZ 
Company has the power significantly to influence or direct the actions or policies of 
Provider M.  Thus, Provider M and XYZ Company are related through control. 

 
Example No. 3 - Indirect Control 

 
A construction company builds a facility and leases it to an operating company 
which becomes a provider.  Mr. A owns a 100% interest in the construction 
company and a 35% interest in the operating company.  Mr. B, a key employee of 
the construction company, owns a 20% interest in the operating company.  Under 
the circumstances described, it will be presumed that Mr. A, as the employer of Mr. 
B in the construction company, can influence Mr.  B's decisions relative to the 
operation of the provider and that the construction company and the provider are 
related by common control.  (Mr. B would probably not jeopardize his position in 
the construction company by opposing Mr. A's wishes in the management of the 
provider.) 
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Example No. 4 - Attribution of Control 
 

Mr. A owns a 60% interest in the provider organization.  Mr. A's two sons and wife 
together own a 100% interest in the organization supplying the provider.  Under the 
circumstances described, it will be presumed that Mr. A has the power to influence 
and direct the actions of his family relating to the operation of the supplying 
organization, and that the organizations are related by common control. 

 
1005. DETERMINATION OF A RELATED ORGANIZATION'S COSTS 
 
The related organization's costs include all reasonable costs, direct and indirect, incurred in the 
furnishing of services, facilities, and supplies to the provider.  The intent is to treat the costs incurred 
by the supplier as if they were incurred by the provider itself. Therefore, if a cost would be 
unallowable if incurred by the provider itself, it would be similarly unallowable to the related 
organization.  The principles of reimbursement of provider costs described elsewhere in this manual 
will generally be followed in determining the reasonableness and allowability of the related 
organization's costs, except where application of a principle in a nonprovider entity would be clearly 
inappropriate ( e.g., Chapter 22, Determination of Cost of Services to Beneficiaries; Chapter 23, 
those portions pertaining to cost finding; Chapter 24, Payments to Providers; Chapter 25, Limitations 
on Coverage of Costs; and Chapter 26, Lower of Cost or Charges).  In situations where the provider 
is a proprietary organization (as defined in section 1202.4), an allowance of a reasonable return on 
equity capital invested and used in furnishing services, facilities and supplies to the related provider 
is includable as an element of the reasonable cost of the related organization.  The general rules 
specified in section 1200ff for inclusion and exclusion of certain assets and liabilities in the 
computation of equity capital for providers will be similarly applied to the assets and liabilities of the 
related organization. 
 
The provider must make available to the intermediary when requested adequate documentation to 
support the costs incurred by the related organization, including, when required, access to the related 
organization's books and records, attributable to supplies and services furnished to the provider.  
Such documentation must include an identification of the organization's total costs, the  basis of 
allocation of direct and indirect costs to the provider, and other entities served. 
 
1010. EXCEPTION TO THE RELATED ORGANIZATION PRINCIPLE 
 
An exception is provided to the general rule applicable to related organizations.  The exception 
applies if the provider demonstrates by convincing evidence to the satisfaction of the intermediary 
that the following criteria have been met: 
 

a. The supplying organization is a bona fide separate organization.  This means that the 
supplier is a separate sole proprietorship, partnership, joint venture, association or corporation and 
not merely an operating division of the provider organization. 
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b. A substantial part of the supplying organization's business activity of the type carried 
on with the provider is transacted with other organizations not related to the provider and the 
supplier by common ownership or control and there is an open, competitive market for the type of 
services, facilities, or supplies furnished by the organization.  In determining whether the activities 
are of similar type, it is important to also consider the scope of the activity.  For example, a full 
service management contract would not be considered the same type of business activity as a minor 
data processing contract. The requirement that there be an open, competitive market is merely 
intended to assure that the item supplied has a readily discernible price that is established through 
arm's-length bargaining by well informed buyers and sellers. 
 

c. The services, facilities, or supplies are those which commonly are obtained by 
institutions such as the provider from other organizations and are not a basic element of patient care 
ordinarily furnished directly to patients by such institutions.  This requirement means that institutions 
such as the provider typically obtain the items of services, facilities, or supplies from outside sources, 
rather than producing the item internally. 
 

d. The charge to the provider is in line with the charge for such services, facilities, or 
supplies in the open market and no more than the charge made under comparable circumstances to 
others by the organization for such services, facilities, or supplies.  The phrase "open market" takes 
the same meaning as "open, competitive market" in b. above. 
 
Where all of the conditions of this exception are met, the charges by the supplier to the provider for 
such services, facilities, or supplies are allowable as costs. 
 
1010.1  Examples of Applying the Exception 
 
The exception is intended to cover situations where large quantities of goods and services are 
supplied to the general public and only incidentally are furnished to related organizations. 
 

Example No. 1 
 

The owner/operator of a drug store is a principal stockholder in the proprietary 
corporation that operates a skilled nursing facility.  The drug store operates as an 
independent business, serving both the general public and the skilled nursing 
facility.  A substantial amount of the business of the drug store is done with the 
general public. Skilled nursing facilities customarily do not provide pharmaceutical 
services with in-house resources.   Therefore, the exception to the principle applies 
and the amounts charged to the provider by the drug store are allowable as costs, not 
to exceed the amounts charged to the general public or to other institutions for 
similar services. 
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Example No. 2 
 

A provider enters into a management contract, the terms of which create a 
relationship through control as described in section 1004.4 - Example No. 2 above.  
The management company also has a substantial number of similar contracts with 
other providers.  In this situation, the exception to the principle does not apply 
because the criterion which requires that a substantial part of the supplying 
organization's business activity of the type carried on with the provider is transacted 
with unrelated organizations could never be met.  Because the nature of the 
management contract creates the relationship, all other transactions of the same type 
(i.e., management contracts that create a relationship through control) would create 
a relationship between the contracting parties.  Therefore, it would be impossible to 
enter into this type of contract with an unrelated entity. 

 
1011. SPECIAL APPLICATIONS 
 
1011.1  Contracts Creating Relationship 
 
If a provider and a supplying organization are not related before the execution of a contract, but 
common ownership or control is created at the time of execution by any means, the supply contract 
will be treated as having been made between related organizations. 
 
Example:  Corporation A, a supplier of management services, is unrelated to Corporation B, a 
provider.  Corporation A executes a contract with Corporation B for the provision of various 
management services to Corporation B.  The terms of the contract are the same as those described in 
section 1004.4 - Example No. 2 above, thus making the two corporations related by control upon 
execution of the contract.  Corporation B's allowable costs for the management services would be 
limited to Corporation A's costs of providing the management services. 
 
1011.2  Termination of Relationship 
 
If a provider and a supplier are related by common ownership or control at the time of executing a 
supply contract, the provider's allowable costs will be governed by the related organization principle 
throughout the full term of the supply contract,  even if the common ownership or control terminates 
before the end of the contract. 
 
Example:  Corporation A owns a building and executes a lease contract with Corporation B, a 
provider.  A single stockholder owns 100% of the capital stock of both corporations. A person 
unrelated to either corporation buys the stock of Corporation B from the stockholder, thus 
terminating the relationship of Corporation B and Corporation A. However, until the lease is 
terminated, Corporation B's allowable costs would be limited to Corporation A's costs of ownership. 
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1011.3  Disposal of Assets 
 
Under the cost to related organizations principle, the cost of ownership (depreciation, interest, taxes, 
etc.) of an asset which is used in the program is includable in the allowable cost of a provider even 
though it is owned by a related party.  Where such an asset is sold or otherwise disposed of (see 
section 130) by a related organization, any gain or loss realized by the related party must be included 
in the provider's cost. (See section 132ff.)  Likewise, where a provider claims accelerated 
depreciation on an asset owned by a related organization, and it either terminates participation in the 
program, or substantially reduces its HI utilization, as explained in section 136.4, the excess 
depreciation claimed is subject to the recapture provisions of section 136. 
 
1011.4  Purchase of Facilities from Related Organizations 
 
Where a facility is purchased from an organization related to the purchaser by common ownership or 
control, or where a facility, through purchase, converts from a proprietary to a nonprofit status and 
the buyer and seller entities are related by common ownership or control, the purchaser's basis for 
depreciation shall not exceed the seller's basis under the program, as computed in section 114, less 
accumulated depreciation recognized under the program.  Also, accumulated depreciation of the 
seller under the program shall be considered as incurred by the purchaser for purposes of application 
of section 132ff. 
 

Examples: 
 

A construction company builds a facility for an operating company which becomes 
a provider.  Mr. X owns a 100 percent interest in both organizations.  The provider 
organization and the construction company are considered related; therefore, the 
construction company's costs of building the facility must be used by the provider as 
the historical cost of the facility. 

 
The owners of a 200-bed hospital convert their facility to a nonprofit corporation. 
The owners sell the hospital to a nonprofit corporation under the direction of a 
board of trustees made up of former owners of the proprietary corporation.  Both 
corporations are considered related organizations; therefore, the asset bases to the 
nonprofit corporation remain the same as contained in the proprietary corporation's 
records, and there can be no increase in the book value of such assets. 

 
1011.5  Rental Expenses Paid to a Related Organization 
 
A provider may lease a facility from a related organization within the meaning of the principles of 
reimbursement.  In such case, the rent paid to the lessor by the provider is not allowable as cost.  The 
provider, however, would include in its costs the costs of 
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ownership of the facility.  Generally, these would be costs such as depreciation (subject to the 
principles in Chapter 1), interest on the mortgage, real estate taxes, and other expenses attributable to 
the leased facility.  The effect is to treat the facility as though it were owned by the provider.  (See 
section 1212 of Chapter 12 regarding the treatment of the owner's equity in the leased assets.) 
 
1011.6  Shared-Services Organizations 
 
A group of providers may create a supplier organization by various means which generally include a 
pooling of provider resources.  These "shared-services organizations," as they are typically called, are 
to be treated in the same manner as any other supplier. However, in determining if a relationship 
exists, the ownership or control interest must be viewed on an individual provider basis.  For 
example, if an individual provider's interest, considering its individual ownership and/or control 
interest, in the shared-services organization is insignificant when compared to the interests of the 
entire group, then that provider is not related to the shared-services organization.  This, of course, 
assumes that the providers are otherwise unrelated.  For example, if all of the provider members of 
the shared-services organization are wholly owned subsidiaries of the same parent organization, that 
would create a relationship, even though any one individual provider's interest in the shared-services 
organization is insignificant. 
 
1011.7  Special Purpose Organizations 
 
A provider may establish a separate, special purpose organization to conduct certain of the provider's 
patient-care-related or nonpatient-care-related activities (e.g., a development foundation assumes the 
provider's fund raising activity).  Often, the provider does not own the special purpose organization 
(e.g., a nonprofit, nonstock-issuing corporation), and has no common governing body membership.  
However, such a special purpose organization is considered to be related to a provider if: 
 

a. The provider controls the special purpose organization through contracts or other legal 
documents that give the provider the authority to direct the special purpose organization's activities, 
management, and policies; or 
 

b. The provider is, for all practical purposes, the sole beneficiary of a special purpose 
organization's activities.  The provider should be considered the special purpose organization's sole 
beneficiary if one or more of the three following circumstances exist: 
 

1. A special purpose organization has solicited funds in the name of and with the 
expressed or implied approval of the provider, and substantially all the funds solicited by the 
organization were intended by the contributor or were otherwise required to be transferred to the 
provider or used at its discretion or direction; 
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2. The provider has transferred some of its resources to a special purpose organization, 
substantially all of whose resources are held for the benefit of the provider; or 
 

3. The provider has assigned certain of its functions (such as the operation of a 
dormitory) to a special purpose organization that is operating primarily for the benefit of the 
provider. 
 
Example:  Provider T is a voluntary, nonprofit, acute care hospital governed by a 20-member board 
of directors.  ABC Foundation, Inc., is a nonprofit development foundation engaged in various health 
care and nonhealth care related activities, some of which were performed by Provider T prior to the 
establishment of the foundation.  ABC Foundation, Inc., is governed by a 12-member board of 
directors, none of which serve concurrently as directors of Provider T.  The articles of incorporation, 
constitution, and bylaws of the foundation provide that the foundation's purpose is to perform fund 
raising, community relations, and provider outreach programs for the sole benefit of Provider T.  The 
restrictive nature of the foundation's activities provides a sufficient connection for a finding of 
control between the entities.  Thus, transactions between the provider and the development 
foundation will be as between related organizations. 
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 General 
 
1400. PRINCIPLE 
 
Effective with provider cost reporting periods beginning on or after April 1, 1975, the reasonable 
cost of the services of physical, occupational, speech, and other therapists, or services of other 
health-related specialists (except physicians), performed by outside suppliers for a provider of 
services, a clinic, a rehabilitation agency, or public health agency is limited to: (1) amounts 
equivalent to the salary and other costs that would have been incurred by the provider if the services 
had been performed in an employment relationship, plus (2) an allowance to compensate for other 
costs an individual not working as an employee might incur in furnishing services under 
arrangements.  However, this reasonable cost may be determined on the basis of a reasonable rate per 
unit of service: (1) where the services of a therapist or other health-related specialist are required 
only on a limited part-time basis or only intermittently; and (2) where aggregate reimbursement on 
this per unit of service basis is less than what the provider would have paid a salaried employee 
therapist or other health-related specialist on a full-time or regular part-time basis.  (42 CFR 
413.106)  In no case, though, may reasonable cost exceed the amount actually paid the outside 
supplier for services rendered. 
 
This principle applies to all Part A and Part B therapy and other health-related services provided by 
outside suppliers and reimbursable on a reasonable cost basis.  Effective with cost reporting periods 
beginning on or after October l, 1983, the salary equivalency guidelines do not apply to inpatient 
hospital services (furnished under an arrangement by an outside contractor) paid for under the 
prospective payment system (as provided by 42 CFR Part 412) or reimbursed in accordance with a 
ceiling on rate of hospital cost increases (as provided by 42 CFR 413.40). The salary equivalency 
guidelines also will not apply to skilled nursing facilities (SNFs), home health agencies (HHAs) nor 
to community mental health services (CMHCs) when they are paid under a prospective payment 
system for therapy services furnished under an arrangement for cost reporting periods beginning on 
or after July 1, 1998 for SNFs, for cost reporting periods beginning on or after October 1, 1999 for 
HHAs, and for services furnished during calendar year 1999 for CMHCs. The salary equivalency 
guidelines also will not apply for outpatient therapy services furnished under an arrangement by an  
SNF or an outpatient rehabilitation provider for services provided to those patients when payment for 
those services moves to a fee schedule basis as required under the Balanced Budget Act of 1997. The 
guidelines also will not  apply to therapy services furnished under an arrangement by an outpatient 
rehabilitation provider, a comprehensive outpatient rehabilitation facility, an HHA providing 
outpatient rehabilitation services to patients who are not eligible for  the home health benefit, or the 
outpatient department of a hospital when payment for those services is made on a fee schedule basis 
beginning on January 1, 1999.  The terms "therapy" or "therapist" are used throughout this chapter in 
a general way as a matter of convenience and in no way imply that any provision is limited to a 
specific therapy or applies only to therapy services to the exclusion of other health-related services.  
While examples throughout this chapter generally refer to only one therapy, there is no intention to 
restrict the instructions only to that therapy.  Rather, the provisions of the chapter are to be applied 
individually to each of a provider's under arrangement services; i.e., the costs of each therapy or 
service will be evaluated under the guidelines independently of all others.  Where guidelines have 
not yet been issued for a particular therapy or service furnished under arrangements, the costs of 
furnishing such therapy or service will continue to be evaluated under the Medicare reasonable cost 
principles.  This chapter applies to all therapist and other health-related services provided under 
arrangement, but nothing in it is intended to abrogate any instructions which exclude a specific 
therapy or service from coverage in certain circumstances referred to in this chapter or in other health 
insurance manuals. 
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1402. DEFINITIONS 
 
1402.1  Prevailing Salary.--The cost of therapy services furnished by outside suppliers is evaluated 
in terms of the actual cost incurred by the provider for the services in comparison with the prevailing 
hourly salary rates paid to full-time therapists or other health-related specialists employed by 
providers in the area for the type of service furnished.  The prevailing salary is the hourly salary rate 
based on the 75th percentile of the range of salaries, by type of therapy, paid by providers in the 
geographical area to therapists or other health-related specialists working full time in an employment 
relationship.  These rates are based on salary data compiled by the Bureau of Labor Statistics in their 
triennial surveys along with data from several other sources of hospital and nursing home data.  The 
rates will be updated for intervening years through use of a rehabilitation therapist price index. 
 
1402.2  Fringe Benefit and Expense Factor.--The fringe benefit and expense factor is an allowance 
that compensates an outside supplier both for fringe benefits and for the expenses of a nonemployee 
therapist or other health-related specialist.  In addition to a regular salary, an employee of a provider 
generally receives certain fringe benefits which may include vacation and sick pay, holidays, 
personal leave, insurance premiums, pension payments, allowances for job-related training, meals, 
severance pay, bonuses, etc. An outside supplier may have some incidental expenses in connection 
with furnishing services to a provider at a provider site, such as maintaining an office to make the 
necessary arrangements with the provider.  These expenses include office space, telephone, 
bookkeeping, billing and accounting fees, an answering service or a secretarial service, and 
professional costs, as well as appropriate insurance.  Although the amount of these expenses may 
vary, a standard fringe benefit and expense factor is used to take both fringe benefits and 
nonemployee expenses into account.  The factor is expressed as a percentage of the prevailing salary. 
 This percentage is determined on a periodic basis by type of therapy. 
 
The Medicare program will not recognize in the fringe benefit and expense factor any costs incurred 
by an outside supplier in connection with his other private practice because the services being 
evaluated are performed either at the provider site where the provider furnishes the space, heat, light, 
and, in most cases, the equipment and supplies, or at the patient's residence. 
 
1402.3  Adjusted Hourly Salary Equivalency Amounts.--The adjusted hourly salary equivalency 
amount is the prevailing hourly salary rate plus the fringe benefit and expense factor described in 
§§1402.1 and 1402.2.  This amount is determined on a periodic basis for appropriate geographical 
areas.  (See exhibits at end of chapter.) 
 
1402.4  Standard Travel Allowance.--A standard travel allowance is an amount equal to one-half 
of the applicable adjusted hourly salary equivalency amount.  The amount of the standard travel 
allowance is not affected by the additional allowances described in §§1412.4 and 1412.5 for 
supervisory and administrative responsibilities and overtime.  The travel allowance will be separately 
determined, where appropriate, for physical therapy, occupational therapy and speech-language 
pathology  assistants, as specified in §1412.2, and for the exception because of unique circumstances 
or special labor market conditions described in §1414.2.  The standard travel allowance is 
supplemented by the standard travel expense described in §1412.6. 
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1402.5  Optional Travel Allowance for Home Health Agencies and Other Providers.--When services 
are performed for a home health agency by an outside supplier or effective with services furnished on 
or after April 10, 1998 by other providers who furnish therapy services by an outside supplier in 
areas in which geographic distance creates unique labor markets, e.g., rural areas, the actual number 
of travel hours may be used in lieu of the standard travel allowance, at the option of the home health 
agency or other providers, provided the home health agency or other provider maintains time records 
of visits (see §1409.1).  Only the actual time spent in travel to reach the visit site is included in the 
actual travel time.  Payment for the actual travel hours is based on the adjusted hourly salary 
equivalency amount for the area, and this amount is not affected by the additional allowance for 
administrative-supervisory duties or by any other additional allowances described in §1412. 
 
The optional travel allowance is supplemented by either the standard travel expense or the optional 
travel expense described in §1412.6. 
 
1402.6  Guidelines.--Guidelines are the amounts published by the Health Care Financing 
Administration reflecting the application of the prevailing salary, the fringe benefit and expense 
factor, the adjusted hourly salary equivalency amount, and the standard travel allowance, to an 
individual therapy or other health-related service and a geographical area.  Prior to the onset of a 
period to which a guideline will be applied, a notice will be published in the Federal Register 
establishing the guideline amounts to be applied to each geographical area by type of service.  These 
guidelines will also be published as exhibits at the end of this chapter. 
 
1402.7  Full-Time or Regular Part-Time Services.--A provider is considered to require the services 
of an outside supplier for a particular service on a full-time or regular part-time basis if the total 
hours of services performed for the provider, by type of service, average 15 or more hours per week 
for the weeks in the cost reporting period in which services were rendered by nonemployee 
therapists.  (Travel time is not counted in the computation, even if the actual travel time is used.) 
 
1402.8  Limited Part-Time or Intermittent Services.--A provider is considered to require the services 
of an outside supplier for a particular service on a limited part-time or intermittent basis if the total 
hours of services performed for the provider, by type of service, average less than 15 hours per week 
for the weeks in the cost reporting period in which services were rendered by nonemployee 
therapists.  (Travel time is not counted in the computation, even if the actual time is used.) 
 
 
 Application 
 
 
1403.  GUIDELINE APPLICATION 
 
This provision is applicable to all services (other than physicians' services) furnished by an outside 
supplier to a hospital, skilled nursing facility, home health agency, clinic, rehabilitation agency, or 
public health agency participating in the Medicare program, comprehensive outpatient rehabilitation 
facility, or community mental health center.  An outside supplier may be an individual therapist or 
other health-related specialist, a contracting organization, or another provider, such as a hospital, 
skilled nursing facility, home health agency, clinic, rehabilitation agency, or public health agency. 
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A total limitation amount for services rendered to all patients must be developed by use of the 
guidelines which include the adjusted hourly salary equivalency amount and the standard (or 
optional) travel allowance, and additional allowances addressed in §1412. Any cost in excess of this 
limitation is then deducted from the direct costs of the provider's applicable cost center prior to cost 
finding and apportionment. 
 
Application of these guidelines does not require change in the substance of arrangements between 
providers and outside suppliers. 
 
The guidelines apply only to the costs of services performed by outside suppliers, not the salaries of 
providers' employees.  However, the costs of the services of a salaried employee who was formerly 
an outside supplier of therapy or other services, or any new salaried employment relationships, will 
be closely scrutinized to determine if an employment situation is being used to circumvent the 
guidelines.  Any costs in excess of an amount based on the going rate for salaried employee 
therapists must be fully justified. 
 
In situations where compensation, at least in part, is based on a fee-for-service or on a percentage of 
income (or commission), these arrangements will be considered nonsalary arrangements, and the 
entire compensation will be subject to the guidelines in this chapter. 
 
To date, specific guidelines for therapy cost evaluations have been developed in order to determine 
the reasonableness of the costs of the services of physical and respiratory therapists.  The 
recordkeeping requirements described in §1417A, however, apply to all therapy services furnished to 
patients of the provider by outside suppliers.  Until specific guidelines are issued for the evaluation 
of the reasonable costs of other services furnished by outside suppliers, such costs will continue to be 
evaluated under the Medicare program's requirement that only reasonable costs be reimbursed. 
 
Effective for services furnished on or after April 10, 1998, the schedule of guidelines for respiratory 
therapists will no longer contain separate guideline amounts for registered therapists, certified 
therapists and nonregistered/noncertified therapists, or nonregistered/noncertified therapists.  We are 
providing one schedule of guidelines for respiratory therapists which is consistent with the other 
schedules for therapists.  Therapists who meet the qualifications of a respiratory therapist may be 
reimbursed up to the guideline amounts contained in this schedule.  Other individuals may be 
reimbursed for their services as an aide or trainee according to amounts determined by the fiscal 
intermediary. 
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1403.1  Application of Travel Allowance.--Effective for services furnished on or after April 10, 
1998, one standard travel allowance will be recognized for each discipline or therapy type that 
performs services each day.   For example, if a contracting organization sends three physical 
therapists to a provider each day, only one travel allowance is recognized per day.  However, if a 
contracting organization sends three physical therapists and one occupational therapist and one 
speech-language pathologist, three travel allowances will be recognized per day.  If services are 
furnished in two or more providers in one day, a standard travel allowance is recognized for travel to 
each provider.  (No additional standard travel allowance is recognized for travel from the last 
provider site to the outside supplier's residence.) 
 
For home health services, a standard travel allowance is recognized for each visit to a patient's 
residence.  If services are furnished to more than one patient at the same location, only one standard 
travel allowance is permitted, regardless of the number of patients treated.  A travel allowance is not 
recognized for transporting a home health patient to a facility for outpatient services (see Home 
Health Agency Manual, HCFA-Pub. 11, §206.5). 
 
When services are performed for a home health agency by an outside supplier, the actual number of 
travel hours may be used in lieu of the standard travel allowance, at the option of the home health 
agency, provided the home health agency maintains time records of visits (see §1409.1).  Only the 
actual time spent in travel to reach the visit site is included in the actual travel time.  Payment for the 
actual travel hours is based on the adjusted hourly salary equivalency amount for the area, and this 
amount is not affected by the additional allowance for administrative or supervisory duties or by any 
other additional allowances described in §1412. 
 
When outpatient therapy services are performed at a facility other than at the site of the outside 
supplier, one travel allowance is recognized for travel to each facility visited. 
 
No travel allowance is recognized for therapy services performed at the site of the contracting 
supplier. 
 
There is no travel allowance for aides employed by the outside supplier.  However, a travel 
allowance is recognized for physical therapy assistants employed by the outside supplier in those 
situations when the assistant is permitted to and performs physical therapy services without the 
qualified physical therapist being on the premises.  (See §1412.2 for computation of the travel 
allowance.)  There is no travel allowance for aides or assistants who are employees of the provider, 
even though they may assist the outside supplier in performing therapy services. 
 
Also, there is no travel allowance for a therapist who performs only administrative duties in the 
capacity as an administrator of a contracting organization.  In this situation, any travel expense is 
considered a part of the fringe benefit and expense factor. 
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1404. IDENTIFICATION OF SERVICES FURNISHED BY OUTSIDE SUPPLIERS  
 
To ascertain whether a provider required therapy or other services for its patients on a full-time or 
regular part-time basis, or on a limited or intermittent part-time basis, the hours for each type of 
therapy or other service furnished by an outside supplier during the cost reporting period are totaled 
separately. 
 
In making this determination, all hours of service performed by the following individuals must be 
considered: 
 

Physical therapy services: physical therapist, physical therapy assistant; 
Respiratory therapy services: respiratory therapist; 
Occupational therapy services: occupational therapist, occupational therapy assistant; and 
Speech-language pathology services: speech-language pathologist, speech-language 
pathologist assistant.  

 
All hours of service for all patients, Medicare and non-Medicare, at the provider site and/or at the 
patient's home must be counted, including the time spent in administrative or supervisory duties 
described in §1412.5.  Travel time and aides' times are excluded. Services may include rendering 
skilled therapy services to individual patients, supervising such services performed by aides or 
assistants, and preparing and updating patient records. 
 
If a provider furnishes therapy to its inpatients (as well as its outpatients) through use of an outside 
supplier, all the hours of service must be included in the computation even though some of the 
services are billed to the Medicare program by the outside supplier as Part B outpatient therapy 
services, or even though some of the services are billed directly to non-Medicare patients, or to third-
party payers on their behalf and not through the facility.  If the provider does not maintain records on 
the services furnished to patients who are billed directly, it will be assumed that the provider required 
the services of the outside supplier on a full-time or regular part-time basis. 
 
To compute the average number of hours per week, the total hours for each type of service furnished 
for the provider by an outside supplier during the cost reporting period are divided by the number of 
weeks in which the services were furnished in the cost reporting period, regardless of the number of 
days on which such services were performed in each week. 
 
If the resultant figure shows 15 or more hours of services per week, on an average for that portion of 
the year for which services were furnished by an outside supplier, services were performed on a full-
time or regular part-time basis, and §§1406ff. apply in determining the reasonable cost of the therapy 
or other services.  If the figure shows less than 15 hours of services per week, on an average for that 
portion of the year for which services were furnished by an outside supplier, then services were 
performed on a limited or intermittent part-time basis.  In this situation, §§1407ff. apply in 
determining the reasonable cost of the services, provided that the contract between the provider and 
outside supplier specifies a rate per unit of service.  Where the contract provides for a method of 
payment other than rate per unit of service (e.g., hourly rate or percentage of charges), payment 
cannot exceed the guideline adjusted hourly amounts plus other allowable costs as explained in 
§§1406ff., even though the services are performed on a limited or intermittent part-time basis. 
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The measure is the total number of hours of each type of service rendered by all outside suppliers for 
the provider.  For example, if a provider contracts with three outside suppliers, each of whom 
furnishes physical therapy services to the provider for 10 hours a week (a total of 30 hours per week), 
the provider needs the services on a regular part-time basis and §§1406ff. apply in determining the 
reasonable cost of the services. The hours worked by provider employees are not counted. 
 
Where an HHA has separate subunits and each subunit has its own subprovider number and files its 
own cost report, each subunit may be considered a "provider" and may calculate its hours separately. 
 
 Full-Time or Regular Part-Time Services 
 
 
1406.  PROCEDURE FOR EVALUATING REASONABLE COST OF FULL-TIME OR 

REGULAR PART- TIME SERVICES 
 
1406.1  General.--In evaluating the reasonableness of a provider's costs of the services of full-time or 
regular part-time outside suppliers, recognition is given to the salary (see §1402.1), fringe benefits 
and other costs (see §1402.2) that therapists and other health-related specialists working as 
employees generally receive.  Also considered is the cost of other expenses, including travel 
expenses (see §§1402.4 or 1402.5 and 1412.5), an individual not working as an employee would 
incur in rendering services in the provider setting or patient's residence. 
 
1406.2  Services Performed at a Provider Site.--The reasonable cost of therapy and other services 
performed at a provider site may not exceed the amount determined by taking into account the total 
number of hours of service rendered by the outside suppliers' therapist(s) (excluding travel time and 
Part B services billed by the outside supplier), the adjusted hourly salary equivalency amount, the 
travel allowance and expense, and any additional allowances determined to be applicable under 
§1412.  The time is recorded from time of arrival until time of departure from the provider site (or, if 
home health services, the patient's residence).  All hours of service for all patients, Medicare and 
non-Medicare, at the provider site and/or patient's residence (except for patients billed by the outside 
supplier under Part B) must be counted, including the time spent in administrative and supervisory 
functions.  Time need not be recorded for each patient, nor need time be broken down into separate 
components such as time for patient care activities, administrative functions, and conferences related 
to patient care. 
 
The total number of hours of services, by type of therapist, is multiplied by the adjusted hourly salary 
equivalency amount appropriate for the particular therapist in the geographical area in which the 
services are rendered.  The travel allowance, travel expense, and other appropriate additional 
allowances are then added to this amount. 
 
The guidelines listing the adjusted hourly salary equivalency amount and the standard travel 
allowance for each geographical area for physical and respiratory therapy services are located in the 
Exhibits at the end of this chapter.  Schedules of guidelines for other therapy services and other 
services will be issued, as necessary, after consultation with the appropriate therapy organizations. 
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1406.3  Services Performed at Other Than a Provider Site.--Where patient care services are 
performed by an outside supplier for a home health agency at the patient's residence or in other 
situations where such services are not performed at the provider site, see §1409 for the procedure to 
follow in calculating hours of service and determine reasonable cost. 
 
1406.4  Example of Evaluation for Full-Time or Regular Part-Time Services-One Therapist.--A 
hospital contracted with a physical therapist to furnish physical therapy services on  a regular part-
time basis, 3 days a week, 8 hours a day, for 52 weeks, for a total of 1,248 hours of service.  The 
therapist's charges for these services were $13,000. If the adjusted hourly salary equivalency amount 
is $9, the reasonable cost of the physical therapy services is computed as follows: 
 

$         9.00 Adjusted Hourly Equivalency Amount 
         1,248 Hours of Service 
$11,232.00 
       702.00 (156 days x $4.50) Standard Travel Allowance 
       234.00 (156 days x $1.50) Standard Travel Expense 
$12,168.00 TOTAL REASONABLE COST 

 
The excess above $12,168 (or $832) is considered to be unreasonable and is excluded from 
allowable physical therapy costs.  (Where additional allowances are appropriate under §1412, these 
would also be added to the reasonable cost for purposes of comparison with the therapist's charges). 
 
1406.5  Example of Evaluation for Full-Time or Regular Part-Time Services - Several Therapists.--
During its cost reporting period, a hospital contracted with three physical therapists to render services 
in the facility.  The hours of services rendered and the compensation requested for these services 
from the hospital by each therapist during the cost reporting period were as follows: 
 

Hours Therapists' Compensation 
 

Therapist A 1,000 $ 9,000 
Therapist B    500    3,000 
Therapist C 1,000  15,000 
  TOTAL 2,500 $27,000 

 
Where several therapists are involved, the cost evaluation is made on the basis of the total cost to the 
provider (the combined charges of the therapists) and the total number of hours of services rendered 
by the therapists during the cost reporting period.  Based on an adjusted hourly salary equivalency 
amount of $9 per hour, the total reasonable cost may not exceed $22,500 for 2,500 hours of service 
(plus standard travel allowances reflecting the number of days in which services are rendered). 
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 Limited Part-Time or Intermittent Services 
 
 
1407. PROCEDURE FOR EVALUATING REASONABLE COST OF LIMITED PART-TIME 

OR   INTERMITTENT SERVICES 
 
1407.1  General.--Certain providers, particularly rural providers, because of the size of their facility 
or the irregular needs of their patients, may require the services of a therapist or other health-related 
specialist only on a limited part-time or intermittent basis.  In these cases, the cost of these services 
may be evaluated on a reasonable rate per unit of service, whether or not the services are performed 
at the provider site, provided that the contract between the facility and the outside supplier provides 
for a method of payment based on a rate per unit of service.  When services are performed at a 
patient's home, "unit of service" should be interpreted as "visit" and the cost of these services 
evaluated on a reasonable rate per visit basis. 
 
Where a contract between a facility and an outside supplier provides for a method of payment other 
than rate per unit of service (e.g., hourly rate or percentage of charges), payment cannot exceed the 
guideline adjusted hourly amounts plus other allowable costs, as explained in §§1406ff. 
 
1407.2  Reasonable Rate Per Unit of Service.--Payment for limited part-time or intermittent 
services may be evaluated on a reasonable rate per unit of service basis, with the reasonableness of 
the rate per unit of service being determined by the intermediary based on the Medicare program's 
prudent buyer policy.  However, the reasonable cost of these services, in the aggregate, during the 
cost reporting period, may not exceed the amount which would be allowable had the provider 
purchased these services on a regular part-time basis for an average of 15 hours per week (the 
minimum number of hours to be classified in the regular part-time category) for the number of 
weeks in which services were rendered.  The hours are to be calculated as described in §1404. 
 
1407.3  Examples of Rate Based on Per Unit of Service for Limited Part-Time or Intermittent 
Services.-- 
 
EXAMPLE 1:  A skilled nursing facility contracted with a physical therapist to render physical 
therapy services intermittently, on a fee-for-service basis, at $5 per treatment. During the cost 
reporting period, the physical therapist rendered services on 35 days during 30 weeks for a total of 
250 hours (an average of approximately 8 hours per week), and provided 750 treatments.  (The 
provider did not need the services in the other 22 weeks of the year.) The adjusted hourly salary 
equivalency amount for the area is $9; the standard travel allowance, $4.50. 
 

Calculation Based on Rate Per Unit of Service 
 

$3,750 physical therapist's charge:  (750 treatments X $5 per treatment) 
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Calculation Based on Minimum Regular Part-Time Services 
 

$       9.00 Hourly Salary Equivalency Amount 
          450 Hours of Service (30 weeks x 15 hours) 
$4,050.00 
     157.50 Standard Travel Allowance (35 days x $4.50) 
       52.50 Standard Travel Expense (35 days x $1.50) 
$4,260.00 

 
(If additional allowances under §1412 are appropriate, these would also be added to this 
calculation.) 
 
In this case, because payment for the intermittent services in the aggregate ($3,750) is less than the 
amount that would have been payable had the provider required physical therapy services on a 
regular part-time basis for at least 15 hours per week ($4,260), and the intermediary has determined 
that the rate per treatment is reasonable, $3,750 is a reasonable cost for purposes of Medicare 
reimbursement.  If, however, the charge $6 was per treatment, the total yearly charge to the 
provider for physical therapy services would be increased to $4,500 (750 treatment x $6).  The 
excess above $4,260 is considered to be unreasonable. 
 
EXAMPLE 2:  A hospital contracted with a physical therapist to render physical therapy services 
intermittently on a fee-for-service basis, at $50 per treatment.  During the cost reporting period, the 
physical therapist rendered services 1 day a week for 30 weeks for a total of 65 hours (an average of 
approximately 2 hours per week), and provided 60 treatments.  (This provider did not need the 
services in the other 22 weeks of the year.) The adjusted hourly salary equivalency amount for the 
area is $9; the standard travel allowance is $4.50. 
 

Calculation Based on Rate Per Unit of Service 
 

$3,000 physical therapist's charge:  (60 treatments x $50 per treatment) 
 

Calculation Based on Minimum Regular Part-Time Services 
 

$       9.00 Hourly Salary Equivalency Amount 
          450 Hours of Service (30 weeks x 15 hours) 
$4,050.00 
     135.00 Standard Travel Allowance (30 days x $4.50) 
       45.00 Standard Travel Expense (30 days x $1.50) 
$4,230.00 

 
In this case, payment for the intermittent services in the aggregate ($3,000) is less than the amount 
that would have been payable had the provider required physical therapy services on a regular part-
time basis for at least 15 hours per week ($4,230).  The intermediary has determined, however, that 
the going rate in the area for these services is $10 per treatment.  The reasonable cost of the 60 
treatments is, thus, $600, and the excess above $600 is considered to be unreasonable. 
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 Home Health Services 
 
 
1409. HOME HEALTH SERVICES:  PROCEDURE FOR EVALUATING SERVICES 

PERFORMED AT  OTHER THAN A PROVIDER SITE 
 
Where services are performed by an outside supplier for a home health agency or outpatient 
physical therapy provider at the patient's residence (not including a home for the aged or other 
similar type of facility), or in other situations where patient care services are not performed at a 
provider site, the method of evaluating the reasonable cost of the home health services is explained 
in §§1409.1-1409.5 which follow.  Where services are furnished to more than one patient at the 
same location; e.g., a home for the aged, the actual time must be recorded.  (See §1409.1). 
 
1409.1  Full-Time or Regular Part-Time Services - Time Records Available.-- 
 

A.  General.--Where time records of home health visits are maintained by the provider, the 
reasonable cost of the services is evaluated on a unit of time basis, by taking into account the total 
number of hours of service rendered by the outside supplier, the adjusted hourly salary equivalency 
amount appropriate for the particular therapy or other service in the geographical area in which the 
services are rendered, and a standard travel allowance for each visit. 
 

B.  Optional Travel Allowance for Home Health Agencies.--Where the travel time of the 
outside supplier is accurately recorded by the outside supplier and the record of the travel time is 
approved and maintained by the home health agency, the reasonable cost of these services may be 
evaluated, at the option of the home health agency, by taking into account the total number of hours 
of service rendered by the outside supplier, including travel time, and the adjusted hourly salary 
equivalency amount appropriate for the particular therapy or other service in the geographical area 
in which the services are rendered. 
 
This option does not apply to services furnished by home health agencies under arrangements with 
providers other than home health agencies.  Thus, a home health agency may use this option if it 
obtains services under arrangements from an outside supplier for its own patients, but a home 
health agency as an outside supplier may not use this option if it furnishes services under 
arrangements with providers other than home health agencies.  In these situations, when a home 
health agency provides services such as outpatient physical therapy services to another facility; e.g., 
a hospital or skilled nursing facility, the reasonable cost evaluation must be based on the actual 
number of  hours of service rendered and the standard travel allowance.  In addition, only one travel 
allowance is allowed for each visit to the facility, regardless of the number of patients serviced. 
 
Where a provider utilizes more than one outside supplier of therapy services, the same method of 
determining the travel allowance (standard vs. optional) must be used for each supplier. 
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1409.2  Full-Time or Regular Part-Time Services - No Time Records Available. --Where time 
records of home health visits are unavailable, or found to be inaccurate, the reasonable cost 
evaluation is based on visits rather than actual hours of services rendered. Each home health agency 
visit is considered the equivalent of 1 hour of service.  In determining the reasonable cost of 
services based on visits, reimbursement for each visit may not exceed an amount based on 1 hour at 
the adjusted hourly salary equivalency amount for the geographical area in which the services are 
performed plus a standard travel allowance and one standard travel expense for each visit.  The 
optional travel allowance and the optional travel expense may not be used. 
 
This method of evaluating the reasonable cost of therapy services by considering each visit the 
equivalent of 1 hour of service may not be used in any situation where services are furnished to 
more than one patient at the same location; e.g., a home for the aged.  In such a case, the actual 
time must be recorded to compute the reasonable cost of services actually performed. 
 
1409.3  Unit of Service for Limited Part-Time or Intermittent Services.--If it is determined based 
on actual hours of service or an assumed 1 hour per visit that the provider required services on a 
limited part-time or intermittent basis, costs may be evaluated on a reasonable rate per unit of 
service as described in §1407. 
 
1409.4  Example of Cost of a Home Visit - Full-Time or Regular Part-Time Services (No Time 
Records Available).--A physical therapist, under contract with a home health agency to render 
physical therapy services, made 750 visits during 50 weeks in the cost reporting year.  The adjusted 
hourly salary equivalency amount is $9.  Because the home health agency does not maintain time 
records, the reasonable cost of the physical therapy services of the home health agency is computed 
as follows: 
 

750 Visits = an assumed 750 hours 
 

750 hours -: 50 weeks = 15 hours per week (regular part-time) 
 

$         9.00 Adjusted Hourly Salary Equivalency Amount 
            750 Visits 
$  6,750.00 
    3,375.00 Standard Travel Allowance (750 visits x $4.50) 
    1,125.00 Standard Travel Expense (750 visits x $1.50) 
$11,250.00 Total Allowable Cost 

 
1409.5  Example of Cost of a Home Visit - Limited Part-Time or Intermittent Service (No Time 
Records Available).--A physical therapist, under contract with a home health agency to render 
physical therapy services, made 360 visits during 38 weeks in the cost reporting year (an average of 
approximately 9 hours per week).  The therapist charged $17 a visit. 
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Calculation Based on Rate Per Unit of Service (Per Visit) 
 

360 visits = an assumed 360 hours 
 

360 hours ÷ 38 weeks = 9 + (less than 15 hours per week) 
 

$6,120 physical therapist's charge:  (360 visits x $17 per visit) 
 

Calculation Based on Minimum Regular Part-Time Services 
 

$       8.60 Hourly Salary Equivalency Amount 
          570  Hours of Service (38 weeks x 15 hours) 
$4,902.00 
  1,548.00 Standard Travel Allowance (360 visits x $4.30) 
     540.00 Standard Travel Expense (360 visits x $1.50) 
$6,990.00 

 
(If additional allowances under §1412 are appropriate, these would also be added to this 
calculation.) 

 
In this case, $6,120 is a reasonable cost for purposes of Medicare reimbursement because payment 
for the intermittent services in the aggregate ($6,120) is less than the amount that would have been 
payable had the home health agency required physical therapy services on a regular part-time basis 
for 15 hours per week ($6,990), provided the intermediary has determined that the rate per 
treatment is reasonable. 
 
 Other Allowances 
 
 
l4l2.  ADDITIONAL ALLOWANCES 
 
In addition to the guidelines established for the adjusted hourly salary equivalency amount and the 
travel allowance, the following costs incurred for items and services furnished by an outside 
supplier will be recognized, provided the items and services are properly documented as having 
been received by the provider. The provider must supply the intermediary with documentation 
which supports these costs to the intermediary's satisfaction.  These are the only additional costs 
which will be recognized. 
 
l4l2.l  Equipment and Supplies.--Where the outside supplier provides the equipment and supplies 
used in furnishing direct services to the provider's patients, the actual costs of the equipment and 
supplies incurred by the outside supplier, as specified below, may be considered by the 
intermediary in addition to the costs allowed by the guidelines. No additional allowance for the 
outside supplier's automobile or other type of vehicle is permitted because payment for this expense 
is included in the travel expense allowance. 
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This additional allowance equals the depreciation on equipment and cost of supplies and is based 
on both the reasonable direct and indirect costs of the equipment and supplies, which generally may 
not exceed the lower of the actual cost incurred by the outside supplier or the amount the provider 
would have incurred directly if it has purchased these items.  The cost of these items is also subject 
to the Medicare program's prudent buyer cost determinations.  Direct costs are those costs actually 
attributable to the items themselves whereas indirect costs are those incurred in purchasing, 
shipping and storage of the equipment and supplies. 
 
In order to determine the amount of the allowance for equipment and supplies, it is necessary that 
the outside supplier furnish to the provider the records on which the depreciation, interest, and 
other claimed costs would be based. The record must include a description of the equipment and 
supplies, the date purchased, the acquisition cost, appropriate indirect costs and, if applicable, the 
estimated useful life of the assets and the interest rate if financed. The provider will make this 
information available to the intermediary. 
 
It is not intended that the intermediary's auditor will actually audit the outside supplier's records.  If 
an outside supplier, however, refuses to submit the required information to the provider, the 
intermediary will have no alternative but to deny the provider's request for an additional allowance 
for equipment and supplies. 
 
Moreover, the reasonable costs for the equipment which may be allowed in addition to the 
guidelines are limited to the following: 
 

A.  Depreciable Equipment Remaining at Provider Site.--An additional allowance may be given 
for depreciable equipment that remains at the provider site. The additional allowance may not 
exceed that which the provider would have been permitted to capitalize and to claim as 
depreciation (on a straight-line basis only), personal property taxes, insurance, and interest expense 
directly related to the purchase of such equipment.  If the equipment is also used for the outside 
supplier's other private practice or for any other purpose, the allowance must be prorated. 
 
Before an allowance may be added to the guidelines, however, the outside supplier must make 
available to the provider and the intermediary the records on which the depreciation and other costs 
are claimed. 
 

B.  Depreciable Equipment Not Remaining at Provider Site.--An additional allowance may be 
given also for depreciable equipment that is transported from one provider site to another, or is 
used for the outside supplier's other private practice.  The additional allowance may not exceed that 
which the provider would have been permitted to capitalize and to claim as depreciation (on a 
straight-line basis only), personal property taxes, insurance, and interest expense directly related to 
the purchase of such equipment. 
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These amounts must then be prorated by the number of hours during the cost reporting period that 
the items were used by the outside supplier for the provider.  A normal workweek of 40 hours may 
be assumed.  Thus, for cost reporting periods covering a full calendar year, 2,080 hours per year 
based on a 40-hour workweek may be used. For example, if a physical therapist worked for a 
provider 8 hours a week (excluding travel time), 52 weeks of the year, the allowable depreciation, 
taxes, and interest on the equipment owned and used by the outside supplier is prorated as follows: 
 

416 (52 x 8) 
____ 
2080 (52 x 40) 

 
Before an allowance may be added to the guidelines, however, the outside supplier must make 
available to the provider and the intermediary the records on which the depreciation and other costs 
are claimed. 
 

C. Leased Equipment.--An allowance may be added to the guidelines for depreciable 
equipment that is leased or rented by the outside supplier.  Regardless of the amount of the lease 
payment, the allowance may not exceed the amount for straight-line depreciation, taxes, and 
interest for that particular equipment that the provider would have been permitted to claim if the 
equipment had been provider-owned.  Equipment which is needed very infrequently should not be 
leased over extended periods of time if alternative less expensive arrangements such as renting on 
an "as needed" basis are available.  Before an allowance may be added to the guidelines, however, 
the outside supplier must make available to the provider and the intermediary the records on which 
the costs are claimed. 
 
No allowance may be added to the guidelines if the equipment is owned by the provider and is 
leased to the outside supplier because these costs are already included in the appropriate cost 
center.  Allocations similar to the ones described in paragraphs A and B are necessary where the 
equipment is also used for the outside supplier's other private practice or for any other purpose, or 
the equipment is transported from one provider site to another. 
 

D. Repair and Maintenance Costs.--An allowance may be added to the guidelines for the 
reasonable costs of repairing and maintaining the equipment owned by the supplier and used in 
furnishing services at the provider site.  Where equipment does not remain at the provider site, 
these costs must be prorated as in A. and B. above.  This allowance may not be given for leased or 
rented equipment, unless the terms of the lease or rental explicitly provide that the supplier is 
responsible for repair and/or maintenance of the equipment. 
 
The actual reasonable costs for repair and maintenance will be included in the allowance, but may 
not exceed the costs the provider would have incurred for the same services if the equipment were 
provider-owned, subject to the Medicare program's prudent buyer policy. 
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E. Supplies.--The actual reasonable direct and indirect costs of any supplies furnished by the 
outside supplier for direct patient care will be included in the allowance, but may not exceed the 
cost the provider would have incurred for the supplies, if purchased, subject to the Medicare 
program's prudent buyer policy.  Items such as gases and sprays provided and used where medically 
necessary by contracting respiratory therapists would be included in this category. 
 
Items such as envelopes, stamps, and typewriters are not used in direct patient care and are not to 
be included in the additional allowance.  These items are overhead expenses of the outside 
contractor and an allowance for these items has been included in the fringe benefit and expense 
factor. 
 
1412.2 Physical Therapy, Occupational Therapy, and Speech-Language Pathology Assistants and 
Aides, and Respiratory Therapy Aides and Trainees.--Skilled physical therapy, occupational 
therapy and speech-language pathology services furnished by an outside supplier may include the 
use of physical therapy, occupational therapy and speech-language pathology assistants and aides.  
Respiratory therapy services may include the use of aides and trainees.  If documented as having 
been received by the provider, an additional allowance may be made for the cost of services of the 
assistants, aides, and trainees.  The costs of the services will be evaluated on an hourly basis. 
 
No allowance is permitted for aides, assistants, or trainees who are employees of the provider, even 
though they assist the outside supplier in performing therapy services.  Nor is there an allowance 
for any other employees of the outside supplier, such as secretaries, clerks, and individuals who 
repair or maintain equipment, because the allowance for these individuals is included in the 
therapist's fringe benefit and expense factor. 
 

A. Therapy Aides and Trainees.--The additional allowance for the cost of services of a therapy 
aide or trainee will be based on the hourly rate paid to the provider's employees of comparable 
classification and/or qualification; e.g., nurses' aides.  The base hourly rate will be adjusted by the 
appropriate fringe benefit and expense factor, as indicated in section C., below, to arrive at the 
maximum hourly allowance. 
 
Because the services could have been performed by provider employees, no travel allowance is 
recognized for aides or trainees employed by the outside supplier. 
 

B. Therapy Assistant.--The additional allowance for the cost of the services of a therapy 
assistant will be based on the going hourly rate paid by providers in the area to salaried  therapy 
assistants for each discipline or therapy type.  The base hourly rate will be increased by the 
appropriate fringe benefit factor, as indicated in section C., below, to arrive at the maximum hourly 
allowance. 
 
If the going rate for each therapy assistant discipline or type in the area is unobtainable, the  therapy 
assistant's compensation may be evaluated at a rate not to exceed three-quarters of the adjusted 
hourly salary equivalency amount.  Since this amount includes the fringe benefit and expense 
factor, no further adjustment to the amount would be needed. 
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A travel allowance will be recognized for therapy assistants employed by the outside supplier in 
those situations when the assistant is permitted to perform, and performs services without the 
qualified therapist’s being on the premises. The travel allowance for an assistant will be equal to 
one-half of the hourly allowance (including the fringe benefit and expense factor adjustment) for 
each therapy assistant discipline.  The optional travel allowance for home health agencies and other 
providers may also be used for the services of therapy assistants (see §§1402.5 and 1409.1). 
 

C. Fringe Benefit and Expense Factor Adjustment.--In determining the additional allowance 
for therapy aides and trainees and for therapy assistants, the appropriate base hourly rate is 
increased by a fringe benefit and expense factor.  This factor is expressed as a percentage of the 
base hourly rate and is determined on a periodic basis by type of therapy. 
 
The following is an example of how the maximum hourly allowance and travel allowance would be 
determined for a physical therapy assistant: 
 

Period:  10/1/80 - 9/30/81 
 

Going Hourly Rate:  $6.00 $6.00 
 

Fringe Benefit and Expense Factor Adjustment 
(going hourly rate x fringe benefit and expense factor: 
  $6.00 x .5829 = $3.50)  $3.50 

 
Maximum Hourly Allowance $9.50 

 
Travel Allowance 
($9.50 x .50 = $4.75) $4.75 

 
The fringe benefit and expense factors and applicable effective dates are listed below. 
 
 FRINGE BENEFIT AND EXPENSE FACTOR AS A 
 PERCENTAGE OF THE BASE HOURLY RATE 
 
Physical Respiratory 
Therapy Therapy Effective 
Services Services Dates 
 
50.0 N/A 04/1/75 - 11/30/78 
52.0 59.0 12/1/78 - 09/30/79 
57.66 66.82 10/1/79 - 09/30/80 
58.29 63.60 10/1/80 - 09/30/82 
61.80 67.78 10/1/82 - 04/09/98 
 
Effective with services furnished on or after April 10, 1998, the fringe benefit and expense factors 
are listed below. 
 
Physical therapy-47.12 
Respiratory therapy-52.14 
Occupational therapy-48.14 
Speech-language pathology-48.92  
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1412.4. Overtime.--Where the outside supplier utilizes the services of its individual employees 
(including the services of aides and assistants) at an individual provider in excess of the provider's 
standard workweek, an additional allowance may be recognized for overtime.  The individual 
employee must perform services for the provider in excess of the provider's standard workweek; 
e.g., 40 hours, for the hours of service to be counted as overtime hours.  The hours of service 
performed by each individual employee for the provider must be counted separately.  For example, 
if each of three individuals employed by an outside supplier is assigned to a provider 25 hours each 
week, all hours are counted as regular hours.  Similarly, if one individual employed by the outside 
supplier is assigned to one provider 30 hours and to another provider for 20 hours in a 1-week 
period, all hours of service for each provider are counted as regular hours. 
 
No overtime allowance may be given for a therapist who receives an additional allowance for 
supervisory or administrative duties. 
 
The overtime rate is l 2 times the base hourly rate.  For physical and respiratory therapists, the 
overtime rate is applied to the hourly salary equivalency amount (§ 1402.3). For aides, assistants, 
and trainees, the overtime rate is applied to the rate for these individuals as determined in §1412.2. 
 
The overtime allowance is generally the allowable overtime hours multiplied by the difference 
between the overtime rate and the base rate as described above.  It is anticipated that overtime will 
not be used by an outside supplier on an ongoing basis. Need for overtime is an indication that the 
services of additional personnel should be obtained.  Therefore, the cost for overtime (the base pay 
plus the overtime allowance) for all employees of all outside suppliers of a particular therapy 
service in each provider's cost reporting period will be limited to the cost of a full-time employee 
(base pay only), prorated in accordance with the overtime usage by occupational category, such as 
physical therapist, physical therapy assistant, and physical therapy aide.  The maximum overtime 
allowance permitted will occur when the outside supplier employees work 1,386.7 hours of 
overtime for one provider, if the provider's standard work year is 2,080 hours (l,386.7 x l 2).  
Between l,386.7 hours and 2,080 hours, the overtime allowance will be decreased, so that the total 
allowed for the services (the base pay plus the overtime allowance) will not exceed the amount 
allowed for l,386.7 hours of overtime.  There will be no overtime allowance if more than 2,080 
hours of overtime are worked in the provider's work year. 
 
For uniformity, the overtime allowance will be determined in accordance with the following 
calculation (see procedure outlined on following page). 
 
 Calculation Of Overtime Allowance 
 
The purpose of the following calculation is to determine the overtime allowance, which is the 
overtime hours multiplied by the difference between the overtime rate and the base rate.  All hours, 
both regular and overtime hours, should be calculated at the base hourly rate, regardless of the 
number of hours.  This calculation determines only the additional overtime allowance.  (If more 
than one hourly rate applies to one or more occupational categories during the cost reporting year, 
additional forms must be used, but Item 4 may not exceed 100 percent for all forms combined.) 
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 A B C 
Therapist Assistant Aide Total 

OVERTIME 
l. Total overtime hours worked ______ ______ _______ ______ 

 
2. Overtime rate (multiply 

appropriate base hourly rate 
by l.5) (See PRM, Part I, 
Section l402.3, l4l2.2) ______ ______ _______ 

 
3. Total overtime (including 

base and overtime allowance) 
(multiply line l x line 2) ______ ______ _______  

 
LIMITATION 

4. Percentage of overtime hours 
by class (divide each column, 
line l, by the total columns 
A,B,C, line l) _______ ______ _______ 100%    

 
5. Allocation of provider's 

standard workyear* for one 
full-time employee (multiply 
the provider's standard workyear 
by the percentage determined 
on line 4, e.g., 40 x 52 x 
l2.3% = 257 hours) ______ ______ _______ ______ 

 
DETERMINATION OF ALLOWANCE 

6. Appropriate base hourly 
rate (See PRM, Part I, 
Section l402.3, l4l2.2) ______ ______ _______ 

 
7. Overtime cost limitation 

(multiply line 5 x line 6) ______ ______ _______  
 

8. Maximum overtime cost, including 
base (enter the lesser of line 3 
or line 7) ______ ______ _______ 

 
9. Portion of overtime already 

included in hourly computation 
at base hourly rate (multiply 
line l x line 6) ______ ______ _______ 

 
l0. Overtime allowance - if 

negative, enter zero (line 
8 minus line 9) ______ ______ _______ ______ 

 
* Appropriate adjustments to be made for workyear if other than a l2-month period 
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Examples of Overtime Calculations are as follows: 
 
Example l: 
 

       A         B    C 
Therapist Assistant Aide          Total 

OVERTIME 
l. Total overtime hours worked      300       200     100 =        600 

 
2. Overtime rate (multiply 

appropriate base hourly rate 
by l.5) (See PRM, Part I, 
Section l402.3, l4l2.2)     $l5       ll.25    7.50 

 
3. Total Overtime (including 

base and overtime allowance) 
(multiply line l x line 2) $4,500     2,250    750 

 
LIMITATION 

4. Percentage of overtime hours 
by class (divide each column, 
line l, by the total columns 
A,B,C, line l)     50%    33.3% l6.7%    l00% 

 
5. Allocation of provider's 

standard workyear* for one 
full-time employee (multiply 
the provider's standard workyear 
by the percentage determined on 
line 4).    l,040       693   347          2,080 

 
DETERMINATION OF ALLOWANCE 

6. Appropriate base hourly rate 
(See PRM, Part I, Section 
l402.3, l4l2.2)        $l0       7.50       5  

 
7. Overtime cost limitation 

(multiply line 5 x line 6) $l0,400 5,l97.50 l,735 
 

8. Maximum overtime cost, including 
base (enter the lesser of line 3 
or line 7) $ 4,500     2,250   750 

 
* Appropriate adjustments to be made for workyear if other than a l2-month period 
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       A       B    C 
Therapist Assistant Aide  Total 

 
9. Portion of overtime already 

included in hourly computation 
at the base hourly rate 
(multiply line l x line 6) $3,000 l,500 500 

 
l0. Overtime allowance -if 

negative, enter zero 
(line 8 minus line 9) $l,500 750 250      =  2,500 

 
 
Example 2: 
 

       A       B    C 
Therapist Assistant Aide  Total 

 
l. Total overtime hours worked     l,000     300       87        =     l,387 

 
2. Overtime rate (multiply 

appropriate base hourly rate 
by l.5) (See PRM, Part I, 
Section l402.3, l4l2.2)        $l5    ll.25     7.50 

 
3. Total overtime (including 

base and overtime allowance) 
(multiply line l x line 2) $l5,000 3,375 652.50 

 
LIMITATION 

4. Percentage of overtime hours 
by class (divide each column, 
line l, by the total columns 
A,B,C, line l)    72.l%  2l.6% 6.3%       =    l00% 

 
5. Allocation of provider's 

standard workyear* for one 
full-time employee (multiply 
the provider's standard workyear 
by the percentage determined on 
line 4)     l,500     450 l30 =    2,080 

 
DETERMINATION OF ALLOWANCE 

6. Appropriate base hourly rate 
(See PRM, Part I, Section 
l402.3, l4l2.2)        $l0    7.50  5  

 
* Appropriate adjustments to be made for workyear if other than a l2-month period 
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 A B C 
Therapist Assistant Aide  Total 

 
7. Overtime cost limitation 

(multiply line 5 x line 6) $l5,000 3,375 650 
 

8. Maximum overtime cost, 
including base (enter the 
lesser of line 3 or line 7) $l5,000 3,375 650 

 
9. Portion of overtime already 

included in hourly computation 
at the base hourly rate 
(multiply line l x line 6) $l0,000 2,250 435 

 
l0. Overtime allowance - if 

negative, enter zero (line 
8 minus line 9) $5,000 l,l25 2l5 =    6,340 

 
 
Example 3: 
 
 

 A B C 
Therapist Assistant Aide  Total 

OVERTIME 
l. Total overtime hours worked   2,090  l,000   500 =    3,590 

 
2. Overtime rate (multiply 

appropriate base hourly rate 
by l.5) (See PRM, Part I, 
Section l402.3, l4l2.2)       $l5    ll.25   7.50 

 
3. Total overtime (including 

base and overtime allowance) 
(multiply line l x line 2) $3l,350   ll,250 3,750 

 
LIMITATION 

4. Percentage of overtime hours 
by class (divide each column, 
line l, by the total columns 
A,B,C, line l)     58.2%  27.9%   l3.9% =       l00% 

 
5. Allocation of provider's 

standard workyear* for one 
full-time employee (multiply 
the provider's standard workyear 
by the percentage determined on 
line 4.        l,2ll      579     290 =    2,080 

 
* Appropriate adjustments to be made for workyear if other than a l2-month period 
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A B  C 
Therapist Assistant Aide  Total 

 
DETERMINATION OF ALLOWANCE 

6. Appropriate base hourly rate 
(See PRM, Part I, Section 
l402.3, l4l2.2)         $l0        7.50          5  

 
7. Overtime cost limitation 

(multiply line 5 x line 6)    $l2,ll0 4,342.50     l,450 
 

8. Maximum overtime cost, 
including base (enter the 
lesser of line 3 or line 7)    $l2,ll0 4,342.50     l,450 

 
9. Portion of overtime already 

included in hourly computation 
at the base hourly rate 
(multiply line l x line 6) $20,900       7,500    2,500 

 
l0. Overtime allowance - if 

negative, enter zero (line 8 
minus line 9)            0               0            0  =            0  

 
 
1412.5  Administrative and Supervisory Responsibilities.--In hospitals with more than one therapist 
in a given therapy department, the chief therapist and those therapists who spend more than 20 
percent of their time supervising other therapists are excluded from the hourly salary data compiled 
by the Bureau of Labor Statistics that are used to establish the guideline amounts.  The purpose of 
the supervisory and administrative allowance is to adjust the guideline limits to reflect those 
additional duties and responsibilities of a chief therapist who not only performs patient care and 
related activities but also spends at least 20 percent of his time in supervising other therapists or in 
administrative duties.  (See section 1415 for situations where a contract therapist performs only 
administrative and supervisory duties.) 
 
A qualified therapist is expected to be able to act independently and therefore, require no, or little, 
technical supervision.  A therapist's professional services include individual patient care and related 
activities such as directing trainees, aides and assistants in performing therapy services, overseeing 
equipment operation, maintaining liaison with other departments, serving on utilization review and 
other appropriate committees, preparing and updating patient records, preparing certifications, 
maintaining a system for verifying the charge structure, and participating in training, instructing 
students, interns and nurses in methods and objectives of the therapy.  The allowance for 
administration and supervision is not given for performing these functions. 
 
 
 
 
 
 
 
 
 
 
 
Rev. 268 14-27 



 REASONABLE COST OF THERAPY AND OTHER SERVICES  
1412.5(Cont.) FURNISHED BY OUTSIDE SUPPLIERS   09-82 
 
 
If a provider has only one therapist (or two or more part-time therapists and assistants whose hours 
equal no more than one full-time therapist), all of the duties performed by the therapist would fall 
within the purview of his occupation as a therapist rather than as an administrator or supervisor, 
and no additional allowance may be given. 
 
The administrative and supervisory allowance is given for the performance of those additional 
duties which normally fall within the purview of a department head.  The therapist who claims he 
performs administrative and supervisory duties must supervise one or more other therapists and be 
responsible for managing the overall operation of the provider's therapy department.  The duties of 
the chief therapist include assigning patient care activities to professional and nonprofessional 
therapy personnel, supervising and evaluating work performance, and interpreting responsibilities 
and hospital policies to therapy personnel.  The chief therapist also assures the execution of doctor's 
orders, oversees the maintenance of the therapy records (medical, personnel, accounting, billing, 
etc.), and assures the availability of supplies and equipment.  Although the chief therapist may 
spend part of the time instructing student therapists, assistants, and therapy aides and providing 
direct therapy care, at least 20 percent of his time should be spent in supervising other therapists or 
in administrative duties. 
 
Administration and supervision are interrelated and these duties in all but exceptional 
circumstances are performed by the same therapist.  Only one therapist, therefore, will be given this 
additional allowance per provider, unless the provider has an extraordinarily large therapy 
department requiring both a department head and a supervisor. 
 
When it is established that the contract therapist actually performs supervisory and administrative 
duties, a reasonable allowance may be added to the adjusted hourly salary equivalency amount in 
recognition of these additional duties.  It is the intermediary's responsibility to determine the 
amount of this allowance, which should be based on the intermediary's knowledge of the 
differential between physical or respiratory therapy supervisors' salaries, as appropriate, and 
physical or respiratory therapists' salaries in similar provider settings in the area.  Where necessary, 
the intermediary should request the assistance of the Medicare regional office in this matter.  This 
allowance should be expressed as an hourly differential, and should be commensurate with the 
extent of the therapist's administrative and supervisory responsibilities; i.e., the number of hours 
spent in performing the administrative and supervisory duties related to the total hours the therapist 
performs services for the provider, and the number of individuals under the therapist's supervision. 
That hourly differential is then applied to all hours of service performed by the therapist, whether 
giving individual care or in the performance of administrative/supervisory duties. 
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For physical therapy services, the Bureau of Labor Statistics (BLS) September 1978 Industry Wage 
Survey for Hospitals and Nursing Homes (Bulletin 2069) contains data on the salaries of supervisors 
and staff therapists in major metropolitan areas.  The BLS data may be used to determine an 
appropriate differential for physical therapy supervisors when it is not administratively feasible to 
base the additional allowance on that actual differential paid by comparable providers in the area.  
(The BLS data are available at the HCFA regional offices.)  Application of the BLS data to an 
individual provider is subject to the actual circumstances at that provider and the extent of the 
therapists' administrative and supervisory responsibilities.  It remains the intermediary's 
responsibility to evaluate these circumstances and determine the differential accordingly. 
Comparable BLS data are not available for respiratory therapy services. 
 
If the supervisory or administrative functions are not performed at the provider site, but the 
supervisor is acting more in the capacity of an administrator of the contracting organization, the costs 
are not separately reimbursable.  Any compensation is considered to be in the fringe benefit and 
expense factor for the outside supplier's overhead, and any hours of service are not considered in 
determining the program limitations under this chapter. 
 
l4l2.6 Travel Expense.--The travel expense is an additional allowance to assure adequate 
recognition of the travel expenses of an outside supplier.  This travel expense must be included for 
each day an outside supplier travels to a provider site or for each visit to a patient's residence to 
perform home health services.  The standard travel expense is given in addition to the standard travel 
allowance listed in the guideline limits. (See l402.4.) 
 
If a home health agency uses the optional travel allowance described in l409.l.B, an  
amount per mile for travel costs to each visit site may be included rather than the standard travel 
expense, provided the mileage is accurately recorded by the outside supplier and the record of the 
mileage is approved and maintained by the home health agency. 
 
The allowance for travel expense is based on the mileage rate established by the General Services 
Administration (GSA) in the Federal Travel Regulations for the use of privately owned vehicles.  
The standard travel expense is set at 10 times the GSA mileage rate while the optional mileage 
expense for home health agencies is set at the actual GSA mileage rate. 
 
GSA is required by statute to conduct investigations of the cost of travel and the operation of 
privately owned vehicles and to report the results to the Congress annually.  The report to the 
Congress and the resultant change in the mileage rate under Federal Travel Regulations are published 
in the Federal Register. 
 
The standard travel expense rates and applicable effective dates are listed below.  After July 1, 1982, 
changes in the travel expense allowance are effective as of the effective date of a change in the 
mileage rate established by the GSA in the Federal Travel Regulations. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 420 14-29 



 REASONABLE COST OF THERAPY AND OTHER SERVICES 
1412.6 (Cont.) FURNISHED BY OUTSIDE SUPPLIERS 03-01 
 
Rate Per Day               Rate Per Mile 
      or      for HHA Using          Effective 
 Per Visit    Optional Travel Allowance           Date          
 
  $1.50      $.15     04/01/75 - 09/30/77 
 
  $1.70      $.17     10/01/77 - 06/30/79 
 
  $1.85      $.185     07/01/79 - 04/19/80 
 
  $2.00      $.20     04/20/80 - 10/04/80 
 
  $2.25      $.225     10/05/80 - 06/30/82 
 
  $2.00      $.20     07/01/82 - 06/18/83 
   
  $2.05      $.205     06/19/83 - 07/31/87 
 
  $2.10      $.21     08/01/87 - 08/l3/88 
 
  $2.25      $.225     08/14/88 - 09/16/89 
  
  $2.40      $.24     09/17/89 - 06/29/91 
 
  $2.50      $.25     06/30/91 - 12/30/94 
 
  $3.00      $.30     01/01/95 - 06/06/96 
 
  $3.10      $.31     06/07/96 - 09/07/98 
 
  $3.25      $.325     09/08/98 - 03/31/99 
 
  $3.10      $.31     04/01/99 - 01/13/00 
 
  $3.25      $.325     01/14/00 - 01/21/01 
 
  $3.45      $.345     01/22/01 
 
14l2.7 Services at Supplier's Site.--Therapy services may be furnished on the premises of the 
outside supplier if the equipment needed for the services is not available at the provider site or the 
patient's place of residence.  Where the equipment necessary to perform the required services is not 
readily available at the provider site (or at the patient's place of residence, in the case of home 
health agencies as explained in 206.5 of the H         
performed under arrangements at the facilities of an outside supplier which is also a provider, the 
intermediary includes an additional allowance to reflect the facility costs incurred by the outside 
supplier in furnishing the services at its facilities.  Facility costs include an allowance for building 
depreciation, properly allocated to the patient care area and apportioned on the basis of services 
performed, and a proportionate share of the costs of building maintenance. 
 
Administrative and general costs are not considered facility costs for the purpose of this additional 
allowance since the guidelines already reflect the administrative costs incurred by the contractor in 
furnishing therapy services.  In order for this allowance for facility costs to be granted, the therapy 
service must be performed at the facilities of an outside supplier which is a participating hospital, 
SNF, HHA, rehabilitation agency, clinic, or public health agency. 
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 Costs in Excess of Guidelines 
 
 
1414. CLAIMED COSTS IN EXCESS OF GUIDELINES 
 
The following exceptions may be granted but only upon the provider's demonstration, based on 
appropriate evidence, that the conditions indicated are present. 
 
1414.l Exception Because of Binding Contract.--A provider will be excepted from the 
provisions of this chapter if it has a binding contract in writing with an outside supplier entered into 
prior to the date the initial therapy service guidelines are published for services furnished prior to 
April 1, 1998. The binding contract exception was eliminated in 42 CFR §413.106(f)(1) for 
services furnished on or after April 10, 1998 in the final rule on salary equivalency guidelines 
published on January 30, 1998.  For services furnished prior to April 10, 1998, before the exception 
may be granted, however, the provider must submit the contract to its intermediary for a 
determination, subject to review and approval by the Health Care Financing Administration 
regional office.  This exception may be granted for the contract period, but not longer than l year 
from the date initial guidelines for the particular therapy are published.  During the period in which 
a binding contract exception is in effect, the cost of the services will be evaluated under the prudent 
buyer concept. 
 
A contract with both a specific term for the contract and a unilateral termination clause (generally 
allowing termination on 30-days notice by either party) qualifies for this exception.  Also 
considered to come within this exception is a contract which by its terms is automatically renewed 
unless notice of termination is given by either party even though the contract is renewed after the 
date of publication of the initial guidelines.  If no notice of termination is given within the time 
specified in the contract and no changes are made in the terms of the contract, the same contract 
continues to exist; the lack of notice does not create a new contract. 
 
For physical therapy services, the exception may not be granted for a period to exceed 
February 7, 1976, 1 year from the date the initial guidelines were published.  Although the initial 
guidelines were published on February 7, 1975, the limits are not applicable to a provider's costs 
until the provider's first cost reporting period beginning on or after April l, 1975. 
 
The following are examples of the dates the guidelines for physical therapy services will be 
effective for the provider when the provider has a binding written contract entered into before 
February 7, 1975: 
 

A. Provider cost reporting period:  October l, 1974 - September 30, 1975. Contract period:  
July l, 1974 - June 30, 1975.  Effective date of physical therapy guidelines: October l, 1975, the 
provider's first cost reporting period beginning on or after April l, 1975. 
 

B. Provider cost reporting period:  October l, 1975 - September 30, 1976.  Contract period:  
July l, 1975 - June 30, 1976.  Effective date of physical therapy guidelines: February 7, 1976, l year 
from the date the guidelines were published.  (If the contract was not entered into before February 
7, 1975, however, the effective date would be October l, 1975.) 
 
 
 
 
 
 
 
 
 
 
Rev. 403 14-31 



REASONABLE COST OF THERAPY AND OTHER SERVICES 
1414.1 (Cont.) FURNISHED BY OUTSIDE SUPPLIERS 06-98 
 
 

C. Provider cost reporting period:  January l, 1975 - December 31, 1975.  Contract period:  
April l, 1974 - March 31, 1975.  Effective date of physical therapy guidelines: January l, 1976, the 
provider's first cost reporting period beginning on or after April l, 1975. 
 
For respiratory therapy services, the initial guidelines for registered and certified therapists were 
published on October 6, 1978.  The initial guidelines for nonregistered/noncertified therapists were 
published on June 3, 1980.  As long as the requirements for a binding contract exception are met, a 
provider may be granted separate exceptions with respect to the services furnished by registered 
and certified therapists and the services furnished by nonregistered/noncertified therapists.  The 
time periods for the exceptions will run independently of each other.  For the services of registered 
and certified therapists, an exception may not be granted beyond October 6, 1979.  An exception 
for nonregistered/noncertified respiratory therapists may not be granted beyond June 3, 1981. 
 
1414.2 Exception Because of Unique Circumstances or Special Labor Market Conditions.--An 
exception may be granted under this section by the intermediary when a provider demonstrates that 
the costs for therapy or other services established by the guidelines are inappropriate to a particular 
provider because of some unique circumstances or special labor market conditions in the area.  
Exceptions will only be granted in extraordinary circumstances.  Before the exception may be 
granted, the provider must submit appropriate evidence to its intermediary to substantiate its claim. 
The provider's request for an exception, together with substantiating documentation, must be 
submitted to the intermediary each year, no later than 150 days after the close of its cost reporting 
period. This is effective for services furnished on or after April 10, 1998.  If the circumstances 
giving rise to the exception remain unchanged from a prior cost reporting period, however, the 
provider need only submit evidence to establish that fact. 
 
In order to establish an exception for unique circumstances, the provider must submit evidence to 
establish that it has some unique method of delivering therapy or other services, which affects its 
costs, different from the other providers in the area.  The exception will be effective no earlier than 
the onset of the unique circumstances. 
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In order to substantiate special labor market conditions, the provider must submit evidence 
enabling the intermediary to establish that the going rate in the area for this particular type of 
service is higher than the guideline limit and that such services are unavailable at the guideline 
amounts.  An exception is not proper, for instance, where an individual refuses to provide services 
at the rate prescribed so long as it is possible for the provider to secure such services from other 
sources.  It is the duty of the provider to prove to the satisfaction of the intermediary that it has 
reasonably exhausted possible sources of this service without success.  As a minimum, the provider 
must submit documentation showing the salary or wage rates it pays its therapists and other health 
care specialists.  The provider must also submit evidence to establish that it has advertised on 
several occasions in a newspaper having widespread circulation in the area and that it has contacted 
employment agencies in the area, if available.  The exception will be effective no earlier than the 
date, as documented in the evidence of record, that provider initiated a concerted effort to secure 
the therapy services from other sources. Thus, if the evidence indicates that the provider tried to 
secure the therapy services from a less costly source prior to the onset of the cost reporting period, 
the exception would be effective retroactively to the beginning of the cost reporting period.  
However, if the provider initiated its efforts 4 months into the cost reporting period, the exception 
would be effective the last 8 months of the cost reporting period. 
 
It is the responsibility of the intermediary to determine the rates that other providers in the area 
generally have to pay therapists or other health care specialists. Effective with services furnished on 
or after April 10, 1998 the intermediary will have 180 days to make its determination.  (If 
necessary, the intermediary should request the assistance of the Medicare regional office in this 
matter.)  Once this information is collected, the intermediary will then determine whether or not 
other providers in the area, in comparison to the provider requesting the exception, generally have 
to pay therapists or other health care specialists higher rates than the guidelines.  For this exception, 
"area" is defined as that region or regions which constitute the normal labor market for the 
provider.  Therefore, the area should not be confined merely to the locality in which the provider is 
located, but should also include those populous areas from which the provider would reasonably be 
expected to secure professional services.  In making its determination, the intermediary should take 
into consideration both the extent to which the provider hires comparable professional employees 
from outside its immediate locality, and the geographical areas from which it normally attracts such 
employees.  If it can be demonstrated, for example, that the provider rarely attracts comparable 
professional employees from a nearby urban area, then that area would not constitute a normal 
labor market for that provider.  Similarly, the intermediary should also take into account whether 
certain areas are within normal commuting distance of the provider, since this would affect the 
provider's success in attracting employees from those areas. 
 
In addition, the BLS Industry Wage Survey for Hospitals and Nursing Homes contains limited data 
on physical therapists salaries in nursing and personal care facilities. Intermediaries will, to the 
extent feasible, make use of the data when evaluating special labor market exception requests 
received from skilled nursing facilities.  These data are available at the HCFA regional offices. 
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The key to an exception is not the rate requested for performing the particular type of service being 
evaluated, but the going rate for therapists or other health care specialists performing these services, 
particularly salaried individuals, who are working in the area. If other providers in the area 
generally are able to obtain these services at rates that do not exceed the guidelines, an exception 
would not be appropriate.  If the going rate represents only the salary of the employed individual, 
an allowance should be added for fringe benefits and expenses so that the rate is comparable to the 
hourly salary equivalency amount.  The amount of the fringe benefit and expense factor should be 
in accordance with appropriate rates listed in §1412.2.  The standard travel allowance will be 
adjusted as described in §1402.4. 
 
The following is an example of a Special Labor Market Exception: 
 

The provider requested an exception for special labor market conditions to permit $15 
per hour based on the charges of its outside supplier of physical therapy services in lieu 
of the $10 hourly salary equivalency amount.  The provider had advertised for a contract 
physical therapist for $10 per hour, but received no response.  The intermediary 
determined that the going rate for salaried physical therapists in the area was 
approximately $8 per hour.  The fringe benefit and expense factor, according to the 
listing in §1412.2, is 50 percent.  The exception may be granted for $12, which 
represents the going rate of $8 per hour, plus $4 (50 percent of $8) for fringe benefits and 
expenses.  The standard travel allowance will be adjusted to $6 (2 of $12). 

 
When an exception to the guideline limitations is granted, the intermediary will establish an 
amount that is a ceiling that will be permitted as a reasonable cost.  In no case will an intermediary 
grant an exception without the determination of the maximum amount that will be considered 
reasonable for the services rendered.  This maximum amount must be an hourly amount, or, for a 
home health agency that does not maintain time records, a per visit amount.  An amount may not be 
granted on a percentage basis; e.g., a percentage of provider charges, or a percentage of the gross 
revenues of the provider's department. 
 
No exception to the guidelines because of overhead costs will be granted when providers furnish 
services under arrangements to other providers.  In these situations, it is not appropriate to allow an 
exception when alternative methods of delivering these services are available at rates that would 
not exceed the guidelines. 
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 Exclusions 
 
 
1415. SERVICES EXCLUDED FROM GUIDELINES 
 
The guidelines and related instructions generally do not apply to a contracting therapist who works 
solely in the capacity of a provider department head or supervisor having administrative and 
supervisory responsibilities within the facility (at the provider site). This individual does not 
participate in the furnishing of services to individual patients or the supervision of aides in 
performing such services, except on rare occasions.  In this context, administrative responsibility is 
the performance of those duties which normally fall within the purview of a department head or 
other supervisor.  (Directing aides or assistants in furnishing direct patient care is not considered 
supervisory, and is subject to the guidelines and related instructions.) The payment for these 
services including any fringe benefits or expenses is to be evaluated under a reasonable cost 
approach, and neither the hours of service nor the payments made are considered in determining the 
program limitations under this chapter. 
 
The following is an example of this exclusion:  A hospital contracted with a physical therapist to be 
the administrator and supervisor of the physical therapy department.  The therapist was not to 
render physical therapy services to individual patients or to supervise the aides in furnishing 
physical therapy services.  In this situation, the cost of the services of the physical therapy 
department's administrator would not be subject to the physical therapy guidelines, but would be 
evaluated under the Medicare program's prudent buyer policy. 
 
However, where the contracting organization supplies one therapist to perform administrative 
duties and at least one full-time therapist (or equivalent part-time therapists) to perform therapy 
services, and there is a single charge for all services supplied, the time of the therapist performing 
administrative duties will be included in the computation and will be subject to the additional 
allowance outlined in §1412.5. 
 
 
 Record keeping and Reporting Requirements 
 
 
1417. PROVIDER RECORD KEEPING AND REPORTING REQUIREMENTS 
 

A. Data to be Maintained by Provider.--A provider must maintain sufficient data in its 
records to support the statements submitted with its cost report, and the data must be reflected in a 
manner so as to provide an adequate audit trail.  These records, whether in the form of a daily log 
or similar daily records, must be kept up to date, be available at all times for review by the 
intermediary, and contain sufficient information to allow evaluation of the reasonableness of the 
costs incurred for therapy services furnished under arrangements.  The record keeping requirement 
is applicable not only to therapy services which are subject to the guidelines, but also to therapy 
services which are evaluated under the prudent buyer concept. 
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Where a provider does not maintain records which are sufficiently complete to determine the 
reasonable cost of the services in accordance with the provisions of this chapter, no payment can be 
made for these services in accordance with sections 1815 and 1833(e) of the Social Security Act. 
 

B. Information to be Submitted by Provider.--For cost reporting periods beginning on or 
after April l, 1975, a provider must submit with its Medicare cost report a statement containing the 
following information for those therapy services for which guidelines have been published: 
 

1. The number of hours of services furnished by outside suppliers (and, where 
applicable, separately detailed for aides, assistants, and trainees employed by the outside supplier), 
the number of weeks services were rendered, and the number of treatments or visits.  For 
respiratory therapy services furnished before April 10, 1998, the hours must be separately 
categorized by the type(s) of therapists(s) who furnished the service(s) (registered, certified, or 
nonregistered/noncertified).  Effective for services furnished on or after April 10, 1998, there will 
only be one schedule of guidelines for respiratory therapy.  
 

2. The actual amount paid for services rendered by outside suppliers (and, where 
applicable, assistants or aides, and trainees employed by the outside supplier), net of discounts and 
allowances, during the cost reporting period; 
 

3. The basis for calculating the travel allowance (the actual travel time or the total 
number of visits to the provider site or patients' residences) and the travel expense (the actual 
mileage or the number of visits to the provider site or patients' residences); 
 

4. Sufficient information to determine the amount of the additional allowances 
described in §1412. 
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 Appeals 
 
 
l4l9.  APPEALS 
 
A request by a provider for a hearing on the determination of an intermediary concerning the 
therapy costs determined to be reasonable based on the provisions of this chapter, including a 
determination with respect to an exception under § l4l4, shall be made to the intermediary only 
after submission of its cost report and receipt of the notice of amount of program reimbursement 
reflecting this determination.  A provider's appeal rights are discussed in detail in §2425. 
 
 
 Charges 
 
 
l420.  CHARGES TO BENEFICIARIES 
 
To be eligible for payment from the Medicare program, a provider files an agreement with the 
Secretary to conform with §l866(a)(l)(A) of the Social Security Act by not charging the patient for 
covered items and services.  Therefore, if the amount allowed under the guidelines is less than the 
actual amount charged by the outside supplier, the patient cannot be charged for the excess. 
 
 
 Other Guidelines 
 
 
l42l.  USE OF OTHER GUIDELINES 
 
Guidelines derived from other more current statistically valid survey data may be used for a 
geographical area, in lieu of HCFA guidelines based on data compiled by the Bureau of Labor 
Statistics.  However, before other guidelines may be used, both the study design, questionnaires, 
and instructions, as well as the resultant survey data for determining the guidelines must be 
submitted to and approved in advance by HCFA.  The survey data derived from these special 
studies must be arrayed so as to permit determination of the 75th percentile of the range of salaries 
paid to full-time employees in the geographical area surveyed.  These other guidelines, when 
approved, may be retroactive to cost reporting periods beginning after the date of collection of the 
data. 
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1422. PROCEDURE FOR ADJUSTMENT OF SCHEDULES OF GUIDELINES FOR 

REIMBURSEMENT OF PHYSICAL THERAPY AND RESPIRATORY THERAPY 
SERVICES FURNISHED UNDER ARRANGEMENTS 

 
Since publication on October 6, 1978 of guidelines for the reimbursement of physical therapy and 
respiratory therapy services furnished under arrangements, HCFA has recalculated the fringe 
benefit and expense factor on a more precise basis.  This has resulted in an increased fringe benefit 
and expense factor as part of the updated physical therapy guidelines published in the Federal 
Register on February 25, 1981, and as part of the updated respiratory therapy guidelines published 
on June 3, 1980.  These notices of updated guidelines state that providers which have been 
adversely affected by the October 1978 guidelines should contact their intermediaries.  Any 
provider will be considered disadvantaged under the notices if it has had costs disallowed as a 
result of the application of the October 1978 guidelines.  While the fringe benefits and expenses 
have been calculated on the same basis for both physical therapy and respiratory therapy services, 
the recalculation has resulted in different fringe benefit and expense factors being applied to 
physical and respiratory therapy services due to the difference in salary levels. 
 
As part of the recalculation of the fringe benefit and expense factor, it was determined that 
adjustments should be made in the factor which was used in the October 1978 physical and 
respiratory therapy guidelines, by recomputing, on a case-by-case basis, the amount of the fringe 
benefit and expense factor included in the guidelines.  The published physical therapy guideline 
amounts as shown in Exhibit A-4 include a 50 percent factor for fringe benefits and expenses.  To 
effectively increase the factor from 50 to 52 percent without having to completely recompute 
guideline amounts, increase the published amounts (which consist of 150 percent of the prevailing 
salaries) by 1.33 percent. 
 
Similarly, it has been determined that the fringe benefit and expense factor included in the 
respiratory therapy guideline amounts which appear in Exhibit B-1 should be increased from 50 to 
59 percent.  This may be accomplished by increasing the published amounts in Exhibit B-1 by 6.0 
percent. 
 
In all adjustments, the recalculated amount should be rounded upward to the next higher 10 cents.  
In addition, the standard travel allowance should also be recomputed as one-half of the recalculated 
hourly salary equivalency amount. 
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In certain States, the guideline amounts which result from these adjustments will be higher than the 
amounts published in the Federal Register on February 25, 1981, for physical therapy services and 
on June 3, 1980, for respiratory therapy services. Therefore, it is important to note that 
intermediaries will make the adjustments only with respect to costs for services furnished on or 
after December 1, 1978, up to the effective date of the updated physical therapy guidelines and 
respiratory therapy guidelines published in the Federal Register on February 25, 1981, and on June 
3, 1980, respectively. It should also be noted that, in those States where the October 1978 
guidelines remained in effect after September 30, 1979, the adjustments would continue to be 
appropriate. That is, the adjustments would apply for the entire period of time during which the 
October 1978 guidelines are in effect. 
 
Where the costs of assistants, aides, and trainees are evaluated under section 1412.l, Provider 
Reimbursement Manual (HCFA-Pub. 15-1) based on the hourly rate paid to comparable employees, 
a 52 percent, rather than a 50 percent, fringe benefit and expense factor should be added to the 
hourly rates determined appropriate for physical therapy assistants and aides, and a 59 percent 
factor should be added to the hourly rates determined appropriate for respiratory therapy aides and 
trainees.  As with the hourly salary equivalency amounts, these amounts for the fringe benefit and 
expense factor will apply for services furnished on or after December 1, 1978, up to the effective 
date of the updated respiratory therapy and physical therapy guidelines published in the Federal 
Register on June 3, 1980, and on February 25, 1981, respectively. 
 
While it is not anticipated that a search will be conducted for cost reports already settled based on 
the amounts currently contained in Exhibits A-4 and B-1, intermediaries will reopen cost reports 
where they are aware of disallowed costs under those guidelines, or when providers apply for the 
adjustment.  For purposes of reopening any cost reports to give effect to these adjustments, the date 
of this instruction or the date of final settlement of the cost report, whichever is later, will represent 
the beginning date for the purpose of determining the point at which the rules of administrative 
finality are applicable. 
 
 
1423. APPLICATION OF RETROACTIVE PHYSICAL THERAPY AND RESPIRATORY 

THERAPY GUIDELINES THAT WERE ISSUED ON FEBRUARY 25, 1981 
 
The guidelines that were issued in the Federal Register on February 25, 1981, were made 
retroactive in order that providers not be disadvantaged by the length of time that had elapsed since 
the physical therapy and respiratory therapy guidelines were last updated. A provider will be 
considered disadvantaged for purposes of application of the retroactive guidelines where one of the 
following conditions exists: 
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A.  The provider has had costs disallowed as a result of application of the October 1978 
guidelines for physical therapy services furnished on or after October 1, 1979, or the June 1980 
guidelines for respiratory therapy services furnished on or after October 1, 1980; or 
 

B.  The provider had entered into a written contract with a supplier prior to the date the 
retroactive guidelines were published--February 25, 1981; the contract covered all or part of the 
retroactive period; and the contract specifically provided for payments to be made in accordance with 
the guidelines established by HCFA.  Also, there must be evidence available to show that the actual 
payments to the supplier were based on the guidelines in effect at the time.  The following is an 
example of such a contract: 
 

A provider has a contract that was signed and dated September 30, 1979, providing for physical 
therapy services to be furnished for the period October 1, 1979 through September 30, 1980. The 
HCFA guidelines in effect at that time were applicable to services furnished on or after 
December 1, 1978, and provided for an adjusted hourly salary equivalency amount of $12.60. An 
adjustment would be appropriate for October 1, 1979 through September 30, 1980, if the 
provider's contract states payment will be made in accordance with rates established by HCFA 
(or similar language) and the provider is therefore obligated to retroactively increase its payments 
to the supplier based on the retroactive guidelines.  The evidence must show the actual payments 
to the supplier had been based on $12.60 per hour (the guideline rate in effect at the time the 
services were rendered). 

 
Any adjustment made to the provider's costs, for the purpose of application of the retroactive 
guidelines, must reflect the additional amount to be paid to the supplier and may not exceed the rate 
shown in the applicable retroactive schedule.  Also, the provider's liability must be liquidated by 
February 25, 1982. 
 
The retroactive guidelines may not be applied to the physical or respiratory therapy costs of providers 
that do not meet the above requirements.  Providers that believe they were adversely affected as a 
result of application of the October 1978 physical therapy guidelines or the June 1980 respiratory 
therapy guidelines to the periods described above should contact their fiscal intermediary.  It is the 
responsibility of the intermediary to determine whether or not an adjustment to the provider's 
physical or respiratory therapy costs is necessary and to calculate the amount of the adjustment.  
Where an adjustment appears appropriate, each contract will be examined by the intermediary and a 
determination made on a case-by-case basis. 
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Therapists) Furnished by Outside Suppliers On or After October 1, 1980 through 
September 30, 1981 (Published 2/25/81) 

 
EXHIBIT B-7 - Schedule of Guidelines for Respiratory Therapy Services (Nonregistered and 

Noncertified Respiratory Therapists) Furnished by Outside Suppliers On or After 
October 1, 1980 through September 30, 1981 
(Published 2/25/81) 

 
EXHIBIT B-8 - Schedule of Guidelines for Respiratory Therapy Services (Registered, Certified, 

and Nonregistered and Noncertified Respiratory Therapists) Furnished by Outside 
Suppliers On or After October 1, 1981 (Published 3/26/82) 

 
EXHIBIT B-9 - Schedule of Guidelines for Respiratory Therapy Services (Registered Respiratory 

Therapists) Furnished by Outside Suppliers On or After October l, 1982 
(Published 9/30/83) 

 
EXHIBIT B-10- Schedule of Guidelines for Respiratory Therapy Services (Certified Respiratory 

Therapists) Furnished by Outside Suppliers On or After October l, 1982 
(Published 9/30/83) 

 
EXHIBIT B-11- Schedule of Guidelines for Respiratory Therapy Services (Nonregistered and 

Noncertified Respiratory Therapists) Furnished by Outside Suppliers On or After 
October 1, 1982 (Published 9/30/83) 

 
EXHIBIT C-1- Schedule of Guidelines for Physical, Respiratory and Occupational Therapy and 
 Speech-Language Pathology Services Furnished by Outside Suppliers On or After  
 April 10, 1998 (Published 1/30/98) 
 
EXHIBIT C-2 - Adjusted Hourly Salary Equivalency Amount Monthly Inflation Factors (Published 
 1/30/98) 
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 EXHIBIT A-l 
 
 SCHEDULE OF GUIDELINES FOR PHYSICAL THERAPY 
 SERVICES FURNISHED BY OUTSIDE SUPPLIERS 
 
 
 Adjusted Hourly Salary Equivalency Amounts 
 and Standard Travel Allowances for 
 Qualified Physical Therapists 
 (Full Time, Regular Part Time, or Home Visits) 
 
 
(This schedule is effective for provider cost reporting periods beginning on or after April l, l975 
through March 3l, l976.  It is not to be used for physical therapy assistants or aides.) 
 
 
 
 

Adjusted   
Hourly Salary Standard 
Equivalency  Travel  

State       Amount    Allowance 
 

Alabama     $  9.00  $  4.50   
Alaska1  l2.00 6.00   
Arizona 9.60 4.80   
Arkansas 7.70 3.85   
California 9.60 4.80   
Colorado 7.70 3.85   
Connecticut 8.30 4.l5   
Delaware 9.60 4.80   
District of Columbia 8.90 4.45   
Florida 9.20 4.60   
Georgia 8.90 4.45   
Hawaii2 11.10 5.55   
Idaho 8.30 4.15   
Illinois 8.90 4.45   
Indiana 9.20 4.60   
Iowa 8.40 4.20   
Kansas 8.40 4.20   
Kentucky 9.30 4.65   
Louisiana 7.70 3.85   
Maine 8.30 4.15   

 
 
 
 
 

l  Adjusted for 25 percent salary differential 
2  Adjusted for l5 percent salary differential 
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 EXHIBIT A-l (CONT.) 
 
 Adjusted 
 Hourly Salary Standard 
 Equivalency  Travel 
State Amount Allowance 
 
Maryland        $9.80       $4.90 
Massachusetts       8.30        4.15 
Michigan         9.50        4.75 
Minnesota       8.40        4.20 
Mississippi       9.00        4.50 
Missouri        8.60        4.30 
Montana        7.70        3.85 
Nebraska        8.40        4.20 
Nevada        9.60        4.80 
New Hampshire      8.30        4.15 
New Jersey       9.60        4.80 
New Mexico       7.70        3.85 
New York       9.90        4.95 
North Carolina      9.30        4.65 
North Dakota       7.70        3.85 
Ohio        9.20        4.60 
Oklahoma       7.70        3.85 
Oregon        8.60        4.30 
Pennsylvania       9.30        4.65 
Rhode Island       8.30        4.15 
South Carolina      9.00        4.50 
South Dakota       7.70        3.85 
Tennessee       9.30        4.65 
Texas        7.70        3.85 
Utah         7.70        3.85 
Vermont        8.30        4.15 
Virginia        9.30        4.65 
Washington       7.80        3.90 
West Virginia       9.30        4.65 
Wisconsin       8.90        4.45 
Wyoming       7.70        3.35 
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 EXHIBIT A-2 
 
 SCHEDULE OF GUIDELINES FOR PHYSICAL THERAPY 
 SERVICES FURNISHED BY OUTSIDE SUPPLIES 
 
 Adjusted Hourly Salary Equivalency Amounts 
 and Standard Travel Allowances for 
 Qualified Physical Therapists 
 (Full Time, Regular Part Time, or Home Visits) 
 
 

(This schedule is effective for services furnished on or after April l, l976 and through September 
30, l977.  It is not to be used for physical therapy assistants or aides.) 
 

    Adjusted   
Hourly Salary    Standard 
 Equivalency       Travel  

State        Amount      Allowance 
 

Alabama $  9.90 $ 4.95 
Alaska l 13.20 6.60 
Arizona 10.50 5.25 
Arkansas   8.40 4.20 
California 10.50 5.25 
Colorado   8.40 4.20 
Connecticut   9.20 4.60 
Delaware 10.70 5.35 
District of Columbia   9.80 4.90 
Florida 10.10 5.05 
Georgia   9.80 4.90 
Hawaii 2 11.90 5.95 
Idaho   9.00 4.50 
Illinois   9.80 4.90 
Indiana 10.10 5.05 
Iowa   9.30  4.65 
Kansas   9.30 4.65 
Kentucky 10.40 5.20 
Louisiana   8.40 4.20 
Maine   9.20 4.60 

 
 
 
 
 
 

l  Adjusted for 25 percent salary differential 
2  Adjusted for l5 percent salary differential 
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 EXHIBIT A-2 (CONT.) 
 
 
 

Adjusted   
Hourly Salary  Standard 
Equivalency   Travel  

State     Amount      Allowance 
 

Maryland $10.80 $5.40 
Massachusetts 9.20 4.60 
Michigan 10.40 5.20 
Minnesota 9.30 4.65 
Mississippi  9.90 4.95 
Missouri 9.30 4.65 
Montana 8.40 4.20 
Nebraska 9.30 4.65 
Nevada 10.50 5.25 
New Hampshire 9.20 4.60 
New Jersey l0.70 5.35 
New Mexico 8.40 4.20 
New York l0.80 5.40 
North Carolina l0.40 5.20 
North Dakota 9.40 4.20 
Ohio l0.l0 5.05 
Oklahoma 8.40 4.20 
Oregon 9.30 4.65 
Pennsylvania l0.20 5.10 
Rhode Island 9.20 4.60 
South Carolina 9.90 4.95 
South Dakota 8.40 4.20 
Tennessee l0.40 5.20 
Texas 8.40 4.20 
Utah 8.40 4.20 
Vermont 9.20 4.60 
Virginia l0.40 5.20 
Washington 8.70 4.35 
West Virginia l0.40 5.20 
Wisconsin 9.80 4.90 
Wyoming 8.40 4.20 
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 EXHIBIT A-3 
 
 SCHEDULE OF GUIDELINES FOR PHYSICAL THERAPY 
 SERVICES FURNISHED BY OUTSIDE SUPPLIERS 
 
 
 Adjusted Hourly Salary Equivalency Amounts 
 and Standard Travel Allowances for 
 Qualified Physical Therapists 
 (Full Time, Regular Part Time, or Home Visits) 
 
 

(This schedule is effective for services furnished on or after October l, l977 and through 
November 30, l978.  It is not to be used for physical therapy assistants or aides.) 
 

  Adjusted   
Hourly Salary  Standard 
Equivalency     Travel  

State     Amount    Allowance 
 

Alabama $l0.40 $5.20 
Alaska l l5.20 7.60 
Arizona l2.20 6.10 
Arkansas l0.l0 5.05 
California l2.20 6.10 
Colorado l0.l0 5.05 
Connecticut l0.20 5.10 
Delaware l2.20 6.10 
District of Columbia ll.l0 5.55 
Florida ll.l0 5.55 
Georgia 9.80 4.90 
Hawaii 2 l4.30 7.15 
Idaho ll.l0 5.55 
Illinois ll.l0 5.55 
Indiana ll.30 5.65 
Iowa l0.l0 5.05 
Kansas l0.l0 5.05 
Kentucky l0.70 5.35 
Louisiana l0.l0 5.05 
Maine l0.20 5.10 

 
 
 

l  Adjusted for 25 percent salary differential 
2  Adjusted for l7.5 percent salary differential 
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 EXHIBIT A-3 (CONT.) 
 
 

     Adjusted   
  Hourly Salary  Standard 
  Equivalency      Travel  

State        Amount      Allowance 
 

Maryland $l0.70 $5.35 
Massachusetts l0.20 5.10 
Michigan ll.90 5.95 
Minnesota l0.70 5.35 
Mississippi l0.40 5.20 
Missouri 9.90 4.95 
Montana l0.l0 5.05 
Nebraska l0.l0 5.05 
Nevada l2.20 6.l0 
New Hampshire l0.20 5.l0 
New Jersey l2.20 6.l0 
New Mexico l0.l0 5.05 
New York l2.50 6.25 
North Carolina l0.70 5.35 
North Dakota l0.l0 5.05 
Ohio ll.l0 5.55 
Oklahoma l0.l0 5.05 
Oregon ll.70 5.85 
Pennsylvania ll.30 5.65 
Rhode Island l0.20 5.l0 
South Carolina l0.40 5.20 
South Dakota l0.l0 5.05 
Tennessee l0.20 5.l0 
Texas l0.l0 5.05 
Utah l0.l0 5.05 
Vermont l0.20 5.l0 
Virginia l0.70 5.35 
Washington l0.40 5.20 
West Virginia l0.70 5.35 
Wisconsin l0.80 5.40 
Wyoming l0.l0 5.05 
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 EXHIBIT A-4 
 
 SCHEDULE OF GUIDELINES FOR PHYSICAL THERAPY 
 SERVICES FURNISHED BY OUTSIDE SUPPLIERS 
 
 
 Adjusted Hourly Salary Equivalency Amounts 
 and Standard Travel Allowances for 
 Qualified Physical Therapists 
 (Full Time, Regular Part Time, or Home Visits) 
 
 

(This schedule is effective for services furnished on or after December l, l978.  It is not to be 
used for physical therapy assistants or aides.) 
 
 

   Adjusted   
Hourly Salary  Standard 
 Equivalency     Travel  

State        Amount      Allowance 
 

Alabama $ll.70 $5.85   
Alaska  l7.00 8.50   
Arizona l3.70 6.85   
Arkansas ll.30 5.65   
California l3.70 6.85   
Colorado ll.40 5.70   
Connecticut ll.60 5.80   
Delaware l3.70 6.85   
District of Columbia l2.50 6.25   
Florida l2.50 6.25   
Georgia ll.00 5.50   
Hawaii2 l6.l0 8.05   
Idaho l2.50 6.25   
Illinois l2.50 6.25   
Indiana l2.80 6.40   
Iowa ll.40 5.70   
Kansas ll.40 5.70   
Kentucky l2.00 6.00   
Louisiana ll.30 5.65   
Maine ll.60 5.80   

 
 
 
 
 

l  Adjusted for 25 percent salary differential 
2  Adjusted for l7.5 percent salary differential 
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 EXHIBIT A-4 (CONT.) 
 
 
 

   Adjusted   
Hourly Salary   Standard 
 Equivalency     Travel  

State        Amount      Allowance 
 

Maryland $l2.00 $6.00   
Massachusetts ll.60 5.80   
Michigan l3.50 6.75   
Minnesota l2.20 6.10   
Mississippi ll.70 5.85   
Missouri ll.l0 5.55   
Montana ll.40 5.70   
Nebraska ll.40 5.70   
Nevada l3.70 6.85   
New Hampshire ll.60 5.80   
New Jersey l3.70 6.85   
New Mexico ll.30 5.65   
New York l4.l0 7.05   
North Carolina l2.00 6.00   
North Dakota ll.40 5.70   
Ohio l2.60 6.30   
Oklahoma ll.30 5.65   
Oregon l3.20 6.60   
Pennsylvania l2.80 6.40   
Rhode Island ll.60 5.80   
South Carolina ll.70 5.85   
South Dakota ll.40 5.70   
Tennessee ll.60 5.80   
Texas ll.30 5.65   
Utah ll.40 5.70   
Vermont ll.60 5.80   
Virginia l2.00 6.00   
Washington ll.60 5.80   
West Virginia l2.00 6.00   
Wisconsin l2.30 6.15   
Wyoming ll.40 5.70   
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 Exhibit A-5 
 
 
 Schedule of Guidelines for Physical Therapy 
 Services Furnished Under Arrangements 
 
 Adjusted Hourly Salary Equivalency Amounts 
 and Standard Travel Allowances for 
 Qualified Physical Therapists 
 (Full-Time, Regular Part-Time, or Home Visits) 1/ 
 

(This schedule is effective for services furnished 
on or after October 1, 1979 through September 30, 1980. 
It is not to be used for physical therapy assistants or aides.) 

 
NOTE:  For those States marked with a single * the December 1, 1978, guidelines continue to 

be in effect through September 1980.  For the States marked with a double ** the 
updated computation of guidelines resulted in amounts that are the same as those in the 
December 1, 1978 schedule. 

 
 

   Adjusted  
Hourly Salary  Standard 

    Equivalency    Travel 
State      Amount Allowance 
 
**ALABAMA  $11.70 $5.85 
    ALASKA 2/  18.60 9.30 
    ARIZONA  15.00 7.50 
    ARKANSAS  12.00 6.00 
    CALIFORNIA  15.00 7.50 
    COLORADO  11.70 5.85 
 * CONNECTICUT  11.60 5.80 
 * DELAWARE  13.70 6.85 
 * DISTRICT OF COLUMBIA  12.50 6.25 
    FLORIDA  12.80 6.40 
 * GEORGIA  11.00 5.50 
    HAWAII 3/  17.20 8.60 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis if the 

total hours of service average 15 or more per week. 
 
2/ Adjusted for 25 percent salary differential. 
 
3/ Adjusted for 15 percent salary differential. 
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 Exhibit A-5(continued) 
 
 

   Adjusted  
Hourly Salary   Standard 
  Equivalency    Travel 

State      Amount Allowance 
 
    IDAHO $12.80 $6.40 
**ILLINOIS  12.50 6.25 
    INDIANA  13.10 6.55 
    IOWA  11.90 5.95 
    KANSAS  11.90 5.95 
 * KENTUCKY  12.00 6.00 
    LOUISIANA  12.00 6.00 
 * MAINE  11.60 5.80 
 * MARYLAND  12.00 6.00 
 * MASSACHUSETTS  11.60 5.80 
    MICHIGAN  14.20 7.10 
    MINNESOTA  12.30 6.15 
**MISSISSIPPI  11.70 5.85 
    MISSOURI  11.60 5.80 
    MONTANA  11.70 5.85 
    NEBRASKA  11.90 5.95 
    NEVADA  15.00 7.50 
 * NEW HAMPSHIRE  11.60 5.80 
 * NEW JERSEY  13.70 6.85 
    NEW MEXICO  12.00 6.00 
 * NEW YORK  14.10 7.05 
 * NORTH CAROLINA  12.00 6.00 
    NORTH DAKOTA  11.70 5.85 
    OHIO   13.30 6.65 
    OKLAHOMA  12.00 6.00 
    OREGON  13.60 6.80 
 * PENNSYLVANIA  12.80 6.40 
 * RHODE ISLAND  11.60 5.80 
**SOUTH CAROLINA  11.70 5.85 
    SOUTH DAKOTA  11.70 5.85 
    TENNESSEE  11.90 5.95 
    TEXAS   12.00 6.00 
    UTAH   11.70 5.85 
 * VERMONT  11.60 5.80 
 * VIRGINIA  12.00 6.00 
    WASHINGTON  11.90 5.95 
 * WEST VIRGINIA  12.00 6.00 
**WISCONSIN  12.30 6.15 
    WYOMING  11.70 5.85 
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 Exhibit A-6 
 
 
 
 Schedule of Guidelines for Physical Therapy 
 Services Furnished Under Arrangements 
 
 Adjusted Hourly Salary Equivalency Amounts 
 and Standard Travel Allowances for 
 Qualified Physical Therapists 
 (Full-Time, Regular Part-Time, or Home Visits) 1/ 
 

(This schedule is effective for services furnished on or 
after October 1, 1980 through September 30, 1981.  It is not 
to be used for physical therapy assistants or aides.) 

 
 

  Adjusted  
Hourly Salary Standard 
  Equivalency   Travel 

State      Amount Allowance 
 
ALABAMA 13.20 $6.60 
ALASKA 2/ 20.90 10.45 
ARIZONA 16.70  8.35 
ARKANSAS 13.50  6.75 
CALIFORNIA 16.70  8.35 
COLORADO 13.00  6.50 
CONNECTICUT 12.70  6.35 
DELAWARE 14.60  7.30 
DISTRICT OF COLUMBIA 13.50  6.75 
FLORIDA 14.30  7.15 
GEORGIA 12.10  6.05 
HAWAII 3/ 19.20  9.60 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis if the 

total hours of service average 15 or more per week. 
 
2/ Adjusted for 25 percent salary differential. 
 
3/ Adjusted for 15 percent salary differential. 
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 Exhibit A-6 (continued) 
 
 

   Adjusted  
Hourly Salary  Standard 
  Equivalency   Travel 

State       Amount Allowance 
 
IDAHO $14.30 $7.15 
ILLINOIS 14.00 7.00 
INDIANA 14.60 7.30 
IOWA  13.20 6.60 
KANSAS 13.20 6.60 
KENTUCKY 13.20 6.60 
LOUISIANA 13.50 6.75 
MAINE 12.70 6.35 
MARYLAND 12.90 6.45 
MASSACHUSETTS 12.70 6.35 
MICHIGAN 15.90 7.95 
MINNESOTA 13.80 6.90 
MISSISSIPPI 13.20 6.60 
MISSOURI 12.90 6.45 
MONTANA 13.00 6.50 
NEBRASKA 13.20 6.60 
NEVADA 16.70 8.35 
NEW HAMPSHIRE 12.70 6.35 
NEW JERSEY 14.60 7.30 
NEW MEXICO 13.50 6.75 
NEW YORK 15.10 7.55 
NORTH CAROLINA 13.20 6.60 
NORTH DAKOTA 13.00 6.50 
OHIO  14.90 7.45 
OKLAHOMA 13.50 6.75 
OREGON 15.20 7.60 
PENNSYLVANIA 13.80 6.90 
RHODE ISLAND 12.70 6.35 
SOUTH CAROLINA 13.20 6.60 
SOUTH DAKOTA 13.00 6.50 
TENNESSEE 13.20 6.60 
TEXAS 13.50 6.75 
UTAH  13.00 6.50 
VERMONT 12.70 6.35 
VIRGINIA 13.20 6.60 
WASHINGTON 13.20 6.60 
WEST VIRGINIA 13.20 6.60 
WISCONSIN 13.80 6.90 
WYOMING 13.00 6.50 
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 EXHIBIT A-7 
 
 
 SCHEDULE OF GUIDELINES FOR PHYSICAL THERAPY 
 SERVICES FURNISHED BY OUTSIDE SUPPLIERS  
 
 
 Adjusted Hourly Salary Equivalency Amounts and Standard Travel 
 Allowances for Qualified Physical Therapists 
 (Full-Time, Regular Part-Time, or Home Visits) 
 
 
The schedule of guidelines effective for physical therapy services furnished by outside suppliers on 
or after October 1, 1981 is determined by applying an update factor to the schedule of guidelines in 
Exhibit A-6 for physical therapy services furnished by outside suppliers on or after October 1, 1980 
and through September 30, 1981.  The updated adjusted hourly salary equivalency amount is 
determined by increasing the adjusted hourly salary equivalency amount in Exhibit A-6 by 13.1 
percent.  The standard travel allowance is 50 percent of the updated adjusted hourly salary 
equivalency amount.  The updated amounts are rounded to the nearest cent. 
 
EXAMPLE:  Alabama 
 

Adjusted Hourly Salary  $13.20 
Equivalency Amount for Services 
Furnished On or After October 1, 1980 
and through September 30, 1981 
(from Exhibit A-6) 

 
Update Factor  x 1.131 

 
Adjusted Hourly Salary 
Equivalency Amount for Services 
Furnished On or After October 1, 1981 $14.93 

 
Standard Travel Allowance 
For Services Furnished On 
or After October 1, 1981   $7.47 
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 EXHIBIT A-8 
 
 SCHEDULE OF GUIDELINES FOR PHYSICAL THERAPY SERVICES 
 FURNISHED UNDER ARRANGEMENTS 
 
 Adjusted Hourly Salary Equivalency Amounts and Standard Travel 
 Allowances for Qualified Physical Therapist 
 Full-time, regular part-time, or home visits. 1/   
 
This schedule is effective for services furnished on or after October 1, 1982.  For a 12-month cost 
reporting period beginning on or after November 1, 1982, the published guideline amount will be 
adjusted upward by a factor equal to .6 percent for each lapsed month between October 1, 1982 and 
the beginning month of the provider's cost reporting period.2/ 
 (It is not to be used for physical therapy assistants or aides.) 
 

Adjusted 
Hourly Standard 
Salary Travel 

State Equiv./Amount Allowance 
 
Alabama 17.14  8.57 
Alaska 26.39 13.20 
Arizona 21.11 10.56 
Arkansas 16.79  8.40 
California 21.11 10.56 
Colorado 18.24  9.12 
Connecticut 16.71  8.36 
Delaware 18.79  9.40 
District of Columbia 17.83  8.92 
Florida 18.42  9.21 
Georgia 16.55  8.28 
Hawaii 25.33 12.67 
Idaho 19.52  9.76 
Illinois 18.96  9.48 
Indiana 19.13  9.57 
Iowa 16.97  8.49 
Kansas 16.97  8.49 
Kentucky 17.83  8.92 
Louisiana 16.79  8.40 
Maine 16.71  8.36 
Maryland 17.82  8.91 
Massachusetts 16.71  8.36 
Michigan 20.19 10.10 
Minnesota 16.97  8.49 
Mississippi 17.14  8.57 
Missouri 16.97  8.49 
Montana 18.24  9.12 
Nebraska 16.97  8.49 
Nevada 21.11 10.56 
New Hampshire 16.71  8.36 
New Jersey 18.79  9.40 
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 EXHIBIT A-8 (Cont.) 
 
 Adjusted Hourly Salary Equivalency Amounts and Standard Travel 
 Allowances for Qualified Physical Therapist 
 Full-time, regular part-time, or home visits. 1/   
 

Adjusted 
Hourly Standard 
Salary Travel 

State Equiv./Amount Allowance 
 
New Mexico 16.79  8.40 
New York 19.58  9.79 
North Carolina 17.83  8.92 
North Dakota 18.24  9.12 
Ohio 18.65  9.33 
Oklahoma 16.79  8.40 
Oregon 19.65  9.83 
Pennsylvania 17.24  8.62 
Rhode Island 16.71  8.36 
South Carolina 17.14  8.57 
South Dakota 18.24  9.12 
Tennessee 17.83  8.92 
Texas 16.79  8.40 
Utah 18.24  9.12 
Vermont 16.71  8.36 
Virginia 17.83  8.92 
Washington 19.45  9.73 
West Virginia 17.83  8.92 
Wisconsin 17.92  8.96 
Wyoming 18.24  9.12 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis if the 

total hours of service average 15 or more per week. 
 
2/ For providers with other than a 12-month cost reporting period, the fiscal intermediary will 

contact HCFA for the adjustment factor. 
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 EXHIBIT B-l 
 
SCHEDULE OF GUIDELINES FOR RESPIRATORY THERAPY SERVICES FURNISHED BY 
OUTSIDE SUPPLIERS  
 
 Adjusted Hourly Salary Equivalency Amounts and Standard Travel 
 Allowances for Registered and Certified Therapists 
 (Full Time or Regular Part Time) 
 
(This schedule is effective for services furnished on or after December l, l978.  It is not to be used for 
respiratory therapy aides or trainees.) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
NOTE:  This is space for Exhibit B-l (Table) on this page! 
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 EXHIBIT B-l (CONT.) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
NOTE:  This is space for Exhibit B-l (Cont.) (Table) on this page! 
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 EXHIBIT B-2 
 
SCHEDULE OF GUIDELINES FOR RESPIRATORY THERAPY SERVICES (REGISTERED 
THERAPISTS) FURNISHED BY OUTSIDE SUPPLIERS  
 
 Adjusted Hourly Salary Equivalency Amounts and Standard 
 Travel Allowances for Registered Therapists 
 (Full Time, Regular Part Time)l 
 
 

(Effective for services furnished on or after October l, l979, except for those States marked 
with *.  In those States, the effective date will be August l, l980.  This schedule is not to be used for 
respiratory therapy aides or trainees.) 
 
 

Adjusted   
Hourly Salary Standard 
Equivalency  Travel  

State       Amount     Allowance 
 
Alabama $ll.60 $5.80   
Alaska2 l6.90 8.45   
Arizona l3.60 6.80   
*Arkansas l0.40 5.20   
California l3.60 6.80   
Colorado ll.90 5.95   
*Connecticut ll.40 5.70   
Delaware l3.l0 6.55   
District of Columbia l2.20 6.10   
Florida l2.40 6.20   
*Georgia l0.70 5.35   
Hawaii3 l5.60 7.80   
Idaho l2.40 6.20   
Illinois ll.70 5.85   
Indiana l2.l0 6.05   
Iowa ll.90 5.95   
Kansas ll.90 5.95   
Kentucky l2.20 6.l0   
*Louisiana l0.40 5.20   
*Maine ll.40 5.70   
 
 
 
 
 
 
 
l  A provider is considered to require services on a full-time or regular part-time basis, if the total 

hours of service average l5 or more per week. 
2 Adjusted for 25 percent salary differential. 
3 Adjusted for l5 percent salary differential. 
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 EXHIBIT B-2 (CONT.) 
 
 
 

Adjusted   
Hourly Salary Standard 
Equivalency  Travel  

State    Amount     Allowance 
 
Maryland $l2.20 $6.10   

*Massachusetts ll.40 5.70   
Michigan l2.60 6.30   
Minnesota ll.70 5.85   
Mississippi ll.60 5.80   
Missouri l2.l0 6.05   
Montana ll.90 5.95   
Nebraska ll.90 5.95   
Nevada l3.60 6.80   

*New Hampshire ll.40 5.70   
New Jersey l3.l0 6.55   

*New Mexico l0.40 5.20   
*New York l3.70 6.85   
North Carolina l2.20 6.l0   
North Dakota ll.90 5.95   
Ohio l2.20 6.l0   

*Oklahoma l0.40 5.20   
Oregon l2.40 6.20   
Pennsylvania l2.40 6.20   

*Rhode Island ll.40 5.70   
South Carolina ll.60 5.80   
South Dakota ll.90 5.95   
Tennessee l2.20 6.10   

*Texas l0.40 5.20   
Utah ll.90 5.95   

*Vermont ll.40 5.70   
Virginia l2.20 6.10   
Washington l2.40 6.20   
West Virginia l2.20 6.10   
Wisconsin ll.90 5.95   
Wyoming ll.90 5.95   
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EXHIBIT B-3 
 

SCHEDULE OF GUIDELINES FOR RESPIRATORY THERAPY SERVICES 
(CERTIFIED RESPIRATORY THERAPISTS) FURNISHED BY OUTSIDE 

SUPPLIERS 
 

Adjusted Hourly Salary Equivalency Amounts and Standard Travel Allowances for Certified 
Respiratory Therapists (Full-Time, Regular Part Time)1 

 
(Effective for services furnished on or after October 1, 1979.  This schedule is not to be used for 
respiratory therapy aides or trainees.) 
 
     Adjusted 
  Hourly Salary   Standard 
    Equivalency    Travel 
State      Amount        Allowance 
 
Alabama  $10.10  $5.05 
Alaska2   16.20   8.10 
Arizona   12.90   6.45 
Arkansas     9.60   4.80 
California    12.90   6.45 
Colorado    10.20   5.10 
Connecticut    10.70   5.35 
Delaware    12.20   6.10 
District of Columbia    11.40   5.70 
Florida    11.20   5.60 
Georgia      9.10   4.55 
Hawaii3    14.90   7.45 
Idaho    11.40   5.70 
Illinois    11.40   5.70 
Iowa    10.40   5.20 
Kansas    10.40   5.20 
Kentucky    11.20   5.60 
Louisiana      9.60   4.80 
Maine    10.70   5.35 
 
 
1 A provider is considered to require services on a full-time or regular part-time basis if the total 

hours of service average 15 or more per week. 
2 Adjusted for 25 percent salary differential. 
3 Adjusted for 25 percent salary differential. 
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EXHIBIT B-3 (CONT.) 
 
 
 

 
 
     Adjusted 
  Hourly Salary Standard 
    Equivalency   Travel 
State      Amount        Allowance 
 
Maryland 11.10 5.55 
Massachusetts 10.70 5.35 
Michigan 11.60 5.80 
Minnesota 10.20 5.10 
Mississippi 10.10 5.05 
Missouri 10.60 5.30 
Montana 10.20 5.10 
Nebraska 10.40 5.20 
Nevada 12.90 6.45 
New Hampshire 10.70 5.35 
New Jersey 12.20 6.10 
New Mexico   9.60 4.80 
New York 12.60 6.30 
North Carolina 11.20 5.60 
North Dakota 10.20 5.10 
Ohio 11.40 5.70 
Oklahoma   9.60 4.80 
Oregon 11.60 5.80 
Pennsylvania 11.70 5.85 
Rhode Island 10.70 5.35 
South Carolina 10.10 5.50 
South Dakota 10.20 5.10 
Tennessee 11.20 5.60 
Texas   9.60 4.80 
Utah 10.20 5.10 
Vermont 10.70 5.35 
Virginia 11.20 5.60 
Washington 11.10 5.55 
West Virginia 11.20 5.60 
Wisconsin 11.60 5.80 
Wyoming 10.20 5.10 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
l4-50 Rev.  238 



EXHIBIT B-4 
 

SCHEDULE OF GUIDELINES FOR RESPIRATORY THERAPY SERVICES 
(NONREGISTERED AND NONCERTIFIED RESPIRATORY THERAPISTS) FURNISHED 

BY OUTSIDE SUPPLIERS 
 

Adjusted Hourly Salary Equivalency Amounts and Standard 
Travel Allowances for Nonregistered and Noncertified 

Respiratory Therapists 
 (Full-Time, Regular Part Time)1 

 
(Effective for services furnished on or after August 1, 1980.  This schedule is not to be used for 
respiratory therapy aides or trainees.) 
 
      Adjusted  
  Hourly Salary Standard 
     Equivalency    Travel 
State       Amount        Allowance 
 
Alabama  $8.90 $ 5.05 
Alaska2  16.20  8.10 
Arizona  12.90  6.45 
Arkansas    8.10  4.80 
California  12.90  6.45 
Colorado  10.90  5.10 
Connecticut    9.70  5.35 
Delaware  10.90  6.10 
District of Columbia  10.20  5.70 
Florida    9.10  5.60 
Georgia    8.70  4.55 
Hawaii3  14.90  7.45 
Idaho  10.40  5.70 
Illinois  10.70  5.70 
Indiana  10.60  5.30 
Iowa    9.10  4.55 
Kansas    9.10  4.55 
Kentucky  10.20  5.10 
Louisiana    8.10  4.05 
Maine    9.70  4.85 
 
 
1 A provider is considered to require services on a full-time or regular part-time basis if the total 

hours of service average 15 or more per week. 
2 Adjusted for 25 percent salary differential. 
3 Adjusted for 25 percent salary differential. 
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EXHIBIT B-4 (CONT.) 
 
 
 

 
 
     Adjusted 
  Hourly Salary Standard 
    Equivalency   Travel 
State   Amount        Allowance  
 
Maryland 10.20 5.10 
Massachusetts   9.70 4.05 
Michigan 11.40 5.70 
Minnesota   9.10 4.55 
Mississippi   8.90 4.45 
Missouri   9.10 4.55 
Montana 10.90 5.45 
Nebraska   9.10 4.55 
Nevada 12.90 6.45 
New Hampshire   9.70 4.85 
New Jersey 10.90 5.45 
New Mexico   8.10 4.05 
New York 11.10 5.55 
North Carolina 10.20 5.10 
North Dakota 10.90 5.45 
Ohio 10.10 5.05 
Oklahoma   8.10 4.05 
Oregon 11.10 5.55 
Pennsylvania 10.60 5.30 
Rhode Island   9.70 4.85 
South Carolina   8.90 4.45 
South Dakota 10.90 5.45 
Tennessee 10.20 5.10 
Texas   8.10 4.05 
Utah 10.90 5.45 
Vermont   9.70 4.85 
Virginia 10.20 5.10 
Washington   9.70 4.85 
West Virginia 10.20 5.10 
Wisconsin 10.10 5.05 
Wyoming 10.90 5.45 
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 Exhibit B-5 
 
 
 Schedule of Guidelines for Respiratory Therapy 
 Services (Registered Therapists) Furnished by Outside Suppliers 
 
 Adjusted Hourly Salary Equivalency Amounts 
 and Standard Travel Allowances for Registered Therapists 
 (Full-Time, Regular Part-Time) 1/ 
 

(This schedule is effective for services furnished on or after 
October 1, 1980 through September 30, 1981.  This schedule is not be 
used for respiratory therapy aides or trainees.) 

 
 

Adjusted   
Hourly Salary Standard 
 Equivalency    Travel  

State     Amount     Allowance 
 
ALABAMA $12.60 $6.30 
ALASKA 2/ 18.40 9.20 
ARIZONA 14.80 7.40 
ARKANSAS 11.30 5.65 
CALIFORNIA 14.80 7.40 
COLORADO 13.00 6.50 
CONNECTICUT 12.50 6.25 
DELAWARE 14.30 7.15 
DISTRICT OF COLUMBIA 13.50 6.75 
FLORIDA 13.50 6.75 
GEORGIA 11.70 5.85 
HAWAII 3/ 16.90 8.45 
IDAHO 13.50 6.75 
ILLINOIS 12.80 6.40 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis, if the total 

hours of service average 15 or more per week. 
 
2/ Adjusted for 25 percent salary differential. 
 
3/ Adjusted for 15 percent salary differential. 
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 Exhibit B-5 (continued) 
 
 
 

Adjusted  
Hourly Salary  Standard 
Equivalency Travel 

State Amount Allowance 
 
INDIANA $13.10 $6.55 
IOWA 13.00 6.50 
KANSAS 13.00 6.50 
KENTUCKY 13.50 6.75 
LOUISIANA 11.30 5.65 
MAINE 12.50 6.25 
MARYLAND 13.50 6.75 
MASSACHUSETTS 12.50 6.25 
MICHIGAN 13.60 6.80 
MINNESOTA 12.80 6.40 
MISSISSIPPI 12.60 6.30 
MISSOURI 13.10 6.55 
MONTANA 13.00 6.50 
NEBRASKA 13.00 6.50 
NEVADA 14.80 7.40 
NEW HAMPSHIRE 12.50 6.25 
NEW JERSEY 14.30 7.15 
NEW MEXICO 11.30 5.65 
NEW YORK 14.90 7.45 
NORTH CAROLINA 13.50 6.75 
NORTH DAKOTA 13.00 6.50 
OHIO 13.30 6.65 
OKLAHOMA 11.30 5.65 
OREGON 13.60 6.80 
PENNSYLVANIA 13.50 6.75 
RHODE ISLAND 12.50 6.25 
SOUTH CAROLINA 12.60 6.30 
SOUTH DAKOTA 13.00 6.50 
TENNESSEE 13.50 6.75 
TEXAS 11.30 5.65 
UTAH 13.00 6.50 
VERMONT 12.50 6.25 
VIRGINIA 13.50 6.75 
WASHINGTON 13.50 6.75 
WEST VIRGINIA 13.50 6.75 
WISCONSIN 13.00 6.50 
WYOMING 13.00 6.50 
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 Exhibit B-6 
 
 
 
 Schedule of Guidelines for Respiratory Therapy 
 Services (Certified Respiratory Therapists) 
 Furnished by Outside Suppliers 
 
 Adjusted Hourly Salary Equivalency Amounts 
 and Standard Travel Allowances for 
 Certified Respiratory Therapists 
 (Full-Time, Regular Part-Time) 1/ 
 

(This schedule is effective for services furnished 
on or after October 1, 1980 through September 30, 1981. 
This schedule is not to be used for respiratory therapy aides or trainees.) 

 
 

Adjusted  
Hourly Salary  Standard 
Equivalency Travel 

State                     Amount Allowance 
 
ALABAMA $11.00 5.50 
ALASKA 2/ 17.60 8.80 
ARIZONA 14.10 7.05 
ARKANSAS 10.40 5.20 
CALIFORNIA 14.10 7.05 
COLORADO 11.20 5.60 
CONNECTICUT 11.70 5.85 
DELAWARE 13.50 6.75 
DISTRICT OF COLUMBIA 12.50 6.25 
FLORIDA 12.20 6.10 
GEORGIA   9.90 4.95 
HAWAII 3/ 16.20 8.10 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis if the total 

hours of service average 15 or more hours per week. 
 
2/ Adjusted for 25 percent salary differential. 
 
3/ Adjusted for 15 percent salary differential. 
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 Exhibit B-6 (continued) 
 
 
 

Adjusted  
Hourly Salary  Standard 
Equivalency Travel 

State                       Amount Allowance 
 
IDAHO $12.50 $6.25 
ILLINOIS 12.50 6.25 
INDIANA 12.50 6.25 
IOWA 11.30 5.65 
KANSAS 11.30 5.65 
KENTUCKY 12.30 6.15 
LOUISIANA 10.40 5.20 
MAINE 11.70 5.85 
MARYLAND 12.20 6.10 
MASSACHUSETTS 11.70 5.85 
MICHIGAN 12.50 6.25 
MINNESOTA 11.00 5.50 
MISSISSIPPI 11.00 5.50 
MISSOURI 11.50 5.75 
MONTANA 11.20 5.60 
NEBRASKA 11.30 5.65 
NEVADA 14.10 7.05 
NEW HAMPSHIRE 11.70 5.85 
NEW JERSEY 13.50 6.75 
NEW MEXICO 10.40 5.20 
NEW YORK 13.60 6.80 
NORTH CAROLINA 12.30 6.15 
NORTH DAKOTA 11.20 5.60 
OHIO 12.30 6.15 
OKLAHOMA 10.40 5.20 
OREGON 12.60 6.30 
PENNSYLVANIA 12.80 6.40 
RHODE ISLAND 11.70 5.85 
SOUTH CAROLINA 11.00 5.50 
SOUTH DAKOTA 11.20 5.60 
TENNESSEE 12.30 6.15 
TEXAS 10.40 5.20 
UTAH 11.20 5.60 
VERMONT 11.70 5.85 
VIRGINIA 12.30 6.15 
WASHINGTON 12.20 6.10 
WEST VIRGINIA 12.30 6.15 
WISCONSIN 12.50 6.25 
WYOMING 11.20 5.60 
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 Exhibit B-7 
 
 
 Schedule of Guidelines for Respiratory Therapy 
 Services (Non-Registered and Non-Certified Respiratory 
 Therapists) Furnished by Outside Suppliers 
 
 Adjusted Hourly Salary Equivalency Amounts 
 and Standard Travel Allowances for Non-Registered and 
 Non-Certified Respiratory Therapists 
 (Full-Time, Regular Part-Time) 1/ 
 

This schedule is effective for services furnished on 
or after October 1, 1980 through September 30, 1981. 
It is not to be used for respiratory therapy aides or trainees.) 

 
 

Adjusted  
Hourly Salary  Standard 
Equivalency Travel 

State                     Amount Allowance 
 
ALABAMA $9.70 $4.85 
ALASKA 2/ 17.60 8.80 
ARIZONA 14.10 7.05 
ARKANSAS   8.90 4.45 
CALIFORNIA 14.10 7.05 
COLORADO 11.80 5.90 
CONNECTICUT 10.70 5.35 
DELAWARE 11.80 5.90 
DISTRICT OF COLUMBIA 11.20 5.60 
FLORIDA   9.90 4.95 
GEORGIA   9.50 4.75 
HAWAII 3/ 16.20 8.10 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis if the total 

hours of service average 15 or more per week. 
 
2/ Adjusted for 25 percent salary differential. 
 
3/ Adjusted for 15 percent salary differential. 
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 Exhibit B-7 (continued) 
 
 
 

  Adjusted  
Hourly Salary  Standard 
  Equivalency   Travel 

State                         Amount Allowance 
 
IDAHO $11.30 $5.65 
ILLINOIS 11.80 5.90 
INDIANA 11.50 5.75 
IOWA 10.00 5.00 
KANSAS 10.00 5.00 
KENTUCKY 11.20 5.60 
LOUISIANA   8.90 4.45 
MAINE 10.70 5.35 
MARYLAND 11.00 5.50 
MASSACHUSETTS 10.70 5.35 
MICHIGAN 12.30 6.15 
MINNESOTA 10.00 5.00 
MISSISSIPPI   9.70 4.85 
MISSOURI 10.00 5.00 
MONTANA 11.80 5.90 
NEBRASKA 10.00 5.00 
NEVADA 14.10 7.05 
NEW HAMPSHIRE 10.70 5.35 
NEW JERSEY 11.80 5.90 
NEW MEXICO   8.90 4.45 
NEW YORK 12.00 6.00 
NORTH CAROLINA 11.20 5.60 
NORTH DAKOTA 11.80 5.90 
OHIO 11.00 5.50 
OKLAHOMA   8.90 4.45 
OREGON 12.00 6.00 
PENNSYLVANIA 11.50 5.75 
RHODE ISLAND 10.70 5.35 
SOUTH CAROLINA   9.70 4.85 
SOUTH DAKOTA 11.80 5.90 
TENNESSEE 11.20 5.60 
TEXAS   8.90 4.45 
UTAH 11.80 5.90 
VERMONT 10.70 5.35 
VIRGINIA 11.20 5.60 
WASHINGTON 10.70 5.35 
WEST VIRGINIA 11.20 5.60 
WISCONSIN 11.00 5.50 
WYOMING 11.80 5.90 
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 EXHIBIT B-8 
 
 
 Schedule of Guidelines for Respiratory Therapy 
 Services Furnished by Outside Suppliers 
 (Full-Time, Regular Part-Time) 
 
 Adjusted Hourly Salary Equivalency Amounts and 
 Standard Travel Allowances 
 (Full-Time, Regular Part-Time) 
 
 
The schedules of guidelines effective for respiratory therapy services furnished by outside suppliers 
on or after October 1, 1981 are determined by applying an update factor to the schedules of 
guidelines in Exhibits B-5, B-6, and B-7 for respiratory therapy services furnished by outside 
suppliers on or after October 1, 1980 and through September 30, 1981.  The updated adjusted hourly 
salary equivalency amount is determined by increasing the adjusted hourly salary equivalency 
amount by 13.1 percent.  The standard travel allowance is 50 percent of the updated adjusted hourly 
salary equivalency amount.  The updated amounts are rounded to the nearest cent. 
 
Example:  Registered Respiratory Therapist--Alabama 
 

Adjusted Hourly Salary Equivalency         $12.60 
Amount for Services Furnished On or After 
October 1, 1980 and Through September 30, 1981 
(from Exhibit B-5) 

 
Update Factor              x 1.131 

 
Adjusted Hourly Salary Equivalency         $14.25 
Amount for Services Furnished On or 
After October 1, 1981 

 
Standard Travel Allowance            $7.13 
For Services Furnished 
On or After October 1, 1981 
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 Exhibit B-9 
 
 SCHEDULE OF GUIDELINES FOR RESPIRATORY THERAPY SERVICES (REGISTERED 
 RESPIRATORY THERAPISTS) FURNISHED BY OUTSIDE SUPPLIERS  
 
 Adjusted Hourly Salary Equivalency Amounts and Standard 
 Travel Allowances for Registered Respiratory 
 Therapists (Full-Time and Regular Part-Time)  1/ 
 
This schedule is effective for services furnished on or after October 1, 1982.  For a 12-month cost 
reporting period beginning on or after November 1, 1982, the published guideline amount will be 
adjusted upward by a factor equal to .6 percent for each lapsed month between October 1, 1982 and 
the beginning month of the provider's cost reporting period.2/ 
 (It is not to be used for respiratory therapy aides or trainees.) 
 

  Adjusted 
    Hourly Standard 
     Salary   Travel 

State Equiv./Amount Allowance 
 
Alabama 17.05   8.53 
Alaska 24.11 12.06 
Arizona 19.29   9.65 
Arkansas 17.05   8.53 
California 19.29   9.65 
Colorado 18.46   9.23 
Connecticut 16.10   8.05 
Delaware 16.90   8.45 
District of Columbia 16.23   8.23 
Florida 19.03   9.52 
Georgia 16.04   8.02 
Hawaii 23.15 11.58 
Idaho 19.35   9.68 
Illinois 16.87   8.44 
Indiana 17.02   8.51 
Iowa 16.61   8.31 
Kansas 16.61   8.31 
Kentucky 16.22   8.11 
Louisiana 17.05   8.53 
Maine 16.10   8.05 
Maryland 16.22   8.11 
Massachusetts 16.10   8.05 
Michigan 17.00   8.50 
Minnesota 16.61   8.31 
Mississippi 17.05   8.53 
Missouri 16.61   8.31 
Montana 18.46   9.23 
Nebraska 16.61   8.31 
Nevada 19.29   9.65 
New Hampshire 16.10   8.05 
New Jersey 16.90   8.45 
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 EXHIBIT B-9 (Cont.) 
 
 Adjusted Hourly Salary Equivalency Amounts and Standard 
 Travel Allowances for Registered Respiratory 
 Therapists (Full-Time and Regular Part-Time) 1/ 
 
 
 

Adjusted 
Hourly Standard 
Salary Travel 

State  Equiv./Amount Allowance 
 
New Mexico 17.05  8.53 
New York 16.90  8.45 
North Carolina 16.22  8.11 
North Dakota 18.46  9.23 
Ohio 17.50  8.75 
Oklahoma 17.05  8.53 
Oregon 17.94  8.97 
Pennsylvania 15.93  7.97 
Rhode Island 16.10  8.05 
South Carolina 17.05  8.53 
South Dakota 18.46  9.23 
Tennessee 16.22  8.11 
Texas 17.05  8.53 
Utah  18.46  9.23 
Vermont 16.10  8.05 
Virginia 16.22  8.11 
Washington 19.29  9.65 
West Virginia 16.22  8.11 
Wisconsin 17.15  8.58 
Wyoming 18.46  9.23 
 
 
 
 
 
 
 
 
 
 
 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis if the 

total hours of service average 15 or more per week. 
 
2/ For providers with other than a 12-month cost reporting period, the fiscal intermediary will 

contact HCFA for the adjustment factor. 
 
 
 
 
 
 
 
. 
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  EXHIBIT B-10 
 
 SCHEDULE OF GUIDELINES FOR RESPIRATORY THERAPY SERVICES 
 (CERTIFIED RESPIRATORY THERAPISTS) FURNISHED BY OUTSIDE SUPPLIERS  
 
 Adjusted Hourly Salary Equivalency Amounts and Standard 
 Travel Allowances for Certified Respiratory 
 Therapists (Full-Time, Regular Part-Time) 1/ 
 
This schedule is effective for services furnished on or after October 1, 1982.  For a 12-month cost 
reporting period beginning on or after November 1, 1982, the published guideline amount will be 
adjusted upward by a factor equal to .6 percent for each lapsed month between October 1, 1982 and 
the beginning month of the provider's cost reporting period.2/ 
 
(This schedule is not to be used for respiratory therapy aides or trainees.) 
 

Adjusted 
Hourly Standard 
Salary Travel 

State  Equiv./Amount Allowance 
 
Alabama 14.55  7.28 
Alaska 22.24 11.12 
Arizona 17.79  8.90 
Arkansas 14.45  7.23 
California 17.79  8.90 
Colorado 16.29  8.15 
Connecticut 15.81  7.91 
Delaware 17.27  8.64 
District of Columbia 15.72  7.86 
Florida 14.55  7.28 
Georgia 14.06  7.03 
Hawaii 21.35 10.68 
Idaho 16.16  8.08 
Illinois 15.36  7.68 
Indiana 15.50  7.75 
Iowa 14.86  7.43 
Kansas 14.86  7.43 
Kentucky 15.39  7.70 
Louisiana 14.45  7.23 
Maine 15.81  7.91 
Maryland 14.90  7.45 
Massachusetts 15.81  7.91 
Michigan 15.44  7.72 
Minnesota 14.86  7.43 
Mississippi 14.55  7.28 
Missouri 14.86  7.43 
Montana 16.29  8.15 
Nebraska 14.86  7.43 
Nevada 17.79  8.90 
New Hampshire 15.81  7.91 
New Jersey 17.27  8.64 
New Mexico 14.45  7.23 
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 EXHIBIT B-10 (Cont.) 
 
 Adjusted Hourly Salary Equivalency Amounts and Standard 
 Travel Allowances for Certified Respiratory 
 Therapists (Full-Time and Regular Part-Time) 1/ 
 

Adjusted 
Hourly Standard 
Salary Travel 

State  Equiv./Amount Allowance 
 
New York 18.40  9.20 
North Carolina 15.39  7.70 
North Dakota 16.29  8.15 
Ohio 15.81  7.91 
Oklahoma 14.45  7.23 
Oregon 16.04  8.02 
Pennsylvania 14.66  7.33 
Rhode Island 15.81  7.91 
South Carolina 14.55  7.28 
South Dakota 16.29  8.15 
Tennessee 15.39  7.70 
Texas 14.45  7.23 
Utah 16.29  8.15 
Vermont 15.81  7.91 
Virginia 15.39  7.70 
Washington 16.35  8.18 
West Virginia 15.39  7.70 
Wisconsin 15.84  7.92 
Wyoming 16.29  8.15 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis if the 

total hours of service average 15 or more per week. 
 
2/ For providers with other than a 12-month cost reporting period, the fiscal intermediary will 

contact HCFA for the adjustment factor. 
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 EXHIBIT B-11 
 
 SCHEDULE OF GUIDELINES FOR RESPIRATORY THERAPY SERVICES 
 (NON-REGISTERED AND NON-CERTIFIED RESPIRATORY THERAPISTS)  
 FURNISHED BY OUTSIDE SUPPLIERS  
 
 Adjusted Hourly Salary Equivalency Amounts and Standard 
 Travel Allowances for Non-Registered and Non-Certified Respiratory 
 Therapists (Full-Time, Regular Part-Time) 1/ 
 
This schedule is effective for services furnished on or after October 1, 1982.  For a 12-month cost 
reporting period beginning on or after November 1, 1982, the published guideline amount will be 
adjusted upward by a factor equal to .6 percent for each lapsed month between October 1, 1982 and 
the beginning month of the provider's cost reporting period.2/ 
  (It is not to be used for respiratory therapy aides or trainees.) 
 

Adjusted 
Hourly Standard 
Salary Travel 

State  Equiv./Amount Allowance 
 
Alabama 12.27  6.14 
Alaska 22.70 11.35 
Arizona 18.16  9.08 
Arkansas 11.67  5.84 
California 18.16  9.08 
Colorado 14.89  7.45 
Connecticut 13.58  6.79 
Delaware 15.28  7.64 
District of Columbia 14.10  7.05 
Florida 11.93  5.97 
Georgia 13.67  6.84 
Hawaii 21.79 10.90 
Idaho 15.55  7.78 
Illinois 14.88  7.44 
Indiana 14.47  7.24 
Iowa 12.83  6.42 
Kansas 12.83  6.42 
Kentucky 13.56  6.78 
Louisiana 11.67  5.84 
Maine 13.58  6.79 
Maryland 12.91  6.46 
Massachusetts 13.58  6.79 
Michigan 13.83  6.92 
Minnesota 12.83  6.42 
Mississippi 12.27  6.14 
Missouri 12.95  6.48 
Montana 14.89  7.45 
Nebraska 12.83  6.42 
Nevada 18.16  9.08 
New Hampshire 13.58  6.79 
New Jersey 15.28  7.64 
New Mexico 11.67  5.84 
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 EXHIBIT B-11 (Cont.) 
 
 Adjusted Hourly Salary Equivalency Amounts and Standard 
 Travel Allowances for Non-Registered and Non-Certified Respiratory 
 Therapists (Full-Time, Regular Part-Time) 1/ 
 

Adjusted 
Hourly Standard 
Salary Travel 

State  Equiv./Amount Allowance 
 
New York 16.23  8.12 
North Carolina 13.56  6.78 
North Dakota 14.89  7.45 
Ohio 14.00  7.00 
Oklahoma 11.67  5.84 
Oregon 15.55  7.78 
Pennsylvania 14.22  7.11 
Rhode Island 13.58  6.79 
South Carolina 12.27  6.14 
South Dakota 14.89  7.45 
Tennessee 13.56  6.78 
Texas 11.67  5.84 
Utah 14.89  7.45 
Vermont 13.58  6.79 
Virginia 13.56  6.78 
Washington 15.55  7.78 
West Virginia 13.56  6.78 
Wisconsin 14.15  7.08 
Wyoming 14.89  7.45 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis if the 

total hours of service average 15 or more per week. 
 
2/ For providers with other than a 12-month cost reporting period, the fiscal intermediary will 

contact HCFA for the adjustment factor. 
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REASONABLE COST OF THERAPY AND OTHER SERVICES 
06-98 FURNISHED BY OUTSIDE SUPPLIERS 1499 (Cont.) 
  

Exhibit C-1  
SCHEDULE OF GUIDELINES FOR PHYSICAL, RESPIRATORY, AND OCCUPATIONAL 
THERAPY AND SPEECH-LANGUAGE PATHOLOGY SERVICES FURNISHED BY OUTSIDE 
SUPPLIERS 
 
Adjusted Hourly Salary Equivalency Amounts By Locality For Physical Therapists (PT), 
Occupational Therapists (OT), Speech-Language Pathologists (SLP) and Respiratory Therapists 
(RT)(Full-Time, Regular Part-Time) 1/ 
 
This schedule is effective for services furnished on or after April 10, 1998. For a 12 month cost 
reporting period beginning on or after May 1, 1998, the published guideline amount will be adjusted 
by factors contained in Exhibit C-2. 2/ The standard travel allowance is one half of the adjusted 
hourly salary equivalency amount. 
 
ADJUSTED HOURLY SALARY EQUIVALENCY AMOUNTS 
 
  
Locality Name 

 
PT 

 
OT 

 
SLP 

 
RT  

 
 
 

 
 

 
 

 
  

ALABAMA 
 
48.19 

 
45.66 

 
43.86 

 
37.77  

ALASKA 
 
55.85 

 
53.06 

 
51.09 

 
44.40  

ARIZONA 
 
50.46 

 
47.86 

 
46.02 

 
39.77  

ARKANSAS 
 
46.32 

 
43.88 

 
42.16 

 
36.31  

ANAHEIM/SANTA ANA, CA 
 
54.06 

 
51.41 

 
49.53 

 
43.16  

LOS ANGELES, CA 
 
54.83 

 
52.13 

 
50.22 

 
43.73  

MARIN/NAPA/SOLANA, CA 
 
52.67 

 
50.08 

 
48.26 

 
42.04  

OAKLAND/BERKELEY, CA 
 
54.05 

 
51.40 

 
49.53 

 
43.16  

SAN FRANCISCO, CA 
 
56.35 

 
53.64 

 
51.72 

 
45.20  

SAN MATEO, CA 
 
55.27 

 
52.61 

 
50.73 

 
44.33  

SANTA CLARA, CA 
 
55.70 

 
53.00 

 
51.09 

 
44.60  

VENTURA, CA 
 
53.16 

 
50.53 

 
48.67 

 
42.37  

REST OF CALIFORNIA 
 
51.02 

 
48.43 

 
46.61 

 
40.40  

COLORADO 
 
49.45 

 
46.91 

 
45.11 

 
38.99  

CONNECTICUT 
 
54.71 

 
52.00 

 
50.09 

 
43.58  

DELAWARE 
 
51.49 

 
48.86 

 
47.01 

 
40.70  

DC + MD/VA SUBURBS 
 
54.65 

 
51.94 

 
50.03 

 
43.53  

FORT LAUDERDALE, FL 
 
52.16 

 
49.51 

 
47.65 

 
41.30  

MIAMI, FL 
 
54.35 

 
51.61 

 
49.68 

 
43.12  

REST OF FLORIDA 
 
49.68 

 
47.12 

 
45.31 

 
39.16 
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ATLANTA, GA 

 
51.18 

 
48.58 

 
46.74 

 
40.50  

REST OF GEORGIA 
 
48.23 

 
45.71 

 
43.93 

 
37.89  

HAWAII/GUAM  
 
52.91 

 
50.34 

 
48.52 

 
42.36  

IDAHO 
 
47.22 

 
44.75 

 
43.01 

 
37.09  

CHICAGO, IL 
 
53.50 

 
50.81 

 
48.90 

 
42.42  

EAST ST. LOUIS, IL 
 
49.90 

 
47.31 

 
45.48 

 
39.25  

SUBURBAN CHICAGO, IL 
 
52.25 

 
49.63 

 
47.78 

 
41.48  

REST OF ILLINOIS 
 
47.81 

 
45.31 

 
43.54 

 
37.54  

INDIANA 
 
48.06 

 
45.56 

 
43.79 

 
37.78  

IOWA 
 
47.19 

 
44.72 

 
42.98 

 
37.06  

KANSAS* 
 
48.13 

 
45.62 

 
43.85 

 
37.82  

KENTUCKY 
 
47.76 

 
45.25 

 
43.48 

 
37.45  

NEW ORLEANS, LA 
 
50.11 

 
47.52 

 
45.68 

 
39.44  

REST OF LOUISIANA 
 
47.99 

 
45.47 

 
43.69 

 
37.64  

SOUTHERN MAINE 
 
49.88 

 
47.36 

 
45.59 

 
39.55  

REST OF MAINE 
 
47.94 

 
45.46 

 
43.72 

 
37.77  

BALTIMORE/SURR. CNTYS, MD 
 
52.01 

 
49.36 

 
47.49 

 
41.13  

REST OF MARYLAND 
 
49.48 

 
46.94 

 
45.14 

 
39.04  

METROPOLITAN BOSTON 
 
54.33 

 
51.67 

 
49.78 

 
43.38  

REST OF MASSACHUSETTS 
 
51.88 

 
49.28 

 
47.44 

 
41.20  

DETROIT, MI 
 
55.74 

 
52.88 

 
50.86 

 
43.99  

REST OF MICHIGAN 
 
51.06 

 
48.41 

 
46.54 

 
40.17  

MINNESOTA 
 
49.19 

 
46.66 

 
44.87 

 
38.79  

MISSISSIPPI 
 
46.79 

 
44.33 

 
42.58 

 
36.65  

METROPOLITAN KANSAS CITY, MO 
 
49.94 

 
47.36 

 
45.54 

 
39.34  

METROPOLITAN ST. LOUIS, MO 
 
50.11 

 
47.51 

 
45.68 

 
39.44  

REST OF MISSOURI* 
 
46.88 

 
44.41 

 
42.66 

 
36.71  

REST OF STATE* 
 
46.88 

 
44.41 

 
42.66 

 
36.71  

MONTANA 
 
46.95 

 
44.49 

 
42.75 

 
36.86  

NEBRASKA 
 
46.44 

 
44.01 

 
42.30 

 
36.47  

NEVADA 
 
51.14 

 
48.54 

 
46.71 

 
40.46  

NEW HAMPSHIRE 
 
50.55 

 
48.00 

 
46.19 

 
40.06  

NORTHERN NJ 
 
54.88 

 
52.17 

 
50.26 

 
43.76  

REST OF NEW JERSEY 
 
52.63 

 
49.99 

 
48.12 

 
41.78 
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NEW MEXICO 

 
48.21 

 
45.70 

 
43.92 

 
37.89  

MANHATTAN, NY 
 
59.28 

 
56.42 

 
54.41 

 
47.56  

NYC SUBURBS/LONG I., NY 
 
57.24 

 
54.42 

 
52.44 

 
45.68  

POUGHKPSIE/N NYC SUBURBS, NY 
 
52.45 

 
49.82 

 
47.96 

 
41.64  

QUEENS, NY 
 
56.77 

 
53.99 

 
52.03 

 
45.35  

REST OF NEW YORK 
 
49.85 

 
47.27 

 
45.45 

 
39.26  

NORTH CAROLINA 
 
47.82 

 
45.34 

 
43.59 

 
37.64  

NORTH DAKOTA 
 
46.72 

 
44.28 

 
42.55 

 
36.68  

OHIO 
 
49.70 

 
47.12 

 
45.30 

 
39.12  

OKLAHOMA 
 
47.23 

 
44.76 

 
 43.01  

 
 37.06  

PORTLAND, OR 
 
50.08 

 
47.53 

 
45.72 

 
39.60  

REST OF OREGON 
 
47.86 

 
45.40 

 
43.65 

 
37.73  

METROPOLITAN PHILADELPHIA, PA 
 
53.04 

 
50.37 

 
48.49 

 
42.08  

REST OF PENNSYLVANIA 
 
48.95 

 
46.41 

 
44.61 

 
38.49  

PUERTO RICO 
 
42.10 

 
39.84 

 
38.25 

 
32.84  

RHODE ISLAND 
 
52.79 

 
50.12 

 
48.24 

 
41.85  

SOUTH CAROLINA 
 
47.56 

 
45.08 

 
43.33 

 
37.37  

SOUTH DAKOTA 
 
45.81 

 
43.42 

 
41.73 

 
35.99  

TENNESSEE 
 
47.86 

 
45.36 

 
43.59 

 
37.59  

AUSTIN, TX 
 
49.84 

 
47.29 

 
45.49 

 
39.38  

BEAUMONT, TX 
 
49.78 

 
47.17 

 
45.32 

 
39.05  

BRAZORIA, TX 
 
50.68 

 
48.07 

 
46.23 

 
39.97  

DALLAS, TX 
 
51.09 

 
48.48 

 
46.64 

 
40.37  

FORT WORTH, TX 
 
49.74 

 
47.18 

 
45.38 

 
39.24  

GALVESTON, TX 
 
50.48 

 
47.88 

 
46.05 

 
39.82  

HOUSTON, TX 
 
52.15 

 
49.47 

 
47.58 

 
41.15  

REST OF TEXAS 
 
47.79 

 
45.29 

 
43.52 

 
37.52  

UTAH 
 
48.07 

 
45.56 

 
43.78 

 
37.75  

VERMONT 
 
48.75 

 
46.27 

 
44.51 

 
38.55  

VIRGIN ISLANDS 
 
49.49 

 
46.99 

 
45.22 

 
39.21  

VIRGINIA 
 
48.72 

 
46.19 

 
44.41 

 
38.35  

SEATTLE (KING CNTY), WA 
 
51.42 

 
48.84 

 
47.02 

 
40.82  

REST OF WASHINGTON 
 
49.26 

 
46.73 

 
44.95 

 
38.87 
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WEST VIRGINIA 

 
47.64 

 
45.13 

 
43.35 

 
37.32  

WISCONSIN 
 
49.15 

 
46.60 

 
44.80 

 
38.68  

WYOMING 
 
47.76 

 
45.27 

 
43.50 

 
37.51  

 
 
 
 
 
 
 
 
 
 
 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis if 
the total hours of service average 15 or more per week.  
2/ For providers with other than a 12 month cost reporting period, the fiscal intermediary 
will contact HCFA for the adjustment factor. 
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Exhibit C-2 
  

Adjusted Hourly Salary Equivalency Amount Monthly Inflation Factors 1/ 
   

Salary Equivalency Period  
 

Period Inflation  
Month 

 
Year 

 
Factors  

1 
 
April 

 
1998 

 
1.00000  

2 
 
May 

 
1998 

 
1.00274  

3 
 
June 

 
1998 

 
1.00549  

4 
 
July 

 
1998 

 
1.00825  

5 
 
August 

 
1998 

 
1.01101  

6 
 
September 

 
1998 

 
1.01379  

7 
 
October 

 
1998 

 
1.01656  

8 
 
November 

 
1998 

 
1.01935  

9 
 
December 

 
1998 

 
1.02215  

10 
 
January 

 
1999 

 
1.02495  

11 
 
February 

 
1999 

 
1.02776  

12 
 
March  

 
1999 

 
1.03058  

13 
 
April 

 
1999 

 
1.03340  

14 
 
May 

 
1999 

 
1.03624  

15 
 
June 

 
1999 

 
1.03908  

16 
 
July 

 
1999 

 
1.04193  

17 
 
August 

 
1999 

 
1.04479  

18 
 
September 

 
1999 

 
1.04765  

19 
 
October 

 
1999 

 
1.05052  

20 
 
November 

 
1999 

 
1.05340  

21 
 
December 

 
1999 

 
1.05629  

22 
 
January 

 
2000 

 
1.05919  

23 
 
February 

 
2000 

 
1.06209  

24 
 
March  

 
2000 

 
1.06500  

25 
 
April 

 
2000 

 
1.06792  

26 
 
May 

 
2000 

 
1.07085  

27 
 
June 

 
2000 

 
1.07379  

28 
 
July 

 
2000 

 
1.07673 
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29 
 
August 

 
2000 

 
1.07969  

30 
 
September 

 
2000 

 
1.08265  

31 
 
October 

 
2000 

 
1.08561  

32 
 
November 

 
2000 

 
1.08859  

33 
 
December 

 
2000 

 
1.09158  

35 
 
February 

 
2001 

 
1.09757  

36 
 
March  

 
2001 

 
1.10058 

 
 
1/ These monthly inflation factors will be applied to the published April 10, 1998 physical 
therapy, respiratory therapy, occupational and speech-language pathology at the start of the 
providers’ next cost reporting period and will remain in effect for the entire cost reporting period. 
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Exhibit C-3 
Adjusted Hourly Salary Equivalency Amount Monthly Inflation Factors For Critical Access 
Hospitals (CAH) and CAHs With Swing Beds 1/ 
 

Apr-01 1.10935 
May-01 1.11250 
Jun-01 1.11606 
Jul-01 1.11963 

Aug-01 1.12321 
Sep-01 1.12655 
Oct-01 1.12991 

Nov-01 1.13327 
Dec-01 1.13672 
Jan-02 1.14019 
Feb-02 1.14366 
Mar-02 1.14659 
Apr-02 1.14953 
May-02 1.15248 
Jun-02 1.15661 
Jul-02 1.16075 

Aug-02 1.16490 
Sep-02 1.16796 
Oct-02 1.17103 

Nov-02 1.17410 
Dec-02 1.17770 
Jan-03 1.18131 
Feb-03 1.18493 
Mar-03 1.18732 
Apr-03 1.18972 
May-03 1.19212 
Jun-03 1.19699 
Jul-03 1.20187 

Aug-03 1.20677 
Sep-03 1.20899 
Oct-03 1.21121 

Nov-03 1.21344 
Dec-03 1.21746 
Jan-04 1.22150 
Feb-04 1.22554 
Mar-04 1.22772 
Apr-04 1.22991 
May-04 1.23209 
Jun-04 1.23707 
Jul-04 1.24206 

Aug-04 1.24707 
Sep-04 1.24923 
Oct-04 1.25140 

Nov-04 1.25358 
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Dec-04 1.25809 
Jan-05 1.26262 
Feb-05 1.26716 
Mar-05 1.26956 
Apr-05 1.27196 

May-05 1.27437 
Jun-05 1.27970 
Jul-05 1.28505 

Aug-05 1.29042 
Sep-05 1.29334 
Oct-05 1.29626 

Nov-05 1.29919 
ec-05 1.30333 

Jan-06 1.30748 
Feb-06 1.31164 
Mar-06 1.31423 
Apr-06 1.31682 

May-06 1.31942 
Jun-06 1.32419 
Jul-06 1.32897 

Aug-06 1.33377 
Sep-06 1.33698 
Oct-06 1.34019 

Nov-06 1.34341 
Dec-06 1.34786 
Jan-07 1.35234 
Feb-07 1.35682 
Mar-07 1.35925 
Apr-07 1.36168 

May-07 1.36412 
Jun-07 1.36943 
Jul-07 1.37477 

Aug-07 1.38012 
Sep-07 1.38351 
Oct-07 1.38692 

Nov-07 1.39033 
Dec-07 1.39469 
Jan-08 1.39907 
Feb-08 1.40346 
Mar-08 1.40640 
Apr-08 1.40935 

May-08 1.41230 
Jun-08 1.41736 
Jul-08 1.42243 

Aug-08 1.42752 
Sep-08 1.43105 
Oct-08 1.43458 

Nov-08 1.43812 
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Dec-08 1.44288 
Jan-09 1.44766 
Feb-09 1.45246 
Mar-09 1.45520 
Apr-09 1.45794 
May-09 1.46069 
Jun-09 1.46678 
Jul-09 1.47290 
Aug-09 1.47904 
Sep-09 1.48157 
Oct-09 1.48411 
Nov-09 1.48666 
Dec-09 1.49238 
Jan-10 1.49813 
Feb-10 1.50390 
Mar-10 1.50662 
Apr-10 1.50935 
May-10 1.51208 
Jun-10 1.51817 
Jul-10 1.52430 
Aug-10 1.53045 
Sep-10 1.53391 
Oct-10 1.53738 
Nov-10 1.54086 
Dec-10 1.50040 
Jan-11 1.50539 
Feb-11 1.51039 
Mar-11 1.51127 
Apr-11 1.51215 
May-11 1.51303 
Jun-11 1.51563 
Jul-11 1.51824 
Aug-11 1.52085 
Sep-11 1.52163 
Oct-11 1.52240 
Nov-11 1.52317 
Dec-11 1.52818 
Jan-12 1.53320 
Feb-12 1.53824 
Mar-12 1.54126 
Apr-12 1.54428 
May-12 1.54731 
Jun-12 1.55159 
Jul-12 1.55589 
Aug-12 1.56019 
Sep-12 1.56361 
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Oct-12 1.56704 
Nov-12 1.57047 
Dec-12 1.57546 
Jan-13 1.58045 
Feb-13 1.58547 
Mar-13 1.58832 
Apr-13 1.59117 
May-13 1.59403 
Jun-13 1.59862 
Jul-13 1.60321 
Aug-13 1.60783 
Sep-13 1.61034 
Oct-13 1.58027 
Nov-13 1.58099 
Dec-13 1.58662 
Jan-14 1.59227 
Feb-14 1.59793 
Mar-14 1.59986 
Apr-14 1.60179 
May-14 1.60372 
Jun-14 1.60850 
Jul-14 1.61331 
Aug-14 1.61812 
Sep-14 1.61896 
Oct-14 1.61979 
Nov-14 1.62063 
Dec-14 1.62721 
Jan-15 1.63381 
Feb-15 1.64044 
Mar-15 1.64206 
Apr-15 1.64368 
May-15 1.64530 
Jun-15 1.65104 
Jul-15 1.65681 
Aug-15 1.66259 
Sep-15 1.66425 
Oct-15 1.65101 
Nov-15 1.65252 
Dec-15 1.65956 
Jan-16 1.66662 
Feb-16 1.67372 
Mar-16 1.67560 
Apr-16 1.67748 
May-16 1.67937 
Jun-16 1.68503 
Jul-16 1.69071 
Aug-16 1.69641 
Sep-16 1.69819 
 
 
 
1/These monthly inflation factors are applied to the published April 10, 1998 physical therapy, 
respiratory therapy, occupational and speech-language pathology guideline amounts at the start of the 
provider’s next cost reporting period and will remain in effect for the entire cost reporting period. 
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Exhibit C-1  
SCHEDULE OF GUIDELINES FOR PHYSICAL, RESPIRATORY, AND OCCUPATIONAL 
THERAPY AND SPEECH-LANGUAGE PATHOLOGY SERVICES FURNISHED BY OUTSIDE 
SUPPLIERS 
 
Adjusted Hourly Salary Equivalency Amounts By Locality For Physical Therapists (PT), 
Occupational Therapists (OT), Speech-Language Pathologists (SLP) and Respiratory Therapists 
(RT)(Full-Time, Regular Part-Time) 1/ 
 
This schedule is effective for services furnished on or after April 10, 1998. For a 12 month cost 
reporting period beginning on or after May 1, 1998, the published guideline amount will be adjusted 
by factors contained in Exhibit C-2. 2/ The standard travel allowance is one half of the adjusted 
hourly salary equivalency amount. 
 
ADJUSTED HOURLY SALARY EQUIVALENCY AMOUNTS 
 
  
Locality Name 

 
PT 

 
OT 

 
SLP 

 
RT  

 
 
 

 
 

 
 

 
  

ALABAMA 
 
48.19 

 
45.66 

 
43.86 

 
37.77  

ALASKA 
 
55.85 

 
53.06 

 
51.09 

 
44.40  

ARIZONA 
 
50.46 

 
47.86 

 
46.02 

 
39.77  

ARKANSAS 
 
46.32 

 
43.88 

 
42.16 

 
36.31  

ANAHEIM/SANTA ANA, CA 
 
54.06 

 
51.41 

 
49.53 

 
43.16  

LOS ANGELES, CA 
 
54.83 

 
52.13 

 
50.22 

 
43.73  

MARIN/NAPA/SOLANA, CA 
 
52.67 

 
50.08 

 
48.26 

 
42.04  

OAKLAND/BERKELEY, CA 
 
54.05 

 
51.40 

 
49.53 

 
43.16  

SAN FRANCISCO, CA 
 
56.35 

 
53.64 

 
51.72 

 
45.20  

SAN MATEO, CA 
 
55.27 

 
52.61 

 
50.73 

 
44.33  

SANTA CLARA, CA 
 
55.70 

 
53.00 

 
51.09 

 
44.60  

VENTURA, CA 
 
53.16 

 
50.53 

 
48.67 

 
42.37  

REST OF CALIFORNIA 
 
51.02 

 
48.43 

 
46.61 

 
40.40  

COLORADO 
 
49.45 

 
46.91 

 
45.11 

 
38.99  

CONNECTICUT 
 
54.71 

 
52.00 

 
50.09 

 
43.58  

DELAWARE 
 
51.49 

 
48.86 

 
47.01 

 
40.70  

DC + MD/VA SUBURBS 
 
54.65 

 
51.94 

 
50.03 

 
43.53  

FORT LAUDERDALE, FL 
 
52.16 

 
49.51 

 
47.65 

 
41.30  

MIAMI, FL 
 
54.35 

 
51.61 

 
49.68 

 
43.12  

REST OF FLORIDA 
 
49.68 

 
47.12 

 
45.31 

 
39.16 
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ATLANTA, GA 

 
51.18 

 
48.58 

 
46.74 

 
40.50  

REST OF GEORGIA 
 
48.23 

 
45.71 

 
43.93 

 
37.89  

HAWAII/GUAM  
 
52.91 

 
50.34 

 
48.52 

 
42.36  

IDAHO 
 
47.22 

 
44.75 

 
43.01 

 
37.09  

CHICAGO, IL 
 
53.50 

 
50.81 

 
48.90 

 
42.42  

EAST ST. LOUIS, IL 
 
49.90 

 
47.31 

 
45.48 

 
39.25  

SUBURBAN CHICAGO, IL 
 
52.25 

 
49.63 

 
47.78 

 
41.48  

REST OF ILLINOIS 
 
47.81 

 
45.31 

 
43.54 

 
37.54  

INDIANA 
 
48.06 

 
45.56 

 
43.79 

 
37.78  

IOWA 
 
47.19 

 
44.72 

 
42.98 

 
37.06  

KANSAS* 
 
48.13 

 
45.62 

 
43.85 

 
37.82  

KENTUCKY 
 
47.76 

 
45.25 

 
43.48 

 
37.45  

NEW ORLEANS, LA 
 
50.11 

 
47.52 

 
45.68 

 
39.44  

REST OF LOUISIANA 
 
47.99 

 
45.47 

 
43.69 

 
37.64  

SOUTHERN MAINE 
 
49.88 

 
47.36 

 
45.59 

 
39.55  

REST OF MAINE 
 
47.94 

 
45.46 

 
43.72 

 
37.77  

BALTIMORE/SURR. CNTYS, MD 
 
52.01 

 
49.36 

 
47.49 

 
41.13  

REST OF MARYLAND 
 
49.48 

 
46.94 

 
45.14 

 
39.04  

METROPOLITAN BOSTON 
 
54.33 

 
51.67 

 
49.78 

 
43.38  

REST OF MASSACHUSETTS 
 
51.88 

 
49.28 

 
47.44 

 
41.20  

DETROIT, MI 
 
55.74 

 
52.88 

 
50.86 

 
43.99  

REST OF MICHIGAN 
 
51.06 

 
48.41 

 
46.54 

 
40.17  

MINNESOTA 
 
49.19 

 
46.66 

 
44.87 

 
38.79  

MISSISSIPPI 
 
46.79 

 
44.33 

 
42.58 

 
36.65  

METROPOLITAN KANSAS CITY, MO 
 
49.94 

 
47.36 

 
45.54 

 
39.34  

METROPOLITAN ST. LOUIS, MO 
 
50.11 

 
47.51 

 
45.68 

 
39.44  

REST OF MISSOURI* 
 
46.88 

 
44.41 

 
42.66 

 
36.71  

REST OF STATE* 
 
46.88 

 
44.41 

 
42.66 

 
36.71  

MONTANA 
 
46.95 

 
44.49 

 
42.75 

 
36.86  

NEBRASKA 
 
46.44 

 
44.01 

 
42.30 

 
36.47  

NEVADA 
 
51.14 

 
48.54 

 
46.71 

 
40.46  

NEW HAMPSHIRE 
 
50.55 

 
48.00 

 
46.19 

 
40.06  

NORTHERN NJ 
 
54.88 

 
52.17 

 
50.26 

 
43.76  

REST OF NEW JERSEY 
 
52.63 

 
49.99 

 
48.12 

 
41.78 
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NEW MEXICO 

 
48.21 

 
45.70 

 
43.92 

 
37.89  

MANHATTAN, NY 
 
59.28 

 
56.42 

 
54.41 

 
47.56  

NYC SUBURBS/LONG I., NY 
 
57.24 

 
54.42 

 
52.44 

 
45.68  

POUGHKPSIE/N NYC SUBURBS, NY 
 
52.45 

 
49.82 

 
47.96 

 
41.64  

QUEENS, NY 
 
56.77 

 
53.99 

 
52.03 

 
45.35  

REST OF NEW YORK 
 
49.85 

 
47.27 

 
45.45 

 
39.26  

NORTH CAROLINA 
 
47.82 

 
45.34 

 
43.59 

 
37.64  

NORTH DAKOTA 
 
46.72 

 
44.28 

 
42.55 

 
36.68  

OHIO 
 
49.70 

 
47.12 

 
45.30 

 
39.12  

OKLAHOMA 
 
47.23 

 
44.76 

 
 43.01  

 
 37.06  

PORTLAND, OR 
 
50.08 

 
47.53 

 
45.72 

 
39.60  

REST OF OREGON 
 
47.86 

 
45.40 

 
43.65 

 
37.73  

METROPOLITAN PHILADELPHIA, PA 
 
53.04 

 
50.37 

 
48.49 

 
42.08  

REST OF PENNSYLVANIA 
 
48.95 

 
46.41 

 
44.61 

 
38.49  

PUERTO RICO 
 
42.10 

 
39.84 

 
38.25 

 
32.84  

RHODE ISLAND 
 
52.79 

 
50.12 

 
48.24 

 
41.85  

SOUTH CAROLINA 
 
47.56 

 
45.08 

 
43.33 

 
37.37  

SOUTH DAKOTA 
 
45.81 

 
43.42 

 
41.73 

 
35.99  

TENNESSEE 
 
47.86 

 
45.36 

 
43.59 

 
37.59  

AUSTIN, TX 
 
49.84 

 
47.29 

 
45.49 

 
39.38  

BEAUMONT, TX 
 
49.78 

 
47.17 

 
45.32 

 
39.05  

BRAZORIA, TX 
 
50.68 

 
48.07 

 
46.23 

 
39.97  

DALLAS, TX 
 
51.09 

 
48.48 

 
46.64 

 
40.37  

FORT WORTH, TX 
 
49.74 

 
47.18 

 
45.38 

 
39.24  

GALVESTON, TX 
 
50.48 

 
47.88 

 
46.05 

 
39.82  

HOUSTON, TX 
 
52.15 

 
49.47 

 
47.58 

 
41.15  

REST OF TEXAS 
 
47.79 

 
45.29 

 
43.52 

 
37.52  

UTAH 
 
48.07 

 
45.56 

 
43.78 

 
37.75  

VERMONT 
 
48.75 

 
46.27 

 
44.51 

 
38.55  

VIRGIN ISLANDS 
 
49.49 

 
46.99 

 
45.22 

 
39.21  

VIRGINIA 
 
48.72 

 
46.19 

 
44.41 

 
38.35  

SEATTLE (KING CNTY), WA 
 
51.42 

 
48.84 

 
47.02 

 
40.82  

REST OF WASHINGTON 
 
49.26 

 
46.73 

 
44.95 

 
38.87 
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WEST VIRGINIA 

 
47.64 

 
45.13 

 
43.35 

 
37.32  

WISCONSIN 
 
49.15 

 
46.60 

 
44.80 

 
38.68  

WYOMING 
 
47.76 

 
45.27 

 
43.50 

 
37.51  

 
 
 
 
 
 
 
 
 
 
 
 
 
1/ A provider is considered to require services on a full-time or regular part-time basis if 
the total hours of service average 15 or more per week.  
2/ For providers with other than a 12 month cost reporting period, the fiscal intermediary 
will contact HCFA for the adjustment factor. 
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 Adjusted Hourly Salary Equivalency Amount Monthly Inflation Factors 1/ 
   

Salary Equivalency Period  
 

Period Inflation  
Month 

 
Year 

 
Factors  

1 
 
April 

 
1998 

 
1.00000  

2 
 
May 

 
1998 

 
1.00274  

3 
 
June 

 
1998 

 
1.00549  

4 
 
July 

 
1998 

 
1.00825  

5 
 
August 

 
1998 

 
1.01101  

6 
 
September 

 
1998 

 
1.01379  

7 
 
October 

 
1998 

 
1.01656  

8 
 
November 

 
1998 

 
1.01935  

9 
 
December 

 
1998 

 
1.02215  

10 
 
January 

 
1999 

 
1.02495  

11 
 
February 

 
1999 

 
1.02776  

12 
 
March  

 
1999 

 
1.03058  

13 
 
April 

 
1999 

 
1.03340  

14 
 
May 

 
1999 

 
1.03624  

15 
 
June 

 
1999 

 
1.03908  

16 
 
July 

 
1999 

 
1.04193  

17 
 
August 

 
1999 

 
1.04479  

18 
 
September 

 
1999 

 
1.04765  

19 
 
October 

 
1999 

 
1.05052  

20 
 
November 

 
1999 

 
1.05340  

21 
 
December 

 
1999 

 
1.05629  

22 
 
January 

 
2000 

 
1.05919  

23 
 
February 

 
2000 

 
1.06209  

24 
 
March  

 
2000 

 
1.06500  

25 
 
April 

 
2000 

 
1.06792  

26 
 
May 

 
2000 

 
1.07085  

27 
 
June 

 
2000 

 
1.07379  

28 
 
July 

 
2000 

 
1.07673 
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29 
 
August 

 
2000 

 
1.07969  

30 
 
September 

 
2000 

 
1.08265  

31 
 
October 

 
2000 

 
1.08561  

32 
 
November 

 
2000 

 
1.08859  

33 
 
December 

 
2000 

 
1.09158  

35 
 
February 

 
2001 

 
1.09757  

36 
 
March  

 
2001 

 
1.10058 

   
 
1/ These monthly inflation factors will be applied to the published April 10, 1998 physical 
therapy, respiratory therapy, occupational and speech-language pathology at the start of the 
providers’ next cost reporting period and will remain in effect for the entire cost reporting period. 
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1500. CHANGE OF OWNERSHIP--GENERAL 
 
When a provider undergoes a change of ownership, ceases to participate in the program, or 
experiences an event otherwise described below, for which a Provider Tie-In Notice (Form HCFA-
2007) has been issued, a final cost report must be filed by that provider covering the period under the 
program beginning with the first day not included in a previous cost reporting period and ending with 
the effective date of termination of its provider agreement, change of ownership, or event (42 CFR 
405.453(f)(1)). 
 
Occurrence of the following events requires the provider to file a final cost report.  Most of the 
events described represent common forms of changes of ownership, but are not intended to represent 
an exhaustive list of all possible situations that require a final cost report to be submitted.  The 
described events are not intended to define changes of ownership for purposes of determining the 
historical cost of assets or the continuation of the provider agreement. 
 
1500.1  Change in Composition of Partnership.--The removal, addition, or substitution of a 
partner, unless the partners expressly agree otherwise, as permitted by applicable State law.  (42 CFR 
489.18(a)(1).) 
 
1500.2  Sale of Unincorporated Sole Proprietorship.--A provider's transfer of title and property to 
another party.  (42 CFR 489.18(a)(2).) 
 
1500.3  Corporations.--The statutory merger of the provider corporation into another corporation, 
or the consolidation of two or more corporations, resulting in the creation of a new corporation.  The 
sale or transfer of corporate stock does not require a final cost report since the corporation continues 
to exist.  (42 CFR 489.18(a)(3).) 
 

A. Merger.--The merger of the provider under the corporation laws of a State into 
another corporation, resulting in the surviving corporation acquiring the assets and liabilities of the 
provider corporation.  However, a merger of a corporation (not a provider) into the provider 
corporation does not require a final cost report. 
 

B. Consolidation.--The combining of two or more corporations, at least one of which is a 
provider, resulting in the creation of a new corporate entity. 
 
1500.4  Leasing.--The leasing of all or part of a provider's facility used to render patient care (42 
CFR 489.18(a)(4)) if the leasing affects utilization, licensure or certification of the provider entity. 
 
1500.5  Transfer of Government-Owned Institution-- 
 

A. Transfer Between Governmental Levels.--Transfers between a State Health 
Department and a regional agency, between a State and a city, between a county and a town, etc., 
when both the necessary enabling action and any necessary negotiated transactions are completed 
and in effect. 
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B. Transfer Between Government at any Level and Governmental Corporation.--The 
creation of a governmental corporation capitalized by a government to assume control of a provider 
institution. 
 
1500.6  Donation.--A donation of all or part of a provider's facility used to render patient care if 
the donation affects licensure or certification of the provider entity. 
 
1500.7  Other Disposition of Assets.--Disposition of all or some portion of a provider's facility or 
assets (used to render patient care) through sale, scrapping, involuntary conversion, demolition or 
abandonment if the disposition affects licensure or certification of the provider entity. 
 
1500.8  Bankruptcy.--When a provider files for protection under the bankruptcy laws, a cost report 
must be filed except where the debtor (provider) rather than a trustee operates the provider after the 
commencement of the bankruptcy, e.g., the situation where the debtor (provider) is the debtor in 
possession. 
 
1501. NOTIFICATION REQUIREMENT 
 
To assure that proper reimbursement is made, providers must notify their servicing intermediary and 
the Health Care Financing Administration regional office as promptly as possible upon initiating 
negotiations for a change of ownership or event as described in §1500 that requires a final cost report 
but no later than 15 working days after the transaction causing a change of ownership occurs (42 
CFR 489.18(b)). 
 
Prompt notification is necessary to determine the liability of providers for any past or future program 
payments to avoid under/overpayments.  Failure to provide notification and/or documentation will 
result in: 
 

A. In the case of the outgoing provider: 
 

1. An unnecessary delay in processing provider's cost report, and 
2. An unnecessary delay in processing the final program payment. 

 
B. In the case of the incoming provider: 

 
1. A delay in selection of a new intermediary, 
2. The withholding of payments for services rendered to beneficiaries, and 
3. The termination of the provider agreement (otherwise automatically assigned from the 

previous owner) for failure to disclose ownership and control information as required (42 CFR 
489.18(c)). 
 
1502. FINAL COST REPORT 
 
A final cost report must cover the period under the program up to the effective date of cessation of 
participation in the program, change of ownership, or event otherwise described in §1500 and must 
be filed no later than 45 days following the effective date of those occurrences.  (See §2413.B.1.)  
The period covered by the final cost report may not be less than 1 month nor more than 13 months 
(42 CFR 405.453(f)). 
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1503. ADJUSTMENTS REQUIRED ON FINAL COST REPORT 
 
Although not an exhaustive list, the following represent items which must be taken into account in 
the final cost report of a provider. 
 
1503.1  Gains and Losses on Disposal of Depreciable Assets.--Gains and losses on the disposition 
of depreciable assets are includable as applicable, either in computing allowable cost or in computing 
the adjustment to Medicare reimbursable cost, depending upon the manner of disposition and the 
amount of the net depreciation adjustment (§132ff).  Gains and losses on the disposition of 
depreciable assets will have no effect on a proprietary provider's equity capital in prior cost reporting 
periods. 
 
1503.2  Accelerated Depreciation.--A provider, which has used an accelerated method of 
depreciation for any of its assets and undergoes a change of ownership transaction after July 1970, 
must make an adjustment for the excess of accelerated depreciation over the straight-line 
depreciation (§§136 and 136.2).  If the parties to a change of ownership are related by common 
ownership or control as defined in Chapter 10, the recovery of accelerated depreciation will not be 
made provided all four conditions listed in §136.5 are met.  An adjustment for recovery of the 
accelerated depreciation results in an increase in a proprietary provider's equity capital (§136.11). 
 
1503.3  Involuntary Conversion Losses.--A provider that incurs allowable losses from involuntary 
conversions which exceed $5,000 in any cost reporting period is required to capitalize the loss as a 
deferred charge and to amortize it over the remaining life of the involuntarily converted asset 
(§133ff).  The unamortized portion of the deferred charge at the time of change in ownership is not 
included in the provider's final cost report. 
 
1503.4  Demolition and Abandonment Losses.--A provider is required to capitalize and amortize 
as a deferred charge a loss that meets certain criteria as described in §132.A.3. The unamortized 
portion of the deferred charge at the time of change of ownership may not be included in the 
provider's final cost report nor included in determining the gain or loss realized from the sale of the 
replaced or restored asset (§132.A.4). 
 
1503.5  Lease-Purchase Agreements--Rental Charges.--Where a lease agreement has been 
determined to be a virtual purchase, the rental charge is includable in allowable costs only to the 
extent that it does not exceed the amount which the provider would have included in allowable costs 
if it had legal title to the asset.  The difference between the amount of rent paid and the amount of 
rent allowed is considered a deferred charge and is capitalized as part of the historical cost of the 
asset when the asset is purchased.  If the asset is returned to the owner, instead of being purchased, 
the deferred charge may be expensed in the year the asset is returned (§110.B). 
 
1503.6  Start-Up and Organization Costs.--Where a change of ownership transaction occurs prior 
to the expiration period for the amortization of start-up and/or organization costs, the portion of the 
start-up and/or organization costs amortizable through the month in which the change of ownership 
became effective is includable in allowable costs on the outgoing provider's final cost report.  If the 
unamortized balance of the start-up costs at the time of sale is not identified in the sales price (the 
sales agreement does not allocate a portion of the sales price to this unamortized balance), the seller-
provider may include the unamortized costs in its allowable costs for the last cost report submitted to 
the program.  (§2132.4, Start-up Costs, and §2134.6, Organization Costs.) 
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1503.7  Self-Insurance.--If a change of ownership occurs and the new owner does not participate 
in the program, the outgoing provider is required to obtain a determination on the adequacy of the 
self-insurance fund from an independent actuary, insurance company, or broker.  Any portion of the 
insurance reserve determined to be excessive must be offset against the provider's allowable costs in 
its final cost report.  If reserves are deemed inadequate, additional contributions to the fund 
subsequent to the date of change of ownership are not allowable (§2162.7.B.4). 
 
1503.8  Insurance Purchased From a Limited Purpose Insurance Company.--If a change of 
ownership occurs and the new owner does not participate in the program, the outgoing provider is 
required to obtain a determination of the adequacy of the premium reserves from an independent 
actuary, commercial insurance company, or broker, as described in §2162.7.  Any insurance reserves 
determined to be excessive must be offset against the provider's allowable costs in its final cost 
report.  If reserves are deemed inadequate, additional premium payments subsequent to the date of 
change of ownership are not allowable (§2162.2.A.3). 
 
1503.9  Administrative Costs Incurred After Change of Ownership.--Certain administrative costs 
incurred by the provider after the effective date of change of ownership are allowable (§2176). 
 
1503.10 Tentative Retroactive Adjustment.--When a change of ownership occurs, the intermediary 
will not make a tentative retroactive adjustment payment to the outgoing provider on the basis of its 
final cost report as submitted (§2408.2). 
 
1503.11 Carryover of Reasonable Cost Not Reimbursed Due to Lower of Reasonable Cost or 
Customary Charges Provision.--If a provider is entitled to a carryover of unreimbursed cost as a 
result of the lower of reasonable cost or customary charges provision, the unreimbursed reasonable 
cost may be carried forward to a limited number of cost reporting periods (§2614).  However, if a 
change of ownership occurs, the carryover may be passed on to the incoming provider only under the 
conditions listed in §2614.A. 
 
1503.12 Cost to Related Organizations.--Under the cost to related organizations principle, the cost 
of ownership of an asset used in the program is includable in the allowable cost of a provider, even 
though it is owned by a related party (§1000ff).  Thus, where such assets are disposed of by a related 
organization, gains or losses realized by the related party are subject to §§132 and 133. 
 
The accelerated depreciation recapture provisions of §136ff would apply to a provider involved in a 
change of ownership transaction where the provider claimed accelerated depreciation on assets 
owned by a related organization (§1011.3).  In a change of ownership between related providers, the 
incoming provider's (purchaser's) basis for depreciation shall not exceed the outgoing provider's 
(seller's) basis under the program, as computed in §114, less accumulated depreciation recognized 
under the program (§1011.4). 
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1504. EFFECT OF CHANGE OF OWNERSHIP ON NEW PROVIDER 
 
A change in provider ownership may have an immediate effect on the manner in which the new or 
incoming provider is reimbursed for services rendered to program beneficiaries. Some of the 
reimbursement areas requiring special treatment on the new provider's cost report would include: 
 
1504.1  Basis of Depreciable Assets.--The basis for depreciation of assets acquired from a 
participating provider is subject to the limitations contained in Chapter 1. 
 
1504.2  Donated Assets.--The depreciable basis of assets used under the program and donated to 
the new provider is subject to the limitations contained in Chapter 1. 
 
1504.3  Involuntary Conversion Losses.--The new provider will not be allowed further 
amortization of the deferred charge established by the former participating provider as a result of an 
involuntary conversion of an asset in excess of $5,000.  However, if the new provider is related, as 
defined in §1002.1., the remaining deferred charge representing the unrecovered basis of the 
involuntarily converted asset may continue to be amortized over the number of years considered as 
the remaining useful life of the involuntarily converted asset (§133.1). 
 
1504.4  Demolition and Abandonment Losses.--Further amortization of the deferred charge 
representing an unrecovered demolition and/or abandonment loss will not be allowed to any 
unrelated new provider that purchased the restored or replaced asset from a participating provider.  
However, if the sale is made to a related organization, as defined in §1002.1., and the purchasing 
organization continues as a provider in the Medicare program, the remaining deferred charge shall 
continue to be amortized over the remaining useful life of the replacement or restored asset 
(§132.A.4). 
 
1504.5  Recovery of Accelerated Depreciation.--Where a change of ownership occurs between 
related parties, as defined in §1002.1., the recovery of accelerated depreciation need not be made 
when all four conditions of §136.5 are met.  In such a situation, the new provider must (a) use the net 
book value of the assets, the liabilities related to the assets, and the method of depreciation as 
recorded on the books of the outgoing provider; (b) record the historical cost and accumulated 
depreciation of the outgoing provider recognized under the program, and consider them  as incurred 
by the new provider for program purposes; and (c) use the same equity capital at the beginning of the 
first cost reporting period that was used by the outgoing provider at the closing of the final cost 
reporting period (§136.5). 
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1504.6  Start-Up Costs.--Where a change of ownership occurs before the expiration of the 
amortization period for start-up costs, and the unamortized balance of start-up costs at the time of 
change of ownership represents a value reflected in the selling price to the purchaser and contained 
in the sales agreement (the sales agreement allocates a portion of the sales price to the unamortized 
balance), the new provider (purchaser) may amortize the lesser of the unamortized balance of the 
start-up costs or the sales price attributed to the start-up costs, over the remaining portion of the 
amortization period established for amortization by the seller-provider (§2132.4). 
 
1504.7  Organization Costs.--Where a change of ownership occurs before the expiration of the 
amortization period for organization costs, and the unamortized balance of organization costs at the 
time of sale represents a value reflected in the selling price to the purchaser and contained in the 
sales agreement (the sales agreement allocates a portion of the sales price to the unamortized 
balance), the new provider (purchaser) may amortize the lesser of the sales price attributed to the 
organization costs or the unamortized balance of organization costs on the books of the seller-
provider over the remaining portion of the 60-month period established for amortization by the 
seller-provider (§2134.6). 
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2100. PRINCIPLE 
 
All payments to providers of services must be based on the reasonable cost of services covered 
under title XVIII of the Act and related to the care of beneficiaries or, in the case of acute care 
hospitals, the prospective payment system (PPS).  (See Chapter 28 on PPS.)  Reasonable cost 
includes all necessary and proper costs incurred in rendering the services, subject to principles 
relating to specific items of revenue and cost. 
 
2102. DEFINITIONS 
 
2102.1 Reasonable Costs.--Reasonable costs of any services are determined in accordance with 
regulations establishing the method or methods to be used, and the items to be included.  
Reasonable cost takes into account both direct and indirect costs of providers of services, 
including normal standby costs.  The objective is that under the methods of determining costs, 
the costs for individuals covered by the program are not borne by others not so covered and the 
costs for individuals not so covered are not borne by the program. 
 
Costs may vary from one institution to another because of scope of services, level of care, 
geographical location, and utilization.  It is the intent of the program that providers are 
reimbursed the actual costs of providing high quality care, regardless of how widely they may 
vary from provider to provider, except where a particular institution's costs are found to be 
substantially out of line with other institutions in the same area which are similar in size, scope of 
services, utilization, and other relevant factors. Utilization, for this purpose, refers not to the 
provider's occupancy rate but rather to the manner in which the institution is used as determined 
by the characteristics of the patients treated (i.e., its patient mix - age of patients, type of illness, 
etc.). 
 
Implicit in the intention that actual costs be paid to the extent they are reasonable is the 
expectation that the provider seeks to minimize its costs and that its actual costs do not exceed 
what a prudent and cost-conscious buyer pays for a given item or service.  (See §2103.)  If costs 
are determined to exceed the level that such buyers incur, in the absence of clear evidence that 
the higher costs were unavoidable, the excess costs are not reimbursable under the program. 
 
In the event that a provider undergoes bankruptcy proceedings, the program makes payment to 
the provider based on the reasonable or actual cost of services rendered to Medicare beneficiaries 
and not on the basis of costs adjusted by bankruptcy arrangements. 
 
2102.2 Costs Related to Patient Care.--These include all necessary and proper costs which are 
appropriate and helpful in developing and maintaining the operation of patient care facilities and 
activities.  Necessary and proper costs related to patient care are usually costs which are common 
and accepted occurrences in the field of the provider's activity.  They include personnel costs, 
administrative costs, costs of employee pension plans, normal standby costs, and others.  
Allowability of costs is subject to the regulations prescribing the treatment of specific items 
under the Medicare program. 
 
2102.3 Costs Not Related to Patient Care.--Costs not related to patient care are costs which are 
not appropriate or necessary and proper in developing and maintaining the operation of patient 
care facilities and activities.  Costs which are not necessary include costs which usually are not 
common or accepted occurrences in the field of the provider's activity. 
 
Such costs are not allowable in computing reimbursable costs and include, for example: 
 

o Cost of meals sold to visitors; 
 

o Cost of drugs sold to other than patients; 
 

o Cost of operation of a gift shop; 
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o Cost of alcoholic beverages furnished to employees or to others regardless of how 
or where furnished, such as cost of alcoholic beverages furnished at a provider picnic or 
furnished as a fringe benefit; 
 

o Cost of gifts or donations; 
 

o Cost of entertainment, including tickets to sporting and other entertainment 
events;  
 

o Cost of personal use of motor vehicles; 
 

o Cost of fines or penalties resulting from violations of Federal, State, or local laws; 
 

o Cost of educational expenses for spouses or other dependents of  providers of 
services,  their  employees or contractors, if  they are not active employees of the provider or 
contractor; 
 

o Cost of meals served to executives that exceed the cost of meals served to 
ordinary employees due to the use of separate executive dining facilities (capital and capital-
related costs), duplicative or additional food service staff (chef, waiters/waitresses, etc.), 
upgraded or gourmet menus, etc.; and 
 

o Cost of travel incurred in connection with non-patient care related purposes. 
 
2102.4 Donations to a Provider of Produce, Supplies, Space, Etc.--If a provider receives a 
donation of produce, supplies, the use of space owned by another organization, etc., the provider 
may not properly impute a cost for the value of the donations and include the imputed cost in 
allowable costs.  If an imputed cost has been included in the provider's costs, that amount is 
deleted in determining allowable costs.  If the provider and donor organization are both part of a 
larger organizational entity, such as units of a state or county government, costs related to the 
donations are includable in the allowable costs of the provider.  For example, if a county home 
health agency is given space to use in the county office building, costs related to that space may 
be included in the agency's costs, e.g., depreciation, costs of janitorial services, maintenance and 
repairs. 
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2103. PRUDENT BUYER 
 

A. General.--The prudent and cost-conscious buyer not only refuses to pay more than the 
going price for an item or service, he/she also seeks to economize by minimizing cost.  This is 
especially so when the buyer is an institution or organization which makes bulk purchases and 
can, therefore, often gain discounts because of the size of its purchases.  In addition, bulk 
purchase of items or services often gives the buyer leverage in bargaining with suppliers for other 
items or services.  Another way to minimize cost is to obtain free replacements or reduced 
charges under warranties for medical devices.  Any alert and cost-conscious buyer seeks such 
advantages, and it is expected that Medicare providers of services will also seek them. 
 

B. Application of Prudent Buyer Principle.--Intermediaries may employ various means for 
detecting and investigating situations in which costs seem excessive.  Included may be such 
techniques as comparing the prices paid by providers to the prices paid for similar items or 
services by comparable purchasers, spot-checking, and querying providers about indirect, as well 
as direct, discounts.  In addition, where a group of institutions has a joint purchasing arrangement 
which seems to result in participating members getting lower prices because of the advantages 
gained from bulk purchasing, any potentially eligible providers in the area which do not 
participate in the group may be called upon to justify any higher prices paid.  Also, when most of 
the costs of a service are reimbursed by Medicare (for example, for a home health agency which 
treats only Medicare beneficiaries), examine the costs with particular care.  In those cases where 
an intermediary notes that a provider pays more than the going price for a supply or service or 
does not try to realize savings available under warranties for medical devices or other items, in 
the absence of clear justification for the premium, the intermediary excludes excess costs in 
determining allowable costs under Medicare. 
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C. Examples of Application of Prudent Buyer Principle.-- 
 

1. Provider A consistently purchases supplies from supplier R and makes no effort to 
obtain the most advantageous price for its supplies. 
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Supplier W sells identical or equivalent supplies at a lower cost and is also convenient to A.  
Unless the provider can clearly justify its practice of purchasing supplies from R rather than W, 
the intermediary excludes any excess of R's charges over W's charges. 
 

2. Supplier L supplies drugs to skilled nursing facility B and rents space from B to 
store the drugs to be used there.  The rental paid by L to B for the space would generally 
constitute an indirect discount on the cost of drugs and must be reflected as a reduction of the 
cost of drugs supplied. 
 

3. Dr. C, a hospital-based radiologist, purchases radiology equipment which he then 
leases to the provider where he is a staff member.  Costs to the provider in this case are higher 
than if the equipment had been leased through competitive bidding from an outside source.  The 
intermediary reimburses the provider only for those costs which a prudent and cost conscious 
buyer would pay.  Therefore, those costs which the provider pays for the equipment leased from 
the staff radiologist which are in excess of costs for equivalent equipment obtained through 
competitive bidding are denied. 
 

4. Provider B purchases cardiac pacemakers or their components for use in replacing 
malfunctioning or obsolete equipment, without asking the supplier/manufacturer for full or 
partial credits or payments available under the terms of the warranty covering the replaced 
equipment.  The credits or payments that could have been obtained must be reflected as a 
reduction of the cost of the equipment supplied. 
 
2104. UNALLOWABLE COSTS RELATED TO PATIENT CARE 
 
2104.1 Ambulance Service.--Ambulance service is covered under Part B of the Medicare 
program.  A provider may furnish ambulance service directly or it may furnish the service under 
arrangements with a supplier of ambulance services.  The cost the provider incurs to furnish am-
bulance service is paid by Medicare on a reasonable cost basis.  
 
If a provider furnishes ambulance services with its own equipment and staff, the cost it incurs 
(depreciable cost of equipment, supplies, employee compensation, overhead, etc.) is its cost of 
the service for Medicare payment purposes.  If it furnishes the service under arrangements, the 
charge to the provider by the ambulance company becomes the provider's direct cost of furnish-
ing the service. 
 
Medicare Part B carriers have established reasonable charge screens for a wide range of 
ambulance services furnished by suppliers of ambulance services for which claims are billed to 
the carriers.  Medicare expects that the costs incurred by a provider for ambulance services 
furnished under arrangement with a supplier of ambulance services will not exceed the amount a 
carrier would pay the ambulance supplier for the same service.  Therefore, if a provider furnishes 
ambulance service under arrangements, to the extent the provider's total costs of the services, 
direct costs and any indirect costs, exceeds what a carrier would pay a supplier of ambulance 
services for the same services in the same locality, the costs are unreasonable and cannot be paid 
by the provider's intermediary. 
 
 
 
 

  The next page is 21-3.2 
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EXAMPLE: 
 
Facts 
 
A 300-bed hospital provides 50 private luxury room accommodations which are twice the size 
per bed as the size per bed of the remaining private accommodations.  In addition, the luxury 
rooms are equipped with special beds, balconies, ceiling-to-floor length picture windows, color 
television sets, stereo equipment, and lavish baths.  The hospital also offers special food service 
to patients occupying the luxury rooms. 
 
Determination of Allowable Costs 
 
Where a determination has been made that a provider furnishes luxury items or services, a single 
nonreimbursable cost center entitled "Luxury Routine Accommodations" must be established and 
the excess direct and indirect cost luxury items should be determined and eliminated through cost 
finding.  However, where the intermediary determines that overhead costs applicable to the 
excess costs of luxury routine accommodations would be minimal, the adjustment to eliminate 
the excess costs need not be accomplished through cost finding.  Also, the total costs of such 
items as the color television and stereo would be eliminated from allowable costs since they are 
for the sole personal comfort of the patients (§ 2l06.l). 
 

D. Effect on Medicare Program Charges.-- For the purpose of establishing proper interim 
reimbursement, program charges should not reflect the excess costs applicable to luxury routine 
accommodations.  Rather, the portion of charges applicable to these excess costs should be billed 
as noncovered charges. 
 

E. Effect on Other Provisions of Law.-- (l972 Amendments - Public Law 92-603, Section 
223 and 233.)  Where a provider furnishes luxury items or services to all patients in the facility, 
the provisions of this section do not apply.  Rather, the provision dealing with limitations on 
coverage of costs (section 223) must be applied to such a provider. Also, for purposes of 
applying the limitation of program reimbursement to the lower of reasonable costs or customary 
charges (section 223), reasonable costs do not include the excess costs of luxury items or services 
and customary charges do not include the portion of the charges applicable to the excess costs of 
luxury items or services. 
 
2l04.4 Dental Services.-- Compensation paid to a dentist for services to or for an individual 
patient are not allowable provider costs and are nonreimbursable to the provider.  The costs, 
however, of consultative services furnished by an advisory dentist to a provider are allowable 
costs, subject to the usual rules concerning reasonable costs incurred 
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by providers.  Consultative services may include, for example, participating in the staff 
development program for nursing and other personnel and recommending policies relating to oral 
hygiene or dietary matters.  For a detailed explanation of the coverage of inpatient services in 
connection with dental procedures, see §2l0.7 of the Hospital Manual (HCFA Pub. 10). 
 
2l04.5 Vocational and Scholastic Training Expense.-- The costs attributable to vocational, 
scholastic, or similarly oriented training activities conducted by providers on behalf of patients 
are not allowable costs.  For example, costs incurred by a psychiatric facility in operating an 
elementary or secondary school for patients are unallowable costs. 
 
2l05. UNALLOWABLE COSTS NOT RELATED TO PATIENT CARE 
 
2l05.l Noncompetition Agreement Costs.--Amounts paid to the seller of an ongoing facility 
by the purchaser to acquire an agreement not to compete are considered capital expenditures.  
Where the agreement covers a stated number of years and the provider amortizes the amount paid 
over the agreed number of years, the amortized costs for such agreements are not allowable costs 
under the program. 
 
2l05.2 Cost of Meals for Other Than Provider Personnel.--The cost of meals for other than 
provider personnel, whether served in a cafeteria, coffee shop, canteen, etc., is unallowable under 
the program because it is not related to patient care.  (See §2l02.3) Providers must maintain 
adequate cost data in order to determine the cost of these meals. (See §2300ff.) 
 
2105.3 Cost of Reserving Beds or Services.-- 
 

A. Provider Making Payment to Reserve Beds or Services.--Providers may incur costs 
pursuant to a reserved bed agreement with another health care facility under which the provider 
receives guaranteed or priority placement for its discharged patients.  For example, a hospital 
may pay a skilled nursing facility (SNF) to set aside a certain number of beds for the hospital's 
discharged patients.  The cost incurred by a provider under a reserved bed agreement is not 
related to that provider's care of its patients and, therefore, is not an allowable cost. 
 

B. Provider Receiving Payment for Reserving Beds or Services.--The revenue received by 
a provider for reserving its beds or services is not considered related to patient care.  Therefore, 
the payments received are not required to be offset against the provider's operating costs. 
 

C. Payment-In-Kind for Reserving Beds or Services.--If, under the terms of the 
agreement, a provider agrees to compensate another facility for reserving its beds by providing 
free or discounted services rather than by cash payments, neither the provider furnishing the 
services nor the provider receiving the services as payment-in-kind, is entitled to be reimbursed 
by Medicare for the cost of the services.  (See §2328 F.) 
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D. Types of Agreements and Illustrations.--Providers are permitted to enter into reserved 
bed agreements, as long as the terms of that agreement do not violate the provisions of the statute 
and regulations which govern provider agreements which (1) prohibit a provider from charging 
the beneficiary or other party for covered services; (2) prohibit a provider from discriminating 
against Medicare beneficiaries, as a class, in admission policies; or (3) prohibit certain types of 
payments in connection with referring patients for covered services.  A provider may jeopardize 
its provider agreement or incur other penalties if it enters into a reserved bed agreement that 
violates these requirements.   
 
The following examples illustrate different types of reserved bed agreements and explain how 
each would be treated in terms of the provider agreement and reimbursement. 
 
Illustration 1 
 
A SNF reserves 10 beds for the exclusive use of a hospital's discharged patients.  The hospital 
agrees to pay $75.00 per day per bed for each day a reserved bed is held vacant. 
 
This agreement does not violate the SNF's provider agreement.  The hospital cannot include the 
cost it incurs to reserve the SNF beds in its allowable costs.  The SNF does not reduce its 
allowable costs by the payment received from the hospital in determining program 
reimbursement. 
 
Illustration 2 
 
A SNF reserves 10 beds for the exclusive use of a hospital's discharged patients.  The hospital 
agrees to pay $75.00 per day per bed for each day a reserved bed is held vacant. The hospital 
further agrees to pay the difference between $75.00 and the Medicare reimbursement rate of 
$60.00 to the SNF for each day a reserved bed is occupied by one of the hospital's discharged 
Medicare patients. 
 
This agreement violates the SNF's provider agreement.  The additional payment of $15.00 per 
day paid by the hospital is a prohibited charge imposed by the SNF on another party for services 
that are covered by Medicare. 
 
Illustration 3 
 
A SNF agrees to reserve 10 beds for the exclusive use of a hospital's discharges.  The hospital 
agrees to provide the SNF, without charge, a full-time registered nurse. 
 
The agreement does not violate the SNF's provider agreement since the full-time nurse is 
provided for all patients and without regard to whether a Medicare patient is receiving services 
from the SNF. The hospital's reimbursement would not be affected except that any costs incurred 
by the hospital in providing the nurse should be adjusted out of the hospital's allowable costs for 
purposes of determining reimbursement for any services which are reimbursed on a reasonable 
cost basis.  (See §2328F.)  The adjustment is necessary because the nursing cost is not related to 
patient care of hospital patients.  On 
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the other hand, the value of the nursing service received by the SNF is not considered revenue 
that is offset against its allowable costs in determining reimbursement.  Similarly, the SNF may 
not impute the cost of the nursing services received for inclusion in its costs. 
 
Illustration 4 
 
A SNF agrees to reserve 10 beds for the exclusive use of a hospital's discharges.  There is no 
charge for holding the beds vacant, although the hospital agrees to provide the SNF, without 
charge, a registered nurse for each of the three shifts whenever any of the reserved beds are 
occupied by a Medicare covered patient. 
 
This agreement violates the SNF's provider agreement because the nursing services are provided 
only when a Medicare patient is in a reserved bed and, therefore, the services of the nurse are 
considered to be a payment-in-kind for providing services covered under Medicare. 
 
Illustration 5 
 
A SNF agrees to hold at least 5 beds on a priority basis for a hospital's discharges.  The hospital 
agrees to provide, under arrangements, pharmacy, laboratory and radiology services for all of the 
SNF's patients.  The agreement specifies no charge for laboratory and radiology services and 
provides a 30 percent discount for pharmacy. 
 
The agreement does not violate the provider agreement of the SNF since free or discounted 
services are provided to all patients and without regard to whether a Medicare patient is receiving 
services from the SNF.  The cost of providing free or discounted services is not an allowable cost 
for purposes of determining hospital reimbursement. Therefore, to assure that Medicare hospital 
patients do not share in the cost of the free or discounted services, the charges of the ancillary 
service centers are to be grossed-up to reflect the services provided to SNF patients.  (See 
§2314.B.)  There is no effect on the reimbursement of the SNF as a result of the free or 
discounted services furnished by the hospital.  That is, the SNF may not impute any costs for the 
free services for inclusion in its cost report; it may only include the discounted charges (if 
reasonable) in its allowable costs for the discounted services. 
 
Illustration 6 
 
A SNF agrees to accept a hospital's "complicated care" patients on a priority basis.  In return, the 
hospital agrees to provide free in-service education to the SNF's staff. 
 
This agreement does not violate the SNF's provider agreement.  The hospital's reimbursement is 
not affected except that any costs incurred by the hospital for providing the in-service training is 
adjusted out of the hospital's allowable costs for purposes of determining reimbursement for any 
services which are reimbursed on a reasonable cost basis.  (See §2328.F.)  The adjustment is 
necessary because the training cost is not related to patient care of hospital patients.  On the other 
hand, the value of in-service training received by the SNF is not considered revenue that is offset 
against its allowable costs in determining reimbursement.  Similarly, the SNF may not impute the 
cost of training received for inclusion in its costs. 
 
2105.4 Costs of Unsuccessful Beneficiary Appeals.--Costs incurred by providers of services on 
or after October 21, 1986, representing beneficiaries in unsuccessful appeals are not allowable 
costs.  Conversely, costs incurred by providers of services representing beneficiaries in 
successful appeals are allowable to the extent they are otherwise reasonable. 
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2105.5 Costs of Management Employee Meals.--Costs incurred by providers for meals served 
to executives or management employees in excess of the costs of meals served to ordinary 
employees are not allowable costs.  Excessive costs of executive or management employees' 
meals are attributable to the use of separate dining facilities, duplicative or additional food 
service staff, and/or upgraded or gourmet menus.  Conversely, the unrecovered costs related to 
meals served to executives or management employees from common menus in common 
employee dining facilities are allowable to the extent that they are otherwise reasonable. 
 
2105.6 Costs of Employee Travel.--Costs incurred by providers in conjunction with employee 
travel are generally allowable to the extent that they are patient care related and reasonable.  
However, travel costs incurred in conjunction with non-patient care related employee travel are 
not allowable. Foreign travel costs are allowable only where the provider can clearly substantiate 
the reasonableness and patient care relatedness of the travel costs to the satisfaction of the 
Medicare fiscal intermediary. 
 
2105.7 Costs of Gifts or Donations.--Costs incurred by providers for gifts or donations to 
charitable, civic, educational, medical or political entities are not allowable. 
 
2105.8 Costs of Entertainment.--Costs incurred by providers for entertainment, including 
tickets to sporting or other events, alcoholic beverages, golf outings, ski trips, cruises, 
professional musicians or other entertainers, are not allowable.  Costs incurred by providers for 
purposes of employee morale, specifically, for an annual employee picnic, an annual Christmas 
or holiday party, an annual employee award ceremony or for sponsorship of employee athletic 
programs (bowling, softball, basketball teams, etc.), are allowable to the extent that they are 
reasonable. 
 
2105.9 Costs of Employees’ Personal Use of Motor Vehicles.--Costs incurred by providers 
related to the personal use of provider vehicles are not allowable. 
 
2105.10 Costs of Fines or Penalties.--Costs incurred by providers for fines or monetary 
penalties imposed for violations of Federal, State, or local laws are not allowable. 
 
2105.11 Costs of Spousal or Dependents Education.--Costs incurred by providers related to the 
education of spouses or other dependents of owners or officers of providers of services, provider 
employees and provider contractors are not allowable when they are not active employees of the 
provider or contractor.  
 
2106. COST OF TELEPHONE, TELEVISION, AND RADIO 
 
2106.1 General.--The full costs of items or services such as telephone, television, and radio 
which are located in patient accommodations and which are furnished solely for the personal 
comfort of the patients (full costs include costs both directly associated with personal comfort 
items or services plus an appropriate share of indirect costs) are not includable in allowable costs 
of providers under the Medicare program.  To illustrate, the full costs of telephones used solely 
for the personal comfort of patients include not only costs directly associated with these 
telephones, such as the rates billed by the public utility, but also an appropriate share of indirect 
telephone costs, e.g., operators' salaries, equipment, space-related costs of switchboard and other 
equipment, etc., as well as any other overhead that may be applicable thereto.  The costs of 
television and radio services are includable in allowable costs where furnished to the general 
patient population in areas of providers other than patient accommodation, e.g., day rooms, 
recreation rooms, waiting rooms, etc. 
 
The cost of a nurse-patient communication system that has no capability for other than 
communications between patient and nurse (or other facility employees) are includable in 
allowable costs.  Similarly, cost of closed circuit television monitoring systems used by providers 
for surveillance of patients or for security, teaching, or demonstration programs which serve 
purposes of patient care or which are otherwise needed for the provider's operations and have no 
capability beyond these stated purposes are includable in allowable costs.  
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The cost of television and radio located in lounges and other areas designated for the use of 
provider employees is includable in allowable costs. 
 
2106.2 Combination Purpose Systems.--Some nurse-patient communication systems based on 
closed circuit television are used in part for bringing in outside entertainment. Likewise, some 
patient communication systems operate through the telephone line and such a system may also be 
used, in part, by the patient for making or receiving outside calls. 
 
Where providers use the combined systems, the basic cost of the components designed and used 
for patient care communication is an allowable cost.  Any incremental costs attributable to the 
additional components or capability for providing the patient's entertainment or convenience are 
not allowable and must be excluded.  Where this distinction cannot be clearly made, particularly 
as it applies to maintenance, the intermediary may approve an allocation covering these 
incremental costs (usually nominal) based on an equitable sharing. 
 
Occasionally, nurse call systems which do not provide closed circuit television for patient care 
services are tied by some adjunct linkage into the audio component of a television set.  In such 
instances, the cost of the set and maintenance of the equipment providing the television 
capability is not an allowable cost, except to the extent the provider can demonstrate and the 
intermediary approves an equitable share (usually nominal) attributable directly to costs arising 
out of the adjunct linkage and use of the set for nurse call. 
 
2107. PARKING LOT COSTS 
 
2107.1 General.--The cost incurred for provider-owned or rented parking facilities, parking 
lots, and/or garages are allowable costs provided the parking facilities are for the use of patients, 
visitors, employees, and other provider purposes.  Examples of allowable costs for a provider-
owned parking facility include depreciation on the surface and structure (excluding land), interest 
on related loans, and other operating expenses.  Costs related to the preparation of the land such 
as demolition of existing structures, clearing, and grading costs are added to the cost of the land 
and are unallowable. 
 
The allowable costs for provider-rented parking facilities are limited to the reasonable rental paid 
on which the provider has a legal obligation to pay.  Where the rental is paid to a lessor related to 
the provider through common ownership or control, the guidelines set forth in Chapter 10, "Cost 
to Related Organizations," are applicable. 
 
2107.2 Treatment of Parking Revenue.--Where a provider receives no revenue from parking 
lots, the allowable costs recognized under §2107.1 are reimbursed, subject to apportionment.  
Where, however, a provider elects to charge a fee for the use of these facilities, such revenue is 
treated under Medicare as follows: 
 

A. Parking Revenue from Persons Other Than Employees and Physicians.--Where parking 
revenue is received from persons other than employees and physicians, the revenue is offset 
against parking lot costs attributable to such persons.  If parking revenue exceeds the related 
costs, the excess revenue is not used to reduce employee and physician parking costs (or other 
provider costs) so long as the provider can demonstrate a reasonable and equitable basis for 
allocating parking costs between (1) employees and physicians, and (2) other persons.  Where 
such an allocation is not determinable, the total allowable cost of provider-owned or rented 
parking facilities is reduced by all parking facility revenue. 
 

B. Parking Revenue from Employees or Physicians.--Revenue from employees and 
physicians for parking must be used to reduce related allowable parking costs.  If employee and 
physician parking revenue exceeds related costs (i.e., parking costs for employees and 
physicians), any excess revenue is applied against other parking costs, but not against other 
allowable costs. 
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2l08. REIMBURSEMENT FOR SERVICES BY PROVIDER-BASED PHYSICIANS 
 

A. General.-- These instructions apply where physicians perform services in a provider setting 
and have a financial arrangement under which they are compensated by or through a hospital (for 
both inpatient and outpatient services, or by or through a skilled nursing facility, a home health 
agency, clinic, rehabilitation agency, or public health agency.  These physicians may also be 
receiving compensation from medical schools or other organizations which have arrangements with 
the provider for the services they render to provider patients (see § 2l08.2D2). 
 
Further, these instructions apply where modifications of previously existing arrangements between 
providers and provider-based physicians permit the provider and physician to bill patients separately 
for their respective services.  Such modifications may permit the physician to assume all or part of 
the departmental operating costs.  These instructions do not apply to the services of interns and 
residents; their services are reimbursable to the provider on a reasonable cost basis. (See § 2l20.) 
 

B. Noninterference by Federal Government.-- It is not the function of the health insurance 
program established under title XVIII of the Act to determine the arrangement into which a provider 
and provider-based physicians may enter for the compensation of the physicians, or to specify or 
influence the provisions of the contract or arrangement between the provider and provider-based 
physicians.  The provider and physicians can continue to negotiate all aspects of their arrangement to 
their mutual satisfaction. 
 
2l08.l Professional and Provider Components.-- 
 

A. Identification of Types of Services for Program Payments.-- Many providers retain 
physicians on a full-time basis in, for example, the fields of pathology, physyiatry, anesthesiology, 
and radiology, and in many instances (especially in teaching hospitals) in other fields of medical 
specialization as well.  Any one of these physicians may be engaged in a variety of activities 
including teaching, research, administration, supervision of professional or technical personnel, 
service on hospital committees, and other hospital-wide activities, as well as direct medical services 
to individual patients.  The provider's arrangement may be with a single physician or with a group of 
physicians who assume joint responsibility for discharging agreed-upon duties. 
 
To make payments under the health insurance program, it is necessary to distinguish between the 
medical and surgical services rendered by a physician to an individual patient, which are 
reimbursable under Part B on 
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a reasonable charge basis, and provider services (including a physician's services for the provider) 
which are reimbursable on a reasonable cost basis, generally under Part A.  This is necessary because 
the payments are made from different trust funds, both fiscal intermediaries and carriers are involved 
in handling the claims, and the method of determining the payments for Part A benefits differs 
materially from those under Part B. 
 

B. Distinguishing Between Professional and Provider Components.-- The services of 
provider-based physicians (e.g., those on a salary, or percentage arrangement, lessors of departments, 
etc., whether or not they bill patients directly) include two distinct elements, the professional 
component and the provider component. 
 

l. Professional Component.-- The professional component of provider-based physician's 
services pertains to that part of the physician's activities which is directly related to the medical care 
of the individual patient.  It represents remuneration for the identifiable medical services by the 
physician which contribute to the diagnosis of the patient's condition or to his treatment. 
 

2. Provider Component.-- The portion of the physician's activities representing services 
which are not directly related to an identifiable part of the medical care of the individual patient is 
the provider component.  Reimbursement for provider component services can be made only to a 
provider on the basis of its allowable reasonable costs.  Provider services include teaching, research 
conducted in conjunction with and as part of patient care (to the extent that such costs are not met by 
special research funds), administration, general supervision of professional or technical personnel, 
laboratory quality control activities, committee work, performance of autopsies, and attending 
conferences as part of the physician's provider service activities. Reimbursement for such services 
will always be made on a reasonable cost basis under Part A where they relate to inpatient services.  
Reimbursement is under Part B for outpatient services and for certain inpatient ancillary services 
where Part A coverage has been exhausted. 
 

3. Allocation of Compensation.-- Ordinarily the compensation paid to the physician is 
for all services he performs, in proportion to the time he devotes to each activity.  It is a primary 
obligation of the provider and provider-based physician to mutually agree upon the allocation of 
compensation for the provider-based physician to the time he spends in his various activities, and to 
communicate this information with supporting material to the provider's intermediary.  The 
supporting material should include a written explanation of the basis for the allocation agreement.  
Where, however, the agreed-upon allocation is not consistent with similar arrangements between 
providers and provider-based physicians, the intermediary will obtain more detailed information, as 
necessary.  Generally, 
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the remuneration a physician receives from a provider under an arrangement represents 
compensation for his services to the provider as well as for direct patient services. 
 

C. The Provider-Physician Agreement as to Compensation Allocation.- In some institutions a 
physician may spend the bulk of his time in duties which benefit the entire patient population and a 
relatively small part of his time in performing services for individual patients.  In other situations, the 
converse may exist.  The arrangement between a provider and a provider-based physician does not 
generally support a 100 percent allocation of compensation for direct patient services.  The allocation 
in each instance must be based on the facts of the individual case.  Each case must be sufficiently 
documented to support the necessary determination, and should include a written agreement signed 
by both the provider and physician.  (See Exhibit I.)  If the allocation does not appear "reasonable" 
additional supporting documentation, such as the results of time studies, must accompany the signed 
agreement. 
 

D. A Statement of Understanding Between the Provider and Physician.- There may be 
instances where a provider and the provider-based physician may be in substantial agreement as to 
the allocation of compensation between professional and provider services, but the physician is 
reluctant to sign a formal statement containing specific details about his compensation.  In such 
cases, the provider's administrator may prepare a document outlining his own approximation of the 
time and activities of the physician and ask him to sign it as a "statement of understanding" regarding 
their mutual relationship. This "statement of understanding" may be accepted in lieu of the usual 
"physician agreement," where the Part A intermediary and Part B carrier are satisfied that it would 
not differ materially from the agreement itself. 
 

E. Where an Agreement or Understanding Cannot Be Reached.- When a provider and 
physician are unable to reach an understanding as to the allocation of compensation between 
provider services and direct medical services, the intermediary and carrier will jointly try to resolve 
this question be meeting with the parties involved, suggesting methods for determining the allocation 
(e.g., time studies), and otherwise assisting the parties in reaching an accord.  If the provider and 
physician fail to reach agreement within 30 calendar days after this meeting, the intermediary and 
carrier will jointly establish the required allocation based on their combined experience in 
comparable provider facilities.  The parties will then be advised the (1) this allocation will be the 
basis for establishing a schedule of charges for the physician's professional services to the provider's 
patients for all prior and current billings, and (2) they have 30 calendar days to submit an agreement 
which more accurately reflects the required allocation.  If an agreement is submitted within that time, 
and it is reasonable, it may be used for establishing a schedule of charges for current and prior 
billings. 
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2108.2 Compensation Arrangements.-- There are a variety of arrangements between providers and 
provider-based physicians, the more typical being the fixed compensation arrangement and the 
variable compensation arrangement.  There are also many arrangements under which the physician 
assumes all or part of the costs of operating the provider department (e.g., lease or concession).  
Under any of these arrangements, the agreement could stipulate that the physician may bill through 
the provider for all or part of the services he renders, or that the physician and provider will bill 
separately for their respective services.  It is necessary, therefore, in order to determine the 
appropriate amount of reimbursement for the services of a physician, to choose the appropriate 
method to develop the schedule of charges, establish the proper compensation base, and identify 
which elements of compensation are reimbursable under Part A and which are reimbursable under 
Part B. 
 

A. The Fixed Compensation Arrangement.-- The fixed compensation, usually called a salary 
or stipend, consists of a specific dollar amount unrelated to volume.  It generally covers the 
physician's provider services as well as his direct medical services to patients. When the computation 
is carried out, the physician is shown to receive an actual dollar amount which can be determined in 
advance. 
 
In some cases, this compensation arrangement may be expressed in terms of a percentage of charges 
or collections reduced by a variety of actual or estimated costs of operation or other factors.  When 
the intermediary and carrier evaluate a contract stated in these terms, they are to treat it as a fixed 
compensation contract where, in fact, it spells out a method for arriving at a fixed remuneration for 
the physician's services. 
 
Regardless of the method of billing, the schedule of charges should be computed in the same manner 
as where the physician receives a fixed salary.  Where there is a question as to the amount of 
compensation, the intermediary will refer to the provider records to ascertain the actual amount of 
compensation paid by the provider to the physician. However, such payment should be related to 
total departmental billing, not collections, in establishing program liability. 
 

B. The Variable Compensation Arrangement.-- Under this type of arrangement, the provider 
and physician agree that the physician's compensation will be a percentage of departmental gross 
charges or of net collections.  The actual compensation received by the physician will vary in 
proportion to the number of procedures performed and to the total charges made by the provider.  
The total compensation cannot be determined until the close of the accounting period.  The 
percentage of the combined provider's charge represents the provider's reimbursement to the 
physician for all services he renders. (Where a physician has a variable income and chooses to use a 
uniform optional percentage as his schedule of charges, it is not necessary to translate his correct 
percentage amount into a fixed dollar amount before establishing the optional percentage. The 
physician's contract percentage multiplied by the professional component allocation will yield the 
optional percentage.  See Exhibit IIA.) 
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C. Where Arrangements Are Modified to Permit the Physician to Bill Separately for His 
Professional Services.-- The objective in determining reasonable charges where a provider-based 
physician modifies his former compensation arrangements to permit him to bill directly is expressed 
in the regulations, i.e., ". . . to bring about as little change as possible (in the normal case) in the 
compensation the physician receives for his services in the hospital."  Therefore, where 
modifications are made in an arrangement between a provider and physician, the customary charges 
for the physician's professional services should be related to his compensation prior to the 
modification.  Also, where such contract changes permit the physician to independently bill 
Medicare patients only, the Part B carrier will ensure that the reasonable charges determined for the 
services rendered to Medicare beneficiaries are no higher than the charges generally made to the 
provider's other patients for similar services. 
 

D. Additional Elements of a Provider-Based Physician's Compensation.-- The following are 
examples of elements which should be considered in determining the amount of compensation 
received by a physician for the purpose of establishing a schedule of charges: 
 

1. Fringe Benefits.-- When fringe benefits inure to the benefit of the physician himself, 
they may be included as part of the physician's compensation.  For example, group hospitalization 
and health insurance premiums paid or incurred by the provider for the benefit of the physician may 
be included in computing the physician's total compensation.  However, is the provider is self-
insured, the fringe benefit would accrue to the physician only to the extent of the cost incurred by the 
provider when health care is furnished.  In this case, there would be no fringe benefit inuring to the 
physician if he receives no health care services from his self-insured employer.  On the other hand, 
where a provider establishes a retirement plan for the benefit of its employees and supplements 
employee contributions to the fund, if any, with specific amounts that are assignable to individual 
employees, such amounts may be included in ascertaining the physician's compensation.  (See §§ 
2122.3 and 2144FF.) 
 

2. Compensation from Other Sources.--Some providers have arrangements with 
medical schools or other organizations under which a physician receives compensation from such 
organizations for services which the physician renders to the provider patients. 
 
The remuneration of a physician from such sources may be included in determining the total 
compensation he receives and in establishing the schedule of charges.  This remuneration must be 
allocated between the professional and provider activities of the provider in the same manner as the 
compensation received from the provider.  That portion of remuneration related to teaching or 
research activities at the medical school itself is not reimbursable under Medicare. 
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3. Bad Debts.-- Bad debts are not to be reflected in determining reasonable charges 
under the supplementary medical insurance program.  The Medicare program reimburses 100 percent 
of the reasonable charges for inpatient hospital radiology and pathology services provided by a 
physician in the fields of radiology and pathology and 80 percent of the reasonable charges for all 
other medical services after the deductible has been met.  The coinsurance amount and the deductible 
are considered liabilities of the beneficiary for physicians' services and the provider does not incur 
bad debts because of its failure to collect these amounts.  (See §302.5.)  Therefore, where a contract 
stipulates that the physician will receive a percentage of collections (charges minus bad debts), 
program liability should be determined as described in § 2108.9. 
 
2108.3  Methods Used to Determine the Reasonable Charge of Provider-Based Physicians.-- The 
amount of the physician's compensation representing the provider component will be reimbursed to 
the provider on the basis of reasonable costs by the Part A intermediary.  The Part A intermediary 
will also reimburse the provider for medical services to individual patients, i.e., outpatient hospital 
services (except psychiatric) and inpatient radiology and pathology services where the physician and 
provider agree to use the combined method of billing.  In all other situations, where direct physicians' 
services to patients are billed on forms SSA-1554 and SSA-1490, the Part B carrier will determine 
the amount of reimbursement. 
 

A. Consideration Given to Customary and Prevailing Charges.-- Reasonable charges for the 
professional services of provider-based physicians will be determined for other physicians and 
suppliers.  Consideration will be given to the customary charges of the provider-based physician for 
each item of service he renders (see the following sections for an explanation of how such customary 
charges should be determined) and the prevailing charge in the locality for similar services rendered 
a provider setting. 
 

B. Where Providers Separately Identify Physicians' Charges.-- Where provider has 
customarily identified a physician's charges separately from charges for provider services, the 
physician's charges so established will be considered the customary charges for his professional 
services, 
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and will afford the basis for determining the reasonable charges for such services.  In such cases, the 
physician's remuneration will not be a factor in establishing customary charges. It will still be 
necessary, however, to allocate the physician's compensation to professional and provider 
components so that proper cost payments can be made.  (See § 2108.1B.) 
 

C. Where Providers Do Not Separately Identify Physicians' Charges.- Where, under an 
existing arrangement between a provider and physician's services and charges for provider services, a 
schedule of charges will need to be developed based on the physician's professional component. This 
schedule of charges will form the basis for establishing the customary charges for direct medical 
services to patients by the provider-based physician. 
 
2108.4 Schedule of Charges.-- The schedule of charges must be designed to yield, in the 
aggregate, as nearly as may be possible, an amount equal to the portion of the physician's 
compensation represented by the professional component.  There are several methods by which a 
schedule of charges may be developed based on the provider-based physician's professional 
component.  Principally, these are the "optional," "item-by-item," and "per diem" methods.  A 
variation from any of these methods is acceptable as long as it achieves the same results, i.e., it will 
yield in the aggregate an amount equal to or approximating the portion of a physician's compensation 
attributable to direct medical services to patients.  Each provider department may use the method it 
finds most applicable (e.g., the use of the item-by-item method by one department does not prevent 
the use of the optional method or the per diem method by another department).  Where there is more 
than one hospital-based physician rendering services in a single department, the schedule of charges 
should be developed for the department as a whole on the basis of the aggregate amount of 
compensation attributable to the professional components and the aggregate volume of procedures 
which all physicians in the department are expected to render.  For establishing the professional 
component in a given department, see Exhibit II.  To develop the schedule of charges, see Exhibits 
III, IV, and V. 
 

A. The Optional Method.-- The optional method for establishing the physician's customary 
charges is appropriate for provider departments that perform a high volume of low cost procedures, 
often rendered by technicians or by automated equipment, and find the item-by-item method neither 
feasible nor practical from an administrative viewpoint. Under the optional method, the schedule of 
charges for the physician's direct services to patients is determined by applying a uniform percentage 
to each charge made by a particular department.  Exhibit III shows the development of the uniform 
optional percentage.  (Where a hospital-based physician has a variable compensation arrangement 
and wishes to use the uniform optional percentage, see § 2108.2B and Exhibit IIA.) 
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B. The Item-by-Item Method.-- This method can be implemented by using an appropriate 
relative value schedule and conversion factor assigned to unit values will result in reimbursement not 
in excess of the professional component of the physician's compensation arrangement, the first step 
in developing the data needed to establish the schedule of charges under the item-by-item method is 
to determine the amount of the provider-based physician's compensation attributable to direct patient 
services, reimbursable under Part B.  (See Exhibit II.)  The next step is to determine the total relative 
value units representing various procedures by particular provider departments. (See Exhibit IV.) 
 

C. The Alternate Item-by-Item Method.--An alternate means for establishing a schedule of 
charges on an item-by-item basis is to assign to each procedure, on the basis of the time spent by the 
physician in performing the procedure, a percentage of the total amount of the physician's 
compensation on a departmental basis (see Exhibit V). 
 

D. The Per Diem Method.-- The per diem method may be used where providers furnish health 
care services at an all-inclusive rate, or where there is no charge structure. It is most frequently, but 
not exclusively, applicable in long term or governmental facilities where both institutional and 
physician services are furnished at a fixed amount without regard to variations in the number and 
type of services the individual patient may receive and without distinction between the provider 
services and physician services furnished.  Some providers use the per diem or per visit method only 
in connection with the services of certain departments (e.g., physyiatry, outpatient) while charging on 
a fee-for-services basis in others.  Establishing a schedule of charges through the perdiem (or other 
units, such as per visit) method is limited to institutions or departments which make an identifiable 
uniform charge that constitutes the total expense the patient incurs for both provider and physician 
services.  For detailed application of the per diem method, see Exhibit VI. 
 
2108.5 Effect of Physician's Assumption of Operating Costs (Lease or Concession Arrangement).- 
 

A. Where the Physician Bills Patients Directly.-- 
 

1. Basis of Reimbursement.-- Where a provider initially pays some or all of the 
operating expenses of a department (e.g., salaries of nonprofessional personnel, supplies and 
equipment), such operating expenses are reimbursable as reasonable costs to the provider even 
though the provider is subsequently reimbursed by the physician for the use of those items or 
services.  Such operating expenses are not to be reflected in the reasonable charges of the physician.  
Any payments received by the hospital under an arrangement where the physician leases a 
department should be treated as a reduction of allowable costs for purposes of reimbursement 
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under the hospital insurance program.  The application of this offset is not limited to the allowable 
costs for a single department.  If the Medicare portion of the income realized by a hospital exceeds 
the Medicare portion of allowable costs of such department, any remaining income should be applied 
as a reduction of Medicare reimbursable costs for the other departments of the hospital. 
 
Where a provider-based physician, himself, bears some or all of the costs of operation of a 
department, the costs which he bears may be reflected in his customary charges and considered in 
determining reasonable charges under supplementary medical insurance. However, these costs will 
need to be adjusted upward or downward where the provider has been bearing a cost significantly 
more or less than its own share of the proceeds of such charges, and the determination of reasonable 
charges should consider such adjustments. 
 

2. Determination of Reasonable Charges.-- 
 

a. The customary charges of a physician who enters into a lease or similar 
arrangement with a provider, under which the physician assumes the costs of operating a department 
and bills patients directly, should be based upon:  (1) the remuneration he received for his 
professional services to patients immediately prior to the leasing arrangement; and (2) his reasonable 
costs of operation, taking into account the provider's cost experience in providing such services.  
References to the remuneration formerly received by the physician from the provider are required 
because consideration must be given to the customary charges generally made by the physician for 
similar services.  If, at the time the lease or similar arrangement became effective, the physician had 
no pattern of customary charges for his professional services to provider patients other than the 
compensation he received from the provider, such compensation serves to establish his customary 
charges. 
 

b. Where a provider has been receiving, as its portion of the receipts for services 
rendered by a department, significantly more or less than the costs the provider has incurred in 
providing these services, this excess or shortage should not be transferred from the provider to the 
physician merely because he decided to bill directly.  Such transfer would alter the total cost of 
patient hospital and medical care, a result which would conflict with the intent of the Medicare 
legislation. 
 

c. Prevailing charges in nonprovider laboratories may be taken into account in 
determining reasonable charges for the services of a physician who has entered into a lease or 
concession arrangement with a provider.  However, such charges should not be used as guides for 
determining reasonable charges in situations where they would produce an unreasonable result.  The 
conditions found in a provider setting are frequently unique in that services are performed in large 
volume and consequently at low unit cost. 
 
Where the Part A intermediary and the Part B carrier fail to agree as to the acceptability of the data 
supplied by the provider and its physicians, they will jointly submit a report to the health insurance 
regional office for clarification of outstanding issues. 
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B. Where Billing Is By or Through the Provider.-- Where a physician enters into a lease or 
concession arrangement and bills through the provider, the services of nonphysicians aiding the 
physician are reimbursable to the provider on a reasonable cost basis.  The amount attributable to the 
physician's services to the patient is compensable under the supplementary medical insurance 
program.  When submitting a bill to the provider for services rendered, the physician should 
separately identify in the bill the amounts representing the respective provider and physician 
components of his services. 
 
2108.6  Duties and Responsibilities of Provider and Intermediary in the Area of Provider-Based 
Physician Reimbursement.-- 
 

A. Provider Responsibility.-- The effective implementation of provider-based physician 
reimbursement requires the closest coordination between the provider and its Part A intermediary.  
The provider is responsible for making available on a timely basis data on the financial and billing 
arrangements (including contracts, agreements, and other written documentation) it has with its 
provider-based physicians.  This information is necessary to ensure that:  (l) Medicare 
reimbursement for the services of these physicians is made form the appropriate trust funds; (2) the 
Medicare program does not make duplicate payments for the same service, once as a provider cost 
and again as a reasonable charge; and (3) the Part B reasonable charge properly reflects any 
deductible and coinsurance liability of the beneficiary.  On a regular basis, the provider should 
supply the intermediary with any new or revised data which would affect the original reasonable 
charge determination. 
 

B. Intermediary Responsibility.-- 
 

l. Whether reimbursement policies and guidelines are effectively implemented depends 
in large part on detailed information that the Part A intermediary obtains from providers.  By signing 
section l866 agreements to participate in the program, providers have consented to furnish all 
information which the intermediary and carrier require to make proper payments under the Act. 
 

2. The Part A intermediary will obtain from the provider not only all data needed to 
determine reimbursable hospital costs, but also the data needed by the Part B carrier for establishing 
and reviewing the schedules of charges it will use to make reasonable charge determinations.  Both 
the Part A intermediary and Part B carrier need to know: 
 

a. The contents of agreements between provider-based physicians and providers.  
(Specific responsibilities of intermediaries in obtaining and reviewing these agreements are stated in 
§ 2l08.l.) 
 

b. The billing methods selected by the physicians and the detailed items of 
information pertaining to the specific method selected, shown in Exhibits I-VI.  This information 
will need to be obtained in all 
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situations where physicians have a financial arrangement with a provider, whether or not they bill 
independently. 
 

c. Where a laboratory director in a provider leases the department or has a 
concession arrangement, information will be needed to ascertain the portion of the operating costs to 
be reimbursable as provider costs to the provider, and the portion of the costs to be reimbursable as 
provider costs to the provider, and the portion of the costs to be reflected in the reasonable charge 
determination by the Part B carrier. 
 

d. The circumstances under which physicians' services such as diagnostic and 
therapeutic X-rays, EKG's, and laboratory tests are rendered to the provider's patients, especially by a 
physician who is not associated with the provider's medical staff, to ensure that the provider is 
complying with regulations and policies concerning purchased services "under arrangement," so that 
Medicare reimbursement will be made from the appropriate trust fund.  (The professional component 
of such services, except laboratory services obtained from an independent laboratory or from the 
laboratory of a hospital meeting at least the definition of emergency hospital, must be reimbursed 
under Part B.) 
 

3. Where a hospital and its provider-based physicians have agreed to use the combined 
billing procedure, the Part A intermediary will need to assure that it has obtained all information 
necessary to support its reasonable charge determination (§ 2l08.l) and that the provider has on file a 
current "Physician's Authorization for Hospital Billing" (see Hospital Manual, § 400.3). 
 

4. When the physician is based in a nonparticipating institution, the carrier will assume 
the responsibility for obtaining the data needed to make the determination of the reasonable charge 
for the physician's service. 
 

C. Review of Schedules of Charges.-- Charges for physician services in provider departments 
(e.g., radiology, pathology, outpatient) can be billed to the program using either the combined billing 
procedure or form SSA-l554.  Billings under either method are subject to year-end adjustments.  
When the combined billing procedure is used, there is no need to schedule a regular review of the 
schedule of charges for the provider-based physicians' Part B services.  In form SSA-l554 cases there 
is no need to schedule a regular review of schedules of charges unless it is considered advantageous 
to the Medicare program to do so (e.g., the provider does not file timely cost reports, and Part B 
reimbursement for the physicians' services seems to be overstated).  Where the provider-based 
physician bills the patient directly on form SSA-l490, regular reviews of the estimated factors used to 
develop schedules of charges are required whenever compensation-related charges are the basis for 
reimbursement.  In these cases, the Part A intermediary will obtain from the provider at least 
quarterly a report disclosing the actual amount of departmental charges to date, the total 
reimbursement the schedule of charges was intended to 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. l28 2l-ll.4 



2l08.7 COSTS RELATED TO PATIENT CARE 7-75 
 
 
produce, and information necessary to permit a decision as to the accuracy of the estimates and 
projections.  This report should provide the appropriate data pertaining to all factors on which the 
schedule of charges was based, whether the recording and billing method used is the item-by-item 
method, the uniform optional percentage or the per diem method.  Copies of this material will be 
submitted to the Part B carrier servicing the physicians so that any required adjustments in the charge 
schedule can be made during the year. 
 
2l08.7  Retroactive Adjustment of Certain Provider-Based Physician Payments.-- With respect to 
cost accounting periods which began after June 30, l97l, and any earlier periods where the need for 
adjustment actions was identified, the Part A intermediary will take the action indicated in B below 
regarding retroactive adjustments of certain provider-based physician payments. 
 

A. Applicability.-- Where a provider has been overpaid or underpaid for the patient care 
services of a provider-based physician, the Part A intermediary will make an appropriate adjustment 
as part of the provider's final cost settlement where: 
 

l. The provider billed on form SSA-l554, and 
 

2. The charges were based on the physician's compensation.  (Where the combined 
billing method is used, Hospital Manual, §§ 400ff. apply.) 
 

B. Procedure.-- Where there has been incorrect Part B reimbursement for the provider-based 
physician's services, i.e., carrier payments for patient care services differ from Medicare's 
proportionate share of the total costs for such services, the adjustment referred to above will be based 
on the Part A intermediary's review of the hospital's cost report, an examination of the factors used in 
establishing the professional component charges, and a review of the provider's record of SSA-l554 
billings for the cost report period.  Overpayments and underpayments will be corrected by the Part A 
intermediary by making an adjustment in the cost report in the same manner as it would adjust for 
any other incorrect payment.  Whenever an overpayment or underpayment adjustment is made, or 
where total reimbursement was proper but inaccurately allocated to the trust funds, the Part A 
intermediary will prospectively adjust the factors it uses in making payment, and notify the Part B 
carrier of the adjustment by forwarding the new data on which the carrier is to base reimbursement (§ 
2l08.6C). 
 
Each intermediary will furnish worksheets to be used by provider for the purpose of identifying 
incorrect payments for provider-based physician's services.  Exhibit VII contains a sample format 
where the uniform optional percentage methodology is used. 
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2l08.8 Reimbursement for Provider-Based Physicians' Administrative, Teaching, and Direct 
Medical Care Services Where the Physicians Have Changed Their Compensation Arrangements with 
the Provider.-- Situations may arise where physicians previously employed to perform both 
administrative and direct medical care services have terminated their employment relationship with 
providers and have organized and entered into arrangements with the providers to render 
administrative and teaching services at a greater level of compensation than was formerly received in 
the employment relationship for such administrative and teaching services.  These organizations bill 
directly for the patient care services of their member physicians and such billings may exceed the 
estimated portion of the previous salary attributable to such services. 
 
Where a provider which previously employed physicians on a salary basis to render administrative 
and/or teaching services as well as direct medical care services changes its arrangement to purchase 
only the administrative and/or teaching type services, program reimbursement to the provider would 
be limited to the cost previously incurred for such administrative and/or teaching services on a salary 
basis.  An exception to such limitation could be granted where the provider demonstrates that, due to 
extraordinary circumstances, it is no longer able to engage physicians at the previous level of 
compensation to render the full range of services.  Merely showing that the physicians previously 
employed were no longer willing to provide their services on this basis would not demonstrate that 
the provider is no longer above to engage physicians at the previous level of compensation.  For the 
new financial arrangement to be accepted by the intermediary as reasonable costs, the provider would 
also have to demonstrate that, due to some new and special circumstances, it was no longer feasible 
to recruit replacements at the previous level of compensation. 
 
Reasonable charges for the physicians' direct patient care services should initially be related as 
closely as possible to the portion of the compensation they received for such services prior to the 
change in the financial arrangement.  These charges are subject to any applicable prevailing charge 
ceiling and will serve as the basis for program payment until:  (l) the physician has established a 
pattern of customary charges which are billed to all patients and collected from the majority of his 
nonMedicare patients; and (2) the carrier has accumulated at least 3 months of charge data from the 
same base year used to establish reasonable charges for other physicians.  When these criteria are 
met, the physician's reasonable charge will be determined in the same manner as other fee-for-service 
physicians.  (Where a group of physicians uses a common schedule of charges, reasonable charges 
should be determined in this manner for the group.) 
 
2l08.9 Reimbursement for the Services of Provider-Based Physicians Compensated Through the 
Provider and the Provider Bills the Program under Combined Billing (on Forms SSA-l453 or l483) 
or on Form SSA-l554.-- For the purpose of determining a provider's Medicare reimbursement based 
on 
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provider-based physicians' compensation where physicians are compensated through the provider, 
the intermediary must look to the actual amount of compensation received and retained by the 
physicians, i.e., the amount that the physicians have agreed to accept for their full range of services. 
 
Where a provider-based physician agrees with the provider, whether in writing, orally, or in any way 
implied, to receive a reduced compensation or to remit a portion of his gross compensation back to 
the provider (other than amounts for the sole benefit of the physician, such as for a pension fund or 
health benefits plan), only the net amount received and retained by the physician represents the 
aggregate compensation, i.e., for both provider services and professional medical and surgical 
services, to be used in computing Medicare reimbursement to the provider.  Clearly, the Medicare 
program does not intend for a provider to be reimbursed on a basis of gross compensation while 
effectively paying out a lesser amount.  As an exception, a bona fide, voluntary contribution made by 
a physician to the provider is not a reduction of the physician's compensation for the purpose of 
computing Medicare reimbursement to the provider.  A bona fide, voluntary contribution cannot 
exist where it is based on an agreement between the provider and physician whether in writing, 
orally, or in any way implied.  The bona fide nature of the contribution must be established on the 
basis of all circumstances surrounding the contribution. 
 
EXAMPLE: A contract provides that a provider-based pathologist will receive 30 percent of gross 
departmental charges less 5 percent of the gross charges for bad debts and courtesy allowances.  
During the provider's Medicare cost reporting period, the department had $200,000 in gross charges. 
 The provider retains $6,000 of the pathologist's compensation for the physicians' pension fund.  Of 
the amount received from the provider, the pathologist agreed to return $4,000 ($2,000 for the 
provider's equipment fund and $2,000 to be used for general purposes).  In addition, the intermediary 
verified that the pathologist made a bona fide, voluntary contribution of $5,000 to the provider. 
 
Calculation of Physician's Compensation to be Used in Computing Medicare Reimbursement to the 
Provider: 
 

$50,000 - Compensation received by the pathologist, including the $6,000 retained by the 
provider for the sole benefit of the pathologist ($200,000 in gross departmental 
charges x 25 percent 30 percent of gross departmental charges less 5 percent of 
the gross charges for bad debts and courtesy1). 

 
- 2,000 - Returned to provider by agreement for restricted fund of provider. 
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- 2,000 - Returned to provider by agreement for unrestricted use of provider. 
 
       $46,000 - Net amount received and retained by the pathologist to be used in computing the 

provider's Medicare reimbursement (to the further distinguished as to the amount 
representing professional medical and surgical services and the amount representing 
provider services). 

 
The amount of the bona fide, voluntary contribution ($5,000) is not deducted from the pathologist's 
compensation for the purpose of computing Medicare reimbursement to the provider.  However, to 
the extent that any of the contribution was designated by the pathologist to pay for specific operating 
expenses of the provider, such amount must be deducted from those specific operating expenses. 
 
2l08.l0 Treatment of Provider Costs Related to the Provision of Physician Services to Nonprovider 
Patients.-- Where direct medical services are rendered by a physician to nonprovider patients, all 
direct and indirect provider costs incurred by the provider in connection with the provision of such 
services should be identified and deducted from provider costs in arriving at allowable costs for 
Medicare purposes.  Where the costs for rendering these services cannot be identified, reasonable 
estimates must be made of the costs incurred by the provider.  Where the provider receives revenue 
that is related to such services, such estimated costs may not be less than such revenue. 
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2108.11  Exhibits - Provider-Based Physicians.-- 
 
Exhibit I   - Hospital-Based Physician Allocation Agreement 
 
Exhibit II   - Determination of Amount of Provider-Based Physician Compensation 

Reimbursable Under Part B 
 
Exhibit IIA  - Determination of Uniform Optional Percentage 
 
Exhibit III  - The Uniform Optional Percentage 
 
Exhibit IV  - Item-by-Item Method - Relative Value Schedule 
 
Exhibit V   - Alternate Item-by-Item Method 
 
Exhibit VI  - Per Diem or Per Visit Method 
 
Exhibit VII  - Calculation of Reimbursement Settlement for Professional Services 

Rendered to Medicare Beneficiaries by Provider-Based Physicians Not 
Using Combined Billing 
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 EXHIBIT I 
 
 
 HOSPITAL-BASED PHYSICIAN ALLOCATION AGREEMENT 
 
 
The following schedule represents the distribution of time and activities of the physicians in the 
_________________________ department: 
 
l. Activity, other than direct patient services   Percent of Time 
 

(a) Teaching       5       
 

(b) Research (including attendance at lectures, etc.)  l0       
 

(c) Administration      l0       
 

(d) Supervision of technical and other personnel    20       
 

(e) Hospital service (committees, etc.)   5       
(f) Services of general benefit to patients 

 (quality control, etc.)     25      
        Total 75       
 
 
2. Activity, direct personnel services to individual patients  25 
 
The allocation of time by activity as shown above was based on 
(select one of the following): 
 

l. Time study 2.  Estimate    3.  Other (attach explanation) 
 
 
 
 
 
 
 
 
 
 

Signed ___                                                    Administrator of Provider 
 
 

Signed ___                                        _______ Physician(s) 
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 EXHIBIT II 
 
 
 Determination of Amount of Provider-Based Physician Compensation 
 Reimbursable Under Part B 
 
 

1 2 3 4 5 6 
 

Department 
 

Physicians 
 

Compensation 
Professional 
Component 
Allocation 

Part B 
Amount 

Approved 
Carrier Inter- 

Mediary 
Pathology 

 
 
 
 
 

SMITH 
 

JONES 
 

GREEN 
 

$22,000   
 

20,000 
 

18,000 
 

20% 
 

25% 
 

30% 
Total- 

$4,400    
 

5,000 
 

5,400 
14,800 

 
 
 
 
 
 

 
 
 
 
 
 

 
 
The method for determining the Part B component of the physician's compensation is demonstrated 
in Exhibit II.  The data in each of the columns is as follows: 
 
Column l  - DEPARTMENT-- Indicate a single provider department with one or more 

provider-based physicians rendering a significant volume of professional 
services to Medicare beneficiaries. 

 
Column 2  - PHYSICIANS-- List the name of each physician in this department rendering 

direct patient services. 
 
Column 3  - COMPENSATION-- Show the annual remuneration for each physician 

receiving a fixed compensation.  (Where a physician changed to direct billing 
subsequent to June 30, l966, the compensation amount for the year prior to the 
change should be obtained and used.  See § 2l08.2C.) 

 
Column 4  - PROFESSIONAL COMPONENT ALLOCATION-- List the percentage of 

compensation attributable to direct patient services.  (See § 2l08.l and Exhibit 
I.) 

 
Column 5  - PART B AMOUNT-- Multiply Column 3 (Compensation) by Column 4 

(Professional Component Allocation) to obtain the portion of each physician's 
salary attributable to Part B services. 

 
Column 6  - APPROVED-- By initialing and dating their action, the intermediary and 

carrier show approval of the determination. 
 
 
 
 
 
 
 
 
 
 
Rev. l28 2l-ll.l0 



 EXHIBIT II A 
 
 
 Determination of Uniform Optional Percentage 
 
 (Compensation Arrangement Stipulates Percentage of 
 Gross Charges or Collections) 
 
 

1 2 3 4 5 6 
 

Department 
 

Physician
s 

 
Contract 

Percentage 

Professional 
Component 
Allocation 

Uniform 
Optional 

Percentage 

Approved 
Carrier Intermediary 

 
Pathology 

 
 

 
SMITH 

 
 

 
35 
 

 
20 
 
 

 
7.0 

 
 

 
 

 

 
Where a physician has a variable compensation arrangement (see § 2l08.2B for exception) and 
wishes to use the uniform optional percentage, enter the appropriate data in the columns of Exhibit II 
A as follows: 
 
Column l  - DEPARTMENT-- Indicate a single provider department with one or more 

provider-based physicians rendering a significant volume of professional 
services to Medicare beneficiaries. 

 
Column 2  - PHYSICIANS-- List the name of each physician in this department rendering 

direct patient services. 
 
Column 3  - CONTRACT PERCENTAGE-- Show the contract percentage. 
 
Column 4  - PROFESSIONAL COMPONENT ALLOCATION-- List the percentage of 

compensation attributable to direct patient services (see § 2l08.l and Exhibit I). 
 
Column 5  - UNIFORM OPTIONAL PERCENTAGE--Multiply Column 3 (Contract 

Percentage) by Column 4 (Professional Component Allocation) for each 
physician.  This amount (rounded to the nearest one-half percent) is the 
uniform optional percentage.  The physicians' Part B charge for each service is 
derived by applying this uniform optional percentage to the provider's 
established charge for each service. 

 
Column 6  - APPROVED-- By initialing and dating their action, the intermediary and 

carrier show approval of the determination. 
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 EXHIBIT III 
 
 
 The Uniform Optional Percentage 
 
 

1 2 3 4 5 6 
 

Departme
nt 

 
Part B 

Amount 

 
Contract 

Percentage 

Estimated 
Gross 

Department 
Charges 

Uniform 
Optional 

Percentage 

Approved 
Carrier Intermediary 

 
Pathology 

 
 

 
$14,800 

 
 

 
35 
 

 
$200,000 

 
 

 
7.5% 

 
 

 
 

 

 
 
After completing Exhibit II, where a physician has a fixed compensation and desires to use the 
uniform optional percentage, enter additional data in the appropriate columns of Exhibit III as 
follows: 
 
Column l  - DEPARTMENT--Show one provider department with provider-based 

physicians who render identifiable direct patient services. 
 
Column 2  - PART B AMOUNT--The Part B amount was derived in Exhibit II, Column 5. 

 Enter that amount in this column. 
 
Column 3  - ESTIMATED GROSS DEPARTMENT CHARGE--Enter the estimated gross 

departmental charges for the year. 
 
Column 4  - UNIFORM OPTIONAL PERCENTAGE--Divide Column 2 (Part B Amount) 

by Column 3 (Estimated Gross Department Charges) to obtain the uniform 
optional percentage.  This percentage is applied to all departmental billings, 
and will yield in the aggregate an amount equal to the Part B Amount (Column 
2).  (This percentage may be rounded where such action will not result in 
reimbursement of an amount appreciably different from the amount in Column 
2.) 

 
Column 5  - APPROVED-- By initialing and dating their action, the intermediary and 

carrier indicate approval of the determination. 
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 EXHIBIT IV 
 
 
 Item-by-Item Method - Relative Value Schedule 
 
 

 
Pathology (Department) 

 
1 2 3 4 5 6 7 8 9 
 
 

Procedu
re 

Provider
’s 

Establish
ed 

Charge 

Percent 
Physicia

n’s 
Service 

Relative 
Numeric

al 
Value 

Estimate
d 

Procedu
res 

(Annual
) 

 
Total 
Unit

s 

 
Convers

ion 
Factor 

 
Part 
B 

Charg
e 

Approved 
 

Carri
er 

Inter-
media

ry 

 
U 
 

V 
 

W 
 

X 
 

Y 
 

Z 

 
$ 5.00 

 
10.00 

 
15.00 

 
20.00 

 
25.00 

 
30.00 

 
50% 

 
3 
 

20   
 

10   
 

80   
 

10   

 
2.5 

 
 
 

3.0 
 

2.0 
 

20.00 
 

3.0 

 
2,000 

 
 
 

1,800 
 

2,500 
 

   200 
 

3,500 

 
5,00

0 
 
 
 

5,40
0 
 

5,00
0 
 

4,00
0 
 

10,0
00 

14,800   
     

29,900 = 
5    

  
1.25 

 
 
 

1.50 
 

1.00 
 

10.00 
 

1.50 

 

 
 
After completion of Exhibit II, in order to determine the Part B charge for the various procedures 
performed in a provider department, enter the appropriate data in the column of Exhibit IV as 
follows: 
 
Column l  - PROCEDURE--List each procedure with significant physician involvement 

performed in the provider department. 
 
Column 2  - PROVIDER'S ESTABLISHED CHARGE--Show the provider's charge for 

each procedure shown in Column l. 
 
Column 3  - PERCENT - PHYSICIAN'S SERVICE--For each procedure show the 

percentage which represents the extent of physician involvement in rendering 
direct patient services.  (Examples:  For procedure "U" it is estimated that 50 
percent of the provider charge represents physician involvement each time the 
procedure is performed.  For procedure "V" physician involvement is 
negligible and the procedure is not used in obtaining the Part B charge.) 
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 EXHIBIT IV (CONT.) 
 
 
Column 4  - RELATIVE NUMERICAL VALUE--Multiply Column 2 (Provider's 

Established Charge) by Column 3 (Percent - Physician's Service) to obtain the 
Relative Numerical Value. 

 
Column 5  - ESTIMATED ANNUAL PROCEDURES--Show the estimated number of 

times each procedure will be rendered during the year. 
 
Column 6  - TOTAL UNITS-- The total relative value units for each procedure represent 

the estimated aggregate value of the physician component for each procedure 
and are obtained by multiplying Column 4 (Relative Numerical Value) by 
Column 5 (Estimated Procedures--Annual).  The total units for each procedure 
are added to obtain the aggregate number of units for the department. 

 
Column 7  - CONVERSION FACTOR-- Divide the Part B Amount (Exhibit II, Column 5) 

by the aggregate number of units, Column 6 (Total Units). (Round the answer 
to nearest tenth.) 

 
Column 8  - PART B CHARGE-- Multiply Column 7 (Conversion Factor) by Column 4 

(Relative Numerical Value) to obtain the Part B component charge for each 
procedure. 

 
Column 9  - APPROVED-- By initialing and dating their action, the intermediary and 

carrier indicate approval of the determination. 
 
NOTE:  If an existing relative value schedule is to be used, complete Column l, and omit 

Columns 2 and 3.  Enter in Column 4 the appropriate relative numerical value for 
each procedure as indicated in the existing relative value schedule.  Complete 
Columns 5 through 7 as described in the instructions for Exhibit IV. 
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 EXHIBIT V 
 
 
 Alternate Item-by-Item Method 
 
 

 
Pathology (DEPARTMENT) 

 
1 2 3 4 5 6 
 

Procedur
e 

Professional 
Component 
Percentage 

 
Part B 

Compensation 

Estimated 
Procedures 
(Annual) 

Part B 
Compone

nt 
Charges 

Approved 
Carrier Intermediary 

 
M 
 

N 
 

O 
 

P 
 

Q 
 

R 
 

S 
 

T 
 
 

 
15% 

 
10 
 

 5 
 

20 
 

25 
 

 5 
 

10 
 

10 
(100%) 

Total = 

 
$ 2,220 

 
   1,480 

 
      740 

 
   2,960 

 
  3,700 

 
     740 

 
  1,480 

 
  1,480 

 
$14,800 

 
1,100 

 
   200 

 
    55 

 
   300 

 
1,700 

 
   100 

 
   150 

 
   200 

 
   $ 2.00 

 
      7.50 

 
    13.50 

 
    10.00 

 
      2.00 

 
      7.50 

 
    10.00 

 
      7.50 

  

 
 
After completing Exhibit II, where the physicians in a single provider department elect to use the 
alternate item-by-item method, enter the following data in the appropriate columns: 
 
Column l  - PROCEDURE-- List each procedure performed in the department with 

significant physician involvement. 
 
Column 2  - PROFESSIONAL COMPONENT PERCENTAGE-- Show the percentage of 

time which the physicians collectively spend performing each procedure.  (The 
total time spent should equal l00 percent of the time devoted to direct patient 
services.) 

 
Column 3  - PART B COMPENSATION-- Multiply the amount shown in Exhibit II, 

Column 5, by each percentage in Column 2. 
 
Column 4  - ESTIMATED ANNUAL PROCEDURES-- Estimate the number of times each 

procedure will be performed in the coming year. 
 
Column 5  - PART B COMPONENT CHARGES-- The physician Part B charge is derived 

by dividing Column 3 (Part B Compensation) by Column 4 (Estimated 
Procedures--Annual) rounded to nearest 50 cents. 

 
Column 6  - APPROVED-- By initialing and dating their action, the intermediary and 

carrier indicate approval of the determination. 
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 EXHIBIT VI 
 
 Per Diem or Per Visit Method 
 
THE METHOD - TABLE A 
 
 1   2       3   4 
 
 
Department 
 

Total 
Physician 

Compensatio
n 

Division of Compensation Inpatient-Compensation 
for 

Direct Patient Services 
 

Outpatient 
 

Inpatient 

 
Radiology 
 
Pathology 
 
Anesthesiology 
 
Internal – Med. 
 
Surgery 

 
$ 52,000 

 
40,000 

 
42,000 

 
150,000 

 
155,000 

 
50% 

 
35 

 
10 

 
35 

 
30 

 
$26,000 
 
14,000 
 
4,200 
 
52,500 
 
46,500 

 
50% 

 
65 

 
90 

 
65 

 
70 

 
$26,000 

 
26,000 

 
37,800 

 
97,500 

 
108,500 

 
60% 

 
40 

 
85 

 
90 

 
90 

 
$ 15,600 

 
10,400 

 
32,130 

 
87,750 

 
97,650 

      Total - $143,200   Total - $243,530 
 
INPATIENT RATE - TABLE B 
 
 
  

Direct 
Patient 
Service 
Dept. 

 
 
Part B 
mount 

 
 
Inpatient 
Days 

 
 
Per Diem Rate 

Approved 
 
Carrier 

 
Intermediary 

 
 
 
HOSPITAL 

 
RADIOLOG
Y 
PATHOLO
GY 

 
$ 26,000 

 
100,000 

 
(26)  25 

  

 
ALL 
OTHER 
DEPARTM
ENTS 
 

 
217,330 

 
100,000 

 
(2 18)  2 20 

  

       
 
ALL OTHER 
PROVIDER 
SETTINGS 
 

 
 
ALL 
DEPTS. 

 
 
243,530 

 
 
100,000 

   

 
 
OUTPATIENT RATE - TABLE C 
 
    1 2  3  4  5 
  

Direct Patient 
Service Dept. 

 
 
Part B 
mount 

 
 
Inpatient 
Days 

 
 
Per Diem Rate 

Approved 
 
Carrier 

 
Intermediary 
 

 
ALL 
PROVIDER 
SETTINGS 

 
 
ALL DEPTS 

 
 
$143,200 

 
 
41,000 

 
 
(3 49)  3 50 
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7-75 EXHIBIT VI(Cont.)  
 
In developing the per diem (or per visit) method of reimbursement, enter the pertinent information in 
the appropriate columns in Exhibit VI.  Separate tables are presented to show the basic data 
necessary (Table A) and its utilization in deriving the inpatient rate (Table B) and the outpatient rate 
(Table C). 
 
Under this method, only compensation paid to physicians who normally render services to Medicare 
patients should be included in the computation.  Thus, the compensation of obstetricians, 
pediatricians, and other physicians who do not normally render services to Medicare beneficiaries 
should not be included.  In addition, the patient days attributed to the departments of the institution 
which do not usually provide services for Medicare patients should also be excluded from the per 
diem computation. 
 
It should also be noted that some physicians who render services to Medicare patients also render 
services that are not covered under the program.  For example, dentists and podiatrists provide 
covered services as well as noncovered services to beneficiaries.  In such cases, the physicians' 
compensation allocated to those noncovered services should be omitted from the per diem 
computation. 
 
Table A       The Method 
 
Column l   DEPARTMENT-- List each provider department in which a significant 

number of services for Medicare patients are rendered. 
 
Column 2   TOTAL PHYSICIAN COMPENSATION--On a departmental basis show the 

total physician compensation. 
 
Column 3   DIVISION OF COMPENSATION--On a departmental basis show the 

percentage and amount of the total physician compensation (Column l) 
attributable to outpatient and inpatient services, and enter the aggregate total 
for outpatient services in the space provided in Column 3. 

 
Column 4   INPATIENT - COMPENSATION FOR DIRECT PATIENT SERVICES--Of 

the inpatient compensation (Column 3) show the percentage and amount 
attributable to direct patient services to inpatients.  Enter the aggregate total 
compensation attributable to inpatient direct patient services in the space 
provided in Column 4. 
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 EXHIBIT VI (Cont.) 7-75 
 
 
Table B      The Inpatient Rate 
 
Column l   DIRECT PATIENT SERVICES - DEPARTMENT--In the hospital setting it is 

necessary to separate the radiology and pathology department compensation 
from other compensation because the direct patient services of these specialty 
departments are reimbursable without application of the coinsurance and 
deductible provisions.  In other provider settings, all departments are 
considered together. 

 
Column 2   PART B AMOUNT--This item corresponds to the total of Table A, Column 4. 

 In the hospital setting the amount attributable to the radiology and pathology 
departments must be shown separately. 

 
Column 3   INPATIENT DAYS--Indicate the estimated total number of inpatient days for 

the year. 
 
Column 4   PER DIEM RATE--The rate is obtained by dividing Column 2 (Part B 

Amount) by Column 3 (Inpatient Days) and rounding to the nearest multiple of 
$.05. 

 
Column 5   APPROVED--The carrier and intermediary will signify their approval of the 

determination by initialing and dating their action. 
 
 
Table C      The Outpatient Rate 
 
Column l   DIRECT PATIENT SERVICES - DEPARTMENT--No differentiation among 

departments is necessary. 
 
Column 2   PART B AMOUNT--This item corresponds to the total of Table A, Column 3 

(Outpatient). 
 
Column 3   OUTPATIENT VISITS--Indicate the estimated total number of outpatient 

visits for the year. 
 
Column 4   PER VISIT RATE--Divide Column 2 (Part B Amount) by Column 3 

(Outpatient Visits) and round to the nearest multiple of $.05. 
 
Column 5   APPROVED--The carrier and intermediary will signify their approval of the 

determination by initialing and dating their action. 
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 RESERVED FOR EXHIBIT VII 
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 RESERVED FOR EXHIBIT VII (Cont.) 
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2109 COSTS RELATED TO PATIENT CARE 05-85 
 
 
2109. REIMBURSEMENT OF HOSPITAL EMERGENCY DEPARTMENT SERVICES 

WHEN PHYSICIANS RECEIVE COMPENSATION FOR AVAILABILITY SERVICES 
 
2109.1  General.--Wide variations can occur in the utilization of hospital emergency department 
services and hospitals cannot always schedule physician staffing at a level commensurate with the 
actual volume of services rendered.  As a result, emergency department physicians may spend a 
portion of their time in an availability status awaiting the arrival of patients. Alternatively, hospitals 
may need to arrange for emergency department physician coverage for evenings, weekends or 
holidays, when staff or community physicians are not available.  Since these periods frequently 
generate inadequate physician revenue through charges for professional services due to lower 
utilization, hospitals may have to offer physicians supplemental compensation or minimum 
compensation guarantees to secure coverage of emergency departments. 
 
When emergency department physicians are compensated on an hourly or salary basis or under a 
minimum guarantee arrangement (§2109.2E) providers may include a reasonable amount in 
allowable costs for emergency department physician availability services subject to limitation 
through the application of Reasonable Compensation Equivalents (RCEs).  Availability costs will be 
recognized only in the emergency department of a hospital, and only as described in this section. 
 
2109.2 Definitions.-- 
 

A. Physician Availability Services.--Physician availability services consist of the physical 
presence of a physician in a hospital under a formal arrangement with the hospital to render 
emergency treatment to individual patients as and when needed. 
 

B. Reasonable Compensation Equivalent .--A Reasonable Compensation Equivalent (RCE) is 
the limitation on the cost which a provider can claim for compensation of services furnished by 
physicians to providers.  At present, the RCEs apply only to services which are reimbursable on a 
reasonable cost basis.  The limitation is expressed as a dollar amount for a full work year of 2080 
hours ("work-year hours"), and is published in the Federal Register.  It is differentiated by physician 
specialty with variations for rural areas, metropolitan areas of less than 1,000,000 population, and 
metropolitan areas of greater than 1,000,000 population.  Details on the RCE limitation are provided 
in §2182.6, Conditions of Payment for Costs of Physicians' Services to Providers. 
 

C. RCE Base.--The RCE base is the physician compensation amount that the program will 
recognize for provider services and availability services, whether compensation for availability 
services is calculated under an hourly rate or salary arrangement, or based on a minimum guarantee 
amount calculated for a specified number of direct patient care service hours under a minimum 
guarantee arrangement.  The RCE base is determined by applying the RCE limitation to the provider 
services, availability services or direct patient care services hours specified in the applicable 
provider/physician allocation agreement. 
 

D. Adjusted RCE Base.--The RCE base amount may be adjusted to reflect the addition of 
allowances for the costs of physician membership in professional associations, 
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05-85 COSTS RELATED TO PATIENT CARE 2109.3 
 
 
continuing medical education and malpractice insurance.  The allowance for membership in 
professional associations and continuing medical education is limited to the lesser of actual cost or 5 
percent of the applicable RCE base amount.  The allowance for malpractice insurance is limited to 
the proportionate share of actual reasonable physician malpractice insurance cost attributable to the 
provider services, availability services or direct patient care services hours (under a minimum 
guarantee arrangement) subject to the RCE limitation. 
 

E. Minimum Guarantee Arrangement.--A minimum guarantee arrangement is a financial 
arrangement between a physician or a group of physicians and a provider where the physician(s) is 
(are) guaranteed a minimum level of compensation (the minimum guarantee amount) for availability 
services.  The physician(s) may receive more than the minimum amount guaranteed if they generate 
charges for services to individual patients in excess of the minimum guarantee amount.  If the 
charges fall short of the minimum guarantee amount, the provider is obligated to pay the physician(s) 
the difference to make up the guaranteed amount.  A minimum guarantee arrangement may also 
contain provisions for compensating physicians for performing provider services such as supervision 
of the emergency department, administration, etc. 
 

F. Unmet Guarantee Amount.--An unmet guarantee amount is the amount by which the 
minimum guarantee amount exceeds total physician charges for services to individual patients during 
the cost reporting period.  Total physician charges include imputed charges for services performed 
but not billed.  Total physician charges, not collections, must be included in the computation. 
 
2109.3 Allowability of Emergency Department Physician Availability Services Costs.--Emergency 
department physician availability services costs will be allowable only in special circumstances, as 
follows: 
 

A. No Feasible Alternative Way to Obtain Physician Coverage is Available.-In order for 
physician availability services costs to be allowable, the provider must demonstrate that it explored 
alternative methods for obtaining physician coverage but was unable to do so.  An alternative might 
include negotiating a straight fee-for-service arrangement.  Evidence of such an effort could consist 
of advertisements for emergency physicians, to be compensated on a fee-for-service basis, placed in 
appropriate professional publications.  It is not necessary for a provider to demonstrate that it 
explored alternative methods for obtaining emergency physician coverage annually. The requirement 
is applicable prior to the renegotiation of expiring arrangements or the initiation of new arrangements 
for physician coverage of the emergency department. 
 

B. Physicians Provide Immediate Response to Life-Threatening Emergencies.-The physician 
must be on the hospital premises in reasonable proximity to the emergency department.  The 
physician cannot be "on call." 
 

C. Documentation.--A claim for Part B hospital costs or Part A and Part B hospital costs must 
be supported by the following data maintained by the hospital: 
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2109.4 COSTS RELATED TO PATIENT CARE 05-85 
 
 

1. A signed copy of the contract between the hospital and the physician(s). 
 

2. A written copy of the allocation agreement and supporting data depicting the 
distribution of the physician's time between services to the provider, services to individual patients 
and services not reimbursable under Medicare. 
 

3. A permanent record of payments made to the physician(s) under the agreement. 
 

4. A record of the amount of time the physician was physically present on the hospital 
premises to attend to emergency patients. 
 

5. A permanent record of all patients (Medicare and non-Medicare) treated by the 
physician, copies of all physician bills generated for such services and a record of imputed charges 
for services for which no billing was made by the hospital or physician. 
 

6. A schedule of physician charges. 
 

7. Evidence that the provider explored alternative methods for obtaining emergency 
physician coverage before agreeing to physician compensation for availability services. 
 
2109.4 Methodology for Determining Allowable Emergency Physician Availability Service Costs 
-- 
 

A. General.--When a provider compensates emergency physicians for being available to 
render physician services to individual patients in the emergency department, the provider may be 
reimbursed Medicare's share of the allowable costs incurred by the provider to the extent that the 
costs are determined reasonable.  Provider reimbursement will be based on the lesser of the actual 
compensation paid to the physician or the reasonable compensation determined through the 
application of the RCE limits to the hours of emergency department availability stipulated in the 
approved provider/physician allocation agreement.  If the required allocation agreement does not 
specify the availability services hours for which the provider compensates the physician, availability 
services costs will not be allowable unless the conditions of §2109.4 C. are met with respect to 
minimum guarantee arrangements. 
 
The limit on allowable cost for a physician's services to the provider is calculated by dividing the 
total hours of services to the provider (including both availability and provider services) by 2,080 
"work-year hours" and multiplying the result by the applicable RCE limit to determine the RCE base. 
The RCE base may be increased by the lesser of actual costs or 5 percent of the RCE base to reflect 
costs incurred by the provider for emergency physicians' membership in professional associations 
and continuing medical education.  Additionally, the RCE base may be increased to reflect an 
allowance for the proportionate share of actual reasonable physician malpractice insurance cost 
incurred by the provider. 
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05-85 COSTS RELATED TO PATIENT CARE   2109.4(Cont.) 
 
 
Emergency physician availability services costs are reimbursable under Part A if attributable to 
inpatient services and Part B if attributable to outpatient services in the emergency department.  Both 
are processed by the Part A intermediary.  The costs should be included in the emergency department 
cost center.  The portion of the cost attributable to emergency physician services rendered in the 
inpatient routine areas should then be reclassified from the emergency department cost center to the 
inpatient routine cost center on the cost report.  The allocation to the inpatient routine cost center is 
accomplished by dividing emergency department physician charges for inpatient routine emergencies 
by total emergency department physician charges and applying the result to allowable availability 
services cost as follows: 
 
Emergency Department 
Physician Charges for 
I/P Routine Areas   X   Allowable Availability Services Cost = Inpatient Availability 
 Total Emergency      Services Costs 
Department Physician 
Charges (Billed and 
Imputed) 
 
When a contract requires the physician to render duties other than direct patient care services, such as 
teaching, administrative, supervising technical personnel, which are of general benefit to all patients, 
and the hospital incurs allowable physician compensation costs for such activities, these costs will be 
allocated between the Part A and Part B programs in the same ratio that the inpatient charges and the 
outpatient charges for the emergency department bear to total charges.  Where the hospital is 
reimbursed under the prospective payment system, the Part A inpatient costs are reimbursed on the 
basis of the DRG payment. 
 

B. Allowable Availability Service Costs Under Hourly Rate or Salary Arrangements.--Where 
the agreement between a provider and emergency physician specifies that payment for availability 
services will be made on an hourly rate or salary basis, the provider will be reimbursed Medicare's 
share of incurred physician availability services costs subject to the RCE limitation.  The following 
illustration demonstrates the methodology for determining allowable emergency physician 
compensation costs when the physician is compensated on an hourly rate or salary basis for 
availability, supervisory and administrative services. 
 
ILLUSTRATION 
 
Dr. A agrees to work in the emergency department of XYZ Hospital providing general emergency 
department physician services on weekends, holidays and evenings.  The hospital agrees to 
compensate Dr. A at the rate of $20 per hour for emergency physician availability services, 
supervisory and administrative duties.  The hospital also agrees to pay $250 towards the cost of Dr. 
A's membership in professional associations, $1,500 for continuing medical education costs and 
$4,000 of Dr. A's annual malpractice insurance cost.  Dr. A bills and retains all professional fees.  He 
has agreed not to bill for services rendered to hospital inpatients and employees.  The allocation 
agreement developed by XYZ Hospital and Dr. A indicates that Dr. A will expend his time, for 
which he is compensated by the hospital, as follows: 
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Percentage 
 

Availability Services  50% 
 

Supervision and Administrative Services   50% 
 

TOTAL    l00% 
 
During the year Dr. A renders 300 hours of supervisory, administrative and availability services, bills 
$29,000 in professional fees, furnishes the equivalent of $1,000 in emergency services to hospital 
inpatients and $2,000 in emergency services to hospital employees, is compensated $3,000 for 
supervisory and administrative services, and receives additional compensation of $3,000 for 
availability services.  The compensated hours worked by Dr. A are allocated as follows: 
 

Hours 
 

Availability Services (50% of 300)  150 
 

Supervisory and Administrative Services (50% of 300)  150 
 

TOTAL  300 
 
The reasonable cost of the supervisory, administrative and availability services time is computed as 
follows: 
 
1. Determine the Applicable RCE Base 
 

Total Hours (Supervisory, 
Administrative and    
Availability Services)        RCE = RCE Base 
Work Year Hours (2080) X (for illustrative purposes 

we selected the 1983 RCE/ 
Total figure for non- 
metropolitan areas) 

 
 300 X $87,600 = $12,635 
2080 

 
2. Determine the Limit on the Allowance for Membership 

in Professional Associations and Continuing Medical Education  
 

RCE Base X .05 = Limit 
 

$12,635 X .05 = $632 
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05-85 COSTS RELATED TO PATIENT CARE   2109.4 (Cont.) 
 
 
3. Provider Payments for Membership in 

Professional Associations and Continuing = $1,750 
Medical Education  
($250 Membership in Professional Associations + $1,500 Continuing Medical Education) 

 
4. Malpractice Insurance Expense = $4,000 
 
5. Adjusted RCE Base = $17,267 

(Sum of #1 ($12,635) + the Lesser of #2 or #3 ($632) + #4 ($4,000)) 
 
6. Actual Provider Payments  
 

Supervision and Administration $ 3000 
Availability  3000 
Membership in Professional Associations       250 
Continuing Medical Education  1500 
Malpractice   4000 

 $11,750 
 
7. Amount Includable in Allowable Costs  = $11,750 

(Lesser of #5 or #6) 
 
8. Allocation of Allowable Costs 

Billed Charges (Emergency Department) $29,000 
Imputed Employee Charges    2,000 
Total Outpatient Charges $31,000 
Imputed Inpatient Charges    1,000 
Total Charges $32,000 

 
 

Outpatient Charges X Allowable Provider = Allowable Part B 
Total Charges  Costs  Costs 

 
31,000 X $11,750 = $11,383 
32,000 

 
Inpatient Charges X Allowable Provider = Allowable Part A 
Total Charges  Costs  Costs 

 
 1,000 X $11,750 = $367 
32,000 
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C. Allowable Unmet Guarantee Amounts Under Minimum Guarantee Arrangements.--The 
allowable cost of an unmet guarantee amount is determined by subtracting total charges for physician 
services to individual patients from the lesser of (1) the minimum guarantee amount specified in the 
provider/physician arrangement or (2) the reasonable compensation amount which is arrived at by 
applying the RCE limits (as adjusted for any appropriate additional allowances) to the physician's 
total hours allocated for individual patient care.  The charges billed by or for the physician must be 
appropriate to the patient care services rendered and not merely token charges.  If the agreement 
between the provider and physician restricts the physician from billing charges for designated groups 
of patients (e.g., inpatients, provider employees), charges for such services must be imputed, and 
included in the total physician charge figure.  Total physician charges (billed and/or imputed) must 
be used in this computation whether or not collected.  When physicians are required to perform 
services which are of general benefit to all provider patients, as well as direct patient care services, 
under a minimum guarantee arrangement, the RCE limits are applied separately in determining the 
allowable costs of the unmet guarantee amount and compensation for provider services such as 
administration or supervision.  If the provider also incurs costs for physician membership in 
professional associations, continuing medical education and malpractice insurance premiums, such 
costs are allocated between provider payments for unmet guarantee amounts and provider payments 
for physician compensation for provider services on the basis of the respective ratios of allocated 
direct patient care service hours and provider service hours to total hours worked.  This allocation is 
necessary in order to determine the provider's actual payments for unmet guarantee amounts and 
physician compensation for provider services.  Allowable unmet guarantee costs are reimbursable 
under Part A if attributable to inpatient services and Part B if attributable to outpatient services in the 
emergency department and are processed by the Part A intermediary.  The costs for an unmet 
guarantee amount should be allocated between Part A and Part B in the same manner as those for 
availability services compensated under hourly rate or salary arrangements.  (See §2109.4A.) 
 
ILLUSTRATION 
 
Dr. X contracts to work 1,000 hours during the year in the emergency department of ABC Hospital 
providing general emergency department physician services on weekends, holidays and evenings. 
ABC Hospital guarantees Dr. X $50,000 in charges for physician services to individual patients and 
agrees to compensate Dr. X at the rate of $20 per hour for supervisory and administrative duties.  
The hospital also agrees to pay $500 for the cost of Dr. X's membership in professional associations, 
$2,500 for continuing medical education and $5,000 of Dr. X's annual malpractice insurance cost. 
Dr.  X bills and retains all professional fees.  He has agreed not to bill for services he renders to 
inpatients and employees of the hospital.  The allocation agreement developed by ABC Hospital and 
Dr. X indicates that Dr. X will expend his time as follows: 
 

Percentage 
 

Professional Services to Individual Patients    90%    
 (includes inpatients and employees) and Availability 
 Services 

 
Supervision and Administrative Services    10%    

 
TOTAL    l00%    
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During the year Dr. X bills $29,000 in professional fees, furnishes the equivalent of $1,000 in 
professional services to hospital inpatients and $2,000 in professional services to hospital employees. 
 Dr. X is compensated $2,000 for supervisory and administrative services, and $21,000 for an unmet 
guarantee amount.  The hours worked by Dr. X are allocated as follows: 

Hours 
 

Professional Services to Individual Patients and 
Availability Services 900 (90% of 1,000) 

 
Supervision and Administrative Services  100 (10% of 1,000) 

 
TOTAL  1,000 

 
 
Computation of Reasonable Allowable Cost for Supervisory and Administrative Duties 
 
1. Determine the Applicable RCE Base 
 

Total Hours (Supervisory 
and Administrative    
Services                                X  RCE = RCE Base 
Work Year Hours (2080)  (for illustrative purposes 

we selected the 1983 RCE/ 
Total figure for non- 
metropolitan areas) 

 
 100 X $87,600 = $4,212 
2080 

 
2. Determine the Limit on the Allowance for Membership in Professional Associations and 
Continuing Medical Education  
 

RCE Base X .05 = Limit 
 

$4,212 X .05 = $211 
 
3. Determine Actual Provider Payment for Membership in Professional 

Associations and Continuing Medical Education Applicable  
to Supervisory and Administrative Services 

 
Total Hours (Supervisory  Total Payments 
and Administrative  for Membership in 
Services)                         X Professional 
 Total Hours Worked  Associations and 

Continuing Medical 
Education 

 
 100 X $3,000 = $300 
1000 
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4. Determine the Allowance for Malpractice Insurance 

(Supervision and Administration) 
Total  

Supervisory and Administrative Hours X Payment for 
Total Hours Worked  Malpractice 

Insurance 
 

  100 X $5,000 = $500 
1000 

 
5. Adjusted RCE Base for Supervision and Administrative 

Services (Sum of #1 ($4,212) + the Lesser of #2 or #3 ($211) + #4 ($500))  $4,923 
 
6. Determine Provider Payments Attributable to Supervision and 
 Administrative Services   $2,800 
 

Supervision and Administration (100 hours X $20)  $2,000 
 

Membership in Professional 
Associations (100  X $500)       50 

1000 
 

Continuing Medical 
Education (100  X $2500)      250 

1000 
 

Malpractice Insurance 
Premiums (100  X $5000)      500 

1000   $2,800 
 
 
7. Amount Includable in Allowable Costs (Lower of #5 or #6) $2,800 
 
Computation of Reasonable Allowable Costs for an Unmet Guarantee Amount 
 
8. Determine the Applicable RCE Base 
 

Total Hours X  RCE  = RCE Base 
(Professional and  (for illustrative purposes 
Availability Services)  we selected the 1983 RCE/ 
Work-Year Hours (2080) Total figure for non- 

metropolitan areas) 
 

 900 X $87,600    =  $37,904 
2080 
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9. Determine the Limit on the Allowance for Membership in Professional 

Associations and Continuing Medical Education 
 

RCE Base X .05 = Limit 
 

$37,904 X .05 = $1,895 
 
 10 Determine Actual Provider Payment for Membership in Professional 
  Associations and Continuing Medical Education Applicable to Professional 
  and Availability Services 
 

Total Hours (Professional  Total Payments 
and Availability  for Membership in 
Services)                       X Professional  
Total Hours Worked  Associations and 

Continuing Medical 
Education 

 
 900 X $3,000 = $2,700 
1000 

 
11. Determine the Allowance for Malpractice Insurance   

(Professional and Availability Services) 
 

Total Hours (Professional 
and Availability  Total Payment for  
Services)                      X Malpractice 
Total Hours Worked  Insurance 

 
 900 X $5,000  = $4,500 
1000 

 
12. Adjusted RCE Base (Sum of #8 ($37,904) + the Lesser of 

#9 or #10 ($1,895) + #11 ($4,500)) $44,299 
 
l3. Actual Minimum Guarantee Amount $50,000 
 
l4. Reasonable Minimum Guarantee Amount $44,299 

(Lower of #12 or #13) 
 
15. Total Charges $32,000 
 

Billed Charges $ 29,000 
Imputed Inpatient Charges    1,000 
Imputed Employee Charges    2,000 
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16. Reasonable Unmet Guarantee Amount $12,299 

(#14 Less #15) 
 
17. Summary of Allowable Provider Costs *$15,099 
 

Supervisory and Administrative Svcs $    2,800 
Reasonable Unmet Guarantee Amount  12,299 

$ 15,099 
 

*Total allowable provider costs of $15,099 are allocated between Part A and Part B in the same 
manner as the preceding example. 
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2110. BILLING COSTS 
 
In the cost finding process, billing costs are generally allocated to the various cost centers as part of 
administrative costs.  Medicare then reimburses providers for its proportionate share of these costs as 
determined in the apportionment of the costs of the various cost centers. 
 
2110.1 Contract Billing Services.--Where a provider contracts for billing services to be performed 
by another organization, the contract costs of such services are allowable costs subject, of course, to 
the provisions of Chapter 10, Cost to Related Organizations.  These costs are administrative costs 
and are subject to cost allocation and apportionment even though the billings contracted out are 
Medicare billings. 
 
2110.2 Treatment of Income Derived From Interest, Finance Charges, and Penalties on Delinquent 
Accounts Receivable.--Where a provider derives income from interest, finance charges, or penalties 
on delinquent accounts receivable, the actual cash received must be used as a deduction from 
allowable administrative and general costs.  The provider may not remove the related costs of 
preparing, billing, and collecting all accounts receivable balances, or costs of only those accounts 
which generated the income, from allowable costs to avoid this income offset requirement. 
 
2110.3 Treatment of Income Derived From Billing Charges Imposed on Suppliers of Services 
Furnished Under Arrangements.--Where a provider imposes a charge for billing or any other 
administrative services on a supplier of services furnished under arrangements, the amount of the 
charge is treated, for Medicare purposes, as a discount for the services rendered.  It may not be 
considered as income from billing or other administrative services.  Accordingly, the amount of 
allowable cost for any service furnished under arrangements is the net amount paid by the provider. 
 
2110.4 Physician Billing Costs.--If you incur costs providing billing services to provider-based 
physicians for direct medical and surgical services rendered to individual patients, the physician 
billing costs are generally not allowable.  Physician billing costs incurred by you billing for direct 
medical and surgical services rendered to individual patients by provider-based physicians are 
recognized as allowable provider costs only when incurred on behalf of compensated provider-based 
physicians for services rendered before January 1, 1992, and where payment for the services is made 
to you by the carrier on a compensation related customary charge basis.  Unallowable physician 
billing costs must be identified by you and offset against your total direct and indirect billing costs.  
Reasonable estimates of unallowable physician billing costs, inclusive of direct and indirect costs, as 
well as a representative portion of overhead, are acceptable, subject to review and approval by your 
servicing Medicare fiscal intermediary.  Physician billing costs are best estimated if your billing staff 
is segmented into provider and physician billing components.  This facilitates the more exact 
determination of direct physician billing costs and results in more accurate and, thus, more 
acceptable overall estimates of physician billing costs.  In situations where it is impractical to 
segment the billing staff, estimates of physician billing costs may be based upon ratios of physician 
bills processed to total bills processed by the billing staff applied to total billing costs.  Acceptable 
estimates of physician billing costs may also be based on time studies where the average processing 
time for a physician bill is determined and that average time is multiplied by the number of physician 
bills processed by the billing staff to determine total direct time expended on physician billing.  The 
ratio of direct physician billing time to total billing time may then be applied to total billing costs to 
determine an acceptable estimate of physician billing costs. 
 
 
 
 
 
 
 
 
 
 
Rev. 395 21-13 



2112 COST RELATED TO PATIENT CARE 07-96 
 
 
2112. NONPHYSICIAN ANESTHETISTS' SERVICES AS HOSPITAL SERVICES 
 
When a nonphysician anesthetist is a salaried member of the staff of a hospital, the services 
furnished by such an individual in connection with the administration of anesthetic agents are 
covered in the same manner as the services of other nonphysician hospital employees.  Such services 
to hospital inpatients are covered under Part A as inpatient hospital services.  When provided for 
outpatients, these services are covered under Part B as hospital services incident to a physician's 
services to outpatients.  In either situation, reimbursement for the services furnished is made to the 
hospital on a reasonable cost basis. 
 
When a nonphysician anesthetist who is not a salaried member of the hospital staff provides services 
to the hospital's inpatients on a fee-for-service basis, such services are covered in the same manner as 
the services of a salaried nonphysician anesthetist, provided the following conditions are met.  The 
nonphysician anesthetist must be contractually authorized to furnish such services and the services 
are made available under arrangements where payment to the hospital for the services discharges the 
liability of the patient or any other individual to pay for the services.  While the charges for 
equivalent services of the anesthetist must be uniform for Medicare and non-Medicare patients, 
billing practices of the nonphysician anesthetist need not be identical for both Medicare and non-
Medicare patients.  Where the arrangement under which services are furnished meets the 
requirements specified in guidelines published by HCFA, these services may be furnished for 
Medicare beneficiaries even if the nonphysician anesthetist bills directly for non-Medicare 
beneficiaries.  Anesthetist services provided under arrangements by which the hospital bills for the 
services will be reimbursed to the hospital on a reasonable cost basis.  Services billed directly by a 
nonphysician anesthetist to an individual patient are not covered under Medicare. 
 
If a hospital imposes a charge for billing or other administrative services on a nonphysician 
anesthetist who is not a salaried member of the hospital staff and who is furnishing services under 
arrangements, the amount of such charge is a discount from the cost of the services.  It may not be 
treated as income by the hospital.  Thus, the amount to be recognized as cost by the hospital is the 
net amount paid to the non-physician anesthetist. 
 
2113. HOME HEALTH COORDINATION (OR HOME CARE INTAKE COORDINATION) 
COSTS - GENERAL 
 
Home health coordination, also known as intake coordination, is intended to manage and facilitate 
the transfer of patients from a hospital or skilled nursing facility (SNF) to the care of a home health 
agency (HHA).  This involves arranging for the uninterrupted continuing medical care of the patient 
and assisting in the organization of family resources for the effective care of the patient,  reducing the 
psychological apprehensions inherent in returning the patient to his/her residence.  These duties may 
be performed at various locations; e.g., at hospitals or other health care institutions such as SNFs, or 
on the HHA's premises.  The costs of performing these services are allowable under Medicare as 
described in §2113.1. 
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However, the costs of services performed by HHA personnel which constitute patient solicitation 
activities or activities duplicative of the institution's discharge planning responsibilities are not 
allowable.  These activities are described in §§2113.2 and 2113.3. 
 
The following sections define home health coordination and these other activities so that the time 
spent by HHA personnel in hospitals and SNFs can be divided among the various activities to 
determine allowable costs.  The fact that a service is performed in a hospital or SNF, rather than on 
HHA premises, does not necessarily make the cost of that service unallowable, but such costs should 
be carefully assessed to assure they are related to allowable services.  HHAs must be able to produce 
supporting records such as time logs to substantiate their statements pertaining to the time spent by 
HHA personnel in the various activities. 
 
2113.1 Home Health Coordination Activities.--The cost of coordination activities, which ease the 
patient's transition from hospital or SNF to the home under the care of an HHA, are allowable.  
Coordination activities take place once the patient's physician has determined that the patient 
requires home health services as evidenced by the patient's medical record, and the specific HHA 
that is to render the services has been chosen by the patient and/or his family (possibly with hospital 
or SNF assistance).    The cost of activities performed prior to the determination that home health 
services are needed and the selection of one HHA to perform the services is not an allowable home 
health cost since an agency cannot coordinate the care of a nonpatient.  In some cases, generally 
infrequently, a referred  patient does not actually become a patient of the agency, either because of a 
subsequent decision that home care is not needed or because the agency selected cannot meet the 
patient's needs.  In such cases, the cost of coordination activities would be allowable as if the patient 
had been accepted by the HHA. 
 
Coordination activities may be performed on the premises of the HHA, or in a hospital or SNF.  
They may be performed by a nurse, medical social worker, or other health professional.  For 
example, coordination for a specific patient might be performed by the nurse who will provide 
skilled nursing services to the patient once he/she is discharged. Coordination activities are of the 
type listed below.  They are allowable unless the activities are found to be unnecessary for patient 
care or a duplication of services already properly performed by the hospital or SNF.  To the extent 
that coordination activities can be performed simultaneously with evaluation visit activities, separate 
visits to the same patient would be excessive. 
 
Coordination Activities 
 

A. Explaining the agency's policies to patients and responsible family members following 
referral. 
 

B. Assisting in establishing a definitive home care plan prior to discharge, including 
assessment of the appropriateness of the requested services, medical supplies, and appliances. 
 

C. Assuring that the HHA is ready to meet the patient's needs at the time of discharge.  This 
entails making arrangements for any special medical supplies or appliances, making arrangements 
for training agency personnel regarding unfamiliar procedures or problems pertaining to the patient's 
care, and communicating information regarding the patient to agency personnel. 
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2113.2 Patient Solicitation Activities.--Costs incurred by a home health agency for personnel 
performing duties in the hospital or SNF which are primarily directed toward patient solicitation are 
unallowable costs for Medicare reimbursement purposes. (See HCFA Pub. 15-I, §§2136ff.)  Visits 
made by HHA personnel to patients which have not yet been referred to the HHA (as evidenced by 
the patient's medical record) in order to persuade the patient to request the HHA's services are 
considered patient solicitation, as would visits to physicians to obtain referrals.  Obtaining referrals 
by means of a cooperating hospital or SNF employee, or by reviewing patient records to identify 
potential patients for the HHA, are also considered patient solicitation.  Any costs incurred for these 
activities are unallowable.  These costs include not only the compensation and transportation costs of 
the HHA personnel engaged in the activity, but also any costs the HHA incurs for meals, 
entertainment, gifts, etc., given to influence these parties to refer patients to the HHA. 
 
2113.3 Discharge Planning-Type Activities.--A hospital or SNF must perform discharge planning 
for its patients as a part of the utilization review plan it is required to have in effect in order to meet 
the Medicare conditions of participation.  Since implementation of a utilization review plan is the 
responsibility of the hospital or SNF, no cost attributable to this activity can be recognized as an 
allowable cost of an HHA. 
 
Therefore, the costs an HHA incurs because one or more of its employees performs patient discharge 
planning activities cannot be recognized as an allowable cost to the HHA.  For example, costs 
incurred by an HHA to screen and review hospital files individually or during staffing or discharge 
planning, for the purpose of determining the level of care a patient will require upon discharge, are 
not allowable costs to the HHA regardless of whether the HHA employee performs this assistance at 
the hospital or elsewhere. 
 
Rather than having its own staff perform the required discharge planning activities, a hospital or SNF 
could arrange to have these services provided by HHA employees and pay the HHA for these 
services.  These costs would be allowable to the hospital or SNF as discharge planning costs, and 
would be reimbursable to them to the extent they are reasonable in amount and do not duplicate 
services already provided by hospital or SNF staff.  The HHA must specifically identify and deduct 
the costs.  However, if the costs cannot be determined, the HHA may deduct the revenue it receives 
for these services from its costs. 
 
2113.4 Education and Liaison Activities.--Education and liaison activities permit the HHA to 
establish ties with the rest of the health care system.  These activities are allowable to the extent that 
they are necessary for patient care and do not duplicate services which are or should be performed by 
the hospital or SNF.  (See §§2136ff.) The activities include: 
 

A. Serving as an educational resource to the hospital or SNF concerning home health services. 
This includes conducting training for hospital or SNF staff and serving as a consultant to the hospital 
or SNF for establishing home care policies and practices. 
 

B. Educating physicians concerning the range of home care services available.  
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2113.5 Home Health Coordination in the Provider-Based HHA.--In provider-based HHAs the 
hospital or SNF and the HHA are part of the same complex, and the reasonable costs of discharge 
planning services performed by HHA personnel are allowable when the costs are properly classified 
as costs of the hospital or SNF and do not represent a duplication of services performed by other 
personnel. Include the costs in the hospital's or SNF's discharge planning costs. Instruct the provider-
based HHA to maintain records to substantiate time spent in various activities. 
 
2114. VISITING COSTS OF HHAS 
 
Costs related to patient care visits are allowable HHA costs.  Visiting costs are incurred when a staff 
member of the HHA or others under arrangements made by the HHA make a personal contact to 
provide a covered home health service to a beneficiary in his/her place of residence.  
 
Costs related to outpatient visits made by a patient to a hospital, SNF, rehabilitation center, or 
outpatient department affiliated with a medical school to receive covered HHA services are 
allowable costs if:  
 

o The HHA made arrangements for the services; and  
 

o The services involve the use of equipment which cannot be made readily available to the 
patient in his/her place of residence. 
 
Visiting costs include all incurred costs related to making the visits, such as preparation for the visits, 
telephone calls or conferences about the patients, maintaining the patients' records, travel to the 
patients, and treating the patients. 
 
2114.1 Nonowners Compensation.--Compensation paid to a nonowner employee, which is 
computed under the procedural guidelines contained in Chapter 9, is included in the allowable costs 
of the HHA. Following these procedural guidelines is necessary when applying the substantially out 
of line test in §2102.1. This test determines whether the compensation costs are substantially out of 
line with other institutions in the same area which are similar in size, scope of services, utilization, 
and other relevant factors. 
 
2114.2 Transportation Costs.--Transportation costs incurred by an HHA may be included in the 
allowable costs of the HHA if the costs are reasonable (as defined in §2102.1), and necessary (as 
defined in §2102.2). Generally, transportation costs are incurred for either the use of an employee's 
vehicle or the use of the HHA's vehicle, whether owned or leased. 
 

A. Use of An Employee's Vehicle: Include the amount paid to an employee for necessary 
patient care transportation in the allowable costs of the HHA if it does not exceed either the amount 
recognized under current IRS guidelines or the amount based on the standard GSA mileage rate (see 
§1412.6). Classify any excess amount as a fringe benefit and include in the employee's 
compensation.  
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B. Use of An HHA's Vehicle, Whether Owned or Leased: Reasonable costs of owned or 
leased vehicles incurred by an HHA to render necessary patient care are included in allowable costs 
of the HHA.  When an HHA vehicle is used for personal and HHA patient care activities, the HHA 
must maintain documentation of the number of miles that the vehicle is used for each purpose.  Use 
of the vehicle for commuting between the employee's place of residence and the HHA is considered 
a personal activity.  The costs of the vehicle attributed to personal activities (based on the ratio of 
personal mileage to total mileage applied to the vehicle's costs) must be included in the employee's 
compensation as a fringe benefit to the extent that the employee does not reimburse the HHA for the 
costs. 
 
2115. TREATMENT OF MEDICAL SUPPLY COSTS IN HHAs 
 
All HHAs are expected to separately identify in their records the cost of medical supplies that are not 
routinely furnished in conjunction with patient care visits and which are directly identifiable services 
to an individual patient. Exclude the cost of medical supplies for which a separate charge is made, in 
addition to the per visit charge, from the per visit costs if: 
 

o The common and established practice of comparable HHAs in the area is to charge 
separately for the item; 
 

o The HHA follows a consistent charging practice for Medicare and non-Medicare patients 
receiving the item; 
 

o Generally, the item is not frequently furnished to patients; 
 

o The item is directly identifiable to an individual patient and its cost can be identified and 
accumulated in a separate cost center; and 
 

o The item is furnished at the direction of the patient's physician and is specifically identified 
in the plan of treatment. 
 
Do not separately classify the cost of those minor medical and surgical supplies which are not 
expected to be specifically identified in the physician's plan of treatment, or for which a separate 
charge is not made.  It must be included in the per visit cost. These supplies (e.g., cotton balls, 
alcohol prep) are items which are frequently furnished to patients or utilized individually in small 
quantities (even though these items in certain situations may be used in greater quantity). For proper 
cost report treatment of medical supply costs in HHAs, see PRM-II, §404. 
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2116. NON-VISITING COSTS OF HHAs 
 
Non-visiting costs are not allowable costs under Medicare.  Non-visiting costs are costs related to 
activities of the HHA other than home visiting or visits by the patients as an outpatient to a hospital, 
skilled nursing facility, rehabilitation center, or outpatient department affiliated with a medical 
school for covered home health services.  (See §2ll4.)  These costs include costs incurred for the 
operation of school visit programs, meals-on-wheels programs, well-baby clinics, etc. 
 
2117. CONTRACTED SERVICES PURCHASED BY HHA 
 

A. Applicable Contracts.--The contracts for services referred to in these instructions include 
administrative services such as purchased management services and patient care services such as 
purchased therapy services.  They do not include contracts to purchase products such as medical 
supplies or rental space even if a coincidental service (e.g., maintenance and repairs) is provided 
under the contract. 
 

B. Contracts Exceeding Five Years.--The total costs incurred by a HHA pursuant to a contract 
entered into after December 5, 1980 for any services furnished on or after April 1, 1982 for, or on 
behalf of, the agency are unallowable where the contract is entered into for a period exceeding 5 
years.  Included in this category are the following: 
 

o Contracts with a stipulated term exceeding 5 years; 
 

o Contracts with an initial term of 5 years or less, but which, in the absence of specific action 
by the parties to the contract, are automatically renewable for a period(s) which together with the 
initial term exceeds 5 years. 
 
The following are not included in the category of contracts exceeding 5 years: 
 

o Contracts with terms exceeding 5 years or potentially exceeding 5 years through automatic 
renewals and which are subject to termination at any time by either party. 
 

o Contracts which could exceed 5 years only through renewals requiring a specific election 
by the HHA. 
 

o Contracts of indefinite duration which, under applicable State law, are subject to 
termination. 
 

o Contracts which provide for an unspecific change in the amount of consideration at an 
interval of 5 years or less, and which, under applicable State law, are construed as having a tenure 
not exceeding the point in time when the change occurs. 
 
Penalty or other fees incurred by a HHA to terminate a contract with a stipulated term exceeding 5 
years (as explained), which was entered into after December 5, 1980 for any services furnished on or 
after April 1, 1982 for, or on behalf of the agency, are unallowable. 
 
Costs of a contract for services entered into after December 5, 1980 for services furnished prior to 
April 1, 1982 are reimbursable to the extent that the costs are otherwise allowable and reasonable in 
amount. 
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C. Contracts Where Payment is on a Percentage Basis.--The total costs incurred by a HHA 
pursuant to a contract entered into after December 5, 1980 for any services furnished on or after 
April 1, 1982 and prior to September 3, 1982 for, or on behalf of, the agency where the amount 
payable by the HHA under a contract is based on a percentage of the agency's reimbursement or 
claim for reimbursement are unallowable.  Included in this category are contracts where payment or 
any portion of the payment by a HHA is based on a percentage of the agency's revenue or profit, a 
percentage of the agency's Medicare, Medicaid or other third-party reimbursement, a percentage of 
billed charges, or other similar arrangements. Costs of a contract for services entered into after 
December 5, 1980 for services furnished prior to April 1, 1982 and on or after September 3, 1982 are 
reimbursable to the extent that the costs are otherwise allowable and reasonable in amount. 
 

D. Contracts Entered Into On or Before December 5, 1980.--Costs which are incurred by a 
HHA pursuant to a contract for services entered into on or before December 5, 1980 may be 
reimbursed to the extent that the costs are otherwise allowable and reasonable in amount.  However, 
a contract entered into on or before December 5, 1980 that is renewed subsequent to December 5, 
1980 at the specific election of a HHA is subject to the provisions of §§2117 A, B and C. 
 

E. Applicable HHAs.--These instructions apply to all free-standing HHAs. Provider-based 
HHAs are also subject to these instructions where the contract applies only to the HHA component 
of the health care complex.  In this circumstance, the costs applicable to the HHA component must 
be appropriately identified and disallowed by reason of the above stated conditions. 
 
 
2118. COST OF SERVICES FURNISHED UNDER ARRANGEMENTS 
 
The term under arrangements refers to a manner of furnishing services by a provider in which 
payment to the provider for the services with respect to which the individual is entitled to have 
payment made by the program discharges the individual's liability to pay for the services.  Providers 
may furnish services under arrangements with outside suppliers, including other providers.  The 
amount charged by the supplying organization and paid by the provider for the services rendered then 
becomes a cost to the provider. This amount is includable in the provider's allowable cost for 
Medicare purposes to the extent that the costs of such purchased services are determined to be 
reasonable, subject to the provisions of Chapter l0, Cost to Related Organizations.  The 
reasonableness of the amount is determined by the going rate charged to others for such services 
within the general community.  The services are treated as though they were furnished directly to the 
provider. 
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2118.l Payment to the Provider.--Where services are provided "under arrangements," the supplier 
bills, and is paid by, the provider for the services actually rendered.  Under these circumstances, the 
Medicare program cannot directly reimburse the supplier of services.  Payment for such services is 
made as a part of provider costs.  Provider cost in this instance is limited to the net amount actually 
paid the supplier.  If the provider imposes a charge for billing services or other administrative 
services on the supplier, such amount must be treated as a discount to the provider.  It may not be 
treated as income by the provider. 
 

A. Routine Services.--(See §§ 2202.6, 2202.7, and 2203.1.) The costs of items purchased 
under arrangements that are considered as a part of covered routine inpatient services are includable 
in the provider's overall allowable cost for routine services.  The costs of routine services will then 
be apportioned over all patients in accordance with the apportionment method selected.  The 
provider should not bill the program for these purchased services on an individual patient basis, even 
though the service is actually secured for a specific patient. 
 

B. Ancillary Services.--(See §§ 2202.8 and 2203.2.)  The supplier should bill the provider for 
the services purchased under arrangements which are actually rendered, itemizing such services by 
individual patient, the date of service, and, where appropriate, the related charge for each service and 
the quantity of service provided.  This bill then provides the supporting documentation for the cost to 
be included in the provider's allowable cost.  The detailed information is then used by the provider to 
bill the Medicare program for the services provided to each Medicare patient. 
 
2ll8.2 Services Furnished Under Arrangements for Medicare Beneficiaries Only.--While charges 
for equivalent services of a supplier of services "under arrangements" must be uniform for Medicare 
and non-Medicare patients, billing practices of such a supplier need not be identical for both 
Medicare and non-Medicare patients. Where the arrangement under which services are furnished 
meets the requirements specified in guidelines published by HCFA, these services may be furnished 
for Medicare beneficiaries even if the supplier bills directly for non-Medicare beneficiaries. 
 
Where a supplier furnishes services "under arrangements" only for Medicare beneficiaries and bills 
directly for non-Medicare beneficiaries, the costs of such services should not be commingled with 
other provider costs. Rather, the cost of such services should be included in total Medicare costs after 
cost finding and apportionment. (See Part II, §§ 240.l and 340.l) 
 
2119. COST OF DRUGS AND RELATED MEDICAL SUPPLIES 
 

A. Reasonable Cost and Maximum Allowable Cost Limitation (MAC).--The cost of drugs and 
related medical supplies furnished by providers to Medicare beneficiaries are reimbursed by the 
program on a reasonable cost basis.  To meet the test of reasonableness, the cost of the drug or 
related medical supply may not exceed the amount a prudent and cost-conscious buyer would pay for 
the same item. 
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A reasonable cost limitation will be set on certain multiple-source drugs that involve the 
expenditures of significant amounts of Federal funds and are purchased at significantly different 
prices.  This maximum allowable cost limitation, called the "MAC" for a particular drug, will be 
based on the lowest unit price at which the drug is widely and consistently available to pharmacists 
from any formulator or labeler, and the most frequently purchased package size.  Final MAC 
determinations will be published in the Federal Register.  These MAC determinations are also 
published as an appendix to this chapter.  This appendix includes the MAC limitation and its 
effective date, the generic name of the drug, and a listing of the most frequently purchased brand 
names of the drug. 
 
For purchases made on or after the effective date of the final MAC determinations, the allowable 
cost for any multiple-source drug for which a MAC has been established may not exceed the lowest 
of: 
 

(l) the actual cost, 
 

(2) the amount which would be paid by a prudent and cost-conscious buyer for the drug if 
obtained from the lowest-priced 
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source that is widely and consistently available within a provider's service area, whether sold by 
generic or brand name, or 
 

(3) the MAC. 
 

B. Prescription Drugs 
 

l. Drug Purchases.--Providers have their own pharmacy are expected to purchase drugs 
in bulk, where possible, from manufacturers or recognized wholesale outlets to gain economies from 
quantity purchasing. 
 
Providers not having their own pharmacies generally purchase drugs under arrangements with local 
pharmacies rather than from manufacturers or wholesalers. Where the drugs are purchased under 
arrangements, the charges to the provider by the supplier become the provider's pharmacy costs.  In 
such cases, these providers should pay no more than the going rate for prescription drugs and, in 
addition, should seek to minimize their pharmacy costs by obtaining discounts, either direct or 
indirect, from the supplier.  It is not expected that a provider will utilize the services of a higher 
charge pharmacy for its normal prescription needs merely because the pharmacy provides 24-hour 
emergency services.  Of course, the Medicare program will recognize the costs of services when a 
prescription is required at a time when the provider's normal source of prescription is not available, 
even though this pharmacy may have higher charges than and may not be the same as the one with 
which the regular prescription orders are placed. 
 

2. Consultant Services.--A pharmacist's fee for consultant services should not be 
included in the price of the prescriptions. If the extent of the consultant services is such that the 
pharmacist believes it necessary to make a charge for these services, then it would be appropriate for 
the pharmacist to make a separate charge to the provider.  The charge for the consultant services may 
be included in the provider's administrative costs, to the extent reasonable.  The provider should 
document the extent of these services received so that any payment for them may be evaluated under 
the prudent buyer policy. 
 

C. Exception to the MAC Limit.--The MAC limit for a particular drug will not apply where a 
physician certifies that in his medical judgment a specific brand name drug is medically necessary for 
a particular patient.  The individual patient's name and the particular drug prescribed must be clearly 
identifiable.  This certification must be in the physician's own handwriting.  Merely checking a box 
on a form or stamping a prescription will not be considered an acceptable certification.  Written 
certifications must be retained in the provider's records. 
 
Example of physician certification statement: 
 
"This brand is medically necessary--dispense as written." 
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It is not necessary to forward the certification statement to the pharmacist.  Written certifications may 
be made on patient charts with the pharmacist receiving some form of notification on the drug order 
that a properly executed physician certification is on file. This exception, however, does not waive 
the requirement that the cost of the drug may not exceed the amount a prudent and cost-conscious 
buyer would pay for the drug prescribed. 
 

D. Charges to Beneficiaries.--If the amount determined to be allowable in accordance with 
paragraph A is less than the amount charged the provider by an outside supplier, the beneficiary 
cannot be charged for the excess.  The provider's agreement with the Secretary prohibits charging the 
Medicare patient for covered items and services (Section l866(a)(l)(A) of the Social Security Act). 
 

E. Provider Record keeping Requirements.--In addition to maintaining the physician 
certifications described in paragraph C, the provider, as part of its financial record keeping 
responsibility under the program, must have on supplier invoices all needed cost verification 
information--i.e., name, brand, quantity, form and strength of the drugs supplied and the provider's 
actual cost.  Otherwise, the intermediary, in accordance with section l8l5 of the Social Security Act 
and section 405.453 of the regulations, will be required to deny charges for unlabled drugs because 
of inadequate records. Any cost reductions received on drug purchases, such as discounts (cash, 
trade, purchase and quantity), rebates, etc., must also be clearly reflected on the individual invoices 
or related documentation. 
 

F. Nonprescription Drugs and Medical Supplies.--Wherever feasible and to the extent 
permitted by State law, providers should also purchase their nonprescription drugs and medical 
supplies in bulk to get more reasonable prices and take advantage of quantity and other discounts.  
(See § 2203.l concerning routine drugs in SNF's.) 
 

G. Survey Results to Determine Scope of Audit.--The results of intermediary surveys for 
evaluating the cost of drugs and other related medical supplies will be one of the factors considered 
in the scope of audit determinations. 
 

H. Audit Adjustments.-- 
 

l. Drugs Purchases from Manufacturers or Recognized Wholesale Outlets.--If a MAC 
has been established for a drug that appears on an invoice reviewed by the intermediary, a 
comparison will be made between the cost incurred by the provider in purchasing the drug and the 
allowable cost based on the MAC limit.  (See example.) 
 
Adjustments to allowable costs will be made based on this comparison where the cost of one or more 
drugs exceeds the applicable MAC limitation.  Make such adjustments even if the provider has 
purchased other drugs at costs below the 
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limitation.  An adjustment will also be made where the cost of a drug is below the applicable MAC 
limitation yet exceeds the amount that would be paid by a prudent and cost-conscious buyer for the 
drug if obtained from the lowest-priced source that is widely and consistently available, whether sold 
by generic or brand name.  If the provider has a substantial number of physician certifications (see 
paragraph C) on file to justify the purchase of drug products priced above the MAC limit and above 
the "lowest-priced source" limit, the audit adjustments described above may be waived.  The 
allowable cost for the higher-priced products may not, however, exceed the amount that would be 
paid by a prudent and cost-conscious buyer for the same items. 
 
Example: 
 
Invoice shows the provider purchased from a recognized wholesale outlet a widely distributed brand-
name version of drug X as follows: 
 
Assume the MAC for drug X, 250 mg. capsules, is set at 2.2 cents/capsule. 100 bottles, 100 capsule 
size @$3.90 per bottle. 
 

Total invoice price   $390 
Deduct: 
  Total maximum allowable cost 

(2.2 cents x 100 x 100)  -220 
Excess = $170 

 
The $170 excess above the MAC amount will be deducted from the provider's total allowable drug 
costs. 
 

2. Drugs Purchased under Arrangements with Local Pharmacies.--Drug surveys will be 
conducted by the intermediary based on a sample review of Medicare billings (forms HCFA-l453) 
and the supporting invoices.  Where the total costs incurred by the provider for the sampled drugs 
(which may include drugs for which a MAC has been established) are substantially in excess of the 
"going price" for the drugs, as determined by the intermediary, and adjustment to reimbursable drug 
costs will be made initially.  If subsequent drug surveys indicate a pattern of substantially out-of-line 
drug costs, adjustments to total allowable drug costs will be made based on the survey results.  Initial 
adjustments are made to reimbursable cost, rather than total allowable cost, because in the absence of 
a pattern of substantially out-of-line drugs costs, it cannot be assumed that the results of a single drug 
survey adequately reflect the provider's overall purchasing practices with regard to prescriptions 
obtained from local pharmacies. 
 

I. Appeals.--A provider may appeal the amount of program reimbursement made for drugs in 
accordance with the requirements and procedures described in §§ 2425ff. However, the provisions of 
§§ 2425ff do not apply to disputes concerning the inclusion of a specific drug on the published MAC 
list or the MAC limitation established for a specific drug.  For disputes involving these issues, 
provisions of the Department's MAC regulations shall apply (45 CFR 19.6). 
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2120. REIMBURSEMENT FOR COSTS OF INTERNS AND RESIDENTS 
 
For information on coverage of services performed by interns and residents, refer to the appropriate 
manuals listed below: 
 
Hospital Manual - §§ 210.6, 237 
Skilled Nursing Facility Manual - § 212.7 
Home Health Agency Manual - § 206.4 
 

A. Reimbursement under Part A.--The cost of services of interns and residents provided an 
inpatient of a hospital with an approved teaching program or a skilled nursing facility with a hospital 
approved program and a transfer agreement with the hospital are includable in allowable costs under 
Part A.  (See §§ 404 and 404.1 for an explanation of approved programs.) 
 
Where home health services are furnished by residents or interns under approved teaching programs 
of the hospital with which the home health agency is affiliated of under common control, the visiting 
costs incurred by the interns or residents of the hospital for visits to home health beneficiaries are 
included in the allowable costs of the home health agency. 
 

B. Reimbursement Under Part B.--The following types of services performed by interns or 
residents are reimbursable under Part B on a reasonable cost basis: 
 

l. Services rendered to inpatients of hospitals by interns and residents not in approved 
training programs, 
 

2. Services performed for hospital outpatients, 
 

3. Services which would otherwise be covered under Part A, but for which the patient 
is not eligible under Part A (e.g., inpatient hospital benefit eligibility is exhausted), 
 

4. Services performed for SNF patients which are not covered under Part A, and 
 

5. Services performed for home health patients which are not covered under Part a 
home health plan. 
 
The cost of Part B residents' and interns' services to inpatients should be calculated on a per diem 
basis by the hospital in consultation with the intermediary.  The total cost of such services (including 
fringe benefits, etc.) should be apportioned between inpatient and outpatient services on the basis of 
the time spent on each.  The inpatient per diem figure is then obtained by dividing the total annual 
inpatient cost for these services by the estimated annual number of inpatient days for all patients. 
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For patients who are enrolled under Part B, as indicated by the Reply to the Notice of Admission, the 
provider will be reimbursed for 80 percent of the cost of providing these services.  The provider 
should collect 20 percent of the per diem rate for the services of residents and interns covered under 
Part B times the number of inpatient days provided. As long as the patient is entitled to Part A 
benefits, no determination of the patient's deductible liability need be made for inpatient Part B 
interns' and residents' services. 
 
Patients not enrolled under Part B will be liable for the entire cost of Part B interns' and residents' 
services.  The provider must maintain a record of the inpatient days of these individuals so that this 
cost may be excluded from the amount of program obligation at the time of retroactive cost 
adjustment. 
 
 
2l22. TAXES 
 
2l22.l General Rule.--The general rule is that taxes assessed against the provider, in accordance 
with the levying enactments of the several States and lower levels of government and for which the 
provider is liable for payment, are allowable costs.  Tax expense should not include fines and 
penalties.  Taxes are allowable costs to the extent they are actually incurred and related to the care of 
beneficiaries. 
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Whenever exemptions to taxes are legally available, the provider is expected to take advantage of 
them.  If the provider does not take advantage of available exemptions, the expenses incurred for 
such taxes are not recognized as allowable costs under the program. 
 
2122.2 Taxes Not Allowable as Costs.--Certain taxes which are levied on providers are not 
allowable costs.  These taxes include: 
 

A. Federal income and excess profit taxes, including any interest or penalties paid thereon 
(see § 1217). 
 

B. State or local income and excess profit taxes (see § 1217). 
 

C. Taxes in connection with financing, refinancing, or refunding operations, such as taxes on 
the issuance of bonds, property transfers, issuance or transfer of stocks, etc. Generally, these costs are 
either amortized over the life of the securities or depreciated over the life of the asset.  They are not, 
however, recognized as tax expense. 
 

D. Taxes from which exemptions are available to the provider. 
 

E. Special assessments on land which represent capital improvements such as sewers, water, 
and pavements should be capitalized and depreciated over their estimated useful lives. 
 

F. Taxes on property which is not used in the rendition of covered services. 
 

G. Taxes, such as sales taxes, levied against the patient and collected and remitted by the 
provider. 
 

H. Self-employment (FICA) taxes applicable to individual proprietors, partners, members of a 
joint venture, etc. 
 
2l22.3 Employment-Related Taxes--Provider-Based Physicians.--Employment-related taxes, i.e., 
FICA, Workers' Compensation and Unemployment Compensation, which are paid by a provider on 
behalf of a provider-based physician, are considered business expenses of the employer and not 
fringe benefits (§ 2l08.3Cl).  Hence, they are includable in their entirety as part of the administrative 
cost of the provider, without allocation to the physician's professional component, and reimbursable 
to the provider on a reasonable cost basis. 
 
2l22.4 Franchise Taxes.--A franchise tax is a periodic assessment levied by a State or local taxing 
authority on the operation of a business within the borders of that governmental entity.  The basis 
used to compute the amount of the franchise tax varies among taxing authorities.  Where the amount 
of the franchise tax is based upon the net income of the provider, 
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with a minimum amount stated, the following criteria will be used to determine whether and in what 
amount a franchise tax is an allowable cost: 
 

A. Where a provider has no net income but is required to pay a minimum franchise tax, the 
franchise tax is an allowable cost. 
 

B. Where a provider realized net income which is not sufficient to incur a tax in excess of the 
minimum tax and the minimum tax is levied, then only the difference between the minimum 
franchise tax and the tax computed on net income is allowable cost.  For example, if the minimum 
tax is $500 and the tax computed on the net income is $400, then the $400 is an income tax and only 
the excess ($500 - $400) or $100 is an allowable cost. 
 

C. Where a provider has net income sufficient to incur a tax greater than the minimum 
franchise tax, the entire tax is considered and income tax and no part of the tax is an allowable cost.  
For example, if the minimum tax is $500 and the tax computed on income is $600, then the entire 
$600 is a nonallowable cost. 
 

D. Where the amount of the franchise tax is based upon several criteria, one of which is net 
income, the amount of the franchise tax computed on net income is not an allowable cost.  For 
example, if the minimum tax is $500, the tax computed on net income is $400, and the tax levy on 
capital stock is $600, then $400 remains an income tax and only the excess ($600 - $400) or $200 is 
an allowable cost. 
 
2122.5 Unemployment Compensation Insurance Costs for Nonprofit Providers Under Public Law 
91-373.-- 
 

A. General.--Under PL 91-373, most nonprofit providers and State hospitals are required to 
cover certain employees under their respective State unemployment compensation laws. 
 
This Federal law also provides that each nonprofit provider must be permitted by State law the 
option of (1) paying regular State unemployment compensation taxes, or (2) reimbursing the State 
direct, on a dollar-for-dollar basis, for unemployment compensation benefits paid to former 
employees attributable to service with the provider--a form of self-insurance.  Those providers which 
elect to pay benefits direct by self-insuring must also be allowed to participate in a joint program 
with other nonprofit organizations to establish a pool for reimbursing the State.  See § 2162ff for 
provisions governing pool arrangements for unemployment compensation and workers' 
compensation insurance coverage. 
 

B. Payment of the State Tax.--Where a nonprofit provider elects to pay regular State 
unemployment compensation taxes, such payments are recognized as an allowable cost. 
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C. Self-Insurance Program.--Where a nonprofit provider chooses to self-assure by establishing 
its own reserve account, contributions to this reserve account are not allowable costs under the 
Medicare program. Where a nonprofit chain organization (or related organization) centrally operates 
an unemployment insurance reserve fund for some or all of its member (related) providers, the fund 
is considered a self-insurance program and payments made to it by the participating providers are not 
allowable costs under the Medicare program.  This is because such a fund is simply an arrangement 
among related providers with the chain maintaining control over the fund.  Thus, payments to the 
fund are not actually incurred costs, but rather a provision for establishing a central reserve from 
which unemployment costs are met as they are incurred.  Moreover, any income earned from 
investment of the funds of the reserve account must be used to offset a provider's allowable interest 
expense under the Medicare program. 
 
Certain costs associated with a self-insurance program are allowable, whether paid from the fund or 
directly by the provider.  They are: 
 

1. Any amounts paid to reimburse the State for unemployment compensation payments 
actually made by the State to the former employees of the provider. 
 

2. Any premium costs for the purchase of commercial insurance which protects against 
catastrophic loss, provided the type, extent, and cost of coverage are not substantially out of line with 
those of other similar institutions in the same area. 
 

3. The fees paid to an outside individual or firm (if any) to administer the program, to 
the extent such fees are considered reasonable for the services rendered. Such administration may 
consist of completing the claims forms from the State unemployment office, representing the 
provider at the appeals level, etc. 
 

4. Any other reasonable administrative costs incurred by the provider in establishing 
and administering the program. 
 
These costs are allowable for a chain organization program to the extent the costs are properly 
allocated among the providers which incurred them, e.g., unemployment compensation payments 
should be directly allocated to the provider whose unemployed employees were paid. (See § 2l62ff 
for other self-insurance provisions.) 
 
2122.6 Self-Insurance Program for Unemployment Compensation and Workers' Compensation 
Insurance Using a Reserve for Funding.--Where a provider or a group of providers, whether 
proprietary or nonprofit and whether related or not, chooses to self-insure against unemployment 
compensation and/or workers' compensation risks by establishing its own reserve account, the 
provisions of preceding §2122.5C apply.  See §2162.7, which explains the self-insurance 
requirements that must be met before payments made into a trust can be included in allowable costs. 
 
2122.7 Review of Reasonable Costs, Including Taxes. -- In general, reasonable costs claimed by a 
provider, including taxes, must be actually incurred.  While a tax may fall under a category that is 
generally accepted as an allowable Medicare cost, the provider may only treat the net tax expense as 
the reasonable cost actually incurred for Medicare payment purposes.  The net tax expense is the tax 
paid by the provider, reduced by payments the provider received that are associated with the assessed 
tax.  Contractors will continue to determine whether taxes and other expenses are allowable based on 
reasonable cost principles set forth in the Medicare statute and regulations. 
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2124. OXYGEN 
 
Oxygen is classified as a medical supply under both Part A and Part B of the Medicare program, and 
providers are reimbursed for it on the basis of reasonable cost.  When oxygen is furnished to a 
Medicare inpatient by a participating hospital or skilled nursing facility, or by another under 
arrangements with such a provider, the cost of oxygen is an allowable Part A cost.  Oxygen furnished 
by a participating hospital is incident to physicians' services to outpatients is an allowable Part B 
cost.  For cost finding purposes, oxygen is classified as a medical supply, part of the ancillary 
services furnished to inpatients under Part A. 
 
The cost of oxygen furnished by a home health agency is covered under Part A or Part B as a home 
health service.  Under the provisions for rental or purchase of durable medical equipment this cost is 
allowable only if oxygen is essential to the effective use of the durable medical equipment, it has 
been prescribed by the beneficiary's physician, and the equipment, it has been prescribed by the 
beneficiary's physician, and the equipment has been determined to be medically necessary for the 
treatment of the patient's condition. 
 
Oxygen is covered under Part B when administered in connection with ambulance services. When 
the ambulance services are furnished by a provider, payment is made on a reasonable costs basis for 
the costs of the oxygen in addition to the cost of the ambulance service. 
 
 
2125. BLOOD 
 
Blood Replacement Practices.--Implicit in the determination of the reasonable cost of blood is that 
providers must afford Medicare patients the same opportunity as non-Medicare patients for reducing 
or eliminating blood fees.  In situations where the provider deals with an independent blood supplier, 
the provider must assure itself that the blood supplier does not similarly discriminate by affording 
non-Medicare patients greater opportunities to reduce or eliminate their blood fees than is possible 
for Medicare beneficiaries.  Thus, for example, providers (or their blood suppliers) must not limit the 
number of replacement credits accepted for Medicare patients to an amount equal to the Medicare 
blood deductible requirement while imposing no limitation on the number of replacement credits 
accepted for non-Medicare patients.  This nondiscrimination rule also applies in situations where the 
provider (or its blood supplier) allows blood replacement credits to reduce or eliminate blood 
derivative fees and blood processing fees. 
 
There is an exception to this general rule, however.  In situations where allowing full blood 
replacement opportunity would diminish a beneficiary's blood reserve available for meeting future 
blood deductible requirements, full replacement (i.e., replacement beyond the Medicare blood 
deductible requirement) is not required.  This occurs 
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most often with beneficiaries who are members of blood plans that limit the number of replacement 
credits available to the number of units deposited by (or on behalf of) the member.  Because 
providers typically deal with only one or two blood suppliers on a regular basis, providers are 
expected to be familiar with the replacement credit policies (i.e., limited vs. unlimited) of the 
suppliers with which they deal. 
 
A refusal by providers (or their blood suppliers) to accept replacement blood from Medicare patient 
not only increases the overall cost of blood to providers (because replacement blood must be 
obtained elsewhere) but also disproportionately increases Medicare's share of the cost of blood.  
Similarly, failure of a provider to accept medically sound replacement blood on behalf of Medicare 
patients to reduce blood processing costs or blood derivative costs to the Medicare program is neither 
a consistent nor a cost conscious practice.  Therefore, if these discriminatory replacement practices 
exist, the consequent excess provider costs for blood, blood derivatives, or blood processing must be 
disallowed in the determination of Medicare reimbursement.  The costs that are considered excess 
are those costs that could have been reduced or eliminated had the provider sought and accepted all 
available replacement credits.  In addition to the cost adjustment, the provider must make 
corresponding reductions in the charges billed for replacement blood which was rejected by the 
provider or its blood bank. 
 

B. Adjustments to Provider Charges for Blood Replaced and Blood Not Used.-Often, a 
provider's blood supplier will not notify the provider of a patient's total blood replacement credits 
until after the provider bills that patient's charges.  This occurs, for example, when the patient 
arranges for a donor(s) to replace blood at some time after the provider has already billed the charges 
for blood unreplaced at the time of billing.  In situations such as this, the provider must adjust its 
charges to reflect credits for the blood replacement.  Providers should follow current manual 
instructions (Hospital Manual (HIM-10), $460 and Skilled Nursing Facility Manual (HIM-12), §417) 
in submitting corrected bills to the Medicare program. 
 
Another situation requiring blood credits occurs when a provider bills a patient's account for blood 
prepared for transfusion but, for whatever medical reason, all or part of the blood is not transfused.  
This occurs, for example, when a surgeon anticipates the need for five units of blood, which are 
prepared for transfusion, and the patient's account is charged for the blood.  The patient's medical 
condition requires that only three units be transfused and the unused blood is returned to storage.  In 
situations such as this, the patient's account must be credited for the amount of unused blood, 
because the blood was not furnished to the patient.  However, any necessary crossmatch or 
preparation fees may be charged to the patient's account even though the blood was not used.  Blood 
which cannot be returned to storage due to the addition of medication or thawing in preparation for 
transfusion should not be charged to the patient's account.  Rather, the cost of such blood should be 
transferred to a blood processing, storing, and administration account to be shared proportionately by 
all patients. 
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Moreover, if the provider's blood supplier gives a larger credit for blood replaced by nonbeneficiaries 
than it gives for blood replaced by beneficiaries, the larger credit will be applied to reduce provider 
charges and costs for all patients.  Of course, provider charges for blood must be uniformly applied 
to beneficiaries and nonbeneficiaries. 
 

C. Application of the Prudent Buyer Principle to Blood Procurement and Replacement 
Policies.--Blood is unique among provider furnished items, because unlike other items, it can be 
replaced by patients or by persons acting on the patients' behalf.  The development of organizations 
supplying blood to providers has been such that the charging practices of these organizations vary 
not only nationwide, but also within limited geographical areas.  For example, within a local 
geographical area, one blood supplier may charge a provider both a processing fee and a charge for 
the flood, while another supplier may charge only a processing fee. These circumstances require 
careful application of the prudent buyer principle. 
 
In applying the prudent buyer principle under these circumstances, the provider must look to the net 
charge for the blood.  For example, assume the following facts.  A provider has a choice between 
obtaining blood from Supplier A for a processing fee only of $30 per unit, or obtaining blood from 
Supplier B for a processing fee of $10 and a charge for the blood itself of $25, a combined charge of 
$35 per unit. Supplier A allows no credit for blood replaced; whereas, Supplier B allows a credit of 
$25 for blood replaced on a unit-for-unit basis.  The provider anticipates a usage of 2100 units of 
blood for the upcoming contract period.  Experience of local blood suppliers has shown an average 
of one-third to be the prevailing replacement rate in the locality (i.e., on the average, one out of every 
three units used is replaced).  Putting all these facts together, the provider's anticipated blood costs 
for the upcoming contract period would be $63,000 (2100 x $30) if obtained from Supplier A.  
However, the provider's anticipated blood costs would be $56,000 (2100 x $10) plus (1400 x $25)1 
if obtained from Supplier B.  The provider, in seeking to minimize its costs under the prudent buyer 
principle, would obtain the blood from Supplier B. 
 
Moreover, if a provider enters into an arrangement with a blood supplier which precludes obtaining 
blood from other sources at a lower charge, the provider could be found to be acting in violation of 
the prudent buyer principle within the meaning of §2103, Prudent Buyer. However, such a 
contractual arrangement would not necessarily violate the prudent buyer principle if the provider can 
demonstrate to the satisfaction of the intermediary that the arrangement is absolutely compelling to 
assure an adequate, reliable source of blood supply. 
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Although the cost of whole blood is used in the above example, it would be appropriate for a 
provider to consider the totality of its blood product needs in evaluating a purchase decision for 
prudence.  In addition, it is appropriate for a provider to consider nonfiscal (service) components, 
such as physician consultation or 24-hour service, in evaluating the costs of blood from alternative 
sources.  Of course, for an occasional purchase, allowable blood cost may be higher than normally 
incurred to meet an immediate medical need. 
 
2126. UTILIZATION REVIEW 
 
Utilization review is a provider function and reimbursement for utilization review can be made only 
as a part of the provider's reasonable costs.  No payment for utilization review can be made by the 
program directly to physicians or to utilization review committees. (Section 2l26.3).  Costs incurred 
by the provider in connection with utilization review are includable in reasonable costs as set forth in 
the following sections. 
 
2126.l Utilization Review in Hospitals.-- 
 

A. Physicians' Services.--Where utilization review covers the entire patient population of a 
hospital, payments made to physicians for their services on utilization review committees are 
allowable as costs.  Allowable costs are limited to payment of a reasonable compensation to the 
physician.  Such costs are then apportioned among all of the users of the hospital as part of 
administrative costs.  However, where utilization review covers only Medicare beneficiaries, 
payments made to physicians for their services on utilization review committees are not allowable as 
costs. 
 

B. Costs Other Than for Physicians' Services.--All reasonable costs of utilization review other 
than for physicians' services are allowable costs and are apportioned among all of the users of the 
facility.  Included in these costs are costs related to the services of professional personnel other than 
physicians, report writing, etc.  Utilization review costs other than for physicians' services are 
allowable whether or not the utilization review covers the entire patient population. 
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2126.2 Utilization Review in Skilled Nursing Facilities.-- 
 

A. Physicians' Services.--Payments made to physicians for their services on utilization review 
committees are allowable as costs, whether or not the utilization review covers the entire patient 
population of the skilled nursing facility.  Allowable costs are limited to the payment of a reasonable 
compensation to the physician. 
 
Where utilization review covers only Medicare beneficiaries, compensation to physicians for their 
utilization review services is reimbursable 100 percent by the Medicare program. 
 
If the scope of a SNF utilization review committee's activity does not include all patients but does 
extend to services furnished to patients under other health care programs--such as Medicaid--the 
SNF's (or committee's) records of activities and compensation paid to the physician members of such 
a committee should be sufficient to serve as the basis for a proper apportionment of these costs 
between programs.  Where, in the judgment of the intermediary, these costs are apportioned 
correctly, Medicare should reimburse 100 percent of the portion allocated to the Medicare program.  
However, where the utilization review committee activities apply to more than Medicare covered 
services but a valid allocation between Medicare and the other programs is not supported by 
documentation, all utilization review costs should be apportioned among all users of the skilled 
nursing facility. 
 

B. Costs Other Than for Physicians' Services.--Administrative costs related to utilization 
review and costs of professional personnel other than physicians are allowable costs allocated as a 
part of the administrative costs of the facility.  Generally, these costs are apportioned among all the 
users of the SNF, whether or not utilization review covers the entire patient population. 
 
However, if the SNF is a distinct part of a larger facility (as defined in HCFA Pub. 12 §201.1) and 
the utilization review is performed only for patients in the distinct part, the costs may be totally 
charged to the distinct part if they are specifically identifiable (in accordance with §§2126.4 ff) to the 
distinct part.  The costs would then be apportioned among the users of the distinct part SNF. 
 
2126.3 Community-Based Utilization Review Committee.--Community-based utilization review 
committees are those which operate external to the SNF.  They are formed primarily by local medical 
societies or by the intermediary and furnish utilization review services to more than one SNF. 
 
Where this is the case, the organization furnishing the services must bill the SNF for the services.  
The SNF pays the committee and includes the payment to the committee in its allowable costs under 
the program.  The billing from the committee must be separated into two parts for services furnished. 
 One part should indicate the payment made to physicians for their services on the utilization review 
committee; this part would be treated in accordance with §2l26.2A.  The second part should cover all 
other services and would be treated in accordance with §2l26.2B. 
 
2l26.4 Utilization Review Cost; Provider Payment to Physicians for Rendering Utilization 
Review Services.--Experience has indicated that many physicians rendering utilization review 
services do not charge providers for such services.  These physicians 
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view this activity as a community service, as part of a professional education responsibility, or as a 
responsibility flowing from staff membership.  However, where a charge is made by a physician, 
providers utilize a variety of methods for compensating for these services.  A substantial plurality of 
providers use an hourly scale as the basis for such payment.  Because of the statutory mandate to pay 
reasonable cost (§l8l4(b) of the Act) it is necessary to have sufficient information to determine the 
reasonable cost of utilization review in all cases where reimbursement is sought from Medicare. 
 

A. Utilization Review Records Necessary to Establish Allowable Cost of Compensation.--
Section l8l5 of the Act states that a provider must maintain adequate records for reasonable cost 
determination purposes.  Consequently, for utilization review compensation received by physicians 
or other persons to be recognized as an allowable cost, a provider must keep adequate records to 
determine the reasonableness of its payments for services identified as being exclusively related to 
utilization review activities.  Only the actual time spent in rendering utilization review services 
should be recorded.  Time spent in travel to and from the point of review should be excluded from 
the time calculation for reimbursement.  The record-keeping requirement may be met in either of the 
following ways: 
 

l. Hourly Rate.--Where payment to a physician or other person by a provider for 
utilization review services is based on an hourly rate, the provider should regularly record the name, 
hourly rate, and number of hours of services rendered by the individual; or 
 

2. Other Payment Base.--Where payment to a physician or other person by a provider is 
based on some measure other than an hourly rate, the provider should prepare a schedule of 
payments for each cost period for which reimbursement is claimed showing: the name, number of 
hours of utilization review services rendered, and total payments made to each individual in the cost 
period.  The total payment should then be converted into an hourly rate for each individual.  The 
supporting data for this schedule should be available for verification by the intermediary. 
 

B. Records of Provider Using Community-Utilization Review Group.--Where a community-
based group functions as the utilization review committee for more than one institution, each 
provider must have in its records: (1) a description of the services furnished on its behalf, (2) an 
explanation of the rationale for apportioning any costs among the various institutions using the same 
community-based utilization review group, and (3) for each cost period for which such costs are 
claimed by a provider, the total hours and cost for each significant category of service (e.g., physician 
service, secretarial service, etc.), rendered to the provider by the utilization review committee so the 
intermediary may determine whether the share of the community-based group's costs apportioned to 
the provider is reasonable. 
 

C. Retainer Fees.--Payments by a provider to a physician or other person to be available for 
participation on a utilization review committee, such as retainer fees, are not allowable costs. 
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D. Administrative Costs.--In hospitals and SNFs, the reasonable costs of administrative 
services necessary for utilization review are allowable costs.  These costs are apportioned among all 
users of the institution (they are classified as administrative and general expenses on the cost report) 
without regard to whether the plan applies only to Medicare beneficiaries.  Examples of such 
allowable costs are: 
 

1. Expenses incurred for the purchase of data from organizations that compile statistics 
and make profiles and studies of utilization of health care facilities and services. 
 

2. Expenses incurred for clerical and other administrative services including the services 
of nonphysician personnel. 
 

3. Expenses incurred in traveling outside the individual's normal commuting area or in 
traveling from institution to institution because of necessary and proper activities related to 
utilization review, such as transportation expenses incurred by a physician in traveling to a provider 
outside his local area to participate in utilization review activities. 
 

E. Administrative Costs Related to Community-Based Utilization Review Committee.--
Payments for services obtained from a community-based utilization review group for administrative 
duties pertinent to utilization review in such facilities (such as scheduling meetings, providing 
coordination between the committee and providers, supervising maintenance of records, as well as 
clerical, record keeping and associated activities described in D above) are allowable costs.  The 
measure of the reasonableness of such costs is the remuneration that would be paid an employee 
performing comparable services in the area. 
 

F. Studies.--Costs incurred by a provider in the purchase of data and statistics concerning 
health care utilization that are necessary for the purpose of comparing them with other data related to 
patients for whom the utilization committee is responsible are allowable costs. 
 
The reimbursement mechanism under title XVIII of the Social Security Act, however, is not meant to 
support studies in health care utilization beyond the requirements of §1861(k) of the Act or the 
conditions of participation as set forth in §405.1035 and §405.1137 of Regulations No. 5 of the 
Social Security Administration.  Thus, costs related to evaluation by the committee of care furnished 
patients under the purview of the committee are allowable costs.  (Examples of such care are length 
of stay, patterns of stay, patterns of care by diagnostic categories, and medical services or practices, 
such as drug prescribing.)  However, if a provider agrees to participate in studies extending beyond 
the care furnished patients under the committee's purview, any costs incurred are not allowable. 
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2127. HOME HEALTH AGENCY ADVISORY GROUP OF PROFESSIONAL PERSONNEL 
 

A. General.--A home health agency participating in the Medicare program is required to have 
a group of professional personnel to serve in an advisory capacity to the agency or organization.  The 
function of this advisory group is to approve and review on a regular basis the agency's policies 
governing skilled nursing and other health care services. 
 
Generally, the costs incurred by the home health agency in connection with advisory group services 
are includeable in allowable costs and must be apportioned among all the users of the facility in 
determining program reimbursement.  Payments to physicians for their direct medical services to 
individual patients are not allowable home health agency costs. No payment for advisory group 
services may be made by an intermediary directly to any physician or other member of the advisory 
group. 
 

B. Costs for Services of Professional Personnel.--Where compensation is paid to a member of 
the advisory group, including nonemployee professional personnel, the reasonable compensation is 
includable in the allowable costs of the home health agency. 
 
However, where a member of the advisory group is also an owner of the agency, any separate 
compensation paid for participation in the advisory group meetings should be considered in 
evaluating the reasonableness of his total compensation.  For a determination to be made on the 
reasonableness of the compensation paid to a physician or other professional person, the home health 
agency must maintain adequate records. These records must contain the following minimum 
information for each meeting of the advisory group:  the date of the meeting, the name and 
occupation of each participant to whom compensation is paid, the hourly rate or other payment base 
for each of these individuals, and the number of hours of services rendered by each participant. 
 

C. Administrative Costs.--The reasonable cost of administrative services incurred in 
connection with the activities of the advisory group are also allowable costs.  Examples of such 
allowable costs are expenses for supportive clerical and other administrative services, and expenses 
for purchase of necessary data and statistics on health care facilities and services. 
 
 
2128. ORIENTATION AND ON-THE-JOB TRAINING 
 
The costs of orientation and on-the-job training are recognized as normal operating costs and are 
allowable.  Ordinarily, such training would be imparted within the provider setting. If, however, the 
training requires outside instructions, costs of such training are allowable. 
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2130. LIFE INSURANCE PREMIUMS 
 
In general, premiums related to insurance on the lives of owner(s), officer(s), key employee(s) and 
provider-based physician(s) where the provider is a direct or indirect beneficiary are not allowable 
costs.  A provider is a direct beneficiary where, upon the death of the insured individual, the 
insurance proceeds are payable directly to the provider.  A provider is an indirect beneficiary when 
another party receives the proceeds of a policy through an assignment by the provider to the party or 
other legal mechanism but the provider benefits from the payment of the proceeds to the third party. 
 
An exception to these requirements is permitted where (1) a provider as a requirement of a lending 
institution must purchase insurance on the life of an owner(s), officer(s), key employee(s) or 
provider-based physician(s) to guarantee the outstanding loan balance (2) the lending institution must 
be designated as the beneficiary of the insurance policy, and (3) upon the death of the insured, the 
proceeds will be used to pay off the balance of the loan.  The insurance premiums allowable are 
limited to premiums equivalent to that of a decreasing term life insurance policy needed to pay off 
the outstanding loan balance.  In addition, the loan must be related to patient care and meet the 
necessary and proper requirements of section 200ff, Interest Expense.  Where other than decreasing 
term policies are purchased (e.g., whole life, or convertible term), only that portion of the premium 
which can be equated to the premium for a similar face amount of a decreasing term life policy may 
be included in allowable costs. 
 
The life insurance premiums allowable are reimbursable for cost reporting periods beginning on or 
after April 15, 1983. 
 
Premiums related to insurance on the lives of owner(s), key employee(s) and provider-based 
physician(s) where the individual relative(s) or his/her estate is the beneficiary are considered to be 
compensation to the individual and are allowable costs to the extent such total compensation is 
reasonable. 
 
2132. START-UP COSTS 
 
2l32.l General.--In the period of developing a provider's ability to furnish patient care services, 
certain costs are incurred. The costs incurred during this time of preparation are referred to as start-
up costs.  Since these costs are related to patient care services rendered after the time of preparation, 
they must be capitalized as deferred charges and amortized over a number of benefiting periods. 
 
Start-up costs include, for example, administrative and nursing salaries; heat, gas, and electricity; 
taxes; insurance; mortgage and other interest; employee training costs; repairs and maintenance; 
housekeeping; and any other allowable costs incident to the start-up period.  However, any costs that 
are properly identifiable as organization costs or capitalizable as construction costs must be 
appropriately classified as such and excluded from start-up costs. 
 
 
 
 
 
 
 
 
 
 
 
 
 
21-16.6 Rev. 287 



04-83 COSTS RELATED TO PATIENT CARE 2132.2 
 
 
Amortized start-up costs may be charged only to the "Administrative and General" cost center unless 
these costs can be specifically identified with a cost center or component of a provider, in which case 
the amortized costs must be directly assigned to the applicable cost center or component. 
 
Unless otherwise specified herein, the provisions of this section are effective for providers after June 
30, l976. 
 
2132.2 Applicability--Start-up costs are incurred from the time preparation begins on a newly 
constructed or purchased building, wing, floor, unit, or expansion thereof to the time the first patient, 
whether Medicare or non-Medicare, is admitted for treatment, or, where the start-up costs apply only 
to nonrevenue-producing patient care functions or non-allowable functions, to the time the areas are 
used for their intended purposes.  If a provider intends to prepare all portions of its entire facility at 
the same time, start-up costs for all portions of the facility should be accumulated in a single deferred 
charge account and should be amortized when the first patient is admitted for treatment. However, if 
a provider intends to prepare portions of its facility on a piecemeal basis (i.e., preparation of a floor 
or wing of a provider's facility is delayed), start-up costs should be capitalized and amortized 
separately for the portion(s) of the provider's facility prepared during different time periods.  
Moreover, if a provider expands its facility by constructing or purchasing additional buildings or 
wings, start-up costs should be capitalized and amortized separately for these areas. 
 
Start-up costs that are incurred immediately before a provider enters the program and that are 
determined to be immaterial by the intermediary need not be capitalized, but rather, may be charged 
to operations in the first cost reporting period.  In the case where a provider incurs start-up costs 
while in the program and these costs are determined to be immaterial by the intermediary, these costs 
need not be capitalized, but may be charged to operations in the periods incurred. 
 
For program reimbursement purposes, costs of the provider's facility and building equipment should 
be depreciated over the lives of these assets starting with the month the first patient is admitted for 
treatment, subject to the provider's method of determining depreciation in the year of acquisition or 
construction (see §118).  Where portions of the provider's facility are prepared for patient care 
services after the initial start-up period, these asset costs applicable to each portion should be 
depreciated over the remaining lives of the applicable assets.  If the portion of the facility is a patient 
care area, depreciation should start with the month the first patient is admitted for treatment.  If the 
portion of the facility is a nonrevenue-producing patient care area or nonallowable area, depreciation 
should begin when the area is opened for its intended purpose. Costs of major movable equipment, 
however, should be depreciated over the useful life of each item starting with the month the item is 
placed into operation, subject to §118. 
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2132.3 Cost Treatment for Medicare Reimbursement.-- 
 

A. Operations Begin Upon Entrance into the Program (Providers Entering Program After June 
30, 1976).-- 
 

1. Where a provider prepares all portions of its facility for patient care services at the 
same time and has capitalized start-up costs, the start-up costs must be amortized ratably over a 
period of 60 consecutive months beginning with the month in which the first patient is admitted for 
treatment. 
 

2. Where a provider prepares portions of its facility for patient care services on a 
piecemeal basis, start-up costs must be capitalized and amortized separately for the portions of the 
provider's facility that are prepared for patient care services during different periods of time. 
 
EXAMPLE: 
 
Facts: On July 1, 1976, the provider entered the program with a new three-floor facility.  The first 
two floors of the facility were prepared and available for patient care services at the time the provider 
entered the program; however, preparation of the third floor for patient care services was deferred 
until July 1, 1977. The first patient was admitted to the first two floors on July 5, 1976, while the 
first patient was admitted to the third floor on October 15, 1977.  Start-up costs of $60,000 were 
capitalized for the first two floors from the time preparation began on these floors for the rendition of 
patient care services to July 5, 1976. Start-up costs of $25,000 were also capitalized for the third 
floor from July 1, 1977 to October 15, 1977. 
 
With the above facts, the provider would accumulate the start-up costs of $60,000 attributable to the 
first two floors separately from the start-up costs of $25,000 attributable to the third floor.  The start-
up costs of $60,000 would be amortized at the rate of $1,000 per month beginning in July 1976 and 
ending 1981.  The start-up costs of $25,000 attributable to the third floor would be amortized at the 
rate of $417 per month from October 1977 to September 1982. 
 

B. Operations Begin Prior to Entrance into the Program (Providers Entering Program After 
June 30, 1976).--Where a provider enters the program more than 60 months after its first patient is 
admitted for treatment, start-up costs unamortized at the time the provider enters the program will 
not be allowable.  However, where a provider enters the program within 60 months after its first 
patient is admitted for treatment and has capitalized start-up costs, the portion of start-up costs 
unamortized at the time the provider enters the program may be included in allowable costs using a 
60-month amortization period starting with the month the provider admitted its first patient for 
treatment.  In these situations, if a provider chooses to include amortized start-up costs in its 
allowable costs, the costs must be recomputed as follows: 
 
EXAMPLE 1: 
 
Facts: A provider enters the program on July 1, 1976, 30 months after it admitted its first patient; 
start-up costs were capitalized in the amount of $30,000; and amortization is based on a 120-month 
period. 
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Per Books Medicare 
 
Original amount of start-up costs to 

be amortized $30,000  $30,000 
Amount amortized as of July 1, 1976 
 
( 30 x $30,000) 
 l20 $ 7,500 
 
Unamortized start-up costs as of 

July 1, l976 $22,500 
 
Amount which would have been amortized 

over 60 months 
 
(30 x 30,000) 
 60  $15,000 
 
Amount to be amortized under the 

program over a 30-month period  $15,000 
 
EXAMPLE 2: 
 
Facts: A provider enters the program on July 1, l976, 24 months after it admitted its first patient; 
start-up costs were capitalized in the amount of $36,000; and amortization is based on a 36-month 
period. 
 
 
Original amount of start-up costs to 

be amortized $36,000  $36,000 
 
Amount amortized as of July 1, 1976 
 
(24 x 36,000) 
 36 $24,000 
 
Unamortized start-up costs as of 

July 1, 1976 $12,000 
 
Amount which would have been 

amortized over 60 months 
 
(24 x 36,000) 
 60  $14,400 
 
Amount to be amortized under the 
program over a 36-month period  $21,600 
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If a provider enters the program within 60 months after admitting its first patient for treatment, start-
up costs may be capitalized retroactively (reduced for any periods already elapsed from the time the 
first patient was admitted for treatment) where the provider did not initially capitalize start-up costs 
(or has written off such costs in the period(s) incurred) before entering the program and the provider 
can establish these costs to the satisfaction of the intermediary. 
 

C. Providers Entering Program Before July 1, 1976.--Where a provider enters the program 
before July l, l976, and capitalizes start-up costs incurred before July 1, l976, the provider may 
continue to amortize the start-up costs ratably over a period of up to 60 consecutive months, but not 
less than 36 consecutive months, beginning with the month the first patient is admitted for treatment 
or, in the case of a nonrevenue-producing patient care area or nonallowable area, beginning with the 
month the area is opened for its intended purpose.  Where a provider enters the program before July 
1, l976, and incurs start-up costs after June 30, l976, start-up costs must be treated in the manner 
described in §2132.3A.  Start-up costs that are considered to be immaterial by the intermediary may 
be included in allowable costs in the cost reporting period(s) incurred. 
 
2132.4 Sale of Institution.--Where a provider institution is sold before the expiration of the 
amortization period, the portion of start-up costs amortizable through the month of sale is includable 
in allowable costs. If the unamortized balance of start-up costs at the time of sale represents a value 
reflected in the selling price to the purchaser and contained in the sales agreement, this value will be 
limited to the lesser of the sales price attributed to the start-up costs or the unamortized balance of 
start-up costs on the books of the seller.  If the purchaser becomes a provider, the unamortized start-
up costs subject to the above limitation (reduced for any period in which the purchaser operates the 
facility before becoming a provider, unless this period is represented by a delay in certification 
caused by the program) transferred in the sale may be amortized and included in allowable costs over 
the remaining portion of the period established for amortization by the seller-provider. If the 
unamortized balance of the start-up costs at the time of sale is not identified in the sales price (the 
sales agreement does not allocate a portion of the sales price to this unamortized balance), the seller-
provider may include the unamortized costs in its allowable costs for the last cost report submitted to 
the program. 
 
2132.5 Withdrawal from Program.--Where a provider withdraws from the program, start-up costs 
amortizable through the month of withdrawal are includable in allowable costs. Unamortized start-up 
costs adjusted through the month of withdrawal are applicable to services provided after the month 
of withdrawal and, therefore, are not includable in allowable costs.  However, where the provider 
ceases to provide health care services on withdrawal from the program, the unamortized costs at 
termination may be included in the provider's allowable costs for the last cost report submitted to the 
program. 
 
2132.6 Effect on Equity Capital.--Unamortized start-up costs allowable for program purposes are 
includable in the equity capital of a provider. 
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2l34. ORGANIZATION AND OTHER CORPORATE COSTS 
 
2l34.l Organization Costs--General.--Organization costs are those costs directly incident to the 
creation of a corporation or other form of business. These costs are an intangible asset in that they 
represent expenditures for rights and privileges which have a value to the enterprise.  The services 
inherent in organization costs extend over more than one accounting period and thus affect the cost 
of future periods of operation. 
 

A. Allowable Organization Costs.--Allowable organization costs include, but are not limited 
to, legal fees incurred in establishing the corporation or other organization (such as drafting the 
corporate charter and by-laws, legal agreements, minutes of organizational meeting, terms of original 
stock certificates), necessary accounting fees, expenses of temporary directors and organizational 
meetings of directors and stockholders, and fees paid to States for incorporation. 
 

B. Unallowable Organization Costs.--The following types of costs are not considered 
allowable organization costs: costs relating to the issuance and sale of shares of capital stock or other 
securities, such as underwriters' fees and commissions, accountant's or lawyer's fees, cost of 
qualifying the issues with the appropriate State or Federal Authorities, stamp taxes, etc. 
 
Unless specified otherwise herein, the provisions of this section are effective for providers after June 
30, l976. 
 
2l34.2  Cost Treatment of Organization Costs under Medicare--. 
 

A. Providers Entering Program After June 30, l976.--Allowable organization costs should 
generally be capitalized by the organization. However, if in the opinion of the intermediary, these 
costs are not material when compared to total allowable costs, they may be included in allowable 
costs for the initial cost reporting period. Otherwise, allowable organization costs are amortized 
ratably over a period of 60 months starting with the month the first patient is admitted for treatment. 
 
If the provider enters the program after 60 months, starting with the month the first patient is 
admitted for treatment, no organization costs are recognized. Organization costs can be capitalized 
retroactively (reduced for any periods already elapsed from the time the first patient was admitted for 
treatment) where a provider (l) did not initially capitalize organization costs (or has written off such 
costs in the period(s) incurred) before entering the program; (2) can establish these costs to the 
satisfaction of the intermediary; and (3) enters the program within 60 months after the first patient 
was admitted for treatment. 
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B. Providers Entering Program Before July l, l976.--Where a provider enters the program 
before July l, l976, and capitalizes organization costs, the provider may continue to amortize the 
organization costs ratably over a period of 60 consecutive months beginning with the date of 
organization. However, if the organization costs were considered to be immaterial by the 
intermediary, the costs may be included in the provider's allowable costs in the cost reporting 
period(s) incurred. 
 
2l34.3 Amortization Period of 60 Months.--Where a provider is newly organized upon entering 
the program and has capitalized organization costs, these costs must be amortized ratably over a 60-
month period starting with the month the first patient is admitted for treatment. Where a provider 
admitted its first patient for treatment within a 60-month period prior to entry into the program and 
has capitalized organization costs using a 60-month amortization period, no change in the rate of 
amortization is permitted. In this instance, the unamortized portion of organization costs is allowable 
under the program and is amortized over the remaining part of the 60-month period. 
 
2l34.4 Amortization Period Less Than 60 Months.--Where a provider has entered the program 
within 60 months after the first patient is admitted for treatment, has capitalized organization costs, 
but has used an amortization period of less than 60 months, an adjustment will be necessary if the 
provider chooses to include amortized organization costs in its allowable costs. The unamortized 
amount of organization costs must be recomputed using a 60-month period starting with the month 
the first patient is admitted for treatment. The recomputed unamortized portion of organization costs 
as of the month the provider enters the program is recognized as an asset under the program and may 
be amortized over the remaining months of the 60-month period. 
 
EXAMPLE: A provider enters the program 24 months after the first patient is admitted for 
treatment; organization costs were capitalized in the amount of $l2,000; amortization is based on a 
36-month period. 
 

 Per Books Medicare 
 
Organization costs to be amortized 

 $l2,000  $l2,000 
 
Amount amortized to date 
 
(24 x $l2,000) 
 36          8,000  
 
Book balance unamortized as of date 

of entry into program 
  4,000  
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Per Books Medicare 
 
Amount which would have been 

amortized on a 60-month basis 
 
(24 x $l2,000) 
 60            4,800 
 
Total amount to be amortized under 

the program       $ 7,200 
 
 
2l34.5 Amortization Period Greater Than 60 Months.--Where a provider has entered the program 
within 60 months after the month the first patient is admitted for treatment, has capitalized 
organization costs, but used an amortization period longer than 60 months, an adjustment will be 
necessary if the provider chooses to include amortized organization costs in its allowable costs. The 
unamortized amount of organization costs must be recomputed as of the date of entry into the 
program using a 60-month period starting with the month the first patient was admitted for treatment. 
The unamortized amount so computed will be recognized for program purposes and may be 
amortized over the remaining part of the 60-month period. 
 
EXAMPLE: A provider enters the program 36 months after the first patient is admitted for 
treatment; organization costs were capitalized in the amount of $l0,000; amortization is based on a 
l20-month period. 
 

Per Books Medicare 
 
Organization costs to be amortized   $l0,000 $l0,000  
 
Amount amortized to date 
 
( 36 x $l0,000) 
 l20           3,000 

   
Book balance unamortized as of date 

of entry into program 
 $ 7,000  

 
 
Amount which would have been amortized 

on a 60-month basis 
 
(36 x $l0,000) 
 60           6,000 
 
Total amount to be amortized under 

the program       $ 4,000 
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2134.6 Sale of Institution.--Where a provider institution is sold before the expiration of the 
amortization period, the portion of organization costs amortizable through the month of sale is 
includable in allowable costs. If the unamortized balance of organization costs at the time of sale 
represents a value reflected in the selling price to the purchaser and contained in the sales agreement, 
this value will be limited to the lesser of the sales price attributed to the organization costs or the 
unamortized balance of organization costs on the books of the seller. If the purchaser becomes a 
provider, the unamoritzed organization costs subject to the above limitation (reduced for any period 
in which the purchaser operates the facility before becoming a provider, unless this period is 
represented by a delay in certification caused by the program) transferred in the sale may be 
amortized and included in allowable costs over the remaining portion of the 60-month period 
established for amortization by the seller-provider.  If the unamortized balance of organization costs 
at the time of sale is not identified in the sales price (the sales agreement does not allocate a portion 
of the sales price to the unamortized balance), the seller-provider may include the unamortized costs 
in its allowable costs for the last cost report submitted to the program. 
 
2l34.7 Withdrawal from Program.--Where a provider withdraws from the program, the portion of 
organization costs amortizable through the month of withdrawal is includable in allowable costs. The 
unamortized balance of organization costs is not allowable under the Medicare program but is 
considered applicable to services provided after the month of withdrawal. However, where the 
provider ceases to provide health care services on withdrawal from the program, the unamortized 
costs at termination may be included in the provider's allowable costs for the last cost report 
submitted to the program. 
 
2l34.8 Effect on Equity Capital.--The unamortized portion of organization costs determined to be 
allowable for program purposes is includable in the equity capital of the provider. Those 
expenditures not considered allowable organization costs as described in §2l34.lB are excluded from 
the computation of the return on equity capital. 
 
2l34.9 Stockholder Servicing Costs.--The following types of costs relevant to proprietary and 
equity interests of the stockholders, but not related to patient care, are excluded from allowable costs: 
costs incurred primarily for the benefit of stockholders or other investors, including, but not limited 
to, the costs of stockholders' annual reports and newsletters, annual meetings, mailing of proxies, 
stock transfer agent fees, stock exchange registration fees, stockbroker and investment analysis, and 
accounting and legal fees for consolidating statements for SEC purposes. 
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2134.10 Reorganization Costs.--Within the scope of this section, reorganization costs are the types 
of costs addressed in §2134.1A (impacting on, but not limited to ownership/equity, tax status, 
financial structure, debt, assets, or asset valuation) with regard to recreating, reestablishing, or 
otherwise rearranging an entity. 
 
Reorganization costs are unallowable because they duplicate an entity's original organization costs.  
Therefore, any costs of studies, surveys, etc., associated with or leading to a reorganization are also 
unallowable.  It is not the intent of the Medicare program to reimburse an entity, i.e., a provider or 
provider component, more than once for its organization costs. 
 
Costs not within the scope of this section include: 
 

1. Costs associated with improving the efficiency of an entity by  rearranging or reconfiguring 
the management hierarchy (sometimes referred to as reengineering), but having no impact on 
ownership/equity, tax status, financial structure, debt, assets, or asset valuation.  These types of costs 
are allowable. (See §§506 and 2102.2.)  Therefore, to the extent that the provider can identify costs 
of activities aimed at improving and making provider administration and operation more efficient 
(see §506), i.e., costs outside the scope of this section, those costs are allowable. 
 

2. Costs related to or associated with the initial organization of an entity, as covered in 
§2134.1A. 
 
2134.11 Transfer of Assets to a Corporation.--Costs connected with the transfer of assets to a 
corporation must be capitalized as part of the cost of the asset. (See §104.10.) The acquisition of 
capital stock of a provider does not constitute a transfer of assets to a corporation and, therefore, 
costs associated with such a transaction are not allowable. 
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2135.  PURCHASED MANAGEMENT AND ADMINISTRATIVE SUPPORT SERVICES 
 
2135.1  General.--Providers often purchase from other organizations various services which are 
necessary for proper management and administrative operations.  These services, depending on the 
individual needs of the provider, may be used in lieu of, or support of, in-house staff in performing 
their duties.  Services may be purchased in a package from a single contractor or separately from 
different contractors.  One method of purchasing the services is through a full service management 
contract in which the management contractor provides a complete package of services, has overall 
day-to-day management responsibility for the operation of the provider, and is accountable only to 
the governing board (or delegated representative) of the provider.  Another method is through a 
limited service management or administrative service contract in which a contractor provides certain 
specific services to a provider and is responsible for only those specific services. 
 
While these guidelines are primarily directed toward determining the reasonableness of the cost of 
full service contracts, they are applicable to any contracted service.  Their application must be 
tempered by the circumstances and by the type of service purchased. For example, intermediaries 
should not expect providers to routinely obtain competitive bids or maintain the level of 
documentation contemplated in these instructions for all limited service contracts, particularly those 
that are nominal in amount. 
 
These guidelines are not intended to dissuade providers from seeking or utilizing alternatives to in-
house services.  Rather, providers should always consider the most appropriate means for obtaining 
services needed for the ongoing rendition of patient care. This requires an initial determination of 
whether the services the provider needs can be obtained more effectively using in-house staff or 
through outside contractors.  After evaluating all factors, a provider should choose the most prudent 
manner of performing the services.  If the determination is made to purchase management and 
administrative support services, the following sections provide guidelines for evaluating the 
reasonableness of the costs incurred in purchasing these services.  Other sections of the manual 
provide general and specific guidance in evaluating the reasonableness of the cost of services 
performed in-house. 
 
2135.2 Evaluation of the Need for Purchased Management and Administrative Support Services.--
In claiming reimbursement for purchased management and administrative support services, a 
provider must demonstrate its operational need and the cost effectiveness of its expenditures vis-a-
vis available alternatives for obtaining the necessary services.  Factors to be considered include the 
types and ranges of purchased services being offered; the need for improved quality of services; the 
qualifications, experience and reputation for efficiency of available contractors; and the cost of 
comparable services among contractors.  Generally, a provider is prudent to solicit competitive bids. 
Therefore, in the absence of competitive bidding which would otherwise be appropriate in the 
circumstances, the provider must be able to demonstrate the manner in which it searched the 
marketplace for the most appropriate and effective means of obtaining the services.  (For general 
guidance in evaluating comparable costs generated by in-house operations see §§2102 and 2103 or 
the manual section pertaining to the cost in question, e.g., §2144 for fringe benefits or Chapter 9 for 
evaluating compensation of owners.) 
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A. Terms of a Contract.--A provider should be careful that it does not enter into a contract 
containing any provision(s) which in any way prevents it from fulfilling its ongoing responsibilities 
as a prudent buyer.  While such provision(s) may have no immediate effect upon the provider's 
reimbursement, it may subsequently affect reimbursement; e.g., a contract may have an extremely 
punitive termination penalty which would result in nonreimbursable expenses. 
 
The responsibilities and authority delegated to the contractor, and the parameters and limitations to 
this authority, should be specified.  Where control of the provider's policies and operations is not 
retained by the provider, the contractor and provider may be found to be related organizations.  (See 
Chapter 10.) 
 
The duration of the relationship between provider and contractor should be carefully considered.  
Reimbursement is allowable only so long as the services are both necessary and effective for 
provider operations.  Although the duration of the relationship is determined by the provider based 
on its particular needs, a provider should carefully consider the advantage of short term contracts to 
allow it opportunity to renegotiate based on its most current requirements.  A contract might include 
a mutually protective termination clause to permit both provider and supplier to dissolve the 
relationship upon specified conditions.  However, the provider should bear in mind that if it is found 
to be imprudent in continuing to incur a cost for services for which a need no longer exists, neither 
the costs for such services nor excessive penalties can be included in allowable costs. 
 
A contract should contain a detailed listing of services to be received and those which are available 
on an as-needed or standby basis.  The amount of the fee and the base upon which the fee is 
computed should be specified and, for the services to be reimbursable, the intermediary must be 
satisfied that the computation yields a reasonable fee for the services actually furnished by the 
supplier. 
 

B. Operations Under the Contract.--During the operational periods, the provider should 
maintain records showing the services actually received and should document the continuing need 
and cost effectiveness of the services.  This documentation should include the assessment of the 
provider's governing body or its delegated representative(s) on an annual or more frequent basis, as 
incorporated into the Board minutes or other records. 
 
2135.3 Determination of the Reasonable Cost of Purchased Management and Administrative 
Support Services.--Generally, purchased management and administrative support service costs are 
reasonable if the costs incurred are comparable with marketplace prices for similar services, or 
provide for a total guaranteed cost equal to or less than the provider's current cost for such 
department or service. 
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Factors which will be considered by the intermediary in its evaluation of the reasonable cost of 
purchased management and administrative support services include: 
 

A. Whether the contract results from competitive bids that are reasonable within industry norms 
for similar services; and 
 

B. Whether the contract is between unrelated parties (chapter 10); and 
 

C. Whether the contract provides for services that are designed to accomplish within a 
prescribed time frame clearly stated goals and objectives based on needs identified by the provider 
(see §2135.2); and 
 

D. Whether the provider maintains adequate documentation of the services rendered and the 
status of the accomplishment of the stated goals and objectives. 
 
Where the supporting evidence does not permit a presumption of reasonableness, the intermediary 
will consider any factors, including those discussed below, and request any supporting 
documentation (see §2135.5) to the extent it believes necessary to satisfy itself of the reasonableness 
of the costs.  In its evaluation, the intermediary will consider the circumstances and the needs of the 
provider at the time the services were purchased. 
 

1. Evaluation of Services Purchased.--The number and type of services furnished under a 
contract will influence the manner in which the services are evaluated. The cost of contracts 
providing for a package of services, such as a full service management contract, will be compared if 
possible against a comparable package of services, including those which might have submitted 
competitive bids.  Where that is not feasible, or where the intermediary finds that this unilateral 
approach is insufficient to determine whether the costs incurred were, in fact, reasonable, it may be 
necessary to divide a package of services into separate components so that they can be evaluated with 
comparable services provided in the marketplace. 
 
Alternatively, where a package of services is essentially comparable among contractors bidding to 
furnish the services, only those components which vary may need to be individually evaluated.  A 
unique or highly specialized service which does not lend itself to comparability in the marketplace 
may be evaluated based on whether the service is at least as cost effective as could be furnished by 
the provider in-house.  The intermediary may, for example, encounter situations in which all bids 
actually made seem to be very costly, given the nature of the actual services rendered.  The objective 
of evaluating individual components of a package is to provide the same assurance as can be 
provided in other situations by a comparison of services in the aggregate, that the total cost of the 
necessary services is not substantially out of line with services which can be purchased elsewhere.  
Therefore, if certain individual components are more expensive than could be purchased elsewhere, 
the unreasonable cost of these components will not be disallowed if the cost of the aggregate services 
is not substantially out of line with a comparable package of services available in the marketplace. 
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2. Standby Services.--A contract fee may provide for the availability of services on an as 
needed or standby basis (e.g., access to national purchasing programs) which may or may not be 
utilized.  Ordinarily, costs for standby services will be recognized if reasonable in amount and related 
to patient care. 
 

3. Computation of Fee.--A supplier's fee may be computed in a number of ways, e.g., a 
fixed periodic payment for a group of specific services or a separate fee for each service rendered, or 
some other basis.  Regardless of the computation method, the fees should be evaluated in relation to 
the services furnished. 
 

4. Evaluation of Fees Over More Than One Cost Reporting Period.--Reasonableness of 
fees may in some cases be evaluated over more than one cost reporting period.  For example, where a 
provider is receiving purchased management and administrative support services under a contract 
covering more than one cost reporting period, the provider's incurred costs based on the contractor's 
fees during one period may be less than the value of the services actually received during the same 
period.  In this situation, where the provider can demonstrate that the costs incurred and the services 
received are reasonable in total, the reasonable costs for such services can be recognized in a 
subsequent cost-reporting period(s). 
 
2135.4 Factors To Be Considered in Determining Reasonable Cost of Purchased Management and 
Administrative Support Services.--Whether or not the presumption of reasonableness can be made, 
intermediaries will consider the following factors in their reasonable cost determinations. 
 

A. Preopening Services.--When a provider has purchased startup or preopening services such 
as those related to establishing a provider and its facilities, the cost associated with these services 
will be reviewed and treated separately from the cost associated with services for ongoing operations. 
 The reasonable cost is determined through comparison with marketplace prices for similar services 
and will be capitalized and amortized in accordance with the Medicare principles of reimbursement. 
 

B. Unallowable Costs.--Rights to a logo, noncompetition clauses or exclusive franchise rights 
to a particular territory, promotion or sale of a franchise, etc., are not related to a provider's patient 
care activities and, therefore, are not allowable.  Non-covered Medicare services furnished under a 
contract represent an unallowable cost to a provider.  The cost of purchased management and 
administrative support services which constitute duplication of services also furnished in-house is 
not allowable.  (This does not refer to situations where the purchased services augment, rather than 
duplicate, the provider's activity.) 
 

C. Costs of Terminating a Contract.--Where a contract is terminated prematurely, the provider 
would normally incur expenses which are not directly related to the services or supplies received 
under the contract.  These costs generally include penalties, interest or lump sum payments to the 
contractor.  If the termination is disputed, the provider could also incur legal fees,  
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accounting fees, court costs, and out-of-court settlement costs related to the arbitration of the dispute 
between the provider and contractor.  Those costs incurred to terminate a contract would be included 
in allowable costs where they are reasonable in amount and incurred in an attempt to comply with the 
prudent buyer guidelines.  In assessing the reasonableness of the costs allowed, the intermediary will 
consider the extent that the termination costs could have been avoided if the provider had been more 
prudent in entering into the contract. 
 

D. Recognition of the Fee as a Liability.--After a determination is made as to the 
reasonableness of the fee for these services, Medicare's share of the fee is reimbursable, provided it 
has been paid or, if an accrued liability, can reasonably be expected to be paid.  Where a provider has 
contested its liability and the intermediary therefore cannot be assured that accrued fees will actually 
be paid, no amount can be included in the cost report for that cost reporting period.  If only part of 
the liability is contested, the uncontested amount may be included in the cost report.  When the fee is 
actually paid or the liability is no longer contested, the amount will be recognized as allowable.  This 
amount will be included in the appropriate cost centers of the current period cost report. 
 
2135.5 Documentation to Support Purchased Management and Administrative Support Services.--
Records must be available which will support the cost of purchased management and administrative 
support services.  Such support could include some or all of the following, depending upon the scope 
and type of contract: 
 

A. A copy of the contract(s) and any amendments; 
 

B. Periodic progress reports submitted by the management organization; 
 

C. An analysis showing the efforts of the provider to comply with the prudent buyer principle 
guidelines in assessing its needs, establishing the goals to be attained, evaluation of the available 
alternatives, and choosing the terms of the contract (see §2135.2); 
 

D. Board minutes or other documentation to show continued reassessment of the effectiveness 
of the services (see §2135.2); 
 

E. Detailed identification of the services actually received during the period (see §2135.2); 
and 
 

F. Any other documentation available such as visit or contact reports, minutes of committee 
meetings, evaluations, cost/benefit analyses, etc., which would support the receipt of services and 
substantiate the attainment of the goals and objectives which are desired and the reasonableness of 
the fees paid. 
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2136. ADVERTISING COSTS--GENERAL 
 
The allowability of advertising costs depends on whether they are appropriate and helpful in 
developing, maintaining, and furnishing covered services to Medicare beneficiaries by providers of 
services.  In determining the allowability of these costs, the intermediary should consider the facts 
and circumstances of each provider situation as well as the amounts which would ordinarily be paid 
for comparable services by comparable institutions.  To be allowable, such costs must be common 
and accepted occurrences in the field of the provider's activity. 
 
2l36.l Allowable Advertising Costs.--Advertising costs incurred in connection with the provider's 
public relations activities are allowable if the advertising is primarily concerned with the presentation 
of a good public image and directly or indirectly related to patient care. Examples are: visiting hours 
information, conduct of management-employee relations, etc. Costs connected with fund-raising are 
not included in this category (see § 2l36.2). 
 
Costs of advertising for the purpose of recruiting medical, paramedical, administrative and clerical 
personnel are allowable if the personnel would be involved in patient care activities or in the 
development and maintenance of the facility. 
 
Costs of advertising for procurement of items or services related to patient care, and for sale or 
disposition of surplus or scrap material are treated as adjustments of the purchase or selling price. 
 
Costs of advertising incurred in connection with obtaining bids for construction or renovation of the 
provider's facilities should be included in the capitalized cost of the asset (see Chapter I, §l04.l0). 
 
Costs of advertising incurred in connection with bond issues for which the proceeds are designated 
for purposes related to patient care, i.e., construction of new facilities or improvements to existing 
facilities, should be included in "bond expenses" and prorated over the life of the bonds. 
 
Costs of activities involving professional contacts with physicians, hospitals, public health agencies, 
nurses' associations, State and county medical societies, and similar groups and institutions, to 
apprise them of the availability of the provider's covered services are allowable. Such contacts make 
known what facilities are available to persons who require such information in providing for patient 
care, and serve other purposes related to patient care, e.g., exchange of medical information on 
patients in the provider's facility, administrative and medical policy, utilization review, etc. 
Similarly, reasonable production and distribution costs of informational materials to professional 
groups and associations, such as those listed above, are allowable if the materials primarily refer to 
the provider's operations or contain data on the number and types of patients served. Such materials 
should contribute to an understanding of the role and function of the facility as a provider of covered 
health care in the community. 
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Costs of informational listings of providers in a telephone directory, including the "yellow pages," or 
in a directory of similar facilities in a given area are allowable if the listings are consistent with 
practices that are common and accepted in the industry. 
 
Costs of advertising for any purpose not specified above or not excluded below may be allowable if 
they are related to patient care and are reasonable. 
 
2l36.2 Unallowable Advertising Costs.-- 
 
Costs of fund-raising, including advertising, promotional, or publicity costs incurred for such a 
purpose, are not allowable. 
 
Costs of advertising of a general nature designed to invite physicians to utilize a provider's facilities 
in their capacity as independent practitioners are not allowable.  See section 2136.1 for allowability 
of professional contact costs and costs of advertising for the purpose of recruiting physicians as 
members of the provider's salaried staff. 
 
Costs of advertising incurred in connection with the issuance of a provider's own stock, or the sale of 
stock held by the provider in another corporation, are considered as reductions in the proceeds from 
the sale and, therefore, are not allowable. 
 
Costs of advertising to the general public which seeks to increase patient utilization of the provider's 
facilities are not allowable.  Situations may occur where advertising which appears to be in the nature 
of the provider's public relations activity is, in fact, an effort to attract more patients. An analysis by 
the intermediary of the advertising copy and its distribution may then be necessary to determine the 
specific objective. While it is the policy of the Health Care Financing Administration and other 
Federal agencies to promote the growth and expansion of needed provider facilities, general 
advertising to promote an increase in the patient utilization of services is not properly related to the 
care of patients. 
 
2l38. MEMBERSHIP COSTS--GENERAL 
 
Providers customarily maintain memberships in a variety of organizations and consider the costs 
incurred as a result of these memberships to be ordinary provider operating costs. 
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Some of those organizations promote objectives in the provider's field of health care activities.  
Others have purposes or functions which bear little or no relationship to this activity. In order to 
determine for Medicare purposes the allowability of costs incurred as a result of membership in 
various organizations, memberships have been categorized into three basic groups: (1) professional, 
technical or business related; (2) civic; and (3) social, fraternal, and other. 
 
2138.1 Professional, Technical, or Business Related Organizations.--The Medicare program 
classifies organizations in this category if their functions and purposes can be reasonably related to 
the development and operation of patient care facilities and programs, or the rendering of patient care 
services. Memberships in these organizations, while not restricted to providers, are generally 
comprised of provider, provider personnel, or others who are involved or interested in patient care 
activities. 
 
Costs of memberships in such organizations are allowable for purposes of program reimbursement.  
These costs include initiation fees, dues, special assessments, and subscriptions to professional, 
technical or business related periodicals.  (See §2139.3 regarding lobbying activities.)  Also included 
are costs related to meetings and conferences, such as meals, transportation, registration fees and 
other costs incidental to those functions, when the primary purpose of such meetings and conferences 
is the dissemination of information for the advancement of patient care or efficient operation of the 
facility. 
 
2138.2 Civic Organizations.--These organizations function for the purpose of implementing civic 
objectives.  Reasonable costs of initiation fees, dues, special assessments, and subscriptions to 
periodicals of civic organizations are allowable.  (See §2139.3 regarding lobbying activities.)  Also 
allowable are those reasonable costs related to meetings and conferences, such as meals, 
transportation, registration fees, and other costs incidental to these functions when the primary 
purpose of such meetings and conferences is the promotion of civic objectives. 
 
2138.3 Social, Fraternal, and Other Organizations.--Generally, these organizations concern 
themselves with activities unrelated to their members' professional or business activities.  Their 
objectives and functions cannot be considered reasonably related to the care of beneficiaries.  
Consequently, provider costs incurred in connection with memberships in social, fraternal, and other 
organizations are not allowable. 
 
2138.4 Reasonableness of Provider's Participation in Approved Membership Activities.--The 
program looks to comparable providers, as well as to the justification by the individual provider, in 
determining the reasonableness of the number of organizations in which the provider maintains 
memberships and the claimed costs of such memberships. 
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2139. POLITICAL AND LOBBYING ACTIVITIES 
 
Provider political and lobbying activities are not related to the care of patients.  Therefore, costs 
incurred for such activities are unallowable. 
 
2139.1 Provider Political Activities.--Costs of political activities are unallowable.  These activities 
include, but are not limited to, provider involvement with political parties, candidates/incumbents of 
political parties, and political action committees or similar committees or associations.  Likewise, 
contributions made directly to political parties or candidates or contributions made indirectly, e.g., 
through other individuals, committees, or associations, are unallowable.  (See §2139.3 regarding 
dues to trade or other organizations related to such organizations' lobbying or political activities.) 
 
2139.2 Provider Lobbying Activities.-- 
 

A. Lobbying Activities.--Lobbying is any activity whereby a directed effort is made to 
influence legislation.  Costs of lobbying activities are unallowable.  The policy applies whether the 
lobbying involves Medicare activities or activities unrelated to Medicare and whether the provider 
lobbies with its own employees or engages others, directly or indirectly, to lobby on its behalf. 
 
Government agencies other than HCFA have developed specific policies regarding lobbying.  While 
other agencies may apply their policies and procedures differently or use different nomenclature than 
HCFA, e.g., in the case of the Internal Revenue Service (IRS), by means of nondeductible business 
expenses rather than unallowable costs, the general intent behind policies of those agencies and of 
HCFA is the same.  Costs of lobbying are costs in which the government does not participate.  
HCFA does not intend providers to be subject to varying rules on lobbying costs among government 
agencies, resulting in nonuniform treatment of the costs and additional provider recordkeeping.  
Therefore, if a non-HCFA agency, e.g., the IRS, has developed policies and procedures defining 
lobbying activities and addressing the costs, HCFA does not expect providers to follow different 
rules in determining Medicare payment.  Rather, providers subject to rules of non-HCFA agencies on 
lobbying can follow those rules in determining payment under Medicare to the extent such rules are 
in accordance with Medicare policy which disallows any costs of lobbying activities. 
 

B. Activities Which Are Not Lobbying.--Contacts by a provider with HCFA or other 
government agencies with which it has business dealings is not lobbying unless the contacts are 
determined to be directed toward influencing legislation.  For example, if a provider, group of 
providers, or provider trade organization comments on a HCFA proposal, that activity is not 
lobbying.  Or, if a provider disputes a point of Medicare policy or its application or has a suggestion 
regarding policy, contact with HCFA or an intermediary by the provider or an organization to discuss 
such issues is not lobbying. 
 
2139.3 Organization Dues Related to Lobbying and Political Activities.--Trade or other 
organizations and associations often engage in lobbying and political activities as part of their 
activities.  Therefore, in accordance with the policy in §§2139.1 and 2139.2, the portion of an 
organization's dues or other payments related to these activities, including special assessments, is an 
unallowable cost. 
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For cost reporting periods beginning on or after January 1, 1996, this policy requires identification 
and disallowance of the portion of dues related to lobbying and political activities.  For prior periods, 
the policy does not require identification but requires disallowance of any identified portion. 
 
The policy in §2139.2 permitting providers to follow the rules of other government agencies on 
lobbying activities in determining unallowable lobbying costs under Medicare applies also to dues.  
In particular, for Federal income tax purposes, §13222 of the Omnibus Budget Reconciliation Act of 
1993 generally requires tax-exempt organizations to report to their members the nondeductible 
portion of dues related to an organization's lobbying and political activities.  The reporting required 
under that provision satisfies Medicare's requirement for identification of the portion of an 
organization's dues related to lobbying and political activities.  If an organization is not required to 
report to its members for tax purposes, for Medicare purposes, the portion of dues for lobbying and 
political activities remains unallowable as if the organization were required to report.  In such cases, 
a provider will need to request the information from the organization in order to report for Medicare 
purposes only the portion not related to lobbying and political activities.  
 
In light of policy by CMS and other agencies requiring identification of the lobbying and political 
activities portion of an organization's dues, CMS believes it unlikely a provider will be unable to, or 
choose not to, identify such portion.  However, if a portion is not identified for Medicare payment 
purposes and the intermediary is aware of the organization's ongoing lobbying or political activities, 
all costs associated with the provider's dues to the organization are unallowable unless the provider 
can document the unallowable portion for lobbying and political activities. 
 
This policy is not limited to dues incurred by a provider on its own behalf.  It applies also to dues a 
provider pays, as a business or fringe benefit expense, on behalf of its employees and officers in 
professional, trade, or other organizations to which they belong, e.g., associations of nurses, 
therapists, administrators, or accountants.  Only the portion of the dues not related to lobbying or 
political activities of the organizations is an allowable cost. 
 
2140. DEFERRED COMPENSATION 
 
2140.1 Definition.--Deferred compensation is remuneration currently earned by an employee but 
which is not received until a subsequent period, usually after retirement. Accordingly, a deferred 
compensation plan defers the receipt of income beyond the year in which it is earned.  The type of 
deferred compensation plan considered herein is not considered a qualified plan under Internal 
Revenue Service requirements.  (See subchapter D, Internal Revenue Code of 1986, as amended, and 
regulations thereunder.)  Qualified deferred compensation plans that meet the definition of a defined 
benefit pension plan are treated under §2142ff.  Qualified deferred compensation plans that meet the 
definition of a qualified defined contribution deferred compensation plan are treated under §2141ff. 
 
2140.2 Foreword.--Provider contributions for the benefit of employees under a deferred 
compensation plan are reimbursable when, and to the extent that, such costs are actually incurred by 
the provider.  Such costs are found to have been incurred only if the requirements of §2140ff. are 
met.  The requirements of this section are applicable not only to provider costs but also to direct 
patient care services furnished by hospital-based physicians who receive their remuneration from the 
hospital.  (See §2140.5.) As a condition for provider reimbursement, deferred compensation plans 
must be funded.  Provider payments  
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under unfunded deferred compensation plans are considered an allowable cost only when actually 
paid to the participating employees, or their beneficiaries, and only to the extent considered 
reasonable.  Also, only where deferred compensation is funded is the deferred portion of the hospital-
based physician's total compensation included in determining a Part B reasonable charge for the 
physician's services to patients. 
 
2140.3 Formal Plan.--In order to establish a formal deferred compensation plan, the provider is 
required to adequately communicate the proposed plan to all eligible employees, enabling them to 
make an informed decision on whether to participate in the plan.  A formal plan is one that is 
provided for in a written agreement executed between the provider and the participating employees.  
It is a permanent plan which:  
 

o Prescribes the method for calculating all contributions to the fund established under the 
plan; 
 
 o Is funded in accordance with the provisions of §2140.3B; 
 
 o Provides for the protection of the plan's assets; 
 
 o Designates the requirements for vested benefits; 
 
 o Provides the basis for the computation of the amount of benefits to be paid; and  
 
 o Is expected to continue despite normal fluctuations in the provider's economic experience. 
 
 A. Contributions.--Contributions to the plan may be made by the provider only, or by the 
provider and the employee.  The provider's contribution is established by the terms of the deferred 
compensation agreement and made for the sole benefit of participating employees.  An employee's 
contribution is generally a voluntary contribution to the fund established under the plan in addition to 
the provider's required contribution.  For example, an employee may agree to a division of his 
$15,000 salary so that $12,000 is received as immediate remuneration, $1,000 is designated as a 
voluntary employee contribution, and the provider also contributes $2,000 to the deferred 
compensation plan on behalf of the employee.  Of course, the employee's total compensation 
($15,000 in the example) must be reasonable in relation to the services rendered by the employee to 
be allowable.  Also, contributions by a provider to a deferred compensation plan on behalf of an 
employee-owner of a provider are considered to be a part of the owner's compensation and are 
subject to the test of reasonableness.  (See §902.3.) 
 
 B. Funding of Deferred Compensation Plans.-- 
 
1. Provider Reimbursement for Deferred Compensation Plans.--A funded plan is one in which 
contributions are systematically made as a specific provision of the plan to a funding agency for the 
purpose of meeting retirement benefits.  For Medicare purposes, a funding agency is a trustee, an 
insurance company, or a custodial bank account which provides for the accumulation of assets to be 
used for the payment of benefits under the deferred compensation plan.  Accordingly, both provider 
and employee contributions to the deferred compensation plan must be used either to purchase an 
insured plan with a commercial insurance company, to establish a custodial bank account, or to 
establish a trust fund administered by a trustee.  Past service costs are allowed in accordance with the 
provisions of §2142.5. 
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Regardless of the funding mechanism utilized, all provider and employee contributions to the fund 
established under the deferred compensation plan and income therefrom must be used for the sole 
benefit of the participating employees. 
 

a. Commercial Insurance as a Funding Mechanism.--A provider's cost for a funded deferred 
compensation plan is recognized when there is an actual expenditure of funds by the provider to a 
commercial insurance company for the sole benefit of the participating employees.  (See §2140.4.)  
There are various types of insurance policies which are recognized as a funding medium for deferred 
compensation plans.  However, the purchase of an ordinary life insurance contract is not a deferral of 
compensation and will not be recognized as a funding mechanism.  Ordinary life insurance contracts 
include whole life, straight life, and other permanent life insurance policies that provide life 
insurance protection for the life of an employee and some accumulation of cash value in return for 
regular premium payments.  Nor will such a contract be recognized even though it is convertible at 
the normal retirement date specified in the policy to an annuity payable over the remaining life of the 
employee, because this arrangement is essentially a variation of life insurance rather than deferred 
compensation. 
 
  (1) Retirement Annuity Contract.--A retirement annuity contract (which insurance 
companies have given various names) is recognized as a funding medium for deferred compensation 
plans.  A retirement annuity contract generally provides for an accumulation of premiums and 
interest less expenses to a predetermined date, usually the annuitant's retirement age.  The amount 
accumulated is used to purchase a contract in which annuity payments are made to the retired 
employee or his survivor. 
 
  (2) Retirement Income Policy.--A retirement income policy (which insurance companies 
have also given various names) is recognized as a funding medium for deferred compensation plans. 
 A retirement income policy usually combines the features of ordinary life and endowment policies.  
Upon reaching a stipulated age (usually retirement age), the insured receives a pension for a period 
of years consisting of periodic payments varying in amount dependent upon the principal sum of 
insurance.  This contract provides, as a secondary feature, a designated amount of insurance 
protection during the lifetime of the insured. 
 

 (3) Deferred Group Annuity Contract.--A deferred group annuity contract is also 
recognized as a funding medium for deferred compensation plans.  Under this plan, a paid-up unit of 
annual income at normal retirement age is purchased for each employee at the end of each year of 
employment.  The unit purchased is expressed as a percentage of the earnings of the employee in that 
year.  For example, an employee who has worked 30 years for a provider under a 1 1/2 percent 
benefit plan receives an annual pension at retirement of 45 percent (i.e., 30 times 1 1/2 percent) of 
his/her average annual salary. 
 

b. Trust Fund as a Funding Mechanism.--When a provider establishes a trust fund for a 
deferred compensation plan, the trustee(s) are appointed by the executive board or a committee of the 
provider to protect the fund's assets and its distribution to the beneficiaries under the plan.  The 
trustee may be either a member of the provider's organization or a third party trustee. 
 
 c. Custodial Bank Account as a Funding Mechanism.--Generally, a custodial bank account 
results from an administrative and custodial arrangement between a provider and a bank under which 
the provider transfers deferred compensation amounts to the bank.  As custodian of the deferred 
compensation funds, the bank is responsible for the safekeeping of the funds. A custodial  
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bank account may be an acceptable funding mechanism for deferred compensation plans provided 
that:  (1) all assets in the custodial account, including any annuity, endowment, and other insurance 
policies,  are registered and held in the name of the custodian until distributed to the participants 
pursuant to the terms of the deferred compensation agreements, and (2) the terms of the custodial 
contract specify that no part of the funds in the custodial account may be used for or diverted to 
purposes other than for the exclusive benefit of the participating employees or their beneficiaries as 
required by the deferred compensation agreement. 
 

d. Trustee and Custodial Fees.--Reasonable trustee or custodial fees paid by the provider are 
allowed as an administrative cost.  However, the cost of such fees is not allowed to the provider 
when the deferred compensation plan provides that they are paid out of the corpus or earnings of the 
fund. 
 
 C. Plan's Assets.-- 
 
  1. Transactions.--All transactions involving the deferred compensation fund must be 
made under conditions comparable to arm's length transactions.  The provider cannot transfer, either 
by sale or exchange, its securities and other property to the deferred compensation fund at more than 
adequate consideration.  Likewise, a deferred compensation fund cannot sell its assets either to a 
provider or a third party at less than adequate consideration.  All assets accumulated by the plan must 
be distributed exclusively to the participating employees or their beneficiaries. 
 

2. Earnings.--The plan must specify that the interest, capital gains and losses, and 
dividends earned from the investment of the fund's assets will be added to or deducted, as applicable, 
from the corpus of the deferred compensation fund.  Actuarial gains and losses, which are 
adjustments need to reflect actual experience and to revise at intervals the actuarial assumptions to be 
used in the future, should be utilized in a rational and consistent manner to adjust a provider's cost 
for a deferred compensation plan. 
 

3. Loans Made from the Deferred Compensation Fund.--The deferred compensation 
fund may make a loan out of either corpus or income to a provider on the conditions that the fund 
receive adequate security and a reasonable rate of interest on the loan.  Adequate security means 
something of value in addition to, and supporting, a promise to pay, which is so pledged to the 
deferred compensation fund that it may be sold, subject to foreclosure, or otherwise disposed of in 
default of repayment of the loan.  It also requires that the asset pledged as security for the loan must 
not be subject to prior and/or superior liens of other creditors in an amount which would negate the 
value and liquidity of such security for the loan from the fund.  Therefore a provider's evidence of 
indebtedness, regardless of what the document is called, is, by itself, not security for a loan.  Interest 
paid by the provider on loan from the deferred compensation fund would be an allowable cost if the 
necessary and proper requisites were met. (See §§202.2 and 202.3.)  Whether a rate of interest is 
reasonable would be determined by comparing it with the rates that would be charged by a bank or 
other lending institution in the same community on a similar loan.  To be similar, the loans should be 
alike with respect to such factors as amount, duration, and security. 
 
Since income earned on loans to the general fund of the deferred compensation fund is not income to 
the provider, it will not be offset against a provider's allowable interest expense.  (See §224.2.) 
However, before such loans are made, the reasons for such loans should be carefully reviewed to 
assure that the  
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deferred compensation plan is not serving any purpose other than that for which it was intended; i.e., 
for the exclusive benefit of participating employees. In addition, a loan from the deferred 
compensation fund to a provider to meet a funding requirement (deferred compensation, pension, or 
depreciation) would not be deemed proper under this section. 
 

D. Vested Benefits.--The deferred compensation plan must specify the time and the manner in 
which the benefits are to become vested; e.g., after a predetermined number of years of employment, 
or after a specific age is attained, or some combination of the two. The schedule of benefits which 
accrue to an employee or his survivors upon the employee's retirement, termination of services 
because of disability, death, or other reasons, must be incorporated into the plan. 
 
The immediate vesting of benefits is not required.  However, the deferred compensation plan must 
provide that vesting of provider contributions occur on or before the normal retirement age 
established by the provider and defined in the plan. 
 
The unconditional vesting of benefits will not be required.  Unconditional vesting of benefits means 
that once a participant's benefits are vested in accordance with the normal vesting schedule, there are 
no conditions incorporated in the plan which would deprive the participant of such benefits. 
Accordingly, the forfeiture of an employee's benefits for cause (as defined in the deferred 
compensation plan) will be recognized provided that such forfeited amounts are used to reduce the 
provider's subsequent contributions to the deferred compensation plan.  However, employee 
contributions to the deferred compensation fund are always nonforfeitable.  If no subsequent 
provider contribution are to be made to the plan, then other provider costs must be offset to the 
extent of such forfeitures. 
 
Employee benefits must become fully vested upon any of these occurrences: (a) the normal 
retirement age established by the provider, (b) termination of the deferred compensation plan, (c) 
complete discontinuance of contributions under the deferred compensation plan, (d) the termination 
of the provider's participation in the Medicare program, or (e) change of ownership of the provider 
where the successor provider is unwilling or unable to continue the deferred compensation plan or 
alters the existing plan in any way.  Should the provider decline to vest the provider contributions 
upon the occurrence of any of these events, then the funds must be used to reduce the provider's 
allowable costs. 
 
Excess funds arising from the termination of a deferred compensation plan are to be recouped in the 
year of the plan termination (or the year in which the actuarial surplus is determined, if later) only 
against the cost center(s) in which the provider reported its deferred compensation plan 
contributions, usually administrative and general (A&G).  The recoupment of the excess funds is 
treated on the cost report in the same manner for both cost reimbursed providers and prospective 
payment providers, although the payment impact upon prospective payment providers is limited to 
cost reimbursed activities.  Excess funds exceeding the amount in the A&G (or other) cost center are 
not further offset in the current or subsequent years.  The date of the official notice to the provider 
that the terminated plan has generated an actuarial surplus, e.g., notice by the Pension Benefit 
Guaranty Corporation (PBGC), or similar entity, of the surplus amount, represents the year in which 
the actuarial surplus is determined.  The Medicare share of the reversion is based on the Medicare 
utilization rate in the year the reversion occurs (or the year the actuarial surplus is determined), and 
not Medicare's utilization in the years the  
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contributions to the plan were made.  Investment income earned on a fund after its termination but 
prior to liquidation of the fund's assets and distribution to the provider is offset against the provider's 
allowable interest expense, as provided in §202.2.  
 

E. Benefits to be Paid.--If an employee terminates his participation in the deferred 
compensation plan before his rights are vested, the applicable nonvested funds cannot be applied to 
increase the benefits of the surviving participants, but must be applied to reduce the provider's 
subsequent contributions to the plan.  If subsequent provider contributions to the plan are not made, 
then provider costs will be reduced to the extent of such nonvested funds.  The plan may provide that 
a refund of a terminated employee's contributions include interest.  If an employee terminates his 
participation after his rights are vested, then the final payment to the employee will be made 
according to the terms of the plan. 
 
2140.4 Requirements to Fund Plan.--A provider must make payment of its liability to the fund 
established for the deferred compensation plan in accordance with the provisions covering 
liquidation of liabilities established in §2305.  This section requires full liquidation of the liability 
within 1 year after the end of the cost reporting period in which the liability is incurred.  An 
extension, not to exceed 3 years beyond the end of the cost reporting period in which the liability was 
incurred, may be granted by the intermediary for good cause if the provider, within the 1-year time 
limit, furnishes to the intermediary sufficient written justification (based upon documented evidence) 
for non-payment of the liability. 
 
Payment to the deferred compensation fund in excess of the provider's incurred liability is not 
includable in allowable costs, but may be carried forward and considered as payment against the 
liability of a future period. 
 
Payment must be made by check or other negotiable instrument, cash, or legal transfer of assets such 
as stocks, bonds, real property, etc.  Where payment is made by check or other negotiable instrument, 
these forms of payment must be redeemed through an actual transfer of the provider's assets within 
the time limit specified in this section.  The valuation of stocks, bonds, real property, etc., transferred 
to the deferred compensation fund would be determined as of the date of transfer by the provider. 
 
2140.5 Reimbursement of Hospital-Based Physician Patient Care Services.--Contracts or 
agreements between hospital-based physicians and hospitals involve a variety of arrangements under 
which the physician is compensated by the hospital for the full range of his services within the 
institution.  The allocation of the hospital-based physician's compensation (including any portion 
subject to deferment) between services benefiting the institution and direct patient care is subject to 
the review and approval of the hospital's intermediary and the Part B carrier.  (See §§2108.2C and 
2108.2D.)  Medicare will not, however, accept an allocation which attributes the physician's deferred 
compensation entirely to one type of service and his current compensation to the other.  The amount 
deferred must be allocated in the same ratio that physician's total compensation is allocated between 
the two types of service. 
 
Where the arrangement between the physician and provider results in the provider reimbursing the 
physician from its own funds, then a deferred compensation arrangement can occur which will be 
recognized by Medicare.  Recognition will require that all the provisions of §2140ff be met. 
 
 
 
 
 
 
 
 
 
 
21-26 Rev. 395 



03-08 COSTS RELATED TO PATIENT CARE 2140.6 
 
Recognition of a deferred compensation arrangement does not mean that a provider  will incur a cost, 
which is allowable.  For example, payments to a fund for a physician's direct patient care services are 
not an allowable provider cost.  However, where the arrangement is recognized by the program, and 
the physician's compensation is determined to be reasonable in terms of the prudent buyer principles, 
then deferred compensation can be included in the physician's total compensation in determining his 
reasonable charge.  However, if the deferred compensation is not recognized because it fails to meet 
all provisions of §2140ff, e.g., it is not funded, then deferred compensation cannot be included in the 
physician's compensation in determining his reasonable charge. 
 
The Medicare program will not recognize an arrangement between the physician and the provider in 
which the physician is reimbursed from patient charges, but the provider does the billing, as a 
deferred compensation arrangement.  For example, where the employment relationship between the 
provider and the provider-based physician is such that the provider is merely acting as the billing 
agent for the physician whose remuneration is derived from billing for his patient care services, the 
Medicare program will not recognize a deferred compensation plan for such remuneration.  In order 
to be recognized as a deferred compensation plan, the compensation costs must be initially borne by 
the provider, i.e., the funds must not be dependent upon patient billings.  As an example, if the 
hospital has agreed to pay a physician $30,000 for his services in the emergency room, the program 
would recognize a deferred compensation plan which defers a portion of the $30,000.  The difference 
in recognition is that in the first example, the hospital is merely the conduit for a physician's billings 
for patient care; whereas, in the second example, the hospital has to pay the physician $30,000 
regardless of the number of patients he treats. 
 
In all matters affecting provider-based physician reimbursement, close coordination between the 
provider, the intermediary and the Part B carrier is necessary.  The intermediary is responsible for 
insuring that the provider complies with the overall requirements of this section and for providing the 
carrier with data needed in determining reasonable charges. 
 
2140.6 Guarantee Arrangements for Physician Emergency Room Services.--A provider may 
agree to guarantee a physician a specified amount of compensation for rendering emergency room 
services.  Under the guarantee, the provider makes up any difference between the amount guaranteed 
and the total amount of physician's charges to all patients for services actually rendered.  (See 
§2109.)  Only the amount the provider pays to satisfy the guarantee is recognized as a provider cost. 
 
Deferred compensation arrangements which are included in such guarantee arrangements are 
recognized by Medicare when (1) the terms of both the guarantee arrangements and the deferred 
compensation plan establish the amounts to be included at the beginning of the provider's accounting 
period, (2) the amount of deferred compensation is included in the guaranteed amount, and (3) the 
provider contributes to the fund established under the deferred compensation plan from its own 
funds. 
 
The amount of deferred compensation, which the program recognizes, however, is limited to the 
amount by which the guarantee, including deferred compensation, exceeds the total billed by the 
provider to all patients for the physician's patient care services. The amount recognized may not 
exceed the amount of deferred compensation specified in the agreement.  When the physician's 
charges to all patients equal or exceed the amount guaranteed by the provider, the  
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program does not recognize a deferred compensation payment because the funds are not provider 
generated.  (It is the physician's charges to all patients, not the collections, which measure the 
guarantee.) 
 
The following example illustrates how the amount of deferred compensation the program recognizes 
under guarantee arrangements can be determined in the three situations presented. 
 
Provider A has an arrangement with Dr. X guaranteeing him/her $25,000 per year for emergency 
room patient care services.  Under a deferred compensation agreement, up to $5,000 of the amount 
paid to meet the guarantee is considered deferred compensation. 
 
  Situation A Situation B Situation C 
 
Guaranteed Amount $25,000 $25,000 $25,000 
 
Total Services Billed (by  
physician or by provider) $20,000 $23,000 $30,000 
 
Amount Recognized by Program  
as Deferred Compensation $ 5,000 $ 2,000 ---   
 
If the guarantee arrangements require the physician to render administrative services which are 
recognized as provider costs under Medicare, then the deferred compensation must be apportioned 
between Part A and Part B in the proportion that each bears to the total guarantee. 
 
2141. DEFINED CONTRIBUTION DEFERRED COMPENSATION PLANS 
 
2141.1 Definition.--Defined contribution deferred compensation plans include profit sharing, 
stock bonus, and other such defined contribution deferred compensation plans that meet Internal 
Revenue Service (IRS) or Employee Retirement Income Security Act (ERISA) requirements as 
qualified plans and have been so approved by the IRS.  The plans provide for an individual account 
for each participant and for benefits based solely upon the amount contributed to the participant's 
account and any income, expenses, gains and losses, and any forfeitures of accounts of other 
participants which may be allocated to the participant's account.  These deferred compensation plans, 
as well as the non-qualified deferred compensation plans described in §§2140ff, provide for the 
deferral of remuneration currently earned by an employee until a subsequent period (usually after 
retirement). 
 
2141.2 Foreword.--Provider contributions for the benefit of employees under a defined 
contribution deferred compensation plan are allowable when, and to the extent that, such costs are 
actually incurred by the provider.  Such costs may be found to have been incurred only if the 
requirements of this section are met. 
 
2141.3 Formal Plan.--In order to establish a formal deferred compensation plan, the provider is 
required to adequately communicate the proposed plan to all eligible employees, enabling them to 
make an informed decision on whether to participate in the plan.  No provision of the plan may 
discriminate in favor of certain employees, e.g., employees who are stockholders, supervisors, or 
highly paid personnel.  A formal plan is one that is maintained by the provider and is provided for in 
a written agreement executed between the provider and the participating employees.  It is a 
permanent plan which: 
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o Prescribes the method for calculating all contributions to the fund established under the plan; 
 
 o Is funded in accordance with the provisions of §2140.3B; 
 
 o Provides for the protection of the plan's assets; 
 
 o Designates the requirements for vested benefits; 
 
 o Provides the methods and procedures for payment to the employee of the amount in the 
employee's account; and 
 
 o Is expected to continue despite normal fluctuations in the provider's economic experience. 
 
 A. Contributions.--The provisions of §2140.3A must be met. 
 
 B. Funding of Deferred Compensation Plans.--The provisions of §2140.3B must be met. 
 
 C. Plan's Assets.-- 
 
  1. Transactions.--The provisions of §2140.3.C.1 must be met. 
 
  2. Individual Participant's Account.--The plan must provide for an individual account for 
each participant and for benefits based solely upon the amount contributed to the participant's 
account.  This includes any income, expenses, gains and losses, and any forfeitures of accounts of 
other participants which may be allocated to each participant's account. 
 
  3. Loans Made From Deferred Compensation Fund.--The provisions of §2140.3.C.3 
must be met. 
 
 D. Vested Benefits.--The deferred compensation plan must specify the time and the manner in 
which the benefits are to become vested, e.g., after a predetermined number of years of employment, 
after a specific age is attained, or some combination of the two.  The benefits that accrue to an 
employee upon retirement, termination of services due to disability, or other reasons (or that accrue 
to the employee's survivor in case of death) must be incorporated into the plan. 
 
The immediate vesting of benefits is not required.  However, the deferred compensation plan must 
provide that vesting of provider contributions occurs on or before the normal retirement age 
established by the provider and as defined in the plan. 
 
The unconditional vesting of benefits is not required.  Unconditional vesting of benefits means that 
once a participant's benefits are vested in accordance with the normal vesting schedule, there are no 
conditions incorporated in the plan which deprives the participant of such benefits. 
 
Employee benefits must become fully vested upon any of these occurrences: 
 

o The normal retirement age established by the provider; 
 

o Termination of the deferred compensation plan; 
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o Complete discontinuance of contributions under the deferred compensation plan;  
 

o Termination of the provider's participation in the Medicare program; or  
 

o Change of ownership of the provider when the successor provider is unwilling or unable to 
continue the deferred compensation plan or alters the existing plan in any way. 
 
Excess funds arising from the termination of a deferred compensation plan are subject to the 
provisions of §2140.3.D. 
 
2141.4 Requirements to Fund Plan.--The provisions of §2140.4 must be met. 
 
2141.5 Reimbursement of Hospital-Based Physician Patient Care Services.-- Contracts or 
agreements between hospital-based physicians and hospitals involve a variety of arrangements under 
which the physician is compensated by the hospital for the full range of services within the 
institution.  The allocation of the hospital-based physician's compensation (including any portion 
subject to deferment) between services benefiting the institution and direct patient care is subject to 
the review and approval of the hospital's intermediary.  Medicare does not accept an allocation, 
which attributes the physician's deferred compensation entirely to one type of service and the current 
compensation to the other.  The amount deferred must be allocated in the same ratio that physician's 
total compensation is allocated between the two types of service. 
 
Arrangements between the physician and the provider in which the physician is compensated solely 
from patient charges, although the provider, serving merely as a billing agent, does the billing, 
cannot include a deferred compensation arrangement, which will be recognized by the program.  In 
order to be recognized as a deferred compensation plan, the compensation costs must be initially 
borne by the provider. 
 
2141.6 Guarantee Arrangements for Physician Emergency Room Services.--The provisions of 
§2140.6 must be met. 
 
2141.7 Effective Date.--The provisions of this section are effective for defined contribution 
deferred compensation plans established in cost reporting periods beginning on or after March 1, 
1976. 
 
2142. DEFINED BENEFIT PENSION PLANS 
 
2142.1 Definition.--A defined benefit pension plan is a type of deferred compensation plan, which 
is established and maintained by the employer primarily to provide definitely determinable benefits 
to its employees usually over a period of years, or for life, after retirement.  Pension plan benefits are 
generally measured by, and based on, such factors as age of employees, years of service, and 
compensation received by the employees.  This section applies only to defined benefit pension plans 
which are qualified pension plans under Section 401 (a) of the Internal Revenue Code.  A qualified 
pension plan is for the exclusive benefit of employees or their beneficiaries and qualifies for special 
tax benefits, such as tax deferral for employer contributions.  Defined benefit pension plans which 
are not qualified plans are treated as deferred compensation plans under §2140. 
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2142.2 Removed and Reserved - Section content deleted and the section number is reserved for 
future use. 
 
2142.3 Removed and Reserved - Section content deleted and the section number is reserved for 
future use. 
 
2142.4 Removed and Reserved - Section content deleted and the section number is reserved for 
future use. 
 
2142.5 Pension Costs.— 
 

A.  Current Period Pension Cost.--The current period pension cost is the sum of the provider 
contribution payments made to a defined benefit pension plan during the current cost reporting 
period in accordance with §2142.6(A) plus any carry forward contributions determined in 
accordance with §2142.5(E), such total for the current year may not exceed the pension cost 
limitation described in §2142.5(B). 
 
 B. Pension Cost Limitation.--Except as provided in §2142.5(D), the current period pension cost 
may not exceed 150% of the provider’s average contribution payments made to the plan during the 
three (3) consecutive cost reporting periods out of the last five (5)  consecutive cost reporting 
periods (ending with the current reporting period) which produce the highest average. 
 

(1) For purposes of determining the pension cost limitation, provider contribution payments 
for each applicable cost reporting period shall be determined on a cash basis in accordance with 
§2142.6(A), without regard to any pension cost limitation determined under §2142.5(B) for the 
period during which the contributions were made, and excluding any contributions deposited in a 
prior period and treated as carry forward contributions under §2142.5(E). 
 
 (2) The averaging period used to determine the pension cost limitation shall be determined 
without regard to a provider’s period of participation in the Medicare program.  Periods which are 
not Medicare cost reporting periods (e.g. periods prior to the hospital’s participation in the 
Medicare program) shall be defined as consecutive twelve month periods ending immediately prior 
to the provider’s initial Medicare cost reporting period.  
 
 (3) The averaging period used to determine the pension cost limitation shall exclude all periods 
ending prior to the initial effective date of the pension plan (or a predecessor pension plan in the 
case of a merger as explained in 2142.5(C)).  
 

C. Multiple Pension Plans and Successor Plans.--In general, the current period pension cost 
and pension cost limitation shall be computed and applied separately for each defined benefit 
pension plan offered by a provider.  In the case of a plan merger, the contribution payments made by 
a provider to a predecessor pension plan and reflected in the assets subsequently transferred to a 
successor plan shall be treated as contribution payments made to the successor plan.   
 
 D. Request for Adjustment to Pension Cost Limitation.--A provider may request an adjustment 
to the pension cost limitation otherwise determined under section §2142.5(B) for the current period 
by submitting documentation, prior to the filing deadline for its current period cost report, to show 
that all or a portion of the contributions in excess of the pension cost limitation are reasonable and 
necessary to satisfy a current period’s actuarially determined pension liability.  Examples of 
situations when an adjustment to the pension cost limitation may be justified would include, but are 
not limited to, excess contributions required by law or to avoid benefit restrictions under ERISA.  
Requests for a limitation adjustment and any documentation should be sent to Pension@cms.hhs.gov 
with a copy to the Medicare contractor.  The CMS central office will approve or disapprove these 
requests.  
 
Rev. 461 21-29 

mailto:Pension@cms.hhs.gov


 
2142.5 COSTS RELATED TO PATIENT CARE 01-14 
 
 (1) For purposes of determining the pension cost limitation, provider contribution payments for 
each applicable cost reporting period shall be determined on a cash basis in accordance with 
§2142.6(A), without regard to any pension cost limitation determined under §2142.5(B) for the 
period during which the contributions were made, and excluding any contributions deposited in a 
prior period and treated as carry forward contributions under §2142.5(E). 
 
 (2) The averaging period used to determine the pension cost limitation shall be determined 
without regard to a provider’s period of participation in the Medicare program.  Periods which are 
not Medicare cost reporting periods (e.g. periods prior to the hospital’s participation in the 
Medicare program) shall be defined as consecutive twelve month periods ending immediately prior 
to the provider’s initial Medicare cost reporting period. 
 
 (3) The averaging period used to determine the pension cost limitation shall exclude all periods 
ending prior to the initial effective date of the pension plan (or a predecessor pension plan in the 
case of a merger as explained in 2142.5(C)). 
 

C. Multiple Pension Plans and Successor Plans.--In general, the current period pension cost 
and pension cost limitation shall be computed and applied separately for each defined benefit 
pension plan offered by a provider.  In the case of a plan merger, the contribution payments made by 
a provider to a predecessor pension plan and reflected in the assets subsequently transferred to a 
successor plan shall be treated as contribution payments made to the successor plan. 
 
 D. Request for Adjustment to Pension Cost Limitation.--A provider may request an adjustment 
to the pension cost limitation otherwise determined under section §2142.5(B) for the current period 
by submitting documentation, prior to the filing deadline for its current period cost report, to show 
that all or a portion of the contributions in excess of the pension cost limitation are reasonable and 
necessary to satisfy a current period’s actuarially determined pension liability.  Examples of 
situations when an adjustment to the pension cost limitation may be justified would include, but are 
not limited to, excess contributions required by law or to avoid benefit restrictions under ERISA.  
Requests for a limitation adjustment and any documentation should be sent to Pension@cms.hhs.gov 
with a copy to the Medicare contractor.  The CMS central office will approve or disapprove these 
requests.  
  

E. Carry Forward Contributions.--Carry forward contributions represent contributions made 
in a prior cost reporting period which were not allowable pension costs in any prior cost reporting 
period.  Carry forward contributions may be included as a current period pension cost in 
accordance §2142.5(A). 
 

F. Data Required.--The provider must have available data to show the amount(s) and date(s) 
of contribution payments made to a defined benefit pension plan during the current reporting period 
and any applicable prior periods. If the pension costs included in the cost report for a period differ 
from the pension contribution payments made during the reporting period (i.e. as a result of carry 
forward contributions), the provider must also have data available to track and reconcile the 
difference. 
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2142.6 Allowability of Payments.--    
 

A. Payment Requirements.--Provider contribution payments made to a defined benefit 
pension plan are allowable only to the extent that costs are actually incurred by the provider.  Such 
costs are found to have been incurred only if paid directly to participants or beneficiaries under the 
terms of the plan or paid to a pension fund which meets the applicable tax qualification 
requirements under Section 401(a) of the Internal Revenue Code.  

 
Provider payments to a pension plan for a cost reporting period shall be measured on a 

cash-basis without regard to §2305.  Payment must be made by check or other negotiable 
instrument, cash, or legal transfer of assets such as stocks, bonds, real property, etc.  A contribution 
payment shall be deemed to occur on the date it is credited to the fund established for the pension 
plan, or for provider payments made directly to a plan participant or beneficiary, on the date the 
provider’s account is debited. 

 
 
B. Reasonable Compensation.--The payments made by the provider together with all 

other compensation paid to the employee must be reasonable in amount. 
 
2142.7 Removed and Reserved - Section content deleted and the section number is reserved for 
future use. 
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2144. FRINGE BENEFITS 
 
2144.1 Definition.--Fringe benefits are amounts paid to, or on behalf of, an employee, in addition 
to direct salary or wages, and from which the employee, his/her dependent (as defined by IRS), or 
his/her beneficiary derives a personal benefit before or after the employee's retirement or death.  In 
order to be allowable, such amounts must be properly classified on the Medicare cost report, i.e., 
included in the costs of the cost center(s) in which the employee renders services to which the fringe 
benefit relates and, when applicable, have been reported to IRS for tax purposes.  Where claimed 
items are in dispute, the provisions of §115 of the Provider Reimbursement Manual, Part II, apply. 
 
2144.2 Purpose.--Fringe benefits inure primarily to the benefit of the employee.  However, there 
may also be some intrinsic benefit to the provider, such as increasing employee work efficiency and 
productivity, reducing personnel turnover, or increasing employee morale.  It is necessary to 
recognize all costs which are properly classified as fringe benefits since the designation of a 
particular cost as a fringe benefit could affect the computation of items such as the value of services 
of nonpaid workers.  However, see §2102.3 for items not related to patient care (specifically, 
alcoholic beverages furnished as a fringe benefit). 
 
2144.3 Requirements for Recognition of Fringe Benefits.--The costs of fringe benefits must be 
reasonable, as defined in §2102.1, and related to patient care, as defined in §2102.2. 
 
2144.4 Fringe Benefits Includable as Provider's Cost.--Following are examples of fringe benefits: 
 

o Provider contributions to certain deferred compensation plans (see §2140ff); 
 

o Provider contributions to certain pension plans (see §2142ff); 
 

o Paid vacation (see §2146), paid holidays, sick leave (see §2144.8), all-inclusive paid days 
off (see §2144.9), voting leave, court or jury duty leave, all of which generally are included in 
employee earnings; 
 

o Provider-paid educational courses benefiting the employee's interest; 
 

o Provider's unrecovered cost of meals (see §2145) and room and board furnished employees 
for the employees' convenience; 
 

o Provider's unrecovered cost of medical services rendered to employees (see §332.1); and 
 

o Cost of health and life insurance premiums paid or incurred by the provider if the benefits 
of the policy inure to the employee or his/her beneficiary. 
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2144.5 Fringe Benefits Includable in Determining Provider-Based Physician's Compensation.--
Fringe benefits for the personal benefit of the provider-based physician are includable as part of 
his/her total compensation.  (See §2108.2.D.1.) 
 
2144.6 Specific Costs Not Classified as Fringe Benefits.--Fringe benefits do not include items 
furnished to the employee for the convenience of the provider.  These include items which advance 
only the provider's interest, which may include the provider's cost of meals, payment of room and 
board, perquisites (uniforms and laundry), operating day care centers for the children of employees, 
and provider-paid educational courses.  Although these costs are not classified as fringe benefits, 
they may be included in a provider's allowable cost to the extent they are reasonable in amount as 
defined in §2102.1 and related to patient care as defined in §2102.2. 
 
2144.7 Accounting for Fringe Benefits.--Some providers' accounting systems are not designed to 
currently accumulate on a departmentalized or cost center basis the various employee fringe benefits 
incurred by the provider.  Such providers may accumulate fringe benefits for all employees in one 
account during the cost reporting period, usually the administrative and general account.  If a 
provider does not charge the cost of fringe benefits directly to the department or cost center where 
the employee is assigned, then the cost reimbursement forms, which are used to determine Medicare 
reimbursement, provide the mechanism for the allocation of fringe benefits to the appropriate cost 
centers. 
 
2144.8 Sick Leave.-- 
 

A. Reasonable Costs.--The reasonable cost of sick leave taken (or payment in lieu of sick 
leave taken) by an employee of a provider is recognized as a fringe benefit and includable in 
allowable cost in the cost reporting period when paid.  If the sick leave is vested and funded, 
contributions to the fund are allowed under the applicable provisions of §2140ff (deferred 
compensation).  However, where the provider's sick pay plan grants employees the right to demand 
cash payment for unused sick leave at the end of each year, the pertinent accruals are includable in 
allowable costs, without funding, in the cost reporting period when earned. 
 

B. Conversion From Cash Method to Accrual Method for Sick Pay.-- 
 

1. General.--When a provider changes its sick pay cost accounting from a cash method 
to an accrual method, the adjustments determined to be necessary solely because of such change 
must be taken into account in order to prevent costs from being duplicated or omitted in computing 
allowable costs for the cost reporting period in which the change is effected. 
 
Allowable costs in the year of conversion include the accruable amount of costs for all sick pay 
earned and not paid as of the end of the year of conversion (either funded 
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under the applicable provisions of §2140ff, or not funded when employee has the right to demand 
cash for unused sick leave at the end of the year), plus sick pay costs paid in the year of conversion 
that were earned in both the year of conversion and in prior periods under Medicare.  The accrual 
must be based on the sick pay policy as established by the provider. 
 
As part of the conversion, an adjustment will be made to Medicare reimbursable costs in the year of 
conversion by subtracting the product of the amount of sick pay costs included in allowable costs in 
the first year the provider entered the Medicare program that applied to prior periods and the 
Medicare utilization in the year the provider entered the Medicare program. 
 

2. Example.--A cash basis calendar year provider entered the Medicare program on 
January 1, 1982, and files its first cost report for the period ended December 31, 1982.  The provider 
adopted the accrual method of accounting in accordance with regulations section 405.453(e), except 
for sick pay benefits.  However, in July and August 1982, the provider paid sick pay benefits in the 
amount of $50,000 that were earned and properly accruable in prior periods.  The provider included 
this amount in allowable costs for the year ended December 31, 1982.  Allowable costs were not 
adjusted to exclude this amount, and the provider continued to include sick pay in allowable costs 
when paid. 
 
As of the end of 1983, the provider accrued sick pay costs in the amount of $100,000.  The provider 
also paid sick pay costs in the amount of $75,000 during 1983 that were earned in 1983 and in prior 
periods under Medicare. 
 

a. Accruable amount as of December 31, 1983, and 
amounts paid in 1983 that were earned in both 1983 
and in prior periods under Medicare $175,000 

 
b. Amount paid or funded in 1982 that applied to 
prior periods ($50,000 x 25% - percentage of 
Medicare reimbursement to total allowable costs 
for the period ended 12/31/82) $12,500 

 
3. Notes to Example.--Item a. represents an element of allowable costs subject to 

apportionment to Medicare in the year of conversion.  Item b. represents an adjustment to Medicare 
reimbursement in the year of conversion and, therefore, should be separated between Part A and Part 
B costs and "included" (below the line on the settlement pages of the cost forms) with other 
Medicare reimbursement determined through apportionment.  The proportions of reimbursable 
provider Part A costs and reimbursable provider Part B costs to the sum of both in the first year the 
provider entered the Medicare program must be used as the basis to allocate between Part A and Part 
B, with Part B reimbursed at 80 percent.  This may be accomplished in the following manner: 
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Part A = Gross* Reimbursable Provider 

Part A Costs                                           X Sick Pay Cost 
Gross Reimbursable Provider  Adjustment 
Costs (Part A and Part B) 

 
Part B = Gross* Reimbursable Provider 

Part B Costs                                          X Sick Pay Cost X 80% 
Gross Reimbursable Provider  Adjustment 
Costs (Part A and Part B) 

 
* "Gross" refers to reimbursable costs before inclusion of deductible and coinsurance. 
 
2144.9 All-Inclusive Paid Days Off (P.D.O.).-- 
 

A. Definition.--A formal plan under which all employees earn accrued vested leave -or 
payment in lieu of leave taken - for an unallocated combination of occasions such as illness, medical 
appointments, holidays, vacations, family bereavement, and taking care of a sick child, based on 
actual hours worked.  (Note: An approved P.D.O. replaces a provider's other vacation and sick pay 
plans.) 
 

B. Reimbursement.--The reasonable cost of P.D.O. is recognized as a fringe benefit and 
included in allowable costs.  The provisions contained in §2146.2ff relative to vacation costs are 
incorporated by reference herein and adapted to all-inclusive paid days off by substitution of 
"P.D.O." each place the term "vacation" appears. 
 
2145. Cost of Meals for Provider Personnel.--Any reasonable unrecovered cost of a provider's 
personnel meals is allowable when deemed a fringe benefit (see §2144.4E) related to patient care.  
Also, any reasonable unrecovered cost of a provider's personnel meals when deemed solely for the 
provider's benefit and related to patient care is allowable under the principle in §2102.2.  An example 
of the latter is the cost of meals served to selected personnel who must remain on call to provide 
patient care on the provider's premises during mealtime and the cost of the meals is not deemed a 
fringe benefit. 
 
Where a provider maintains multiple food services, e.g., a coffee shop or restaurant, in addition to a 
food service facility for provider personnel, and the additional food services are determined to be 
unnecessary for such personnel, the applicable unrecovered cost is unallowable.  Some conditions 
under which the additional food services may be determined as necessary are the following: 
 

1. The provider personnel food service facility (e.g., personnel cafeteria) has the 
capacity for serving all provider personnel meals; 
 

2. It would be economically feasible to extend the hours of the personnel food service 
facility to serve meals to provider personnel on another work shift; 
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3. The type of food services offered in the additional facility could be offered in the 
provider's personnel food service facility. 
 
On the other hand, where additional food service facilities are determined to be necessary to provide 
personnel meals, the reasonable unrecovered cost of these meals is allowable when deemed to be a 
fringe benefit or deemed to be for the provider's benefit, as explained above. 
 
2146. VACATION COSTS 
 
2146.1 Definition.--A vacation benefit is a right granted by an employer to an employee (a) to be 
absent from his job for a stipulated period of time without loss of pay, or (b) to be paid an additional 
salary in lieu of taking the vacation.  (See §2144.9 for all-inclusive paid-days-off plans.) 
 
2146.2 Reimbursement for Costs of Vacation.--Vacation costs must meet all of the following 
conditions to be included in allowable costs: 
 

A. These costs must be included in the cost reporting period in which they are earned by the 
employee and must be computed from actual payroll records as related to each employee. 
 

B. Where the provider's vacation policy is consistent among all employees, the vacation 
must be taken - or, if the employee elects to be paid in lieu of taking a vacation, the payment must be 
made - within the period consistent with the vacation policy established by the provider.  Where the 
policy is not consistent among all employees, the vacation must be taken - or payment in lieu of 
vacation must be made - within 2 years after the close of the cost reporting period in which the 
vacation is accrued. 
 
If payment is not made within the required period of time or in those instances where the vacation 
benefits accrued and included in allowable costs are forfeited by the employee for cause, the current 
year cost report must be adjusted.  However, the intermediary may require the provider to file an 
amended cost report if necessary under our policy for amended cost reports.  The time limitation in 
this section for payment as part of owners' compensation made for either vacation taken or for 
amounts in lieu of vacation taken supersedes the time limitation for payment specified in §906.4, 
Unpaid Compensation, of Chapter 9, Compensation of Owners. 
 

C. Amounts allowed for vacation benefits must be reasonable in themselves and, together 
with other compensation, result in reasonable compensation for services rendered. 
 
Employer payroll taxes applicable to vacation, such as F.I.C.A., must not be accrued in the period 
when the vacation costs are accrued, but treated as a cost in the period when the vacation costs are 
paid. 
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2146.3 Exception to the Requirement to Account for Vacation Costs on the Accrual Method.--
Where a provider has been accounting for vacation costs on a cash basis and the intermediary 
determines that using such a method for vacation costs will yield results reasonably equivalent to the 
accrual method, a cash basis for vacation costs is allowed. 
 
2146.4 Conversion from Cash Method to Accrual Method for Vacation.-- 
 

A. General.--When a provider changes its vacation cost accounting from a cash method to an 
accrual method, the adjustments determined to be necessary solely because of such change must be 
taken into account in order to prevent costs from being duplicated or omitted in computing allowable 
costs for the cost reporting period in which the change is effected. 
 
Allowable costs in the year of conversion will include the accruable amount of vacation costs for all 
vacation earned and not paid as of the end of the year of conversion plus vacation costs paid in the 
year of conversion that were earned in both the year of conversion and in prior periods under 
Medicare.  The accrual must be based on the vacation policy as established by the provider.  No 
accrual will be allowed where an employee forfeited a vacation under the provider's vacation policy 
and for which the provider did not incur a liability.  Moreover, in any event, the vacation accrual in 
the year of conversion must be limited to those vacations consistent with §2146.2B above. 
 
As part of the conversion, an adjustment will be made to Medicare reimbursable costs in the year of 
conversion by subtracting the product of the amount of vacation costs included in allowable costs in 
the first year the provider entered the Medicare program that applied to prior periods and the 
Medicare utilization in the year the provider entered the Medicare program. 
 

B. Example.--A cash basis calendar year provider entered the Medicare program on January 
1, 1967, and filed its first cost report for the period ended December 31, 1967. The provider adopted 
the accrual method of accounting in accordance with Regulations section 405.453(e) except for 
vacation benefits.  However, in July and August 1967, the provider paid vacation benefits in the 
amount of $50,000 that were earned and properly accruable in prior periods.  The provider included 
this amount in allowable costs for the year ended December 31, 1967.  Allowable costs were not 
adjusted to exclude this amount, and the provider continued to include vacations in allowable costs 
when paid. 
 
As of the end of 1970, the provider accrues vacation costs in the amount of $100,000.  The provider 
also paid vacation costs in the amount of $75,000 during 1970 that were earned in 1970 and in prior 
periods under Medicare. 
 

1. Accruable amount as of December 31, 1970, and 
amounts paid in 1970 that were earned in both 
1970 and in prior periods under Medicare $175,000 
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2. Amount paid in l967 that applied to prior periods ($50,000 x 25% - percentage 
of Medicare reimbursement to total allowable costs for the period ended l2/3l/67) $l2,500 

 
 C. Notes to Examples.--Item l represents an element of allowable costs subject to 
apportionment to Medicare in the year of conversion. 
 
Item 2 represents an adjustment to Medicare reimbursement in the year of conversion and, therefore, 
should be separated between Part A and Part B costs and included (below the line on the settlement 
pages of the cost forms) with other Medicare reimbursement determined through apportionment.  
The proportions of reimbursable provider Part A costs and reimbursable provider Part B costs to the 
sum of both in the first year the provider entered the Medicare program must be used as the basis to 
allocate between Part A and Part B, with Part B reimbursed at 80 percent.  This may be 
accomplished in the following manner: 
 
Part A = Gross* Reimbursable Provider 
 Part A Costs                          x  Vacation Cost 
Gross Reimbursable Provider   Adjustment 
 Costs (Part A and Part B) 
 
Part B = Gross* Reimbursable Provider 
 Part B Costs                          x  Vacation Cost   x   80% 
 Gross Reimbursable Provider   Adjustment 
 Costs (Part A and Part B) 
 
*"Gross" refers to reimbursable costs before exclusion of deductible and coinsurance. 
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2l47. BILINGUAL SERVICES 
 
The costs incurred for bilingual services are allowable provider costs to the extent that the costs are 
reasonable both as to amount and in relationship to the extent of need for the services.  They include, 
but are not limited to, the costs of translators for communication between the provider and patients, 
printed provider informational material distributed to patients, and special personnel recruitment 
efforts designed to recruit bilingual employees.  For purposes of Medicare reimbursement, the term 
bilingual includes the ability to communicate with the deaf through sign language.  Providers are 
encouraged to make bilingual services available to patients wherever the services are necessary to 
adequately serve a multilingual patient population. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 226 2l-32.4A 



11-83 COSTS RELATED TO PATIENT CARE 2l48.2 
 
 
2l48. REIMBURSEMENT FOR PHYSICIANS' SERVICES RENDERED IN A TEACHING 

HOSPITAL BY PHYSICIANS ON THE HOSPITAL STAFF AND REIMBURSEMENT 
FOR SERVICES RENDERED IN A TEACHING HOSPITAL BY THE FACULTY OF A 
MEDICAL SCHOOL OR ORGANIZATION RELATED THERETO--GENERAL 

 
Where the hospital exercises the election provided for in §2l48.5, direct medical and surgical 
services, including supervision of interns and residents in the care of individual patients, rendered to 
Medicare patients in a teaching hospital by physicians on the hospital staff will be reimbursed as a  
provider service on a reasonable cost basis; and reasonable costs of direct medical and surgical 
services, including supervision of interns and residents in the care of individual patients, rendered to 
Medicare patients in a teaching hospital by physicians on the faculty of a medical school or 
organization related thereto may be reimbursed to the hospital by the program.  These services are 
covered under Part A of the program when rendered to inpatients (unless Part A coverage has 
expired or is not available; in such case the inpatient could be covered under Part B of the program) 
and are covered under Part B of the program when rendered to outpatients. 
 
Reasonable costs incurred by a medical school or organization related thereto in rendering other than 
direct medical and surgical services to Medicare patients in the hospital may be reimbursed to the 
hospital by the program .  Reimbursement could also be made to a fund (see §2420) for physicians' 
volunteer direct medical and surgical services, including supervision of interns and residents in the 
care of individual patients, rendered on a regularly scheduled basis in a teaching hospital. 
 
2l48.l Reasonable Cost of Direct Medical And Surgical Services Rendered by Physicians on the 
Hospital Staff in the Care of Individual Patients (Including Supervision of Interns and Residents 
Rendering Such Services).--Reasonable costs incurred by a teaching hospital in compensating 
physicians for direct medical and surgical services to patients, including supervision of interns and 
residents in the care of individual patients, are reimbursable by the program to the hospital.  Such 
costs are not subject to cost finding as described in Chapter 23.  Rather, these costs are separately 
accumulated and apportioned in accordance with the Aggregate Per Diem Method of apportionment. 
 (See §22l8.)  For purposes of this section, reasonable costs are defined as the direct salary paid to 
such physicians plus applicable fringe benefits.  Other allowable costs incurred by the provider 
related to the services described in this section are reimbursable subject to the requirements 
pertaining to all other provider services, including cost finding. 
 
2l48.2 Reasonable Costs Incurred by a Teaching Hospital for the Services Rendered by a Medical 
School or Related Organization in the Hospital.-- 
 

A. Direct Medical and Surgical Services (Including Supervision of Interns and Residents in 
the Care of Individual Patients).--Reasonable costs incurred by a teaching hospital for direct medical 
and surgical services rendered by a medical school (or an organization related to the medical school) 
in the hospital are reimbursable to the hospital  by  the  program,  provided  that  such  costs  would  
be reimbursable if incurred 
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directly by the hospital rather than under such arrangement.  In situations where the medical school 
(or organization related to the medical school) and the hospital are related by common ownership or 
control in accordance with Chapter l0, the costs of such services are allowable costs to the hospital 
under the provisions of that chapter and the reimbursable costs to the hospital are determined under 
the provisions of this section in the same manner as the costs incurred for physicians on the hospital 
staff and without regard to payments made to the medical school by the hospital.  For purposes of the 
preceding sentence, the allowable costs to the medical school or organization related thereto is 
defined as the physicians' direct salaries, applicable fringe benefits, employer's portion of FICA 
taxes, Federal and State unemployment taxes, and workmen's compensation.  Such costs are subject 
to substantiation by the hospital with appropriate documentation showing that these costs are related 
to the rendition of patient care services in the hospital. 
 
The Medicare program will recognize additional costs only if necessary and directly related to the 
rendition of the services; however, in the following situations, any costs incurred by the medical 
school that would represent duplications of costs incurred by the hospital, would not be recognized 
by the program, i.e., where:  (l) the hospital maintains a medical library; (2) the hospital has its own 
administrative structure; and (3) the hospital maintains physician office space and clerical support.  
Such costs are also subject to substantiation by the hospital and/or medical school or organization 
related thereto. The costs of the physicians' direct salaries plus applicable fringe benefits are not 
subject to cost finding as required by Chapter 23.  Rather, these costs are separately accumulated and 
apportioned in accordance with the Aggregate Per Diem Method as described in §2218.  Allowable 
costs other than direct salaries and applicable fringe benefits are subject to the cost finding and 
apportionment methods required for all provider services (excluding physicians' direct medical and 
surgical services rendered to patients). 
 
Where the medical school and the hospital are not related organizations, (see Chapter l0), and the 
hospital makes payment to the medical school for the costs of direct medical and surgical services 
rendered to all patients in the hospital by the medical school or organization related thereto, 
reimbursement will be made by the health insurance program to the hospital for the reasonable costs 
incurred by the hospital for its payments to the medical school for services to Medicare patients.  
Costs incurred under such an arrangement must be allocated to the full range of services provided to 
the hospital by physicians of the medical school on the same basis as provided for under §2l48.4 and 
costs of physicians' direct salaries plus applicable fringe benefits so allocated to direct medical and 
surgical services to hospital patients must be apportioned to Medicare patients in accordance with 
§2204.  Allowable costs other than direct salaries and applicable fringe benefits are subject to the 
cost finding and apportionment methods required for all provider services. 
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Where the medical school and the hospital are not related organizations (see Chapter l0) and the 
hospital makes payment to the medical school for the costs of direct medical and surgical services 
rendered only to Medicare patients, the allowable costs to the medical school may not exceed l05 
percent of the sum of physicians' direct salaries, applicable fringe benefits, employer's portion of 
FICA taxes, Federal and State unemployment taxes, and workmen's compensation paid by the 
medical school or organization related thereto. Such allowable medical school costs must be 
allocated to the full range of services rendered by the physicians of the medical school or 
organization related thereto as provided in §2l48.4 and all the costs defined in this paragraph so 
allocated to direct medical and surgical services to hospital patients must be apportioned to program 
beneficiaries as provided in §2204.  Such costs are reimbursable only where (l) there is a written 
agreement between the hospital and the medical school or organization related thereto specifying the 
types and extent of services to be furnished by the medical school and specifying that the hospital 
must pay the medical school at least an amount equal to the reasonable costs (as defined in this 
paragraph) of providing such services to Medicare patients, (2) such costs are paid to the medical 
school by the hospital no later than the date on which the cost report covering the period in which the 
services were rendered is due, and (3) payment for such services furnished under such arrangement 
would be made by the program to the hospital had such services been furnished directly by the 
hospital. 
 

B. Reasonable Costs of Other Than Direct Medical and Surgical Services.-Reasonable costs 
incurred by a medical school (or organization related thereto) in rendering other than direct medical 
and surgical services in the hospital will be reimbursed by the program to the hospital in the same 
manner as in paragraph A above except that where the medical school (or organization related 
thereto) incurs costs for these services rendered to both Medicare and non-Medicare patients, these 
costs are subject to the cost finding and apportionment methods for all provider services (excepting 
physicians' direct medical and surgical services rendered to patients).  Where the medical school (or 
organization related thereto) incurs costs for these services rendered only to Medicare patients, then 
the costs are not subject to cost finding and must not be included in the hospital's total allowable 
costs.  Nevertheless, Medicare's portion must be determined on the basis of the Medicare ratio(s) 
used in the apportionment of all other provider costs (excepting physician's direct medical and 
surgical services rendered to patients) applied to the allowable costs incurred by the medical school 
(or organization related thereto) for the services rendered to all patients in the hospital.  An example 
of these services is supervisory laboratory services rendered by a member of the medical school 
faculty. 
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2l48.3 "Salary Equivalent" Payments for Direct Medical and Surgical Services in the Care of 
Individual Patients (Including Supervision of Interns and Residents Rendering Such Care) by 
Physicians on the Voluntary Staff of the Hospital (or Medical School or Organization Related 
Thereto).--Payments will be made to a fund for direct medical and surgical services rendered on a 
regularly scheduled basis to Medicare patients by physicians on the unpaid voluntary medical staff of 
the hospital (or medical school or organization related thereto under arrangement with the hospital) 
provided that the conditions outlined in §2420 are met.  Such payments represent compensation for 
contributed medical staff time which, if not contributed, would have to be obtained through 
employed staff on a reimbursable basis.  Payments for volunteer services are determined by applying 
to the regularly scheduled contributed time an hourly rate not to exceed the equivalent of the average 
direct salary (exclusive of fringe benefits) paid to all full-time salaried physicians (other than interns 
and residents) on the hospital staff, or where the number of full-time salaried physicians is minimal 
in absolute terms or in relation to the number of physicians on the voluntary staff, to physicians at 
like institutions in the area.  This "salary equivalent" is a single hourly rate, covering all physicians 
regardless of specialty, and is applied to the actual regularly scheduled time contributed by the 
physicians in rendering direct medical and surgical services to Medicare patients including 
supervision of interns and residents rendering such care.  The amount applicable to program 
beneficiaries and payable to a fund will be determined in accordance with the Aggregate Per Diem 
Method (see §2218).  (See §2420E on the use of benefits by a fund.) 
 
A physician who receives any compensation from the hospital, or a medical school related to the 
hospital by common ownership or control, for direct medical and surgical services rendered to any 
patient in the hospital will not be considered an unpaid voluntary physician for purposes of this 
paragraph.  Where, however, a physician receives compensation from the hospital or related medical 
school (or organization related thereto) only for services which are other than direct medical and 
surgical  services, a salary equivalent payment for his regularly scheduled direct medical and surgical 
services to Medicare patients of the hospital may be imputed but such amount for volunteer services 
when added to his actual compensation from the hospital and the related medical school (or 
organization related thereto) may not exceed the amount that would have been imputed if all of his 
hospital and medical school services (compensated and volunteer) had been volunteer services or at 
the rate of $30,000 per year, whichever is less. 
 
The following examples assume that the average salary equivalent hourly rate is equal to the hourly 
rate for the individual physician's compensated services: 
 
EXAMPLE l:  Dr. Jones receives $3,000 a year from Hospital X for services other than direct 
medical and surgical services to all patients, e.g., 
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utilization review, administrative services, etc. Dr. Jones also voluntarily rendered direct medical and 
surgical services to Medicare patients. The imputed value of the volunteer services amount to 
$l0,000 for the cost reporting period.  The full imputed value of Dr. Jones' volunteer direct medical 
and surgical services would be allowed since the total amount of the imputed value ($l0,000) and the 
compensated services ($3,000) does not exceed $30,000. 
 
EXAMPLE 2: Dr. Smith received $25,000 from Hospital X for services as a department head in a 
teaching hospital.  Dr. Smith also voluntarily rendered direct medical and surgical services to 
Medicare patients.  The imputed value of the volunteer services amounted to $l0,000.  Only $5,000 
of the imputed value of volunteer services would be allowed since the total amount of the imputed 
value ($l0,000) and the compensated services ($25,000) exceeds the $30,000 maximum amount 
allowable for all his services. 
 
COMPUTATION 
 
Maximum amount allowable for all services performed 
by Dr. Smth for purposes of this computation    $30,000 
 
Less compensation received from Hospital X for 
other than direct medical and surgical services 
to individual patients      $25,000 
 
Allowable amount of imputed value for the volunteer 
services rendered by Dr. Smith     $ 5,000 
 
EXAMPLE 3:  Dr. Brown is not compensated by Hospital X for any services rendered in the 
hospital.  Dr. Brown voluntarily rendered direct medical and surgical services to Medicare patients 
for a period for six months and the imputed value of these services amounted to $20,000. The 
allowable amount of the imputed value for volunteer services rendered by Dr. Brown would be 
limited to $l5,000 (6 months   = 50% x $30,000). 

    l2 months 
 
The amount of the imputed value for volunteer services applicable to Medicare patients and payable 
to a fund will be determined in accordance with the Aggregate Per Diem Method described in § 
2204. 
 
2l48.4  Allocation of Compensation Paid to Physicians in a Teaching Hospital.--In determining 
reasonable cost under this section, the compensation paid by a teaching hospital, to physicians in a 
teaching hospital must be allocated to the full range of services implicit in the physicians' 
compensation arrangements and for which they are not otherwise compensated.  (However, see § 
2l48.3 for the computation of the 
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"salary equivalent" payments for volunteer services rendered to patients.)  Such allocation must be 
made and must be capable of substantiation on the basis for the proportion of each physician's time 
spent in rendering each type of service to such hospital and/or medical school or organization related 
thereto. 
 
2l48.5  Election to Receive Medicare Reimbursement on A Reasonable Cost Basis.-For cost 
reporting periods beginning after June 30, l973, and before July l, l976, a teaching hospital may elect 
to receive reimbursement on a reasonable cost basis for the direct medical and surgical services of its 
physicians in lieu of any payment on the basis of reasonable charges which might otherwise be 
payable for such services.  A hospital may make this election to receive cost reimbursement only 
where all physicians who render services in the hospital which are covered under the Medicare 
program agree in writing not to bill charges for such services (or where all the physicians are 
employees of the hospital and as a condition of employment they are precluded from billing for such 
services). 
 

A. Current or Future Periods.--Where the election to receive cost reimbursement is for a 
current or future period, each physician who provides services to Medicare beneficiaries must agree 
in writing (except where the employment restriction discussed above exists) not to bill charges for 
services provided to Medicare beneficiaries. However, where each physician agrees in writing to 
abide by all the rules and regulations of the medical staff or the hospital (and, as appropriate, the 
fund), such an agreement will suffice if the agreement is required as a condition f staff privileges, 
and the rules and regulations of the hospital or fund clearly preclude physician billing for the services 
for which cost benefits are payable.  A copy of the rules or regulations or a copy of the standard 
agreement used by the hospital or fund should be furnished to the fiscal intermediary, and the signed 
agreements must be maintained on file by the provider and are subject to periodic review by the 
intermediary.  The intermediary must advise the carrier, where a hospital elects cost reimbursement 
for physicians' services, and supply the carrier with a list of all physicians who provide services in 
the facility. These actions must be completed before any cost payments under this provision may be 
made. 
 

B. Past Periods.--Where an election to receive cost reimbursement for physicians' services is 
made for a past period, it is not necessary to obtain the signed agreements discussed above.  
However, the cost payment made by the intermediary will be reduced by an amount equal to the 
aggregate reasonable charges applicable to any services reimbursed by the carrier during the period 
in question.  Since the period for filing claims for reasonable charge reimbursement differs 
somewhat from the period for filing hospital cost reports, the hospital (or the fund, as appropriate) is 
required to agree to further adjust if Part B claims are received and paid by the carrier subsequent to 
the time for which cost payments are made. 
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2l50. HOME OFFICE COSTS--CHAIN OPERATIONS 
 
A chain organization consists of a group of two or more health care facilities which are owned, 
leased, or through any other device, controlled by one organization.  Chain organizations include, but 
are not limited to, chains operated by proprietary organizations and chains operated by various 
religious, charitable, and governmental organizations.  A chain organization may also include 
business organizations which are engaged in other activities not directly related to health care.  (See 
§§l002.2 and l002.3 for definitions of common ownership and control.) 
 
Home offices of chain organizations vary greatly in size, number of locations, staff, mode of 
operations, and services furnished to the facilities in the chain.  The home office of a chain is not a 
provider in itself; therefore, its costs may not be directly reimbursed by the program.  The 
relationship of the home office to the Medicare program is that of a related organization to 
participating providers.  Home offices usually furnish central management and administrative 
services such as centralized accounting, purchasing, personnel services, management direction and 
control, and other services.  To the extent the home office furnishes services related to patient care to 
a provider, the reasonable costs of such services are includable in the provider's cost report and are 
reimbursable as part of the provider's costs.  Where the home office of the chain provides no services 
related to patient care, neither the costs nor the equity capital of the home office may be recognized 
in determining the allowable costs of the providers in the chain. 
 
Very often the home office of a chain organization charges the providers in the chain a management 
fee for the services the home office furnishes.  Management fees charged between related 
organizations are not allowable costs, except where §l0l0 is applicable, and such fees must be deleted 
from the provider's cost report.  However, where management fees between related organizations are 
disallowed, the home office's reasonable costs for providing the services related to patient care are 
includable as allowable costs of the provider.  The instructions for preparation of a home office cost 
statement containing schedules for the determination of home office costs and equity capital, and 
their allocation, are set forth in §2l53. 
 
Section 2l50 is not applicable to franchise fees (see §2135ff), management fees or fees for other 
services paid by a provider where there is no common ownership or control between the provider and 
the franchisor or other service organization, or where the exception to the related organization 
principle applies (see §l0l0). 
 
2l50.l General Limitation on Allowability of Costs.--Where a provider is furnished services, 
facilities, or supplies from an organization related to it by common ownership or control, the costs 
allowed are subject to the provisions of chapter l0.  Thus, allowable cost is limited to the lower of (l) 
allowable costs properly allocated to the provider, except as indicated in §l0l0, or (2) the price for 
comparable services, facilities, or supplies that could be purchased elsewhere, taking account of the 
benefits of effective purchasing that would accrue to each member provider because of aggregate 
purchasing on a chainwide basis. 
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2l50.2 Determination of Allowable Costs.-- 
 

A. General.--Home office costs directly related to those services performed for individual 
providers which relate to patient care, plus an appropriate share of indirect costs (overhead, rent, 
administrative salaries, etc.) are allowable to the extent they are reasonable (see §2l02.l).  Home 
office costs that are not otherwise allowable costs when incurred directly by the provider cannot be 
allowable as home office costs to be allocated to providers.  For example, certain advertising costs 
(see §2l36.2), some franchise taxes and other similar taxes (see §2l22.4), costs of noncompetition 
agreements (see §2l05.l), certain life insurance premiums (see §2l30), certain membership costs (see 
§§2l38.3 and 2l38.4) or those costs related to nonmedical enterprises are not considered allowable 
home office costs.  In addition, where an owner of the provider, as defined in chapter 9, received 
compensation for services provided by the home office, the compensation is allowable only to the 
extent that it is related to patient care (see §902.2) and to the extent that it is reasonable (see §902.3). 
 

B. Organization, Start-Up, and Other Corporate Costs.-- 
 

l. Organization Costs.--The organization costs of a home office (except those referred to 
below) are considered allowable costs under the Medicare program and must be amortized in 
accordance with the provisions in §2l34ff.  Section 2l34.lB describes costs which are not considered 
allowable organization costs.  In addition, reorganization costs (see §2l34.l0) and stockholder 
servicing costs (see §2134.9) are not allowable organization costs.  These unallowable organization 
costs are excluded from the computation of the home office equity capital. 
 

2. Start-Up Costs.--Start-up costs of a home office are considered allowable costs under 
the Medicare program and must be amortized in accordance with the provisions of §2l32ff. 
 

3. Costs of Corporate Acquisitions.--Costs related to the acquisition of the capital stock 
of a provider, whether or not such facilities are participating or subsequently will participate in the 
Medicare program, are not allowable (see §2l34.ll). Additionally, costs connected with the transfer of 
assets to a chain are not allowable as organization costs but instead must be capitalized as part of the 
cost of the asset (see §l04.l0). 
 

C. Interest on Loans Between Home Office and Components of Chain.--Where the home 
office makes a loan to, or borrows money from, one of the components of the chain, the interest paid 
is generally not an allowable cost and the interest income earned from such a loan is not used to 
reduce allowable interest expense.  (See §2l8 for the general rule and §§218.2 and 220 for exceptions 
to the general rule.) 
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D. Interest on Loans From Unrelated Sources.--Interest expense (see §200ff) is allowable to 
the extent that the proceeds of the related loan, mortgage, bond issue, etc., are used either to acquire 
assets for use in patient care activities (capital related) or to provide funds for operations related to 
patient care (noncapital related).  The interest expense must be reduced by investment income as 
defined in §202.2.  For the allocation of interest expense and investment income, refer to §2150.3.E. 
 Where proceeds of a loan, mortgage, bond issue, etc., are used to acquire stock ownership (as 
opposed to assets and liabilities) of additional facilities, the interest expense is not allowable. 
 

E. Home Office Planning Costs.--This policy is effective for all cost reporting periods 
beginning on or after June 1, 1976. 
 

1. Expanding, Rebuilding, or Relocating Existing Providers.--When a home office 
incurs planning costs as described in §§2154.1 and 2154.2 to purchase or construct a new facility, to 
expand, rebuild, or relocate a provider which is a member of a chain organization, such costs are 
allowable when: 
 

a. They are reasonable and prudent as defined in §2103; 
 

b. They have been included in the historical cost of the completed facility; 
 

c. The facility has been certified to participate in the Medicare program; and 
 

d. The facility has been approved under §1122 of the Social Security Act. (See 
§2422ff.) 
 
Any planning costs incurred to purchase land become part of the historical cost of the land and are 
not included in the historical cost of the depreciable assets of the completed facility.  If a home office 
incurs planning costs for both land and a facility, and such costs cannot be specifically identified 
with either the land or facility, the planning costs must be allocated between the land and facility 
based on the cost of each to the total cost. 
 
If a home office abandons plans, the abandoned planning costs are treated as provided for in §2154.4. 
 Any allowable abandonment costs must be directly allocated to the appropriate provider. 
 

2. Expansion of the Chain Operation.-- 
 

a. Allowable.--If a home office incurs planning costs to construct a new facility or 
to purchase an existing facility (excluding land) to expand a chain organization and not to expand an 
existing provider, such costs are recognized when the requirements enumerated in subsection 1. 
above are met. 
 

b. Nonallowable.--If a home office abandons plans described in a. above, the costs 
of the abandoned plans are considered an investment loss and are not allowable. Also, where plans 
involving the acquisition of land are abandoned, the costs of such plans are not allowable. 
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F. Malpractice and Comprehensive General Liability, Unemployment and Workers' 
Compensation Insurance Coupled with Second Injury Coverage.--Payments by a home office of a 
chain for its providers, or individually by members of a chain to an independent fiduciary for 
malpractice and comprehensive general liability insurance coverage, as well as unemployment and 
workers' compensation, coupled with second injury coverage, will be recognized if made to a fund 
established in accordance with the requirements in §2162ff. 
 
2150.3  Allocation of Home Office Costs to Components in Chain.-- 
 

A. Procedure.--Starting with its total costs, including those costs paid on behalf of providers 
(or other components in the chain), the home office must delete all costs which are not allowable in 
accordance with program instructions.  The remaining costs (total allowable costs) will then be 
identified as capital-related costs and noncapital-related costs and allocated as stated below to all the 
components--both providers and nonproviders--in the chain which received services from the home 
office. 
 
Where the home office incurs costs for activities not related to patient care in the chain's 
participating providers, the allocation bases used must provide for the appropriate allocation of costs 
such as rent, administrative salaries, organization costs, and other general overhead costs which are 
attributable to nonpatient care activities, as well as to patient care activities.  All activities and 
functions in the home office must bear their allocable share of home office overhead and general 
administrative costs. 
 

B. Costs Directly Allocable to Components.--The initial step in the allocation process is the 
direct assignment of costs to the chain components.  Allowable costs incurred for the benefit of, or 
directly attributable to, a specific provider or nonprovider activity must be allocated directly to the 
chain entity for which they were incurred.  For example, where such costs are paid by the home 
office, interest expense is allocated to the facility for which the loan was made; salaries are allocated 
to the facility to whose employees they apply; etc.  Home offices may simplify the allocation of costs 
to the chain components in the cost finding process by transferring the costs which are directly 
allocable to the components through the intercompany accounts.  The transfers should be made at the 
time the costs are incurred. 
 

C. Costs Allocable on a Functional Basis.--The allowable home office costs that have not 
been directly assigned to specific chain components must be allocated among the providers (and any 
nonprovider activities in which the home office may be engaged) on a basis designed to equitably 
allocate the costs over the chain components or activities receiving the benefits of the costs. This 
allocation must be made in a manner reasonably related to the services received by the entities in the 
chain.  Chain home offices may provide certain centralized services, such as central payroll or central 
purchasing, to the chain components.  Where practical and the amounts are material, these costs must 
be allocated on a functional basis.  For example, costs of a central payroll operation could be 
allocated to the chain components based on the number of checks issued; the costs of a central 
purchasing function could be allocated based on purchases made or requisitions handled.  Any 
residual allowable home office costs remaining after a functional cost allocation has been completed 
must be included as pooled costs and allocated as described in subsection D. below.  The functions, 
or cost centers used to allocate home office costs, 
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and the unit bases used to allocate the costs, including those for the pooled costs described in 
subsection D., must be used consistently from one home office accounting period to another. 
 
However, if the home office wishes to change its allocation bases and believes the change will result 
in more appropriate and more accurate allocations, the home office must make a written request, 
with its justification, to the intermediary responsible for auditing the home office cost for approval of 
the change no later than 120 days after the beginning of the home office accounting period to which 
the change is to apply. 
 
The intermediary's approval of a home office request will be furnished to the home office in writing. 
 Where the intermediary approves the home office request, the change must be applied to the 
accounting period for which the request was made, and to all subsequent home office accounting 
periods unless the intermediary approves a subsequent request for change by the home office.  The 
effective date of the change will be the beginning of the accounting period for which the request was 
made. 
 

D. Pooled Costs in Home Office.--In each home office there will be a residual amount, or 
"pool," of costs incurred for general management or administrative services which cannot be 
allocated on a functional basis.  For home office accounting periods beginning before November 1, 
1976, these costs may be allocated to the components in the chain on the basis of beds, bed days, or 
other basis, provided the basis used equitably allocate such costs.  Revenues are not generally 
appropriate for distributing these costs. Where the home office cannot determine its costs by 
functions and allocate them on a functional basis, the home office must allocate its costs as one cost 
center of pooled costs. 
 

1. For home office accounting periods beginning on or after November 1, 1976, but 
beginning before January 1, 1983, the pooled costs of the home office must be allocated to the chain 
components in accordance with the following: 
 

a. Where the chain consists solely of health care facilities, the pooled costs must be 
allocated to the components based on either inpatient days or total costs. If inpatient days are used, 
each facility would share in the pooled costs in the same proportion that its inpatient days bear to the 
total inpatient days of all the facilities in the chain.  The basis of inpatient days can be used only if 
the entire chain consists solely of inpatient health care facilities.  If the chain consists of both 
inpatient and noninpatient type of facility, total costs must be used as the basis of allocation.  If total 
costs are used, each facility would share in the pooled costs in the same proportion that its total costs 
(excluding home office costs) bear to the total costs of all facilities in the chain. Total costs are costs 
before Medicare adjustments are made. 
 

b. Where the chain consists of health care facilities and organizations carrying on 
other types of activities, such as pharmacies, construction companies, etc., the pooled costs may be 
allocated to the health care facilities and nonhealth care organizations on an appropriate basis, 
depending upon the organization of the chain.  The 
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intermediary would be responsible for reviewing and approving the basis used.  After this initial 
allocation, the pooled costs allocated to the health care facilities must then be allocated to each 
separate facility as set forth in a. above. 
 

2. For home office accounting periods beginning on or after January 1, 1983: 
 

a. Pooled home office costs must be allocated on the basis of inpatient days, 
provided the entire chain consists solely of comparable inpatient health care facilities (e.g., the entire 
chain is composed solely of short term inpatient hospitals). Where this situation exists, each facility 
in the chain would share in the pooled costs in the same proportion that its total inpatient days bears 
to the total inpatient days of all the facilities in the chain. 
 

b. Pooled home office costs must be allocated to chain components on the basis of 
total costs if the chain is composed of either unlike health care facilities (e.g., a combination of short-
term hospitals, long-term hospitals, and home health agencies) or a combination of health care 
facilities and nonhealth care facilities (i.e., facilities engaged in activities other than the provision of 
health care).  Under this basis, all chain components will share in the pooled home office costs in the 
same proportion that the total costs of each component (excluding home office costs) bear to the total 
costs of all components in the chain.  Total costs are costs before Medicare adjustments are made. 
 
Where a chain consists of health care facilities and organizations carrying on other types of activities, 
pooled costs can be initially allocated to the health care facilities and nonhealth care facilities on an 
appropriate basis depending upon the organization of the chain, subject to intermediary approval as 
explained in the following paragraph.  After this initial allocation has been performed, the pooled 
costs allocated to the health care facilities must then be distributed to these chain components in 
accordance with the requirements of paragraphs a. or b. above, as appropriate. 
 
If evidence indicates that the use of a more sophisticated allocation basis would provide a more 
precise allocation of pooled home office costs to the chain components, such basis can be used in 
lieu of allocating on the basis of either inpatient days or total costs. However, intermediary approval 
must be obtained before any substitute basis can be used. The home office must make a written 
request with its justification to the intermediary responsible for auditing the home office cost for 
approval of the change no later than 120 days after the beginning of the home office accounting 
period to which the change is to apply. 
 
The intermediary's approval of a home office request will be furnished to the home office in writing. 
 Where the intermediary approves the home office request, the change must be applied to the 
accounting period for which the request was made, and to all subsequent home office accounting 
periods, unless the intermediary approves a subsequent request for change by the home office.  The 
effective date of the change will be the beginning of the accounting period for which the request was 
made. 
 

E. Allocation of Interest Expense and Investment Income of Chain Operations.--Interest 
expense incurred by the home office must be appropriately assigned and/or allocated in accordance 
with subsections 2150.3.A-D.  As required in §2150.3.A., interest expense must be separately 
identified between capital-related and noncapital-related. 
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Similarly, all home office investment income which is subject to offset (see §202.2) against 
allowable interest expense must be appropriately assigned and/or allocated in accordance with the 
methodology of subsections 2150.3.A-C, and separately identified between capital-related and 
noncapital-related.  Any investment income which cannot be allocated in accordance with 
subsections A-C must be allocated in the same proportion that the total capital related or noncapital 
related interest expense of each component bears to the total interest expense of all components in 
the chain.  The net amount of capital-related interest expense and investment income (whether 
positive or negative) so determined, at the home office level for each chain provider, must be 
appropriately included with that chain provider's costs as described in F. below.  Also, the net 
amount of noncapital-related interest expense and investment income (whether positive or negative) 
so determined at the home office level, for each chain provider, must be appropriately included with 
that chain provider's costs as described in F., below. 
 

F. Inclusion in Provider Costs.--Home office costs directly allocated to the chain providers 
should be included in each appropriate account in the provider's trial balance and then allocated 
through the provider's cost-finding process.  The provider's share of the home office's allowable costs 
is included in the provider's adjusted trial balance with the provider's own allowable costs.  This 
amount, like other costs, must be allocated between patient care and nonpatient care activities. 
 
The provider's share of the net amount of home office capital-related interest expense and investment 
income is subject to offset by the provider's own capital-related investment income and included 
with the provider's capital-related costs.  If the provider's share is a negative amount, it should be 
added to the provider's capital-related investment income and the combined amount used to reduce 
the provider's capital-related interest expense. 
 
The provider's share of the net amount of home office noncapital-related interest expense and 
investment income is subject to offset by the provider's own noncapital-related investment income 
and included with the provider's Administrative and General costs.  If the provider's share is a 
negative amount, it should be added to the provider's noncapital-related investment income and the 
combined amount used to reduce the provider's noncapital-related interest expense. 
 
Although the share of the home office costs allocated to each provider may thereby become 
allowable costs under the program, the allowed costs of providers in a chain should not exceed the 
cost allowed for similar institutions not so affiliated.  Thus, the costs of a chain provider (including 
any allowable home office costs) are not recognized or allowed to the extent they are found to be out 
of line with similar institutions in the same area.  (See §2102ff.) 
 

G. Interperiod Allocation of Home Office Costs.--When the home office accounting period 
differs from the cost reporting period of a chain provider, the allowable home office costs of the 
provider for the period covered by the home office cost statement should be included in the 
provider's cost report as indicated above and then allocated through the cost-finding process.  An 
amount of allowable home office costs and equity capital for the provider for the portion of its 
reporting year not covered by the home office statement will be tentatively projected at a rate not in 
excess of the previous year's home office costs and equity capital as set forth in the applicable home 
office cost statement. 
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Example: 
 
The home office has an accounting year ending August 31, 1974.  For that year, home office costs of 
$120,000 were allocated to Provider A and $84,000 to Provider B.  Provider A's reporting year ends 
on December 31; Provider B's reporting year ends on March 31. 
 
Of the $120,000 costs allocated to Provider A, $40,000 applies to its reporting year ended 12/31/73, 
covering the period from 9/1/73 to 12/31/73; and $80,000 applies to its reporting year ending 
12/31/74, covering the period from 1/1/74 to 8/31/74.  Therefore, in its cost report for the year 
ending 12/31/74, Provider A may include home office costs of $40,000 projected for the period 
9/1/74 to 12/31/74, which is not covered by the home office cost statement ($10,000 per month x 4 
months). 
 
Of the $84,000 allocated to Provider B, $49,000 applies to its reporting year ending 3/31/74, 
covering the period from 9/1/73 to 3/31/74; and $35,000 applies to its reporting year ending 3/31/75, 
covering the period from 4/1/74 to 8/31/74.  Therefore, in its cost report for the year ending 3/31/75, 
Provider B may include home office costs of $49,000 projected for the period 9/1/74 to 3/31/75, 
which is not covered by the home office cost statement ($7,000 per month x 7 months). 
 
A similar procedure would be followed for projecting an amount of home office equity capital.  
Then, the following year, when actual costs and equity capital are determined, the projected amounts 
will be adjusted to agree with the actual amounts, and appropriate adjustments made to the provider's 
reimbursement. 
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2152 HOME OFFICE EQUITY CAPITAL 
 
2l52.l  Computation.--Where a chain provider received services from the home office and the 
program recognizes the costs of such services for reimbursement purposes (see § 2l50.l), the provider 
must include in its equity capital computation its proportionate share of the equity capital of the 
home office which is related to patient care as defined in § l202.l.  In the determination of home 
office equity capital, assets and liabilities not related to patient care activities are excluded in the 
computation. 
 
The equity capital of the home office is computed generally in the same manner as for providers (see 
chapter l2).  That is, a calculation is made at the end of the home office's accounting period to 
analyze the equity capital and changes therein during the period and to determine the amounts of 
home office equity capital at the end of each month in the period.  However where a negative amount 
is shown in the home office equity capital balance for any month, the actual negative amount of 
equity capital is included for that month in the provider's cost reports to determine the provider's 
average equity capital. 
 
2l52.2  Exclusions.-- 
 

A. Loans and Other Intercompany Transfers.--Loans to (or from) the home office or other 
components of the chain from (or to) the provider cannot be considered as assets or liabilities in 
computing the equity capital of the home office or of the provider where interest payments are not 
allowable (see § l2l0).  In addition, amounts due to (or from) the home office or other component in 
the chain from (or to) the provider as a result of transfers of assets between the components of the 
chain or as a result of other intercompany transactions are not includable in computing the equity 
capital of the home office or of the provider. 
 

B. Assets Leased from Home Office.--Where assets are leased by the provider from the home 
office (or other related organization) and the owner's equity in the leased assets is included in the 
equity capital of the provider under §l2l2, the owner's equity in the asset may not be included in the 
equity capital of the home office.  The equity in the leased asset must be computed and included in 
the provider's equity capital in the same manner that home office equity capital is included; that is, 
on a month-by-month basis with negative amounts, if any, carried over to the provider from the 
home office.  (See § 2l52.l.) 
 

C. Investment in Capital Stock of Provider.--The home office's investment in the capital stock 
of the provider or of any other component in the chain and loans made to finance the purchase of 
such investments are not includable in the equity capital of the home office. 
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2l52.3 Allocation of Home Office Equity Capital.--After the home office equity capital is 
determined in accordance with §§ 2l52.l and 2l52.2, the home office equity capital must be allocated 
to the providers and other components in the chain (including nonhealth care areas) which receive 
services from the home office.  Any assets and liabilities on the financial records of the home office, 
and includable in equity capital of the home office, which are directly attributable of a particular 
provider or other entity in the chain, must be allocated directly to the particular provider or other 
entity in the chain and included in that entity's equity capital.  For example, where the equity in the 
equipment must be directly allocated to that provider.  In the same manner, if the home office 
borrowed funds to finance the purchase of the equipment, the liability must also be allocated directly 
to the provider and included in the provider's equity capital computation. 
 
Where borrowed and internally generated funds are transmitted by the home office to the providers 
or other entities in the chain and the funds have become so commingled as to preclude separate 
identification, the liability for the borrowed funds is allocated to the providers and other entities in 
the chain in the proportion that the funds received by that provider or other entities bear to total funds 
disbursed. 
 
The equity in those assets and liabilities which are directly allocable to a particular provider must be 
included in the computation of the average equity capital of the provider on a monthly basis./  The 
effect of this would be the same as if the provider itself owned the assets and owned the liabilities.  
Home offices can simplify the computation of home office equity capital and the allocation of equity 
capital to the chain components in the cost finding process by transferring the assets and liabilities 
which are directly allocable to the components through the intercompany accounts.  The transfers 
should be made at the time the assets and/or liabilities become directly allocable. 
 
The remaining home office equity capital, or "pooled" equity capital, related to patient care and 
computed under § 2l52 must be allocated to each provider and other entity in the chain.  The basis 
used for the allocation of pooled equity capital is the ratio that the portion of home office costs 
allocated to each provider or other entity bears to total home office costs.  Home office costs which 
are directly allocable to a provider or other component in the chain (see § 2l50.3B) should be 
excluded from the allocation base used to allocate "pooled" equity.  The ratio developed for the 
allocation of home office equity capital must be applied to the amount of equity capital computed at 
the end of each month in the computation of average equity capital of the home office.  In effect the 
home office equity capital is considered as a group of net assets used to provide services to the 
providers and other entities in the chain. 
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The costs of these services allocated to the providers are considered to be a measure of the degree to 
which the related equity capital is used for the benefit of the providers. Each provider must include 
its 
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allocated share of the pooled equity capital of the home office at the end of each month in the 
computation of its total equity capital for each respective month to determine its combined average 
equity capital upon which the return on equity capital is based. 
 
 
2l53. REPORTING OF HOME OFFICE COSTS AND EQUITY CAPITAL 
 
Each intermediary servicing a provider in a chain must be furnished with a detailed home office costs 
statement as a basis for reimbursing the provider for home office costs and equity capital.  The home 
office cost statement must be prepared as of the end of the home office accounting year, setting forth 
home office costs and equity capital for the accounting year then ended.  Only one copy of the cost 
statement is required for each intermediary regardless of the number of providers in the chain the 
intermediary is servicing.  The home office cost statement may be obtaining either from the chain 
provider or from the chain home office. 
 
The home office cost statement constitutes the documentary support required of the provider to be 
reimbursed for home office costs and equity capital in the provider's cost report.  The financial 
records of the home office, in turn, are the necessary support for the data in the home office cost 
statement.  Preparation of, and furnishing, the home office cost statement then is a home office 
responsibility.  If a provider or the home office does not furnish a home office cost statement to the 
intermediary, the intermediary will not have adequate data to support payments for home office costs 
and equity capital and must delete home office costs and equity capital allocations from 
reimbursement.  Corresponding changes would be made to interim rates of reimbursement affected 
by the deletion of home office costs. 
 
Since the intermediary must have an acceptable home office cost statement before it can reimburse 
the provider for home office costs and equity capital, the cost statement should be furnished to the 
intermediary within 90 days after the close of the home office accounting year.  Timely furnishing of 
the home office cost statement will facilitate the intermediary's settlement of the provider's cost 
report and reimbursement for the home office costs and equity capital. 
 
To be acceptable, the home office cost statement must be prepared in a format which contains 
detailed schedules of the determination of home office costs and equity capital and their allocation. 
 

A. Home Office Costs.--The determination of allowable costs of the home office should begin 
with the total costs of the home office, by cost centers, as shown by the home office general ledger 
trial balance; should show the reductions for those costs which are not allowable; and should then 
show the adjusted trial balance of total allowable costs. The reductions for unallowable costs should 
be identified and explained on a supporting schedule. 
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A schedule (or schedules) for the allocation of the allowable costs to all of the entities serviced by 
the home office must be included showing each related entity in the chain and the amount of home 
office costs allocated to each related entity, based on the procedures set forth in section 2l50.  Where 
services are provided by the home office to nonrelated entities, such as to hospitals serviced under 
management contracts, the allocations of costs for these entities may be consolidated on the cost 
statement.  However, detailed working papers should be maintained by the home office to support 
the allocations of costs consolidated on the statement.  The costs allocated to each provider would 
then be included in the provider's cost report for reimbursement by the Medicare program. 
 

B. Home Office Equity Capital.--The determination of home office equity capital should be 
made on a schedule similar to Supplemental Worksheet F, Part I, Form SSA-2552G, Return on 
Equity Capital of Proprietary Providers.  The equity capital is determined based on the assets, 
liabilities, and capital account balances as set forth in the home office's balance sheet as of the end of 
its accounting year.  Those assets and liabilities which are not includabel should be deleted to arrive 
at an adjusted balance sheet for equity capital purposes under Medicare.  The adjustments made to 
delete assets and liabilities not includable in equity capital should be identified and explained on an 
attached schedule.  An adjusted balance sheet for the determination of equity capital for Medicare 
purposes must be made for both the beginning and end of the first year in the program, and at the end 
of each accounting year, thereafter. 
 
A schedule similar to Supplemental Worksheet F, Part II, FormSSA-2252G, must be prepared to 
calculate the monthly balance of the home office equity capital, in accordance with section 2l52.  The 
monthly balances of equity capital must the be allocated to the providers and other entities in the 
chain.  The amounts of home office equity capital allocated to each provider for each month in the 
accounting period must be combined with the provider's own equity capital for the corresponding 
month in its own calculation. Where negative amounts of home office equity capital have been 
computed, the actual negative amounts of home office equity capital have been computed, the actual 
negative amounts are brought forward to the provider's cost report for inclusion in its computation. 
 

C. Bases for Allocations.--a statement must be included explaining the various home office 
allowable costs.  Where the home office has departmentalized its home office costs by functions, i.e., 
accounting, personnel, purchasing, etc., and allocates such costs on an appropriate unit basis, the 
home office cost statement should contain a full explanation of the unit basis used in each case.  
Also, where specific items of home office assets and liabilities are allocated directly to a particular 
provider or other entity, the statement should contain an 
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explanation for, and the basis of, such direct allocation.  The intermediary responsible for the home 
office audit will determine the appropriateness of the method of allocation used, in addition to the 
appropriateness of the bases of allocation used. 
 
However, where "pooled" home office costs and equity capital are concerned, the bases for allocating 
such amounts are limited to specific ratios.  (See §§ 2150.3D and 2152.3.) 
 
Where the chain provider has a cost reporting period ending date extending beyond the ending date 
of the home office's accounting year, the home office costs and equity capital included in the 
provider's cost report for a portion of the reporting period will not be supported by a cost statement.  
In such cases, the intermediary may reimburse the provider tentatively for amounts of home office 
costs and return on equity capital projected at a rate not in excess of the previous year's home offices 
costs and return on equity capital as set forth in the related home office cost statement.  When the 
current year's home office cost statement is submitted, the projected amount will be adjusted to the 
actual amounts which should be included. 
 
2154. PLANNING COSTS 
 
2154.1 General.--When a provider plans for any physical plant construction or plans to purchase 
an existing facility or land to expand, rebuild, or relocate its present facility, it generally incurs 
planning costs.  The planning costs may include feasibility studies, engineering studies, architect 
fees, finder's fees, etc., and usually involve the provider's staff and/or the use of outside consultants.  
The planning may either be initiated by a provider or required by an area planning agency. 
 
Planning costs generally become part of the historical cost of a completed facility.  (See §2l54.3 for 
specifics.)  However, where a provider abandons its plans, the abandoned planning costs are 
allowable where the provider had planned to expand its present facility by adding new wings, 
departments, or buildings, which would have been included under its present certification, and such 
costs were reasonable. 
 
On the other hand, where a provider plans to open a new facility which would be separately certified 
under the program, while continuing to perform services at the present location, it would not be 
expanding its facility, but would be investing in a capital asset which would not be related to patient 
care until the new facility was certified. Consequently, the costs of any abandoned plans would not 
be allowable under the program. This policy is effective for all cost reporting periods beginning on or 
after June l, l976. 
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2154.2 Definitions.-- 
 

A. Expand.--To increase the size of a provider's facility. This includes the purchase or 
construction of wings, departments, and/or buildings that will be included in a provider's existing 
certification. 
 

B. Rebuild.--To make extensive improvements; to restore to a previous state; to make 
extensive changes, to remodel; to tear down an existing provider's facility and build a new facility in 
the immediate proximity of the old facility. 
 

C. Relocate.--To move an existing provider to a new location and close the old provider. 
 
2154.3  Planning Costs Where Facility is Completed.--These costs are recognized under Medicare 
when: 
 

A. They are reasonable and prudent as defined in § 2l03, 
 

B. They become part of the historical cost of the completed facility, and 
 

C. The facility is certified to participate in the Medicare Program. 
 
Any planning costs incurred to purchase land become part of the historical cost of the land and are 
not included in the historical cost of the depreciable assets of the completed facility.  If a provider 
incurs planning costs for both land and a facility, and such costs cannot be specifically identified 
with either the land or facility, the provider must allocate the planning costs between the land and the 
facility based on the cost of each to the total cost. 
 
 
2154.4 Planning Costs Where Plans Are Abandoned.-- 
 

A. Allowable.--If a provider abandons its plans to construct or purchase a facility, the cost of 
such plans is allowable if the planning was for the purpose of expanding, rebuilding, or relocating the 
operations of the certified facility. (See § 2l55 for abandoned construction in-progress.)  Plans are 
deemed abandoned when there is no remaining discernible benefit to a provider.  If a facility is 
completed, all feasibility studies and preliminary plans related to the building project have a 
discernible benefit to a provider since they are used as part of the decision-making process on 
whether to build the facility.  Thus, such plans, even if they are not directly used in the building of 
the facility, are not considered abandoned.  The costs of such plans should be included in the 
historical cost of the facility when it is completed.  (Effective for all cost reports open on or after 
June 1, 1978.) 
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Providers have the option of including the cost of the abandoned plans in allowable cost either in the 
year of abandonment or by amortizing them over a 3-year period.  In addition, if a provider received 
a restricted gift, grant, etc. for construction on purchase of a facility, both the principal and income 
from such gift, grant, etc. must be offset against the allowable cost of abandoned plans.  (See & 
l2l8.ll for treatment of return on equity capital.) 
 

B. Nonallowable.--Costs of abandoned plans are not allowed when: 
 

l. A provider plans to continue to operate its present facility and plans to construction or 
purchase a new facility which will be separately certified under the program.  For example, if a 
participating hospital plans to construct or purchase a skilled nursing facility and abandons such 
plans, such costs are not allowable; or 
 

2. Such costs are for the purchase of land to be used either for facilities or parking lots. 
 
 
2l55. ABANDONMENT OF CONSTRUCTION-IN-PROGRESS 
 
Where a provider begins construction of a new facility to expand, rebuild, or relocate its present 
certified facility and then later abandons the partially completed asset, the cost of this abandoned 
asset, excluding planning costs described in §§ l2l54ff, is an investment loss and is not allowable 
under the Medicare program.  If a provider abandons a partially constructed asset which would have 
become a newly certified facility, the loss, including abandoned planning costs, is not allowable. 
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2l56. ALLOWABLE COSTS OF GOVERNMENTAL SUPPORT SERVICES TO STATE 

AND LOCAL GOVERNMENTAL PROVIDERS 
 
Agencies and departments of State and local governments often furnish providers operated by such 
government with facilities and services necessary to the operation of those providers.  These facilities 
and services included such items as motor pool, legal counsel, procurement personnel administration, 
data processing payroll, maintenance and operation of plant, accounting, budgeting, auditing, and 
mail and messenger services.  The costs of such facilities and services are includable in the allowable 
costs of the provider to the extent they are (l) reasonable, (2) related to patient care, (3) allowable 
under Medicare regulations, and (4) allocated on an acceptable basis. 
 
Allowable services may also include an allocable share of supportive and supervisory time directly 
present in furnishing the service to the provider.  They should not include supervision of a general 
nature such as that of a department head or staff assistants not directly involved in specific 
operations. 
 
Any grants, Federal or private or gifts received by State and local government for operating expenses 
must be offset against allowable costs. 
 
2l56.l Unallowable Central Service Costs.--The following expenses are unallowable:  (l) general 
administrative costs of State and local governments-such as the general expenses of State and local 
governments in carrying out the coordinating, fiscal and administrative functions of government, and 
public services such as fire, police, sanitation, tax administration and collection, and water, (2) chief 
executive officer's expenses-the salaries and expenses of the office of the Governor of a State or the 
chief executive of a political subdivision, (3) legislative expenses--salaries and other expenses of the 
State legislature or similar local governmental lawmaking bodies such as county supervisors, city 
council, etc., and (4) tax anticipation warrants and property tax functions. 
 
2l56.2 Allocation Bases.--Costs allocated to a provider from a servicing governmental unit must 
fairly represent benefits received by the provider.  Therefore, for the following types of services, the 
following allocation bases are recommended: 
 

TYPE OF SERVICE   BASIS FOR ALLOCATION 
 

Accounting    Time spend on number of  
     transactions processed 

 
Auditing    Direct audit hours 
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Budgeting Direct hours of identifiable services of    
 employees of central budget 
 
Data Processing Machine hours 
 
Disbursing Service Machine hours 
 
Employee Retirement System Dollar contributions to fund or 
  Administration number of employees contributing 
 
Fidelity Bonding Program Employees subject to bond 
 
Health Services Number of employees 
 
Legal Services Direct hours 
 
Local Telephone Number of telephone instruments 
 
Mail and Messenger Service Number of documents handled or 

employees serviced 
 
Motor Pool Costs (including Miles driven or days used 

automotive management) 
 
Office Machine and Equipment Direct hours 

Repairs 
 
Office Space Use and Related Square foot of occupied space 

Costs (i.e., janitorial 
service, etc.) 

 
Payroll Service Number of employees 
 
Personnel Administration Number of employees or salaries 

and wages 
 
Printing and Reproduction Number of hours, job basis, 

printed pages, etc. 
 
Procurement Services Total dollar volume or number of 

transactions processed 
 
If a provider cannot use the above recommended bases, it may use alternative bases after obtaining 
the approval of the intermediary.  Costs of allowable services other than those listed maybe allocated 
to providers on any reasonable allocation bases subject to prior intermediary approval. 
 
2l56.3 Reporting Requirements.--Providers must attach a supporting schedule to their cost reports 
listing the type of service, amount, allocation base, and the cost center to which the government 
overhead cost is allocated. 
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2l60. LOSSES ARISING FROM OTHER THAN SALE OF ASSETS 
 

A. General.--A provider participating in the Medicare program is expected to follow sound 
and prudent management practices, including the maintenance of an adequate insurance program to 
protect itself against likely losses, particularly losses so great that the provider's financial stability 
would be threatened.  Where a provider chooses not to maintain adequate insurance protection 
against such losses, through the purchase of insurance, the maintenance of a self-insurance program 
described in §2l6lB, or other alternative programs described in §2l62, it cannot expect the Medicare 
program to indemnify it for its failure to do so.  Where a provider chooses not to file a claim for 
losses covered by insurance, the costs incurred by the provider as a result of such losses may not be 
included in allowable costs. 
 
If a provider is unable to obtain a particular type of insurance coverage, excluding malpractice and 
comprehensive general liability coverage in conjunction with malpractice coverage or malpractice 
liability coverage only (see §2l62A), and it sustains losses at a time of noninsured status, the cost of 
such losses will be considered allowable costs where the provider submits evidence to establish the 
unavailability of the coverage.  If a provider is unable to obtain malpractice coverage, it must select 
one of the self-insurance alternatives in §2l62 to protect itself against such risks.  If one of these 
alternatives is not selected and the provider incurs losses, the cost of such losses and related expenses 
are not allowable. 
 

B. The Deductible Clause.--Certain types of insurance policies are subject to a customary 
deductible.  To purchase these policies without the deductible feature would result in a substantially 
higher premium and thus would not be in keeping with sound business practice.  Therefore, losses 
incurred for such amounts attributable to the customary deductible clause are considered allowable 
costs under the Medicare program except for deductibles for malpractice and comprehensive general 
liability in conjunction with malpractice coverage or for malpractice liability only or for 
unemployment and workers' compensation insurance coupled with second injury coverage which are 
subject to certain funding requirements as described in §2l62.5. 
 
2l60.l Net Operating Losses.--Because operating losses are not costs, a net operating loss 
sustained by a provider is not an allowable cost. 
 
2l60.2 Liability Losses.--Liability damages paid by the provider , either imposed by law or 
assumed by contract, which should reasonably have been covered by liability insurance, are not 
allowable.  Insurance against a provider's liability for such payments to others would include, for 
example, automobile liability insurance; professional liability (malpractice, negligence, etc.); owners, 
landlord and tenants liability; and workers' compensation.  Any settlement negotiated by the provider 
or award resulting from a court or jury decision of damages paid by the provider in excess of the 
limits of the provider's policy, as well as the reasonable cost of any legal assistance connected with 
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the settlement or award are includable in allowable costs, provided the provider submits evidence to 
the satisfaction of the intermediary that the insurance coverage carried by the provider at the time of 
the loss reflected the decision of prudent management.  Also, the reasonable cost of insurance 
protection, as well as any losses incurred because of the application of the customary deductible 
feature of the policy, are includable in allowable costs. 
 
Losses in excess of the limits of and/or related to the customary deductible feature of the provider's 
policy, applicable to damages awarded by a court or amounts paid to an injured party for an out-of-
court settlement for an event that occurred prior to the provider's participation in the Medicare 
program, where the actual liability was unknown and could not be determined at the time of the 
event, are includable in allowable costs, provided the determination and actual payment of the 
damages are made subsequent to the provider's entry into the program. 
 
2l60.3 Theft Losses.--Protection against theft losses is generally covered by two types of 
insurance--fidelity bonds and burglary insurance.  Fidelity bonds provide protection against losses 
resulting from all types of theft by employees and corporate officers.  Burglary insurance protects 
against losses resulting from thefts not involving employees.  The costs of both types of theft 
insurance are allowable costs, as are losses incurred because of the application of a customary 
deductible feature. 
 
Where a provider exercises prudent management by purchasing adequate theft insurance, theft losses 
over and above the coverage limits of the insurance would be includable in allowable costs, subject 
to the following conditions: 
 

A. The provider must purchase an adequate amount of theft insurance based on the 
amount of coverage recommended by insurance companies and based on the provider's theft loss 
experience, if any.  The premium must be at a competitive rate.  The provider must support the 
adequacy of its theft insurance with documentation which would include, but is not limited to, 
written competitive bids from insurance companies, formulas used in computing the amount of 
coverage, and a narrative of its theft loss experience; 
 

B. The provider must maintain adequate internal controls against theft. These would 
include, but are not limited to, the use of appropriate accounting controls and the maintenance of 
appropriate physical security measures, e.g., guards, locks, and employee badges; 
 

C. The provider must document the theft loss by including evidence such as, but not 
limited to, insurance company reports and police reports. 
 
This policy is effective with losses incurred in cost reporting periods beginning after December 3l, 
l977. 
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2l60.4 Minor Losses.--In the ordinary course of operations, a provider may incur a number of 
losses of minor equipment or supplies which are generally not covered by insurance because of their 
low cost or the frequency of the occurrences of loss.  These include such losses as the disappearance 
of linen, supplies, food and silverware; the breakage of equipment, and the spoilage of drugs and 
food.  Where such losses are generally not insured, the program will recognized them as allowable 
costs to the extent that the provider can establish proof of loss.  Such minor losses are to be adjusted 
in accordance with one of the three methods selected by the provider for writing off the cost of minor 
equipment (see § l06).  If there is evidence of theft and the items are covered by the provider's 
insurance contract, the policy described in § 2l60.3 is applicable. 
 
2l60.5 Casualty Losses - General.--For Medicare reimbursement purposes, a casualty is defined as 
the complete or partial destruction of property resulting from an identifiable event of sudden, 
unexpected or unusual 
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nature.  Casualty losses include, but are not limited to, damage from a hurricane, tornado, storm, fire, 
flood, accident, earthquake, and vandalism.  A provider, as part of its insurance program, is expected 
to protect its depreciable assets against casualty losses. As stated in the following sections, actual 
losses sustained by a provider which are not compensated by insurance proceeds received, generally 
are not included in allowable costs where the lack of insurance coverage reflects imprudent 
management. 
 
Losses which are not considered casualty losses, such as reduction in the value of property resulting 
from a nearby disaster, etc., are not included in allowable costs. 
 
EXAMPLE:  A public bridge which provided the most direct access to the provider facility, was 
completely destroyed by a flood.  The bridge was not replaced because of the high cost of 
reconstruction in view of its limited utility.  The only other access to the facility involved a lengthy 
and more circuitous route through undesirable areas.  This inconvenience of access resulted in a 
reduction in the economic value of the property, a loss which is not includable in allowance costs. 
 

A. Special Deductible Clause.--A special type of deductible clause is written for earthquake 
insurance, with the deductible being stated in terms of a percentage of the property rather than in a 
dollar amount.  In certain States, the form of the deductible clause contains a minimum mandatory 
deductible of 5 percent of the insured value of the property, and ,for some buildings, the clause may 
require a deductible as high as l5 percent.  In these cases, even though the deductible is not a nominal 
amount, the deductible clause is considered standard coverage in the particular area, and losses 
resulting from the application of this deductible clause are included in allowable costs. 
 

B. Coinsurance Clause.--The coinsurance feature of insurance policies was developed to 
encourage the insuring of a high percentage of property value by offering a reduced rate to the 
insured.  The coinsurance clause stipulates that the insured maintain insurance equal to an agreed 
percentage (usually 80 percent or more) of the replacement cost of the asset, regardless of the 
undepreciated cost basis (book value) of the asset.  If the insured fails to maintain insurance at the 
agreed fixed percentage of the replacement cost of the property, the provider then becomes a 
coinsurer with the insurance company and, in the event of loss, shall, to the extent of the deficit, bear 
is proportion of the loss. Losses resulting from the application of the coinsurance clause are not 
allowable costs to the extent that the provider has failed to maintain insurance at the agreed fixed 
percentage of the value of the property to be considered fully insured. 
 
EXAMPLE: A provider insures a piece of equipment for $3,000 but its replacement cost is 
$5,000.  The policy contains an 80 percent coinsurance feature.  If the property sustains $l,000 worth 
of damage, the 
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provider receives only $750 from the insurance company, computed as follows: 
 

amounts of insurance ($3,000)  x  loss ($l,000) = settlement ($750) 
amount of insurance ($4,000) 
required to meet 80 
percent requirement 

 
The provider sustains a $250 loss which is not allowable since it is due to the fact the provider has 
underinsured its property.  If the provider had maintained $4,000 insurance on the asset (80 percent 
of the replacement cost), the settlement would have been $l,000. 
 

C. Underinsurance.--A loss which is in excess of the amount of insurance carried by the 
provider is considered to result from underinsurance and is not reimbursed by the program.  For 
example, if a provider insures an asset having a replacement cost of $l2,000 for $8,000 and the asset 
is completely destroyed by fire, the provider receives $8,000 from the insurance company.  Where 
the undepreciated cost basis of the asset is $l0,000, the provider incurs a loss of $2,000 which cannot 
be claimed as an allowable cost since it results from the asset being underinsured. 
 

D. Excess Insurance.--Where a provider receives insurance proceeds in excess of the 
undepreciated cost basis of the asset, the provider has a gain, which is treated in accordance with 
instructions contained in § l32.  If the insurance proceeds exceed the undepreciated cost basis of the 
asset, the gain reduces the amount of allowable depreciation allowed for the asset under the program. 
 

E. Extraordinary Casualty Losses.--Sound and prudent management practices include 
purchasing adequate insurance to provide protection against losses from the usual casualties and 
losses which would threaten the institution’s financial stability.  However, coverage against every 
possible type of loss would not be prudent or feasible.  Thus, a provider may have an insurance 
program which would be considered adequate to insure against those risks that the institution could 
not afford to assume and yet sustain an uninsured loss from an unexpected quarter.  This can occur 
because the failure to purchase insurance coverage for a highly improbable type of loss, e.g. 
earthquake insurance in an area where earthquakes seldom occur, would not be considered imprudent 
management.  Where such casualties occur, the amount of the casualty loss (see § l33.2 for 
computation of the loss) less the amounts that were received from insurance and from local, State, 
Federal grants or other sources, if any, will be recognized as a deferred charge to be amortized over 
the expected subsequent useful life of the restored or replaced asset.  If the decision is made that the 
provision of patient care service through use of the asset should cease when the asset is damaged, no 
amount of the loss is includable in allowable costs. 
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F. Total Casualty Losses.--Where an asset is entirely destroyed by fire or other casualty to the 
point of being unrepairable, the loss is generally considered an unallowable cost for Medicare 
reimbursement purposes, except where the loss related to the deductible factor of the insurance 
policy or the loss was such that the risk would not ordinarily be insured in adequate insurance 
programs.  The provision of §l33.l, rather than §l32, applies when depreciable assets are totally lost 
as a result of fire or other casualty. 
 

G. Partial Casualty Losses.--Where an asset is partially destroyed or damaged as a result of 
fire or other casualty, the loss, as in the case of the total casualty loss, is generally considered an 
unallowable cost for Medicare reimbursement purposes, except where the loss relates to the 
deductible factor of the insurance policy or the loss is such that it is not ordinarily insured against an 
adequate insurance program.  See §l33.3 for the procedure to follow in adjusting the cost basis of the 
depreciable asset to reflect the amount of the casualty losses, even though the loss is not an allowable 
cost for purposes of Medicare reimbursement. 
 
2l6l. INSURANCE COSTS 
 

A. Purchased Commercial Insurance.--The reasonable costs of insurance purchased from a 
commercial carrier or a nonprofit service corporation and not from a limited purpose insurer (see 
§2162.2) are allowable if the type, extent, and cost of coverage are consistent with sound 
management practice.  Insurance premiums reimbursement is limited to the amount of aggregate 
coverage offered in the insurance policy. 
 
(See §§2l22.5 and 2l62 regarding unemployment compensation insurance payments.) Generally, in 
meeting these criteria, the following types of insurance are recognized; 
 

l. Property Damage and Destruction.--This type of insurance covers losses due to 
the damage to, or the destruction of, the provider's physical property.  Coverage is available to insure 
against losses resulting from fire or lightning, windstorm, earthquake, sprinkler leakage, water 
damage, automobile damage, etc. 
 

2. Liability.--This insurance includes professional liability (malpractice, error in 
rendering treatment, etc.), unemployment compensation, worker's compensation, automobile 
liability, etc.  See §2l62 for alternatives to insurance for malpractice and comprehensive general 
liability losses, as well as losses from unemployment and worker's compensation insurance coupled 
with second injury coverage. 
 

3. Consequential Loss or Indirect Loss.--There are various indirect losses a provider 
may incur in connection with property damage or other occurrences which interrupt the normal 
operation of the institution.  The cost of business interruption or other similar insurance is allowable; 
however, the premium cost for "guaranteeing profits" is not allowable. 
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4. Theft Insurance.--This generally includes fidelity bonds and burglary insurance. (See 
§2l60.3.) 
 
Where a provider has purchased insurance without the customary deductible feature and, as a result, 
is charged a substantially higher premium, the amount of the insurance premium which exceeds the 
insurance premium with the customary deductible clause is not an allowable cost. 
 

5. Employee Health Care.--This type of insurance covers health care expenses of a 
provider's employees.  Premiums paid by the provider to purchase this coverage usually represent a 
fringe benefit to the covered employees as specified in §2144.4.G. 
 
If the health care services are rendered by a provider to its own employee and the provider is 
remunerated for these services under the provisions of the purchased insurance plan, the provider 
should not offset the reimbursement received from the insurance company against either the cost of 
the services rendered to the employee or the premium cost incurred to purchase the insurance 
coverage.  Instead, the cost of services rendered by a provider to its own employee in this situation 
will be excluded from Medicare reimbursement by requiring the provider to include the charges 
and/or days related to the services rendered to its employee among total charges and/or days used to 
apportion costs. 
 

B. Self-Insurance.--Where a provider maintains a self-insurance program for other than 
malpractice and comprehensive general liability coverage in conjunction with malpractice coverage, 
as well as unemployment compensation and workers' compensation insurance coupled with second 
injury coverage, or employee health-insurance coverage, provided it meets the requirements of 
§2162.7, contributions to a self-insurance reserve fund referred to below are not includable in 
allowable costs. (See §l2l8.9 for the effect on equity capital.) Although contributions to the self-
insurance reserve fund are not allowable, a reserve fund established under the conditions of this 
section need not be considered available for patient care in determining the necessity of borrowing 
under §202.2.  However, where such a program meets the following conditions, any allowable loss 
cannot exceed the amount of the fund as of the date of the loss; that is, the date a claim is actually 
paid. 
 

l. The provider must maintain a self-insurance reserve fund to meet any actual losses 
that are sustained.  In the event of a loss, the amount allowable will be limited to the balance in the 
reserve fund at the date of the loss. 
 

2. The provider must furnish to the intermediary pertinent details about the specific 
assets that are to be covered by the self-insurance reserve fund. 
 

3. The reserve must be maintained in a segregated account and the funds must not be 
commingled with any other funds. 
 

4. The self-insurance reserve must be sufficient to meet losses of the type and to the 
extent that they would ordinarily be covered by insurance. 
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5. Contributions to the reserve must be made not less frequently than annually. 
 

6. The provider's total allowable interest expense under the Medicare program will 
be offset by income earned by invested insurance reserve funds. 
 

7. Where appropriate, the provider must demonstrate the ability to effectively 
replace the inspection service, the loss-handling service, and the legal defense service of the 
insurance companies. 
 

8. The treatment of casualty losses sustained by the self-insurance fund shall follow 
the procedure provided in §§l33ff. 
 
2162. PROVIDER COSTS FOR MALPRACTICE AND COMPREHENSIVE GENERAL 

LIABILITY PROTECTION, UNEMPLOYMENT COMPENSATION, WORKERS' 
COMPENSATION, AND EMPLOYEE HEALTH CARE INSURANCE 

 
A. General.--Where provider costs incurred for protection against malpractice and 

comprehensive general liability, or for protection against malpractice liability only, unemployment 
compensation, workers' compensation coupled with second injury coverage, and employee health 
care insurance, do not meet the requirements of §2161.A, costs incurred for that protection under 
other arrangements will be allowable under the conditions stated below.  Costs incurred for 
comprehensive general liability coverage not in conjunction with malpractice liability coverage are 
allowable only under the provisions of §§2160 or 2161. 
 
Usually coupled with workers' compensation laws are second injury laws which provide that the 
employer shall be liable only for the disability resulting from an injury to an employee incurred 
during his/her current employment without regard to a preexisting handicap.  Where reference is 
made to workers' compensation coverage, it also includes second injury coverage where such liability 
is incurred by the provider. 
 
The following illustrates alternatives to full insurance coverage from commercial sources which 
providers, acting individually or as part of a group or a pool, can adopt to obtain malpractice, and 
comprehensive general liability, unemployment compensation, workers' compensation, and 
employee health care insurance protection: 
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1. Insurance purchased from a commercial insurance company which provides 
coverage after a deductible or coinsurance provision has been met; 
 

2. Insurance purchased from a limited purpose insurance company (captive); 
 

3. Total self-insurance; or 
 

4. A combination of purchased insurance and self-insurance. 
 
The conditions for Medicare reimbursement stated below are for provider malpractice liability and 
comprehensive general liability coverage in conjunction with malpractice coverage or for 
malpractice liability coverage only, unemployment compensation, workers' compensation insurance, 
and employee health care insurance, not for liability coverage costs such as automobile liability, fire, 
theft, or general liability only. 
 

B. Effect on Interns, Residents, and Other Provider-Based Physicians.--The cost of 
malpractice coverage that a provider incurs for its employee interns and residents is allowable, 
subject to the provisions of §2120.  However, the cost of malpractice coverage incurred by a provider 
for the personal risks of physicians other than interns and residents for direct medical care rendered 
to patients is not allowable except where the provider incurs such cost for its hospital-based 
physicians as described in Regulations No.  5, §405.480(f) and §2108ff of this manual.  This cost 
incurred by the provider for its hospital-based physicians must be considered part of the physicians' 
total compensation. Regulations No. 5, §405.484, requires that this total physicians' compensation 
must be apportioned between the services rendered to the institution (Part A) and the services 
rendered to patients (Part B).  The portion of the physicians' compensation for services rendered to 
the institution is an allowable provider cost.  The portion of the physicians' compensation for 
services rendered to patients is reimbursed under the supplementary medical insurance program 
through the appropriate billing or cost-apportionment mechanism. 
 

C. Documentation Required Where Type of Insurance Changes.--A provider usually selects 
the type of arrangement which is most reasonable and prudent, taking into account all pertinent facts 
and circumstances related to its organization and operation.  When a change is made from 
commercial insurance as described in §2161 to one of the alternatives or from one alternative to 
another, the provider must document a comparative analysis which shows that the provider's choice 
results in a reasonable cost for the coverage offered and that the extent of coverage is consistent with 
sound management practices.  The provider's comparative analysis should be performed on a 
periodic basis, usually every 3 to 5 years, to assure consistent application of the prudent buyer 
principle and to properly monitor the cost effectiveness of the insuring method being applied.  The 
provider should retain these analyses to assist its intermediary in determining the reasonableness of 
the insurance costs.  These analyses should show the following information: 
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o The administrative cost for the arrangements, including  the cost for the maintenance 
of a fund by a fiduciary, legal cost, cost of a risk management program, cost of claims management 
program, actuarial costs, and other related costs. 
 

o The necessary contributions to the fund based on an actuarial determination (as 
described in §2162.7C) of anticipated losses for malpractice, comprehensive general liability 
coverage in conjunction with malpractice, unemployment compensation, workers' compensation, and 
employee health care insurance.  The determination of necessary contributions to the fund may also 
be made by a governmental agency for unemployment compensation and workers' compensation. 
 

o The cost of any insurance to supplement self-insurance, like stop-loss insurance. 
 

o The comparative commercial insurance premium. 
 
2162.1 Insurance with a Deductible or Coinsurance Provision.--If you purchase an insurance 
policy with a deductible or coinsurance provision from a commercial insurance company, the cost of 
the insurance coverage for losses in excess of the deductible or coinsurance is an allowable cost, to 
the extent that the amount of coverage is consistent with sound management practices.  (See §2162.5 
for the discussion of losses related to deductibles or coinsurance.) 
 
2162.2  Insurance Purchased From a Limited Purpose Insurance Company.-- 
 

A.  Premium Costs.--Some providers, groups of providers, and State hospital associations 
have established limited purpose insurance companies (often known as captive insurance companies) 
to insure themselves against malpractice and, in some instances, comprehensive general liability 
losses as well as unemployment and workers' compensation insurance and employee health care 
costs.  The regular premiums (other than the supplemental premiums) paid to such companies for 
provider malpractice and comprehensive general liability coverage in conjunction with malpractice 
coverage, or for malpractice liability coverage only, as well as unemployment insurance costs paid to 
the Federal Government and to the States, workers' compensation insurance costs paid to commercial 
insurance companies, and employee health benefit premiums paid to such companies are allowable 
costs if they are not in excess of the cost of available comparable commercial insurance premiums 
and meet the reasonable cost provisions of §2100.  If comparable insurance premiums are not 
available, the captive insurance company must obtain an evaluation of the adequacy and 
reasonableness of its insurance premium by an independent actuary, commercial insurance company, 
or broker as described in §2162.7 C.  The allowable premium may not exceed the amount which 
such evaluation determines to be reasonable. 
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In addition, supplemental premiums which are assessed by limited purpose insurers to build reserves 
against contemplated losses, as distinguished from capital costs, are allowable costs if, when added 
to the regular premium, the total premium costs do not exceed a commercial insurance premium for 
comparable coverage.  The supplemental premiums must have the essential characteristics of normal 
insurance premiums, i.e., they must stand at risk against potential losses and must be available to 
support losses. Any excess premiums are allowed in a subsequent cost reporting period to the extent 
that, when added to premiums paid to the captive insurance company in that period for comparable 
coverage, the total premium costs do not exceed the comparable commercial insurance premiums for 
that period.  Premiums paid to a limited purpose insurance company are recognized in your 
allowable costs only if all of the conditions of this section are met. 
 
Any funds returned to the insured by the insurer (rebates, distributions, etc.) must be offset against 
the costs in the year you receive them.  Such returned funds must be offset against the costs of the 
Employee Health and Welfare Cost Center for employee health care and against the costs of the 
Administrative and General Cost Center for other than employee health care.  However, if a captive 
insurance company is liquidated, no offset is required for the return of capitalization costs previously 
paid by providers receiving the rebate.  If payments are made to other than providers, e.g., the home 
office of a chain organization, appropriate adjustment of your cost is still necessary.  Proper 
allocation of distributions by the home office to you must be made based on the appropriate facts in 
each situation. 
 
The premium paid by you for hospital-based physicians is subject to the requirements in §2162 B. 
 
The captive insurance company must have an adequate claims management and risk management 
program and, in cases where the captive insurance company is designed to cover employee health 
care insurance, it is suggested that a coordination of benefits program be employed as described in 
§2162.7 D.  In cases where a limited purpose insurance company has both Medicare and non-
Medicare participating providers paying premiums, such premiums must be determined so that 
Medicare providers do not share in premium costs that must be borne by the non-Medicare providers, 
and non-Medicare providers do not share in premium costs that must be borne by Medicare 
providers. 
 
If a provider or group of providers is related to the insurer through ownership or control, as defined 
in Chapter 10, the following additional provisions apply: 
 

1.  The captive insurance company must be established in and meet the appropriate 
insurance laws of one of the United States, District of Columbia, or foreign government, if it is 
formed offshore. 
 

2.  The excess of actuarially determined loss reserves and related operating expenses over 
actual losses and related operating expenses and gains and losses from investments must be taken 
into account in establishing reasonable premium levels which do not reflect a profit factor. 
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3. If you terminate from the Medicare program, you must obtain a final determination of 
the adequacy of premium reserves as of the date of termination. This determination must be obtained 
from an independent actuary, commercial insurance company or broker as described in §2162.7.  
Any reserves that are deemed excessive at the date of termination must be offset against your 
allowable costs in your final cost report.  If reserves are deemed inadequate, additional premium 
payments subsequent to the date of termination are not allowable provider costs. 
 

4. RESERVED 
 

5. Loans or any transfer of funds by the insurance company to policy holders, owners of 
providers, or parties related to them are prohibited. 
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B. Capitalization Costs.--The initial or any subsequent capital payments, as distinguished 
from supplemental premiums as described in subsection A, made by you to establish or maintain 
limited purpose (captive) insurance companies, including companies established by State hospital 
associations or others, are not allowable under Medicare. Such payments include the purchase of 
stock or surplus certificates (mutual insurance company), or other payments to establish 
capitalization levels such as special dues assessments paid by you to a hospital association which 
then establishes a captive insurance company. 
 
2162.3 Self-Insurance.--You may believe that it is more prudent to maintain a total self-insurance 
program (i.e., the assumption by you of the risk of loss) independently or as part of a group or pool 
rather than to obtain protection through purchased insurance coverage.  If such a program meets the 
conditions specified in §2162.7, payments into such funds are allowable costs. 
 
2162.4 Combination of Purchased Insurance and Self-Insurance.--You may believe it appropriate 
to self insure some of the risk independently or as part of a group or pool and purchase insurance for 
the remainder of the risk.  Where you decide to fund all or some of the risk covered through self-
insurance, payments into a fiduciary fund are allowable costs if you or the pool sets up a program 
which meets the conditions specified in §2162.7.  The cost of the insurance is also an allowable cost 
subject to the conditions of §2161. 
 
2162.5 Allowability of Actual Losses Related to Deductibles or Coinsurance.--Where you, at your 
option, are willing to commit your resources toward meeting first dollar losses through a deductible 
(as defined below), losses relating to the deductible are allowable costs in the year paid without 
funding if the aggregate deductible is no more than the greater of 10 percent of your (or, if 
appropriate, a chain organization's) net worth--fund balances as defined for Medicare cost reporting 
purposes--at the beginning of the insurance period or $100,000 per provider.  The same rule applies 
where you coinsure with an insurance carrier.  This requirement is deemed a reasonable test as to 
whether you are acting prudently in this regard.  So long as you stay within the above limitations, you 
can be assumed to be exercising sound judgment in deciding to meet first dollar losses or 
coinsurance payments out of available resources.  This requirement also permits you to pay 
reasonable losses without incurring costs to fund such payments.  If your deductible or coinsurance 
exceeds the above requirements and the provider does not make payments into a fiduciary fund as 
required by §2162.7, any losses paid by the provider in excess of the greater of 10 percent of the 
provider's or, if applicable, a chain organization's net worth, or $100,000 per provider, are not 
allowable. 
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For purposes of this section, a "deductible" refers to the amount of first dollar losses not covered by a 
purchased insurance policy, a funded self-insurance program, or a combination of both. 
 
2162.6 Losses in Excess of Coverage.--Where a provider incurs losses which are in excess of 
purchased commercial and/or limited purpose insurance coverage or actuarially determined funded 
contributions to an approved self-insurance fund in meeting specified deductibles, coinsurance 
provisions, or total self-insurance, such costs are allowable in the year paid where the provider 
submits evidence to the satisfaction of the intermediary that the insurance coverage or funding levels 
reflected the decisions of prudent management. 
 
Losses in excess of coverage for events that occurred prior to the provider's participation in the 
Medicare program, where the actual amount of the loss was unknown and could not be determined at 
the time of the event, are allowable, provided the determination and actual payment of the losses are 
made subsequent to the provider's entry into the program, and assuming that the required evidence of 
prudent management in establishing insurance coverage or funding levels has been submitted. 
 
2162.7 Conditions Applicable to Self-Insurance.-- 
 

A. Definition of Self-Insurance.--Self-insurance is a means whereby a provider(s), 
whether proprietary or nonproprietary, undertakes the risk to protect itself against anticipated 
liabilities by providing funds in an amount equivalent to liquidate those liabilities. 
 
If a provider enters into an agreement with an unrelated party that does not provide for the shifting of 
risk to the unrelated party, such an agreement shall be considered self-insurance. For example, any 
agreement designed to provide administrative services only shall be considered self-insurance and 
must meet the requirements specified below.  If administrative services agreements do not meet these 
requirements, any amounts funded as part of the agreement will not be allowed.  Payments from the 
fund, however, will be treated on a claim-paid basis as specified in §2162.3. 
 
There may be situations in which there is a fine line between self-insurance and purchased or 
commercial insurance.  This is particularly true of "cost-plus" type arrangements.  As long as there is 
at least some shifting of risk to the unrelated party, even if limited to situations such as provider 
bankruptcy or employee termination, the arrangement will not be considered self-insurance. 
 

B. Self-Insurance Fund.--The provider or pool establishes a fund with a recognized 
independent fiduciary such as a bank, a trust company, or a private benefit administrator.  In the case 
of a State or local governmental provider or pool, the State in which the provider or pool is located 
may act as a fiduciary.  The provider or pool and fiduciary must enter into a written agreement which 
includes all of the following elements: 
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1. General Legal Responsibility.--The fiduciary agreement must include the appropriate 
legal responsibilities and obligations required by State laws. 
 

2. Control of Fund.--The fiduciary must have legal title to the fund and be responsible 
for proper administration and control.  The fiduciary cannot be related to the provider either through 
ownership or control as defined in Chapter 10, except where a State acts as a fiduciary for a State or 
local governmental provider or pool.  Thus, the home office of a chain organization or a religious 
order of which the provider is an affiliate cannot be the fiduciary.  In addition, investments which 
may be made by the fiduciary from the fund are limited to those approved under State law governing 
the use of such fund; notwithstanding this, loans by the fiduciary from the fund to the provider or 
persons related to the provider are not permitted.  Where the State acts as fiduciary for itself or local 
governments, the fund cannot make loans to the State or local governments. 
 

3. Payments by Fiduciary.--The agreement must provide that withdrawals must be for 
malpractice and comprehensive general liability or unemployment or workers' compensation 
insurance losses, or employee health benefits coverage only and those expenses listed in §2162.8. 
Any rebates, dividends, etc., to the provider from the fund will be used to reduce allowable cost. 
Furthermore, evidence of a practice of payments from the fund for purposes unrelated to the proper 
administration of the fund may result in a withdrawal of recognition of the self-insurance fund by the 
Medicare program.  In such instances, payments into the fund will not be considered an allowable 
cost.  Intermediaries will submit incidents of impropriety to the appropriate regional office. 
 

4. Termination.--The agreement must state that upon termination from the Medicare 
program, the provider must obtain a determination of the adequacy of the fund balance as of the date 
of termination from an independent actuary, insurance company, or broker (as defined in B below). 
Any reserves that are deemed excessive must be offset against the provider's allowable costs in the 
provider's final cost report.  If the reserve fund is deemed inadequate, additional contributions to the 
fund subsequent to the date of termination are not allowable. 
 

5. Reporting.--The agreement must require that a financial statement be forwarded to the 
provider or pool members by the fiduciary no later than 60 days after the end of each annual 
insurance reporting period.  This statement must 
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show the balance in the fund at the beginning of the period, current period contributions, and amount 
and nature of final payments, including a separate accounting for claims management, legal 
expenses, claims paid, etc., and the fund balance.  This report and fiduciary's records must be 
available for intermediary review and audit. 
 

6. Income Earned.--The agreement must provide that any income earned by the fund 
must become part of the fund and used in establishing adequate fund levels. 
 

C. Soundness of the Fund.--The provider submits to the intermediary an annual certified 
statement from an independent actuary, insurance company, or broker that has actuarial personnel 
experienced in the appropriate field of medical malpractice and general liability insurance, 
unemployment compensation, workers' compensation or employee health care insurance.  To be 
independent, there must not be any financial ownership or control, as defined in Chapter 10, either 
directly or indirectly in the provider. 
 
The actuary, insurance company, or broker shall determine the amount necessary to be paid into the 
fund.  The fund should include reserves for losses based on accepted actuarial techniques customarily 
employed by the section of the insurance industry writing the type of insurance coverage the fund is 
designed to provide, and expenses related to the self-insurance fund as specified in §2162.8.  The 
actuary, insurance company, or broker shall also provide for an estimate of the amounts in the fund 
that are in excess of what is reasonably needed to support anticipated disbursements from the fund.  
This excess amount must be treated as specified in §2162.10.  Where funds have been established to 
cover employee health care, the actuary, insurance company or broker must limit fund payments to 
the cost of insurance premiums for comparable purchased coverage at the same level offered by the 
fund.  Fund payments exceeding this amount will be treated as excess payments. 
 
The actuary, insurance company, or broker must state the actuarial basis and the coverage period 
used in establishing reserve levels.  Reserves will not be recognized as allowable Medicare costs for 
losses specifically denied by other subsections of §§2160, 2161, and 2162.  Thus, reserve payments 
will not be recognized for items such as: 
 
1. Losses in excess of the greater of 10 percent of a provider's net worth or $100,000 where a 

provider elects to pay losses directly in lieu of establishing a funded self-
insurance fund (§2162.5); 

 
2. Losses in excess of coverage levels which an intermediary deems do not reflect the decisions of 
prudent management (§2162.6). 
 
The actuary, insurance company, or broker must provide its workpapers to Medicare intermediaries 
upon request. 
 
There must be separate accountability to reflect all operations within each fund. 
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D. Claims Management, Risk Management, and Coordination of Benefits Program. -A 
provider or pool has an ongoing claims process and risk management program.  The provider or pool 
must demonstrate to the intermediary that it has an ongoing claims process to determine whether 
malpractice and comprehensive general liability, unemployment and workers' compensation 
insurance liabilities, and the liability for employee health care insurance exist, their causes where 
applicable, and the cost of claims. A provider or pool may either utilize its qualified personnel or an 
independent contractor, such as an insurance company, to adjust claims.  In addition, a provider or 
pool must obtain adequate legal assistance in carrying out its claims process.  Each provider must 
also have an adequate risk management program to examine the cause of losses and to take action to 
reduce the frequency and severity of them.  Such risk management program has the essential 
characteristics of programs required by insurers which currently insure providers for these risks.  
Therefore, a provider must have an ongoing safety program, professional and employee training 
programs, etc., to minimize the frequency and severity of malpractice and comprehensive general 
liability, as well as workers' compensation insurance incidents. 
 
For funds established to cover employee health care, the provider, or its fiduciary, should consider 
the institution of an effective coordination of benefits program.  A program of this nature would seek 
to determine whether any beneficiary of the fund is partly or fully covered by another insurance plan, 
such as a family plan provided to a spouse as a fringe benefit of employment or a private insurance 
plan held by the beneficiary with a commercial insurance company.  A program of this type would 
assure that each health plan pays its appropriate share of the expenses related to the beneficiary's 
illness, thus reducing the liability for full payment by the provider's fund. 
 

E. Trust Mechanism Applicable to Employee Health Care.--If the provider wishes, the 
program will recognize the establishment of self-insurance funds for employee health care in 
accordance with the provisions of §501(c)(9) of the Internal Revenue Code.  This code section grants 
a tax free exemption to funds established in trust, provided the funds are used to pay for life, sick, 
accident or other employee benefits. 
 
Application of this Internal Revenue procedure would allow a provider to establish its employee 
health care self-insurance fund without relinquishing legal title to the fund to an independent 
fiduciary.  In addition, fund trustees may also be employees of the provider, as long as the employees 
act independently in their administration of the trust. All other conditions applicable to self-insurance 
elicited in this manual section, however, will be applicable to employee health care trusts established 
under this Internal Revenue procedure, i.e., payments by fiduciary, termination, reporting, soundness 
of the fund, etc. 
 
2162.8 Expenses Related to Losses Paid Out of Self-Insurance Fund.--The following expenses will 
be considered costs attributable to a self-insurance fund established by a provider or pool:  expenses 
of establishing the provider fund or pool, expenses for administering the claims management 
program, expenses involved with maintenance of the fund by the fiduciary, legal expenses, actuarial 
expenses, excess insurance coverage (if purchased by the fiduciary or pool), risk management (if 
performed by the fiduciary or 
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pool), and a coordination of benefits program (if performed by the fiduciary pool or provider) to the 
extent that such expenses are related to the provider's self-insurance program.  All other expenses 
will not be considered costs attributable to the fund, but should be included in provider 
administrative and general costs in the year incurred. 
 
2162.9  Reimbursement Principles Where a Provider Has Self-Insurance.-- 
 

A. Medicare's participation in the fund contributions will be limited to actual funded 
payments made by a provider into the fund and only to the extent of the amounts permitted by 
§2162.7C.  Accruals of payments to be made into the fund are allowable costs in the year of accrual 
if paid within 75 days after the end of a provider's cost reporting period.  Payments made after the 
75th day will be deemed allowable in the reporting period paid, provided the total contributions 
made in that period do not exceed the amount prescribed by the actuary as necessary for the 
adequacy of the fund. 
 

B. Total fund contributions for employee health care are included in the Employee Health and 
Welfare Cost Center and for other than employee health care in the Administrative and General Cost 
Center and allocated in the cost-finding process in the same manner as commercial insurance 
premium costs. 
 

C. Medicare's share of allowable contributions to a fund which meets the conditions in 
§2162.7 will be included in the calculation of the regular interim reimbursement.  The interim rate 
will be based on the payments required by the actuary, insurance company, or broker for the current 
year under the agreement setting up the fund. 
 

D. Interim reimbursement for actual losses related to deductibles or coinsurance which are not 
covered by a funded self-insurance program as described in §2162.5 will be based on the provider's 
estimate of Medicare's share of total paid claims to be made the coming year.  Factors such as the 
provider's previous years' claims paid experience, claims pending, etc., should be used in establishing 
the estimated losses for interim payment purposes. 
 
2162.10 Treatment of Excess Reserves.--Contributions or pool payments for any period in excess of 
the amount required by §2162.7C as needed to support disbursement are not allowable costs for such 
period but may be allowed in the subsequent reporting period to the extent that, when added to 
contributions paid in the subsequent year, the sum does not exceed the prescribed amount. 
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2162.11 Effective Date and Retroactive Application.-- 
 

A.   Malpractice and Comprehensive General Liability.--The provisions of this section are 
effective with payments for malpractice and comprehensive general liability protection in 
conjunction with malpractice protection or malpractice liability protection only, beginning April 1, 
1977.  If a provider did not have full coverage under commercial insurance after December 31, 1974, 
and disbursed funds for such protection under alternative arrangements, such costs of protection are 
allowable when: 
 

1. The disbursement was made after December 31, 1974; 
 

2. The intermediary determines that the arrangement and cost for securing such 
protection were reasonable; and 
 

3. The provider conforms to the provisions of this section before: 
 

a.  November 1, 1977, for arrangements other than through purchase of protection 
from a captive insurance company; or 
 

b.  July 1, 1978, for protection purchased from a captive insurance company. 
 
Where a provider or group of providers included self-insured losses and related expenses in 
allowable costs after December 31, 1974, and before April 1, 1977, in accordance with §2161.B, 
such providers may request reopening and revision of cost reports for applicable cost reporting 
periods to recognize reasonable disbursements for such protection in lieu of the costs previously 
allowed, if the self-insurance arrangement met the provisions of this section before November 1, 
1977.  Such reopening and revision are not mandatory for periods prior to April 1, 1977. 
 
If a provider has made payments to a self-insurance fund or a pool during the period after December 
31, 1974, and before April 1, 1977, an independent actuary, insurance company, or broker must 
review the adequacy of the payments made by the end of the cost reporting period ending on or after 
November 1, 1977.  If the actuary, insurance company, or broker believes that the payments made are 
excessive, then reimbursement will be limited to the amount determined necessary by the actuary, 
insurance company, or broker.  Any excess amounts may be carried forward and included in the 
subsequent year's contribution to the extent that, when added to contributions paid in the subsequent 
year, they do not exceed the amount determined necessary by the actuary, insurance company, or 
broker. 
 
In a self-insurance or pool arrangement, contributions must be paid into the fund within 75 days after 
the end of a cost reporting period for the contributions to be recognized as an allowable cost for that 
cost reporting period.  Any withdrawals from the fund for other than malpractice losses or 
comprehensive general liability losses in conjunction with 
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malpractice coverage and related expenses must be offset against allowable contributions to the fund. 
In addition, all income earned by the fund must become part of the fund and used to establish 
adequate fund levels.  Any income earned and used for other than this purpose must be offset against 
allowable payments in the year earned. 
 

B. Unemployment and Workers' Compensation Insurance Coupled with Second Injury 
Coverage.--The provisions of this section are effective with payments for unemployment and 
workers' compensation coupled with second injury coverage beginning January 1, l979. If a provider 
did not have full coverage under commercial insurance for any cost report that can be reopened in 
accordance with 42 CFR 405.1885 and disbursed funds for such protection under alternative 
arrangements, such costs of protection are allowable when: 
 

1. the disbursement applies to January 1, 1976, or later; and 
 

2. the provider conforms to the provisions of this section before January l, 1980. 
 
Where a provider or group of providers included self-insured losses and related expenses in 
allowable costs in accordance with §§2161.B or 2122.5C for open years, such providers may request 
reopening and revision of cost reports for applicable cost reporting periods to recognize reasonable 
disbursements for such protection in lieu of the costs previously allowed if the self-insurance 
arrangement meets the provisions of this section before January 1, 1980.  Such reopening and 
revisions are not mandatory. 
 
Where a provider has made payments to a self-insurance fund or a pool during the period after 
December 31, l975, and before January 1, 1979, an independent actuary, insurance company or 
broker must review the adequacy of the payments made by the end of the first cost reporting period 
ending on or after June 30, 1979.  If the actuary, insurance company or broker believes that the 
payments made are excessive, then reimbursement will be limited to the amount determined 
necessary by the actuary, insurance company, or broker.  Any excess amounts may be carried 
forward and included in the subsequent year's contribution to the extent that, when added to 
contributions paid in the subsequent year, they do not exceed the amount determined necessary by 
the actuary, insurance company or broker. 
 
In a self-insurance or pool arrangement, contributions must be paid into the fund within 75 days after 
the end of the cost reporting period for the contributions to be recognized as an allowable cost for 
that cost reporting period.  Any withdrawals from the fund for other than unemployment or workers' 
compensation premiums or claims and related expenses must be offset against allowable 
contributions to the fund.  In addition, all income earned by the fund must become part of the fund 
and used to establish adequate fund levels.  Any income earned and used for other than this purpose 
must be offset against allowable payments in the year earned. 
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C. Employee Health Care Insurance.--The provisions of this section related to insurance 
purchased from a limited purpose insurance company (captive), total self-insurance or a combination 
of purchased insurance and self-insurance are effective with cost reports settled on or after January 
15, 1983, and cost reports under appeal as of or subsequent to January 15, 1983.  Prior to this date, 
payments made to a captive insurance company or to a self-insurance fund designed to provide 
employee health care coverage shall not be considered an allowable cost at the time the payment was 
made.  Cost recognition for periods prior to the effective date shall be limited to the premium cost of 
commercial insurance purchased to provide this coverage or to the actual cost of the health expenses 
paid on behalf of the employee at the time such expenses were actually incurred. 
 
2162.12 Buy-Out Cost to Convert from a State-Administered Fund to a Self-Insurance Fund for 
Unemployment Compensation or Workers' Compensation Insurance.--The charge made by a 
governmental agency for the cost of pending and expected claims of employees of a business entity 
which discontinues purchasing insurance coverage from the governmental agency is considered a 
buy-out cost.  Where a provider or group of providers or chain of providers incurs a liability 
representing a "buy-out" cost to enable those providers to set up their own self-insurance fund for 
unemployment compensation or workers' compensation coverage, the liability is an allowable cost of 
the year incurred to be proportionately spread among the providers which are part of the buy-out 
arrangement in an amount directly related to the provider's claims to be assumed by the State.  Where 
the State permits payment over a period greater than 1 year and issues an annual assessment of the 
amount due, then the amount to be included in allowable costs cannot exceed the assessment.  This 
assessment establishes the annual liability which the provider must pay to the State.  See §2305 
where the amount is accrued on the books. 
 
2162.13 Absence of Coverage.--Where a provider, other than a governmental (Federal, State, or 
local) provider, has no insurance protection against malpractice or comprehensive general liability in 
conjunction with malpractice, either in the form of a limited purpose or commercial insurance policy 
or a self-insurance fund as described in §2162.7, any losses and related expenses incurred are not 
allowable. 
 
2162.14 Governmental Providers.--For all governmental providers (Federal, State, or local), 
Medicare will reimburse its proportionate share of actual losses in the year paid, without funding or 
subject to the deductible provisions of §2162.5, but only if the provider demonstrates to its 
intermediary that it has a claims management and risk management program as described in 
§2162.7D. 
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2l76. ADMINISTRATIVE COST INCURRED AFTER PROVIDER TERMINATES 

PARTICIPATION IN PROGRAM 
 
When a provider terminates its participation in the program, either voluntarily or involuntarily, or a 
change of ownership occurs (see Health Insurance Regulations section 405.626), administrative costs 
associated with the preparation and settlement of costs reports with an intermediary and other third 
parties will be incurred after the effective date of termination.  The direct administrative costs that 
are reasonable and related to the settlement of reimbursement for patient care rendered while the 
provider was participating in the program and bad debts resulting form coinsurance and deductibles 
billed to Medicare patients are allowable.  Examples of allowable direct administrative costs are 
salaries and those costs associated with such salaries, i.e., fringe benefits, workmen's compensation 
insurance, and payroll taxes; accounting benefits, workmen's compensation insurance, and payroll 
taxes; accounting and legal fees which are incurred for bill preparation, bill processing, and cost 
report preparation; and, where applicable, hearing fees and expenses incurred for settlement with an 
intermediary and other third parties (see exception below).  However, legal fees and related costs 
incurred in the sale of the facilities, costs incurred on or after the effective date of termination for the 
operation or maintenance of closing of the facility are not allowable.  (See § 24l4.2B for patient care 
services rendered after the effective date of termination and § l32A for gains or losses incurred on the 
disposal of depreciable assets within l year after the date of termination.) 
 
EXCEPTION:  When a provider terminates its participation in the program more than l month before 
the end of its cost reporting year and continues to operate a health care facility for more than l month 
beyond the effective date of termination, the costs incurred for the preparation and settlement of a 
cost report that may be required by other third parties will not be allowable. 
 
EXAMPLE: 
 
Provider's cost reporting year     10/1 - 9/30 
 
Effective date of termination     5/31 
 
Provider continues to operate health care 

facility after 6/30 
 
Due date of Medicare cost report    7/15 
 
In the above example, only the costs associated with the preparation and settlement of the Medicare 
cost report and costs incurred for preparation of bills to be submitted to other third parties for 
services rendered prior to the effective date of termination are all allowable.  Such costs are to be 
included in the cost reporting period ending 5/3l and are subject to cost allocation and 
apportionment. 
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2176.1  Allowable Direct Administrative Costs to be Included in Final Cost Report.--The 
allowable direct administrative costs, to the extent they are necessary, proper, and reasonable, are to 
be included in the provider's final cost report for the period ending with the date of termination of its 
participation in the program or change of ownership and are subject to cost allocation and 
apportionment.  The provider must maintain adequate records to enable the intermediary to identify 
and verify such costs that are included in the final cost report.  For the due date of the final cost 
report, see § 24l3. 
 
2l76.2  Allowable Direct Administrative Costs Incurred After Final  Cost Report is Filed.--When 
a provider incurs additional allowable direct administrative costs after filing a final cost report, the 
provider should notify the intermediary.  The intermediary may adjust the final cost report or 
required the provider to file an amended cost report, depending on the materiality of the adjustments. 
 When a provider is required to fill an amended cost report, such report is due within 45 days after 
the date of notification by the intermediary. 
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2180. REIMBURSEMENT FOR COSTS INCURRED IN RELATION TO UNION 

ACTIVITIES 
 
2180.1 Labor Union Organizing Activities.--Reasonable costs incurred by providers in activities 
consistent with the National Labor Relations Act (NLRA) may represent allowable costs of 
operation, provided such costs are not directly related to influencing employees with respect to 
unionization and further provided such costs are not unreasonable in amount.  The NLRA imposes 
responsibilities and limitations on both management and labor.  Management must have the 
knowledge and skill to deal with their employees and the wide range of labor relations issues in order 
to maintain an effective working environment.  These rights and responsibilities of management 
encompass various activities such as written and oral communication with employees, consultations 
with attorneys or management advisors, and collective bargaining with union representatives. Unless 
the provider's activities are unauthorized or prohibited by the NLRA or these guidelines, or unless 
the costs incurred for such activities are unreasonable in amount or unnecessary, they will be 
allowable. 
 
Reasonable costs incurred to keep employees informed of issues and to keep the lines of 
communication open between employees and employers are usually necessary and proper as they are 
part of normal personnel management and, therefore, may be allowable costs, provided such costs 
are not directly related to influencing employees with respect to unionization. 
 
Costs incurred for activities directly related to influencing employees respecting unionization or 
related to attempts to coerce employees or otherwise interfere with or restrain the exercise of 
employee rights under the NLRA are not allowable costs for program purposes.  Such costs are 
unallowable whether such activities are performed directly by the provider or through an independent 
contractor, consultant or outside attorney. 
 
With respect to allowable costs for services furnished, only the reasonable portion of the total costs 
incurred will be considered for reimbursement purposes.  Expenses which are extraordinary in 
amount or kind, or unreasonably exceed expenditures common in the health care field for activities 
related to unionization, are not allowable costs. 
 

Example: Reasonable costs incurred to furnish literature to employees or management 
personnel explaining their rights and responsibilities under the NLRA are 
allowable costs.  Costs incurred to furnish literature designed to influence 
employees respecting unionization or to teach techniques for influencing 
employees respecting unionization are not allowable costs. 

 
Example: Consultants and/or attorneys retained by a provider may be needed at times to 

familiarize supervisors and employees with labor laws. Therefore, reasonable costs 
incurred by a provider in seeking legal advice or counsel specifically on union 
activity matters, such as informing provider management and supervisory 
personnel regarding their legal rights and responsibilities under the NLRA with 
regard to union organizing, are a necessary part of operations and are allowable 
costs. 
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Example: Reasonable costs incurred by a provider in providing training to supervisory 
personnel on union activity matters which is a part of normal personnel 
management are necessary and proper as part of the business operations of a 
provider and, therefore, are allowable costs, provided such training is not designed 
or timed to influence employees with respect to unionization. 

 
Example: Provider activities which impact on wage or benefit programs, because they are 

designed to influence employees with respect to unionization are not related to 
patient care and, therefore, are not allowable costs for Medicare program purposes. 

 
2180.2 Collective Bargaining.--Reasonable expenses incurred by a provider for collective 
bargaining and related activities, unless disallowed under §2180.1 are allowable costs, provided the 
activities are permitted by the NLRA.  Contract negotiations and any procedures which flow from 
enforcement of contract terms, whether in a collective or individual setting, are necessary to maintain 
the continued operation of the provider, and, thus, are a precondition for the delivery of health 
services. 
 

Example: The cost of the services of management's representative in good-faith collective 
bargaining activities is an allowable cost. 

 
Example: Consultants and/or attorneys fees associated with collective bargaining activities in 

violation of the NLRA are not allowable costs. 
 
2180.3 Unallowable or Allowable But Not Reasonable Costs in Relation to Union Activities.--
Costs incurred for activities directly related to influencing employees respecting unionization or 
related to attempts to coerce employees or otherwise interfering with or restraining the exercise of 
employee rights under the NLRA are not allowable costs for program purposes.  Such costs are 
unallowable whether such activities are performed directly by the provider or through an independent 
contractor, consultant or outside attorney. 
 

Example: Costs incurred for activities directly related to expressing management's opinions 
for purposes of influencing employees not to organize and to form a union are not 
allowable costs. 

 
With respect to allowable costs for services furnished, only the reasonable portion of the total 
incurred costs will be considered for payment purposes where expenses are extraordinary in amount 
or in kind, or which unreasonably exceed expenditures common in the health care field for activities 
related to unionization. 
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2182. SERVICES OF PHYSICIANS IN PROVIDERS 

(Effective for Services Performed On or After October 1, 1983) 
 
2182.1  General.--These sections govern reimbursement for services physicians furnished in 
providers of services, including hospitals, skilled nursing facilities and comprehensive outpatient 
rehabilitation facilities.  If the physicians are compensated for their services by the provider or 
another entity, the compensation they receive must be allocated among the various types of services 
they furnish.  Payment for the services they furnish to the provider is made on either a reasonable 
cost basis or as a component part of prospective payment.  These payments are made by the Part A 
intermediary.  Reimbursement for the services physicians furnish to individual patients in providers 
is made under Part B on a reasonable charge basis by the carrier.   However: 
 

A. Reimbursement for physician services furnished in teaching hospitals that elect cost 
reimbursement for such services is made on a reasonable cost basis by the Part A intermediary.   
(See §2148.) 
 
B. Reimbursement for physician services furnished in teaching settings is subject to additional 
conditions.   (See §§2108.8, 2218, 2420.) 
 
C. Reimbursement for the services of interns and residents, as well as physicians who are 
licensed to practice only in the provider setting, is made on a reasonable cost basis by the Part A 
intermediary.  (See §2120.) 
 
D. Services furnished by physicians to individual patients in providers must meet the criteria in 
§2182.4 to be reimbursed on a reasonable charge basis. 
 
E. Reimbursement for physician services in all-inclusive rate hospitals may be made by the Part 
A intermediary on a Part B per diem basis.  An all-inclusive rate hospital is a participating 
hospital in which patients are charged a fixed all-inclusive rate, computed (for inpatients) on a 
daily or other time basis, or (for outpatients) on a per visit basis applicable uniformly to each 
patient without regard either to the extent of services required by the patient or the distinction 
between physicians' and hospital services. 

 
2182.2 Provider Defined.--For the purpose of these instructions, a provider of services is a 
participating hospital, skilled nursing facility (SNF) or comprehensive outpatient rehabilitation 
facility (CORF).  However, these instructions also can be used to determine customary charges for 
physicians' services in nonparticipating facilities, e.g.,  hospitals and other institutional settings in 
which physicians are compensated for their services and the patients do not pay for the physicians'  
services they receive on a charge basis.  The carrier is responsible for obtaining the data necessary to 
determine customary charges for the physicians' services furnished in nonparticipating facilities. 
 
2182.3 Allocation of Physician Compensation.-- 
 

A. Definition.--For purposes of this instruction, "physician compensation costs" means 
monetary payments, fringe benefits, deferred compensation and any other items of value (excluding 
office space, billing and collection services) a provider or other organization furnishes a physician in 
return for the physician's services to the provider. All costs incurred by the provider, both direct and 
indirect, related to the physician's private practice must be excluded from physician compensation 
costs. 
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Other organizations are entities "related to" the provider, or entities that furnish services for the 
provider "under arrangements." 
 

B. General Rule on Allocation of Physician Compensation Costs.--Except as provided in 
paragraph D of this section, each provider that incurs physician compensation costs must allocate 
those costs, in proportion to the percentage of total time that is spent in furnishing each category of 
services, among: 
 

o Physician services to the provider (as described in §2182.6); 
 

o Physician services to patients (as described in §2182.4); and 
 

o Activities of the physician, such as funded research, that are not reimbursable under 
either Part A or Part B of Medicare. 
 

C. Allowable Physician Compensation Costs.--Only compensation allocated to reimbursable 
physician services to the provider (as described in §2182.6) are includable among provider costs. 
 
Generally, the total compensation received by a physician will be allocated among all services 
furnished by the physician, unless: 
 

1. a. The provider certifies that the compensation is attributable solely to the 
physician's services to the provider; and 
 

b. The physician bills all of his or her patients for the physician services he or she 
furnishes to those patients and personally receives the payment from such billings.  If returned 
directly or indirectly to the provider or an organization related to the provider, these payments are not 
compensation for physician services to the provider; or 
 

2. The provider and physician agree to accept the assumed allocation of all the 
physician's services to direct services to individual patients.  In this situation a written allocation 
agreement is not required. 
 

D. Determination and Payment of Allowable Physician Compensation Costs.-- 
 

1. The intermediary will reimburse the provider for physician compensation costs only 
if: 
 

a. The provider submits to the intermediary a copy of the allocation agreement 
between the provider and the physician that specifies the respective amounts of time (these may be 
expressed in percentages) the physician spends in furnishing services to the provider, services to 
patients that meet the criteria of §2182.4; and services that are not reimbursable under either Part A 
or Part B; and the compensation is reasonable in terms of the time devoted to these services as 
compared to the applicable Reasonable Compensation Equivalent limit. 
 

2. In the absence of a written allocation agreement, the intermediary will assume, for 
purposes of determining reasonable costs of the provider, that 100 percent of the physician's 
compensation cost is allocated to services to patients. 
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NOTE: If a provider is not seeking reasonable cost reimbursement for costs incurred in 

compensating provider-based physicians for services to the provider, an allocation 
agreement is not required. 

 
E. Provider Recordkeeping Requirements.--The intermediary must advise providers that: 

 
1. While they have some discretion as to the types of records they maintain as to the 

allocation of physicians' time to services, the allocations must be supported by adequate 
documentation and must normally be comparable to previous allocations or to similar situations in 
comparable providers.  See §2182.13 for an example of a format that providers may use to 
substantiate allocation agreements. 
 

2. Except for the assumed allocation situations, they must: 
 

o Maintain the data and information used to allocate physician compensation in a 
form that permits validation by the intermediary and the carrier; 
 

o Report the data or information on which the physician compensation allocation is 
based to the intermediary and promptly notify the intermediary  of any revisions to the compensation 
allocation; and 
 

o Retain each physician compensation allocation agreement, and the information 
on which it is based, for at least 4 years after the end of each cost reporting period to which the 
allocation applies. 
 

3. Allocation agreements are to be submitted annually as part of the cost report filing 
process.  (See §2182.13 for allocation agreement formats.)  Revisions from the prior allocation 
agreement could occur where there is a significant change in the manner or extent to which services 
are furnished, an increase in the number of physicians in the department, or an increase in a 
physician's administrative or supervisory duties. While the allocation agreement represents a 
reasonable depiction of the distribution of physician time among covered physician services to 
patients and to providers, and to noncovered services in the individual case, it should not be 
inconsistent with allocations representing the distribution of time for physicians who furnish services 
in like departments in similar hospitals.  If the carrier and the intermediary believe that an allocation 
agreement is atypical, the physician and provider are given a reasonable opportunity to explain the 
factors they considered in completing it.  Such issues, however, must be resolved before the 
agreement can serve as a basis for reimbursement.  If the carrier and the intermediary cannot agree 
regarding the acceptability of the allocation agreement, refer the matter to the regional office. 
 
In determining whether these agreements are acceptable, the intermediary, for example, also 
considers its knowledge of the providers and the experience gained about them in the administration 
of its private business.  If necessary, the carrier and the intermediary may impose an allocation, based 
on experience in other hospitals, until an acceptable agreement is approved.  If the hospital or its 
physicians disagree with an imposed allocation, the matter is referred to the regional office. 
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4. While we do not require the maintenance of daily logs or time records to support 
provider services rendered by physicians, adequate documentation must be maintained to support the 
total hours for these services to permit application of the RCE limits.  This includes work or teaching 
schedules, workload counts, or other documentation to substantiate these hours. 
 

5. Where providers decide to employ time study techniques to substantiate either the 
allocation of physicians' time to services or the actual provider services hours figure used in the RCE 
computation, the provider may choose to employ the methodology described in subsection 2313.2.E, 
Special Applications, but the provider may not be required by the servicing intermediary to utilize 
that specific methodology. 
 

F. Effort Reports.--Effort reports generally are not acceptable as a proxy for a time allocation 
because effort cannot be quantified.  However, they may be used if the carrier and the intermediary 
determine that program payments do not differ significantly by use of effort reports, i.e., that in the 
individual case,  effort can be equated to time. If the intermediary, however, determines that there is 
a difference between reported effort and actual time that unreasonably increases reimbursement, time 
must be used. When, for example, there is a question of allocating compensation between covered 
and noncovered services, such as research, the intermediary must adjust the cost reports based on 
time. 
 
2182.4  Conditions for Reasonable Charge Payment for "Physicians' Services" to Patients in 
Providers.-- 
 

A. General.--The carrier will pay for physicians' services to patients of providers on a 
reasonable charge basis only if the following requirements are met: 
 

1. The services are personally furnished for an individual patient by a physician; 
 

2. The services contribute directly to the diagnosis or treatment of an individual patient; 
 

3. The services ordinarily require performance by a physician; and 
 

4. In the case of anesthesiology, radiology, or laboratory services, the additional 
requirements in either §2182.7, §2182.9 or §2182.11 are met. 
 

B. Services of Physicians to Providers.--If a physician furnishes services in a provider that do 
not meet the requirements in section A but are related to patient care, the intermediary pays for those 
services, if otherwise covered, on a reasonable cost basis, or as an element of prospective payment, 
as appropriate. 
 

C. Effect of Billing Charges for Physician Services to a Provider.--If services furnished by a 
physician to a provider are paid on a reasonable cost basis by the intermediary, neither the provider 
nor physician may seek charge payment from the carrier, the beneficiary, or a private insurer.  If the 
physician, the provider, or a private 
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entity bills the carrier,  the beneficiary or another insurer for physician services to the provider, the 
provider in which and to which the services were furnished is  considered to have violated its 
provider participation agreement, and that agreement may be terminated.  The carrier refers any 
situation in which this happens to the regional office unless it is clearly an isolated case of billing 
error. 
 

D. Effect of Assumption of Operating Costs.--If a physician or an entity enters into an 
agreement (such as a lease or concession) with a provider, under which the physician (or entity) 
assumes some or all of the operating costs of the provider department: 
 

1. The carrier makes reasonable charge payments only for physicians' services to 
individual patients as defined in Paragraph A. 
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2. The physician (or other entity) must make its books and records available to the 
provider and the intermediary, as necessary, to verify the nature and extent of the costs of the 
services furnished by the physician (or other entity). 
 

3. The intermediary reimburses the provider on a reasonable cost basis, to the extent the 
provider incurs a cost, or as an element of prospective payment, for the lessee's costs associated with 
producing these services, including overhead, supplies and equipment costs and the costs of 
employing nonphysician personnel. 
 

E. Independent Laboratory Services.--Services, such as surgical pathology services, furnished 
to a provider patient by an independent laboratory, including the laboratory of another hospital, that 
meet the general conditions in §2182.4.A. and the additional requirements in §2182.11 must be 
reimbursed as physicians' services on a reasonable charge basis.  These services cannot be billed 
under arrangements.  Other services, such as clinical diagnostic laboratory services, furnished to 
hospital inpatients by an independent laboratory are covered as inpatient hospital services and 
reimbursable to the hospital on a reasonable cost basis or under the prospective payment system.  
(However, see §2804 for provisions concerning laboratory tests furnished to inpatients of a hospital 
with a waiver under 602(k) of the 1983 Amendments to the Social Security Act.)  Clinical diagnostic 
laboratory services furnished by an independent laboratory to other than a hospital inpatient are 
generally reimbursable under the clinical laboratory fee schedule provision. 
 

F. Other Services and Items Furnished by Outside Suppliers.--Some providers obtain items 
and services for their patients from outside sources.  All items and services, except physicians' 
services that meet the conditions of §2182.4, must be furnished to hospital inpatients under 
arrangements.  (See §2182.8.C. for a limited exception and §2804 for hospitals with extensive direct 
billing of nonphysician services under Part B.)  For items and services furnished to hospital 
outpatients and SNF patients, reimbursement may be made either by the carrier on a reasonable 
charge basis or by the intermediary to the provider of services (as long as the service is otherwise 
covered as a SNF service or outpatient service at a hospital) on a reasonable cost basis.  Physicians' 
services, however, can be paid only on a reasonable charge basis.  Examples: 
 

1. A radiology clinic furnishes CT scan services to hospital inpatients.  The technical 
components of these services must be furnished under arrangements by the hospital.  The 
interpretation component must be reimbursed by the carrier on a reasonable charge basis. The 
intermediary pays for the technical component.  Reimbursement is made in the same manner for the 
two components of CT scan services furnished to hospital outpatients and SNF patients or, the full 
service is reimbursed by the carrier on a reasonable charge basis. 
 

2. A surgeon inserts a pacemaker which he furnishes the hospital inpatient. The 
physician's surgical services are paid by the carrier on a reasonable charge basis.  The pacemaker is 
covered only as an item obtained under arrangements and the physician must, therefore, bill the 
hospital for the item itself.  The hospital is paid for the pacemaker by the intermediary. 
 

3. A supplier furnishes an artificial limb for a hospital inpatient.  The artificial limb is 
covered only as an item obtained under arrangements and must, therefore, be billed to the hospital.  
The hospital is paid for the artificial limb by the intermediary. 
 
 
 
 
 
 
 
 
 
 
Rev. 348 21-49 



2182.5 COSTS RELATED TO PATIENT CARE 09-88 
 
2182.5  Determining Reasonable Charges for "Physicians' Services" in Providers.-- 
 

A. General.--The carrier determines reasonable charges for physicians' services to patients in 
providers in accordance with the general instructions governing reasonable charge payment as well 
as the additional rules in paragraphs B-F of this section. 
 

B. Customary and Prevailing Charges for Physicians' Services in Provider Settings.- 
 

1. Utilizing compensation data collected by the intermediary, the carrier calculates 
customary and prevailing charges for physicians' services furnished to individual patients in 
providers in the same way as for physicians' services furnished outside the hospital, separating, when 
appropriate, charges for physicians' services furnished in provider-based practices and physicians' 
services furnished in office-based practices.  It applies the appropriate customary and prevailing 
charge screens in determining reasonable charges for physicians' services considering the setting.  
For example,  in the provider setting, it pays only for EKG interpretations, never the complete 
service which includes nonphysician and technical inputs.  These EKG interpretations are similar to 
EKG interpretations furnished outside the hospital and are subject to the same prevailing charge 
screens.  They are different, however, from the complete service, which when furnished to a patient 
outside a provider, includes a technical component.  Charges for these different kinds of services are 
accumulated separately, and customary and prevailing charges are established for each.  For this 
purpose, the carrier must use interpretation-only codes, e.g., EKG, EEG, radiology, ultrasound, and 
pulmonary function. 
 
In developing customary charges for physicians' services furnished in providers by physicians 
compensated for those services by the provider or a related organization, the carrier establishes a 
schedule of charges related to that part of the physician's compensation that is allocated to physicians' 
services to individual patients.  (However, if the hospital and the leasing entity are not under 
common ownership or control, and are closely related only by virtue of the lease, then this rule does 
not apply.)  Office space and billing and collection costs are excluded from the base on which 
compensation-related charges are determined.  Generally, the carrier uses the compensation paid to 
the physician during the hospital's most recently ended cost reporting period for this purpose. If the 
compensation information is unavailable from the hospital, the intermediary makes a reasonable 
estimate of a fair compensation amount based on what is paid for similar services in another hospital 
and reports this amount to the carrier. 
 
The carrier develops compensation-related charges on an item-by-item basis, considering the 
frequency with which the various services are furnished, and the relative values assigned to each 
service in a relative value study.  The intermediary obtains the frequency data from the provider for 
the same period as the physician compensation was paid. 
 
If the hospital does not maintain frequency data in a form acceptable to the carrier, the hospital must 
count and code its charge for each service for which a charge is made during a designated month.  
For this purpose it must use the carrier's coding system.  This frequency data is annualized and used 
to determine compensation-related customary charges.  Customary charges are determined in this 
way as long as the physician continues to be compensated by the provider for physicians' services to 
any patients. Compensation-related customary charges are revised as part of the next reasonable 
charge update.  Prevailing charge screens for physicians' services to provider patients 
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include both compensation-related customary charges as well as the customary charges of physicians 
who practice in providers but are not compensated for physicians' services by a provider. 
 
If a physician has compensation arrangements with several hospitals, and the compensation-related 
charges are different in each hospital, a separate identification/billing number is assigned for use in 
each setting and different customary charges determined in each setting. 
 

2. Example to Illustrate the Development of Compensation-Related Customary 
Charges.- 
 

a. The radiologist receives $125,000 per year from the hospital for furnishing 
diagnostic services, reimbursable on a reasonable charge basis under Part B. He/she is not 
compensated for any provider services. 
 

b. The hospital pays for the radiologist's malpractice expense and for the 
radiologist's cost of continuing medical education.  These amounts are $5,000 and $2,500 
respectively. 
 
Compensation-related customary charges are established as follows: 

       
   Compensation-
Radiological Frequency of Relative Value      Related 
 Procedures Service  Units (RVU) Product Charge     
 
Chest x-ray single 1,200 4.0 4,800 11.80 
  view 
Chest x-ray, two 1,000 6.0 6,000 17.80 
  views 
Spine, Complete   800 10.0 8,000       29.60 
Shoulder, Complete   400   6.0 2,400         17.80 
Wrist, Complete   400 6.0 2,400         17.80 
Hand, Complete   200 6.0 1,200         17.80 
Hip, Complete   300 7.0 2,100         20.70 
Abdomen, Single   500 4.0 2,000         11.80 
Upper G.I.   700 14.0 9,800         41.40 
Colon, Barium Enema   500 12.0 6,000         35.50 

 44,700 
 
Compensation $ 125,000 
Malpractice Expense        5,000 
Continuing Education        2,500 
Total Compensation $ 132,500 
 
 Compensation    =    $132,500    =    $2.96/RVU 

RVU 44,700 
 
 C. Changes in Compensation Agreements.--If a physician who has been compensated by or 
through a provider (or other entity) for physicians' services to individual patients ends his or her 
compensation agreement and, instead, bills all patients 
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directly for his or her services, i.e., no longer receives any compensation from the hospital or its 
insurers, determine the physician's customary charges for services based on the 50th percentile of the 
weighted customary charges used to establish the prevailing charge for the service.  These customary 
charges remain in effect until you have accumulated charge data from at least 3 months of the 12-
month period of July 1 through June 30 preceding the January 1 annual reasonable charge update.  
Customary charges are revised only at the time of the annual reasonable charge update. 
 
If a physician terminates a direct billing arrangement and enters into a compensation agreement with 
a provider, the carrier determines compensation-related customary charges in accordance with 
paragraph B, except that during the first year the total payments made on the basis of the 
compensation-related charges may not exceed what the total payment for a comparable volume of 
services would have been under the physician's former direct billing practice.  The carrier makes this 
determination on a prospective basis by using reasonable estimates. 
 

D. Additional Criteria for Certain Specialties.--In determining the amount of payment for 
anesthesiology, radiology or pathology services furnished by a physician to an individual patient, 
also follow the rules in §2182.8, §2182.10 or §2182.11. 
 

E. Customary Charges for Physicians' Services in Outpatient Settings--Combined Billing 
Previously Used.--There may be some situations in which combined billing was used in hospital 
outpatient settings, and the physician was compensated by the hospital for his/her services to patients 
on the basis of either a schedule of charges or variable percentages of charges.  In this case, the 
carrier uses the schedule of charges or the percentage of the combined charge paid by the hospital to 
the physician as the physician's customary charges.  The intermediary obtains this information from 
the provider and reports it to the carrier. 
 

F. Customary Charges for Physicians' Services in Outpatient Settings.--Undifferentiated 
Charges Billed to Patients.--In some cases, charges for physicians' services to patients and the 
provider's charges associated with these services have been combined and billed to patients on a 
reasonable charge basis.  The provider component of these undifferentiated charges must be 
identified and billed by the provider to its intermediary.  The carrier bases reimbursement only on the 
portion of the charge that is attributed to physicians' services to patients, i.e., services that meet the 
criteria in §2182.4.A. The component of the formerly combined charges that represents the 
physicians' charges for their services must be separately identified. These are the physicians' 
customary charges.  The intermediary obtains the schedule of charges for these physicians' services 
from the provider and reports it to the carrier. 
 
2182.6 Conditions of Payment for Costs of Physicians' Services to Providers-- 
 

A. General.--Costs a provider incurs for services of physicians are allowable only if: 
 

o The services do not meet the conditions in §2182.4.A. for reasonable charge 
reimbursement for physicians' services to individual patients of a provider; 
 

o The services do not include physician availability services, except for reasonable 
availability services furnished for emergency rooms; (see §2109); 
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o The provider has incurred a cost for the salary or other compensation it paid the 
physician for the services; and 
 

o The costs incurred by the provider for the services meet the requirements regarding 
costs related to patient care. 
 
These services include, for example, departmental administration, supervision and training of staff, 
quality control activity, autopsies, clinical laboratory services including analysis (except clinical 
laboratory consultations and services performed by a physician in personal administration of test 
devices, isotopes, or other materials to an individual patient), respiratory therapy, tissue committee 
work, disposal of radiation waste, nonimaging nuclear medicine services, supervision of anesthetists 
and routine blood gas studies including analysis of routine blood gas studies.  Analysis of clinical 
laboratory services or routine blood gas studies, although performed by specialists and primary care 
physicians, are not separately billed under Part B. 
 

B. Payment Determinations.--The intermediary makes payment for these services either as an 
element of prospective payment or on a reasonable cost basis.  When reimbursement is made on a 
reasonable cost basis, the allowable cost cannot exceed the lower of the actual cost or the reasonable 
compensation equivalent (RCE). 
 

C. Reasonable Compensation Equivalents (RCEs).--HCFA establishes the methodology for 
determining RCEs by considering average physician income by specialty and type of location.  The 
best available data are used.  If the level of physician compensation exceeds the RCE limit, Medicare 
payment is based on the RCE.  The RCE limit represents reasonable compensation for a full-time 
physician.  Full time is 2,080 hours per year, including a reasonable amount of time devoted to 
vacation, sick leave and continuing education.  The intermediary considers the general practice of the 
hospitals it serves in determining the reasonableness of a hospital-compensated physician's time 
devoted to vacation, sick leave and continuing education.  It also considers that the need for 
continuing education in any individual year may vary substantially based on medical specialty and 
the needs of an individual physician.  Consultation with its medical advisors is appropriate. 
 
NOTE: As a result of the clinical lab fee schedule, clinical diagnostic laboratory tests furnished by 

a hospital laboratory for its outpatients are reimbursed on the basis of fee schedules.  If the 
hospital compensates its pathologists for provider services, the portion of the physician's 
compensation attributable to provider services to hospital outpatients is not reimbursed on 
a reasonable cost basis and is not subject to the reasonable compensation equivalent if 
payment for the hospital's diagnostic clinical laboratory services is made pursuant to the 
clinical laboratory fee schedule.  However, the portion of the physician's compensation 
attributable to provider services to hospital outpatients is reimbursed on a reasonable cost 
basis and is subject to the reasonable compensation equivalent limit if payment for the 
hospital's outpatient laboratory services is not made pursuant to the clinical laboratory fee 
schedule.  An example of such services is anatomic pathology services, such as the 
preparation of a surgical pathology slide for which the hospital has established a separate 
charge. 
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The RCE limits are always applied to the hospital's entire cost reporting year based on the calendar 
year (CY) in which the cost reporting year begins.  For example, the CY 1983 limits apply to an 
entire cost reporting year beginning October 1, 1983.  (The RCE limits are applicable for services 
rendered on or after October 1, 1983.) 
 
The RCE limits are based on a work year of 2,080 hours, i.e., a 40-hour work week.  If the physician 
devotes more or less time to furnishing provider services, the RCE is adjusted accordingly.  Thus, a 
physician who spends 60 hours a week in administration of a department is subject to 150 percent of 
the applicable limit for a physician who devotes full time to departmental services. 
 
The intermediary uses the RCE levels to compute reimbursement when the physician is compensated 
by the provider or other related organization for administrative, supervisory and other provider 
services that are reimbursable under Medicare.  In applying the RCE limits, the intermediary assigns 
each compensated physician to the most appropriate specialty category.  Table I - Estimates of Full-
Time Equivalency (FTE) Annual Average Net Compensation Levels for 1983 and 1984, §2182.6.F, 
depicts reasonable compensation levels for nine physician specialties plus a total or general category. 
 If no specialty category is indicated, the intermediary uses the RCE level for the "Total" category, 
which is based on income data for all physicians.  For example, the "Total" category is  used in 
determining the reasonable cost for full-time physician administration of an emergency room.  The 
intermediary determines the appropriate geographic area classification using the tables in paragraph 
G. 
 
If the physician's contractual compensation covers all duties, activities and services furnished to the 
provider and to its patients and the physician is employed full time, the lower of the physician's 
actual compensation or the appropriate specialty compensation limit is used and adjusted by the 
physician's allocation agreement to arrive at the program's allowable costs for physician 
compensation.  In the absence of an allocation agreement, it is assumed that l00 percent of the 
compensation was related to services reimbursable on a Part B reasonable charge basis, and that 
there are no allowable costs for the physician's services to the provider. 
 
If the physician's compensation from the provider represents payment only for administrative, 
supervisory and other provider services (i.e., the physician bills fees for all physicians' services 
furnished to individual patients), then the lower of the physician's actual compensation or the 
appropriate specialty compensation limit is used to arrive at the program's allowable costs for 
physician compensation. 
 
Generally, it is intended that the RCEs are applied separately for each physician. However, an 
aggregated application is permitted in larger hospital departments which have similar arrangements 
with a number of physicians of the same specialty to facilitate administration and reduce paperwork. 
 Under this optional methodology, the provider services hours and compensation of each involved 
physician is determined individually and then aggregated by specialty to determine total provider 
services hours and compensation by specialty for all involved physicians.  The applicable RCE limit 
is then applied to the aggregated provider services hours and the result compared to the aggregated 
provider services compensation to determine allowable provider services compensation costs by 
specialty. 
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Example: 
 

Profes- 
Provider sional  Provider    Provider    

Compen- Services Services Total Services    Services    
Physician  sation    Hours   Hours Hours Percentage   Compensation 
 
    A   $110,000 230 2070 2300 10% $ 11,000 
    B       90,000 480 1920 2400 20%            18,000 
    C       80,000 1715   735 2450 70% 56,000 
    D       85,000 2040   360 2400 85% 72,250 
 
 
Totals   $365,000 4465 5085 9550  $157,250 

                                       
 

Total Provider  
Services Hours X RCE Amount = Time Adjusted RCE Limit  
Work Year Hours  (1984 Total 

RCE Nonmetro- 
politan areas) 

 
4465 X $88,600 = $190,490 
2080 

 
The aggregated provider services compensation amount of $157,250 is allowable since it does not 
exceed the time adjusted RCE limit of $190,490.  If the RCE limits were applied to the physicians' 
provider services compensation individually, not all of the provider services compensation 
attributable to Physicians A and B is allowable. 
 
In determining the reasonable cost of physician compensation for services to the provider, the 
intermediary is not limited to merely applying the RCE limit based on existing staffing, but also 
considers the inherent reasonableness of the arrangement.  For example, it generally is not reasonable 
for a hospital to compensate physicians in a particular department for a number of 
administrative/managerial hours greatly in excess of the hours utilized in comparable departments in 
other hospitals. 
 

D. Exceptions to the RCE Limits.-- 
 

1. The RCE limits do not apply to inpatient hospital services payable under the 
prospective payment system (PPS) and are not used to limit such costs in the PPS base year. 
 

2. Some hospitals, particularly but not exclusively small or rural hospitals, may be 
unable to recruit or maintain an adequate number of physicians at a compensation level within the 
prescribed limits.  If a hospital is able to demonstrate to the intermediary its inability to recruit or 
maintain physicians at a compensation level allowable under the RCE limits (as documented, e.g., by 
unsuccessful advertising through national medical or health care publications), then the intermediary 
may grant an exception to the reasonable compensation limits established under these rules, to the 
extent reasonable.  An exception might be justified in cases where a provider is located in a remote 
location and needs to pay a premium because of extraordinary travel time. 
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The provider's request for an exception, together with substantiating documentation, must be 
submitted to the intermediary each year, no later than 90 days after the close of its cost reporting 
period.  In doing so, it must specify (1) the dollar amount in excess of the limit that it paid its 
physicians; (2) the name and social security number of the physician; and (3) the specific reasons 
why an exception is necessary.  The hospital must furnish with its request for an exception adequate 
supporting documentation.  The documentation must include, but is not limited to, evidence that it 
has actively sought to secure the services of physicians by advertising in appropriate journals and 
similar publications. 
 

E. Adjustments to the RCE Limits.--Intermediaries may adjust the allowance for an individual 
physician upward to take into consideration the provider's costs of physician membership in 
professional societies and continuing education.  This adjustment is limited to actual costs incurred 
up to a maximum of 5 percent of the time adjusted RCE limit. The lesser of actual cost or the 5 
percent limit is then added to the RCE limit. 
 
An intermediary may also adjust the RCE limit to take into account the cost of malpractice 
insurance.  To the extent malpractice insurance is shown to be related to a physician's (or a group of 
physicians') services to the provider, the intermediary may recognize as an upward adjustment to the 
RCE limit the related physician malpractice expense incurred by the provider. 
 
The lesser of actual cost or the RCE limit adjusted appropriately to reflect allowances for the costs of 
membership in professional associations, continuing medical education and/or malpractice insurance 
premiums represents the reasonable compensation cost. 
 
Where a written agreement between a provider-based physician and a provider clearly stipulates that 
a portion of the total compensation paid to the physician by the provider is intended to reimburse the 
physician for the costs incurred by the physician for membership in professional associations, 
continuing medical education and/or malpractice insurance relating to the physician's services to the 
provider, intermediaries may adjust the RCE limit upward to take into consideration the provider's 
additional costs subject to the limitations as described above. 
 
Example A:  A non-Prospective Payment System (PPS) hospital is located in a metropolitan area 
having a population greater than one million and compensates its radiologist $120,000 for both 
physician and provider services during its cost reporting period beginning October 1, 1983.  The 
hospital pays the physician's membership fees in professional societies and for the physician's 
continuing medical education which amounts to $6,000.  The hospital also pays the physician's 
malpractice insurance of $8,000.  The physician works a full-time equivalent year of 2,080 hours and 
the allocation agreement is 50 percent provider services and 50 percent physicians' services. 
 
The applicable RCE amount from the tables in §2182.6.F is $123,400.  This amount is factored by 
the ratio of provider services hours to FTE hours (50% of 2,080 = 1,040 :- 2,080 = .5 X $123,400 = 
$61,700) to determine the time adjusted RCE limit of $61,700.  The time adjusted RCE limit of 
$61,700 is increased by $3,000 (i.e. 50% of $6,000 = $3,000) to account for the costs of membership 
in professional societies and continuing medical 
 
 
 
 
 
 
 
 
 
 
 
 
21-56 Rev. 348 



09-88 COSTS RELATED TO PATIENT CARE 2182.6(Cont.) 
 
 
education since this amount is lower than five percent of the time adjusted RCE limit (i.e. 5% of 
$61,700 = $3,085).  The time adjusted RCE limit with this adjustment, $64,700, is further adjusted 
by the provider component percentage of the malpractice premium (i.e. 50% of $8,000 = $4,000).  
The RCE limit with appropriate adjusters amounts to $68,700. 
 
The physician's actual compensation cost, including the cost of continuing medical education, 
professional membership fees, and malpractice expense amounts to $134,000 (i.e., $120,000 + 
$6,000 + $8,000 = $134,000).  The provider component compensation amounts to $67,000 (i.e., 
$134,000 x 50% = $67,000). 
 
The allowable cost is the lower of the actual cost or the adjusted RCE limit (i.e., $67,000 or 
$68,700).  In this case, the allowable cost is $67,000. 
 
Example B:  A non-PPS hospital is located in a nonmetropolitan area and compensates its 
pathologist $75,000 for provider services which benefit both Medicare and non-Medicare patients 
during its cost reporting period beginning October 1, 1983.  The pathologist bills both Medicare and 
non-Medicare patients directly for Part B physician services.  The hospital pays the physician's 
membership fees in professional societies and for the physician's continuing medical education 
which amounts to $3,000.  The hospital also pays the physician's malpractice insurance of $2,500.  
During the cost reporting period, the physician spends l,300 hours or 62.5 percent of a full time 
equivalent of 2,080 hours furnishing contracted provider services.  The allocation agreement is 100 
percent provider component. 
 

 1300 
The time adjusted RCE limit is $71,188 (2080 X 113,900 = 71,188).   This amount is increased by 
$3,000, the actual costs incurred for membership in professional societies and continuing medical 
education (Note: 5% of the time adjusted RCE limit is $3,559.) The time adjusted RCE limit with 
this adjustment, $74,188, is further increased by the malpractice premium of $2,500 resulting in an 
RCE limit of $76,688.  Because the allocation is 100 percent provider component, the entire 
malpractice expense is allowable. 
 
The physician's compensation cost including the cost of continuing medical education, professional 
membership fees and malpractice expense amounts to $80,500 (i.e., $75,000 + $3,000 + $2,500 = 
$80,500). 
 
The allowable cost is the lower of the actual cost or the adjusted RCE limit (i.e., $80,500 or 
$76,688).  In this case, the allowable cost is $76,688. 
 

F. Table I--Estimates of Full-Time Equivalency (FTE) Annual Average Net 
Compensation Levels for 1983 and 1984--The following compensation limits apply in the years 
indicated.  All figures are rounded to the nearest $100. 
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Table I.--ESTIMATES OF FTE ANNUAL AVERAGE NET COMPENSATION LEVELS FOR 1983 
 AND 1984 
 

Non-Metropolitan  Metropolitan area  Metropolitan areas 
Specialty     Areas   less than one   greater than one 

million    million 
1983 1984  1983 1984  1983 1984 

  
Total       87,600   88,600    93,900   95,000    97,100   98,200  
GP/FP       78,100   79,000    74,900   75,800    76,000   76,800 
Int Med       82,300   83,200    83,200   84,400    90,700   91,800 
Surgery     100,200 101,400  111,800 113,100  113,900 115,300  
Pediatrics      71,700   72,600    83,300   84,300    77,000   77,900 
OB/Gyn     109,700 111,000  106,600  107,800  107,600 108,800 
Radiology    119,200 120,600  126,600 128,100  123,400 124,900 
Psychiatry      76,000   76,800    78,100   79,000    84,400   85,400 
Anesthesiology     91,800   92,800  109,700 111,000  109,700 110,000 
Pathology    113,900 115,300  120,300 121,700  118,200 119,500 
 
  
 
If a physician, such as a pathologist, bills all patients, except Medicare patients on a fee basis for covered 
services that are payable under Medicare solely on a reasonable cost or PPS basis, program liability for these 
services is a Medicare only cost. 
 
G. Geographic Area and Classifications for RCE Limits.--As pointed out in paragraph C, RCE limits are 
adjusted to account for differences in salary levels by location, as well as by specialty.  In the limits set forth in 
Table I, geographic areas are classified into three types: nonmetropolitan areas with populations of less than one 
million, and metropolitan areas with populations of more than one million.  Table II identifies by type of 
location, geographic areas (Standard Metropolitan Statistical Areas) grouped into the latter two categories for 
use with the 1983 RCE limits.  Table III is similar except that Metropolitan Statistical Areas are utilized for use 
with the 1984 RCE limits.  All counties not listed and all other affected U.S. possessions and territories not part 
of a State are considered nonmetropolitan areas. 
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 TABLE II 
 Type of Location 
      SMSA Counties Less than Greater 

1 million than 1 
million 

 
Abilene, Texas Callahan, Jones, Taylor X 
Akron, Ohio Portage, Summit X 
Albany, Georgia Dougherty, Lee X 
Albany, New York Albany, Montgomery, Rensselaer, X 

 Saratoga, Schenectady 
Albuquerque, New Mexico Bernalillo, Sandoval X 
Alexandria, Louisiana Grant, Rapides X 
Allentown, Pennsylvania Pennsylvania--Carbon, Lehigh, X 

 Northampton, New Jersey--Warren 
Altoona, Pennsylvania Blair X 
Amarillo, Texas Potter, Randall X 
Anaheim, California Orange  X 
Anchorage, Alaska 3rd Judicial Division X 
Anderson, Indiana Madison X 
Anderson, South Carolina Anderson X 
Ann Arbor, Michigan Washtenaw X 
Anniston, Alabama Calhoun X 
Appleton, Wisconsin Calumet, Outagamie, Winnebago X 
Arecibo, Puerto Rico Arecibo X 
Asheville, North Carolina Buncombe, Madison X 
Athens, Georgia Clarke, Madison, Oconee, Oglethorp X 
Atlanta, Georgia  Butts, Cherokee, Clayton, Cobb,  X 

 Dekalb, Douglas, Fayette, 
 Forsyth, Fulton, Gwinnett, 
 Henry, Newton, Paulding, 
 Rockdale, Walton. 

Atlantic City, New Jersey Atlantic X 
Augusta, Georgia Georgia--Columbia, Richmond, X 

 South Carolina--Aiken 
Austin, Texas Hays, Travis, Williamson X 
Bakersfield, California Kern X 
Baltimore, Maryland Anne Arundel, Baltimore,  X 

 Baltimore City, Carroll, 
 Harford, Howard 

Bangor, Maine Penobscot X 
Baton Rouge, Louisiana Ascencion, East Baton Rouge, X 

 Livingston, West Baton Rouge 
Battle Creek, Michigan Barry, Calhoun X 
Bay City, Michigan Bay X 
Beaumont, Texas Hardin, Jefferson, Orange X 
Bellingham, Washington Whatcom X 
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Type of Location 
           SMSA Counties Less than   Greater 

1 million than l 
million 

 
Benton Harbor, Michigan ................... Barrien, Cass ....................................X 
Billings, Montana ................................ Yellowstone .....................................X 
Biloxi, Mississippi .............................. Hancock, Harrison, Stone ................X 
Binghamton, New York ......................  New York--Broome, Tioga, ............X 

    Pennsylvania--Susquehanna 
Birmingham, Alabama ........................ Jefferson, Shelby, St. Clair, ..............X 

   Walker 
Bismarck, North Dakota ..................... Burleigh, Morton ..............................X 
Bloomington, Illinois .......................... McLean ............................................X 
Bloomington, Indiana .......................... Monroe .............................................X 
Boise, Idaho ........................................ Ada ...................................................X 
Boston, Massachusetts ........................ Massachusetts--Essex, Middlesex,  X 

   Norfolk, Plymouth, Suffolk, 
   New Hampshire--Rockingham 

Bradenton, Florida .............................. Manatee ............................................X 
Bremerton, Washington ...................... Kitsap ...............................................X 
Bridgeport, Connecticut ...................... Fairfield ............................................X 
Brownsville, Texas ............................. Cameron ...........................................X 
Bryan, Texas ....................................... Brazos...............................................X 
Buffalo, New York .............................. Erie, Niagara .................................... X 
Burlington, North Carolina ................. Alamance .........................................X 
Burlington, Vermont ........................... Chittenden ........................................X 
Caguas, Puerto Rico ............................ Caguas ..............................................X 
Canton, Ohio ....................................... Carroll, Stark ....................................X 
Caspar, Wyoming ................................ Natrona .............................................X 
Cedar Rapids, Iowa ............................. Linn ..................................................X 
Champaign, Illinois ............................. Champaign .......................................X 
Charleston, South Carolina ................. Berkeley, Charleston, Dorchester .....X 
Charleston, West Virginia ................... Kanawaha, Putnam ...........................X 
Charlotte, North Carolina .................... Gaston, Mecklenburg, Union ...........X 
Charlottesville, Virginia ...................... Albemarle, Charlottesville, ..............X 

    Fluranna, Greene 
Chattanooga, Tennessee ...................... Tennessee--Hamilton, Marion, ........X 

    Sequatchie, Georgia--Catoosa, 
    Dade, Walker 

Cheyenne, Wyoming ........................... Laramie ............................................X 
Chicago, Illinois .................................. Cook, Du Page, Kane, Lake, ............ X 

    McHenry, Will 
Chico, California ................................. Butte .................................................X 
Cincinnati, Ohio .................................. Ohio--Clermont, Hamilton, Warren .X 

    Indiana--Dearborn, Kentucky-- 
    Boone, Campbell, Kanton 

Clarksville, Tennessee ........................ Tennessee--Montgomery, Kentucky-X 
    Christian 
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Type of Location 
           SMSA Counties Less than   Greater 

1 million than l 
million 

 
Colorado Springs, Colorado ................ El Paso, Teller ................................... X 
Columbia, Missouri ............................ Boone ................................................ X 
Columbia, South Carolina ................... Lexington, Richland .......................... X 
Columbus, Georgia ............................. Georgia--Chattahoochee, Muscogee . X 

    (or Columbus), Alabama 
    --Russell 

Columbus, Ohio .................................. Delaware, Fairfield, Franklin, ...........  X 
    Madison, Pickaway 

Corpus Christi, Texas ......................... Nueces, San Patricio ......................... X 
Cumberland, Maryland ....................... Maryland--Allegany, West ................ X 

    Virginia--Mineral 
Dallas, Texas ....................................... Collin, Dallas, Denton, Ellis .............  X 

    Hood, Johnson, Kaufman, 
    Parker, Rockwall, Tarrant, 
    Wise 

Danville, Illinois ................................. Vermillion ......................................... X 
Danville, Virginia ............................... Pittsylvania ........................................ X 
Davenport, Iowa .................................. Iowa--Scott, Illinois--Henry, ............. X 

    Rock Island 
Dayton, Ohio ....................................... Greene, Miami, Montgomery, ........... X 

    Preble 
Daytona Beach, Florida ....................... Volusia .............................................. X 
Decatur, Illinois ................................... Macon................................................ X 
Denver, Colorado ................................ Adams, Arapahoe, Boulder, Denver .  X 

    Douglas, Gilpin, Jefferson 
Des Moines, Iowa ............................... Polk, Warren ..................................... X 
Detroit, Michigan ................................ Lapeer, Livingston, Macomb, ...........  X 

    Oakland, St. Clair, Wayne 
Dubuque, Iowa .................................... Dubuque ............................................ X 
Duluth, Minnesota............................... Minnesota--St. Louis, Wisconsin ...... X 

    Douglas 
Eau Claire, Wisconsin ......................... Chippewa, Eau Claire ....................... X 
Elkhart, Indiana ................................... Elkhart ............................................... X 
Elmira, New York ............................... Chemung ........................................... X 
El Paso, Texas ..................................... El Paso .............................................. X 
Enid, Oklahoma .................................. Garfield ............................................. X 
Erie, Pennsylvania ............................... Erie .................................................... X 
Eugene, Oregon ................................... Lane ................................................... X 
Evansville, Indiana .............................. Indiana--Gibson, Posey, .................... X 

    Vanderburgh, Warrick, 
    Kentucky--Henderson 

Fargo, North Dakota ........................... North Dakota--Cass ........................... X 
Fayetteville, Arkansas ......................... Benton, Washington .......................... X 
Fayetteville, N. Carolina ..................... Cumberland ....................................... X 
Flint, Michigan .................................... Genesee, Shiawassee ......................... X 
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Type of Location 
           SMSA Counties Less than   Greater 

1 million than l 
million 

 
Florence, Alabama .............................. Colbert, Lauderdale ..........................X 
Florence, S. Carolina ...........................  Florence ...........................................X 
Fort Collins, Colorado ........................ Larimer .............................................X 
Fort Lauderdale, Florida...................... Broward ............................................ X 
Fort Meyers, Florida............................ Lee ....................................................X 
Fort Smith, Arkansas .......................... Arkansas--Crawford, Sebastian,.......X 

    Oklahoma--Le Flore, Sequoyah 
Fort Walton Beach, Florida ................. Okaloosa...........................................X 
Fort Wayne, Indiana ............................ Adams, Allen, De Kalb, Wells .........X 
Fresno, California ............................... Fresno ...............................................X 
Gadsden, Alabama .............................. Etowah .............................................X 
Gainesville, Florida ............................. Alachua ............................................X 
Galveston, Texas ................................. Galveston .........................................X 
Gary, Indiana ....................................... Lake, Porter ......................................X 
Glens Falls, New York ........................ Warren, Washington ........................X 
Grand Forks, North Dakota ................. North Dakota--Grand Forks, ............X 

    Minnesota--Polk 
Grand Rapids, Michigan ..................... Kent, Ottawa ....................................X 
Great Falls, Montana ........................... Cascade ............................................X 
Greeley, Colorado ............................... Weld .................................................X 
Green Bay, Wisconsin ......................... Brown ...............................................X 
Greensboro, N. Carolina ..................... Davidson, Forsyth, Guilford, ...........X 

    Randolph, Stokes, Yadkin 
Greenville, S. Carolina ........................ Greenville, Pickens, Spartanburg .....X 
Hagerstown, Maryland ........................ Washington ......................................X 
Hamilton, Ohio ................................... Butler ................................................X 
Harrisburg, Pennsylvania .................... Cumberland, Dauphin, Perry ............X 
Hartford, Connecticut ......................... Hartford, Middlesex, Tolland........... X 
Hattiesburg, Mississippi ...................... Forrest, Lamar ..................................X 
Hickory, N. Carolina ........................... Alexander, Catawba .........................X 
Honolulu, Hawaii ................................ Honolulu ..........................................X 
Houston, Texas ................................... Brazoria, Fort Bend, Harris, .............X 

    Liberty, Montgomery, Waller 
Huntington, West Virginia .................. West Virginia--Cabell, Wayne, ........X 

    Kentucky--Boyd, Greenup, 
    Ohio--Lawrence 

Huntsville, Alabama ........................... Limestone, Madison, Marshall .........X 
Indianapolis, Indiana ........................... Boone, Hamilton, Hancock, ............. X 

    Hendricks, Johnson, Marion, 
    Morgan, Shelby 

Iowa City, Iowa ................................... Johnson ............................................X 
Jackson, Michigan ............................... Jackson .............................................X 
Jackson, Mississippi ............................ Hinds, Rankin ..................................X 
Jackson, Tennessee ............................. Madison ............................................X 
Jacksonville, Florida ........................... Baker, Clay, Duval, Nassau, ............X 

    St. Johns 
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Jacksonville, N. Carolina .................... Onslow .............................................X 
Jamestown, New York ........................ Chautauqua.......................................X 
Janesville, Wisconsin .......................... Rock .................................................X 
Jersey City, New Jersey ...................... Hudson .............................................X 
Johnson City, Tennessee ..................... Tennessee--Carter, Hawkins, ...........X 

    Sullivan, Unicoi, Washington, 
    Virginia--Bristol, Scott, 
    Washington 

Johnstown, Pennsylvania .................... Cambria, Somerset ...........................X 
Joplin, Missouri .................................. Jasper, Newton .................................X 
Kalamazoo, Michigan ......................... Kalamazoo, Van Buren ....................X 
Kankakee, Illinois ............................... Kankakee ..........................................X 
Kannapolis, N. Carolina ...................... Cabarrus, Rowan ..............................X 
Kansas City, Missouri ......................... Missouri--Cass, Clay, Jackson, ........ X 

    Platte, Ray, Kansas--Johnson, 
    Wyandotte 

Kenosha, Wisconsin ............................ Kenosha ............................................X 
Killeen, Texas ..................................... Bell, Coryell .....................................X 
Knoxville, Tennessee .......................... Anderson, Blunt, Knox, Union ........X 
Kokomo, Indiana ................................. Howard, Tipton ................................X 
LaCrosse, Wisconsin ........................... LaCrosse ...........................................X 
Lafayette, Indiana ................................ Tippecanoe .......................................X 
Lafayette, Louisiana ............................ Lafayette ...........................................X 
Lake Charles, Louisiana ...................... Calcasieu ..........................................X 
Lakeland, Florida ................................ Polk ..................................................X 
Lancaster, Pennsylvania ...................... Lancaster ..........................................X 
Lansing, Michigan .............................. Clinton, Eaton, Ingham, Ionia ..........X 
Laredo, Texas ...................................... Webb ................................................X 
Las Cruces, New Mexico .................... Dona Ana .........................................X 
Las Vegas, Nevada .............................. Clark .................................................X 
Lawrence, Kansas ............................... Douglas ............................................X 
Lawton, Oklahoma .............................. Comanche.........................................X 
Lewiston, Maine.................................. Androscoggin ...................................X 
Lexington, Kentucky ........................... Bourbon, Clark, Fayette, ..................X 

    Jessamine, Scott, Woodford 
Lima, Ohio .......................................... Allen, Auglaize, Putnam, Van Wert X 
Lincoln, Nebraska ............................... Lancaster ..........................................X 
Little Rock, Arkansas .......................... Pulaski, Saline ..................................X 
Long Branch, New Jersey ................... Monmouth ........................................X 
Longview, Texas ................................. Gregg, Harrison ................................X 
Lorain, Ohio ........................................ Lorain ...............................................X 
Los Angeles, California ...................... Los Angeles ...................................... X 
Louisville, Kentucky ........................... Kentucky--Bullitt, Jefferson, ............X 

    Oldham, Indiana--Clark, Floyd 
Lubbock, Texas ................................... Lubbock ...........................................X 
Lynchburg, Virginia ............................ Amherst, Appomattox, Campbell ....X 
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Macon, Georgia ................................... Bibb, Houston, Jones, Twiggs .........X 
Madison, Wisconsin ............................ Dane .................................................X 
Manchester, New Hampshire .............. Hillsborough.....................................X 
Manitowoc, Wisconsin ....................... Manitowoc .......................................X 
Mansfield, Ohio .................................. Richland ...........................................X 
Marion, Indiana ................................... Grant.................................................X 
Mayaguez, Puerto Rico ....................... Mayaguez .........................................X 
McAllen, Texas ................................... Hidalgo .............................................X 
Medford, Oregon ................................. Jackson .............................................X 
Melbourne, Florida ............................. Brevard .............................................X 
Memphis, Tennessee ........................... Tennessee--Shelby, Tipton, ..............X 

    Arkansas--Crittenden, 
    Mississippi--Desoto 

Meridian, Mississippi .......................... Lauderdale ........................................X 
Miami, Florida .................................... Dade ................................................. X 
Michigan City, Indiana ........................ Laporte .............................................X 
Midland, Texas ................................... Midland ............................................X 
Milwaukee, Wisconsin ........................ Milwaukee, Ozaukee, Washington .. X 

    Waukesha 
Minneapolis, Minnesota ...................... Minnesota--Anoka, Carver, .............. X 

    Chicago, Dakota, Hennepin, 
    Ramsey, Scott, Washington, 
    Wright, Wisconsin--St. Croix 

Missoula, Montana .............................. Missoula ...........................................X 
Mobile, Alabama ................................. Baldwin, Mobile...............................X 
Modesto, California ............................ Stanislaus .........................................X 
Monroe, Louisiana .............................. Quachita ...........................................X 
Montgomery, Alabama ....................... Autagua, Elmore, Montgomery ........X 
Muncie, Indiana .................................. Delaware ..........................................X 
Muskegon, Michigan .......................... Muskegon, Oceana ...........................X 
Nashville, Tennessee ........................... Cheatham, Davidson, Dickson, ........X 

    Robertson, Rutherford, 
    Sumner, Williamson, Wilson 

Nassau, New York .............................. Nassau, Suffolk ................................ X 
New Bedford, Massachusetts .............. Bristol ...............................................X 
New Brunswick, New Jersey .............. Middlesex .........................................X 
New Haven, Connecticut .................... New Haven .......................................X 
New London, Connecticut .................. New London .....................................X 
New Orleans, Louisiana ...................... Jefferson, Orleans, St. Bernard ........ X 

    St. Tammany 
New York, New York ......................... Bronx, Kings, New York, Putnam ... X 

    Queens, Richmond, Rockland, 
    Westchester, New Jersey-- 
    Bergen 

Newark, New Jersey............................ Essex, Morris, Somerset, Union ......X X 
Newark, Ohio ...................................... Licking .............................................X 
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Newburgh, New York ......................... Orange ..............................................X 
Newport News, Virginia ..................... Gloucester, Hampton City, James ....X 
                                                                City, Newport News, York 
Norfolk, Virginia ................................. Virginia--Chesapeake,Nansemond, ..X 

    Norfolk, Portsmouth, Virginia 
    Beach City, North Carolina-- 
    Currituck 

N.E. Pennsylvania, Pa ......................... Lackawanna, Luzerne, Monroe ........X 
Ocala, Florida ...................................... Marion ..............................................X 
Odessa, Texas ..................................... Ector .................................................X 
Oklahoma City, Oklahoma ................. Canadian, Cleveland, McClain, .......X 

    Oklahoma, Pottawatomie 
Olympia, Washington ......................... Thurston ...........................................X 
Omaha, Nebraska ................................ Nebraska--Douglas, Sarpy, Iowa ......X 

    --Pottawatomie 
Orlando, Florida .................................. Orange, Osceola, Seminole ..............X 
Owensboro, Kentucky ......................... Daviess .............................................X 
Oxnard, California .............................. Ventura .............................................X 
Panama City, Florida ........................... Bay ...................................................X 
Parkersburg, W. Virginia .................... West Virginia--Wirt, Wood, ............X 

    Ohio--Washington 
Pascagoula, Mississippi ...................... Jackson .............................................X 
Paterson, New Jersey .......................... Passaic ..............................................X 
Pensacola, Florida ............................... Escambia, Santa Rosa ......................X 
Peoria, Illinois ..................................... Peoria, Tazewell, Woodford ............X 
Petersburg, Virginia ............................ Dinwiddie, Prince George ................X 
Philadelphia, Pennsylvania ................. Pennsylvania--Bucks, Chester, ......... X 

    Delaware, Montgomery, 
    Philadelphia, New Jersey-- 
    Burlington, Camden, Gloucester 

Phoenix, Arizona ................................ Maricopa .......................................... X 
Pine Bluff, Arkansas ........................... Jefferson ...........................................X 
Pittsburgh, Pennsylvania ..................... Allegheny, Beaver, Washington, ...... X 

    Westmoreland 
Pittsfield, Massachusetts ..................... Berkshire ..........................................X 
Pocatello, Idaho ................................... Bannock, Power ...............................X 
Ponce, Puerto Rico .............................. Ponce ................................................X 
Portland, Maine ................................... Cumberland, Sagadahoc ...................X 
Portland, Oregon ................................. Oregon--Clackamas, Multnomah, .... X 

    Washington, Washington--Clark 
Portsmouth, New Hampshire .............. New Hampshire--Rockingham,........X 

    Strafford Maine--York 
Poughkeepsie, New York .................... Dutchess ...........................................X 
Providence, Rhode Island ................... Bristol, Kent, Providence, ................X 

    Washington 
Provo, Utah ......................................... Utah ..................................................X 
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Pueblo, Colorado................................. Pueblo ..............................................X 
Quincy, Illinois .................................... Adams ..............................................X 
Racine, Wisconsin............................... Racine...............................................X 
Raleigh, N. Carolina ........................... Durham, Orange, Wake....................X 
Rapid City, South Dakota ................... Meade, Pennington ...........................X 
Reading, Pennsylvania ........................ Berks ................................................X 
Redding, California ............................. Shasta ...............................................X 
Reno, Nevada ...................................... Washoe .............................................X 
Richland, Washington ......................... Benton, Franklin ...............................X 
Richmond, Virginia ............................. Charles City, Chesterfield, ...............X 
                                                                Goochland, Hanover, Henrico, 
                                                                Powhatan, Richmond 
Riverside, California ........................... Riverside, San Bernardino ............... X 
Roanoke, Virginia ............................... Botetourt, Craig, Roanoke ...............X 
Rochester, Minnesota .......................... Olmsted ............................................X 
Rochester, New York .......................... Livingston, Monroe, Ontario,...........X 
                                                                Orleans, Wayne 
Rockford, Illinois ................................ Boone, Winnebago ...........................X 
Sacramento, California ....................... Placer, Sacramento, Yolo ................. X 
Saginaw, Michigan.............................. Saginaw ............................................X 
St. Cloud, Minnesota .......................... Benton, Sherburne, Stearns ..............X 
St. Joseph, Missouri ............................ Andrew, Buchanan ...........................X 
St. Louis, Missouri .............................. Missouri--Franklin, Jefferson, .......... X 
                                                                St. Charles, St. Louis, St. 
                                                                Louis City, Illinois--Clinton, 
                                                                Madison, Monroe, St. Clair 
Salem, Oregon ..................................... Marion, Polk ....................................X 
Salisbury, N. Carolina ......................... Cabarries, Rowan .............................X 
Salinas, California ............................... Monterey ..........................................X 
Salt Lake City, Utah ............................ Davis, Salt Lake, Topele, Weber .....X 
San Angelo, Texas .............................. Tom Green .......................................X 
San Antonio, Texas ............................. Bexar, Comal, Guadalupe ................ X 
San Diego, California .......................... San Diego .........................................X 
San Francisco, California .................... Alameda, Contra Costa, Marin, .......X 
                                                                San Francisco, San Mateo 
San Jose, California ............................ Santa Clara .......................................X 
San Juan, Puerto Rico ......................... Bayomen, Carolina, Catano, ............ X 
                                                                Guaynalco, San Juan, Tru, 
                                                                Jilo Alto 
Santa Barbara, California .................... Santa Barbara ...................................X 
Santa Cruz, California ......................... Santa Cruz ........................................X 
Santa Fe, New Mexico ........................ Santa Fe ............................................X 
Santa Rosa, California ........................ Sonoma ............................................X 
Sarasota, Florida ................................. Sarasota ............................................X 
Savannah, Georgia .............................. Bryan, Chatham, Effingham............. X 
Seattle, Washington ............................ King, Snohomish .............................. X 
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Sharon, Pennsylvania .......................... Merier ...............................................X 
Sheboygan, Wisconsin ........................ Sheboygan ........................................X 
Sherman, Texas ................................... Grayson ............................................X 
Shreveport, Louisiana ......................... Bossier, Caddo, Webster ..................X 
Sioux City, Iowa ................................. Iowa--Woodbury, Nebraska-- ..........X 
                                                                Dakota 
Sioux Falls, S. Dakota ......................... Minnehaha ........................................X 
South Bend, Indiana ............................ Marshall, St. Joseph .........................X 
Spokane, Washington ......................... Spokane ............................................X 
Springfield, Illinois ............................. Menard, Sangaman ...........................X 
Springfield, Massachusetts ................. Hampden, Hampshire .......................X 
Springfield, Missouri .......................... Christian, Greene .............................X 
Springfield, Ohio ................................. Champaign, Clark ............................X 
State College, Pa ................................. Centre ...............................................X 
Steubenville, Ohio............................... Ohio--Jefferson, West Virginia ........X 
                                                               Brooke, Hancock 
Stockton, California ............................ San Joaquin ......................................X 
Syracuse, New York............................ Madison, Onondaga, Oswego ..........X 
Tacoma, Washington .......................... Pierce ................................................X 
Tallahassee, Florida ............................ Leon, Wakulla ..................................X 
Tampa, Florida .................................... Hillsborough, Pasco, Pineallas ......... X 
Terre Haute, Indiana............................ Clay, Sullivan, Vermillion, ..............X 
                                                               Vigo 
Texarkana, Arkansas ........................... Arkansas--Little River, Miller ..........X 
                                                               Texas--Bowie 
Toledo, Ohio ....................................... Ohio--Fulton, Lucas, Ottawa, ...........X 
                                                               Wood, Michigan--Monroe 
Topeka, Kansas ................................... Jefferson, Osage, Shawnee ...............X 
Trenton, New Jersey ........................... Mercer ..............................................X 
Tuscon, Arizona .................................. Pima .................................................X 
Tulsa, Oklahoma ................................. Creek, Mayes, Osage, Rogers, .........X 
                                                               Tulsa, Wagoner 
Tuscaloosa, Alabama .......................... Tuscaloosa ........................................X 
Tyler, Texas ........................................ Smith ................................................X 
Utica, New York ................................. Herkimer, Oneida .............................X 
 
Vallejo, California ............................... Napa, Solano ....................................X 
Victoria, Texas .................................... Victoria.............................................X 
Vineland, New Jersey ......................... Cumberland ......................................X 
Visalia, California ............................... Tulare ...............................................X 
Waco, Texas ........................................ McLennan ........................................X 
Washington, D.C. ................................ D.C.--District of Columbia .............. X 
                                                               Maryland--Charles, Montgomery, 
                                                               Prince Georges, Virginia-- 
                                                              Alexandria, Arlington, Fairfax, 
                                                              Loudoun, Prince William 
Waterloo, Iowa .................................... Black Hawk ......................................X 
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Wausau, Wisconsin Marathon X 
West Palm Beach, Florida Palm Beach X 
Wheeling, West Virginia West Virginia--Marshall, Ohio X 

    Ohio--Belmont 
Wichita, Kansas Butler, Sedgwick X 
Williamsport, Pennsylvania Lycoming X 
Wilmington, Delaware Delaware--New Castle, Maryland, X 

    Cecil, New Jersey--Salem 
Wilmington, N. Carolina Brunswick, New Hanover X 
Worcester, Massachusetts Worcester X 
Yakima, Washington Yakima X 
York, Pennsylvania Adams, York X 
Youngstown, Ohio Mahoning, Trumbell X 
Yuba City, California Sutter, Yuba X 
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Abilene, Texas Taylor X 
Aquadilla, Puerto Rico Aquadilla X 
Akron, Ohio Portage, Summit X 
Albany, Georgia Dougherty, Lee X 
Albany-Schnectady-Troy, Albany, Greene, Montgomery,  X 
   New York     Rensselaer, Saratoga, Schenectady 
Albuquerque, New Mexico Bernalillo X 
Alexandria, Louisiana  Rapides  X 
Allentown-Bethlehem,  Pennsylvania--Carbon, Lehigh, X 
  Pennsylvania-New Jersey Northampton, New Jersey-- 

Warren  
Alton-Granite City,  Jersey, Madison  X 
  Illinois  
Altoona, Pennsylvania  Blair  X 
Amarillo, Texas  Potter, Randall  X 
Anaheim-Santa Ana,  Orange   X 
  California  
Anchorage, Alaska  Anchorage  X 
Anderson, Indiana  Madison  X 
Anderson, South Carolina  Anderson  X 
Ann Arbor, Michigan  Washtenaw  X 
Anniston, Alabama  Calhoun  X 
Appleton-Oshkosh-Neenah, Calumet, Outagamie, Winnebago  X 
  Wisconsin  
Arecibo, Puerto Rico  Arecibo  X 
Asheville, North Carolina  Buncombe  X 
Athens, Georgia  Clarke, Jackson, Madison, Oconee X 
Atlanta, Georgia  Barrow, Butts, Cherokee, Clayton,   X 

    Cobb, Coweta, Dekalb,  
    Douglas, Fayette, Forsyth, 
    Fulton, Gwinnett, Henry, 
    Newton, Paulding, Rockdale, 
    Spalding, Walton  

Atlantic City, New Jersey  Atlantic, Cape May  X 
Augusta,  Georgia--Columbia, McDuffie, X 
  Georgia-South Carolina     Richmond, South Carolina--Aiken  
Aurora-Elgin, Illinois Kane, Kendall X 
Austin, Texas Hays, Travis, Williamson X 
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Bakersfield, California Kern X 
Baltimore, Maryland Baltimore City, Anne Arundel, Baltimore,  X 

  Carroll, Harford, Howard, Queen Annes 
Bangor, Maine Penobscot X 
Baton Rouge, Louisiana Ascension, East Baton Rouge, Livingston, X 

  West Baton Rouge 
Battle Creek, Michigan Calhoun X 
Beaumont-Port Arthur,  Hardin, Jefferson, Orange X 
  Texas 
Beaver County,  Beaver X 
  Pennsylvania 
Bellingham, Washington Whatcom X 
Benton Harbor, Michigan Berrien, Michigan X 
Bergen-Passaic, New Jersey Bergen, Passaic  X 
Billings, Montana Yellowstone X 
Biloxi-Gulfport,  Hancock, Harrison X 
  Mississippi 
Binghamton, New York Broome, Tioga X 
Birmingham, Alabama Biount, Jefferson, Saint Clair, Shelby, X 

  Walker 
Bismarck, North Dakota Burleigh, Morton X 
Bloomington, Indiana Monroe X 
Bloomington-Normal,  McLean X 
  Illinois 
Boise City, Idaho Ada X 
Boston-Lawrence-Salem- Essex, Middlesex,   X 
  Lowell-Brockton,   Norfolk, Plymouth, Suffolk 
  Massachusetts 
Boulder-Longmont,  Boulder X 
  Colorado 
Bradenton, Florida Manatee X 
Brazoria, Texas Brazoria X 
Bremerton, Washington Kitsap X 
Bridgeport-Stamford- Fairfield X 
  Norwalk-Danbury,  
  Connecticut 
Brownsville-Harlingen, Cameron X 
  Texas 
Bryan-College Station Brazos X 
  Texas 
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Buffalo, New York Erie  X 
Burlington, North Carolina Alamance X 
Burlington, Vermont Chittenden, Grande Isle X 
Caguas, Puerto Rico Caguas X 
Canton, Ohio Carroll, Stark X 
Casper, Wyoming Natrona X 
Cedar Rapids, Iowa Linn X 
Champaign-Urbana-Rantoul, Champaign X 
  Illinois 
Charleston, South Carolina Berkeley, Charleston, Dorchester X 
Charleston, West Virginia Kanawaha, Putnam  X 
Charlotte-Gastonia-Rock Hill North Carolina--Cabarrus, Gaston, X 
  North Carolina-   Lincoln, Mecklenberg, Rowan, 
  South Carolina   Union, South Carolina--York 
Charlottesville, Virginia Albemarle, Charlottesville City,  X 

  Fluranna, Greene 
Chattanooga, Tennessee- Georgia--Catoosa, Dade, Walker,  X 
  Georgia   Tennessee--Hamilton, Marion 

  Sequatchie 
Chicago, Illinois Cook, DuPage, McHenry  X 
Chico, California Butte X 
Cincinnati, Ohio-Kentucky- Indiana--Dearborn, Kentucky--Boone,   X 
  Indiana   Campbell, Kanton, Ohio--Clermont, 

  Hamilton, Warren 
Clarksville-Hopkinsville, Kentucky--Christian, Tennessee-- X 
  Tennessee-Kentucky   Montgomery 
Cleveland, Ohio Cuyahoga, Geauga, Lake, Medina  X 
Colorado Springs, Colorado El Paso X 
Columbia, Missouri Boone X 
Columbia, South Carolina Lexington, Richland X 
Columbus, Georgia-Alabama Alabama--Russell, Georgia-- X 

  Chattahoochee, Muscogee 
Columbus, Ohio Delaware, Fairfield, Franklin, Licking,  X 

  Madison, Pickaway, Union 
Corpus Christi, Texas Nueces, San Patricio X 
Cumberland, Maryland- Maryland--Allegheny, West Virginia-- X 
  West Virginia   Mineral 
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Dallas, Texas Collin, Dallas, Denton, Ellis,   X 

  Kaufman, Rockwall 
Danville, Virginia Danville City, Pittsylvania X 
Davenport-Rock Island- Iowa--Scott, Illinois--Henry,  X 
  Moline, Iowa-Illinois   Rock Island 
Dayton-Springfield, Ohio Clarke, Greene, Miami, Montgomery X 
Daytona Beach, Florida Volusia X 
Decatur, Illinois Macon X 
Denver, Colorado Adams, Arapahoe, Denver, Douglas,  X 

  Jefferson 
Des Moines, Iowa Dallas, Polk, Warren X 
Detroit, Michigan Lapeer, Livingston, Macomb, Monroe,  X 

  Oakland, Saint Clair, Wayne 
Dothan, Alabama Dele, Houston X 
Dubuque, Iowa Dubuque X 
Duluth, Minnesota- Minnesota--St. Louis, Wisconsin-- X 
  Wisconsin   Douglas 
East St. Louis-Belleville, Clinton, St. Clair X 
  Illinois 
Eau Claire, Wisconsin Chippewa, Eau Claire X 
El Paso, Texas El Paso X 
Elkhart-Goshen, Indiana Elkhart X 
Elmira, New York Chemung X 
Enid, Oklahoma Garfield X 
Erie, Pennsylvania Erie X 
Eugene-Springfield, Oregon Lane X 
Evansville, Indiana- Indiana-Posey, Vanderburgh,  X 
  Kentucky Warrick, Kentucky, Henderson 
Fargo-Moorhead, North Minnesota--Clay, North Dakota--Cass X 
  Dakota-Minnesota 
Fayetteville, North  Cumberland X 
  Carolina 
Fayetteville-Springdale,  Washington X 
  Arizona 
Flint, Michigan Genesee X 
Florence, Alabama Colbert, Lauderdale X 
Florence, South Carolina Florence X 
Fort Collins-Loveland, Larimer X 
  Colorado 
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Fort Lauderdale-Hollywood- Broward  X 
  Pompano Beach, Florida 
Fort Myers, Florida Lee X 
Fort Pierce, Florida Martin, St. Lucie X 
Fort Smith, Arkansas- Arkansas--Crawford, Sebastian,  X 
  Oklahoma   Oklahoma--Sequoyah 
Fort Walton Beach, Florida Okaloosa X 
Fort Wayne, Indiana Allen, De Kalb, Whitley X 
Fort Worth-Arlington, Johnson, Parker, Tarrant X 
  Texas 
Fresno, California Fresno X 
Gadsden, Alabama Etowah X 
Gainesville, Florida Alachua, Bradford X 
Galveston-Texas City, Galveston X 
  Texas 
Gary-Hammond, Indiana Lake, Porter X 
Glens Falls, New York Warren, Washington X 
Grand Forks, North Dakota Grand Forks X 
Grand Rapids, Michigan Kent, Ottawa X 
Great Falls, Montana Cascade X 
Greeley, Colorado Weld X 
Green Bay, Wisconsin Brown X 
Greensboro-Winston-Salem- Davidson, Davis, Forsyth, Guilford, X 
  HighPoint, North Carolina   Randolph, Stokes, Yadkin 
Greenville-Spartanburg, Greenville, Pickens, Spartanburg X 
  South Carolina 
Hagerstown, Maryland Washington X 
Hamilton-Middletown, Ohio Butler X 
Harrisburg-Lebanon- Cumberland, Dauphin, Lebanon, Perry X 
  Carlisle, Pennsylvania 
Hartford-Middletown- Hartford, Lichtfield, Middlesex, Tolland X 
  New Britain-Bristol,  
  Connecticut 
Hickory, North Carolina Alexander, Burke, Catawba X 
Honolulu, Hawaii Honolulu X 
Houma-Thibodaux, Lafourche, Terrebonne X 
  Louisiana 
Houston, Texas ............................. Fort Bend, Harris, Liberty, Montgomery, .. X 
  Waller 
Huntington-Ashland, Kentucky--Boyd, Carter, Greenup,  X 
  West Virginia-Kentucky-   Ohio--Lawrence, West Virginia--Cabell, 
  Ohio   Wayne 
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Huntsville, Alabama Madison X 
Indianapolis, Indiana Boone, Hamilton, Hancock, Hendricks,  X 

Johnson, Marion, Morgan, Shelby 
Iowa City, Iowa Johnson X 
Jackson, Michigan Jackson X 
Jackson, Mississippi Hinds, Madison, Rankin X 
Jacksonville, Florida Clay, Duval, Nassau, St. Johns X 
Jacksonville, North Carolina Onslow X 
Janesville-Beloit,  Rock X 
  Wisconsin 
Jersey City, New Jersey Hudson X 
Johnson City-Kingsport- Tennessee--Carter, Hawkins, Sullivan,  X 
  Bristol, Tennessee-   Unicoi, Washington, Virginia--Bristol 
  Virginia   City, Scott, Washington 
Johnstown, Pennsylvania Cambria, Somerset X 
Joliet, Illinois Grundy, Will X 
Joplin, Missouri Jasper, Newton X 
Kalamazoo, Michigan Kalamazoo X 
Kankakee, Illinois Kankakee X 
Kansas City, Kansas Johnson, Leavenworth, Miami, Wyandotte X 
Kansas City, Missouri Cass, Clay, Jackson, Lafayette, Platte, X 

Ray 
Kenosha, Wisconsin Kenosha X 
Killeen-Temple, Texas Bell, Coryell X 
Knoxville, Tennessee Anderson, Blount, Grainger, Jefferson, X 

Knox, Sevier, Union 
Kokomo, Indiana Howard, Tipton X 
LaCrosse, Wisconsin LaCrosse X 
Lafayette, Louisiana Lafayette, St. Martin X 
Lafayette, Indiana Tippecanoe X 
Lake Charles, Louisiana Calcasieu X 
Lake Country, Illinois Lake X 
Lakeland-Winterhaven, Polk X 
  Florida 
Lancaster, Pennsylvania Lancaster X 
Lansing-East Lansing, Clinton. Eaton, Ingham X 
  Michigan 
Laredo, Texas Webb X 
Las Cruces, New Mexico Dona Ana X 
Las Vegas, Nevada Clark X 
Lawrence, Kansas Douglas X 
Lawton, Oklahoma Comanche X 
Lewiston-Auburn, Maine Androscogin X 
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Lexington-Fayette,  Bourbon, Clark, Fayette, Jessamine X 
  Kentucky   Scott, Woodford 
Lima, Ohio Allen, Auglaize X 
Lincoln, Nebraska Lancaster X 
Little Rock-North Little Faulkner, Lonoke, Pulaski, Saline X 
  Rock, Arkansas 
Longview-Marshall, Texas Gregg, Harrison X 
Lorain-Elyria, Ohio Lorain X 
Los Angeles-Long Beach, Los Angeles  X 
  California 
Louisville, Kentucky- Indiana--Clark, Floyd, Harrison,  X 
  Indiana   Kentucky--Bullitt, Jefferson, Oldham, 

  Shelby 
Lubbock, Texas Lubbock X 
Lynchburg, Virginia Amherst, Campbell, Lynchburg City X 
Macon-Warner Robins,  Bibb, Houston, Jones, Peach X 
  Georgia 
Madison, Wisconsin Dane X 
Manchester-Nashua,  Hillsboro, Merrimack X 
  New Hampshire 
Mansfield, Ohio Richland X 
Mayaguez, Puerto Rico Mayaguez X 
McAllen-Edinburg-Mission, Hidalgo X 
  Texas 
Medford, Oregon Jackson X 
Melbourne-Titusville-Palm Brevard X 
  Bay, Florida 
Memphis, Tennessee- Arkansas--Crittenden, Mississippi-- X 
  Arkansas-Mississippi   De Soto, Tennessee--Shelby, Tipton 
Miami-Hialeah, Florida Dade  X 
Middlesex-Somerset- Hunterdon, Middlesex, Somerset X 
  Hunterdon, New Jersey 
Midland, Texas Midland X 
Milwaukee, Wisconsin Milwaukee, Ozaukee, Washington, Waukesha X 
Minneapolis-St. Paul, Minnesota--Anoka, Carver, Chicago, Dakota X 
  Minnesota-Wisconsin   Hennepin, Isanti, Ramsey, Scott,  

  Washington, Wright, Wisconsin--St. Croix 
Mobile, Alabama Baldwin, Mobile X 
Modesto, California Stanislaus X 
Monmouth-Ocean, Monmouth, Ocean X 
  New Jersey 
Monroe, Louisiana Quachita X 
 
 
 
 
 
 
 
21-67.7 Rev. 348 



09-88 COSTS RELATED TO PATIENT CARE 2182.6(Cont.) 
 
 
 TABLE III 
 

Type of Location 
           MSA Counties Less than   Greater 

1 million than l 
million 

 
Montgomery, Alabama Autauga, Elmore, Montgomery X 
Muncie, Indiana Delaware X 
Muskegon, Michigan Muskegon X 
Nashville, Tennessee Cheatham, Davidson, Dickson, Robertson X 

  Rutherford, Sumner, Williamson, Wilson 
Nassau-Suffolk, New York Nassau, Suffolk   X 
New Bedford-Fall River- Bristol X 
  Attlebor, Massachusetts 
New Haven-Waterbury- New Haven X 
  Meriden, Connecticut 
New London-Norwich, New London X 
  Connecticut 
New Orleans, Louisiana Jefferson, Orleans, St. Bernard,   X 

  St. Charles, St. John the Baptist,  
  St. Tammany 

New York, New York Bronx, Kings, New York City, Putnam,   X 
  Queens, Richmond, Rockland, Westchester 

Newark, New Jersey Essex, Morris, Sussex, Union  X 
Niagara Falls, New York Niagara X 
Norfolk-Virginia Beach- Chesapeake City, Gloucester, Hampton City  X 
  NewPort News, Virginia   James City Co., Newport News City,  

  Norfolk City, Poquoson, Portsmouth City,  
  Suffolk City, Virginia Beach City,  
  Williamsburg City, York 

Oakland, California Alameda, Contra Costa  X 
Ocala, Florida Marion X 
Odessa, Texas Ector X 
Oklahoma City, Oklahoma Canadian, Cleveland, Logan, McClain,  X 

  Oklahoma, Pottawatomie 
Olympia, Washington Thurston X 
Omaha, Nebraska-Iowa Iowa--Pottawatamie, Nebraska--Douglas, X 

  Sarpy, Washington 
Orange County, New York Orange X 
Orlando, Florida Orange, Osceola, Seminole X 
Owensboro, Kentucky Daviess X 
Oxnard-Ventura, California Ventura X 
Panama City, Florida Bay X 
Parkersburg-Marietta, Ohio--Washington, West Virginia--Wood X 
  West Virginia-Ohio 
Pascagoula, Mississippi Jackson X 
Pensacola, Florida Escambia, Santa Rosa X 
Peoria, Illinois Peoria, Tazewell, Woodford X 
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Philadelphia,  New Jersey--Burlington, Camden  X 
  Pennsylvania-New Jersey   Gloucester, Pennsylvania--Bucks, 

  Chester, Delaware, Montgomery, 
  Philadelphia 

Phoenix, Arizona Maricopa  X 
Pine Bluff, Arkansas Jefferson X 
Pittsburgh, Pennsylvania Alleghany, Fayette, Washington,   X 

  Westmoreland 
Pittsfield, Massachusetts Berkshire X 
Ponce, Puerto Rico Ponce X 
Portland, Maine Cumberland, Sagadahoc, York X 
Portland, Oregon Clackamas, Multnomah, Washington,  X 

  Yamhill 
Portsmouth-Dover- Rockingham, Strafford X 
  Rochester, New Hampshire 
Poughkeepsie, New York Dutchess X 
Providence-Pawtucket- Bristol, Kent, Newport, Providence, X 
  Woonsocket, Rhode Island   Washington 
Provo-Orem, Utah Utah X 
Pueblo, Colorado Pueblo X 
Racine, Wisconsin Racine X 
Raleigh-Durham,  Durham, Franklin, Orange, Wake X 
  North Carolina 
Reading, Pennsylvania Berks X 
Redding, California Shasta X 
Reno, Nevada Washoe X 
Richland-Kennewick-Pasco, Benton, Franklin X 
  Washington 
Richmond-Petersburg,  Charles City County, Chesterfield,  X 
  Virginia   Colonial Heights City, Dinwiddie, 

  Goochland, Hanover, Henrico, Hopewell  
  City, New Kent, Petersburg City, Powhatan, 
  Prince George, Richmond City 

Riverside-San Bernardino, Riverside, San Bernardino  X 
  California 
Roanoke, Virginia Botetourt, Roanoke, Roanoke City,  X 

  Salem City 
Rochester, Minnesota Olmsted X 
Rochester, New York Livingston, Monroe, Ontario, Orleans, X 

  Wayne 
Rockford, Illinois Boone, Winnebago X 
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Sacramento, California Eldorado, Placer, Sacramento,  X 

  Yolo 
Saginaw-Bay City-Midland, Bay, Midland, Saginaw X 
  Michigan 
St. Cloud, Minnesota Benton, Sherburne, Stearns X 
St. Joseph, Missouri Buchanan X 
St. Louis, Missouri- Illinois--Monroe, Missouri--Franklin,  X 
  Illinois   Jefferson, St. Charles, St. Louis, 

  St. Louis City 
Salem, Oregon Marion, Polk X 
Salinas-Seaside-Monterey, Monterey X 
  California 
Salt Lake City-Ogden, Utah Davis, Salt Lake, Weber X 
San Angelo, Texas Tom Green X 
San Antonio, Texas Bexar, Comal, Guadalupe  X 
San Diego, California San Diego  X 
San Francisco, California Marin, San Francisco, San Mateo  X 
San Jose, California Santa Clara  X 
San Juan, Puerto Rico Fajardo, San Juan  X 
Santa Barbara-Santa Maria- Santa Barbara X 
  Lompoc, California 
Santa Cruz, California Santa Cruz X 
Santa Rosa-Petaluma, Sonoma X 
  California 
Sarasota, Florida Sarasota X 
Savannah, Georgia Chatham, Effingham X 
Scranton-Wilkes Barre,  Columbia, Lackawanna, Luzerne, X 
  Pennsylvania   Monroe, Wyoming 
Seattle, Washington King, Snohomish  X 
Sharon, Pennsylvania Mercer X 
Sheboygan, Wisconsin Sheboygan X 
Sherman-Denison, Texas Grayson X 
Shreveport, Louisiana Bossier, Caddo X 
Sioux City, Iowa-Nebraska Iowa--Woodbury, Nebraska--Dakota X 
Sioux Falls, South Dakota Minnehaha X 
South Bend-Mishawaka,  St. Joseph X 
  Indiana 
Spokane, Washington Spokane X 
Springfield, Illinois Menard, Sangamon X 
Springfield, Missouri Christian, Greene X 
Springfield, Massachusetts Hampden, Hampshire X 
State College, Pennsylvania Centre X 
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 Steubenville-Weirton,  Ohio--Jefferson, West Virginia-- X 
  Ohio-West Virginia   Brooke, Hancock 
Stockton, California San Joaquin X 
Syracuse, New York Madison, Onondaga, Oswego X 
Tacoma, Washington Pierce X 
Tallahassee, Florida Gadsden, Leon X 
Tampa-St. Petersburg- Hernando, Hillsborough, Pasco, Pinelles  X 
  Clearwater, Florida 
Terre Haute, Indiana Clay, Vigo X 
Texarkana, Texas-Arkansas Arkansas--Miller, Texas--Bowie X 
Toledo, Ohio Fulton, Lucas, Wood X 
Topeka, Kansas Shawnee X 
Trenton, New Jersey Mercer X 
Tucson, Arizona Pima X 
Tulsa, Oklahoma Creek, Osage, Rogers, Tulsa, Wagoner X 
Tuscaloosa, Alabama Tuscaloosa X 
Tyler, Texas Smith X 
Utica-Rome, New York Herkimer, Oneida X 
Vallejo-Fairfield-Napa, Napa, Solano X 
  California 
Vancouver, Washington Clark X 
Victoria, Texas Victoria X 
Vineland-Millville-Bridgeton, Cumberland X 
  New Jersey 
Visalia-Tulare-Porterville, Tulare X 
  California 
Waco, Texas McLennan X 
Washington, DC-Maryland- DC--District of Columbia, Maryland--  X 
  Virginia   Calvert, Charles, Frederick,  

  Montgomery, Prince Georges,  
  Virginia--Alexandria, Arlington,  
  Fairfax, Fairfax City, Falls Church  
  City, Loudoun, Manassas City,  
  Manassas Park City, Prince William, 
  Stafford 

Waterloo-Cedar Falls, Iowa Black Hawk, Bremer X 
Wausau, Wisconsin Marathon X 
West Palm Beach-Boca Raton- Palm Beach X 
  Delray Beach, Florida 
Wheeling, West Virginia-Ohio Ohio--Belmont, West Virginia--Marshall, X 

  Ohio 
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Wichita, Kansas Butler, Sedgwick X 
Wichita Falls, Texas Wichita X 
Williamsport, Pennsylvania Lycoming X 
Wilmington, Delaware- Delaware--New Castle, Maryland--Cecil, X 
  New Jersey-Maryland   New Jersey--Salem 
Wilmington, North Carolina New Hanover X 
Worcester-Fitchburg- Worcester X 
  Leominster, Massachusetts 
Yakima, Washington Yakima X 
York, Pennsylvania Adams, York X 
Youngstown-Warren, Ohio Mahoning, Trumbull X 
Yuba City, California Sutter, Yuba X 
 
 
2182.7  Conditions for Payment of Charges--Anesthesiology Services.- 
 

A. General.--Anesthesiology services personally furnished by a physician are reimbursed on a 
reasonable charge basis.  A physician may also be reimbursed on a reasonable charge basis for the personal 
medical direction he/she furnishes to a qualified anesthetist, e.g., certified registered nurse anesthetist 
(CRNA), anesthesia assistant (AA) and interns or residents. 
 

B. Concurrent Procedures--Medical Direction.-- 
 

1. The direction of not more than four concurrent anesthesia procedures may be a physician 
service reimbursable on a reasonable charge basis if the physician does not perform any other services 
(except as provided in paragraph C) during the same period of time.  In all cases in which medical direction 
is furnished, the physician must be physically present in the operating suite. 
 

2. The carrier reimburses a physician for concurrent anesthesiology services furnished to 
patients in a provider on a reasonable charge basis only if the services meet the conditions for reasonable 
charge payment in §2182.4.A, and the physician: 
 

a. Performs a pre-anesthetic examination and evaluation; 
 

b. Prescribes the anesthesia plan; 
 

c. Personally participates in the most demanding procedures in the anesthesia plan, 
including induction and emergence; 
 

d. Ensures that any procedures in the anesthesia plan that he or she does not perform are 
performed by a qualified individual; 
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e. Monitors the course of anesthesia administration at frequent intervals; 
 

f. Remains physically present and available for immediate diagnosis and treatment of 
emergencies; and 
 

g. Provides indicated post-anesthesia care. 
 

3. If anesthesiologists are in a group practice, one physician member may provide the pre-
anesthesia examination and evaluation and another fulfill the other criteria.  Similarly, one physician 
member of the group may provide post-anesthesia care while another member of the group furnishes the 
other component parts of the anesthesia service.  However, the medical record must indicate that the services 
were furnished by physicians and identify the physicians who rendered them. 
 
 C. Other Services Furnished by the Physician While Directing Concurrent Procedures.--A physician 
who is concurrently directing the administration of anesthesia to not more than four surgical patients is 
ordinarily not involved in furnishing additional services to other patients.  However, addressing an 
emergency of short duration in the immediate area, or administering an epidural or caudal anesthetic to ease 
labor pain, or periodic, rather than continuous, monitoring of an obstetrical patient does not substantially 
diminish the scope of control exercised by the physician in directing the administration of anesthesia to the 
surgical patients and does not constitute a separate service for the purpose of determining whether the 
medical direction criteria are met. Further, a physician may receive patients entering the operating suite for 
the next surgery while directing concurrent anesthesia procedures or check or discharge patients in the 
recovery room and handle scheduling matters without affecting reasonable charge reimbursement. 
 
However, if the physician leaves the immediate area of the operating suite for other than short durations, 
devotes extensive time to an emergency case or is otherwise not available to respond to the immediate needs 
of the surgical patients, the physician's services to the surgical patients are supervisory in nature and the 
carrier does not make reasonable charge payment. 
 
Example: A physician is directing CRNAs during three concurrent procedures.  A medical emergency 
develops in one case that demands the physician's personal continuing involvement.  Since the physician is 
no longer able to personally respond to the immediate needs of the other two surgical patients, medical 
direction ends in those two cases. 
 
 D. Concurrent Procedures--Supervision.--When the physician does not fulfill the criteria in 
§§2182.7.B.1.  and 2182.7.B.2. or is involved in furnishing more than four procedures concurrently, the 
concurrent anesthesia services are physician services to the provider in which the procedures are performed.  
In such cases, the physician is not required to meet the criteria of §§2182.7.B.2.c and 2182.7.B.2.g 
personally, but must ensure that a qualified individual performs any procedure in which he/she does not 
personally participate.  In these cases, the intermediary will pay for the services the physician furnished, i.e., 
the services are not physicians' services reimbursable on a reasonable charge basis. 
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2182.8  Determining Reasonable Charges for Anesthesia Services.-- 
 

A. General.--The large majority of anesthesiologists use relative value schedules and dollar 
conversion factors to set their fees.  The relative value schedules generally assign procedure-
specific base unit values, and provide for additional units to take into account such factors as time, 
risk and age of the patient.  Time units represent the elapsed period of time from when the 
physician prepares the patient for induction and ends when the physician or anesthetist is no longer 
in personal attendance with the patients. 
 
Reasonable charges for anesthesia services are, therefore, based on a combination of such unit 
values, to which dollar conversion factors are applied. 
 

B. Procedure Personally Performed by a Physician.--If the anesthesia procedure is furnished 
by a physician, the carrier determines  reasonable charges by allowing no more than one time unit 
for each 15-minute interval, or fraction thereof, beginning from the time the physician begins to 
prepare the patient for induction and ending when the patient may be safely placed under post-
operative supervision and the physician is no longer in personal attendance.  The same computation 
is made if an anesthetist assists the physician in the care of a single patient. 
 

C. Medical Direction--Inpatient Hospital Anesthesia.--The carrier determines reasonable 
charges for the physician's concurrent services,  i.e., medical direction, by allowing no more than 
one time unit for each 30-minute interval, or fraction thereof, beginning from the time the physician 
or anesthetist begins to prepare the patient for induction and ending when the patient may be safely 
placed under post-operative supervision and the physician and anesthetist are no longer in personal 
attendance. 
 
Exception:  
 
Cost Reporting Periods Beginning After September 30, 1983 and Before October 1, 1984 -If it was 
the physician's practice to employ CRNAs and include charges for their services in his/her bills for 
anesthesiology services as of the last day of the hospital's most recent cost reporting period (of at 
least l2 months) ending before September 30, 1983, determine payment under paragraph E.l.  
 
Cost Reporting Periods Beginning on or After October 1, 1984 - If it is the physician's practice to 
employ CRNAs and other qualified anesthetists and to include charges for their services in his/her 
bills for anesthesiology services, determine payment under paragraph E.l. This billing practice 
applies to existing and new employment relationships between physicians and anesthetists effective 
with hospital cost reporting periods beginning on or after October 1, 1984 and before October 1, 
1987.   
 

D. Attending Anesthesiologist Services.--If an anesthesia procedure is furnished in a 
teaching setting and an attending physician relationship is established, the carrier determines 
reasonable charges in accordance with paragraph B.  In such cases, the attending physician is 
usually with the resident for the entire procedure, although there may be cases in which 15-minute 
time units may be paid for two concurrent procedures. 
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E. Medical Direction--Other Settings.-- 
 

1. When the anesthetists are employees of the physician, the carrier determines 
reasonable charges for the physician's services, i.e., medical direction, by allowing no more than 
one time unit for each 15-minute interval, or fraction thereof, beginning from the time the physician 
or anesthetist begins to prepare the patient for induction and ending when the patient may be safely 
placed under post-operative supervision and the physician and anesthetist are no longer in personal 
attendance. 
 

2. When the anesthetists are not the employees of the physician, all the aspects in the 
preceding paragraph are the same except that the carrier will allow no more than one time unit for 
each 30-minute interval, or fraction thereof. 
 

F. "Standby" Anesthesia Services.--Reasonable charge payment may be made for a 
physician's "standby" anesthesia services when a physician is physically present in an operating 
suite monitoring the patient's condition, making medical judgments regarding the patient's 
anesthesia needs and ready to furnish anesthesia services as necessary to a specific patient who is 
known to be in potential need of such services.  For example, when a patient is given a local 
anesthetic for performance of a surgical procedure because of the general state of his or her health, 
it is also recognized that it may become necessary to administer general anesthesia during the 
operation, and an anesthesiologist may be physically present in the operating suite and standing by 
to furnish the services as needed. The carrier determines "standby" services the same as any other 
anesthesia procedure, i.e., it makes reasonable charge reimbursement for up to four concurrent 
procedures. 
 

G. Supervision of More Than Four Procedures Concurrently.--If the physician is involved in 
furnishing more than four procedures  concurrently, or is performing other services while directing 
the concurrent procedures, the concurrent anesthesia services are physician services to the provider 
in which the procedures are performed.  In such cases, the physician is not required to meet the 
criteria of §2182.7.B. personally but must ensure that a qualified individual performs any procedure 
in which the physician does not personally participate.  In these cases, the intermediary will pay for 
the concurrent services on either a reasonable cost basis or as a component part of prospective 
payments for physician services to providers.  Payment on a reasonable charge basis is appropriate 
for pre-anesthesia services above when personally furnished by the physician.   Payment is based 
on base value units plus one time unit for induction. 
 

H. Claims for Payment.--To determine the reasonable charge for concurrently furnished 
anesthesiology services, the bill or claim for payment must indicate whether the anesthetists were 
employees of the physician, the number of concurrent services and the duration of the procedure.  
When the physician personally furnished the full service, this should be indicated along with the 
duration.  If this information is not furnished, the carrier will assume that the physician supervised 
an anesthetist and determine the reasonable charge using the base units only, i.e., for the pre-
operative and post-operative physician services. 
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2182.9 Conditions for Payment of Reasonable Charges--Radiology Services.-- 
 

A. Services to Patients.--The carrier reimburses radiology services furnished by a physician 
to an individual patient on a reasonable charge basis only if the services meet the conditions for 
reasonable charge payment in §2182.4.A and are identifiable, direct, and discrete diagnostic or 
therapeutic services to an individual patient, such as of x-ray films, angiograms, myelograms, 
pyelograms, nuclear medicine procedures and ultrasound procedures.  
 

B. Services to Providers.--The carrier does not pay on a reasonable charge basis for 
physician services to the provider (for example, administrative or supervisory services) or for 
provider services needed to produce the x-ray films or other items that are interpreted by the 
radiologist.  However, allowable costs for such services will be paid to the provider by the 
intermediary.  (See §2182.4.D for costs borne by a physician, such as under a lease or concession 
agreement.) 
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2182.10  Determining Reasonable Charges for Radiology Services.-- 
 

A. General Rule.--In determining payment for radiology services that meet the conditions for 
payment of charges in §2182.4.A, the carrier follows the rules in paragraphs B or C of this section. 
 

B. Services Not Furnished in Providers.--If the services are furnished in a radiologist's 
office, a freestanding radiology clinic, or any other setting that is not part of a provider, the carrier 
determines the amount of payment for the services under the general reasonable charge rules. 
However, if the services are furnished to a hospital inpatient, it follows the rules in paragraph C. 
 

C. Services Furnished in Providers.--If the services are furnished in a hospital radiology 
department or any setting that is part of a provider, the carrier applies the following rules: 
 

1. Determine the amount of payment under the reasonable charge rules for physician 
services in providers in §2182.5 and the general reasonable charge rules. 
 

2.  The reasonable charge for a radiology service furnished in a provider or furnished 
by a physician outside the hospital to a hospital inpatient shall not exceed 40 percent of the 
prevailing charge level for the same service ("sameness" will be determined by the procedure code 
used) furnished in a nonprovider setting.  Apply this limitation to all radiological services 
(diagnostic and therapeutic) furnished in a provider setting (or furnished by an outside source, e.g., 
a radiology clinic to a hospital inpatient) if such services are available in a nonprovider setting in 
the locality (using existing carrier locality designations) in which the hospital is located.  As long as 
there is a prevailing charge for the procedure code based on actual charge data (rather than a "gap 
filling" technique) in the locality in which the hospital is situated, assume that the service is 
presently available in nonprovider settings in the area.  This assumption can be rebutted by 
documentation showing that the service is not otherwise available in the locality. 
 

3. Apply the 40 percent limitation to the prevailing charge (after application of the 
economic index) for the total service furnished in a nonprovider setting, i.e., the complete service 
comprising both the technical and the physician inputs.  There may be instances in which there is 
no complete service prevailing charge for a service furnished in a nonprovider setting.  This could 
happen where, in the past, the service was furnished exclusively in provider settings with 
interpretation--only fees billed.  In such cases, the 40 percent limitation does not apply.  Where the 
service is actually furnished outside the provider setting, establish a complete service prevailing 
charge based on actual charge data.  Use this new prevailing charge both for purposes of the 40 
percent limitation and for the general application of prevailing charge limits. 
 

4. In applying the 40 percent limitation, use specialty prevailing charge screens if you 
have one and if a specialist furnishes the service.  In other cases, use the nonspecialty screen. 
 

5. The carrier uses existing locality designations for the purpose of applying the 40 
percent limitation. 
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6. The beneficiary's coinsurance liability is applied in the following manner: 
 

 $100.00 = office prevailing charge after economic index applied 
 x  .40 = limitation factor 
 $40.00 = reasonable charge 
 x  .20 = coinsurance 
 $8.00 = beneficiary coinsurance 
 $32.00 = amount payable 

 
D. Leased Departments.--When the radiology department is leased, i.e., the technicians are 

employees of the physicians who own the equipment and bear the operating costs and the patient is 
neither an inpatient nor an outpatient of any hospital, e.g., the patient is referred by a physician 
outside a hospital for an x-ray and is not registered as a hospital outpatient, reimbursement is not 
subject to the limitation described in paragraph C or in §2182.4.D. 
 
2182.11 Conditions for Payment of Charges--Physician Laboratory Services.-- 
 

A. Physician Laboratory Services.--The carrier reimburses laboratory services furnished by a 
physician to an individual patient on a reasonable charge basis only if the services meet the 
conditions for reasonable charge payment in §2182.4.A  and are: 
 

1. Anatomic pathology services; 
 

2. Consultative pathology services that meet the requirements in paragraph C of this 
section; or 
 

3. Services performed by a physician in personal administration of test devices, isotopes, 
or other materials to an individual patient. 
 

B. Anatomic Pathology Services.--The following categories of services are included in 
anatomic pathology and qualify for Part B reasonable charge reimbursement when they meet the 
definition of "physician services," particularly the criterion that they require performance by a 
physician.  (§2182.4.A.1-3.) 
 

1. Histopathology (Surgical Pathology), is the gross and microscopic examination of 
organ tissue and is the most commonly furnished anatomic laboratory service.  Surgical pathology 
always requires performance by a physician and is billable on a reasonable charge basis, except for 
autopsies which are only reimbursable through the hospital. 
 

2. Cytopathology, is the examination of cells, from fluids, washings, brushings or smears, 
including cytogenetics but generally excluding hematology.  Cervical and vaginal smears are the 
most common service in cytopathology.  Routine cervical and vaginal smears, like all routine 
examinations, are not Medicare covered services. However, if the patient's history or diagnosis 
indicate the smear is necessary for 
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diagnostic or treatment purposes, it may be a covered service.  Cervical and vaginal smears do not 
require interpretation by a physician unless the results are or appear to be abnormal.  In such cases, 
a physician personally conducts a separate microscopic evaluation to determine the nature of the 
abnormality.  This microscopic evaluation does ordinarily require performance by a physician.  
When medically necessary and when furnished by a physician, it is reimbursed under Part B on a 
reasonable charge basis. 
 

4. Hematology is, for the purposes of this instruction, an anatomic pathology service 
only when a physician is required to perform a service.  This includes microscopic evaluation of 
bone marrow aspirations and biopsies.  It also includes those limited number of peripheral blood 
smears which need to be referred to a physician to evaluate the nature of an apparent abnormality 
identified by the technologist.  The carrier's medical advisor should be consulted if appropriate to 
verify which situations require performance by a physician. 
 

5. Blood Banking Services of hematologists and pathologists are anatomic pathology 
services billable on a reasonable charge basis when analyses are performed of donor and/or patient 
blood to determine compatible donor units for transfusion where cross-matching is difficult or 
where contamination with transmissible disease of donor blood is suspected. 
 

C. Consultative Clinical Pathology Services.-- 
 

1. General.--For purposes of this section, consultative pathology services must-- 
 

a. be requested by the patient's attending physician; 
 

b. relate to a test result that lies outside the clinically significant normal or expected 
range in view of the condition of the patient; 
 

c. result in a written narrative report included in the patient's medical record; and 
 

d. require the exercise of medical judgment by the consultant physician. 
 
Routine conversations a laboratory director has with attending physicians about test orders or 
results are not consultations unless all four requirements are met.  Laboratory personnel, including 
the director, may from time to time contact attending physicians to report test results or to suggest 
additional testing or be contacted by attending physicians on similar matters.  This is an activity 
that is among the routine responsibilities of nonphysician laboratory directors.  These contacts do 
not constitute consultations.  If in the course of such a contact, the attending physician requests a 
consultation from the pathologist, and if that consultation meets the other criteria and is properly 
documented, it is reimbursable on a reasonable charge basis. 
 
For purposes of this instruction, clinical pathology consultations generally consist of two types.  
One type would involve a review of a patient's history and medical records along with the 
laboratory test results. 
 
Example:  A pathologist telephones a surgeon about a patient's suitability for surgery based on the 
results of clinical laboratory test results.  During the course of their 
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conversation, the surgeon asked the pathologist whether, based on test results, and the patient's 
history and medical records, the patient should be considered a candidate for surgery.  The 
surgeon's request required the pathologist to render a medical judgment and provide a consultation. 
 The pathologist should follow-up his oral advice with a written report and the surgeon should note 
in the patient's medical record that he/she requested a consultation. 
 
Another type would be an interpretive consultation which is a consultation of limited duration 
requiring the exercise of medical judgment in interpreting test findings and furnishing information 
directly related to the condition of the patient to the attending physician, which ordinarily cannot be 
furnished by a nonphysician laboratory specialist. This would generally take place when a patient's 
attending physician consults with a pathologist about the meaning of the results of new or 
unfamiliar tests or groupings of tests when they are new or unfamiliar to the attending physician or 
when they reveal an unanticipated test result.  At times, interpretive consultations may also be 
appropriate in emergency situations when a patient has an acute condition that requires immediate 
attention and the interpretation requires performance by a physician.  An interpretive consultation 
must be requested by the attending physician.  This can be requested at the time the testing is 
ordered or can be noted on the patient's chart after the consultation. In either event, the consultation 
would be reimbursable under Part B on a reasonable charge basis.  In any case, if the information 
could ordinarily be furnished by a nonphysician laboratory specialist, the service of the physician is 
not a consultation payable on a reasonable charge basis under Part B. 
 

2. Determining Reasonable Charges for Clinical Pathology Consultations.--The carrier 
reimburses for laboratory services that meet the conditions for reasonable charge reimbursement by 
applying the rules in §2182.5. 
 
The carrier should use one code for the interpretive, i.e., the brief consultation, and another for the 
more comprehensive consultation which usually involves several test results, requires review of the 
patient's history and generally requires greater physician inputs. 
 

3. Documentation Requirements.--It is not necessary to require that pathologists or 
hematologists routinely submit a copy of the attending physician's request for a consultation and a 
copy of the consultation report with every claim.  However, carriers may request such 
documentation on a sample basis and, they should, as they would in other cases, conduct post-
payment reviews onsite at hospitals to determine whether the services furnished were medically 
necessary and meet the applicable criteria. In the course of the reviews, carriers may ask for copies 
of requests from attending physicians, but if the laboratory physician indicates that the request 
initially was made orally, the carrier will rely on timely entries made by the attending physician in 
the patient's medical records to indicate that a request was made. 
 
Consultation reports should be in the form or format that meets the hospital's requirements if it 
represents good medical practice and should be tailored to the nature of the consultation performed. 
 Because of the unique nature of interpretive pathology consultations, the report can be abbreviated 
since the patient's history and medical records ordinarily would not be reviewed.  It must, however, 
be made part of the patient's medical record and contain adequate information to demonstrate that 
the consultant furnished medical judgment rather than the type of information ordinarily furnished 
by a 
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technologist.  The comprehensive clinical consultation, however, requires a complete narrative 
report explaining the test results in light of the patient's history and medical records. 
 
2182.12 Blood Gas Studies.--Routine blood gas analyses are ordinarily performed by 
nonphysician personnel and are not recognized as a service payable on a reasonable charge basis.  
Even where the blood gas analysis is performed by a physician, the service is not covered as a Part 
B physicians' service since the criterion in §2182.4.A.3. is not met.  The interpretation of routine 
blood gas studies by a physician specialist or a primary care physician cannot be billed or paid 
separately under Part B.  Such studies and their interpretation are among the many clinical 
procedures used by an attending physician in arriving at a diagnosis and initiating appropriate 
treatment.  However, payment is  made on a reasonable charge basis for blood gas studies 
performed as a part of more complete pulmonary function testing provided the conditions in 
§2182.4 are met.  In addition, where medically necessary, payment is made for a consultation by a 
specialist requested by the attending physician because the latter requires assistance in interpreting 
the results of blood gas studies, e.g., the results fall outside the expected range in light of the 
patient's history and medical records. 
 
2182.13 Exhibits.--Exhibit I is an interim standard physician-provider allocation agreement that 
stays in effect until a cost report is filed for a year ending February 28, 1984.  Complete this exhibit 
and submit it to your intermediary.  The intermediary indicates whether it is acceptable and sends a 
copy to the carrier for concurrence.  The criteria in §2182.3 must be used.  Providers who file cost 
reports after February 28, 1984, are required to complete Form HCFA-339 Provider Cost Report 
Reimbursement Questionnaire.  The Provider Cost Report Reimbursement Questionnaire includes 
the Provider-Based Physician Questionnaire which is a series of schedules collecting information 
on provider-based physician allocation agreements, compensation agreements, and billing 
agreements.  Schedule 3 of the HCFA-339, Allocation of Physician Compensation, is similar to 
Exhibit I and produces the information on the physician's professional component percentage.  
Therefore, where Schedule 3 of the HCFA-339 is submitted to the intermediary, the intermediary 
sends this copy, rather than Exhibit I, to the carrier. 
 
Completion of Exhibit I--Allocation of Physician Compensation.-- 
 

Line l Indicate the name of the provider, the provider's Medicare identification number and 
the provider department.  Indicate the name of each physician or the name of the physician group if 
there is an agreement between the head of the physician group and the hospital, and the allocation 
agreement is a departmental allocation agreement, i.e., it applies to all physicians in the department. 
 

Line 2 Indicate the basis for the allocation agreement, whether it is based on estimate, time 
studies, or other factors. 
 

Line 3 Indicate the total actual hours the physician or physician group works per week. 
 

Line 4 Indicate the percentages of total time the physician or physician group spends in the 
various listed activities.  Add these individual percentage amounts and list the amount in the Total 
block. 
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Line 4A  Indicate the percentage of total time the physician or physician group spends in the 
various listed activities.  Add these individual percentage amounts and list the amount in the Total 
block. 
 

Line 4B  Indicate the percentage of total time the physician or physician group spends in 
furnishing medical or surgical services to individual patients. 
 

Line 4C  Indicate the percentage of total time the physician or physician group spends in 
noncovered Medicare activities, such as research. 
 
At the bottom of the exhibit, the provider's representative and one physician or the head of the 
physician group signs and dates the agreement. 
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                                                                           EXHIBIT I 
 
 ALLOCATION OF PHYSICIAN COMPENSATION 
 
 

1. Provider Name:  ______________    2. Basis of Allocation: 
Number:     ______________    /__/ Estimate 
Department:    ______________    /__/ Time Study 
Name of Physician______________   /__/ Other (explain):_____ 
or Group:  ________________  ______  

____________  __________    
 ________________________________ __________ 
 
 

3. Total hours per week (average)       /___/ 
 

4. Percentages of Total Time             /100%/ 
 

A. Supervision of technicians, nurses etc,     /___/ 
 

Utilization review, other committee work    /___/ 
 

Administration         /___/ 
 

Supervision of Interns/Residents      /___/ 
 

Teaching           /___/ 
 

Quality Control         /___/ 
 

Autopsies          /___/ 
 

Other           /___/ 
 

Total             /___/ 
 

B. Medical and surgical services to individual      
Patients             /___/ 

 
C. Noncovered activities, e.g., research       /___/ 

 
  
________________________________ _  __ _______________________ _____ 
Signature--Provider Representative Date  Signature--Physician(s)   Date 
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2183.  LEGAL FEES AND OTHER RELATED COSTS   
 
Legal fees and related costs incurred by a provider are allowable if related to the provider's 
furnishing of patient care, e.g., legal fees incurred in appeals to the Provider Reimbursement 
Review Board and, if applicable, further appeals subsequent to a Board decision.  However, legal 
fees and related costs incurred by a provider related to alleged civil fraud or indictment for a 
criminal act by the provider or its owners, employees, directors, etc., or legal fees for certain anti-
union activities (see §2180), are not related to the furnishing of patient care and, therefore, are 
unallowable provider costs. 
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 Maximum Allowable Cost (MAC) Determinations for Drugs 
 
NOTE: THESE MACs DO NOT APPLY TO UNIT DOSE PACKAGING FOR 

INSTITUTIONAL USE. 
 
Drug Strength MAC Effective Date 
 
Acetaminophen 
  w/codeine tablets 30 mg. $0.0780 per tablet January 25, 1979 
Acetaminophen 
  w/codine tablets 60 mg. $0.1545 per tablet January 25, l979 
 
The most common brand names of these two strengths of Acetaminophen w/codeine are: 
 

Empracet w/codeine 
Tylenol w/codeine 

 
__________________________________________________________________________ 
 
Amoxicillin capsules 250 mg. $0.2108 per capsule June 28, 1979 
Amoxicillin capsules 500 mg. $0.3942 per capsule June 28, 1979 
 
 
The most common brand names of these forms and strengths of Amoxicillin are: 
 
    Amoxil     Larotid        Polymox 
 
____________________________________________________________________________ 
 
Ampicillin 
  capsules 250 mg. $0.0725 per capsule June 27, 1977 

   through 
 January 24, 1979 

 
Ampicillin 
  capsules 250 mg. $0.0595 per capsule January 25, 1979 
 
Ampicillin 
  capsules 500 mg. $0.1390 per capsule June 27, 1977 

   through 
 January 24, 1979 

 
Ampicillin 
  capsules 500 mg. $0.1103 per capsule January 25, 1979 
 
The most common brand names of these two strengths of Ampicillin capsules are: 
 
Amcill  Omnipen  Pen-A 
Penbritin  Pensyn  Polycillin 
Principen QID Amp  SK-Ampicillin 
Supen  Totacillin 
____________________________________________________________________________ 
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Drug Strength MAC Effective Date 
 
 
Ampicillin oral 125 mg./ 
  suspension   5 ml. $0.0145 per ml. October 25, 1977 
 
Ampicillin oral 250 mg./ 
  suspension   5 ml. $0.0205 per ml. October 25, 1977 
 
The most common brand names of these two strengths of Ampicillin oral suspension are: 
 
Alpen Amcill  Omnipen 
Pen-A Penbritin  Pensyn 
Polycillin Principen  SK-Ampicillin 
Supen Totacillin 
 
____________________________________________________________________________ 
 
Chlordiazepoxide HCL 
  capsules 5 mg. $0.0270 per capsule May 12, 1978 

  through 
October 14, 1979 

 
Chlordiazepoxide HCL 
  capsules 5mg. $0.0140 per capsule October 15, 1979 
 
Chlordiazepoxide HCL 
  capsules 10 mg. $0.0378 per capsule May 12, 1978 

  through 
October 14, 1979 

 
Chlordiazepoxide HCL 
  capsules 10 mg. $0.0211 per capsule October 15, 1979 
 
Chlordiazepoxide HCL 
  capsules 25 mg. $0.0640 per capsule May 12, 1978 

  through 
October 14, 1979 

 
Chlordiazepoxide 
  capsules 25 mg. $0.0438 per capsule October 15, 1979 
 
The most common brand names of these strengths of Chlordiazepoxide are: 
 
Diazachel           Librium           SK-Lygen           A-Poxide 
 
____________________________________________________________________________ 
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Drug Strength MAC Effective Date 
 
 
Dicloxacillin Sodium 
  oral capsules 250 mg. $0.2690 per capsule December 8, 1980 
 
The most common brand names of this form and strength of Dicloxacillin Sodium are: 
 
  Dynapen Pathocil           Veracillin 
 
__________________________________________________________________________ 
 
Diphenoxylate hydrochloride/ 
  atropine sulfate 
  tablets 2.5 mg./ 

0.025 mg. $0.0491 per tablet October 15, 1979 
 
The most common brand names of this strength of Diphenoxylate hydrochloride/ 
  atropine sulfate are: 
 

Lomotil         Colonil 
 
____________________________________________________________________________ 
 
Doxepin HCL capsules 10 mg. $0.0950 per capsule January 25, 1979 
 
Doxepin HCL capsules 25 mg. $0.1161 per capsule January 25, 1979 
 
Doxepin HCL capsules 50 mg. $0.1765 per capsule January 25, 1979 
 
Doxepin HCL capsules 100 mg. $0.2900 per capsule October 15, 1979 
 
The most common brand names of these strengths of Doxepin are: 
 
        Sinequan  Adapin 
 
________________________________________________________________________ 
 
Erythromycin Stearate 
  tablet 250 mg. $0.0697 per tablet January 25, 1979 
 
Erythromycin Stearate 
  tablet 500 mg. $0.1250 per tablet January 25, 1979 
 
The most common brand names of these strengths of Erythromycin Stearate are: 
 
Erythrocin Stearate  Ethril Pfizer-E 
Bristamycin  SK-Erythromycin Wyamycin-S 
 
________________________________________________________________________ 
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Drug Strength MAC Effective Date 
 
 
Glutethimide 
  oral tablet 500 mg. $0.0432 per tablet August 28, 1981 
 
The most common brand names of this form and strength of Glutethimide are: 
 

Doriden Dormtabs 
 
_________________________________________________________________________ 
 
Hydralazine 
  HCL tablet 25 mg. $0.0279 per tablet March 31, 1980 
 
Hydralazine 
  HCL tablet 50 mg. $0.0384 per tablet March 31, 1980 
 
The most common brand names of these strengths of Hydralazine HCL are: 
 
  Apresoline Dralzine          Rolazine 
 
________________________________________________________________________ 
 
Hydrochlorothiazide 
  tablet 25 mg. $0.0250 per tablet June 28, 1979 

  through 
December 7, 1980 

 
Hydrochlorothiazide 
  tablet 25 mg. $0.0152 per tablet December 8, 1980 
 
Hydrochlorothiazide 
  tablet 50 mg. $0.0306 per tablet June 28, 1979 

  through 
December 7, 1980 

 
Hydrochlorothiazide 
  tablet 50 mg. $0.0194 per tablet December 8, 1980 
 
The most common brand names of these strengths of Hydrochlorothiazide are: 
 
     Esidrix          Hydrodiuril          Oretic 
 
__________________________________________________________________________ 
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Drug Strength MAC Effective Date 
 
 
Meprobamate 
  tablet 200 mg. $0.0108 per tablet January 25, 1979 
 
Meprobamate 
  tablet 400 mg. $0.0117 per tablet January 25, 1979 
 
The most common brand names of these two strengths of Meprobamate are: 
 
    Miltown          Equanil 
 
__________________________________________________________________________ 
 
Methocarbamol 
  tablet 500 mg. $0.0496 per tablet October 15, 1979 
 
Methocarbamol 
  tablet 750 mg. $0.0640 per tablet October 15, 1979 
 
The most common brand name of these strengths of Methocarbamol is: 
 

Robaxin 
 
__________________________________________________________________________ 
 
Oxyphenbutazone 
  tablet 100 mg. $0.0847 per tablet October 15, 1979 

  through 
September 30, 1980 

 
The most common brand names of this strength of Oxyphenbutazone are: 
 
     Tandearil          Oxalid 
 
_______________________________________________________________________ 
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Drug Strength MAC Effective Date 
 
 
Penicillin VK oral 125 mg./ 
  suspension   5 ml. $0.0120 per ml. October 25, 1977 
 
Penicillin VK oral 
  suspension 250 mg./ 

  5 ml. $0.0160 per ml. October 25, 1977 
 
Penicillin VK tablets 250 mg. $0.0535 per tablet October 25, 1977 
 
Penicillin VK tablets 500 mg. $0.1025 per tablet October 25, 1977 
 
The most common brand names of these forms and strengths of Penicillin VK 
are: 
 
  Beta-pen VK Ledercillin VK QID Pen VK SK-Penicillin VK 
  Compocillin VK Penapar VK Repen VK Uticillin VK 
  Deltapen VK Pen-Vee K Robicillin VK V-Cillin K 
  Kesso-pen VK Pfizerpen VK Ro-Cillin VK Veetids 
 
_________________________________________________________________________ 
 
Penicillin G 
  Potassium tablet 400 mu. $0.0237 per tablet October 15, 1979 
 
Penicillin G 
  Potassium tablet 800 mu. $0.0640 per tablet October 15, 1979 
 
The most common brand names of these strengths of Penicillin G Potassium are: 
 
      Pentids          Pfizerpen G          SK-Penicillin-G 
 
__________________________________________________________________________ 
 
Phenylbutazone tablet 100 mg. $0.0750 per tablet January 25, 1979 

  through 
September 30, 1980 

 
The most common brand names of this form and strength of Phenylbutazone are: 
 
          Butazolidin          Azolid 
 
___________________________________________________________________________ 
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Drug Strength MAC Effective Date 
 
 
Phenylbutazone Alka 
  capsule 100 mg. $0.0940 per capsule January 25, 1979 

  through 
September 30, 1980 

 
The most common brand names for this form and strength of Phenylbutazone Alka are: 
 

Azolid-A          Butzaolidin Alka 
 
____________________________________________________________________________ 
 
Potassium Chloride 
  liquid 10% $0.0030 per ml. December 8, 1980 
 
The most common brand names of this strength of Potassium chloride are: 
 
   Klorvess          Kaochlor          Kay Ciel 
 
____________________________________________________________________________ 
 
Probenecid tablet 0.5 gm. $0.0644 per tablet January 25, 1979 
 
The most common brand names of this strength of Probenecid are: 
 
      Benemid          Probalan 
 
____________________________________________________________________________ 
 
Procainamide HCL 
  capsules 250 mg. $0.0383 August 28, 1981 
 
Procainamide HCL 
  capsules 375 mg. $0.0505 August 28, 1981 
 
Procainamide HCL 
  capsules 500 mg. $0.0585 August 28, 1981 
 
The most common brand names of these strengths of Procainamide are: 
 
          Pronestyl          Procapan          Procamide 
____________________________________________________________________________ 
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Drug Strength MAC Effective Date 
 
 
Propantheline Bromide 
  oral tablet 15 mg. 0.0235 August 28, 1981 
 
The most common brand names of this form and strength of Propantheline Bromide are: 
 
          Probanthine          Norpanth 
 
________________________________________________________________________ 
 
Propoxyphene HCL 
  capsules 65 mg. $0.0317 per capsule April 24, 1978 
 
The most common brand names of this form and strength of Propoxyphene are: 
 
          Darvon          Dolene          SK-65 
 
Propoxyphene HCL 
  with APC capsules 65 mg. $0.0330 per capsule April 24, 1978 
 
The most common brand names of this form and strength of Propoxyphene are: 
 
     Darvon Compound-65 SK-65 Compound 
     Dolene Compound-65 ICN-65 Compound 
 
___________________________________________________________________________ 
 
Quinidine Sulfate 
  oral tablet 200 mg. 

(3 grain) $0.0688 per tablet December 8, 1980 
 
The most common brand names of this strength of Quinidine Sulfate are: 
 
     Quinidine Sulfate        Cin-Quin        Quinora 
 
___________________________________________________________________________ 
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Drug Strength MAC Effective Date 
 
 
Sulfisoxazole tablet 500 mg. $0.0273 per tablet October 15, 1979 
 
The most common brand names of this strength of Sulfisoxazole are: 
 
      Gantrisin  S-K - Soxazole 
 
___________________________________________________________________________ 
 
Tetracycline HCL 
  capsules 250 mg. $0.0250 per capsule April 10, 1978 
 
Tetracycline HCL 
  capsules 500 mg. $0.0465 per capsule April 10, 1978 
 
Tetracycline HCL 
  syrup 125 mg./ 

  5 ml. $0.0104 per ml. October 15, 1979 
 
The most common brand names of these forms and strengths of Tetracycline are: 
 
    Achromycin V Cyclopar Robitet Tetracyn 
    Amtet Panmycin SK Tetracycline Tetram 
    Bristacycline Retet Sumycin 
 
___________________________________________________________________________ 
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 DETERMINATION OF COST 
08-98 OF SERVICES TO BENEFICIARIES 2200.2 
 
2200. PRINCIPLES 
 
2200.1 Principle of Cost Apportionment.--Total allowable costs of a provider are apportioned 
between program beneficiaries and other patients so that the share borne by the program is based 
upon actual services received by program beneficiaries.  The methods of apportionment are defined 
as follows: 
 

A. Departmental Method.--The ratio of covered beneficiary charges to total patient charges 
for the services of each ancillary department is applied to the cost of the department.  Added to this 
amount is the cost of routine services for program beneficiaries, determined on the basis of a separate 
average cost per diem for all patients for general routine patient care areas.  In hospitals, another 
factor to be considered is a separate average cost per diem for each intensive care unit, coronary care 
unit, and other special care inpatient hospital units. 
 

B. Combination Method.--The cost of routine services for program beneficiaries is 
determined on the basis of a separate average cost per diem for all patients for general routine patient 
care areas.  An additional factor to be considered is, to the extent pertinent,  in hospitals, a separate 
average cost per diem for the aggregate of intensive care, coronary care, and other special care 
inpatient hospital units.  Added to this amount is the cost of ancillary services used by beneficiaries, 
determined by apportioning the total cost of ancillary services, excluding delivery and labor room 
costs, on the basis of the ratio of total covered beneficiary charges for ancillary services to total 
patient charges for such services, excluding charges for delivery and labor rooms. 
 

C. Carve-Out Method.--Use the carve-out method to allocate general routine inpatient service 
costs in small, rural hospitals that elect to be reimbursed as a swing-bed hospital.  Under the carve-
out method, total inpatient general routine service costs are reduced by the total routine service costs 
attributable to SNF-type, ICF-type (prior to October 1, 1990) and nursing facility type (NF) (on or 
after October 1, 1990) services furnished to all classes of patients, before computing the average cost 
per diem for general routine hospital care.  Costs other than general inpatient routine service costs 
are determined using the departmental method of apportionment.  (See §2230ff.) 
 
2200.2 Availability of Apportionment Methods for Cost Reporting Periods Starting After 
December 31, 1971, But Before July 1, 1979.--Use the applicable apportionment method indicated as 
follows: 
 

A. For cost reporting periods starting after December 31, 1971, but before January 1, 1978, 
any hospital having less than 100 beds, certified and noncertified, on the first day of its cost reporting 
period and SNFs, regardless of bed size, must use the combination method of apportionment.  Where 
the combined bed capacity of a hospital-skilled nursing facility complex is less than 100 beds, both 
components use the combination method. 
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B. For cost reporting periods starting on or after January 1, 1978, but before July 1, 1979, any 
hospital or hospital-skilled nursing facility complex having less than 100 beds, certified and 
noncertified, on the first day of its cost reporting period and SNFs, regardless of bed size, have the 
option of using either the departmental method or combination method of cost apportionment.  If the 
provider elects to use the departmental method of cost apportionment for any cost reporting period 
beginning on or after January 1, 1978, the combination method may not be used for any subsequent 
cost reporting period. 
 

C. Any hospital or hospital-skilled nursing facility complex having 100 or more beds, 
certified and noncertified, on the first day of its cost reporting period must use the departmental 
method of apportionment. 
 
With regard to the 100-bed rule for hospitals and hospital-skilled nursing facility complexes, a bed 
means an adult or pediatric bed (exclusive of a newborn bed whether in the nursery, in the mother's 
accommodation, or in a premature nursery) permanently maintained for lodging inpatients in acute, 
long term, or domiciliary areas of the hospital, as well as in subprovider components, hospital-based 
skilled nursing facilities, or in any noncertified inpatient area of the facility.  "Permanently 
maintained" means that the beds must be immediately available for use by patients and housed in 
patient rooms or wards (i.e., not in corridors or as temporary beds) and does not refer to the licensed 
beds of the hospital, skilled nursing facility, or complex.  Beds in labor rooms, postanesthesia and 
postoperative recovery rooms, outpatient areas, emergency rooms, ancillary departments, nurses and 
other staff residences, and other such areas, which are regularly maintained and utilized for only a 
portion of the stay of patients, primarily for special procedures or not for inpatient lodging, are not 
termed a bed for these purposes. 
 
2200.3 Availability of Apportionment Method for Cost Reporting Periods Starting On or After 
July 1, 1979.--For cost reporting periods starting on or after July 1, 1979, any hospital, hospital-
skilled nursing facility complex, or skilled nursing facility (including distinct-part skilled nursing 
facilities) regardless of bed size, must use the departmental method of apportionment. 
 
2200.4 Availability of Carve-Out Method.--The carve-out method is available to a swing-bed 
hospital on or after July 20, 1982, and must be used as of the date a hospital receives swing-bed 
approval from HCFA.  (See §2230.1.) 
 
The carve-out method is also available to small rural hospital-SNF complexes that elect the optional 
reimbursement method.  The election to use the carve-out method under the optional reimbursement 
method is available for cost reporting periods beginning on or after July 20, 1982.  (See §2230.9.) 
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 Definitions 
 
2202. DEFINITIONS 
 
2202.l  Inpatient.--An inpatient is a person who has been admitted to a hospital or skilled nursing 
facility for bed occupancy to receive inpatient hospital or skilled nursing services.  A person is 
considered an inpatient if he is formally admitted as an inpatient with the expectation that he will 
remain at least overnight an occupy a bed even though it later develops that he can be discharged, or 
is transferred to another hospital and does not actually use a hospital bed overnight.  (See Hospital 
Manual § 210 for exceptions.) 
 
2202.2  Outpatient.--An outpatient is a person who has not been admitted by the provider as an 
inpatient and who is not lodged in the provider facility while receiving its services.  Where a 
provider uses the category "day patient;" i.e., an individual who receives the facility's services during 
the day and is not expected to be lodged in the facility at midnight, the individual is classified as an 
outpatient. 
 
2202.3  Apportionment.--Apportionment means an allocation or distribution of allowable cost 
between the beneficiaries of the health insurance program and other patients. 
 
2202.4  Charges.--Charges refer to the regular rates established by the provider for services 
rendered to both beneficiaries and to other paying patients.  Charges should be related consistently to 
the cost of the services and uniformly applied to all patients whether inpatient or outpatient.  All 
patients' charges used in the development of apportionment ratios should be recorded at the gross 
value; i.e., charges before the application of allowances and discounts deductions.  (See §2206.l for 
information on accrual of charges and § 2204.l for hospital based physicians charges.) 
 
2202.5  Cost.--Cost refers to reasonable cost as described in § 2102.1. 
 
2202.6  Routine Services.--Inpatient routine services in a hospital or skilled nursing facility 
generally are those services included in by the provider in a daily service charge--sometimes referred 
to as the "room and board" charge.  Routine services are composed of two board components; (l) 
general routine services, and (2) special care units (SCU's), including coronary care units (CCU's) 
and intensive care Units (ICU's).  Included in routine services are the regular room, dietary and 
nursing services, minor medical and surgical supplies, medical social services, psychiatric social 
services, and the use of certain equipment and facilities for which a separate charge is not 
customarily made. 
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In recognition of the extraordinary care furnished to intensive care, coronary care, and other special 
care hospital inpatients, the costs of routine services furnished in these units are separately 
determined.  If the unit does not meet the definition of a special care unit (see § 2202.7), then the 
cost of such service cannot be included in a separate cost center, but must be included in the general 
routine service cost center. (See § 2203.l for further discussion of routine services in an SNF.) 
 
2202.7  Special Care Units/Intensive Care type Units.-- 
 

I.  Special Care Units for Cost Reporting Periods Beginning Prior to October 1, 1980. 
 

A. Requirements to Qualify as an SCU.--To be considered a special care inpatient 
hospital unit, the following requirements must be met: 
 

1. The unit must be in a hospital. 
 

2. The unit must be one in which the nursing care required is extraordinary and on a 
concentrated and continuous basis.  Extraordinary care incorporates extensive lifesaving nursing 
services of the type generally associated with nursing services provided in burn, coronary care, 
pulmonary care, trauma, and intensive care units.  For this reason, special life-saving equipment 
should be routinely available in the unit. 
 

3. The unit must be physically identifiable as separate from general care areas and 
the unit's nursing personnel must not be integrated with the general care nursing personnel. 
 

4. There shall be specific written policies for each of such designated units which 
include, but are not limited to, burn, coronary care, pulmonary care, trauma, and intensive care units, 
but exclude postoperative recovery rooms, or maternity labor rooms.  The unit's staff must be 
specially trained to serve in such areas.  Segregation of patients to specific areas by type of illness or 
age, such as psychiatric, neuropsychiatric, geriatric, pediatric, mental health, rehabilitation, etc., does 
not qualify as special care inpatient hospital units for purposes of apportionment unless the above 
requirements are met. 
 
NOTE: If a neonatal unit qualifies as an SCU, the days are considered SCU days rather than 
nursery days (see Part II, Chapter 3, § 304.2, lines 4, 5, 6, paragraph 5).  A regular well-baby nursery 
may not be considered an SCU. 
 

See § 2217 where a hospital places general care patients temporarily in special care units 
because all available general care beds are occupied. 
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B. Subintensive Units.--Some hospitals have units which provide more intensive care than 
that provided in the general care areas yet not sufficiently intensive to permit the unit to meet the 
requirements to qualify as a special care unit under the definition provided in paragraph A above.  
These units are typically designated as subintensive, subacute, progressive, or intermediate care 
units, etc.  Such subintensive units are not special care units for purposes of Medicare 
reimbursement. 
 
There may, however, be cases where a unit is not easily identified as a subintensive or special care 
unit without further study.  In such cases, a review of the written policies of the various units will 
indicate whether a unit is or is not providing care as defined in paragraph A.  If the intermediary 
determines that such a unit meets the requirements of paragraph A above, then the unit will qualify 
as a special care unit. 
 
For example, on indication of whether the unit in question meets the requirements specified in 
§2202.7 I A 2. is the extent of nursing services provided in the unit.  If the hours of nursing service 
per patient day are less than the hours of nursing services provided in an established special care unit, 
such as an ICU or CCU in that hospital or in other area hospitals if the hospital has not established 
special care unit, then the unit in question would generally not qualify as a special care unit.  
Hospitals should maintain such records as are needed to establish the nursing time in such units. 
 
Another example is when the patients in the unit in question are generally transferred there from a 
qualified special care unit after their condition has improved.  This would indicate that the intensity 
of care required is less than needed to qualify in A.2. above. 
 

C. Special Care Unit Cost Center.--For purposes of reimbursement, hospitals utilizing the 
departmental method of cost apportionment must determine the average cost per diem for each 
special care unit.  For example: 
 

A hospital has two physically separate SCU's, an ICU and CCU, serviced by two nursing 
stations.  For settlement purposes, the ICU and CCU would be considered as two distinct 
SCU's, thus requiring two cost centers. 

 
Where a hospital utilizing the departmental method has a physically combined SCU e.g., ICU-CCU, 
the combined ICU-CCU would be considered on SCU.  For example: 
 

A hospital gives both ICU and CCU care in one area serviced by one nursing station.  For 
settlement purposes, the combination of the ICU and CCU would be considered as a single 
SCU, thus requiring a single cost center. 

 
Hospitals utilizing the combination method of cost apportionment must combine all SCU's into one 
cost center. 
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II. Intensive Care Type Units for Cost Reporting Periods Beginning on or After October 1, 1980 
 

A. Requirements to Qualify as an Intensive Care Type Unit.--To be considered an intensive 
care type unit, the unit must furnish services to critically ill patients.  A critically ill patient is defined 
as a person with a serious illness or injury who requires special life-saving techniques and equipment 
immediately available.  The intensive care type unit furnishes services in life-threatening situations 
and provides a level of care comparable to that which is furnished in intensive care.  (Examples of 
intensive care type units, included, but are not limited to, intensive care units, trauma units, coronary 
care units, pulmonary care units, and burn units.  Excluded as intensive care type units are 
postoperative recovery room, postanethesia recovery rooms, maternity labor rooms, and subintensive 
or intermediate care units.)  The unit must also meet the following conditions: 
 

1. The unit must be in a hospital. 
 

2. The unit must be physically and identifiably separate from general routine patient care 
areas, including subintensive or intermediate care units, and ancillary service areas. 
 
Segregation of patients to specific area by type of illness or age, such as psychiatric, 
neuropsychiatric, geriatric, pediatric, mental costs of care in other general routine areas. 
 
There cannot be a concurrent sharing of nursing staff between an intensive care type unit and units or 
areas furnishing different levels or types of care.  However, two or more intensive care type units that 
concurrently share nursing staff can be reimbursed as one combined intensive care type unit if all 
other criteria in this section are met. 
 
Float nurses (nurses who work in different units on an as-needed basis) can be utilized in the 
intensive care type unit.  If a float nurse works in two different units during the same 8-hour shift, 
then the costs must be allocated to the appropriate units depending upon the time spent in those units. 
The hospital must maintain adequate records to support the allocation.  If such records are not 
available, then the costs must be allocated to the general routine service cost area. 
 

3. There must be specific written policies that include criteria for admission to, and 
discharge from, the unit. 
 

4. Registered nursing care must be furnished on a continuous 24-hour basis.  At least 
one registered nurse must be present in the unit at all times. 
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5. A minimum nurse-patient ratio of one nurse to two patients per patient day must be 
maintained; i.e., 12 hours of nursing care per patient day.  This can be calculated by converting the 
total number of patient days into patient hours, with this total being divided by the total number of 
nursing hours.  For example, if the total number of patient days is l,000, the number of patient hours 
is 24,000.  Dividing this by the total number of nursing hours give the ratio.  Included in the 
calculation of this nurse-patient ratio are registered nurses, licensed vocational nurses, licensed 
practical nurses, and nursing assistants who provide patient care.  Not included are general support 
personnel such as ward clerks, custodians and housekeeping personnel. 
 

6. The unit must be equipped, or have available for immediate use, life-saving 
equipment necessary to treat the critically ill patients for which it is designed.   This equipment may 
include, but is not limited to, respiratory and cardiac monitoring equipment, respirators, cardiac 
defibrillator, and wall or canister oxygen and compressed air. 
 
NOTE: If a neonatal unit qualifies as an intensive care type unit, the days are considered intensive 
care type days rather than nursery days.  (See Part II, Chapter 3, § 304.2, lines 4, 5, 6.)  A regular 
well baby nursery may not be considered an intensive care type unit. 
 
See § 2217 where a hospital places general care patients temporarily in intensive care type units 
because all available general care beds are occupied. 
 

B. Subintensive Care Type Units.--Some hospitals have units which provide a level of care 
between other general routine and intensive care.  These units are typically designated as 
subintensive, subacute, progressive, intermediate care units, etc. Subintensive care type units are 
considered part of the total spectrum of general routine care and are therefore reimbursed by 
combining the reasonable costs of the care furnished in the unit with the reasonable costs of care in 
other general routine areas. 
 

C. Intensive Care Type Unit Cost Center.--For purposes of reimbursement, hospitals must 
determine the average cost per diem for each intensive care type unit.  For example: 
 

A hospital has two physically separate intensive care type units, an ICU and CCU, 
serviced by two nursing stations.  For settlement purposes, the ICU and CCU would be 
considered as two distinct intensive care type units, thus requiring two cost centers. 
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Where a hospital has a physically combined intensive care type unit; e.g., ICU-CCU, the combined 
ICU-CCU would be considered on intensive care type unit.  For example: 
 

A hospital gives both ICU and CCU care in one area serviced by one nursing station.  For 
settlement purposes, the combination of the ICU and CCU would be considered as a single 
intensive care type unit, thus requiring a single cost center. 

 
2202.8  Ancillary Services.--Ancillary services in a hospital or SNF include laboratory, radiology, 
drugs, delivery room (including maternity labor room), operating room (including postanesthesia and 
postoperative recovery rooms), and therapy services (physical, speech, occupational).  Ancillary 
services may also include other special items and services for which charges are customarily made in 
addition to a routine service charge.  (See §2203.1 and §2203.2 for further discussion of ancillary 
services in an SNF.) 
 
2202.9  Ratio of Beneficiary Charges to Total Charges on a Departmental Basis.--Ration or 
beneficiary charges to total charges on a department basis, as applied to inpatients, means the ration 
of covered inpatient charges to beneficiaries of the health insurance program for services of a 
revenue-producing department or center in the inpatient charges to all inpatients for that center 
during a cost reporting period.  After each revenue-producing center's ratio is determined, the cost of 
covered services rendered to beneficiaries of the health insurance program is computed by applying 
the individual ratio for the center to the cost of the related center for the period. 
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2202.10 Ratio of Beneficiary Charges for Ancillary Services to Total Charges for Ancillary 
Services Under the Combination Method.-- 
 

A. For cost reporting periods starting before January 1, 1972, the ratio of beneficiary charges 
for ancillary services to total charges for ancillary services, as applied to inpatients, means the ratio 
of the total inpatient charges for covered ancillary services rendered to beneficiaries of the health 
insurance program to the total inpatient charges for ancillary services to all patients during a cost 
reporting period.  This ratio is applied to the total allowable inpatient ancillary costs for the period to 
determine the amount of reimbursement to a provider for the covered ancillary services rendered to 
beneficiaries. 
 

B. For cost reporting periods starting after December 31, 1971, the ratio of beneficiary 
charges for ancillary services to total charges for ancillary services, as applied to inpatients, means 
the ratio of the total inpatient charges for covered ancillary services rendered to beneficiaries of the 
health insurance program to the total inpatient charges, excluding delivery and labor room charges 
for ancillary services to all patients during a cost reporting period.  This ratio is applied to the total 
allowable inpatient ancillary costs for the period, excluding delivery and labor room costs, to 
determine the amount of reimbursement to a provider for the covered ancillary services rendered to 
beneficiaries. 
 
2202.11 Average Cost Per Diem for Routine Services.-- 
 

A. For cost reporting periods starting before January 1, 1972, average cost per diem for 
routine services means the amount computed by dividing the total allowable inpatient cost for 
routine services by the total number of inpatient days of care (including intensive care but excluding 
newborn days where nursery costs are excluded from routine service costs)rendered by the provider 
in the cost reporting period.  (Total number of inpatient days includes any charity and courtesy days 
of care rendered, and may or may not include employee days in accordance with §332.1.) 
 

B. For cost reporting periods starting after December 31, 1971, average cost per diem for 
general routine services means the amount computed by dividing the total allowable inpatient cost 
for routine services (excluding the cost of services provided in intensive care units, coronary care 
units, and other special care inpatient hospital units as well as nursery costs) by the total number of 
inpatient days of care (excluding days of care in intensive care units, coronary care units, and other 
special care inpatient hospital units and newborn days) rendered by the provider in the cost reporting 
period.  (Total number of inpatient days includes any charity and courtesy days of care rendered, and 
may or may not include employee days in accordance with §332.1.) 
 

C. Average cost per diem under swing-bed reimbursement.--Reimbursement of routine 
services furnished in a swing-bed hospital is based on separate average per diem costs for routine 
long-term care services and general routine inpatient hospital services (see §2230.4 A.) 
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2202.12 Average Cost Per Diem for Hospital Intensive Care Type Units.--Average cost per diem 
for intensive care units, coronary care units, and other intensive care type inpatient hospital units as 
defined in §2202.7 means the amount computed by dividing the total allowable costs for routine 
services in each (see §2200.2A), or the aggregate (see §2200.2B), of these units by the total number 
of inpatient days of care rendered in each or the aggregate of these units. 
 
2202.13 Year-End Billing.--A year-end billing is a billing which contains the charges not 
previously billed for all services furnished to a patient through the end of a cost reporting period.  
Services furnished in the next reporting period should be billed separately as charges for services 
provided in different cost reporting periods should not be put on the same bill. 
 
2202.14 Outpatient Services.--Outpatient services include services that are diagnostic in nature as 
well as those services and supplies which are incident to the services of physicians in the treatment 
of patients.  For a specific description of provider covered services refer to the Hospital Manual 
(HCFA Pub. 10), Skilled Nursing Facility Manual (HCFA Pub. 12), Home Health Agency Manual 
(HCFA Pub. 11), and Outpatient Physical Therapy Provider Manual (HCFA Pub. 9). 
 
2202.15 Visit.--See §2302.18 for definition. 
 
2202.16 Outpatient Occasion of Service.--See §2302.13 for definition. 
 
2202.17 Most Prevalent Semiprivate Charge.--The most prevalent charge for semi-private 
accommodations is the charge which applies to the greatest number of semiprivate beds.  It is 
determined from the following information: 
 

1. type of accommodation; 
 

2. total rooms of each type of each different room rate; 
 

3. total beds found in each type of each room rate; 
 

4. daily charge for the type of room. 
 
The most prevalent charge for semiprivate accommodations is that single rate charge for the largest 
number of beds determined in 3 above. 
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EXAMPLE: 
 
         (1)          (2)          (3)              (4) 
     Type of                           Total Rooms      Total Beds                Rate 
Accommodation                   of This Type              Col. (1) X Col. (2)                 Per Day  

2 beds 
 

10 
 

20 
 

$30 
 

2 beds 
 

 8 
 

16 
 

35 
 

3 beds 
 

2 
 

6 
 

20 
 

4 beds 
 

1 
 

 4 
 

15 
 
NOTE:  $30 is the most prevalent semiprivate rate. 
 
 Provider Charge Structure 
 
2203. PROVIDER CHARGE STRUCTURE AS BASIS FOR APPORTIONMENT 
 
To assure that Medicare's share of the provider's costs equitably reflects the costs of services received 
by Medicare beneficiaries, the intermediary, in determining reasonable cost reimbursement, 
evaluates the charging practice of the provider to ascertain whether it results in an equitable basis for 
apportioning costs.  So that its charges may be allowable for use in apportioning costs under the 
program, each facility should have an established charge structure which is applied uniformly to each 
patient as services are furnished to the patient and which is reasonably and consistently related to the 
cost of providing the services.  While the Medicare program cannot dictate to a provider what its 
charges or charge structure may be, the program may determine whether or not the charges are 
allowable for use in apportioning costs under the program.  Hospitals which have subproviders and 
hospital-based SNFs must also maintain uniform charges across all payer categories, as well as like 
charges for like services across each provider setting, in order to properly apportion costs.  If like 
charges for like services are not maintained across provider settings, the cost report must not 
combine charges when calculating cost-to-charge ratios but must report separately, by department, 
costs and charges for the hospital, subprovider, and skilled nursing facility.  An exception to this 
requirement is if the provider has the ability to gross-up charges described in §2314.B. 
 
In determining reimbursement for the costs of routine services, providers do not use charges but use 
patient days for apportionment purposes in a skilled nursing facility (to the extent certified) or in a 
hospital (with separate computation for each separate care unit).  Costs of routine services are 
determined based on the consideration that all patients in each separate area are receiving similar 
services. 
 
The cost of those items and services specifically classified as routine in §2202.6 are always 
considered routine service costs, and the costs of those specifically classified as ancillary in §2202.8 
are always considered ancillary service costs for purposes of Medicare reimbursement.  A separate 
ancillary charge for a particular item or service other than those listed as ancillary in §2202.8 is not 
recognized, and the cost of the item or service is not included in an ancillary cost center, where the 
common or established practice of providers of the same class (hospital or SNF) in the same State is 
to include the item or service in the routine service charge.  Where there is no  
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common or established classification of an item or service as routine or ancillary among providers of 
the same class in the same State, a provider's customary charging practice is recognized so long as it 
is consistently followed for all patients and does not result in an inequitable apportionment of cost to 
the program.  Ancillary charges for items or services furnished Medicare beneficiaries, including 
those enumerated in §2202.8, are not recognized by the program if separate charges are not also 
recorded by the provider for all non-Medicare patients receiving these same items or services directly 
from the provider. 
 
2203.1 Routine Services in SNFs.--Hospitals and most SNFs differ historically in their charging 
practices and method of providing services.  It is common in nursing homes and other posthospital 
care facilities, of which SNFs provide the higher level of care, for certain supplies and services to be 
furnished or purchased for some patients directly by their families or third parties, while the 
institution furnishes them to other patients and charges for them.  In addition, customary charges may 
not be recorded, as they are for Medicare beneficiaries, for patients for whom other third-party payers 
reimburse the SNF a flat rate.  Such practices may significantly distort allocations in determining 
departmental costs.  To reduce the potential impact of unusual or inconsistent charging practices, the 
following types of items and services, in addition to room, dietary, medical social services, and 
psychiatric social services, are always considered routine in an SNF for purposes of Medicare cost 
apportionment, even if customarily considered ancillary by an SNF: 
 

o All general nursing services, including administration of oxygen and related medications 
(see §2203.2 for inhalation therapy by an inhalation therapist), handfeeding, incontinency care, tray 
service, enemas, etc. 
 

o Items which are furnished routinely and relatively uniformly to all patients, e.g., patient 
gowns, paper tissues, water pitchers, basins, bed pans, deodorants, mouthwashes. 
 

o Items stocked at nursing stations or on the floor in gross supply and distributed or utilized 
individually in small quantities, e.g., alcohol, applicators, cotton balls, bandaids, antacid, aspirin (and 
other nonlegend drugs ordinarily kept on hand), suppositories, tongue depressors. 
 

o Items which are utilized by individual patients but which are reusable and expected to be 
available in an institution providing an SNF level of care, e.g., ice bags, bed rails, canes, crutches, 
walkers, wheelchairs, traction equipment, other durable medical equipment (DME) which does not 
meet the criteria for ancillary services in SNFs under §2203.2 and the requirements for recognition of 
ancillary charges under §2203.  The criteria in §2203.2 explicitly state that items and services may be 
considered ancillary if they are identifiable items and services tailored to an individual patient's 
specific medical needs, are furnished at the direction of a physician, and are either not reusable or 
represent a cost for each preparation.  Accordingly, those items of DME which do not meet both the 
criteria of §2203.2 and the requirements of §2203 for recognition of ancillary charges must be 
classified as routine.  Examples of DME which may qualify as ancillary items are respirators and air 
fluidized beds. 
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o Special dietary supplements used for tube feeding or oral feeding, such as elemental high 
nitrogen diet, even if written as a prescription item by a physician, because these supplements have 
been classified by the Food and Drug Administration as a food rather than a drug. 
 
EXCEPTION: To facilitate accurate and equitable cost apportionment within a single hospital-SNF 

complex where both components have customarily followed a uniform charging 
practice, the same classification of items and services as routine or ancillary may 
continue to be used by a participating hospital-based SNF as is used by the related 
hospital for Medicare reimbursement purposes. 

 
2203.2 Ancillary Services in SNFs.--Items and services (other than the types classified as routine 
services in §2203.1) may be considered ancillary in an SNF if charges for them meet the 
requirements of §2203 for recognition of ancillary charges and if they are: 
 

o Direct identifiable services to individual patients, and 
 

o Not generally furnished to most patients, and 
 

o One of the following: 
 

- Not reusable, e.g., artificial limbs and organs, braces, intravenous fluids or solutions, 
oxygen (including medications), disposable catheters; 
 

- Represent a cost for each preparation, e.g., catheters and related equipment, 
colostomy bags, drainage equipment, trays and tubing;  
 

- Complex medical equipment, e.g., ventilators; or 
 

- Support surfaces.  The support surfaces which are classified as ancillary are those 
listed under the Durable Medical Equipment Regional Carrier's (DMERC) level 2 and level 3 
support surfaces categories.  For example, support surfaces which qualify under DMERC's level 2 
support surface criteria are low air loss mattress replacement and overlay systems.  An example of 
support surfaces which qualify under DMERC's level 3 support surface criteria is air fluidized 
therapy. 
 
NOTE: Items listed in the DMERC level 1 support surface criteria do not qualify for this category 

because they are inexpensive and common enough to be considered routine services in all 
cases. 

 
The use of an operating room and the provision of inhalation therapy services by an inhalation 
therapist are reimbursable skilled nursing facility services only when furnished to the SNF by a 
hospital with which the SNF has a transfer agreement. 
 
2203.3 Rental of Equipment.--Rental of equipment by a provider from an outside vendor does not 
in itself give rise to an ancillary charge.  Where a provider rents equipment, the reasonable rental 
charge is includable in allowable costs of the appropriate department and is subject to apportionment 
in the same way as other costs of the same department. 
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2204. MEDICARE CHARGES 
 
Medicare charges refer to the regular rates for various covered services which are charged to 
beneficiaries for inpatient or outpatient services.  The Medicare charge for a specific service must be 
the same as the charge made to non-Medicare patients (including Medicaid, CHAMPUS, private, 
etc.), must be recorded in the respective income accounts of the facility, and must be related to the 
cost of the service.  (See §2202.4.) 
 
2204.1 Hospital-Based Physicians.--When a provider uses the ratio of Medicare charges to total 
charges to apportion allowable costs to the program, the provider may either include or exclude the 
charges for professional services rendered by hospital-based physicians from both total and Medicare 
charges in determining the ratio.  Additionally, when the provider is using the combination method, 
the inclusion or exclusion of such charges must be uniform for all ancillary departments for both 
inpatient and outpatient services.  (See §2206.1 for information on accrual of charges.)  In all cases, a 
provider must exclude from allowable costs the payment made to hospital-based physicians as 
compensation for professional services rendered to patients that are reimbursable under the 
supplementary medical insurance program (Part B of title XVIII of the Act).  (See 42 CFR 405.483-
405.488 and §§2108-2108.10.) 
 
2204.2 Accommodations.-- 
 

A. For cost reporting periods beginning after December 31, 1971, and before October 1, 1982, 
inpatient routine service costs must be apportioned on an average cost per diem under both the 
departmental method and the combination method for all providers.  Thus, the program pays the 
same amount for routine services whether the patient has a private room not medically necessary, a 
private room medically necessary, a semi-private room (two, three, or four bed accommodations), or 
ward accommodations when consistent with program purposes.  (See §2204.3.) 
 

1. If the patient is admitted to a provider having both private and semi-private 
accommodations, the provider may nevertheless charge the patient a differential for a private room 
if: 
 

a. The private room is not medically necessary; and 
 

b. The patient (or relative or other person acting on his/her behalf) has requested 
the private room and the provider informs him/her at the time of the request of the amount of the 
charge. 
 
The private room charge differential may not exceed the difference between the customary charge for 
the accommodations furnished and the most prevalent semi-private accommodation rate at the time 
of the patient's admission.  (See §2202.17.) 
 

2. If the patient is admitted to a provider which has only private accommodations, 
medical necessity is deemed to exist for the accommodations furnished.  Beneficiaries may not be 
subject to an extra charge for a private room in an all-private room provider.  Beneficiaries do not 
have alternative accommodations in such a provider and, therefore, are not requesting service for 
which an extra charge may be made. 
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B. For cost reporting periods beginning on or after October 1, 1982, the apportionment 
methodology for inpatient general routine service costs (see §2207)  is revised to include in Medicare 
costs the difference in cost between semiprivate and private accommodations only when private 
rooms are furnished to Medicare beneficiaries for medically necessary reasons.   As provided in 
subsection A, you may still collect a private room charge differential from Medicare beneficiaries 
when private rooms are requested and are not medically necessary.  (See also §A210.1 of the 
Hospital Manual or §A230.2 of the SNF Manual for your responsibilities regarding private rooms.) 
 
Under the swing bed provision, Medicare payment for inpatient general routine hospital services is 
determined after excluding amounts and days attributable to the routine long term care services 
provided under the swing bed approval.  Since payment rates are specified for the long term days of 
care, the apportionment methodology described above does not apply to these days of care.  
However, you may charge a beneficiary a differential for such days which are furnished in a private 
room as requested by the beneficiary and which are not medically necessary. 
 
2204.3  Accommodation Differential.--When ward accommodations are furnished at the patient's 
request or for a reason determined to be consistent with the purpose of the health insurance program, 
payment is made for the reasonable cost of the accommodations furnished. 
 
Where a ward accommodation is furnished by a provider not at the patient's request nor for a reason 
that the intermediary can approve as consistent with the purposes of the health insurance program, 
payment is made for the reasonable cost of semiprivate accommodations less an accommodation 
differential (the difference between the hospital's customary charge for semiprivate accommodations 
at the most prevalent rate at the time of the patient's admission (see §2202.17) and its customary 
charge for the ward accommodation actually furnished).  (See §210.1F2 of the Hospital Manual or 
§230.2F2 of the SNF Manual.)  
 
In either situation, the customary charge for the ward accommodation actually furnished is the charge 
included on the billing form. 
 
It is consistent with the program's purpose to furnish bed and board in less expensive 
accommodations when semiprivate accommodations are not available. However, the patient must be 
moved to semiprivate accommodations when they become available.  Payment to hospitals which 
have only ward accommodations is made on the basis of the reasonable cost of the accommodations 
furnished. 
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2205. MEDICARE PATIENT DAYS 
 
Only full patient days may be used apportion inpatient routine care service costs (separately for 
general care and for intensive care) to the Medicare program.  A day begins at midnight and ends 24 
hours later.  The midnight-to-midnight method must be used even if you use a different definition of 
a patient day for your statistical or other purposes. 
 
An inpatient at midnight is included in the census of your inpatient routine (general or intensive) care 
area regardless of the patient's location at midnight (whether in a routine bed, in an ancillary area, 
etc.), including a patient who has not yet occupied a routine care bed since admission.  (See 
exception in §2205.2 regarding maternity patients.)  When a patient occupies a bed in more than one 
routine care area in one day, the inpatient day is counted only in the routine care area in which the 
patient was located at midnight.  In a case where the patient is located in an ancillary area at 
midnight, an inpatient day is counted in the routine care area in which the patient was located before 
going to the ancillary area.  If the patient was not located in a routine care area since admission, an 
inpatient day is counted in the routine care area to which the patient was assigned.  See §2805 
regarding apportionment statistics for providers subject to the prospective payment system. 
 
2205.1 Days of Admission and Discharge.--The day of admission is the day when a person is 
admitted to a provider for bed occupancy for purposes of receiving inpatient services and counts as a 
day of inpatient routine care.  Except when the day of admission and discharge (or death) are the 
same, the day of discharge is not counted as a day of inpatient routine care.  (However, charges for 
ancillary services on the day of discharge are included in charges for covered services.)  If admission 
and discharge occur on the same day, the day is considered a day of admission and counts as a day of 
inpatient routine care. If a patient admitted and discharged on the same day was located only in an 
ancillary area during the stay, an inpatient day is counted in the routine care area to which the patient 
was assigned (subject to §2205.2 regarding maternity patients).  When a patient is admitted and then 
transferred from one participating provider to another participating provider before midnight of the 
same day, a day (except for utilization purposes) is counted at both providers.  A day of Medicare 
utilization is charged only for the admission to the second provider. 
 
2205.2 Counting Patient Days for Maternity Patients.--A maternity patient in the labor/delivery room 
ancillary area at midnight is included in the census of the inpatient routine (general or intensive) care 
area only if the patient has occupied an inpatient routine bed at some time since admission.  No days 
of inpatient routine care are counted for a maternity inpatient who is discharged (or dies) without 
ever occupying an inpatient routine bed.  However, once a maternity patient has occupied an 
inpatient routine bed, at each subsequent census the patient is included in the census of the inpatient 
routine care area to which assigned even if the patient is located in an ancillary area (labor/delivery 
room or another ancillary area) at midnight.  In some cases, a maternity patient may occupy an 
inpatient bed only on the day of discharge, where the day of discharge differs from the day of 
admission.  For purposes of apportioning the cost of inpatient routine care, this single day of routine 
care is counted as the day of admission (to routine care) and discharge and, therefore, is counted as 
one day of inpatient routine care. 
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2205.3  Late Discharge.--When a patient continues to occupy his accommodations in a hospital or 
SNF beyond the check out time for personal reasons (e.g., the patient is not bedridden, and is 
awaiting transportation to his home), the hospital or SNF may charge the beneficiary for the 
continued stay.  A stay beyond the normal checkout time which is for the comfort or convenience of 
the patient is not covered under the program.  The institution's agreement to participate in the 
program does not preclude it from charging the patient as a non-covered service.  It is expected that 
providers will not impose late charges unless the beneficiary has been given reasonable advance 
notice (for example, 24 hours) of his impending discharge. 
 
Where the patient's medical condition is the cause of the stay past the checkout time (e.g., the patient 
needs further services, is bedridden and awaiting transportation to his home or to a skilled nursing 
facility, or dies in the institution), the stay beyond the discharge hour is covered under the program 
and the hospital may not charge the patient.  (See § 2206.2.) 
 
Fractional or full days due to late discharges must not be included in total patient days or total 
Medicare days.  Medicare will thus reimburse its share of allowable late discharge costs incurred for 
medical reasons as part of routine costs on the basis of its share of total patient days. 
 
The Medicare days of care are the cumulative total of "covered days" shown on Item 28 of Form 
HCFA-1453, Inpatient Hospital and Skilled Nursing Facility Admission and Billing. 
 
2205.4  Leave of Absence Days.--The day on which the patient began a leave of absence is treated 
as a day of discharge and is not counted as an inpatient day unless he returns to the hospital by 
midnight of the same day.  The day the patient returns to the hospital from a leave of absence is 
treated as a day of admission and is counted as an inpatient day if he is present at midnight of that 
day.  Providers are not required to go through the actual administrative process of discharging a 
patient when he begins a leave of absence nor are they required to complete new admission forms 
when he returns.  The number of leave days should be noted on the billing form. 
 
The provider may not charge the beneficiary for leave days.  In cases where the provider charges 
non-Medicare patients for leave days but is precluded from charging Medicare patients, then in 
apportioning cost to the Medicare program, the provider should eliminate the non-Medicare charges 
and days from total charges and days so that the result will be the same as if the non-Medicare 
patients were not charged for these days. 
 
As the program regards the cost of holding a room during a leave of absence as synonymous with 
standby costs, no exclusion is required for costs representing leave of absence days. 
 
2205.5  Patient Days for Purposes of Swing-Bed Reimbursement.--(See §2230.2.) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 317 22-17 



 DETERMINATION OF COST OF SERVICES 
2206 TO BENEFICIARIES 12-84 
 
 
2206. TOTAL CHARGES 
 
2206.1 Accrual.--A provider's total charges used in the ratio of beneficiary charges to total charges 
should include all charges for services rendered during the entire cost reporting period.  Where a 
provider does not record its total actual charges on this basis, an accrual must be established to 
provide for any unrecorded charges.  This would also include delayed billing charges, i.e., those 
charges recorded in a subsequent cost reporting period but applicable to services rendered in the 
current cost reporting period.  A provider should be consistent in the method which is used to 
establish accrued charges at the end of each cost reporting period.  See §2805 regarding 
apportionment statistics for providers subject to the prospective payment system (PPS). 
 
Where the costs of nonallowable services (e.g., costs of television and radio services for the 
entertainment of the patients where the equipment is located in patient accommodations) are 
excluded from allowable costs on the Medicare statement of reimbursable costs, the charges for such 
nonallowable services for all patients should also be excluded from total charges.  Where a provider 
chooses to include the charges for professional services rendered by hospital-based physicians in 
Medicare and total charges, these charges must also be accrued.  (See § 2204.l.) 
 
2206.2  Late Discharges.--Where a provider imposes a charge for a late discharge, it should 
include such charges in its total charges for all patients.  This is required in order to effect the proper 
apportionment of costs in the Medicare cost reimbursement formula based on the ratio of Medicare 
charges to total charges. (For cost reporting periods beginning before January 1, 1972.) (See 2205.3 
for an explanation of late discharges for Medicare beneficiaries.) 
 
2206.3  Accommodation Differential - Difference between Semiprivate and Ward.--See § 2204.3, 
Accommodation Differential. 
 
 Cost Apportionment 
 
2207. METHODS OF COST APPORTIONMENT FOR PART A INPATIENT SERVICES 
 
2207.1  Objective.--The law provides that the costs of services to individuals covered by the health 
insurance program will not be borne by individuals not so covered, and, conversely, that costs of 
services to individuals who are not under the program will not be borne by the program. 
 
The two methods of apportionment (departmental and combination) available for use in determining 
the cost of services rendered to beneficiaries of the program have as their goal the allocation of the 
total allowable costs between the beneficiaries and other patients in as equitable a manner as 
possible.  Under these methods, if it is found that beneficiaries receive more than the average amount 
of services, the providers would receive reimbursement greater than the average cost for all patients. 
Conversely, if the beneficiaries receive less than the average amount of services, the providers would 
be reimbursed accordingly for the services rendered. 
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2207.2  Apportionment Methods for Cost Reporting Periods Beginning after December 3l, l97l.--
For cost reporting periods beginning after December 3l, l97l, providers shall use the departmental or 
combination method of apportionment as indicated in §2200.2 and §2200.3.  The carve-out method 
shall be used by providers approved as swing-bed hospitals on or after July 20, 1982.  (See §2200.4). 
 

A. Departmental Method.--The following illustrates the apportionment of costs, using only 
inpatient data, based on the average cost per diem for general routine services and for each 
special care unit, and the apportioning of the cost of ancillary services on the ratio of 
beneficiary charges to total charges applied to cost by department. 

 
 Hospital Y    
 
   Ratio of  Cost of 
 Charges to  Beneficiary  Beneficiary 
 Program Total Charges to Total Services 
Department Beneficiaries Charges Total Charges Cost  
       
 Percent 
 
Operating 
  Rooms $20,000 $70,000 28 4/7 $ 77,000 $22,000 
Delivery and 
  Labor 
  Rooms 0 l2,000   0 30,000 0   
Pharmacy 20,000 60,000 33 l/3 45,000 l5,000 
X-ray 24,000 l00,000 24 75,000 l8,000 
Laboratory 40,000 l40,000 28 4/7 98,000 28,000 
Others   6,000   30,000 20        25,000    5,000 
   Sub-total $ll0,000 $4l2,000 --- $350,000 $88,000 
   
 
 Total  Average Program  Cost of 
 Inpatient Total Cost Inpatient Beneficiary 
 Days Cost Per Diem Days  Services 
 
General    
  Routine 30,000 $630,000 $21 8,000 $168,000 
Coronary 
  Care Unit      500     20,000   40     200    8,000 
Intensive 
  Care Unit   3,000   108,000   36  1,000  36,000 
  Sub-Total 33,500 $758,000   9,200 $212,000 
Total Cost of Beneficiary Services    $300,000 
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For services rendered on or before September 30, 1982, an inpatient routine nursing salary cost 
differential adjustment factor is necessary, to the extent pertinent, in determining the cost of general 
routine services rendered to program beneficiaries.  (See §1300.) 
 

B. Combination Method.--The following illustrates the apportionment of costs, using only 
inpatient data, based on the average cost per diem for general routine services, the average cost per 
diem for the aggregate of the special care units, and the apportioning of the cost of ancillary services 
on the basis of the ratio of total beneficiary covered ancillary charges to total patient ancillary 
charges (excluding delivery room and labor room charges) applied to the total cost of all such 
ancillary services (excluding delivery and labor room costs). 
 
 Hospital Z  
Statistical and financial data: 
 

Total inpatient days for all patients - General area ...........................................................30,000           
Total inpatient days for all patients - All special 
   care units ..........................................................................................................................2,500           
Inpatient days applicable to program beneficiaries - 
   General area .....................................................................................................................7,500           
Inpatient days applicable to program beneficiaries - 
   All special care units ...........................................................................................................750           
Total allowable costs - General inpatient routine area ..................................................$600,000           
Total allowable costs - All special care units ................................................................$  95,000           
Inpatient ancillary services - Total allowable costs 
   excluding delivery and labor room cost .....................................................................$320,000           
Inpatient ancillary services - Total charges excluding 
   delivery and labor room charges ................................................................................$400,000           
Inpatient ancillary services - Charges for services to 
   program beneficiaries .................................................................................................$  80,000           

 
 
Computation of cost applicable to program: 
 

Average cost per diem for general routine services: 
$600,000 ÷ 30,000 = $20 per diem 

 
Cost of general routine services (exclusive of any 

inpatient routine nursing salary cost differential 
adjustment factor) rendered to program beneficiaries: 
$20 per diem x 7,500 days ..................................................................................$150,000           

 
Average cost per diem for special care units: 

$95,000 ÷ 2,500 = $38 per diem 
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Cost of services rendered to program beneficiaries in 
special care units: $38 per diem x 750 days              $  28,500 

 
Ratio of beneficiary charges to total charges for all 

ancillary services excluding delivery and labor room 
charges:  $80,000 ÷ $400,000 = 20 percent 

 
Cost of ancillary services rendered to program 

beneficiaries:  20 percent x $320,000                    $  64,000 
 

Total cost (exclusive of any inpatient routine 
nursing salary cost differential adjustment 
factor) of services rendered to program 
beneficiaries                                            $242,500 

 
For services rendered on or before September 30, 1982, an inpatient routine nursing salary cost 
differential adjustment factor is necessary, to the extent pertinent, in determining the cost of general 
routine services rendered to program beneficiaries.  (See §1300.) 
 

C. Swing-Bed Reimbursement Method.--On or after July 20, 1982, small, rural hospitals that 
have received HCFA approval to use beds interchangeably as either hospital or SNF beds must use 
the swing-bed reimbursement method.  Small, rural hospital-SNF complexes that elect to be 
reimbursed under the optional reimbursement method must use that method for cost reporting 
periods beginning on or after July 20, 1982.  (See §2230.9.) 
 
2207.3 Cost Reporting Periods Beginning on or After October 1, 1982.--The apportionment 
methodology for inpatient general routine service costs in hospitals and skilled nursing facilities is 
revised to include in Medicare costs, the difference in cost between semi-private and private 
accommodations only when private rooms are furnished to beneficiaries for medically necessary 
reasons.  (See 42 CFR 405.452(b)(1)(iii).)  In addition, Medicare no longer shares in the additional 
cost of private rooms used by non-Medicare patients.  Providers may still collect a private room 
charge differential from Medicare beneficiaries when private rooms are requested and are not 
medically necessary.  (See §2204.2.) 
 
Determine hospital and SNF reimbursement for inpatient general routine service cost as follows. 
 
Step 1a.--Determine the average per diem private room charge differential between a private room 
patient day and semi-private room patient day by subtracting the average per diem charge for all 
semi-private room accommodations from the average per diem charge for all private 
accommodations. The average per diem charge for private room accommodations is determined by 
dividing the total charges for private room accommodations by the total number of days of care 
furnished in private room accommodations.  The average per diem charge for semi-private 
accommodations is determined by dividing the total charges for semi-private room accommodations 
by the total number of days of care furnished in semi-private accommodations. 
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Step 1b.--Determine the inpatient general routine cost/charge ratio by dividing the total inpatient 
general routine service costs by the total inpatient general routine service charges. 
 
Step 1c.--Determine the average per diem private room cost differential by multiplying the average 
per diem private room charge differential determined in step 1a by the inpatient general routine 
cost/charge ratio determined in step 1b. 
 
Step 2a.--Determine the total private room cost differential by multiplying the average per diem 
private room cost differential determined in step 1c by the total number of private room patient days. 
 
Step 2b.--Determine the total inpatient general routine service costs net of the total private room cost 
differential by subtracting the total private room cost differential determined in step 2a from total 
inpatient general routine service costs. 
 
Step 2c.--Determine the average cost per diem for inpatient general routine services by dividing the 
total inpatient general routine service costs net of the total private room cost differential determined 
in step 2b by all inpatient general routine days for all accommodations including private room 
accommodations. 
 
Step 3.--Determine the total inpatient general routine service cost applicable to Medicare, including 
the cost of medically necessary private rooms used by Medicare patients, as follows.  First, multiply 
the average cost per diem for inpatient general routine services determined in step 2c by all Medicare 
inpatient general routine days including Medicare private room days regardless of whether they were 
medically necessary.  Add to this amount the private room cost differential applicable to Medicare 
inpatient general routine days.  This is determined by multiplying the average per diem private room 
cost differential determined in step 1c by the number of medically necessary private room days of 
care furnished to Medicare patients. 
 
These steps are restated in the following formula: 
 
1. Average per diem private room cost differential 
 

a. Average Per Diem Average Per Diem  Average Per Diem 
Private Room Charge        = Private Room                   - Semi-Private 
Differential Charge  Room Charge 

 
b. Inpatient General               = Total Inpatient General Routine Service 

Routine Costs                                                       
 Cost/Charge Ratio Total Inpatient General Routine Service   
     Charges 
 

c. Average Per Diem Average Per Diem Inpatient General 
Private Room                    = Private Room Charge      X Routine Cost/ 
Cost Differential Differential Charge Ratio 
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2. Average cost per diem for inpatient general routine services 
 

a. Total Private Room            = Average Per Diem Total Private Room 
     Cost Differential Private Room                     X   Patient Days 

Cost Differential 
 

b.  Total Inpatient General Total Inpatient Total Private 
Routine Service Costs        = General Routine                  - Room Cost 
Net of the Private Room  Service Costs Differential 
Cost Differential 

 
c. Average Cost Per Diem Inpatient General Routine Service Costs 

for Inpatient General          = Net of Private Room Cost Differential 
Routine Services Total Patient Days for All Inpatient 

General Routine Accommodations 
 
3. Medicare inpatient general routine service costs 
 

(Average Cost Per Diem for        X All Medicare Inpatient General  
Inpatient General Routine     Routine Days Including Medicare Priv.   
Services        Rm. Day) 

                                              + 
 

(Average Per Diem Private         X  Medicare Medically Necessary 
Room Cost Differential          Private Room Days) 

 
In light of the small proportion of ward days compared to other inpatient general routine days, this 
methodology does not distinguish between ward and semi-private accommodations except where 
semi-private or private days are specifically identified. 
 
Under the swing-bed provision, Medicare reimbursement for inpatient general routine hospital 
services is determined after amounts and days attributable to the routine long-term care services 
provided under the swing bed approval are excluded.  (See §2230.)  The private room methodology 
discussed in this section is applicable after the long-term care costs and days have been excluded. 
Since reimbursement rates are specified by statute for the long-term days of care furnished by a 
swing-bed hospital, the apportionment methodology in this section does not apply to these days of 
care. 
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2208. METHODS OF COST APPORTIONMENT FOR ALL-INCLUSIVE RATE OR NO- 

CHARGE STRUCTURE PROVIDERS 
 
2208.1  All-Inclusive Rate or No-Charge Structure Hospitals.--The approved  methods for 
apportioning allowable cost between Medicare and non-Medicare patients under the program are not 
readily adaptable to those hospitals having an all-inclusive rate (one charge covering all services) or 
a no-charge structure.  Therefore, alternative methods of apportionment have been developed for all-
inclusive rate or no-charge structure hospitals. These methods are available only to those hospitals 
which do not have charge structures for individual services rendered.  The alternative methods 
described herein are presented in the order of their preference, A through E. 
 
For cost reporting periods ending before January 1, 1970, the statistical method (Method A) should 
be used where there are sufficient and usable data available.  Alternative Methods B through E are 
offered to accommodate the varying degrees of data available in these hospitals.  The use of Methods 
B through E must be approved by the intermediary after considering the data available and 
ascertaining which of the methods that can be applied achieves equity, not merely greater 
reimbursement, in the allocation of costs for services rendered to Medicare beneficiaries. 
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For cost reporting periods ending after December 31, 1969, the statistical method (Method A) shall 
be considered the permanent method of cost apportionment.  Where the permanent method is not 
used, the intermediary may grant specific permission for a hospital to continue to use--on a 
temporary basis--a less sophisticated method. 
 
Having used an alternative of higher preference, a hospital may not elect to use an alternative of 
lower preference in subsequent reporting periods.  For example, if a hospital used Method D, 
Comparative Hospital Data, for its first reporting period, it cannot, thereafter, elect to use alternative 
Method E. It can, however, use methods A, B, or C.  Where the statistical method is not used, the 
intermediary will add to the cost report a statement explaining why the method selected was used, 
and why methods of higher priority could not be used. 
 
In the application of these alternatives, cost report forms plus associated instructions and definitions 
currently in use should be used where applicable. 
 

A. Departmental Statistical Data-Method A.--In the absence of charge data which would 
permit the use of methods approved under §§ 2200.1-2200.3, this method is to be used where 
adequate departmental statistics are available.  The step-down procedures for cost finding required in 
§ 2306.1 must be used. 
 
Under the statistical method, the cost of routine services are apportioned on the basis of the relative 
number of patient days for beneficiaries and for other patients, i.e., an average per diem basis.  The 
costs of ancillary services if apportioned departmentally on the basis of the ratio of covered 
beneficiary inpatient statistics to total inpatient statistics applicable to such costs.  Statistics must be 
weighted to reflect relative values. Since weighting factors may vary among various types of 
institutions, the intermediary may approve the use of those factors which in its judgment produce the 
most equitable results in each situation.  In any event, the data collected must satisfy audit 
verification. The amounts computed as the program's share of the provider's routine and ancillary 
costs are then combined in determining the amount of program reimbursement. 
 
Application.--Hospitals that have maintained a count of services by type rendered to Medicare and 
non-Medicare patients may apply such statistics in the apportionment of ancillary costs.  Hospitals 
that did not record such statistics during their first Medicare cost reporting period may use statistical 
sampling techniques where approved by the intermediary.  However, hospitals that began to record 
such statistics during the second cost reporting period may use the statistical data gathered in the 
second period to apportion costs of the first period.  In such cases, 
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however, the intermediary must have established that procedures followed in gathering data are 
proper.  The statistics must represent an adequate segment of the period in which gathered, 
preferably 6 months or longer. 
 
Certain ancillary services may not be considered sufficiently significant to justify a separate 
calculation of costs for Medicare and non-Medicare patients.  For example, a provider may have very 
limited physical therapy services which may represent less than 1 percent of the total direct and 
indirect costs and therefore a separate cost apportionment is not necessary.  Other ancillary services 
such as regular drugs and medical supplies may be significant but present special difficulties in 
identifying and measuring usage.  For cost reporting period ending before January 1, 1970, the total 
expenditures for such services can be segregated and assumed to have been incurred by Medicare 
and non-Medicare patients in equal quantity per patient day.  The cost of these ancillary average cost 
per diem for all patient multiplied by the total number of Medicare patient days.  For period ending 
after December 31, 1969, where such services are significant, adequate procedures must be 
established for measuring the use of these services by Medicare beneficiaries. 
 
Using the statistical basis the cost settlement shall be determined as follows: 
 

1. Determine total allowable cost using Form SSA-1562, Schedule A through 
Worksheet B-1-2. 
 

2. Complete Schedule C and C-1 Form SSA-1562 to allocate total allowable costs 
between inpatient and outpatient services using the ratios of total inpatient charges and total 
outpatient charges to total combined charges, weighted statistics, occasions of service, or other basis 
with the intermediary's approval. 
 

3. Multiply the average per diem cost of routine services by the total Medicare days, or 
apply the ratio of Medicare inpatient charges to total inpatient charges to total inpatient routine 
services costs to determine Medicare's share of routine service costs. 
 

4. Determine the Medicare portion of ancillary costs by applying departmentally, the 
statistical ratio of Medicare utilization to total utilization.  Such statistical data may be shown on the 
"Calculation of Reimbursement Settlement, Inpatient Services," Form SSA-1563, page 2, for cost 
reporting periods ending before April 1, 1968, or Exhibit B, Form SSA-1992 for cost reporting 
periods ending after March 31, 1968. 
 

5. The statistics used in 4 above should be supported by a supplementary schedule 
showing how they were developed. 
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6. The amount determined in 3 above should be inserted on line 16, column 6, page 2 
of Form SSA-1563 or line 20, column 6 of Exhibit B, Form SSA-1992. 
 

7. All other pages of Form SSA-1563 or Form SSA-1992 when applicable will be 
completed in the usual manner.  If separate identifiable charges for outpatient services are not 
available, statistical data or an average cost per occasion of service may be used in the outpatient cost 
settlement (page 3, Form SSZ-1563 or Exhibit E, Form SSA-1992). 
 
In some cases, a hospital may have an "all-inclusive charge," but for certain specialized services, 
such as X-ray or laboratory, makes a separate identifiable charge for services rendered in these 
departments.  In such cases, if the same schedule of charges is used for both Medicare and non-
Medicare patients, the ratio of charges to charges may be applies to the cost of those departments 
only when statistics are not available.  The statistical method of apportionment should be applied to 
all other departments. 
 

B. Sliding Scale-Method B.--In the absence of charges or statistical data, a hospital may use 
the sliding scale method to determine ancillary costs, with routine service costs determined on an 
average per diem cost basis.  Total allowable costs should be allocated between routine and ancillary 
services through step-down cost finding, or by suing the estimated percentage basis where permitted. 
 
When using the sliding scale method to determine Medicare ancillary costs, the hospital would: 
 

1. determine the average length of stay of all patients; 
 

2. determine the average length of stay for patients 65 years or older; 
 

3. calculate the average per diem allowable ancillary costs for all patients; 
 

4. determine the weighted average percentage of average per diem ancillary costs for 
Medicare patient in the following manner: 
 

a. multiply the average length of stay for all patient by 100 percent to determine a 
weighted percentage; 
 

b. the difference in the number of days between the average length of stay for 
patients 65 years or older and the average length of stay for all patients must be multiplied by 75 
percent to determine a weighted percentage; 
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c. the total of a and b. above will produce a total weighted value for the average 
length of stay for patients 65 years or older. 
 
This weighted value must be divided by the average length of stay for patients 65 years or older to 
produce the percentage to be applied to the ancillary average per diem cost. 
 
This percentage can be less than, but cannot exceed, 100 percent of the average ancillary per diem 
cost.  where the average length of stay for Medicare inpatients is less than the average length of stay 
for all inpatients, the percentage derived under this formula would be 100 percent. 
 
The following example illustrates the computation of the weighted percentages: 
 
Assumed Facts: 
 

Average length of stay, all patients       8 days 
Average length of stay, inpatients 65   
  years of older       13 days 
Weighted percentages: 

 
8 days x 100% = 800% 
5 days x  75% = 375% 

    13        1,175% 
 
Total weighted value of 1,175 percent divided by 13 (average length of stay for patients 65 years or 
older) equals 90.38 percent of the ancillary average per diem cost. 
 

5. Apply the percentage determined in 4 above to the ancillary average per diem cost 
for patients and multiply the resulting amount by the total number of Medicare inpatient days to 
determine Medicare's share of ancillary service costs. 
 
The following example illustrates the computation of Medicare ancillary costs under this method: 
 
Assumed Facts: 
 

Total allowable ancillary costs   $200,000 
Total inpatient days        10,000 
Total Medicare inpatient days          2,500 
Average length of stay, all patients                8 days 
Average length of stay, patients 65   
  years or older                13 days 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
22-34 Rev. 155 



 DETERMINATION OF COST OF SERVICES 
6-76 TO BENEFICIARIES 2208.1(Cont.) 
 
 
Computed as follows: 
 

a. Average per diem ancillary costs, all patients: 
  $200,000     10,000 = $20 per day 

 
b. Weighted percentages: 

 
8 days x 100% =       800% 
 5 days x  75% =       375% 
13       1,175% 

 
Total weighted value of 1,175 percent divided by 13 (average length of stay for patients 65 years or 
older) equals 90.38 percent of the ancillary average per diem cost. 
 

c. $20 per diem x 90.38 percent x 2,500 Medicare inpatient days = 
  Medicare ancillary reimbursement of $45,190 

 
Application.-- 
 

1. Determine total allowable cost, using Form SSA-1562, Schedule A through 
Worksheet B-1-2. 
 

2. Complete Schedules C and C-1 (Form SSA-1562) to allocate total allowable costs 
between inpatient and outpatient services using the ratios of total inpatient charges and total 
outpatient charges to total combined charges, weighted statistics, occasions of service, or other basis 
with the intermediary's approval. 
 

3. Complete line 12, column 4 of page 2, Form SSA-1563, or line 15, column 4 of 
Exhibit B, Form SSA-1992.  Insert in column 6 the amount of Medicare ancillary costs. A separate 
schedule must be attached to support the calculation of this amount. 
 

4. Medicare's share of routine service costs will be determined when completing the 
remainder of page 2, Form SSA-1563 or Exhibit B, Form SSA-1992. 
 

5. All other pages of Form SSA-1563 or Form SSA-1992 when applicable will be 
completed in the usual manner.  If separate identifiable charges or statistical data for outpatient 
services are not available, an average cost per occasion of service may be used in the outpatient cost 
settlement (page 3, Form SSA-1563 or Exhibit E, Form SSA-1992). 
 

C. Descending Rates of Charges-Method C.--Some providers with all-inclusive rates have 
established a descending rate charge structure which is applies to the length of patient stay.  For 
example, the average daily 
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charge established by the hospital may be $30.  The hospital would then apply its charges to all 
patient in the following manner: 
 
Patient Stay     Descending Rate             Average Daily Charge   Charge Per Day 
 
1st-3rd day   120%   $30      $36.00 
4th-9th day   100%   $30      $30.00 
After 9th day    65%   $30      $19.50 
 
 
Where the provider has previously established such a rate-charge structure based on  cost, the 
percentage used for establishing the charge per day may be applied to the total allowable average per 
diem cost to arrive at the Medicare reimbursement. 
 
EXAMPLE: 
 
    A     B    C  D     E 
Medicare  Total Allowable   Medicare 
Patient Number  Average Per Descending Reimbursement 
Stay of Days Diem Cost  Rate B x C x D 
__________________________________________________________________________ 
 
1st-3rd 
day 1,000  $20  120% $  24,000 
4th-9th  
 day 3,000  $20  100%        60,000 
After 
 9th day 2,000  $20   65%     26,000 

$110,000 
 
This same approach may be sued with the approval of the intermediary where the provider is using a 
descending scale of charges which are based on cost. 
 
Application.-- 
 

1. The total allowable cost and segregation of cost between inpatient and outpatient services 
will be shown on Form SSA-1564A, pages 1b and 2b in accordance with related instructions. 
 

2. Insert total inpatient expenses applicable to Medicare inpatients on line 5, page 3b, Form 
SSA-1574A.  This amount must be supported by a separate schedule attached to the cost report, 
computed on the basis of the provider's descending scale of charges, applied to total allowable 
average per diem cost.  The remainder of page 3b.  Form SSA-1564A will be completed in the usual 
manner.  (For cost reporting period ending after March 31, 1968, page 3b, Form SSA-1564A is 
replaced by Exhibit D, Form SSA-1992). 
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3. Complete pages 1 (or Exhibit A, Form SSA-1992 for reporting periods ending after 
March 31, 1968) and 4 through of Form SSA-1563 and Form SSA-1563A in accordance with the 
instructions for preparation of this form. 
 

4. The Gross RCC Method, statistical data or average cost per occasion of service may 
be used for the outpatient cost settlement (page 4b, Form SSA-1564A).  (For cost reporting periods 
ending after March 31, 1968, page 4b, Form SSA-1564A is replaced by Exhibit E, Form SSA-1992.) 
 

D. Comparable Hospital Data-Method D.--If the intermediary determines that neither the 
statistical, sliding scale, or descending rate method can be used, charge data for ancillary services 
from comparable hospitals may be applied to the ancillary services costs of the all-inclusive or no-
charge hospital.  When selecting comparable hospital data, the intermediary should consider such 
factors as size, location, scope of services, type of control, average length of patient stay, and 
Medicare utilization.  The Medicare utilization factor should be consistent among the selected 
comparable hospitals. 
 
The comparable hospital charge data should include information obtained from 3 or more hospitals, 
all of which must have facilities and services that are very similar to the all-inclusive hospital.  This 
method is illustrated below. 
 

1. Ancillary charges are determined as follows: 
 

a. Total Medicare Ancillary Charges-All Comparable Hospitals = 
Total All Patients Ancillary Charges-All Comparable Hospitals = 

 
$ 3,000,000 = 25%  
$12,000,000 

 
b. All-inclusive hospital total ancillary costs = $200,000 x 25% 

$50,000 Ancillary Cost Applicable to Medicare 
 

2. The Medicare share of routine care costs will be determined as provided under the 
Combination Method of apportionment. 
 

3. Application.-- 
 

a. Determine total allowable cost, using Form SSA-1562, Schedule A through 
Worksheet B-1-2. 
 

b. Complete Schedules C and C-1 (Form SSA-1562) to allocate total allowable 
costs between inpatient and outpatient services using the ratios of total inpatient charges and total 
outpatient charges to total combined charges, weighted statistics, occasions of service, or other basis 
with the intermediary's approval. 
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c. Complete line 12, column 4 of page 2, Form SSA-1563 or line 15, column 4 of 
Exhibit B, Form SSA-1992.  Insert in column 6 the amount representing Medicare ancillary costs. A 
separate schedule must be attached to support the calculation of this amount as well as a schedule 
showing the names of the comparable hospitals and the charges used for determining Medicare's 
share of ancillary service costs. 
 

d. The costs of routine services are apportioned to the program on the relative number 
of patient days for beneficiaries and for other patients, i.e., an average per diem basis. 
 

e. All other pages of Form SSA-1563 or Form SSA-1992 when applicable will be 
completed in the usual manner.  If separate identifiable charges for outpatient services are not 
available, comparable hospital data, the hospital's own statistical data, or an average cost per 
occasion of service may be used for the outpatient cost settlement (page 3, Form SSA-1563 or 
Exhibit E, Form SSA-1992). 
 

E. Percentage of Per Diem-Method E.--This method of cost apportionment utilizes specified 
percentages which are applied to average per diem costs for all inpatients as a basis for total 
Medicare reimbursement.  This method may be used where the intermediary is satisfied that the 
hospital cannot use any of the other methods of apportionment. 
 
The specified percentages are 93 percent for short-term hospitals and 98 percent for long-term 
hospitals.  The distinction between short-term and long-term hospitals is based upon the American 
Hospitals Association's standard for classifying hospitals (short-term: over 50 percent of all patients 
admitted stay less than 30 days; long-term: Over 50 percent of all patients stay 30 days or more).  All 
hospitals and separately certified components have been classified accordingly as short-term or long-
term (as indicated by the third digit of their provider number). 
 
Application.--Under this method, the hospital must complete pages 1 (or Exhibit A, Form SSA-1992 
for reporting periods ending after March 31, 1968) and 4 though 9 of Form SSA-1563.  The hospital 
must also submit cost data on Form SSA-1564 as follows: 
 

1. Determine total allowable costs on pages 1a and 2a, separating inpatient and 
outpatient expense on a logical basis acceptable to the intermediary. 
 

2. Enter on line 13, column 4, page 3a, Form SSA-1564, 93 percent or 98 percent of 
the result obtained by multiplying total Medicare patient days by an average per diem rate based on 
total inpatient allowable costs  (SSA-1564, page 1a, line 50, column 4) divided by total inpatient 
days (SSA-1564, page 3a, line 6, column 4).  (For cost reporting periods ending after March 31, 
1968, page 3a, Form SSA-1564 is replaced by Exhibit C, Form SSA-1992.) 
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3. The remainder of Form SSA-1564 will be completed in the usual 
manner including the calculation of the reimbursement settlement for outpatient services. Where 
separate identifiable charges for outpatient services are not made, an average cost per occasion of 
service may be used.  (For cost reporting periods ending after March 31, 1968, page 4a, Form SSA-
1564 is replaced by Exhibit E, Form SSA-1992.) 
 
2208.2  All-Inclusive Rate or No-Charge Structure Skilled Nursing Facilities.-- 
The approved methods of apportioning allowable costs between Medicare and non-Medicare patients 
under the program are not readily adaptable to skilled nursing facilities having an all-inclusive rate 
(one charge covering all services) or a no-charge rate structure.  Therefore, apportionment methods 
A, D, and E, used by all-inclusive rate or no-charge structure hospitals (§ 2208.1) are to be used by 
skilled nursing facilities having an all-inclusive rate or no-charge structure, but with minor 
adaptations being necessary. In the application of these methods, appropriate existing SNF cost 
reporting forms and instructions are to be used.  These methods of apportionment may not be used by 
SNFs which have a charge structure for individual services rendered. 
 
Method I, described below, is the preferred method and should be used where there is sufficient and 
usable data available to produce an equitable apportionment of cost. Methods II and III, described 
below, are considered temporary methods, applicable to cost reporting periods ending before January 
1, 1970, and must be approved by the intermediary after considering available data. 
 

A. Departmental Statistical Data-Method I.--This method apportions costs 
of the various ancillary departments based on statistics which reflect the usage of such services 
during the reporting period; routine service costs will be apportioned on the basis of inpatient days.  
Stepdown cost finding techniques are required to be used under this method to determine the 
respective departmental costs.  The cost apportionment for the special service cost centers or 
ancillary services will be determined by the use of departmental statistical data accumulated through 
the use of logs or other records. Statistics must be weighted to reflect relative cost values.  Since 
weighting factors may vary among various institutions, the intermediary may approve the use of 
those factors which in its judgment produce the most equitable results in each situation.  Data 
collected must be reflected to satisfy audit verification.  SNFs that did not record such statistics 
during the first Medicare reporting period may use statistical sampling techniques where approved by 
the intermediary.  However, SNFs that began to record such statistics during the second cost 
reporting period may use the statistical data gathered in the second period to apportion costs of the 
first period.  In such cases, however, the intermediary must have determined that the procedures 
followed in gathering the data are proper.  Further, the statistics must represent an adequate segment 
of the period in which gathered, preferably 6 months or longer. 
 
Where the cost of a particular ancillary service is not considered sufficiently significant to treat as a 
separate cost center, it may be included as a part of routine services.  As such, it would be allocated 
on the basis of an average cost per inpatient day.  Where such services are significant, however, 
adequate procedures must be established for measuring the use of these by Medicare beneficiaries. 
 
An SNF may have an all-inclusive charge structure but for certain specialized services, such as 
physical therapy or laboratory, may make a separate identifiable charge for services rendered in these 
departments.  Under these circumstances, if the same schedule of charges is used for both Medicare 
and non-Medicare patients, the ratio of charges to charges may be applied to the cost of those special 
departments only when statistics are not available.  The statistical method of apportionment should 
be applied to all other departments. 
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B. Comparable SNF Data-Method II.--This method is the same as stated in §2208.1 under 
Method D.  However, when selecting a comparable SNF, the intermediary should consider the 
method of providing services (direct or under arrangements) in addition to those mentioned under 
Method D. 
 

C. Percentage of Average Cost Per Diem-Method III.--Where an intermediary is satisfied that 
an SNF is unable to use either of the methods of apportionment described above, the intermediary 
may authorize the SNF to apportion costs on the basis of 98 percent of the average cost per diem 
based on allowable costs. Under this method total allowable costs should be separated between 
inpatient and outpatient expenses on a logical basis acceptable to the intermediary.  Total allowable 
expenses applicable to program inpatients is determined by applying 98 percent to the result obtained 
by multiplying total Medicare patient days by an average per diem rate based on total inpatient 
allowable costs. 
 
The reimbursement settlement for outpatient services is calculated in the usual manner. Where 
separate identifiable charges for outpatient services are not made, an average cost per occasion of 
service may be used. 
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2208.3 Determining Cost of Inpatient Ancillary Services Covered Under Part B for Medicare 
Beneficiaries in Hospitals and Skilled Nursing Facilities with All-Inclusive Rate or No-Charge 
Structure.--The cost of inpatient ancillary services, which are rendered to hospital or skilled nursing 
facility inpatients and which are covered under Part B when the level of care becomes noncovered or 
when Part A benefits become exhausted or are otherwise not payable, must be determined in 
accordance with the provisions of this section.  These ancillary services include radiology, pathology, 
electrocardiology, electroencephalography, physical therapy (effective October 30, 1972), speech 
pathology (effective January 1, 1973), renal dialysis (effective July 1, 1973), and prosthetic devices, 
braces and splints covered under the heading of medical supplies. 
 
Section 2208.1, applicable to hospitals, and section 2208.2, applicable to skilled nursing facilities, 
prescribe the cost apportionment methods for computing the cost of services which are rendered to 
Medicare inpatients and which are reimbursable under Part A. Accordingly the methodologies to be 
used in determining reimbursable Part B inpatient ancillary service costs are dependent upon which 
of the cost apportionment methods available to all-inclusive rate or no-charge structure providers are 
employed.  These methods are described below. 
 
The procedures outlined in this section have not been specifically directed towards the all-inclusive 
rate and no-charge structure hospital skilled nursing facility complex. Components of these provider 
complexes should use the apportionment methods which have been approved by the intermediaries 
within the guidelines of §§ 2208.1-2208.2.  In addition, intermediaries shall adapt the procedures 
outlined in this section to these provider complexes to assure that reimbursement is equitable.  In so 
doing, such providers should use the form SSA-9554 exhibits which are comparable to the exhibits 
and schedule of forms SSA-1751 cited throughout this section. 
 

A. Departmental Statistical Data-Method A or Method I.--(For use by hospitals or skilled 
nursing facilities.)  Part A ancillary service costs under this apportionment method are determined by 
use of statistical data accumulated separately for each department. 
 
To determine the Medicare portion of Part B inpatient ancillary service costs, it will be necessary to 
accumulate Medicare departmental statistical data, using the same bases as those used for the same 
ancillary services in determining the Part A costs.  Such Medicare statistical data will be 
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applicable to those beneficiaries covered under Part B when Part A benefits are not payable.  The 
ratio of statistics for Medicare Part B inpatients to total statistics for all inpatients, by department, 
will be applied to the total allowable inpatient cost for that department to determine the cost which is 
reimbursable under Part B. 
 
Application.-- 
 

a. Determine the Medicare portion of allowable inpatient routine and ancillary service 
costs reimbursable under Part A, as well as outpatient service costs reimbursable under Part B, 
according to the format outlined for hospitals in § 2208.1 or for skilled nursing facilities in § 2208.2. 
 

b. Use the ratio of Medicare Part B inpatient statistics to total statistics for all 
inpatients, by department, to determine the Medicare portion for Part B inpatient ancillary costs.  
Substituting statistics for charges, this determination may be made on Exhibit F of form SSA-1992.  
Both hospitals and skilled nursing facilities may use Exhibit F. 
 

c. For hospitals, the total amount applicable to Medicare, which is computed on 
Exhibit F, column 5, line 7, should be inserted on Form SSA-1992, Exhibit E, column 2, line 6a.  For 
skilled nursing facilities, this amount should be added to the amount computed on Form SSA-1751, 
Schedule D-2, line 5.  The caption on this line should be modified to indicate that such costs are 
included therein.  Also, insert the amount computed on Exhibit F, column E, line 7, to the left of the 
"Part B column" on line 5. Accordingly, the amount appearing in the "Part B column" on line 5 will 
be the product of line 4 multiplied by line 3, plus the amount entered to left of the "Part B column." 
 

B. Sliding Scale--Method B.--(For use by hospitals only.)  Under this method, an adjusted 
average per diem Part A ancillary cost applicable to Medicare inpatients is determined by applying to 
the ancillary service average per diem cost a weighted percentage, which takes into account the 
longer lengths of stay of aged patients. 
 
The following percentages represent the average ratio of inpatient ancillary service costs, which 
would be reimbursable under Part B when Part A benefits are not available, to total inpatient 
ancillary service costs. 
 

All Hospitals Except Psychiatric  45% 
Psychiatric     48% 

 
The reimbursable Part B ancillary cost applicable to Medicare inpatients shall be the appropriate 
percentage times the adjusted average per diem Part A ancillary cost for Medicare inpatients. 
 
Assuming the provider is a short-term hospital, the following illustrates this method for computing 
the Part B inpatient ancillary service: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
22-40.2 Rev. 181 



8-77 COST APPORTIONMENT 2208.3(Cont.) 
 
 

Total allowable inpatient ancillary costs   $200,000 
Total patients days        10,000 
Total Medicare Part B inpatients days           500 
Average length of stay - all inpatients         8 days 
Average length of stay - Medicare inpatients     13 days 

 
(1)  Average per diem ancillary cost, all inpatients: 

$200,000)  10,000 + $20 per day 
 
(2)  Weighted percentage (not to exceed 100%) (see Method B outlined in § 2208.1): 
 

 8 days x 100% = 800% 
 5 days x   75% = 375% 
13         1,175% 

 
1,175% (total weighted value) ÷ 13 (average length of stay-- 
Medicare inpatients) = 90.38% 

 
(3)  Average per diem ancillary cost reimbursable under Part A 

for Medicare inpatients:  $20 per diem x 90.38% = $18.076 
 
(4)  $18.076 per diem x 45% (applicable rate) x 500 Part B 

inpatient days = $4,067 Medicare Part B inpatient 
ancillary cost. 

 
Application.-- 
 

a. Determine the Medicare portion of allowable inpatient routine and ancillary service 
costs reimbursable under Part A, as well as outpatient service costs reimbursable under Part B 
according to the format outlined in § 2208.1. 
 

b. Complete Form SSA-1992, Exhibit E, in the normal manner.  The amount to be 
entered in column 2, line 6.a is to be determined in accordance with the example shown above.  A 
separate schedule must be attached to support the calculation of this amount. 
 

C. Descending Rates of Charges-Method C.--(For use by hospitals only.)  Under this method, 
the total length of stay for each patient is divided into classes, each representing a progressive part of 
the patient stay.  The total Part A days of each class multiplied by the provider's allowable average 
per diem cost, inclusive of both routine and ancillary service costs.  The resulting amounts are then 
factored by the appropriate descending rates of charges for various length of stay classifications. 
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With respect to Part B inpatient ancillary services, the same computations will be made, except that 
Part B inpatient days will be used instead of Part A days.  In this computation, the Part B days 
classified in relation to the total patient stay.  For purposes of Part B days classification, the length of 
stay should not be recomputed to indicate a new length of stay after the patient's Part A days shave 
been exhausted, i.e., if a patient exhausted his Part A benefits on the 10th day of the stay, the 11th 
day, when Part B benefits only are available, would also be considered the 11th day of classification 
purposes.  In addition, after completing these computations, the appropriate percentage, furnished 
below, will be applied to the total amount computed.  The resulting amount will represent the Part B 
inpatient ancillary service cost applicable to Medicare. 
 
The following percentages represent the average of inpatient ancillary service costs, which would be 
reimbursable under Part B when Part A benefits are not available, to total costs of all inpatient 
services - ancillary and routine. 
 

All Hospitals Except Psychiatric  16% 
Psychiatric       6% 

 
Assuming the provider is a psychiatric hospital, the following illustrates this method: 
 
 A   B  C   D          E 
 
  Medicare  Number of Total Allowable   Total 
  Patient    Part B  Average                Descending Cost 
   Stay       Days     Per Diem Cost                        Rate     BxCxD 
 
1st - 3rd day          50  $20                 120%  $1,200 
4th - 9th day      100  $20                 100%      2,000 
After 9th day      150  $20                   65%           1,950 

     300      $5,150 
 
$5,150 x 6% (percentage of Part B inpatient ancillary service costs to total cost of all inpatient 
services for psychiatric hospitals) = $309 Part B inpatient ancillary cost applicable to Medicare. 
 
Application.-- 
 

a. Determine the Medicare portion of allowable inpatient routine and ancillary service 
costs reimbursable under Part A, as well as outpatient service costs reimbursable under Part B, 
according to the format outlined in §2208.1. 
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b. Complete Form SSA-1992, Exhibit E, in the normal manner.  The amount to be 
entered in column 2, line 6a, is to be determined in accordance with the example shown above. A 
separate schedule must be attached to support the calculation of this amount. 
 

D. Comparable Hospital or Skilled Nursing Facility Data-Method D or Method II.--(For use 
by hospitals or skilled nursing facilities.)  Reimbursable Part A ancillary cost applicable to Medicare 
inpatients is computed by applying the percentage of Medicare Part A ancillary service utilization 
(based on charges) for all comparable providers to total ancillary service costs. 
 
Similarly, reimbursement for Part B inpatient ancillary services will be determined based on charge 
data of comparable providers by applying to the provider's allowable inpatient ancillary service costs, 
the ratio of Medicare Part B inpatient ancillary charges for all comparable providers over total 
ancillary charges--all inpatients for all comparable providers. 
 
This method is illustrated as follows: 
 
(1) Medicard be modified to indicate that such costs are included therein.  Also, insert this amount 
to the left of the "Part B column" on line 5.  Accordingly, the amount appearing in the "Part B 
column" of line 5 will be the product of line 4 multiplied by line 3 plus the amount entered to the left 
of the "Part B column." 
 
This method is illustrated as follows: 
 
(1) Medicare Part B Inpatient Ancillary 

Charges - All Comparable Providers              =        $   240,000 = 2% 
Total Inpatient Ancillary 
Charges - All Comparable Providers              =         12,000,000 

 
(2) All-inclusive provider's total inpatient 

ancillary costs = $200,000 
 
(3) $200,000 x 2% = $4,000 (Part B inpatient ancillary service cost 

applicable to Medicare) 
 
Application.-- 
 

a. Determine the Medicare portion of allowable inpatient routine and ancillary service 
costs reimbursable under Part A, as well as outpatient service costs reimbursable under Part B, 
according to the format outlined for hospitals in §2208.1, or as adapted to skilled nursing facilities in 
§2208.2 
 

b. The amount representing Medicare Part B inpatient ancillary service costs should be 
inserted on Form SSA-1992, Exhibit E, column 2, line 6. a for hospitals.  For skilled nursing 
facilities, this amount should be added to the amount computed on Form SSA-1751, Schedule D-2, 
line 5.  The c option on this line should be modified to indicate that such costs are included therein.  
Also, insert this amount to the left of the "Part B column" on line 5.  Accordingly, the amount 
appearing in the "Part B column" of line 5 will be the product of line 4 multiplied by line 3 plus the 
amount entered to the left of the "Part B column." 
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c. A separate schedule must be attached to support the calculation of the amount 
representing Medicare Part B inpatient ancillary service costs, as well as a schedule showing the 
names of the comparable hospitals Medicare's share of these costs.  The comparable hospitals or 
skilled nursing facilities must be the same ones used in computing Medicare utilization for Part A 
inpatient ancillary service costs. 
 

E. Percentage of Per Diem--Method E or Method III.--(for use by hospitals or skilled nursing 
facilities.)  Under this method, reimbursable cost applicable to Medicare inpatients under Part A is 
determined by applying 93 percent (short-term hospitals) or 98 percent (long-term hospitals and all 
skilled nursing facilities) to the product of the average per diem cost, including routine and ancillary 
service costs, multiplied by Medicare Part A inpatient days. 
 
The following percentages represent the average ratio of inpatient ancillary service costs, which 
would be reimbursable under Part B when Part A benefits are not available, to total costs of all 
inpatient services - ancillary and routine. 
 

All Hospitals Except Psychiatric 16% 
Psychiatric   6% 
Skilled Nursing Facilities 2.5% (Effective cost reporting 

periods beginning after 
July 31, 1977) 

 
Reimbursable Part B ancillary cost applicable to Medicare inpatients may be determined by applying 
93 percent (short-term hospitals) or 98 percent (long-term hospitals and all skilled nursing facilities) 
to the product of the average per diem cost, including routine and ancillary service costs, multiplied 
by Medicare Part B inpatient days.  The applicable percentage of Part B inpatient ancillary service 
costs to total inpatient costs as set forth above, will be applied to the resulting amount.  This will 
represent the Part B inpatient ancillary service cost applicable to Medicare. 
 
Application.-- 
 

a. Determine the Medicare portion of allowable inpatient routine and ancillary service 
costs reimbursable under Part A, as well as outpatient service costs reimbursable under Part B, 
according to the format outlined for hospitals in § 2208.1, or as adapted to skilled nursing facilities 
in § 2208.2. 
 

b. Hospitals should complete Form SSA-1992, Exhibit E, in the normal manner.  The 
amount to be entered in column 2, line 6a is to be determined in accordance with these instructions.  
A separate schedule must be attached to support the calculation of this amount. 
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c. For skilled nursing facilities, the Part B inpatient ancillary service cost should 
be added to the amount computed on Form SSA-1752, Schedule D, line 5.  The caption on this line 
should be modified to indicate that such costs are included therein.  Also, insert this amount to the 
left of the "Part B column" on line 5.  Accordingly, the amount appearing in the "Part B column" of 
line 5 will be the product of line 4 multiplied by line 3, plus the amount entered to the left of the 
"Part B column."  A separate must be attached to support the calculation of this amount. 
 
The percentages employed in the above computations are the same percentages employed in the 
computation of the inclusive charges for the Part B inpatient ancillary services. The percentages cited 
under the various apportionment methods are to be used until new percentages are provided.  The 
Health Care Financing Administration will also review the feasibility of using percentages which are 
related to hospitals classified by average length of stay.  Such hospital classifications would be 
similar to previous program instructions which pertained to the application of the reimbursement 
provision of renal dialysis and the reasonable cost limits in the all-inclusive rate and no-charge 
structure provider setting. 
 
The Medicare Part B inpatient days referred to in this section are those days applicable to inpatients 
who have Part B coverage and who have exhausted or are otherwise not eligible for benefits under 
Part A. 
 
Any payments made by Medicare beneficiaries to providers for such Part B inpatient ancillary 
services which are billable to and reimbursable by the Health Insurance Program under these 
guidelines must be refunded to the beneficiaries. 
 
 
2209. APPORTIONMENT OF ALLOWABLE RETURN ON EQUITY CAPITAL OF 

PROPRIETARY PROVIDERS 
 
The Medicare program provides as an element of the reasonable cost of covered services furnished to 
beneficiaries by proprietary providers, an allowance of a reasonable return on equity capital invested 
and used in the provision of patient care.  (See Chapter 12 of definition and application of this return 
on equity capital.) 
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Forms.--The following schedules or exhibits shall be used by proprietary providers for the 
apportionment of the allowable return on equity capital to the health care program. 
 
Type of Providers          Schedule or Exhibit  SSA Form 
 
Hospitals     Page 13     1563 
 
Hospital, Hospital-based 
Skilled Nursing Facility 
and Hospital-based Home  
Health Agency    Exhibit XIII     9554 
 
Instructions for the completion of these schedules and exhibits are included with the forms. 
 
 Cost Apportionment - Part B Services 
 
2210. METHOD OF OUTPATIENT COST APPORTIONMENT 
(See § 2212, Method of Cost Apportionment for Part B Inpatient Services.)  Under this method, the 
cost of outpatient services used is determined by apportioning the total cost of outpatient services on 
the basis of the ratio of beneficiary charges for outpatient services to total patient charges for such 
services. 
 

A. Hospital Outpatient Cost Apportionment for Cost Reporting Periods Ending Before April 
1, 1968.--Under the Medicare program prior to April 1, 1968, hospitals provided two distinct types 
of services to outpatients, namely: 
 

1. services that are diagnostic in nature, and 
 

2. other services which aid the physician in the treatment of his patient. 
 
The outpatient hospital diagnostic services are covered under Part A.  All other hospital services 
provided on an outpatient basis which are incident to physicians' services rendered to outpatients are 
covered under Part B. 
 

3. Example.--The following illustrates how apportionment based on the ratio of 
beneficiary charges to total charges applied to cost would be determined for cost reporting periods 
ending before April 1, 1968, using only outpatient data. 
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 Hospital A 
 
Ratio of charges to charges (gross) applied   Outpatient Services 
to cost        Hospital    Medical 

  Plan           Plan 
 Part A       Part B 

 
 
a. Total amount of outpatient charges 

(gross) for all outpatients    $100,000   $100,000 
 
b. Total amount of outpatient charges 

(gross) for health insurance program 
outpatients      $  14,000   $  10,000 

 
c. Percent of health insurance program 

outpatient charges to total gross 
charges (Line b ÷ Line a)                 14%          10% 

 
d. Total amount of hospital expenses for 

outpatient services     $  80,000    $ 80,000 
 
e. Outpatient expenses applicable to 

health insurance program (Line 
c x Line d)      $  11,200    $   8,000 

 
4.  Forms.--The following schedules or exhibits shall be used by hospitals with cost 

reporting periods ending before April 1, 1968. 
 
Type of   Schedule or 
Provider  Exhibit      SSA Form  Comments 
 
Hospitals  Page 3   1563  For hospitals using 

Departmental RCC or 
Combination Method with 
Cost finding 

 
Page 4a  1564  For hospitals using 

          Combination Method-
Estimated Percentage Basis 

 
Page 4b  1564A  For hospitals using Gross 

RCC basis 
 
Instructions for the completion of these exhibits are included with the forms. 
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B. Hospital Outpatient Cost Apportionment for cost Reporting Periods Ending after March 
31, 1968.--Effective April 1, 1968, hospital outpatient diagnostic services are covered under Part B 
rather than Part A. Thus, all covered outpatient services furnished to Medicare beneficiaries on or 
after April 1, 1968, are reimbursable under Part B. 
 

1. Example.--The following illustrates how apportionment based on the ratio of 
beneficiary charges to total charges applied to cost would be determined for cost reporting periods 
ending after March 31, 1968, using only outpatient data. 
 
 Hospital A 
 
Ratio of charges to charges (gross) applied   Outpatient Services 
to cost            Medical Plan 

      Part B     
 
a. Total amount of outpatient charges (gross) 

for all patients     $200,000 
 
b. Total amount of outpatient charges (gross) 

for health insurance program outpatients      $  24,000 
 
c. Percent of health insurance program outpatient 

charges to total gross charges (Line b ÷ Line a)          12% 
 
d. Total amount of hospital expenses for 

outpatient services     $160,000 
 
e. Outpatient expenses applicable to health 

insurance program (Line c x Line b)       $  19,200 
 

2. Forms.--The following exhibits shall be used by providers with cost reporting periods 
ending after March 31, 1968. 
 
 
Type of   Schedule or 
Provider   Exhibit      SSA Form  Comments 
 
Hospitals   Exhibit E    1992  To be used by 

hospitals in lieu of 
forms shown in  
§ 22104A above 
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Hospitals 
Hospital-based 
Skilled Nursing 
Facility and/or 
hospital-based 
Home Health 
Agency    Exhibit III  9554 
 
Instructions for the completion of these exhibits are included with the forms. 
 

C. Skilled Nursing Facility Outpatient Cost Apportionment.--Skilled nursing services 
provided on an outpatient basis are covered under Part B. 
 

1. Illustration.--See § 2210B1 above. 
 

2. Forms.--The following schedules or exhibits shall be used by skilled nursing 
facilities: 
 
 
Type of Provider   Schedule or Exhibit SSA Form 
 
Skilled Nursing 
  Facilities        Schedule D2      1751 

    Schedule D    1752 
    Schedule D    1753 

 
Hospital-based 
  Skilled Nursing 
  Facility             Exhibit III-A      9554 
 
Instructions for the completion of these schedules and exhibits are included with the forms. 
 
2211. OUTPATIENT PHYSICAL THERAPY PROVIDER REIMBURSEMENT 
 
Form SSA-2088, Outpatient Physical Therapy Provider Statement of Reimbursable Cost, provides 
for the determination of allowable outpatient physical therapy costs for services provided on or after 
July 1, 1968, which are reimbursable under title XVIII, Part B.  These schedules are to be used only 
by rehabilitation agencies, clinics, and public health agencies which have been certified as outpatient 
physical therapy providers.  (See the Outpatient Physical Therapy Provider Manual - HIM-9.) 
 
The cost of services rendered to beneficiaries may be determined under one of three Departmental 
Methods - using cost finding with cost apportionment based on (1) gross charges; (2) weighted units 
of services; or (3) number of visits.  These methods are described below. 
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A. The gross charges method is the ratio of health insurance program physical therapy charges 
total physical charges - all patients - applied to total allowable physical therapy costs. 
 

B. The weighted units of services method is the ratio of health insurance program weighted 
units of physical therapy service to total weighted physical therapy units of service - all patients - 
applied to total allowable physical therapy costs.  Any method used by the provider to determine the 
weighted units of physical therapy services rendered Medicare beneficiaries and others must have 
prior approval of the intermediary/carrier. 
 

C. The number of visits method is the ratio of health insurance program physical therapy 
patient visits to total physical therapy visits - all patients - applied to total allowable physical therapy 
costs.  (This method may be used only if the intermediary/carrier determines that the data needed for 
Methods A or B above are not available.) 
 
For cost reporting periods ending after June 30, 1970, one of the above methods of costs 
apportionment must be used.  For periods ending prior to July 1, 1970, if the intermediary/carrier 
determines that the data needed for Methods A, B, or C above are not available, it may authorize the 
provider to use an alternative, temporary cost apportionment method (composite cost per visit) which 
is described in the instructions to cost report Form SSA-2088. 
 
For computing reimbursement settlement, the data applicable to health insurance patients must be the 
same as the data for all other patients for the same services, i.e., the same schedule of charges, 
weighted units or visits must be applied to all patients and to health insurance program patients. 
 
 
2212. METHOD OF COST APPORTIONMENT FOR PART B INPATIENT SERVICES 
(See § 2210, Method of Outpatient Cost Apportionment.)  Effective April 1, 1968, beneficiaries 
enrolled under Part B of title XVIII who are inpatients of participating hospitals and skilled nursing 
facilities may receive certain medical and other health services under supplementary medical 
insurance if the services are not reimbursable on the patient's behalf under the hospital insurance plan 
(Part A).  For example, a participating hospital may be reimbursed, subject to the Part B deductible 
and coinsurance amounts, for diagnostic laboratory and radiology services, etc., and prosthetic 
devices braces and splints covered under the heading of Medical Supplies for an inpatient who is not 
eligible for hospital insurance (Part A) benefits in a spell of illness. 
 
 

A. Departmental Method.--For those providers using the Departmental RCCAC Method, the 
following illustrates how apportionment based on the 
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ratio of covered beneficiary charges to total charges applied to cost on a departmental basis would be 
determined for cost reporting periods ending after March 31, 1968, using only inpatient data. 
 
 

  (1)    (2)   (3)   (4)   (5) 
Ratio of 

Part B Part B 
Total Inpatient Charges  Cost of Part 
Inpatient Charges to to Total  B Inpatient 
Charges Program Charges Total Services 
to all Bene- Col. 2 + Inpatient Col. 4 x 

Department       Patients   ficiaries     Col. 1      Expenses     Col. 3           
 
X-ray $ 73,438 $1,498 2.04% $ 71,422 $1,457 
Laboratory  183,587   2,935 1.60%  150,096   2,402 
Medical 
  Supplies    38,696      653 1.69%    58,627      991 
    Total     $4,850 
 
 
Forms.--The following schedules or exhibits shall be used by providers electing this method. 
 
 
Type of Provider  Schedule or Exhibit  SSA Form 
 
Hospitals  Exhibit F     1992 
Skilled Nursing 
  Facilities  Exhibit V-A     9554 
Hospital and 
  Hospital-based 
  Skilled Nursing 
  Facilities  Exhibits V and V-A    9554 
 
 
Instructions for the completion of these exhibits are included with the forms. 
 
     B.  Combination Method.--For those providers using the Combination Method, the following 
illustrates how apportionment based on the ratio of total covered inpatient charges for Part B 
ancillary services to beneficiaries to the total inpatient ancillary charges to all inpatients would be 
determined for cost reporting periods ending after March 31, 1968, using only inpatient data. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
22-46 Rev. 155 



 DETERMINATION OF COST OF SERVICES 
 6-76 TO BENEFICIARIES 22l2(Cont.) 
 
 

1.  Using Cost Finding.-- 
 
     (1)       (2)           (3)        (4)          (5) 
 

Ratio of 
Part B Part B 

Total Inpatient Charges  Cost of Part 
Inpatient Charges to to Total  B Inpatient 
Charges Program Charges Total Services 
to all Bene- Col. 2 + Inpatient Col. 4 x 

Department Patients  ficiaries Col. 1  Expenses Col. 3     
 
X-ray $  62,238  $1,498  ----- $  61,400 $------ 
Laboratory     83,587    2,935  -----     50,096   ------ 
Medical 
  Supplies     38,696       653  -----     58,627   ------ 
Other   111,200          0 -------   110,022   ------   
   Totals $295,721  $5,086 1.72% $280,145  $4,818 
 
 
Forms.--See § 2212A. 
 

2. Using Estimated Percentages.--Where the intermediary determines that a provider is 
unable to make the unnecessary computations by cost finding methods as indicated in Chapter 23, 
the intermediary will estimate the appropriate percentage of the provider's allowable costs that 
represents routine service costs and the appropriate percentage that represents ancillary service costs. 
These percentages are to be based upon study, analysis, and judgment by the intermediary and 
designed to approximate the result that a cost-finding method would have produced for the particular 
provider.  This temporary method, estimated percentages, may be used at the option of the provider 
for cost reporting periods ending before January 1, 1968, and with the approval of the intermediary 
for cost reporting periods ending after December 31, 1967, but before January 1, 1969.  For 
subsequent periods, ending after December 31, 1968, the use of cost-finding methods as described in 
Chapter 23 are required for the apportionment of allowable costs. 
 
 
Financial Data: 
 
a. Estimated amount of inpatient expenses allocable 

to ancillary services       $1,507,827 
 
b. Total gross ancillary charges - 

(1) All inpatients       $1,592,701 
(2) Program inpatients-title XVII, 

Part B           10,618 
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c. Percent of gross ancillary charges, program inpatients 

title XVIII, Part B - Line b(2) + Line b(1) .67% 
 
d. Amount of ancillary service expense applicable to 

program inpatients-title XVIII, Part B 
Line c x Line a $10,102 

 
Forms.--The following schedules or exhibits shall be used by providers which the intermediary 
determines are unable to perform cost finding. 
 
Type of Provider   Schedule or Exhibit SSA Form 
 
Hospitals     Exhibit G (Part 1)    1992 
 
Skilled Nursing Facilities  Page 6     9555 
 
Hospitals and hospital- 

based Skilled Nursing   
Facilities    Pages  4 & 6  9555 

 
Instructions for the completion of these exhibits are included with the forms. 
 

C. Temporary Method of Apportionment (Gross RCCAC) for Cost Reporting Periods Ending 
Before January 1, 1969.--The intermediary may find that a provider is unable to apply either the 
Departmental Method or the Combination Method employing cost finding or estimated percentages. 
In such cases, the intermediary can authorize the provider to use, on a temporary basis, an 
apportionment based on the ratio of beneficiary inpatient charges to total inpatient charges applied to 
the total cost of all services.  This would permit the provider time to establish the records necessary 
for applying either of the basic alternative methods of apportionment in the next cost reporting 
period.  This method may not, however, be used by hospitals which have all-inclusive rates, or no-
charge structure.  (See §§ 2208ff.) 
 
In some cases, the intermediary may determine that a provider is unable to employ this temporary 
method of apportionment based on the ratio of beneficiary inpatient charges total inpatient charges 
applied to total inpatient cost.  In such cases, any other method determined by the intermediary to be 
reasonable may be used on a temporary basis.  Any temporary method of apportionment may not be 
used to cover cost reporting periods ending on or after January 1, 1969. 
 
Computation of inpatient ancillary services covered by supplementary medical insurance will be 
made as follows: 
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Financial Data: 
 
Inpatient Services 

1. Total allowable inpatient cost    $3,769,568.00 
2. Total inpatient charges   $4,101,584 
3. Part B charges to program 

inpatients               10,618 
4. Percent program inpatient charges 

to total inpatient charges 
Line 3 + Line 2           .26% 

5. Amount of cost applicable to 
Medicare program 
Line 1 x Line 4    $      9,801.00 
 

Forms.--The following schedules or exhibits shall be used by providers authorized to use this 
method. 
 
Type of Provider   Schedule or Exhibit SSA Form 
 
Hospitals     Exhibit G (Part III)   1992 
 
Skilled Nursing  

Facilities    Page 6       9556 
 
Hospitals and hospital- 
based Skilled Nursing   

Facilities     Pages 4 & 6    9556 
 
Instructions for the completion of these exhibits are included with the forms. 
 
2213.  APPORTIONMENT OF REMUNERATION FOR PROFESSIONAL SERVICES 

RENDERED BY HOSPITAL-BASED PHYSICIANS 
 
After March 31, 1968, hospitals with the approval of the intermediary may combine the billing for 
certain hospital and physician (professional) services to patients.  Hospitals may utilize this 
combined billing method for the inpatient services rendered by hospital-based radiologists and 
pathologists, and for the outpatient services rendered by all hospital-based physicians except for 
those providing psychiatric services.  In the case of radiology and/or pathology, all of the physicians 
in these departments must agree to combine billing for both inpatient services before this method 
may be used.  In the case of all other physicians providing outpatients services, all physicians in a 
particular medical specialty department must agree tot he use of combined billing for outpatient 
services in that department.  Physicians in other medial specialty departments in the hospital do not 
have to approve it. 
 
When the combined billing method is used, the total remuneration applicable to the physician 
(professional) services rendered to patients must 
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be apportionment to the program on the basis of the ratio of charges applicable to individuals 
covered under the program to total charges of all patients applied to total remuneration for 
professional services. 
 
Total remuneration includes direct compensation paid to the hospital-based physician plus the cost of 
all applicable fringe benefits, perquisites and maintenance (see § 2108), and must agree with the 
reduction for professional services made to total expenses.  (See § 2328E.) 
 
The following example illustrates how apportionment based on the ratio of beneficiary charges to 
total charges applied to professional remuneration on a departmental basis would be determined for 
cost reporting periods starting after march 31, 1968. 
 

  (1)   (2)  (3) 
 Ratio  Cost 
  to Col. 2 x 
 Total Line 1 

Charges Charges Col. 3 
 
1. Remuneration to hospital-based 

pathologist     ----     ---- $35,344 
 
2. Charges to beneficiaries-in-  

patient $  81,167   26.18% $ 9,253 
3. Charges to all other inpatients   213,366   68.82%  24,320 
4. Charges to beneficiaries-out- 

patient          930       .30%       110 
5. Charges to all other outpatient     14,572     4.70%    1,661 

Totals for beneficiaries and 
all other patients $310,035 100.00% $35,344 

 
Forms.--The following schedules or exhibits shall be used by providers utilizing the combined 
billing method to apportion remuneration for professional services. 
 
 
Type of Provider Schedule or Exhibit SSA Form       
                 
 
Hospitals Exhibit H & H-1   1992 
 
Hospital, Hospital-based 
Skilled Nursing Facility Exhibit VI & VI-A   9554 
 
Instructions for the completion of these exhibits are include with the forms. 
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2214. OPTIONAL CALCULATION OF PERCENTAGE OF BAD DEBTS FOR 

OUTPATIENT SERVICES APPLICABLE TO PROFESSIONAL COMPONENT OF 
HOSPITAL-BASED PHYSICIANS - COMBINED BILLING 

 
Bad debts for deductible and coinsurance amounts attributable to the professional component 
services of hospital-based physicians are not an allowable cost under the health insurance program.  
Therefore, where providers do not maintain separate bad debt records for physicians' professional 
services and for provider service, providers may compute the percentage relationship of Medicare 
outpatient professional component charges to total Medicare outpatient combined charges for 
professional component and for provider services as follows: 
 
1. Bad debts for deductibles and coinsurance-physician      $   224 

and provider 
2. Total combined outpatient charges applicable to  

Medicare. (Includes provider services and pro- 
fessional component services of hospital-based 
physicians.              17,549 

3. Outpatient professional component charges of 
hospital-based physicians applicable to  
Medicare                 304 

4. Percentage of Medicare outpatient professional 
component charges to total Medicare outpatient 
combined charges (Line 3 ÷ Line 2)         1.73% 

5. Bad debts applicable to professional component 
and unallowable under Medicare program 
(Line 4 x Line 1)            $   4 

 
Forms.--The following exhibits shall be used by providers to calculate bad 0debts under this method. 
 
Type of Provider       Exhibit          -    SSA 
Form 
Hospitals         Exhibit E-1        1992 
 
Hospital, Hospital-based 
Skilled Nursing Facility      Exhibit IV        9554 
 
Instructions for the completion of these exhibits are included with the forms. 
 
2215. COST APPORTIONMENT OF AMBULANCE SERVICES RENDERED BY 

PROVIDERS 
 
Ambulance services rendered to Medicare beneficiaries enrolled under Part B-supplemental medical 
insurance plan - are reimbursable on a reasonable cost basis. 
 
Providers should set up a cost center for ambulance service and all appropriate overhead costs 
applicable to this center, should be 
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allocated through the cost-finding process.  The total cost for ambulance service should be 
apportioned to the program based on the ratio of beneficiary charges to total charges as follows: 
 
1. Total gross charges for ambulance service-all 

patients              $1,339 
2. Gross charges applicable to Medicare patients          $176 
3. Ratio of program charges to total charges 

(Line 2 ÷ Line 1)           13.14% 
4. Total ambulance service costs applicable to all 

patients              $1,370 
5. Costs applicable to Medicare program 

(Line 3 x Line 4)               $180 
 
Forms.--The following exhibits shall be used by providers to allocate ambulance service costs to the 
program. 
 
Type of Provider      Exhibit     SSA Form 
 
Hospitals        Exhibit I     1992 
 
Hospital, Hospital-based 
Skilled Nursing Facility      Exhibit VIII     9554 
and/or Hospital-based 
Home Health Agency          
 
Instructions for the completion of these exhibits are included with the forms. 
 
2216. CALCULATION OF REIMBURSEMENT FOR THE SERVICES OF INTERNS AND 

RESIDENTS NOT UNDER APPROVED TEACHING PROGRAM 
 
Services performed for inpatients and outpatients by interns and residents who are not under 
approved teaching programs are reimbursable to the provider on a reasonable cost basis under the 
supplementary medical insurance plan - Part B.  The Part B deductible will not be applicable when 
using billing Form SSA-1453 (Inpatient Hospital and Skilled Nursing Facility Admission and 
Billing) but will be applicable when using billing Form SSA-1482 (Provider Billing for Medical and 
Other Health Services). Interim reimbursement for the costs of these services rendered to both 
inpatients and outpatients is made by the Part A intermediary. 
 
Providers should set up a cost center with the direct costs for these intern and resident services and 
allocate through the cost-finding processes all appropriate overhead costs applicable to such services. 
Then, the total cost for these interns and residents not under an approved teaching program should be 
allocated between inpatient services and outpatient services on the basis of time spent by interns and 
residents in each of these areas. 
 
 
 
 
 
 
 
 
 
 
 
 
 
22-52 Rev. 155 



 DETERMINATION OF COST OF SERVICES 
6-76 TO BENEFICIARIES 2217 
 
The cost of inpatient services rendered by these interns and residents for program beneficiaries is 
determined on the basis of an average cost per diem.  The cost of outpatient services for beneficiaries 
is apportioned to the program based on the ratio of the sum of program Part A and Part B outpatient 
charges to total outpatient charges for all patients applied to the cost of the intern and resident 
services.  The costs of all outpatient services furnished beneficiaries after March 31, 1968, are 
reimbursed under Part B.  (See also §2120, Reimbursement for Costs of Interns and Residents.) 
 
Forms.--The following schedules or exhibits shall be used by providers with interns and residents not 
under an approved teaching program. 
 
Type of Provider      Exhibit     SSA Form 
 
Hospitals        Exhibit J      1992 
 
Hospital, Hospital-based 
Skilled Nursing Facility      Exhibit IX AND IX-A    9554 
and/or Hospital-based 
Home Health Agency       
 
Instructions for the completion of these exhibits are included with the forms. 
 
 Special Care Units Providing General Care 
 
2217. REIMBURSEMENT FOR HOSPITAL SPECIAL CARE UNITS (INTENSIVE CARE 

UNIT [ICU], CORONARY CARE UNIT [CCU], ETC.) THAT PROVIDE GENERAL 
ROUTINE CARE 

One of the requirements for recognition of a hospital special routine care unit is that it must be 
physically identifiable as separate from general routine care areas and render only special routine 
care.  Medicare will reimburse for special care services at the special routine care rate when 
appropriate. 
 
Where a hospital places general care patients temporarily in special care units because all beds 
available for general care patients are occupied, the Medicare program will still consider such special 
care units ass meeting the program requirement of being physically separate. 
 
For purposes of Medicare reimbursement, the days for the general care patients placed in the special 
care units will be counted as special care days and not as general care days in determining the 
average per diem for the special care unit(s).  Medicare will reimburse for special care services at 
that rate.  However, where Medicare patients requiring 
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only general care are placed in the special care units, the program will reimburse only at the level of 
cost associated with general inpatient routine care.  The excess resulting from the difference between 
the higher level of cost for special care and the level of cost for general inpatient routine care would 
represent nonreimbursable standby costs.  Program charges for these patients should reflect the 
general level of routine care. 
 
The hospital must be able to furnish sufficient documentation to satisfy the intermediary that only 
overflow general care patients are being placed in the special care units. 
 
 Physicians' Services in Teaching Hospitals 
 
2218. AGGREGATE PER DIEM METHODS OF APPORTIONMENT FOR PHYSICIANS' 

DIRECT MEDICAL AND SURGICAL SERVICES RENDERED IN A TEACHING 
HOSPITAAL IN THE CARE OF INDIVIDUAL PATIENTS (INCLUDING 
SUPERVISION OF INTERNS AND RESIDENTS RENDERING SUCH SERVICES) 

 
A. Aggregate Per Diem Method of Apportionment for the Costs of Physicians' Direct Medical 

and Surgical Services in the Care of Individual Patients (Including Supervision of Interns and 
Residents Rendering Such Services).--The cost of physicians' direct medical and surgical services 
rendered in a teaching hospital to Medicare patients is determined on the basis of an average cost per 
diem as defined in subparagraph C1 of this section for physicians' direct medical and surgical 
services to all patients in each of the following categories of physicians: 
 

1. Physicians on the hospital staff 
 

2. Physicians on the medical school faculty 
 

B. Aggregate Per Diem Method of Apportionment for the Imputed Value of Physicians" 
Volunteer Direct Medical and Surgical Services in the Care of Individual Patients (Including 
Supervision of Interns and Residents Rendering Such Care).--The imputed value of physicians' direct 
medical and surgical services, including supervision of interns and residents in the care of individual 
patients, rendered in a teaching hospital to Medicare patients is determined on the basis of an average 
per diem as defined in subparagraph C1 of this section for physicians' direct medical and surgical 
services to all patients except that the average per diem will be derived from the imputed value of 
physicians' volunteer direct medical and surgical services rendered to all patients. 
 

C. Definitions.-- 
 

1. Average Cost Per Diem For Physicians' Direct Medical and Surgical Services 
Rendered in a Teaching Hospital in the Care of 
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Individual Patients (Including Supervision of Interns and Residents Rendering Such Services).--
Average cost per diem for physicians' direct medical and surgical services, including supervision of 
interns and residents in the care of individual patients, rendered in a teaching hospital to patients in 
each category of physicians' services as described in subparagraphs A1 and A2 of this section means 
the amount computed by dividing total reasonable costs of such services in each category by the sum 
of: 
 

a. Inpatient days (as defined in item 2 which follows), and  
 

b. Outpatient visit days (as defined in item 3 which follows). 
 

2. Inpatient Days.--Inpatient days will be determined by counting the day of admission as 3.5 
days and each day subsequent to a patient's day of admission, omitting the day of discharge, as 1 day. 
 

3. Outpatient Visit Days.--Outpatient visit days will be determined by counting one visit day 
for each calendar day that a patient visits the outpatient department.  Where the hospital does not 
accumulated the data necessary to make such a determination, the following alternative methods may 
be used to establish outpatient visit days: 
 

a. Divide the hospital's total inpatient charges by the total inpatient days to develop an 
average inpatient charge per day; then divide this average inpatient charge per day into the total 
outpatient charges to derive the number of equivalent patient days attributable to outpatient visits. 
 
FACTS: 
 
Total inpatient charges     $800,000 
Total inpatient days            8,000 
Total outpatient charges     $200,000 
 
COMPUTATION: 
 
$800,000 ÷ 8,000 = $100 average inpatient charge per day 
 
$200,000 ÷ $100 = 2,000 outpatient visit days 
 

b. From the hospital's outpatient records for each completed cost reporting period, a 
proper sample size covering a representative period of time should be determined.  For each day 
within the sample period, divide the hospital's total outpatient occasions of service by the total 
number of outpatients (counting each outpatient only once) 
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to develop an average occasions of service per day per patient.  Add up the average occasions of 
service per day per patient for all days within the sample period and divide this total by the number 
of days in the sample period; then divide the resultant average occasions of service per day per 
patient for the sample period into the total outpatient occasions of service for the cost reporting 
(obtained from the cost report) to derive the total number of estimated outpatient visit days to be 
added to inpatient days in the determination of the average cost per diem.  To derive the Medicare 
outpatient visit days used in calculating Medicare reimbursable costs, divide the Medicare outpatient 
occasions of service (obtained from the cost report) by the average occasions of service per day for 
all patients. 
 
FACT: 
 

Total Outpatient Occasions   Total Number of 
Sample Period 1/            of Service            Outpatients 
 
First Day        2,100      700 
Second Day       1,500      300 
Third Day       1,600      400 
 
Total outpatient occasions of service for 

cost reporting period          20,000 
 
Medicare outpatient occasions of service 

for cost reporting period            6,000 
 
1/ Abbreviated sample size for illustrative purposes only. 
 
COMPUTATION: 
 
2,100 ÷ 700 = 3 average occasions of service per day per patient 
 
1,500 ÷ 300 = 5 average occasions of service per day per patient 
 
1,600 ÷ 400 = 4 average occasions of service per day per patient 

      12 Total 
 
12 ÷ 3 days = 4 average occasions of service per day per patient for 

 the sample period 
 
20,000 ÷ 4 = 5,000 total outpatient visit days 
 
6,000 ÷ 4 = 1,500 Medicare outpatient visit days 
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D. Application.-- 
 

1. Illustrative Example of the Aggregate Per Diem Method for the Costs of Physicians' 
Direct Medical and Surgical Services Rendered to Patients in a Teaching Hospital.-- 
 
 TEACHING HOSPITAL Y 
 
Statistical and Financial Data: 
 
 Total inpatient days as defined in §2218C3 and       75,000 
  Outpatient visit days as defined in §2218C3 
 

Total inpatient Part A days applicable to Medicare 
patients              20,000 

 
Total inpatient Part B days applicable to Medicare 

patients where Part A coverage is not available         1,000 
 

Total outpatient Part B visit days applicable to 
Medicare patients              5,000 

 
Total cost of direct medical and surgical services 

rendered to all patients by physicians on the 
hospital staff as determined in accordance with 
§  2148.4               $1,500,000 

 
Total cost of direct medical and surgical services 

rendered to all patients by physicians on the 
medical school faculty as determined in accor- 
dance with § 2148.4            $1,650,000 

 
Computation of Cost Applicable to Program for Physicians on the Hospital Staff: 
 

Average cost per diem for direct medical and surgical 
services to patients by physicians on the hospital 
staff:  $1,500,000 ÷ 75,000 = $20 per diem 

 
Cost of physicians' direct medical and surgical 

services rendered to Medicare inpatients covered 
under Part A: $20 per diem x 20,000 ..................................................................$400,000 

 
Cost of physicians’ direct medical and surgical 

services rendered to Medicare inpatients covered 
under Part B: $20 per diem x 1,000 ....................................................................$  20,000 
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Cost of physicians' direct medical and surgical 
services rendered to Medicare outpatients covered 
under Part B: $20 per diem x 5,000 ...........................................................$100,000 

 
Computation of Cost Applicable to Program for Physicians on the Medical School Faculty: 
 

Average cost per diem for direct medical and surgical 
services to patients by physicians on the medical 
school faculty: $1,650,000 ÷ 75,000 = $22 per diem 

 
Cost of physicians' direct medical and surgical services 

rendered to Medicare inpatients covered under Part A: 
$22 per diem x 20,000 ...............................................................................$440,000 

 
Cost of physicians' direct medical and surgical services 

rendered to Medicare inpatients covered under Part B: 
$22 per diem x 1,000 .................................................................................$  22,000 

 
Cost of physicians' direct medical and surgical services 

rendered to Medicare outpatients covered under Part B: 
$22 per diem x 5,000 .................................................................................$110,000 

 
2. Illustrative Example of the Aggregate Per Diem Method for the Imputed Value of 

Physicians' Volunteer Direct Medical and Surgical Services Rendered to Medicare Patients in a 
Teaching Hospital.--The physicians on the medical staff of Teaching Hospital Y donated a total of 
5,000 hours in rendering direct medical and surgical services to patients of the hospital during a cost 
reporting period; and did not receive any compensation from either the hospital or the medical 
school.  Also, the imputed value for any physician's volunteer services did not exceed the rate of 
$30,000 per year per physician.  The total salaries paid to the full-time salaried physicians of the 
hospital (excluding interns and residents) for services rendered in the hospital during that period 
were $800,000.  The hospital employed a total of 20 physicians who were paid for an average of 40 
hours per week or 2,080 (52 weeks x 40 hours per week) hours per year. 
 
Computation of Total Imputed Value of Physicians' Volunteer Services Applicable to all Patients: 
 

Total salaries paid ..............................................................................................$800,000 
 

Average hourly rate equivalent: 
$800,000 ÷ 41,600 (2,080 hours x 20 physicians) .....................................$19.23 
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Total imputed value of physicians' volunteer services 
applicable to all patients:  Donated hours x average 
hourly rate equivalent - 5,000 x $19.23 .....................................................$96,l50 

 
Statistical and Financial Data: 
 

Total inpatient days (as defined in §2218C2) and 
outpatient visit days (as defined in §2218C3)  75,000 

 
Total inpatient Part A days applicable to Medicare  

patients  20,000 
 

Total inpatient Part B days applicable to Medicare 
patients where Part A coverage is not available   

         1,000 
 

Total outpatient Part B visit days applicable to 
Medicare patients    5,000 

 
Computation of Imputed Value of Physicians' Volunteer Direct Medical and Surgical Services 
Applicable to Medicare Patients: 
 

Average per diem for physicians' direct medical and 
surgical services to patients:  $96,160 ÷ 75,000 = 
$1.28 per diem 

 
Imputed value of physicians' direct medical and 

surgical services rendered to Medicare patients 
covered under Part A:  $1.28 per diem x 20,000 .......................................$25,600 

 
Imputed value of physicians' direct medical and 

surgical services rendered to Medicare inpatients 
covered under Part B:  $1.28 per diem x 1,000 .........................................$ 1,280 

 
Imputed value of physicians' direct medical and 

surgical services rendered to Medicare outpatients 
covered under Part B:  $1.28 per diem x 5,000 .........................................$ 6,400 

 
Total ...................................................................................................................$33,280 

 
 Provider Physical Therapy Department 
 
2220. PART A SERVICES FURNISHED BY THE PHYSICAL THERAPY DEPARTMENT 

OF A HOSPITAL OR SKILLED NURSING FACILITY TO ITS INPATIENTS 
 
Direct identifiable services furnished to program beneficiaries by the physical therapy department of 
a hospital or skilled nursing facility which do not require the skills of a qualified physical therapist, 
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although considered routine restorative nursing services, can be billed as ancillary services in order 
to establish an equitable basis for apportioning costs of the physical therapy cost center if the 
following conditions are met: 
 

1. The services are medically necessary; 
 

2. The treatment furnished is prescribed by a physician; 
 

3. All services are provided by salaried employees (whether full-time or part-time) of the 
physical therapy department of the provider (if, on the other hand, the services are furnished under 
arrangements, the services would not be covered since under the law, routine restorative nursing 
services must be furnished by the provider directly, and cannot be covered if furnished under 
arrangements); 
 

4. The cost incurred is reasonable in amount (i.e., the employees' salaries are reasonably 
related to the level of skill and experience required to perform the services in question); and 
 

5. Charges are equally imposed on all patients. 
 
A provider will be considered as having a physical therapy cost center if the services it furnishes 
meet the above conditions even when the provider has a qualified physical therapist who works only 
a few hours per week or when the provider has no qualified physical therapist, e.g., that period of 
time between the periods of employment of qualified physical therapists.  In other words, it is not 
necessary for a provider to have a qualified physical therapist or an actual physical therapy 
department to establish a physical therapy cost center.  Charging practices will be evaluated to insure 
that an equitable basis for apportioning costs results. 
 
Services requiring the skills of a qualified physical therapist are covered and reimbursable only if 
performed by or under the direct supervision of such a therapist, i.e., a qualified physical therapist 
must be on the premises when the services are rendered and the services must meet all the conditions 
listed in §210.8 of the Hospital Manual and §212.3 of the Skilled Nursing Facility Manual.  It is not 
necessary that, in order to be covered and reimbursable, the physical therapist who provides of 
supervises the services be an employee of the provider or that he furnish services on a full-time basis. 
 
2220.1 Part B Outpatient Physical Therapy Provision.--The services furnished program 
beneficiaries must meet the definition of physical therapy where the entitlement to benefits is at 
issue.  Since the outpatient physical therapy benefit under Part B provides coverage only of physical 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
22-60 Rev. 161 



 DETERMINATION OF COST OF SERVICES 
12-92 TO BENEFICIARIES 2221 
 
 
therapy services, payment can be made only for those services which constitute physical therapy. 
Services which do not require the skills of a qualified physical therapist are neither covered nor 
reimbursable under the Part B outpatient physical therapy provision.  Accordingly, services furnished 
by hospitals or skilled nursing facilities to their own inpatients under the Part B outpatient physical 
therapy provision as described in §242.4 of the Hospital Manual and §271.4 of the Skilled Nursing 
Facility Manual are covered and reimbursable only if they require the skills of a qualified physical 
therapist and are performed by or under the direct supervision of such a therapist. 
 
 HHA Medical Supply Costs 
 
2221. APPORTIONMENT OF HOME HEALTH AGENCY MEDICAL SUPPLY COSTS 
 
Where a home health agency incurs the cost of medical supplies for certain categories of patients, the 
cost is apportioned only to those patients.  For example, certain State title XIX programs and private 
patients pay the supplier directly.  In such situations, the cost incurred for medical supplies not 
applicable to these patients are not allocated to them, but only to those patients for which they are 
incurred. 
 
Some types of medical supplies such as thermometers, nursing bags, etc., are purchased by the 
provider for all patients.  The costs of these supplies must be apportioned to all patients. 
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 Swing-Bed Reimbursement 
 
2230. SWING-BED REIMBURSEMENT FOR QUALIFYING SMALL, RURAL HOSPITALS 
 
A swing-bed hospital is a small, rural hospital that has been approved by the Health Care Financing 
Administration to use its beds interchangeably to furnish either acute care services or skilled nursing 
facility (SNF)-type services to Medicare beneficiaries.  To be eligible for a swing-bed approval, the 
hospital must have fewer than 100 beds (excluding intensive care type beds and newborn bassinets) 
and must be located in an area not designated as "urbanized" in the most recent census.  Those 
hospitals that wish to enter into a swing-bed agreement and have more than 49 beds (but fewer than 
100) are subject to additional conditions.  (See §2230.10.)  
 
Prior to October 1, 1990, a swing-bed hospital could also furnish intermediate care facility (ICF) type 
services to non-Medicare patients.  Effective with services furnished on or after October 1, 1990, the 
distinction between SNFs and ICFs for certifying a facility for the Medicaid program has been 
eliminated.  Thus, for purposes of the Medicaid program, facilities may no longer be certified as 
ICFs but instead may be certified only as nursing facilities (NFs) and can provide services as defined 
in §1919(a)(1) of the Act.  The NF level of care encompasses services that were formerly known as 
ICF and SNF-type services.  Effective October 1, 1990, such services furnished by swing-bed 
hospitals to Medicaid and to other non-Medicare patients are referred to as NF-type services. 
 
2230.1 Availability of Swing-Bed Reimbursement Method.--The swing-bed reimbursement 
method is effective for small, rural hospitals on the date a hospital receives swing-bed approval from 
HCFA and effective for small, rural hospital-SNF complexes that elect the optional reimbursement 
method (see §2230.9) beginning on the first day of the provider's cost reporting period following the 
date the election is made. 
 
2230.2 Patient Days for Purposes of Swing-Bed Reimbursement.--Under the swing-bed 
reimbursement method, a patient may be admitted to a swing-bed hospital as an inpatient requiring a 
hospital level of care and subsequently require a reduced level of care at the SNF or NF level (or 
before October 1, 1990, care at the SNF or ICF level).  When a patient's level of care is reduced, the 
situation is treated as a discharge from the hospital and an admission to a SNF, ICF (or NF) bed, 
even though the change in level of care may not involve a physical move of the patient.  The day on 
which a patient begins to receive a lower level of care is considered to be the day of discharge from 
the hospital and the day of admission to a SNF or ICF (or NF) bed.  Medicare SNF days are covered 
if the 3-day prior hospitalization and other coverage criteria are met.  (See Skilled Nursing Facility 
Manual, §212.) 
 
Also subject to meeting the 3-day prior hospitalization requirement and other coverage criteria, a 
patient may be admitted to a swing-bed hospital directly as a SNF patient without first receiving 
hospital level services in the swing-bed hospital, i.e., the patient may receive the 3 days of hospital 
services in another hospital.  In which case, all days are counted as SNF days and no hospital 
inpatient days are incurred by the swing-bed hospital. 
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2230.3 Definitions.-- 
 

A. Skilled Nursing Facility (SNF)-Type Services.--SNF-type services are services furnished 
by a swing-bed hospital that would constitute extended care services if furnished by a SNF.  SNF-
type services include SNF services furnished in the distinct part SNF of a hospital-SNF complex that 
elects to be reimbursed under the optional reimbursement method.  On or after October 1, 1990, only 
Medicare covered services are included in the definition of SNF-type services. 
 

B. Intermediate Care Facility (ICF)-Type Services.--ICF-type services are services furnished 
by a swing-bed hospital prior to October 1, 1990, that would constitute ICF services, as defined by 
Medicaid, if furnished by an ICF.  ICF-type services are not covered under Medicare. 
 

C. Nursing Facility (NF)-Type Services.--NF-type services are services furnished by swing-
bed hospitals to Medicaid and other non-Medicare patients.  Formerly, ICF-type services could be 
furnished by swing-bed hospitals to non-Medicare patients.  However, effective October 1, 1990, the 
distinction between SNFs and ICFs for certifying a provider for the Medicaid program is eliminated. 
 For purposes of the Medicaid program, facilities may no longer be certified as ICFs but instead may 
be certified as NFs and can provide services as defined in §1919(a)(1) of the Act.  The NF level of 
care encompasses services that were formerly known as ICF and SNF-type services. 
 

D. General Routine Hospital Services.--General routine hospital services are services 
furnished by a swing-bed hospital in the general routine service area that constitute a hospital level of 
care.  Services furnished in intensive care type units and newborn bassinets as well as SNF-type, 
ICF-type and NF-type services are excluded from the definition of general routine hospital services. 
 
2230.4 Payment To Swing-Bed Hospitals Prior To October 1, 1990.-- 
 

A. Payment for Medicare SNF-Type Services.-- 
 

1. Payment for Routine SNF-Type Services.--Payment for the reasonable cost of routine 
SNF-type services furnished in a swing-bed hospital is based on the average statewide Medicaid rate 
paid for routine services furnished by SNFs in the State during the previous calendar year. 
 
NOTE: More than one SNF State Medicaid rate applies to cost reporting periods that are not on a 

calendar year basis. 
 

2. Payment for Ancillary Services Furnished to SNF-Level Patients.-Payment for 
ancillary services furnished in a swing-bed hospital is based on the reasonable cost of services using 
the departmental method of cost apportionment. 
 

B. Payment for General Routine Hospital Services - The Carve-Out Method.-Average cost per 
diem for general routine hospital services in swing-bed hospitals is computed, under the carve-out 
method, by subtracting the costs attributable to routine SNF-type and ICF-type services, for all 
classes of patients, from the total allowable inpatient cost for general routine services and dividing 
the remaining amount by the total number of inpatient general routine hospital days (excluding SNF 
days and ICF days). 
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The routine cost of SNF services furnished to all SNF patients is determined using the average cost 
per diem described in §2230.4A1.  ICF-type services furnished in swing-bed hospitals are not 
covered under Medicare.  However, the routine costs associated with furnishing ICF-type services 
must be determined for purposes of calculating the cost of inpatient general routine hospital services 
under the carve-out method.  Average cost per diem for routine ICF-type services is the average 
statewide rate paid for routine services in ICFs (other than ICFs for the mentally retarded) during the 
previous calendar year under the State Medicaid plan.  If the hospital is located in a State that does 
not have a Medicaid plan, or that does not provide for ICF services under Medicaid, the cost per 
diem for routine ICF-type services is based on the average ratio of ICF rate to the SNF rate for those 
States that provide for both SNF and ICF services under Medicaid.  The ratio is multiplied by the 
SNF cost per diem to determine the average ICF cost per diem.  The average cost per diem for ICF-
type services may be obtained from your intermediary. 
 
The following illustrates the apportionment of routine costs under the carve-out method for swing-
bed hospitals and qualifying hospital-SNF complexes that elect the optional reimbursement method: 
 
 

 
HOSPITAL K 

Statistical and Financial Data:  
 General 

Routine SNF- ICF- 
Hospital Type Type 

 
Total days of care 2,000 400 100 
Medicare days of care    600 300 N/A 
Average statewide Medicaid rate 
for the previous calendar year N/A $35 $20 
 
 
 
Total inpatient general routine service costs:  $250,000 
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Calculation of Cost of Routine SNF-type Services Applicable to Medicare: 
 
$ 35 X 300 days =   $ 10,500 
 
Calculation of Average Cost Per Diem for General Routine Hospital Services: 
 
Total inpatient general routine service costs  $250,000 
 
Less: 
 

Total SNF-type inpatient days 
multiplied by appropriate State Medicaid 
rate (400 X $35) ($14,000) 

 
Total ICF-type inpatient days multiplied 
by appropriate State Medicaid rate 
(100 days X $20) (    2,000) 

 
Total routine service costs applicable to 
SNF-type and ICF-type care  ($ 16,000) 
 
General routine inpatient service costs 
applicable to hospital care  $234,000 
 
Average cost per diem for general routine 
inpatient service costs applicable to 
hospital care ($234,000 divided by 2,000 
days)   $     117.00 
 
Medicare general routine hospital cost: 
$117 X 600 days =     $ 70,200 
 
Total Medicare Reasonable Cost for General 
Routine Services:     $ 80,700 
 
 
NOTE:  This example assumes a calendar year cost reporting period.  Hospitals that do not report 

costs on a calendar year basis must separately identify the number of SNF-type and ICF-
type days of service in each calendar year.  Since State Medicaid SNF and ICF rates are 
based on a calendar year, different rates apply to SNF-type and ICF-type services 
occurring in each of the different calendar years the cost reporting period overlaps. 

 
2230.5  Payment To Swing-Bed Hospitals On And After October 1, 1990.-- 
 

A. Payment For Medicare SNF-Type Services.-- 
 

1. Payment for Routine SNF-Type Services.--On or after October 1, 1990, payment is 
based on the average rate per patient day paid by Medicare for routine services provided in 
freestanding SNFs in the region where the swing-bed hospital is located.  The rates are calculated 
using the regions as defined in §1886(d)(2)(D) of the Act.  See §2231 for a list of the regional 
Medicare swing-bed SNF rates and how these rates are calculated. 
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Payment for routine SNF-type services furnished on or after October 1, 1990, is subject to a hold 
harmless provision.  Under this provision, if the payment rate in effect for the current calendar year is 
less than the payment rate for the prior calendar year, payment is based on the prior calendar year 
rate. 
 
For example, if the Medicaid routine SNF rate used to pay for routine SNF-type services furnished 
during calendar year 1989 is $85 and the regional Medicare SNF rate applicable to SNF-type services 
furnished from October 1 through December 31, 1990, is $70, payment for routine SNF services 
furnished from October through December 1990 is based on $85.  If the regional Medicare swing-
bed SNF for calendar year 1991 increases to $80, payment is compared to the amount paid under the 
hold harmless provision in 1990, and payment continues to be based on the higher amount, i.e., $85. 
 If the regional Medicare SNF rate for 1992 is $90, it exceeds the amount paid under the hold 
harmless provision during 1991 and payment is based on $90. 
 

2. Payment for Ancillary Services Furnished to SNF-Level Patients.-Payment is based 
on the reasonable cost of the services using the departmental method of cost apportionment. 
 

B. Payment for General Routine Hospital Services - Carve-Out Method.--The reasonable 
cost of general routine hospital services furnished by a swing-bed hospital is calculated under the 
carve-out method. 
 
Under this method, the reasonable cost of hospital routine services is determined by subtracting the 
reasonable costs attributable to routine SNF-type and NF-type services from total inpatient routine 
service costs for SNF and NF services furnished on or after October 1, 1990.  For swing-bed SNF 
days covered by Medicare, the amount subtracted, or carved-out, is based on the regional Medicare 
swing-bed SNF rate.  For all non-Medicare swing-bed days, the amount subtracted is based on the 
average statewide rate paid for routine services in NFs under the State Medicaid plan during the prior 
calendar year, trended forward to approximate the average NF rate for the current calendar year.  
(The NF rate is used for non-Medicare covered swing-bed days because such services may 
encompass services that were formerly known as ICF and SNF-type services.  The NF rate accounts 
for this range of services.)  The average statewide routine NF rate may be obtained from your 
intermediary. 
 
If, under the hold harmless provision discussed in §2230.5.A.1, a swing-bed hospital is paid based on 
the swing-bed SNF rate which was in effect during the prior calendar year, that higher rate must also 
be used for purposes of calculating the reasonable cost of routine Medicare SNF days, to be 
subtracted from total routine costs under the carve-out method. 
 
2230.6 Application of Lower of Cost or Charges Principle to Services Furnished in Swing-Bed 
Hospital.--The lower of cost or charges principle does not apply to routine SNF-type services 
furnished in a swing-bed hospital. This principle also does not apply to routine SNF services 
furnished to inpatients of a distinct part SNF, which is part of a qualified small, rural hospital 
complex that has elected the optional reimbursement method. 
 
2230.7 Application of Ceiling on Rate of Hospital Cost Increases.--Under most circumstances when 
a hospital is reimbursed on the basis of reasonable costs, the hospital's inpatient cost per discharge 
decreases under the swing-bed provision.  However, a swing-bed hospital that exceeds the rate of 
increase ceilings solely due to the reimbursement mechanism of this provision may 
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request a HCFA review of its circumstances.  File the request with the fiscal intermediary who 
reviews the request and forwards it to HCFA for a determination.  If appropriate, relief may be 
granted under 42 CFR 413.40(g). 
 
2230.8  Swing-Bed Reimbursement Under Prospective Payment System.--A swing-bed hospital 
that is subject to the prospective payment system (PPS) is reimbursed for SNF-type services in the 
same manner as any other swing-bed hospital.  That is, routine SNF-type services are reimbursed at 
the Medicare swing-bed SNF rate (or the average statewide Medicaid rate prior to October 1, 1990), 
and ancillary services furnished to SNF-level patients are reimbursed based on reasonable cost using 
the departmental method.  The prospective payment rates (based on diagnosis related groups 
(DRGs)) for inpatient hospital services under PPS are unaffected by the carve-out method.  Use the 
carve-out method to determine proper payment of pass through costs of PPS hospitals. 
 
2230.9  Swing-Bed Reimbursement for Small, Rural Hospitals With Distinct Part SNF.--A small, 
rural hospital that is part of a hospital-SNF complex may obtain approval to participate as a swing-
bed hospital.  The hospital and SNF components are then treated as separate entities and the hospital 
beds only are used interchangeably to furnish hospital or SNF-type services.  If the complex includes 
a Medicare certified distinct part SNF and the combined bed count is fewer than 50, the optional 
reimbursement method may be elected.  The optional reimbursement method combines the hospital 
and SNF components into a single cost center for purposes of applying the swing-bed reimbursement 
method.  A description of the methods follows. 
 

A. Swing-Bed Reimbursement.--If the hospital component of a rural hospital-SNF complex 
obtains swing-bed approval, it is treated in the same manner as any other hospital for purposes of 
swing-bed reimbursement.  Only the general routine service beds in the hospital component are 
counted to determine that the hospital has fewer than 50 or 100 beds, respectively, depending on how 
the hospital qualifies for swing-bed approval. (Prior to April 1, 1988, approval could be granted only 
to hospitals with fewer than 50 beds.)  Beds in the hospital component are used interchangeably to 
furnish either hospital or SNF-type services and only patient days and costs attributable to the 
hospital component are used in computing routine service costs under the swing-bed reimbursement 
method.  SNF services furnished in the distinct part are reimbursed separately. 
 

B. Optional Reimbursement Method.--The optional reimbursement method is available to 
small, rural hospitals with Medicare participating distinct part SNFs.  To qualify for the optional 
reimbursement method, a hospital-SNF complex must be located in a rural area (defined as any area 
not designated as urbanized in the most recent census), and the hospital and SNF must have a 
combined bed count of fewer than 50 beds on the first day of the cost reporting period. 
 
NOTE:  Hospitals with distinct part SNFs with a combined bed count of more than 49 

beds but fewer than 100 
beds are not eligible to use 
the optional reimbursement 
method. 

 
The bed count includes beds in the Medicare participating SNF and beds in the general routine 
service area of the hospital (excluding newborn bassinets and beds in intensive care type units).  The 
hospital may continue to use the optional reimbursement method as long as it continues to meet the 
bed size 
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requirement.  The optional reimbursement method does not authorize a facility to use hospital beds 
to furnish SNF-type services.  Under this method, the general routine service costs of the hospital 
component and SNF component are combined into a single cost center for purposes of computing the 
average cost per diem for hospital and SNF services under the swing-bed reimbursement method.  
The two components remain as separate providers for certification and coverage purposes. 
 
The hospital must make its election to use the optional reimbursement method in writing to the 
intermediary before the beginning of the hospital's affected cost reporting year.  The hospital must 
also make any request to revoke the election in writing before the beginning of the affected cost 
reporting period.  Requests to terminate use of the optional reimbursement method must be approved 
by the intermediary.  The optional reimbursement method may be elected only one time.  If a 
hospital-SNF complex reverts to separate cost finding for the distinct part SNF after electing the 
optional reimbursement method, it cannot again elect the optional reimbursement method. 
 

C. Combined Swing-Bed and Optional Reimbursement.--A small, rural hospital-SNF 
complex that has a swing-bed approval for the hospital component may also elect the optional 
reimbursement method if the requirements in subsection B are met.  In this case, the SNF component 
remains as a distinct part for certification and coverage purposes, but its costs are combined with 
those of the hospital for reimbursement purposes.  The distinct part SNF furnishes SNF services and 
the hospital component furnishes both acute care and SNF-type services. 
 
2230.10 Additional Conditions Relating to Swing-Bed Reimbursement for Rural Hospitals With 
More Than 49 Beds.--Under §§1883(d)(2) and (3) of the Act, effective for swing-bed agreements 
entered into after March 31, 1988, payment for extended care services furnished by hospitals with 
more than 49 beds (but fewer than 100 beds) is subject to the following additional conditions: 
 

o If there is an available SNF bed in the geographic area, the extended care patient must 
be transferred within a 5-day period beginning on an availability date for a SNF (excluding weekends 
and holidays) unless the patient's physician certifies within that 5-day period that transfer is not 
medically appropriate.  An "availability date" means, with respect to an extended care patient at a 
hospital, any date on which a bed is available for the patient in a SNF located within the geographic 
region in which the hospital is located. 
 

o The number of Medicare covered days of extended care services in a cost reporting 
period must not exceed 15 percent of the product of the number of days in the period and the average 
number of licensed beds at the hospital, except that Medicare payment continues in the period for 
those patients who are already receiving extended care services at the time the hospital reaches the 
payment limit.  In those States that do not license beds, hospitals must use the total number of 
hospital beds reported on their most recent Certificate of Need (CON) (excluding bassinets).  If, 
during the cost reporting period, there is an increase or decrease in the number of licensed beds, the 
number of licensed beds for each part of the period is multiplied by the number of days for which 
that number of licensed beds was available.  After totaling the results, compute 15 percent of the 
total available licensed bed days to determine the payment limitation. 
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According to §1883(d) of the Act, a hospital is not to receive payment for those SNF days that 
exceed the 15 percent cap.  Therefore, a hospital, in conducting its daily census-taking, is to 
separately account for patients receiving Medicare covered extended care services.  It is necessary to 
monitor the number of these Medicare extended care days in order to prevent the hospital's 
exceeding the 15 percent payment limitation. 
 
NOTE:  Use licensed beds in the calculation of the 15 percent limitation requirement.  The 

method used to count beds for eligibility to participate in the swing bed program remains 
unchanged. 
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 TABLE 5 
 
Medicare Swing-Bed SNF Rates - For Services Furnished During Calendar Year 1994 
 

Region         Routine Payment 
 

   1            108.48 
   2            104.33 
   3             89.47 
   4             88.76 
   5             79.44 
   6             83.84 
   7             84.97 
   8            100.11 
   9            104.58 

 
 
 TABLE 6 
 
Medicare Swing-Bed SNF Rates - For Services Furnished During Calendar Year 1995 
 

Region         Routine Payment 
 

   1            121.71 
   2            117.28 
   3            105.22 
   4            105.73 
   5             94.61 
   6             99.75 
   7             99.63 
   8            117.21 
   9            125.80 

 
 
TABLE 7 

 
Medicare Swing-Bed SNF Rates – For Services Furnished During Calendar Year 1996 

 
   Region         Routine Payment 
 
 1 126.65 
 2 121.74 
 3 109.04 
 4 109.51 
 5  99.51 
 6 103.38 
 7 102.89 
 8 121.31 
 9 130.62 
 
 
 
 
 
 
22-74 Rev. 390 



 DETERMINATION OF COST OF SERVICES 
09-01 TO BENEFICIARIES 2231 (Cont.) 
 
 

TABLE 8 
 
Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 1997 

 
Region   Routine Payment 

 
    1         133.22 

2         124.24 
      3         112.56 
      4         112.67 
      5         102.39 
      6         105.81 
      7         103.12 
      8         121.78 
      9         133.53 

 
        TABLE 9 

 
Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 1998 
 

Region   Routine Payment 
 

1         138.10 
      2         129.18 
      3         118.26 
      4         116.08 
      5         108.49 
      6         109.13 
      7         106.69 
      8         126.06 
      9         134.44 

 
TABLE 10 

 
Medicare Swing-Bed SNF Rates - For services Furnished During CALENDAR Year 1999 
 

Region   Routine Payment 
 

      1          144.92 
    2          136.94 
    3          126.75 
    4          123.05 

      5          111.04 
      6          114.45 
      7          107.96 
      8          132.67 
      9          141.87 
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TABLE 11 
 
 Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 2000 
 

Region   Routine Payment 
 

    1                 155.91 
    2                 146.41 
    3                 138.03 
    4                   132.30 
    5                   116.31 
    6                   123.62 
    7                   121.82 
    8                   137.60 
    9                   151.08 

 
 

TABLE 12 
 
 
 Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 2001 
 

Region   Routine Payment 
 

    1                 165.81 
    2                 153.93 
    3                 142.61 
    4                   140.19 
    5                   124.34 
    6                   132.40 
    7                   121.62 
    8                   145.20 
    9                   157.51 

 
 

TABLE 13 
 
 Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 2002 
 

Region   Routine Payment 
 

    1     171.57 
    2                 159.28 
    3                 147.57 
    4                   145.06 
    5                   128.66 
    6                   137.00 
    7                   125.85 
    8                   150.25 
    9                   162.98 
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TABLE 14 

 
Medicare Swing-Bed Rates – For Services Furnished During CALENDAR Year 2003 
 
 Region  Routine Payment 
 
     1          177.05 
     2          164.37 
     3          152.28 
     4          149.69 
     5          132.77 
     6          141.38 
     7          129.87 
     8          155.05 
     9          168.19 
 

TABLE 15 
 
Medicare Swing-Bed Rates – For Services Furnished During CALENDAR Year 2004 
 
 Region  Routine Payment 
 
     1          182.11 
     2          169.07 
     3          156.63 
     4          153.97 
     5          136.57 
     6          145.42 
     7          133.58 
     8          159.48 
     9          173.00 
 

TABLE 16 
 
Medicare Swing-Bed SNF Rates - For Services Furnished During CALENDAR Year 2005 
 

Region   Routine Payment 
 

    1           187.51 
    2           174.09 
    3           161.28 
    4           158.54 
    5           140.62 
    6           149.74 
    7           137.55 
    8           164.21 
    9           178.14 
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TABLE 17 

 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2006 

 
 Region   Routine Payment 

1        193.79 
2        179.92 
3        166.68 
4        163.85 
5        145.33 
6        154.75 
7        142.16 
8        169.71 
9        184.10 

 
TABLE 18 

 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2007 

 
Region  Routine Payment 
 
   1           200.42 
   2           186.08 
   3           172.39 
   4           169.46 
   5           150.30 
   6           160.05 
   7           147.03 
   8           175.52 
   9           190.40 
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TABLE 19 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2008 

 
 Region   Routine Payment 

1           206.90 
2          192.09 
3           177.96 
4           174.94 
5           155.16 
6           165.22 
7           151.78 
8           181.19 
9           196.55 
 

TABLE 20 
 

Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2009 
 

 Region   Routine Payment 
1           213.49 
2          198.21 
3           183.63 
4           180.51 
5           160.10 
6           170.48 
7           156.61 
8           186.96 
9           202.81 
 

TABLE 21 
 

Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2010 
 

 Region   Routine Payment 
1          217.79  
2         202.21 
3          187.33 
4          184.15 
5          163.33 
6          173.92 
7          159.77 
8          190.73 
9          206.90 
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TABLE 22 

 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2011 

 
 Region   Routine Payment 

1        222.67 
2        206.74 
3        191.52 
4        188.27 
5        166.99 
6        177.81 
7        163.35 
8        195.00 
9        211.53 

 
 

TABLE 23 
 

Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2012 
 

 Region   Routine Payment 
1        228.15 
2        211.83 
3        196.23 
4        192.90 
5        171.10 
6        182.19 
7        167.37 
8        199.80 
9        216.74 
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TABLE 24 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2013 

 
 Region   Routine Payment 

1           234.06 
2          217.31 
3           201.32 
4           197.90 
5           175.53 
6           186.91 
7           171.70 
8           204.98 
9           222.35 

 
 
 

TABLE 25 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2014 

 
 Region   Routine Payment 

1           239.51 
2          222.37 
3           206.01 
4           202.51 
5           179.62 
6           191.26 
7           175.70 
8           209.75 
9           227.53 
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TABLE 26 
Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2015 

 
 Region   Routine Payment 

1           245.25 
2          227.71 
3           210.95 
4           207.37 
5           183.92 
6           195.85 
7           179.92 
8           214.78 
9           232.99 

 
TABLE 27 

Medicare Swing-Bed SNF Rates – For Services Furnished During CALENDAR Year 2016 
 

 Region   Routine Payment 
  1          251.38 
  2               233.41 
  3          216.23 
  4          212.56 
  5          188.52 
  6          200.75 
  7          184.42 
  8           220.15 
  9          238.82 
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2300. PRINCIPLE 
 
Providers receiving payment on the basis of reimbursable cost must provide adequate cost data based 
on financial and statistical records which can be verified by qualified auditors. The cost data must be 
based on an approved method of cost finding and on the accrual basis of accounting.  However, 
where governmental institutions operate on a cash basis of accounting, cost data on this basis will be 
acceptable subject to appropriate treatment of capital expenditures. 
 
2302. DEFINITIONS 
 
2302.1 Accrual Basis of Accounting.--Under the accrual basis of accounting, revenue is recorded 
in the period when it is earned, regardless of when it is collected, and expenditures for expense and 
asset items are recorded in the period in which they are incurred, regardless of when they are paid.  
Section 2305ff sets forth special rules regarding recognition of expenses under the Medicare program 
relating to liquidation of liabilities. 
 
2302.2 Cash Basis of Accounting.--Under the cash basis of accounting, revenues are recognized 
only when cash is received and expenditures for expense and asset items are not recorded until cash 
is disbursed for them. 
 
2302.3 Governmental Institution.-A provider of services owned and operated by a Federal, State, 
or local governmental agency. 
 
2302.4 Allocable Costs.--An item or group of items of cost chargeable to one or more objects, 
processes, or operations in accordance with cost responsibilities, benefits received, or other 
identifiable measure of application or consumption (also known as general service costs). 
 

A. Directly Allocable Costs--Directly allocable costs are chargeable based on actual usage 
(e.g., metered electricity) rather than a statistical surrogate. 
 

B. Indirectly Allocable Costs--Indirectly allocable costs are not chargeable based on actual 
usage, and thus, must be allocated on the basis of a statistical surrogate (e.g., square feet). 
 
2302.5 Applicable Credits.--Those receipts or types of transactions which offset or reduce expense 
items that are allocable to cost centers as direct or indirect costs. Typical examples of such 
transactions are:  purchase discounts, rebates, or allowances; recoveries or indemnities on losses; 
sales of scrap or incidental services; adjustments of overpayments or erroneous charges; and other 
income items which serve to reduce costs. 
 
2302.6 Charges.--The regular rates established by the provider for services rendered beneficiaries 
and to other paying patients.  Charges should be related consistently to the cost of the services and 
uniformly applied to all patients whether inpatient or outpatient. 
 
2302.7 Cost Finding.--A determination of the cost of services by the use of informal procedures, 
i.e., without employing the regular processes of cost accounting on a continuous or formal basis.  It is 
the determination of the cost of an operation by the assignment of direct costs and the allocation of 
indirect costs. 
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2302.8 Cost Center.--An organizational unit, generally a department or its subunit, having a 
common functional purpose for which direct and indirect costs are accumulated, allocated and 
apportioned.  In addition, those natural expense classifications (e.g., depreciation) and nonallowable 
cost centers (e.g., research) specifically required by the instructions to be shown on the cost report 
fall under this definition.  See §§2302.9 and 2302.10 for the proper classification of a cost center as 
general service or special service. See also §§2202.6, 2202.7, 2202.8, and 2203ff, for the proper 
classification of costs as either general routine, special care, or ancillary.  (See also §§2302.4 and 
2313.2.) 
 
2302.9 General Service Cost Centers.--Those organizational units which are operated for the 
benefit of the institution as a whole.  Each of these may render services to other general service areas 
as well as to special or patient care departments.  Examples of these are: housekeeping, laundry, 
dietary, operation of plant and maintenance of plant. Costs incurred for these cost centers are 
allocated to other cost centers on the basis of services rendered. 
 
2302.10 Special Service Cost Centers.--Commonly referred to as Ancillary Cost Centers. Such 
centers usually provide direct identifiable services to individual patients, and include departments 
such as the operating room, radiology, laboratory, etc. 
 
2302.11 Outpatient Occasions of Service.--Each examination, consultation or treatment received by 
an outpatient in any service department of a hospital.  Such occasions of service should be recorded 
by individual department and classified as to emergency room, clinics or private ambulatory. 
 
2302.12 Private Ambulatory.--Patients referred to the provider by their private physicians to receive 
treatment or diagnostic tests in one or more of the ancillary cost centers (special service cost centers) 
and who do not receive any services in the clinic or the emergency room.  Such patients are 
sometimes referred to as Private Referred Outpatients or Private Outpatients. 
 
2302.13 RCCAC.--A ratio that may be expressed as follows: 
 

o the ratio of total beneficiary charges to total charges applied to total costs on a 
departmental basis; or 
 

o for cost reporting purposes, the ratio of total cost to total charges applied to total 
beneficiary charges on a departmental basis. 
 
2302.14 Home Health Discipline.--One of the six visiting services covered under the Medicare 
home health benefit.  The six services are skilled nursing, physical therapy, speech pathology, 
occupational therapy, medical social services, and home health aide.  In cost finding for home health 
agencies, separate per visit costs must be developed for each of the disciplines provided. 
 
2302.15 Home Health Visit.--A personal contact in the place of residence of a patient made for the 
purpose of providing a covered service by a health worker on the staff of the home health agency or 
by others under contract or arrangement with the home health agency; or a visit by a homebound 
patient on an outpatient basis to a hospital, skilled nursing facility, rehabilitation center, or outpatient 
department affiliated with a medical school when arrangements have been made by the home health 
agency for the furnishing of a covered service on an outpatient basis because it requires the use of 
equipment which cannot be made readily available in the home. 
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2302.16 Hospital-based Skilled Nursing Facility Cost Centers.--Cost centers established to 
accumulate the routine costs applicable to the care and treatment of those patients receiving skilled 
nursing services. 
 
2302.17 Hospital- or SNF-based Home Health Agency Cost Centers.--Cost centers established to 
accumulate costs applicable to the care and treatment of those patients receiving home health agency 
services. 
 
2304. ADEQUACY OF COST INFORMATION 
 
Cost information as developed by the provider must be current, accurate, and in sufficient detail to 
support payments made for services rendered to beneficiaries.  This includes all ledgers, books, 
records and original evidences of cost (purchase requisitions, purchase orders, vouchers, requisitions 
for materials, inventories, labor time cards, payrolls, bases for apportioning costs, etc.), which pertain 
to the determination of reasonable cost, capable of being audited. 
 
Financial and statistical records should be maintained in a consistent manner from one period to 
another.  However, a proper regard for consistency need not preclude a desirable change in 
accounting procedures, provided that full disclosure of significant change is made to the 
intermediary. 
 
2304.1 Availability of Records of Providers.--A participating provider of services must make 
available to its intermediary its fiscal and other records for the purpose of determining its ongoing 
record keeping capability.  The intermediary's examination of such records and documents are 
necessary to ascertain information pertinent to the determination of the proper amount of program 
payments due the provider.  (See §2404ff.) 
 
2305. LIQUIDATION OF LIABILITIES 
 

A. General.--A short term liability must be liquidated within 1 year after the end of the cost 
reporting period in which the liability is incurred, subject to the exceptions specified in §§2305.1 and 
2305.2.  Liquidation must be made by check or other negotiable instrument, cash or legal transfer of 
assets such as stocks, bonds, real property, etc. Where liquidation is made by check or other 
negotiable instrument, these forms of payment must be redeemed through an actual transfer of the 
provider's assets within the time limits specified in this section.  Where the liability (1) is not 
liquidated within the 1-year time limit, or (2) does not qualify under the exceptions specified in 
§§2305.1 and 2305.2, the cost incurred for the related goods and services is not allowable in the cost 
reporting period when the liability is incurred, but is allowable in the cost reporting period when the 
liquidation of the liability occurs. 
 

B. Effective Date.--The policy for liquidation of short term liabilities as specified in §§2305-
2305.2 is effective for costs incurred during cost reporting periods beginning on or after April 1, 
1978.  Any short term liabilities for costs that exist before this effective date must be liquidated by 
the end of the provider's first effective cost reporting period under this policy. 
 
 
 
 
 
 
 
 
 
 
 
Rev. 462 23-5 



2305.1 ADEQUATE COST DATA AND COST FINDING 01-14 
 
 
2305.1 Exception to 1-Year Time Limit.--If, within 1 year following the end of a provider's cost 
reporting period, the provider furnishes to the intermediary sufficient written justification (based 
upon documented evidence) for nonpayment of the liability, the intermediary may grant an extension 
for good cause.  This extension must not extend beyond 3 years after the end of the cost reporting 
period in which the liability was incurred.  Examples of valid justification, i.e., good cause, would 
include, but are not limited to, insufficient cash flow, or accounting error in the receipt and 
processing of bills for the cost of goods and services. 
 
2305.2 Application and Exceptions.--The policy for liquidation of liabilities as specified in 
§2305ff applies to all costs except those described in the PRM sections listed below: 
 

A. Section 220 - Interest paid to The Mother House or other governing body of a religious 
order; 
 
B. Section 704.5 - Members of organizations having arrangements with provider; 
 
C. Section 2146.2 - Reimbursement for costs of vacation; 
 
D. Sections which mandate liquidation within 75 days after the end of the cost reporting 
period in which the liability was incurred. 
 
E. Section 2142.1 – Qualified defined benefit pension plans, which are funded deferred 
compensation arrangements, shall be reported on a cash accounting basis in accordance with 
42 CFR §413.100(c)(vii)(D). 

 
2306. COST FINDING METHODS 
 
Departments within a provider are usually divided into two types: 1) Those that produce patient care 
revenue (e.g., routine services, radiology), and 2) Those that do not directly generate patient care 
revenue but are utilized as a service by other departments (e.g., laundry and linen, dietary).  The two 
types of departments are commonly referred to as "revenue-producing cost centers" and 
"nonrevenue-producing cost centers," respectively. 
 
Although nonrevenue-producing cost centers do not directly produce patient care revenue, they 
contribute indirectly to patient care revenue generated by "serving" as a service to the revenue-
producing centers and also to other nonrevenue-producing centers. Therefore, for the purpose of 
proper matching of revenue and expenses, the cost of the revenue-producing centers should include 
both its direct expenses and its proportionate share of the costs of each nonrevenue-producing center 
(indirect costs) based on the amount of services received.  The process of allocating the cost of a 
particular nonrevenue-producing center to other nonrevenue-producing centers and revenue-
producing centers is performed by utilizing a set of statistics (e.g., pounds of laundry for allocating 
"laundry and linen" costs, square feet for allocating "depreciation building" costs). 
 
Every nonrevenue-producing cost center has the potential of being allocated to every other 
nonrevenue-producing cost center in addition to the revenue-producing cost centers. This precludes a 
simple allocation of the direct expense of the nonrevenue-producing cost center because the indirect 
costs derived from allocation of other nonrevenue-producing cost centers must be computed in 
determining the "full cost" (direct and indirect costs) of the nonrevenue-producing cost center being 
allocated.  All cost finding methods employ this computation in determining the full costs of 
departments. 
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One of the methods of cost finding described in §§2306 or 2310 must be used to determine the actual 
costs of services rendered during the provider's initial Medicare cost reporting period.  (See §2312 
for conditions under which a provider may change cost finding methods.)  However, free-standing 
home health agencies must use the step-down method, and may not change methods.  (See §2308.) 
 
2306.1 Step-Down Method.--This method recognizes that services rendered by certain 
nonrevenue-producing departments or centers are utilized by certain other nonrevenue-producing 
centers, as well as by the revenue-producing centers.  All costs of nonrevenue-producing centers are 
allocated to all centers which they serve, regardless of whether these centers produce revenue.  The 
cost of the nonrevenue-producing center serving the greatest number of other centers is allocated 
first.  Following the allocation of the cost of the nonrevenue-producing center, that center will be 
considered "closed" and no further costs are allocated to that center.  This applies even though it may 
have received some services from a center whose cost is allocated later.  Generally, when two centers 
render service to an equal number of centers while receiving benefits from an equal number, that 
center which has the greatest amount of expense should be allocated first. 
 
2306.2 Double-Apportionment Methods.--The double-apportionment method  may be used by a 
provider (other than a free-standing home health agency - see §2308) upon approval of the 
intermediary.  This approval pertains to the use of the methodology, not to the use of a substitute cost 
report (see HCFA Pub. 15-II, §108ff) generated through a computer system. 
 
This method also recognizes that services rendered by certain nonrevenue-producing departments or 
centers are utilized by certain other nonrevenue-producing centers, as well as by the revenue-
producing centers.  The first allocation of the costs of the nonrevenue-producing centers is made to 
all cost centers serviced by these centers. These centers are not "closed" after the first allocation.  
They remain "open" accumulating their portion of the costs of all other nonrevenue-producing 
centers from which service is received.  The first allocation is followed by a second allocation of 
costs involving the allocation of all costs remaining in the nonrevenue-producing centers.  The 
second allocation equates to the step-down method of cost allocation. 
 

A. Double-Apportionment - Accumulative.--This method of double-apportionment cost 
finding allocates the direct and indirect costs of the nonrevenue-producing centers during the first 
allocation.  The cost of the nonrevenue-producing center is allocated to all cost centers which receive 
service from that center (including itself if it provides service to itself) during the first allocation.  
The second allocation allocates the costs received during the first allocation in the same manner as 
the step-down cost finding method.  The statistics used in the second allocation are the same as the 
statistics used in the first allocation except for (a) accumulated cost which is used as the 
recommended basis for allocating the cost of the administrative and general cost center, and (b) 
elimination of the statistics of the "closed" cost centers. 
 

B. Double-Apportionment - Nonaccumulative.--This method of double-apportionment cost 
finding allocates only the direct cost of the nonrevenue-producing centers during the first allocation.  
The direct costs are allocated to all centers receiving service 
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(including itself if it provides service to itself) during the first allocation.  The second allocation 
allocates the indirect costs received during the first allocation in the same manner as step-down cost 
finding.  The statistics used in the second allocation are the same as the statistics used in the first 
allocation except for (a) accumulated cost which is used as the recommended basis for allocating the 
administrative and general cost center, and (b) the elimination of the statistics for "closed" cost 
centers. 
 
2306.3 Multiple-Apportionment.--The multiple-apportionment method may be used by a provider 
(other than a free-standing home health agency - see §2308) upon approval of the intermediary.  This 
approval pertains to the use of the methodology, not to the use of the substitute cost report (see 
HCFA Pub. 15-II, §108ff) generated through a computer system.  The approval also pertains to the 
number of allocations when the multiple apportionment method of cost finding is selected. 
 
This method of cost finding allocates the cost of the nonrevenue-producing centers in the same 
manner as the double-apportionment methods described in §2306.2, except that the number of 
allocations is determined by the user.  For example: A user elects five allocations under multiple-
apportionment method of cost finding.  Allocations one through four are identical to the first 
allocation described in the double-apportionment methodologies in §2306.2.  The fifth allocation is 
identical to the second allocation described in the double-apportionment methodologies. 
 

A. Multiple-Apportionment-Accumulative.--See §2306.2A. 
 

B. Multiple-Apportionment-Nonaccumulative.--See §2306.2B. 
 
2307. DIRECT ASSIGNMENT OF GENERAL SERVICE COSTS 
 
The costs of a general service cost center need to be allocated to the cost centers receiving service 
from that cost center.  This allocation process is usually made, for Medicare cost reporting purposes, 
through cost finding using a statistical basis that measures the benefit received by each cost center.  
Alternatives to cost finding as described below may be used where appropriate after obtaining 
intermediary approval. The provider must make a written request to its intermediary and submit 
reasonable justification for approval of the change no later than 90 days prior to the beginning of the 
cost reporting period for which the change is to apply.  The intermediary must respond in writing to 
the provider's request, whether approving or denying the request, prior to the beginning of the cost 
reporting period to which the change is to apply. 
 
When the request is approved, the change must be applied to the cost reporting period for which the 
request was made, and to all subsequent cost reporting periods unless the intermediary approves a 
subsequent request for a change by the provider.  The effective date of the change will be the 
beginning of the cost reporting period for which the request has been made. 
 

A. Direct Assignment of Cost.--Direct assignment of cost is the process of assigning directly 
allocable costs of a general service cost center (see §2302.9) to all cost centers receiving service from 
that cost center based upon actual auditable usage.  Hours worked by hourly wage or metered utility 
consumption are examples of measures of actual usage.  Estimates, including a statistical surrogate 
such as square feet, are not acceptable.  Time studies are considered statistical surrogates and, thus, 
may not be used 
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as a basis for direct assignment of costs.  Indirectly allocable  supervision costs, other indirectly 
allocable costs (hereinafter, residual costs) and costs allocated from previously allocated general 
service cost centers (hereinafter, overhead costs) must not be directly assigned to the using cost 
centers, but must be allocated through cost finding. 
 
Note: This subsection describes direct assignment of general service costs on the provider's 

accounting records and is distinguished from the allocation of direct salary and wage costs 
as described in §2313.2E. 

 
The direct assignment of costs must be made as part of the provider's accounting system with costs 
recorded in the ongoing normal accounting process.  This means costs are to be recorded on a regular 
basis throughout the accounting period, not only as period ending adjusting entries.  For example, if 
the costs being directly assigned are an element of payroll costs, the direct assignment should be 
recorded as often as all payroll costs are recorded (usually each pay period).  If a provider fails to 
maintain the records as specified in its request and as a basis for the intermediary's approval, no 
direct assignment of cost is allowed for the cost reporting period and a new request must be initiated 
for any future direct assignment of cost. 
 
Examples of acceptable direct assignment of cost to benefiting cost centers are salaries paid to 
housekeeping staff directly assigned, based on time records of housekeeping maintained throughout 
the cost reporting period; purchased laundry and linen costs directly assigned, based on invoices 
which identify the cost for each benefiting cost center; and depreciation on movable equipment 
physically present or used in each of the cost centers. 
 
The following conditions must be met before Medicare will accept direct assignment for cost 
reporting purposes: 
 

1. All costs within the general service cost center which can be directly allocated must 
be assigned to the benefiting cost centers as part of the provider's routine accounting process. 
 

2. Any indirect supervision and residual costs remaining in the cost center together with 
any previously allocated overhead must be allocated through cost finding to all remaining benefiting 
cost centers. 
 

3. The basis for assigning directly allocable costs of a general service cost center to the 
benefiting cost centers must be on a factual and auditable basis.  This precludes the use of averages, 
estimates or statistical surrogates such as square feet.  For example, the assignment of actual 
housekeeping salaries by each employee based on actual hours worked in the benefiting cost centers 
is acceptable, whereas the use of the surrogate, square feet, is inappropriate for direct assignment. 
 

4. The basis of allocation for cost finding any indirect supervisory costs, residual costs 
and allocated overhead must be an appropriate measure of the benefits provided to the remaining 
cost centers.  Any deviation from the allocation basis prescribed for cost finding must be reviewed 
and approved by the intermediary in advance as part of the provider's request for direct assignment of 
costs. 
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B. Direct Assignment of Costs to Provider Components.--In some cases, providers may only 
be able to directly assign costs of a general service cost center by subdividing existing cost centers 
and, in turn, allocating costs via cost finding for the benefiting cost centers within each of the 
specific general service cost centers. 
 
For example, a provider may have two buildings of differing ages and  depreciation related to each 
can be factually ascertained.  Each building would become a general service cost center and the 
allocation to the cost centers within each would be separately accomplished using an appropriate 
statistical basis such as square feet.  Another example could be the separate metering of utilities for 
each building within a health care complex: separate general service cost centers for each building 
would be established and utility cost would be directly assigned to the using building based on actual 
bills incurred during the reporting period.  Statistical allocations to benefiting cost centers within 
each building would be required. 
 
To accommodate additional general service cost centers, the provider must add additional columns to 
the allocation worksheets, or attach a supporting worksheet with similar information, to document 
the step-down of costs to those cost centers benefiting from the general service cost centers.  Any 
modifications necessary to worksheets after the cost allocation must also be approved by the 
intermediary as part of the request for direct assignment of costs. 
 
For determining nonallowable costs applicable to the nonpaid workers cost center, the analysis set 
forth at §707.2 would still be required. 
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Example of Component Allocation:    Building Depreciation 
 
 
There are two buildings housing the hospital and the SNF, built in 1950 and 1975, respectively.  
Annual depreciation is $100,000 for the hospital and $50,000 for the SNF. (The cost centers are not 
all-inclusive and are shown to illustrate the principle.) 
 
 

         Hospital                      SNF            Total 
Statistic  Cost Statistic Cost Cost  
(Sq. Feet)  (Sq. Feet) 

 
Admin. & Gen.  25,000  10,000   10,000 
 
Operation of Plant  75,000  30,000   30,000 
 
Dietary  10,000    4,000     4,000 
 
Radiology  20,000    8,000     8,000 
 
Laboratory  12,500    5,000     5,000 
 
Adult & Ped. 100,000  40,000   40,000 
 
Special Care    7,000    2,800     2,800 
 
SNF-Certified*    70,000  35,000 35,000 
 
SNF-Noncertified*    30,000 15,000 15,000 
 
Gift Shop        500        200                              200 

250,000 100,000 100,000 50,000 150,000 
 
 
Unit Cost Multipliers .400  .500 
 
 
*Routine Only 
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Example of Component Allocation:    Utilities 
 
In addition to the facts in the prior example, the provider has established, in accordance with §§2302.8 and 2313.1, a unique cost center called 
"Utilities."  The cost center is used to accumulate the cost of all utilities.  The cost center includes electricity costs of $200,000 ($45,000 is 
separately metered and applies to the SNF).  In addition, other utilities, not separately metered, total $400,000.  Overhead allocated from other cost 
centers totals $100,000.  There are no supervisory costs in this cost center. 
 

                      Electricity                           Other Utilities           Overhead        
       Hospital                 SNF           
Stat.  Cost Stat. Cost Stat. Cost Stat. Cost 
(Sq.Ft.)     (Sq.Ft.)     (Sq.Ft.)     (Cost)     Total 

 
A&G  25,000  15,500          25,000  28,571  44,071 7,345  51,416 
 
Operation of Plant  75,000  46,500          75,000  85,714 132,214  22,036 154,250 
 
Dietary  10,000   6,200          10,000  11,429  17,629   2,938  20,567 
 
Radiology  20,000  12,400          20,000  22,857  35,257   5,876  41,133 
 
Laboratory  12,500   7,750          12,500  14,286  22,036   3,673  25,709 
 
Adult & Ped. 100,000  62,000         100,000 114,286 176,286  29,381 205,667 
 
Special Care   7,000   4,340           7,000   8,000  12,340   2,057  14,397 
 
SNF-Certified *          70,000  31,500  70,000  80,000 111,500  18,583 130,083 
 
SNF-Noncertified *          30,000  13,500  30,000  34,286  47,786   7,964  55,750 
 
Gift Shop        500        310                                 500        571        881       147         1,028 
   250,000 155,000 100,000  45,000 350,000 400,000 600,000 100,000 700,000 
Unit Cost Multipliers    .62        .45     1.142857     .166667 
 
*Routine Only 
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2308. COST FINDING METHODS - HOME HEALTH AGENCIES 
 
Effective for cost reporting periods beginning on or after October 1, 1980, free-standing home 
health agencies are required to use the stepdown method of cost finding.  Provider-based home 
health agencies are required to use the same method of cost finding as is used by the related 
provider. (See HCFA Pub. 15-II, chapters 4 and 8.) 
 
2310. MORE SOPHISTICATED METHODS 
 
A more sophisticated method of cost finding designed to allocate cost more accurately may be 
used by the provider (other than a free-standing home health agency) upon approval of the 
intermediary.  A more sophisticated method is generally dependent on computerized programs to 
produce the allocation results; the approval by the intermediary pertains to the cost finding 
methodology, not the computer system.  The computer system must be reviewed and approved by 
HCFA before an intermediary can accept it in lieu of HCFA forms. 
 
2310.1  Matrix.--Matrix, matrix inversion, and simultaneous equations are basically the same 
method of cost finding except for the use of different mathematical formulas to compute the 
same results.  All use as a basis, a rectangular array of mathematical elements (as a coefficient of 
simultaneous linear equations) that can be combined to form sums and products to compute the 
final results.  Implementation of these methodologies are usually feasible only through the use of 
computer systems.  With the use of these methods, a nonrevenue-producing center is never 
"closed" until it has received all the cost from all nonrevenue-producing centers which provided 
service to it.  The order of allocation is not important in matrix method of cost finding because 
the "full cost" (direct and indirect costs) is determined for each nonrevenue-producing center 
simultaneously before the cost is allocated to other nonrevenue-producing centers and ultimately 
to the revenue-producing centers. 
 
2312. CHANGING COST FINDING METHODS 
 
Should a provider (other than a free-standing home health agency) desire to change cost finding 
methods (regardless of whether the desired change is to be a more or less sophisticated method), 
the request to change must be made to the intermediary in writing and must be submitted to the 
intermediary 90 days prior to the end of the cost reporting period to which the request for change 
applies.  See §2313 for provider and intermediary responsibilities when a request is submitted or 
if a cost report is filed without a prior approval. 
 
Intermediary determination of a provider's request to change methods will be furnished to the 
provider in writing within 60 days and will be considered binding on the provider as of the date 
of the intermediary's written notice. 
 
Where the intermediary approves the provider's request to change methods, the provider must use 
this method for the cost reporting period to which the request applies and for all subsequent cost 
reporting periods, unless the intermediary approves a subsequent request by the provider to 
change cost finding methods. 
 
Effective for cost reports (other than amended cost reports) filed after May 31, 1985, a provider 
may change its cost finding method from the double apportionment method (see §2306.2), the 
multiple apportionment method (see §2306.3), or a more sophisticated method (see §2310) to the 
stepdown method provided for in the Medicare cost reporting forms (see §2306.1) without prior 
notification or approval of its fiscal intermediary by filing a cost report using the stepdown 
method.  Having once exercised this election, the provider may not again change its method of 
cost finding without prior notification and approval of its fiscal intermediary, as described above. 
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2313. CHANGING BASES FOR ALLOCATING COST CENTERS OR ORDER IN 

WHICH COST CENTERS ARE ALLOCATED. 
 
When a provider wishes to change its statistical allocation basis for a particular cost center and/or 
the order in which the cost centers are allocated because it believes the change will result in more 
appropriate and more accurate allocations, the provider must make a written request to its 
intermediary for approval of the change ninety (90) days prior to the end of that cost reporting 
period.  The intermediary has sixty (60) days from receipt of the request to make a decision or the 
change is automatically accepted.  The provider must include with the request all supporting 
documentation to establish that the new method is more accurate. If the provider is requesting the 
simplified method (hospitals only), as described in HCFA Pub. 15-II, Chapter 36, §3617, the 
provider must demonstrate that the maintenance of the new statistics is less costly.  The change 
should not result in inappropriately shifting costs.  Hospitals should be cognizant of this 
particularly to avoid violating the capital consistency rule under the hospital inpatient capital 
prospective payment system. 
 
If a provider has requested a change in allocation bases, the provider must maintain both sets of 
statistics until an approval is granted.  If the request is denied, the provider reverts back to the 
previously approved methodology. If the provider has failed to maintain the statistics per the 
previously approved methodology, the fiscal intermediary may accept the previous year's 
statistics, if the prior year's statistics can be reasonably related to the current year's costs.  
Otherwise, the incremental program costs associated with the unapproved change must be 
disallowed.  If the provider continues to use the unapproved statistics/methodology for the 
subsequent year, all costs and statistics will be disallowed for those cost centers affected by the 
unapproved change. This requirement will apply to all cost finding methods. 
 
The intermediary's approval of a provider's request will be furnished to the provider in writing 
within sixty (60) days of receipt of the request.  Where the intermediary approves the provider's 
request, the change must be applied to the cost reporting period for which the request was made 
and to all subsequent cost reporting periods unless the intermediary approves a subsequent 
request for change by the provider.  The effective date of the change will be the beginning of the 
cost reporting period for which the request has been made. 
 
If the provider has elected the simplified method, as described in HCFA Pub 15-II, Chapter 36, 
§3617, the approval will be for a three year period.  The provider can not change methods until 
the three year period has expired. 
 
If a provider has submitted a cost report with a change in its allocation statistics and/or order of 
allocation without prior approval from its intermediary, the intermediary must reject the cost 
report.  If the provider can prove that the change results in a more appropriate and more accurate 
allocation of cost, is supported by adequate auditable documentation, and meets all the other 
conditions of this chapter, the fiscal intermediary may accept the provider's change upon 
resubmission of the cost report, notwithstanding the lack of prior approval. 
 
NOTE: If the cost report is rejected for lack of prior approval, the provider risks the assessment 

of interest and withholding of interim payments.  The cost report may be further 
delayed if the intermediary rejects the resubmission because of inadequate supporting 
documentation.  To avoid rejection of the cost report and possible interest and 
withholding, providers should adhere to the time frames discussed above. 

 
 
 
 
 
 
 
 
23-12.2 Rev. 399  



04-97 ADEQUATE COST DATA AND COST FINDING 2313.2 
 
2313.1 Use of Provider's Unique Cost Centers.--Based on the provider's individual accounting 
system, a provider may elect to use its unique cost centers in lieu of the recommended cost 
centers on the cost reporting forms for cost finding purposes, subject to the following provisions. 
 

A. Each cost center must meet the definition of a cost center as expressed in §2302.8. 
 

B. Each cost center to be established must: 
 

  1. Be separately identified in the provider's accounting system with any direct costs 
recorded on a regular ongoing basis throughout the accounting period, not only period ending 
adjusting entries;   
 

2. For general service cost centers, be placed in the allocation sequence in an order 
such that the cost center serving the most other cost centers, while receiving benefits from the 
least number of cost centers, is allocated earliest in the sequence.  (See §2306.1.); and 
 

3. For general service cost centers, use a single statistical basis of allocation which 
accurately measures the amount of service rendered by that cost center to the other cost centers.  
(See §2307.) 
 

C. The intermediary must be satisfied that the provider's use of its unique cost centers will 
result in a more accurate cost finding. 
 

D. A written request must be submitted to the intermediary 90 days prior to the end of the 
cost reporting period for which it applies and must be approved by the intermediary within 60 
days from the date of receipt. The intermediary's approval, which applies to both the cost centers 
and the proposed basis of allocation, must be furnished in writing and is binding for the initially 
approved and all subsequent cost reporting periods until a subsequent request is approved. 
 
2313.2 Special Applications.--It is not possible to prescribe standard allocation rules for every 
situation.  Such determination needs to be made by providers subject to approval by the 
intermediary.  However, the following are some common issues which have arisen over the 
years. 
 

A. Admitting.--Where the admitting department serves both inpatients and outpatients, 
gross charges would be an adequate basis for allocation.  However, where the admitting 
department serves only inpatients (i.e., the provider has a separate outpatient registry), all the 
costs of inpatient admitting may be allocated to the general routine and special care areas on the 
basis of number of admissions.  The cost of the outpatient registry should be allocated to only the 
benefiting outpatient departments on a reasonable basis. 
 

B. Utilization Review.--Where hospital utilization review costs are identified as a separate 
general service cost center, and if the utilization review program serves only inpatients, these 
costs may be allocated to the general routine and special care cost centers, as appropriate, on a 
reasonable basis (e.g., number of reviews or patient days). (See §2126ff.) 
 

C. Home Health Disciplines.--Each of the six home health disciplines (see §2302.14) 
must be reported as a single cost center as specified on the cost reporting forms.  The creation of 
subcategories (or any form thereof) of any of these cost centers is not allowed. 
 

D. Renal Dialysis.--Notwithstanding the provisions of §§2307 and 2313.1, providers 
furnishing renal dialysis services must retain the capability of completing the renal dialysis 
worksheets (e.g., Supplemental Worksheet I series for hospitals) by modality. 
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E. Periodic Time Studies.--Periodic time studies, in lieu of ongoing time reports, may be 
used to allocate direct salary and wage costs.  However, the time studies used must meet the 
following criteria: 
 

1. The time records to be maintained must be specified in a written plan submitted to 
the intermediary no later than 90 days prior to the end of the cost reporting period to which the 
plan is to apply.  The intermediary must respond in writing to the plan within 60 days from the 
date of receipt of the request, whether approving, modifying, or denying the plan. 
 

2. A minimally acceptable time study must encompass at least one full week per 
month of the cost reporting period. 
 

3. Each week selected must be a full work week (Monday to Friday, Monday to 
Saturday, or Sunday to Saturday). 
 

4. The weeks selected must be equally distributed among the months in the cost 
reporting period, e.g., for a 12 month period, 3 of the 12 weeks in the study must be the first 
week beginning in the month, 3 weeks the 2nd week beginning in the month, 3 weeks the 3rd, 
and 3 weeks the fourth. 
 

5. No two consecutive months may use the same week for the study, e.g., if the 
second week beginning in April is the study week for April, the weeks selected for March and 
May may not be the second week beginning in those months. 
 

6. The time study must be contemporaneous with the costs to be allocated. Thus, a 
time study conducted in the current cost reporting year may not be used to allocate the costs of 
prior or subsequent cost reporting years. 
 

7. The time study must be provider specific.  Thus, chain organizations may not use 
a time study from one provider to allocate the costs of another provider or a time study of a 
sample group of providers to allocate the costs of all providers within the chain. 
 
The intermediary may require the use of different, or additional, weeks in the study in its 
response to the provider's request for approval and may prospectively require changes in the 
provider's request as applied to subsequent cost reporting periods. 
 
23l4. LIMITATION OF ALLOCATION OF INDIRECT COSTS WHERE ANCILLARY 

SERVICES ARE FURNISHED UNDER ARRANGEMENTS 
 

A. "No Overhead Allocation" Method.-- 
 

l. Where a provider furnishes ancillary services to Medicare patients under 
arrangements with others, the provider must pay the supplier and request reimbursement from the 
Medicare program.  Where a provider simply arranges for such services for non-Medicare 
patients, and does not pay the non-Medicare portion of such services, its books will reflect only 
the cost of the Medicare portion.  Therefore, allocation of indirect costs to a cost center which 
includes only the cost of the Medicare portion would result in excessive assignment of indirect 
costs to the program.  Since services were also arranged for non-Medicare patients, part of the 
overhead costs should be allocated to that group. 
 
Consequently, in the foregoing situation, no indirect costs may be allocated to the Medicare 
portion.  Instead, the total indirect costs will be allocated to all other departments so that each of 
these departments will absorb proportionately those indirect costs which otherwise would have 
been allocated to the arranged for services.  In this way, Medicare will share in such indirect 
costs in the proportion that it shares in the costs of all other services furnished directly by the 
provider. 
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The overhead elimination is accomplished by removing from the statistical bases used for 
allocation (square feet, hours, etc.) the statistics for the cost center that includes Medicare-only 
services purchased under arrangements.  The cost of Medicare services should then be separately 
apportioned. This cost should not be apportioned with other ancillary cost centers if the 
Combination Method of cost finding is used since such a procedure would result in the 
apportionment of Medicare cost to non-Medicare patients. In addition, if a provider incurs other 
direct costs for all patients, e.g., paramedics or aides who assist a physical therapist in performing 
physical therapy services, such costs should be reclassified from the ancillary cost center and 
allocated as part of administrative and general expenses. 
 

2. There may be situations where Medicaid or other third-party payers will pay a 
supplier directly for services rendered to their beneficiaries while Medicare and other groups of 
patients receive such services under arrangements through the provider.  In these cases, since the 
provider is not recording all of the costs of services rendered to all patients, the "no overhead 
allocation" method stated in l. above should be applied. 
 

B. "Grossing Up" Method.--If the intermediary determines that a provider is able to "gross 
up" the costs and charges for services to non-Medicare patients so that both charges and costs are 
recorded as if the provider had provided such services directly, then indirect costs may be applied 
to the ancillary department. 
 
"Grossing up" of costs means applying to the non-Medicare patient services the same schedule of 
charges used by the servicing entity to bill the provider for Medicare patient services.  Costs so 
determined should be added to the costs of services of Medicare patients.  "Grossing up" of 
charges means applying the provider's standard charge structure to the non-Medicare patient 
services.  If the provider does not have a charge structure, the charge structure used by the 
servicing entity may be used to apportion costs if it provides for similar charges for similar 
services to both Medicare and non-Medicare patients.  Charges so determined should be added to 
charges for services to Medicare patients and used to apportion costs in accordance with the 
apportionment method the provider is required to use under the program. 
 
Where a provider uses the "grossing-up" technique, direct costs related to the services of 
paramedics, aides, etc., should not be reclassified from the ancillary cost center. 
 
In order to use the "grossing-up" technique, the provider must receive the intermediary's written 
approval within 90 days after the beginning of the cost reporting period in which the "grossing-
up" technique will be used.  Once this technique has been approved, the provider may not change 
to the "no overhead allocation" method stated above, unless it receives intermediary approval 
within 90 days after the beginning of the cost reporting period in which the change will take 
place. 
 
2320. COST FINDING SCHEDULES 
 
The cost data submitted must be based on the accrual basis of accounting which is recognized as 
the most accurate basis for determining costs.  Particular attention should be given to accruals in 
the first reporting period, particularly if the first reporting period is a short period.  All accruals 
of a significant nature must be recorded on the provider records at year end to preclude inequity 
of cost allocation.  Those providers who maintain their records on a cash basis may record such 
accruals as worksheet adjustments. Significant costs to be represented by accruals include, but 
are not limited to, employee vacation pay, bonuses, and professional fees.  Governmental 
institutions that operate on a cash basis of accounting may submit cost data on that basis subject 
to appropriate treatment of capital expenditures.  Cents are omitted in the preparation of all 
worksheets and schedules except when inclusion is required to properly reflect average per diem 
cost, average cost per visit, average cost per hour, etc.  Percentages should be carried two places 
to the right of the  
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decimal point except where different instructions for percentages are specified in home health 
agency cost forms.  Bases other than those recommended for any of the schedules may be used 
with the intermediary's approval, provided such bases will produce more accurate results. In lieu 
of the forms provided, the provider may wish to use its own worksheets and schedules.  These 
are acceptable if the information and data are presented in a manner comparable to the required 
forms and are approved by the intermediary.  Cost reports are due on or before the last day of the 
third month following the close of the accounting period. 
 
2328. DISTRIBUTION OF GENERAL SERVICE COSTS TO NONALLOWABLE COST 

AREAS 
 
Nonallowable cost centers to which general service costs apply should be entered on the cost 
allocation worksheets after all General Service Cost Centers.  General service costs would then 
be distributed to the nonallowable cost centers in the routine stepdown process.  Revenue derived 
from nonallowable activities must not be offset against the nonallowable cost centers prior to or 
during the cost finding process.  In the event there are more nonallowable cost centers than the 
cost allocation worksheets can presently accommodate, then supplemental worksheets should be 
prepared.  When the stepdown process is complete, only allowable costs should be carried 
forward to the cost apportionment worksheets. 
 
The Adjustments to Expenses worksheet (e.g., Worksheet A-8 for hospitals) will continue to be 
used for expense recoveries (rebates, refunds, etc.); adjustments based on the income received; 
nonallowable costs to which general service costs are not applicable, except that for patient 
telephones an Adjustments to Expenses worksheet adjustment only on the basis of cost (not 
revenue received) can be used even though general service costs are applicable; and the amount 
applicable to Part B for hospital-based physicians (unless the contract includes a proportionate 
share of general service costs).  These items will still be carried forward to the trial balance of 
expenses worksheet. 
 
The following illustrates how certain types of nonreimbursable costs and adjustments should be 
handled: 
 

A. Research.--A separate cost center should be established and the cost, determined on an 
accrual basis, should be carried forward to the cost allocation worksheets so that a proportionate 
share of general service costs may be distributed to it. 
 

B. Sale of Scrap, Waste, Etc.--The income from these items should be used as a reduction 
of the applicable expense before these expenses receive their share of indirect expenses.  If the 
applicable expense cannot be determined, for expediency the "Operation of Plant" account can be 
used. 
 

C. Rebates and Recovery of Expense.--The amount of the rebates or recovery should be 
used to reduce the applicable expense before these expenses receive their proportionate share of 
indirect expenses. 
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D. Gift, Flower and Coffee Shops.--Where cost centers are maintained for these functions 
(see §§2l05.2 and 2l45 concerning coffee shops), the cost should be carried forward for cost 
finding and receive an allocable share of general service costs.  After the allocation is made, the 
total cost of these functions must be excluded in determining reimbursable costs.  In this case, 
income will not be used to reduce costs.  Where the costs (direct and allowable share of general 
service costs) attributable to any nonallowable cost area are so insignificant as to not warrant 
establishment of a nonreimbursable cost center, these costs may be adjusted on the Adjustments 
to Expenses worksheet of the cost reporting forms.  However, where cost centers are not 
maintained for these functions, the income derived from them must be used to reduce total 
hospital costs.  For expediency, the cost in the "Operation of Plant" account can be reduced. 
 

E. Amount Applicable to Part B for Hospital-Based Physicians.--Since this amount is 
generally based upon the direct salary and fringe benefits of the physicians, no general service 
costs would normally apply and the adjustment would be made on the Adjustments to Expenses 
worksheet.  If, however, the contractual agreement with hospital-based physicians requires the 
physicians to reimburse the hospital for costs incurred by the hospital related to physician 
services, these costs should bear an appropriate portion of general service costs. 
 

F. Services Furnished as Payment-In-Kind Under Reserved Bed Agreements.--Under the 
terms of a reserved bed agreement, a provider may agree to compensate another facility for 
reserving beds by offering free or discounted services rather than by making cash payment.  (See 
§2105.3.)  When this occurs, the provider making payment must make an adjustment to remove 
the cost of furnishing the free or discounted services from its allowable costs.  This is accom-
plished by (1) "grossing-up" the appropriate department charges as described in §2314 B., if the 
services are billable or (2) if the services are not billable, by either establishing a nonallowable 
cost center, as described above, or making appropriate adjustments on the Adjustments to 
Expenses worksheet to remove direct as well as indirect costs associated with the cost of the 
services provided. 
 

G. Home-Delivered Meals.--The acquisition cost of meals in a home-delivered meals 
program may be excluded from the statistical basis used to allocate A&G cost.  In the case of 
meals prepared by the provider, the cost of raw food is excluded.  In the case of the purchase of 
prepared meals, the cost of the meals is excluded.  The amount of cost excluded must be based 
on auditable records of actual cost.  Neither estimates nor statistics are acceptable.  All other 
direct costs (salaries, fringe benefits, transportation and contract services) will receive overhead 
cost through the required step-down process. This treatment of direct cost is limited to the costs 
of home-delivered meals programs only. 
 

H. Home Health Agency-Based Hospice.--The cost of inpatient care provided under 
contract for an HHA-based hospice may be excluded from the statistical basis used to allocate 
A&G cost.  The amount of cost excluded must be based on auditable records of the actual cost to 
the HHA for care provided to hospice patients under an arms-length contract with a non-related 
provider of inpatient care.  All other hospice costs will receive overhead cost from the parent 
HHA through the required step-down process. 
 
This treatment of direct cost is limited to the determination of the costs of HHA-based hospice 
programs only. 
 
 The next page is 23-13 
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2336. SEPARATE COST ENTITIES IN AN INSTITUTIONAL COMPLEX 
 

A. General.--There are a number of institutions which, although operating as a single 
administrative entity, offer several clearly different types of service; e.g., short-term acute, long-
term medical, rehabilitation, skilled nursing, home health, hospice, long-term psychiatric or long-
term tuberculosis. 
 
Where the cost of services rendered for each type of service differs or where there are significant 
differences in the operating costs of the various facilities, to treat the institution as one entity for 
cost reimbursement purposes would mean an underpayment or overpayment for services 
rendered to beneficiaries.   The average cost of a patient day in one part of the complex may 
differ from another part, but treatment of the complex as one unit for cost reimbursement 
purposes will result in averaging the costs of the various components.  Under these 
circumstances, a high utilization by Medicare patients in the more costly area would result in an 
underpayment to the institution, while a high utilization in the lower cost areas would result in an 
overpayment. 
 
In order to insure equitable treatment for those institutions furnishing different types of services 
separate entities for cost reimbursement must be established in, and subprovider identification 
numbers issued to, those institutions that meet the criteria described in §§ 2336.l and 2336.2.  
These separate entities must, if they seek to be considered a part of the main provider for 
purposes of Medicare certification and reimbursement, meet the applicable criteria.  
 
2336.l Patient Service Criteria for Establishing Cost Entities in an Institutional Complex.--The 
following criteria pertaining to patient services will be evaluated by the State agency. 
 

A. Types of Service.--Separate cost entities can only be established for components 
providing clearly different services; e.g., short-term acute, long-term medical, long-term 
psychiatric, or long-term tuberculosis.  Those services generally provided by short-term acute 
hospitals (intensive care, self care, and similar services) may not be established as separate cost 
facilities, nor may the customary separate clinical departments of a short-term hospital 
(pediatrics, obstetrics, etc.) be set up as separate cost entities. 
 
The definition of long-term and short-term entities will be in conformity with the definition in 
the AHA Guide Issue (August l, l969): "Long term--over 50 percent of all patients admitted have 
a stay of 30 days or more.  Short term--over 50 percent of all patients have a stay of less than 30 
days." 
 

B. Admission and Discharge Procedures.--Separate admission and discharge records must 
be maintained for each unit.  When a patient is moved from one cost entity to another cost entity, 
the patient's record must be closed and sent to medical records, and a new medical chart prepared 
upon admission to the receiving cost entity. 
 

C. Physical Arrangement.--The components to be separately costed must be in separate 
buildings; or, if not separated, the physical arrangement must be equivalent to separate buildings 
in the location of the nursing stations, the call system hook-ups, and the arrangement of 
equipment, walks, doors, etc. 
 
Each unit must have enough beds to permit economical and effective operation as a separate unit 
and all beds comprising a unit must be contiguous (not scattered through various floors, wings, 
or buildings), except swing beds. 
 

D. Nursing Staff Organization.--The nursing or patient care staffs assigned to a separate 
cost entity must service exclusively in that cost entity during a shift.  Also, there must be a charge 
nurse or other supervisor of patient care to supervise each shift for each separate cost entity 
exclusively. 
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E. Licensure and Accreditation.--If State law provides for separate licensing of facilities 
of the kind represented by a unit to be separately costed, the unit must be so licensed 
 

F. Utilization Review Plan.--The institution's utilization review plan must reflect the 
proper standards for each type of care offered. 
 
2336.2 Accounting Criteria for Establishing Cost Entities in an Institutional Complex.--The 
following criteria pertaining to the cost-finding capability of each institutional complex will be 
evaluated by the fiscal intermediary. 
 

A. The process of cost finding in an institutional complex is one of allocating the cost of 
the entire institution to the different entities.  In effect, each entity will be treated as a cost center. 
 

B. The accounting system must provide for the proper allocation to the various cost 
entities those revenues and costs that are attributable to facilities or services that are shared by 
them including those entities providing noncovered care.  Adequate statistical data must be 
developed and maintained currently to corroborate the basis of allocation. One of the required 
statistics must be the number of square feet used by each component both before and after the 
effective date of the change to an institutional complex. 

 
2336.3 Cost Report Requirements of  an Institutional Complex.-- The following cost reporting 
requirements apply: 
 

A. The institution will be required to file one cost report covering the period from the 
beginning of its reporting period to its regular year-end reporting time.  Where the effective date 
of the change does not coincide with the beginning of the cost reporting year, the provider will 
use the weighted average method to determine the total square feet used by each component 
during the year. The number of square feet used by each component, as determined by the use of 
this method, will be used as a basis to allocate those expenses that are required to be allocated on 
the basis of square feet.  This method will be used only for a year in which a change in 
certification occurs. 
 
EXAMPLE: 
 
Facts: 
 

Total square feet in hospital    l00,000 sq. ft. 
Certified as short-term acute care hospital 

9 months 
Certified as short-term acute care hospital 
  and long-term care unit 

3 months 
 

Acute care unit - 75,000 sq. ft. 
Long-term care unit - 25,000 sq. ft. 

 
Computation of total square feet used by each unit: 

 
Acute care unit - 9 months x l00,000 sq. ft. =    900,000 
Acute care unit - 3 months x  75,000 sq. ft. =   225,000 

 l,l25,000 =  93.75% 
Long-term care - 3 months x 25, 000 sq. ft.     75,000 -   6.25% 
  unit                 l,200,000   l00.00% 
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Acute care unit - 93.75% x l00,000 sq. ft. =  93,750 sq. ft. 
  Long-term care -   6.25 x l00,000 sq. ft. =   6,250 sq. ft. 

  unit     l00,000 sq. ft. 
 

B. The cost report must include each entity as a separate cost center (see § 2336.2A). 
 

C. Worksheet A, trial balance of expenses, and Worksheet B, cost-finding schedule, of the 
cost report must show total cost for the entire institutional complex.  Separate cost centers must 
be listed on Worksheet B for each subprovider number and any noncovered area. Worksheet B-l, 
statistical basis for cost-finding, must show the statistical apportionment basis for each area listed 
on Worksheet B.  Separate calculations of reimbursement settlement and statistics must be 
submitted by each cost entity. 
 

D. The cost report and supplemental schedules for all components within an institutional 
complex must be submitted simultaneously and must cover the same cost reporting period. 
 

E. All components included in the cost report must use the same method of cost 
apportionment and must establish the same charges for like services (see §2203). 
 

F. All components within an institutional complex must be serviced by the same fiscal 
intermediary for purposes of audit and settlement. 
 

G. Each component within an institutional complex that offers patient care services that 
are covered under the program should be considered, within the limitations imposed by this 
section, to be a provider for reimbursement purposes.  Such reimbursement functions as the 
establishment of interim rates, limitation of reasonable costs, application of lower of costs or 
charges, and similar matters will be governed by regulations and policies that apply to all hospital 
cost reports. 
 

H. An institutional complex must file the profit and loss and the balance sheet section of 
the cost report to reflect the entire hospital. 
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2337. EFFECTIVE DATE OF CHANGE IN BED SIZE AND/OR BED DESIGNATION(S) 

OF PARTICIPATING SKILLED NURSING FACILITY AND/OR NURSING 
FACILITY 

 
Under §1866 of the Social Security Act (the Act), the Secretary has the authority to enter into an 
agreement with an institution or an institutional complex to provide covered services to our 
beneficiaries.  The provider agreement requires compliance with the requirements the Secretary 
deems necessary for participation in the Medicare or Medicaid program.  See §1866(b)(2) and 
§1902 (a)(27) of the Act.  On the effective date of the provider agreement, the institution or 
institutional complex is deemed to have met the requirements for participation based upon a 
survey of the institution or institutional complex as it was configured (i.e., bed size/bed location 
configuration) on the date(s) of the survey.  HCFA’s authority to regulate bed size changes in a 
SNF or a NF is based on the authority to ensure compliance with the provider agreement under 
§1866 of the Act and to further ensure that the configuration that has been approved for the 
institution or institutional complex does not so drastically change from that of the original 
certified configuration so as to endanger resident health and safety or otherwise change in a 
material fashion the identity of the entity that HCFA originally certified for program 
participation. 
 
An institution or institutional complex may choose to participate in the Medicare and/or 
Medicaid programs either in its entirety, or a portion thereof, but not both.  If only a portion of an 
institution or institutional complex actually participates in either program it is classified as a 
distinct part and must meet the criteria found in §2337.1.  For example, an institution has 4 wings 
that consist of 25 beds each.  Three contiguous wings that contain 75 beds are dually 
participating (i.e., participating in Medicare and Medicaid).  The fourth wing is only certified to 
participate in Medicare.  It consists of 25 beds.  Therefore, in this instance the institution is fully 
participating for purposes of Medicare (i.e., 100 beds) and is participating as a distinct part (i.e., 
75 beds) for purposes of Medicaid.  The policies on bed size changes and changes in designated 
bed locations that are included in this section apply, regardless of whether an institution is fully 
participating (i.e., all beds within the institution or institutional complex are certified to 
participate in the Medicare and/or Medicaid program) or participating as or with a distinct part.  
 
A SNF may be: 
 

o An entire institution for skilled nursing or rehabilitative care, such as a nursing home; 
or 
 

o A distinct part of an institution such as, a hospital, personal care home, assisted living 
facility, board and care home, domiciliary care facility, rest home, continuing care retirement 
community or nursing home. 
 
An institution that is primarily for the care and treatment of mental diseases cannot be a SNF. 
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EXHIBIT I 
FLOOR PLAN OF A NURSING FACILITY 

 
 

2337.1 Requirements for Distinct Part Certification.--If the institution or institutional complex 
is participating as a distinct part SNF and/or NF, for a change to be approved the requested 
change in bed size must conform with the requirements to be classified as a distinct part.  The 
term “distinct part” refers to a portion of an institution or institutional complex (e.g., a nursing 
home or a hospital) that is certified to provide SNF and/or NF services.  A distinct part must be 
physically distinguishable from the larger institution and fiscally separate for cost reporting 
purposes.  An institution or institutional complex can only be certified with one distinct part SNF 
and/or one distinct part NF.  A hospital-based SNF is by definition a distinct part.  Multiple 
certifications within the same institution or institutional complex are strictly prohibited.  The 
distinct part must consist of all beds within the designated area.  The distinct part can be a wing, 
separate building, a floor, a hallway, or one side of a corridor.  The beds in the certified distinct 
part area must be physically separate from (that is, not commingled with) the beds of the 
institution or institutional complex in which it is located.  However, the distinct part need not be 
confined to a single location within the institution or institutional complex’s physical plant.  It 
may, for example, consist of several floors or wards in a single building or floors or wards which 
are located throughout several different buildings within the institutional complex.  In each case, 
however, all residents of the distinct part would have to be located in units that are physically 
separate from those units housing other patients of the institution or institutional complex.  
Where an institution or institutional complex owns and operates a SNF and/or a NF distinct part, 
that SNF and/or NF distinct part is a single distinct part even if it is operated at various locations 
throughout the institution or institutional complex.  The aggregate of the SNF and/or NF 
locations represents a single distinct part subprovider, not multiple subproviders, and must be 
assigned a single provider number.  Exhibit I, above, is an illustration of a floor plan of a nursing 
facility followed below by examples which meet the requirements for a distinct part, as well as 
examples that do not meet the requirements for a distinct part. 
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1. Meet Distinct Part Certification.--An institution or institutional complex can any 
one of the following examples discussed in the context of Exhibit I above, that meets the 
requirements for distinct part certification. 
 

o All rooms numbered 1 through 12 in wing 1 and all rooms numbered 1 
through 12 in wing  2 constitute a distinct part.  This option is approvable because it constitutes 
all beds in each wing. 
 

o All rooms numbered 1 through 12 in wing 5.  This option is approvable 
because it includes all beds in the wing. 
 

o Room numbers 1 through 6 in wing 4 constitute a distinct part.  This option 
is approvable because it includes all beds that constitute a single side of the corridor. 
 

o Room numbers 7 through 12 in wing 2 and all rooms 1 through 12 in wing 
1 constitute a distinct part. This option is approvable because it includes all beds in wing 1 and 
all beds that constitute a single side of the corridor in wing 2.   
 

2. Do Not Meet Distinct Part Certification.--Neither of the options discussed 
below, in the context of Exhibit I above, meet the requirements for distinct part certification. 
 

o Room numbers 1 through 12 in wing 1 and rooms 3,4, and 5 in wing 6 do 
not constitute a distinct part.  This option is not approvable because of the inclusion of the three 
rooms in wing six. 
 

o Room number 2 in wing 1, room numbers 5 and 7 in wing 6, and room 
numbers 4,5,6, 10, 11, and 12 in wing 4.  This option is not approvable because the distinct part 
area must be physically separate from (that is, not commingled with) the beds of the institution or 
institutional complex in which it is located.   

 
2337.2 Changes in Bed Size of Participating SNF and/or NF.--When an institution or 
institutional complex not previously certified as or with a SNF or NF establishes a SNF or NF, it 
must be initially certified and periodically recertified.  If an institution or institutional complex 
has an existing SNF or NF agreement, it may elect to change the number of beds that are certified 
to participate in the Medicare or Medicaid program up to two times per cost reporting year in 
accordance with the requirements set out below.  Where a change in the size of a SNF also 
impacts the size of a NF, or vice versa this represents one change for the SNF and one change for 
the NF.  An institution or institutional complex may only change the bed size of its SNF and/or 
its NF once on the first day of the beginning of its cost reporting year and again on the first day of 
a single cost reporting quarter within that same cost reporting year in order to effect one of the 
following combinations:   
 

 o  An increase in its bed size on the first day of the beginning of its cost reporting year 
and an increase in its bed size on the first day of a single cost reporting quarter that falls within 
the same cost reporting year, or; 
 

 o  An increase in its bed size on the first day of  the beginning of its cost reporting year 
and a decrease in its bed size on the first day of a single cost reporting quarter that falls within the 
same cost reporting year, or; 
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o  A decrease in its bed size on the first day of the beginning of its cost reporting year 
and an increase in its bed size on the first day of a single cost reporting quarter that falls within 
the same cost reporting year. 
 
At no time can the RO or the SA approve two decreases in the bed size of an institution within 
the same cost reporting year.   
 
The institution or institutional complex may submit only ONE change in bed size at a time.  
Furthermore, an institution cannot request a change in its bed size just because it undergoes a 
change of ownership (CHOW) or because it has been approved to change its cost reporting year.  
In either of these circumstances, it is still bound by the filing requirements found in §2337.3. 
 
A request for a change in the number of certified beds cannot be approved on a retroactive basis. 
All changes are made on a prospective basis only in accordance with the effective date indicated 
above. The institution requesting a change in bed size must submit a written request to the RO or 
SA (as appropriate) in conformance with the requirements found in §2337.3. An institution or 
institutional complex can not self-designate the effective date of a change in bed size.  
 
2337.3 General Request Filing Requirements.--An institution or institutional complex seeking 
a change in the number of Medicare or Medicaid certified beds must:  
 

1. Submit a written request to the RO or SA (as appropriate) for the change 45 days 
before  

 
o The first day of its cost reporting year to effect a change on the first day of 

its cost reporting year or; 
 

o The first day of a single cost reporting quarter within the same cost 
reporting year at which time it seeks to change its bed size to effect a change on the first day of 
the designated cost reporting quarter.   
 

2. Submit floor plans identifying all areas of the institution or institutional complex 
with the current certified bed configuration and the proposed certified bed configuration in order 
for the RO or SA to determine that the proposed change is in fact, in conformance with the rules 
for full participation or distinct part certification, whichever applies. 
 

3. Include a reference to the cost reporting year of the institution or institutional 
complex.  If there has been a change in the cost reporting year originally selected by the 
institution or institutional complex, submit a copy of the letter submitted to the fiscal 
intermediary (for Medicare) and the fiscal intermediary’s response to the request.  Absent such a 
change, the institution or institutional complex must adhere to the cost reporting year selected at 
its initial certification. 

 
The RO or the SA will review the request and notify the institution in writing of its determination 
regarding the request, including the effective date of the change in bed size and the bed locations, 
 prior to the start of the cost reporting year or the cost reporting quarter, whichever applies.     
 
2337.4 Exceptions--There are certain situations (described below) which we believe warrant 
an exception to the above policy.  Therefore, even if the institution or institutional complex has 
been approved for a change in bed size in accordance with the policies articulated above, the 
institution or institutional complex may be granted a change in bed size on the basis of one of 
these situations.  To request a change in bed size based on one of these situations, the institution 
or institutional complex must file a written request with the RO or the SA (as appropriate) 45 
days before the first day of its next cost reporting quarter, at which time the request will be 
effective if approved, along with floor plans identifying all areas of the institution or institutional 
complex with the current certified bed configuration and the proposed certified bed 
configuration.  An exception may be granted based only on one of the following situations: 
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A. Life Safety Code (LSC) Requirements.--An exception may be granted if the request is 
to reduce the size of the SNF or NF to avoid being out of compliance with LSC requirements 
(e.g., sprinkler installation).  The proposed bed configuration must be separated from the rest of 
the institution or institutional complex by a 2-hour fire wall, so that there is no danger of the fire 
spreading there from other parts not meeting safety requirements. In this case, the proposed 
reduction in the size of the SNF or NF may be established with an effective date that is requested 
by the institution or institutional complex, but not earlier than the date that the separation can be 
documented.  A full survey by the fire authority must be performed if the reason for the request is 
to limit noncompliance with LSC requirements. 

 
B. Elimination of Distinct Part.--An exception may be granted if an institution or 

institutional complex concludes that it wants to become fully participating (i.e., all beds within 
the institution or institutional complex are certified to participate in the Medicare and/or 
Medicaid program).  If the institution or institutional complex decides to become fully certified 
to participate in the Medicare and/or Medicaid program, it cannot return to distinct part 
certification until, at the earliest,  the beginning of its next cost reporting year.  

 
C. Enlargement Through Construction, Purchase or Lease of Additional Space.--An 

exception may be granted if the institution or institutional complex requests to increase the size 
of its SNF or NF to include space acquired through new construction, purchase or lease (e.g., 
constructing a new wing, purchasing an adjacent building or leasing a floor in a hospital).   
 
2337.5 Change in Designated Bed Location(s).--An institution or institutional complex may 
request to change its designated bed locations, as long as there is no change in the number of 
beds certified to participate in the Medicare and/or Medicaid program, by submitting a written 
request to the SA or the RO 30 days in advance of such a change.  In addition, the institution or 
institutional complex must submit floor plans identifying all areas of the institution or 
institutional complex with the current certified bed configuration and the proposed certified bed 
configuration in order for the RO or SA to determine that the proposed change is in fact, in 
conformance with the rules for full certification or distinct part certification, whichever applies. 
The institution or institutional complex must adhere to the notification requirements found in 42 
CFR 483.10(b)(11)(ii)(A) and the residents rights requirements found in 42 CFR 483.10(o).  The 
request must be approved by the RO or SA before the institution or institutional complex makes 
the change.  No changes are made on a retroactive basis. 
 
2337.6 Cost Report Requirement After Change in Bed Size and/or Change in Designated Bed 
Location(s).--Where an institution or institutional complex receives approval for a change in bed 
size and/or a change in its designated bed locations, it will be required to file one cost report 
covering the period from the beginning of its reporting period to its regular year-end reporting 
time.  Where an institution or institutional complex changes its bed size or its designated bed 
location(s) during its cost reporting year, adequate statistical data must be maintained to 
corroborate the basis for allocation of costs.  One of the required statistics must be the number of 
square feet used by the certified area and nonparticipating area both before and after the effective 
date of the change in bed size and/or the effective date of the change in designated bed 
location(s).  The SNF will use the weighted average method to determine the total square feet 
used by the certified area and the nonparticipating area during the year.  The number of square 
feet used by the certified area and the nonparticipating area, as determined by this method, will 
be used as a basis to allocate those expenses that are required to be allocated on the basis of 
square feet.  This method will be used only for a year in which a change in bed size and/or a 
change in designated bed location(s) occurs. 
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EXAMPLES: 
 

A. Facts: 
 

Total square feet in facility   l00,000 sq. ft. 
Wholly certified SNF   6 months 
Distinct-part SNF    6 months 

Certified area - 50,000 sq. ft. 
Nonparticipating area - 50,000 sq. ft. 

 
Computation of total square feet used by each area: 

 
Certified area - 6 months x l00,000 sq. ft.    = 600,000 
Certified area - 6 months x  50,000 sq. ft.    =  300,000 

900,000 = 75% 
Nonparticipating-6 months x 50,000 sq. ft.  = 300,000 = 25% 
  area      l,200,000    l00% 

 
Certified area - 75% x l00,000 sq. ft.           =  75,000 sq. ft. 
Nonparticipating - 25% x l00,000 sq. ft.      =  25,000 sq. ft. 
  area      l00,000 sq. ft. 

 
 

B. Facts: 
 

Total Square feet in facility   l00,000 sq. ft. 
Distinct-part SNF    9 months 

Certified area - 50,000 sq. ft. 
Nonparticipating area - 50,000 sq. ft. 

Distinct-part SNF 
Certified area - 25,000 sq. ft. 
Nonparticipating area - 75,000 sq. ft. 

 
 
Computation of total square feet used by each area: 
 

Certified area - 9 months x 50,000 sq. ft.    = 450,000 
Certified area - 3 months x 25,000 sq. ft.    =   75,000 

525,000 = 43.75% 
 
Nonparticipating area - 9 months x 50,000 sq. ft.  =  450,000 

Nonparticipating area - 3 months x 75,000 sq. ft. =  225,000 
 675,000 = 56.25% 
l,200,000   l00.00% 

 
Certified area - 43.75% x l00,000 sq. ft. =  43,750 sq. ft. 
Nonparticipating area - 56.25% x l00,000 sq. ft. =  56,250 sq. ft. 

l00,000 sq. ft. 
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2338. ALLOCATION OF INTEREST AND OTHER EXPENSES RELATED TO ASSETS 
 

A. Interest Expense.--Interest expenses incurred on funds borrowed to purchase buildings, 
fixtures, capital improvements, and movable equipment must be distributed among the assets the 
loan covers to permit the expense to be allocated properly on the same statistical bases as the asset-
related depreciation expenses.  This distribution is usually accomplished by a reclassification to the 
trial balance accounts.  Specific schedules are included in the cost report for this reclassification. 
Providers must use the cost centers for allocating interest expense, e.g., Building and & Fixtures, 
Movable Equipment etc., as contained in the cost report forms, subject to any changes permitted 
within the criteria set out in § 23l3. 
 
EXAMPLE: 
 

Statistical Bases Used for 
Assets Purchased  Purchase Cost  Allocation of Depreciation 
 
Buildings  Fixtures 

$240,000   Square feet or area = 30,000 
Movable Equipment  $  60,000   Dollar value of equipment 
 
Borrowed $270,000 for buildings, fixtures, capital improvements and movable equipment at l0 
percent annual interest.  Thus, annual interest in the loan is equal to $27,000. 
 

Annual 
Ration of Each Value  Interest    Annual 
to Total Value        Expense (l)   Allocation 

 
Buildings &  $240,000 x $270,000 x l0% = $2l,600 $2l,600 ÷ 30,000 
Fixtures   $300,000         sq. ft. = $.72 

per sq. ft. of 
area by department* 

 
Movable Equip't $ 60,000 x $270,000 x l0% =   5,400 $5,400 ÷ $60,000  = 

$300,000     unit value of $.09 per 
dollar of investment in 
movable equipment by 
department* 

 
Total Interest Expense    $27,000 
 
 
*Where the purchase represents additional capital expenditures, the unit value must be determined by 
using the combination interest expense applicable to both the new assets and the old assets.  Also, 
total square feet or total dollar value of old and new assets would be used in the computation even if 
there is no interest expense applicable to old assets.  Where the provider allocates depreciation of 
movable equipment using square feet as a basis, the unit value must be computed using total square 
feet of the facility. 
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Where different statistical bases are used for allocating depreciation on the various types of fixed 
assets covered by a single loan, the ratio of the historical cost of the respective assets to the historical 
cost of the total assets purchased with the borrowed money should be used for determining the 
amount of interest expense (for example, mortgages, etc.) to be allocated with each category of asset 
as illustrated on the preceding page.  Where the historical cost is not known, the estimated fair 
market value of the assets at acquisition date should be used. 
 
EXAMPLE: 
 

Estimated Fair  Ratio of Each Value 
Assets Purchased  Market Value    to Total Value      
 
Buildings &   $l25,000   $l25,000 ÷ $l60,000 =  78.l25% 
Fixtures 
 
Movable Equipment     35,000   $ 35,000 ÷ $l60,000 =  2l.875% 
 

Total   $l60,000     l00,00% 
 
Borrowed $l50,000 at 6 percent annual interest to purchase various assets, thus annual interest 
expense is $9,000. 
 

Annual Interest Expense and Allocation 
 
Buildings &   $9,000 x 78.125% = $7,03l.25 Allocate on the 

different statistical 
bases used for on 
allocating 
depreciation on the 
various types of fixed 
assets. 

 
Movable Equipment $9,000 x 2l.875% = $l,968.75 
 
Allowable Interest 
 Expense 

$9,000.00* 
 
* All interest expenses originating from the purchase of provider assets, even though a portion is 
attributable to the purchase of assets not related to patient care, is allocated to the appropriate 
reimbursable as well as nonreimbursable cost centers using authorized bases. 
 

B. Other Expenses Related to Assets.--Other expenses related to the depreciable assets which 
must be allocated on the same statistical bases of the asset-related depreciation expenses of 
allocation are: 
 

l. personal property taxes for fixtures and movable equipment; 
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2. real property taxes for land, buildings, and capital improvements; 
 

3. fire and casualty insurance coverage applicable to buildings, fixtures, movable 
equipment, and capital improvements; and 
 

4. rent for buildings, fixtures, and movable equipment. 
 
Rent expense pertaining to movable equipment which has been charges directly on the provider's 
books to the appropriate cost center(s) must be reclassified to the Depreciation-Movable Equipment 
cost center unless the provider has properly identified and charged all depreciation on movable 
equipment directly to the appropriate cost centers. 
 

C. Interest expense incurred on funds borrowed for operating expenses must be allocated with 
administrative and general expenses.  (See Chapter 2.) 
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2340. ALLOCATING NURSING SERVICE COSTS IN NURSING HOMES WITH 

DISTINCT-PART SKILLED NURSING FACILITY (FORMERLY EXTENDED CARE 
FACILITY)--GENERAL 

 
One of the prerequisites for an institution to have a portion of its facility participate as an SNF 
(formerly ECF) is that it must have the record keeping capability to insure that it can adequately 
furnish the financial and statistical data required to separately determine costs applicable to the 
portion of the facility participating as an SNF and to other parts of the facility.  The provider must be 
able to satisfy the intermediary that the system employed for recording and accumulated the number 
of hours of nursing services is capable of audit and equitably allocates the nursing service costs for 
Medicare reimbursement purposes.  Nursing service costs refer only to gross salaries and wages of 
nursing and related personnel, such as registered nurses, LPN's, aides, etc. 
 
2340.l Methods of Allocating Nursing Service Costs for Cost Reporting Periods Starting After 
l972.--For cost reporting periods starting after l972, a nursing home that has only a portion of the 
facility certified as a distinct-part SNF shall allocate nursing service costs for Medicare 
reimbursement purposes under one of the following methods: 
 

A. Actual Time Basis.--Under the actual time method, the number of hours of nursing service 
is the basis for allocation of nursing service costs to the distinct part of the facility participating as an 
SNF and to other parts of the facility.  Various systems may be employed for recording and 
accumulated the hours of nursing services, e.g., payroll records, assignment schedules, etc.  The 
preferred system is the use of time recorded which separately indicate the actual time spent in 
providing nursing care in the part of the facility certified as an SNF and in other parts of the facility.  
Regardless of the system or method used, the result should be an equitable allocation of the nursing 
service costs between the distinct and other parts of the facility based on records or notations made at 
the time the services were rendered. 
 
Where a provider is located in a State having minimum State licensure requirements for nursing care, 
it is presumed that the provider allocated at least the minimum nursing time required in the 
noncertified parts of the facility.  In those situations where the provider's records indicate that 
nursing time allocated to the noncertified parts of the facility is less than the minimum time required, 
an adjustment to the provider's cost report is necessary to decrease the nursing service cost allocated 
to the distinct-part SNF and to increase the nursing service cost allocated to the noncertified part so 
as to meet at least the minimum State licensure requirements.  Where it becomes necessary to 
decrease nursing service costs allocated to the distinct-part SNF, appropriate on the basis of total 
accumulated costs which include nursing service costs. 
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B. Average Cost Per Diem Basis.--Under this method, the number of patient days is the basis 
for allocation of nursing service costs between the distinct part of the facility participating as an SNF 
and other parts of the facility.  Total nursing service costs for the entire facility are divided by the 
total patient days for the entire facility to arrive at an average nursing service cost per diem.  This 
average nursing service cost per diem is then multiplied by the number of patient days in the distinct-
part SNF to determine the nursing service costs that may be allocated to the distinct-part SNF. 
 
Under the following circumstances, it is necessary to allocate nursing service costs based on an 
average cost per diem basis: 
 

l. The adjustments mentioned in subsection A above would result in less than 
minimum State licensure requirements for nursing services in the certified portion of the facility; or 
 

2. The intermediary determines that adequate time records have not been maintained to 
support an equitable allocation of nursing costs; or 
 

3. The intermediary determines that the allocation of nursing time results in an 
inequitable allocation of nursing service costs to the distinct-part SNF. 
 
Where the intermediary requires the use of the average per diem method, the provider is not 
permitted to retroactively use estimates to allocate nursing costs under the actual time basis method 
described in subsection A above. 
 
Where a provider is able to furnish sufficient documentation to satisfy the intermediary that the 
patient population in the noncertified part of the facility includes and substantial number of 
domiciliary patients requiring little or no nursing care, the intermediary may grant an exception to the 
average cost per diem method and apportion costs on the basis of the facts in that case. 
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2342. ALLOCATING STANDBY COSTS IN A DISTINCT-PART PROVIDER HAVING A 

SUBSTANTIAL DIFFERENCE IN OCCUPANCY RATES BETWEEN THE 
CERTIFIED PORTION AND THE NONCERTIFIED PORTION 

 
Where the unoccupied beds in a partially certified institution are concentrated in the certified portion, 
the standby costs attributable to the unoccupied beds (e.g., depreciation, operation of plant, etc.) 
would not be allocated equitably under existing cost finding methods.  This section indicates the 
manner in which costs attributable to a provider's unoccupied beds are allocated under such 
circumstances so that the burden of these costs is proportionally shared by all patients in the 
institution.  This section is applicable to all cost reporting periods beginning after September 30, 
l973.  Cross refer to § 24l5. 
 
2342.l  General Rule.--Where the average occupancy rate of a certified portion of an institution is 
substantially less than the average occupancy rate in the noncertified portion, the routine costs 
attributable to the unoccupied beds of the institution allocated on the basis of space (see 
subparagraph B) are reallocated using the following basis: 
 
Total Patient Days in the     Costs of 
Certified Portion               x Costs of      = Unoccupied Beds 
Total Patient Days in the        Unoccupied Beds   Allocable to 
Entire Institution      Certified Portion 
 
Only costs allocated to the inpatient areas on the basis of space are adjusted since other costs are 
allocated in a manner related to the actual usage of services in the institution--e.g., hours of services, 
meals served, etc. 
 

A. Substantial Difference in Occupancy Rates.--For this purpose, a difference of 25 
percentage points or more in the occupancy rates in any Medicare cost reporting period is considered 
substantial.  Thus, if the occupancy rate is 75 percent or more in the noncertified portion, the 
procedure described in this section is applicable. 
 

B. Costs Allocated on Basis of Space.--All costs actually allocated or required to be allocated 
to the inpatient areas on the basis of space under the cost-finding requirements are included in the 
computation. 
 
2342.2 Exception.--The procedure described in § 2342.l is not followed where the certified 
portion: 
 

A. has in its inpatient area staffing separate from that of the inpatient areas in the remainder of 
the institution, and also 
 

B. furnishes a level of care that is not substantially equivalent to that furnished in the 
noncertified portion of the institution. (For this purpose, the level of care furnished by the 
noncertified portion 
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is considered substantially equivalent to the level of care furnished by a skilled nursing home if that 
portion meets at least the requirement that it is primarily engaged in providing skilled nursing care 
and related services to inpatients who require medical or nursing care, or rehabilitation services for 
injured, disabled, or sick persons).  The information as to the level of care in both portions of a 
skilled nursing facility (SNF) is contained in the Directory of Medical Facilities issued by the Social 
Security Administration and made available to fiscal intermediaries under the program. 
 
2342.3  Example.--The following simplified example demonstrates the effect of the procedure 
described in § 2342.l and the adjustment required. 
 
A l00-bed skilled nursing home has 50 beds certified as SNF beds for Medicare purposes. 

Occupancy in the noncertified portion was 80 percent (l4,600 patient days out of l8,250 bed 
days) and the occupancy rate in the certified distinct part was 30 percent (5,475 patient days of 
l8,250 bed days). 

 
Assume the space (square feet) applicable to the 50-SNF beds representing 55 percent of the 
accommodation areas and the space applicable to the 50 noncertified beds represented 45 
percent of the accommodation areas.  Routine costs allocated to accommodation areas on the 
basis of space, as described in § 2342.lB, amounted to $200,000.   This method of allocation 
would result in the Medicare program absorbing a disproportionate amount of standby costs 
in the accommodation areas attributable to the unoccupied beds of the institution. However, 
the reallocation of costs as described in § 2342.l is determined as follows: 

 
A. Actual Costs Allocated to Distinct Part, Per Cost Report: 

55% x $200,000 = $ll0,000 
 

B. Actual Costs Allocated to Noncertified Part, Per Cost Report: 
45% x $200,000 = $90,000 

 
C. Actual Space Allocated Costs Attributable to Certified Occupied Beds: 

 
Total Patient Days in the Certified Portion x $ll0,000 = 
Bed Days Available in the Certified Portion 

 
5,475  x $ll0,000 = 30% x $ll0,000 = $33,000 
l8,250 

 
D. Actual Space Allocated Costs Attributable to Noncertified Occupied Beds: 

 
Total Patient Days in the Noncertified Portion  x  $90,000 = 
Bed Days Available in the Noncertified Portion 
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l4,600 x $90,000 = 80% x $90,000 = $72,000 
l8,250 

 
E. Standby Costs Attributable to Total Unoccupied Beds: 

 
$200,000 - (C + D) = $200,000 - ($33,000 + $72,000) = $95,000 

 
F. Standby Costs Attributable to Unoccupied Beds Allocated to the Certified Portion: 

 
Total Patient Days in the Certified Portion      x Standby Costs 
Total Patient Days in the Entire Institution Attributable to 

Unoccupied Beds 
 

2,475 x $95,000 = $25,909 
20,075 

 
Thus, the total depreciation, maintenance, etc., costs allocable to the certified portion 
accommodation areas should be $58,909 (C + F), rather than $ll0,000 (A).  The $58,909 would then 
be used in the cost finding process in the accumulation of allowable costs for the certified portion. 
 
Although this adjustment does not affect allowable costs for the entire facility, it does affect the 
allowable costs and the Medicare reimbursable portion thereof the certified portion of the facility.  
Thus, the adjustment to Medicare reimbursable costs will affect the apportionment of the return on 
equity capital to Medicare. 
 
 
2344. RESTRICTIVE ADMISSION POLICIES 
 
The program will not absorb any costs attributable to unoccupied beds where the provider has a 
restrictive admission policy.  This section is to be applied to all cost reporting periods beginning after 
September 30, l973. 
 
2344.1 General.--Where a participating hospital or skilled nursing facility (or a distinct-part 
provider) has a restrictive admission policy, the effect of which is to artificially increase Medicare 
reimbursement, the Medicare program will not absorb any share of the cost of unoccupied beds of 
the institution allocated on the basis of space. Indications of restrictive admission policies could be: 
 

A. Where virtually only Medicare or only Medicare/Medicaid beneficiaries (where Medicaid 
pays on the basis of costs) are admitted to the hospital or skilled nursing facility (or a distinct-part 
provider).  Private-paying patients requiring an SNF level of care are denied admission (or in a 
distinct-part provider, such private-paying patients are admitted to the noncertified area). 
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B. Where Medicare beneficiaries still requiring an SNF level of care are discharged (or 
transferred to a noncertified area) when their benefits under the program are exhausted. 
 

C. Where admission is restricted to the patients of an individual physician or small group of 
physicians who are considered related to the provider under the principles of Chapter l0, Cost to 
Related Organizations, and where other physicians are not allowed admission privileges. 
 
2344.2 Procedure for Determining Cost to be Paid by Program Where Provider Has a Restrictive 
Admission Policy.--The following examples illustrate the methods to be used in determining cost 
recognized by the program where the provider has a restrictive admission policy. 
 
Example l: A l00-bed fully certified SNF has a policy of only admitting Medicare eligible 
beneficiaries as patients.  Occupancy was 80 percent and costs allocated on the basis of space 
amounted to $200,000.  Although the facility is utilized l00 percent by Medicare beneficiaries, the 
program would pay only $l60,000 (80 percent x $200,000) of the costs allocated on the basis of 
space.  The other $40,000 attributable to unoccupied beds would not be absorbed by the program, 
due to the provider's restrictive admission policy.  This is true even though the provider's occupancy 
rate may be equal to or higher than the rates of similar facilities having no such restrictions. 
 
Example 2: A l00-bed skilled nursing home has 50 of its beds certified as a distinct-part SNF for 
Medicare purposes.  It is the policy of the home to admit only Medicare and Medicaid beneficiaries 
to the distinct part.  Medicaid pays on the basis of cost in the State in which the facility is located.  
Medicare beneficiaries whose benefits are exhausted yet require SNF care are placed in the 
noncertified portion.  Occupancy in the distinct part was 70 percent.  Since the space applicable to 
each portion of the institution was equal, space costs amounting to $200,000 were allocated equally 
between the certified and noncertified portions of the institution.  Since the provider has a restrictive 
admission policy, the program will include only $70,000 as an allowable cost for the distinct part, 
computed as follows: 
 
 Occupancy Rate in Certified Portion x Space Costs Allocated  =  To Certified Portion 
 
 70% x $l00,000 = $70,000 
 
The $70,000 would then be used in the cost finding process in the accumulation of allowable costs 
for the certified portion. 
 
2344.3 Costs Allocated on Basis of Space.--All costs actually allocated, or required to be allocated 
to the inpatient areas on the basis of space under the cost-finding requirements are included in the 
computation. 
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A.2304, Adequacy of Cost Information--As a result of certain provisions within the "Tax Equity and 
Fiscal Responsibility Act of 1982" (P.L. 97-248), hospitals and/or skilled nursing facilities will be 
required to submit, as part of their Medicare cost report, information not previously required.  The 
following items must be considered in maintaining the information needed to formulate proper 
Medicare reimbursement.  The information required must be capable of verification through audit as 
required by 42 CFR 405.453(a). 
 

A. This provision applies only to hospitals that are exempt from taxes under §501(c)(3) of the 
Internal Revenue Code of 1954 and which were subject to F.I.C.A. taxes as of August 15, 1982, and 
which are not subject to F.I.C.A. taxes for part or all of a cost reporting period beginning on or after 
October 1, 1982, and before October 1, 1985.  In accordance with §1886(b)(6) of the Social Security 
Act (as enacted by §101 (Payment for Inpatient Hospital Services) of P.L. 97-248) for purposes of 
making the target amount comparison under §1886(b)(1) of the Act, an adjustment of the operating 
costs of inpatient hospital services will be made where a hospital, as of August 15, 1982, was subject 
to F.I.C.A. taxes and which is not subject to such taxes for part or all of a cost reporting period 
beginning on or after October 1, 1982.  A reduction will be made to such F.I.C.A.  taxes that would 
have been paid (but not below zero) by the amount of costs which the hospital demonstrates were 
incurred in the period for pensions, health and other fringe benefits for employees (and former 
employees and family members) comparable to, and in lieu of, benefits provided under F.I.C.A.  
Affected hospitals will have to determine: 
 

1.  The amount of F.I.C.A. tax that would have been payable for the cost reporting period. 
 

2.  The amount of costs incurred in the period for pensions, health and other fringe benefits 
for employees (and former employees and family members) comparable to, and in lieu of, the 
benefits provided under titles II and XVIII of the Social Security Act. 
 

B. This provision applies only to hospitals and skilled nursing facilities that have both private 
rooms and semi-private rooms.  In accordance with §111 (Elimination of Private Room Subsidy) of 
P.L. 97-248, the estimated amount by which the costs incurred by a hospital or skilled nursing 
facility for nonmedically necessary private accommodations for Medicare beneficiaries exceeds the 
costs which would have been incurred by such hospital or facility for semi-private accommodations 
is not allowable.  In order to determine proper Medicare reimbursement, the following data must be 
maintained by the hospital or skilled nursing facility and reported when filing the Medicare cost 
report for cost reporting periods beginning on or after October 1, 1982. 
 

1.  Total charges applicable to inpatient general routine private accommodations. 
 

2.  Total charges applicable to inpatient general routine semi-private accommodations. 
 

3.  Total inpatient general routine charges (including charges for private, semi-private and 
other inpatient general routine accommodations). 
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4.  Total inpatient days applicable to inpatient general routine private accommodations. 
 

5.  Total inpatient days applicable to inpatient general routine semi-private 
accommodations. 
 

6.  Medically necessary inpatient general routine days applicable to private accommodations 
for Medicare beneficiaries. 
 
Hospitals with separately certified subproviders or skilled nursing facilities must maintain these data 
separately for each separately certified component. 
 
Skilled nursing facilities with separately certified distinct parts must maintain these data only for the 
portion of the facility that is Medicare certified. 
 
Hospitals participating in the Medicare program as swing bed hospitals should exclude from the 
private room subsidy computation routine charges, days and costs applicable to skilled nursing 
facility type services and intermediate care facility type services. 
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2400. PRINCIPLE 
 
For cost reporting periods beginning prior to January 1, 1974, providers of services are paid for 
services furnished to program beneficiaries on the basis of reasonable cost as defined in §2102.1. For 
cost reporting periods beginning after December 31, 1973, subject to limitations on cost (see Chapter 
25), payment is made on the basis of the lower of reasonable cost or customary charges made by the 
provider to the general public for the same services. (See Chapter 26.) 
 
Public providers with a no-charge or nominal charge structure are not subject to the lower of 
reasonable cost or customary charges provision, but are subject to payment on the basis of reasonable 
cost as described in §26l6. 
 
 
2402. DEFINITIONS 
 
2402.1  Provider of Services.--A provider of services means a hospital, skilled nursing facility, 
home health agency, comprehensive outpatient rehabilitation facility, rural primary care hospital, 
community mental health center (CMHC) for the limited purpose of furnishing partial hospitalization 
services, and, for the limited purpose of furnishing outpatient physical therapy or speech pathology 
services, a clinic, rehabilitation agency or public health agency. 
 
2402.2  Participating Provider.--A participating provider is an approved provider of service which 
has entered into an agreement with the Department of Health and Human Services (a) to accept 
payment based on the reasonable cost of the items and services furnished; (b) not to charge the 
beneficiary or any other person for covered items and services, except deductibles and coinsurance 
amounts; and (c) to return any money incorrectly collected. 
 
2402.3  Hospital for Emergency Services.--An emergency hospital is a nonparticipating hospital 
which has not entered into an agreement with the Department of Health and Human Services to 
participate in the program but may receive payment for covered services, in accordance with §24l6, 
after complying with the appropriate statutory requirements and regulations. 
 
2402.4  Federal Provider of Services.--A Federal provider of services may enter into an agreement 
as a provider only if the Secretary determines that it is providing services to the public generally as a 
community institution or agency.  Payment is made in accordance with §24l8. 
 
 
2404. PAYMENTS TO PROVIDERS 
 
Participating providers are paid interim payments on a monthly (or more frequent) basis. (See 
§2406.) These payments are based on an interim rate that approximates reasonable cost as nearly as 
possible.  For cost reporting periods beginning after December 3l, l973, the interim payments are 
based on the reasonable cost of services, but may not exceed customary charges for the services.  
Under certain conditions, accelerated payments may be made to alleviate financial difficulty. (See 
§24l2.) 
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Upon receipt of a cost report for the provider's Medicare cost reporting period, the intermediary 
makes a tentative or final retroactive adjustment. (See §2408.) 
 
2404.1  Review of New Provider Fiscal Records.--Before any program payments can be made to a 
newly participating provider, the provider must permit its intermediary to review its fiscal and other 
records to assure that the provider has an adequate ongoing system for furnishing the records needed 
to provide accurate cost data and other information capable of verification by qualified auditors and 
adequate for cost reporting purposes.  The intermediary, through its examination, must also be 
assured the provider has no financial arrangements (e.g., with owners, related organizations, 
franchisers, management consultants) which interfere with the requirement that Medicare 
reimbursement be based on the reasonable cost the provider incurs in furnishing covered services to 
program beneficiaries.  Where the provider's recordkeeping capability does not meet program 
requirements, the intermediary offers limited consultative services or suggests revisions of the 
provider's system as necessary to enable the provider to comply with program requirements. (See 
§2404.3.) 
 
2404.2  Examination of Pertinent Data and Information.--Providers asking to participate, as well as 
those currently participating, must permit the intermediary to examine such records and documents 
as are deemed necessary to establish that the provider has adequate recordkeeping capability, and to 
assure that program payments are based on an interim rate which approximates as nearly as possible 
actual program payment due the provider for services furnished to Medicare beneficiaries.  The 
intermediary's examination includes, but is not limited to, matters concerning those records and 
documents listed below.  In addition, while examining these records, the intermediary develops a 
permanent file on each provider with pertinent information which can be updated for use during desk 
and field audits. 
 

A. Liability for Health Insurance Program Payments.--The intermediary ascertains if the 
provider has taken over the operation of an institution from a provider that, as a result of transfer, 
lease, sale or other action, has terminated participation in the program.  In such situations, the 
intermediary must examine all documents related to the transfer, lease, sale, or other action to 
determine the liability of the various parties for any past or future program payments in order to 
avoid underpayments or overpayments.  Also, the proper legal name of the provider is obtained so 
that the payee may be correctly stated on checks and so that program funds are not incorrectly 
negotiated when an institution changes hands. 
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B. Type of Organization.--The intermediary will ascertain whether the provider organization 
is recognized as a nonprofit or proprietary organization under the laws of the State of domicile. 
 

l. Nonprofit Organization.--If the provider is a nonprofit organization, the intermediary 
must ascertain whether an Internal Revenue Service certificate of nonprofits status under section 
50l(c) of the Internal Revenue Act of l954 has been issued. The legal as well as the operating name 
of the sponsoring organization(s) or person(s) must also be determined. 
 

2. Proprietary Organization.--If the organization is a proprietary organization, the 
intermediary will determine if the organization is a sole proprietorship, partnership (including limited 
partnership and joint stock company), corporation or trust. Where the ownership of the organization 
is a partnership or corporation, the intermediary will review the partnership agreement or articles of 
incorporated and obtain the legal and operating name of the organization. 
 
The name and business address of the sole proprietor and all partners in a partnership having an 
interest of l0 percent or more of the total equity will be noted.  If the proprietary organization is a 
corporation, the intermediary shall record the names and business addresses of all officers having l0 
percent or more of total outstanding securities, excluding nonvoting shares of stocks or bonds. 
 
The chief executive of the organization, sole proprietor or managing partner must certify in writing 
whether the organization purchases or leases services, equipment or supplies from an entity with 
whom the organization has an ownership interest, including any interest of immediate relatives of the 
chief executive, sole proprietor or managing partner. 
 
Such individual must also certify, to the best of his knowledge, (a) whether any person with an 
ownership interest in the organization also has an ownership interest (excluding nonvoting shares of 
stock or bonds) of l0 percent or more of the equity of any entity furnishing services or supplies, (b) 
whether there are any common officers, directors or partners, and (c) whether the organization has 
financial or management interests in other institutions participating in the program, and the extent of 
such interest in each institution. 
 
The intermediary may, however, require the documentation of all partners in a partnership, or if a 
corporation, all officers and directors, the resident agent and all shareholders, where it has knowledge 
or reason to believe that a group of related persons, each owning less than l0 percent of the total 
equity in the provider and/or related organization, could assume effective control of such provider or 
related organization. 
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C. Leases.--The intermediary will ascertain whether the real property (building, space, or 
land) occupied is owned or leased by the provider.  Where the provider is not the owner of (i.e., does 
not hold legal title to) the building, space or land, the names and business addresses of the parties 
having leasehold or ownership interests should be recorded.  Where a real property is leased, the 
intermediary will obtain a copy of each lease for evaluation to determine whether the lease contains 
any provisions which would hinder the provider in meeting its program obligations or interfere with 
the program's commitment to reimburse providers on a reasonable cost basis.  An officer (if a 
corporation), sole proprietor, or managing partner must indicate if any person having a financial 
interest in the provider has a financial interest in the provider has a financial interest in the entity 
from which the provider leases any property or space or whether there is common ownership or 
control, including an interest of immediate relatives. Where personal property is leased, the 
intermediary will ascertain if it is in fact a lease or lease-purchase agreement and whether the lessee 
and lessor are related by common ownership or control. 
 

D. Tax Returns.--The intermediary will examine the most recent Federal income tax return of 
a proprietary provider to ascertain the type and amount of the income and expenses of the 
organization including the pertinent detail regarding asset costs, etc., supporting any depreciation 
deduction.  Similarly, for a tax-exempt institution the intermediary shall examine the most recent 
Federal informational returns, if any, of such organization. 
 

E. Fixed Asset Records.--The intermediary shall ascertain the cost of fixed assets of the 
provider for which depreciation may be claimed under the principles of reimbursement.  Such 
examination will include full disclosure of the historical cost (or fair market value at time of 
donation) of fixed assets and, where pertinent, the amount and types of considerations transferred 
and other data necessary to establish identification, date of acquisition and the cost basis of assets.  
The provider shall also disclose the contents of any appraisals of depreciable assets pertinent to 
assets for which depreciation is claimed.  If a change of ownership occurs, the intermediary will 
compare the book value of land and other assets of the new provider with the asset value in the 
previous provider's cost reports for the period ending with the change of ownership to assure that the 
sale price used by the seller in computing gain or loss agrees with the historical cost used by the new 
provider in computing depreciation (see § l04.l4). 
 

F. Management Fees.--Where a provider pays a fee for management services, such provider 
must identify the services furnished in sufficient detail for the health insurance program to determine 
that these services, for which reimbursement is sought from the program, are necessary and proper 
(see § 2l02.2) for the production of patient care services and that the costs are reasonable. 
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G. Franchise Arrangements.--Where the provider is a franchise-holder, copies of any 
agreements between the provider organization and the franchisor must be furnished for examination. 
 

H. Patient Service Charge Schedules.--The provider shall, upon request, furnish its 
intermediary copies of patient service charge schedules and any contemplated or prospective changes 
thereto.  The intermediary will examine the charge schedules to verify that the charges are uniformly 
being applied to all patients and to determine whether or not they are acceptable for cost finding 
purposes. 
 

I. Working Capital.--The intermediary will determine the working capital position of the 
provider organization to determine the extent to which maturing obligations can be met.  If such data 
shows that the organization's financial condition is so precarious that it is, or may become, insolvent 
or may enter receivership or bankruptcy proceedings, the intermediary will maintain careful 
surveillance over the provider's interim payment to ensure that no overpayment to the provider is 
made. 
 

J. Contracts for Services Under Arrangements.--Where a provider furnishes services under 
arrangements, copies of such contracts between the provider organization and the supplier must be 
examined.  The intermediary will examine the contracts to determine whether the costs are 
reasonable and the criteria set forth in §§ l000ff. are met. 
 

K. Agreements with Nonpaid Workers.--The intermediary will obtain and review copies of 
agreements between the provider and the organization of nonpaid workers to ascertain if all the 
criteria set forth in §§ 704ff. are met. 
 

L. Provider-Based Physician Agreements.--Where a provider has agreements with physicians 
to perform services in the provider setting, for which the physicians are compensated by or through 
the provider, such agreements must be furnished.  The intermediary will review the agreements to 
determine whether the conditions and requirements specified in §§ 2l08ff. and 2l09ff. are met. 
 

M. Preparation of Cost Reports.--The intermediary will determine whether the provider has 
the capability of preparing a cost report that will be acceptable for program reimbursement, financial 
and cost evaluation purposes.  Where a provider proposes a change from standard HCFA reporting 
procedure, such changes must be submitted to the intermediary for review and determination as to 
whether the proposed changes properly reflect current Medicare cost reporting requirements, and are 
acceptable to HCFA and the intermediary. 
 

N. Chain Organizations.--If the provider is a member of a chain organization, the intermediary 
will obtain the name of the organization and the location of records that contain the information 
necessary to determine the allowability of home office costs. (See §§ 2l50ff.) 
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O. Minutes of the Governing Body.--The provider, upon request, shall make available to its 
intermediary, the minutes of the governing body and information regarding any special committees 
established by the governing body.  The intermediary will examine such minutes to determine 
whether the governing body is functioning in a manner consistent with the requirements set forth in 
the Conditions of Participation for the particular type of provider. 
 

P. Request for Multiple-Facility Status.--Where a provider consists of several component 
facilities which provide clearly different types of care, as determined by the State agency, and 
requests multiple-facility status for cost reimbursement purposes, the intermediary will review the 
provider's records to determine if the provider has the capability to separate costs and revenues 
between the various entities of the facility. 
 

Q. Provider's Accounting Firm.--Where a provider engages an independent accountant to 
maintain its fiscal records, those records and all documents (e.g., invoices, copies of contracts, etc.) 
which support the records, and any portion of the accountant's working papers which contain data 
which should properly be reflected in the provider's books and records in order to make such records 
complete, are considered to be the property of the provider and must be made available to the 
intermediary upon request. Examples of working papers that are considered to be a provider's records 
include (a) worksheets in lieu of books of original entry, (b) worksheets in lieu of general ledgers or 
subsidiary ledgers, (c) all adjusting and closing journal entries and supporting details, and (d) 
consolidating or combining journal entries and worksheets and supporting detail used in arriving at 
final figures incorporated in an end product. 
 
Other records and documents to be reviewed by the intermediary when deemed necessary shall 
include the latest audit report of financial statements, if any, organization charts, chart of accounts, 
plan of internal control, deferred compensation and pension plans, census records, and distinct part 
time records or studies. 
 
2404.3  Periodic Review and Suspension of Program Payments.-- 
 

A. Review of Recordkeeping Capability.--The intermediary will, on a periodic basis, review 
the recordkeeping capability of participating providers.  Such a review must be conducted where an 
overpayment greater than 25 percent of the total reimbursable costs for a completed cost reporting 
period has resulted.  When deemed necessary, the intermediary may also review the provider's 
recordkeeping capability in such situations as: 
 

1. When a change of ownership occurs; or 
 

2. When a major change in provider management has occurred, as generally happens 
when the operating responsibility of a provider is turned over to a management firm, or there is a 
change of ownership in the controlling stock of a corporate provider. 
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B. Notice of Suspension.--If, after examination, the intermediary establishes that a provider 
does not maintain or no longer maintains adequate records for the submission of accurate cost data 
with which to determine the reasonable cost of services rendered to Medicare beneficiaries, the 
intermediary will suspend program payments to the provider. However, before suspending payments 
to a provider, the intermediary must, in accordance with the provisions of §405.37l(a) of Regulations 
No. 5, Subpart C, send written notice to such provider of its intent to suspend payments.  The notice 
will explain the basis for the intermediary's determination with respect to the provider's records and 
will identify the provider's recordkeeping deficiencies.  The provider will be given l5 days following 
the date of notification, in accordance with Regulations §405.37l(a), to submit a statement (including 
any pertinent evidence) as to why the suspension should not be put into effect. 
 

C. Accounting for Suspended Payments.--Internal procedures will be established to account 
for the amounts withheld following a suspension of payments so that when the provider 
demonstrates to the intermediary's satisfaction that its recordkeeping capability will permit proper 
reimbursement for services rendered to Medicare beneficiaries, the intermediary can promptly 
release the suspended payments to the provider. 
 
2404.4  Payments to Insolvent or Bankrupt Providers.--If the provider's financial condition as 
disclosed by its financial records, reports, or other reliable information establishes that the provider is 
or may become insolvent or involved in receivership or bankruptcy proceedings, the intermediary 
will maintain careful surveillance over the provider's interim payment to ensure that no overpayment 
to the provider is made. 
 
2405. PAYMENTS UNDER THE PROSPECTIVE PAYMENT SYSTEM 
 
Effective with cost reporting periods beginning on or after October 1, 1983, Medicare's payment for 
Part A hospital inpatient operating costs will be made prospectively on a per discharge basis.  Part A 
inpatient hospital operating costs include costs for general routine service, ancillary service, and 
intensive care-type services, but exclude capital-related costs, direct medical education costs, kidney 
acquisition costs in hospitals approved as renal transplantation centers (RTCs), and, for cost 
reporting periods beginning on or after October 1, 1984 and before October 1, 1987, costs for 
qualified hospital employed nonphysician anesthetists.  Payment for capital-related and medical 
education costs (as well as bad debts) will continue to be paid retrospectively on a reasonable cost 
basis (§2405.2).  Additional payments will be made for indirect medical education costs (§2405.3). 
 
Under the prospective payment system (PPS), Medicare discharges will be classified into diagnosis 
related groups (DRGs).  A specific PPS payment rate will be established for each DRG based on a 
diagnosis classification system which classifies patients into groups that are clinically related and 
homogeneous with respect to resource use.  This rate for each DRG is based on the average cost of a 
Medicare case, as established by the most recent cost  report data available.  However, except for 
new hospitals, during a 3-year transition 
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period the PPS payment for a given Medicare discharge will be a blend of (1) a hospital-specific 
portion  based on the hospital's historical cost experience in a base period adjusted by its case-mix 
index (see §2802 for calculation of the hospital-specific amount), and (2) a Federal portion of the 
prospective payment rate.  The blend of the Federal portion and of the hospital-specific portion of the 
PPS payment is as follows: 
 
Fiscal Years Beginning Hospital Specific          Federal Portion     
      On or After       Portion 

*(Regional/National 
  Blend of Federal 
     Portion) 

 
Regional National 

 
October 1, 1983 75%    25% (100)    (0) 
October 1, 1984 50%   50%  (75)   (25) 
October 1, 1985 25%   75%  (50)   (50) 
October 1, 1986 - 100%   (0)  (100) 

 
*The regional/national blend of the Federal portion changes with each Federal fiscal year. Therefore, 
any discharge within a hospital's fiscal year following the beginning of the Federal year is paid based 
on the regional/national blend for the new Federal fiscal year. 
 
A new hospital, as defined in §2802, will not receive a blended PPS payment during the transition 
period.  Rather, its payment will be the full Federal portion of the prospective payment rate. 
 
The following instructions provide guidance for determining payments to hospitals under PPS for (1) 
Part A inpatient hospital operating costs, (2) capital-related and direct medical education costs, and 
other costs reimbursed on a reasonable cost basis (including kidney acquisition costs for hospitals 
approved as RTCs) which are applicable to Part A hospital inpatient services, and (3) an adjustment 
for indirect medical education costs. Costs for certain medical and health services furnished by 
hospitals to inpatients under Part B, for outpatient services of hospitals under PPS, and costs of 
hospitals and hospital units exempt from PPS (see §2803) continue to be reimbursed on an interim 
basis as provided in §§2406, 2407 and A2406, as appropriate, with retrospective adjustment based 
on a submitted cost report. 
 
2405.1 Prospective Payment Amounts.-- 
 

A.  Payment on the Basis of Submitted Bills.--Except for qualified hospitals electing to receive 
payment under the periodic interim payment (PIP) method (§2405.1B), hospitals will receive final 
prospective payments for Part A inpatient operating costs on the basis of a submitted bill.  Unlike 
cost-based reimbursement, payment for inpatient operating costs requires no year end retrospective 
adjustment,  and generally no adjustment is needed.  However, an adjustment to a particular 
prospective payment would be needed, for example, where, upon medical review, the payment made 
was found to be improper or inaccurate.  See §2405.5 for payment of outlier cases and §2405.2 and 
§2405.3 for payment of items reimbursable on a reasonable cost basis and the adjustment for the 
indirect cost of medical education. 
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Adjustment bills will be accepted for a 90 day period after the initial bill is submitted. Such 
adjustment bills will be scrutinized to insure correctness and completeness.  Before a change in 
payment is authorized, copies of medical records or other evidence may be requested by the 
intermediary to document procedures, diagnoses, etc. 
 

B. Payment Under the PIP Method.--Hospitals (including hospitals not previously on PIP) 
that meet the requirements in regulations section 405.454(j) and in §2407 may elect to receive 
interim payments for inpatient operating costs under PIP in level biweekly amounts.  Approval of 
this election is at the discretion of the intermediary and must be specifically requested by the 
hospital, including those hospitals on PIP prior to becoming subject to PPS.  After PIP is granted by 
the intermediary, it may continue to be used only where the intermediary is assured that the hospital 
continues to meet requirements necessary to remain on PIP (e.g., timely and accurate submission of 
information requested by the intermediary) and that proper payments are being made under this 
method.  Timely submission of data includes submission of a bill within 30 days of discharge of a 
Medicare patient.  Hospitals may opt out of PIP at any time.  Payments under PIP will continue to be 
made 2 weeks following a 2-week period of services in the same manner as PIP under cost 
reimbursement (see regulations section 405.454(j)(4)).  In addition to PIP, a hospital will receive 
separate payment for outliers (see §2405.5).  As noted above, all PPS hospitals receive additional 
payments for items reimbursable on a reasonable cost basis and, as applicable,  for the adjustment for 
the indirect cost of medical education (§2405.2 and §2405.3.) 
 
For hospitals on PIP, the interim payment amount will be based on the total estimated discharges for 
the reporting period multiplied by the estimated prospective payment amount.  For hospitals first 
going on PIP under PPS, the estimated prospective payment amount is the standardized amount (the 
blended sum of the hospital-specific and Federal portions during the transition period, except for new 
hospitals) multiplied by HCFA's most recently published case-mix index for the hospital.  
Subsequently, the estimated prospective payment amount will be based on the hospital's actual 
payment experience under PPS adjusted for projected changes during the year.  The total estimated 
annual amount, net of total estimated annual deductible and coinsurance amounts (see §2407.2), will 
be divided by 26 and paid biweekly.  In determining PIP amounts, payments in the case of transfers 
and payments for discharges where admission took place prior to the hospital's becoming subject to 
PPS (see §2405.4) must be considered.  The intermediary may either include an estimation of these 
payments in the PIP calculation or may make adjustments (additions or deductions) to specific 
biweekly payments. 
 
The payments will be reviewed and, if necessary, adjusted at least twice during the reporting period 
and are subject to final settlement at year end based on a reconciliation to total payments as 
determined on a per discharge basis.  If two reviews are made, the suggested intervals are 4 and 8 
months.   Necessary adjustments will be made based on the hospital's actual PPS payment experience 
prior to the review plus any changes projected for the year, e.g., a revised estimate of the anticipated 
number of discharges.  Any request by a hospital for a change in PIP amounts must be accompanied 
by supporting documentation.  In addition to adjusting the level payment, a retroactive adjustment 
will be made to reconcile the amounts paid to date. 
 
An adjustment may also be necessary for providers whose fiscal year is other than the Federal fiscal 
year.  As indicated in §2405, on October 1 of each year during the transition period, the 
regional/national blend of the Federal portion of the prospective payment will change.  In addition, 
on this date (both during and after the transition period), the prospective payment amounts are 
subject to change resulting from inflation 
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factors or from adjustment to the DRG classifications or weighting factors.  As a result of these 
changes, a hospital with a fiscal year other than the Federal fiscal year will require a change to its PIP 
amount to take into account a change in prospective payments for the portion of the year after 
October l.  Intermediaries may wish to make this adjustment at a time that would coincide with one 
of the other regularly scheduled reviews. 
 

C. Cash Flow Maintenance.--To prevent cash flow problems, accelerated payments will be 
available if the requirements in §2412 are met.  Hospitals receiving a level payment in lieu of 
prospective payment on a per discharge basis will not be entitled to accelerated payments.  The 
instructions in §2412 provide the basis for such payments to hospitals under PPS except that the 
accelerated payments will be based on estimated prospective payments for unbilled discharges rather 
than cost reimbursement for such discharges. 
 
Section 2412 permits requests for accelerated payments where delays in payment by the intermediary 
have caused financial difficulties.  However, it also indicates that accelerated payments may be made 
to providers in exceptional situations where the provider has experienced a temporary delay in 
preparing and submitting bills to the intermediary beyond its normal billing cycle.  For purposes of 
this section, intermediaries will permit accelerated payments for hospitals which demonstrate a 
temporary inability to bill timely and which are experiencing cash flow problems because of 
difficulty in adapting the billing system to the prospective payment system.  In addition, accelerated 
payments are available for hospitals experiencing payment delays as a result of converting to 
electronic tape billing. 
 
2405.2  Interim Payments for Items Reimbursable on a Reasonable Cost Basis.--Payment for items 
reimbursable on a reasonable cost basis will be made on an interim basis subject to retrospective 
adjustment based on a submitted cost report.  These include: 
 

A. capital related costs (§2802.B.1); 
B. direct medical education costs (§2802.B.2); 
C. kidney acquisition costs for hospitals approved as RTCs (§2802.B.8); 
D. costs for anesthesia services provided in a hospital by qualified nonphysician anesthetists 

(certified registered nurse anesthetists and anesthesiology assistants) employed by the 
hospital, effective for cost reporting periods beginning on or after October 1, 1984 and 
before October 1, 1987; and 

E. bad debts for uncollectible deductibles and coinsurance. 
 
Interim payments for the costs of these items will be determined for PIP and non-PIP hospitals by 
estimating the reimbursable amount for the year using Medicare principles of cost reimbursement 
and dividing it into 26 equal biweekly payments.  These payments follow the same procedures as for 
PIP payments under PPS (see §2405.1B), i.e., the payments will be made 2 weeks following a 2-
week period of services.  Interim payment as permitted in § 2406 will no longer be available to 
hospitals subject to the prospective payment system for Part A inpatient services. 
 
The estimated amount will be based on the most current cost data available.  The interim payments 
will be reviewed and, if necessary, adjusted at least twice during the reporting period with final 
settlement based on a submitted cost report.  If two reviews are made, the suggested intervals are 4 
and 8 months.  If appropriate, these payments will be combined with the biweekly interim payments 
for hospitals on PIP. 
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2405.3  Adjustment for the Indirect Cost of Medical Education.--There have been several 
significant policy changes regarding this adjustment since the inception of the prospective payment 
system, and it is important in determining this payment to apply the instructions in effect for the cost 
reporting period in question. 
 

A. Formula for Computing the Indirect Medical Education Cost Adjustment for PPS 
Discharges Occurring Prior to May 1, 1986.--To account for the indirect costs a hospital incurs in 
connection with interns and residents in approved graduate medical education programs, an annual 
lump sum additional payment based on a specified adjustment factor is made based on the Federal 
portion of the DRG-adjusted prospective payment rates, including outlier payments. The payment 
amount is related to a hospital's ratio of full-time equivalent (FTE) interns and residents (I&R) (see 
§2405.3.F.) in approved programs to its number of beds (see §2405.3.G.) as defined in §2510.5A. 
 
The formula for cost reporting periods beginning before May 1, 1986 follows: 
 

I&R to bed ratio  0.1 = Adjusted ratio 
 
Fed. portion of  X  teaching adjustment  X  adjusted ratio = Additional 
DRG-adjusted                   factor payment for 
prospective         indirect medical 
payment rates, including outlier payments education costs 
 
EXAMPLE: 
 
In the cost reporting period July 1, 1984 through June 30, 1985, a 500-bed hospital had total revenue 
of $4.5 million from the Federal portion of the DRG-adjusted prospective payment rates. There were 
40 FTE interns and residents in approved teaching programs in the hospital. 
 
Ratio of FTE interns and residents to beds (40  500) .08 
 
Adjusted ratio (.08  .1) 0.8 
 
Specified adjustment factor  .1159 
 
Federal portion of the DRG-adjusted prospective 
payment rates including outlier payments $4.5 million 
 
 
Adjustment for the indirect cost of medical education 

($4.5 million  X  .1159  X  0.8) $417,240 
 
 

B. Formula for Computing the Indirect Medical Education Cost Adjustment for Discharges 
On Or After May 1, 1986 and Before October 1, 1988.--An annual lump-sum additional payment 
based on a specified adjusted factor is made based on the Federal portion of the DRG-adjusted 
prospective payment rates, including outlier payments.  A factor representing the sum of 1.00 plus 
the hospital's ratio of FTE interns and residents to beds is raised to an exponent specified by law.  
Prior to May 1, 1986, the adjustment factor was applied as a fixed percentage add-on for each 
increment in the intern and resident to bed ratio.  Effective with discharges on or after May 1, 1986, 
the formula 
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takes into account the fact that as the intern and resident to bed ratio increases, the hospital operating 
costs per discharge also increase but the rate of increase is smaller for successive equal increments in 
the ratio of interns and residents to beds.  This means that a slightly smaller education adjustment 
factor is applied to each incremental increase in the ratio.  This "curvilinear" or variable application 
of the education adjustment factor yields a smaller increase in payments per discharge as teaching 
intensity increases. 
 
The formula for discharges on or after May 1, 1986 and before October 1, 1988 follows:      
                                

2 X  [ (1 + I&R).405 – 1 ]      X   Federal portion of the DRG-adjusted  
      Beds   prospective payment rates, including  

             outlier payments 
               
To determine the indirect medical education factor for a particular hospital add 1.0 to the ratio of 
interns and residents in approved programs to beds, raise that sum to the 0.405 power, and subtract 
1.0.  The result is then doubled to produce a hospital's indirect medical education adjustment factor. 
 
EXAMPLE: 
 
A 500-bed hospital's cost reporting year ends June 30, 1987.  The Federal portion of the prospective 
payments for this period is $4.5 million.  The hospital had 40 FTE interns and residents during the 
period. 
 
Ratio of interns and residents to beds (40  500) .08 
 
Adjustment factor for this hospital 
 
2 X [ (1.08).405 –1] .0633 
 
Federal portion of the DRG-adjusted prospective  
payment rates, including outlier payments, based  
on discharges during the fiscal year $4.5 million 
 
Adjustment for the indirect cost of 
medical education for this period  
(.0633 x $4.5 million) $284,850 
 

C. Cost Reporting Periods That Straddle May 1, 1986.--An example of the calculation 
follows: 
 
A 500-bed hospital's cost reporting year ends December 31, 1986.  As a result, the indirect medical 
education adjustment for discharges occurring during the period from January 1, 1986 through April 
30, 1986 is calculated on the basis of the formula in effect prior to May 1, 1986.  With respect to 
discharges occurring from May 1, 1986 through December 31, 1986, the "curvilinear" application of 
the adjustment factor is in effect.  Total revenue based on the Federal portion of the DRG-adjusted 
prospective payment rates for the period January 1, 1986 through April 30, 1986  is $1.5 million, and 
from May 1 through December 31 is $3.0 million.  The hospital had 40 FTE interns and residents 
during the period. 
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Period from January 1, 1986 through April 30, 1986 
 
Ratio of FTE interns and residents to beds (40 ÷ 500) .08 
 
Adjusted ratio (.08 ÷ 0.1) 0.8 
 
Specified adjustment factor .1159 
 
 
Federal portion of the DRG-adjusted prospective 
payment rates for discharges from January 1 
through April 30, 1986 $1.5 million 
 
Adjustment for the indirect cost of 
medical education for this period 
($1.5 million  X  .1159  X  0.8) $139,080 
 

Period from May 1, 1986 through December 31, 1986 
 
Ratio of FTE interns and residents to beds (40 ÷ 500) .08 
 
Formula:  2 X [(1 + I&R).405 –1] 
                  beds 
 
Adjustment factor for this hospital 
 
2 X[ (1.08).405 –1 ] .0633 
 
Federal portion of the DRG-adjusted prospective 
payment rates for discharges from 
May 1 through December 31, 1986 $3.0 million 
 
Adjustment for the indirect cost of 
medical education for this period $189,900 
(.0633 x $3.0 million)  
 
 
Adjustment for January 1, 1986 - April 30, 1986  $139,080 
May 1, 1986 - December 31, 1986   $189,900 
Total adjustment for this cost reporting period   $328,980 
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D. Discharges On Or After October 1, 1988 and Before October 1, 1990.--The formula for 
discharges on or after October 1, 1988 and before October 1, 1990 follows: 
 
Formula: 1.89 X[  (1 + I&R).405 –1  ] X  Federal portion of the DRG-adjusted  
     beds   prospective payment rates 
 

E. Discharges On Or after October 1, 1990.--The formula for discharges on or after October 
1, 1990 follows: 
 
Formula: 1.43 X [ (1 + I&R).5795 –1] X  Federal portion of the DRG-adjusted 
     beds    prospective payment rates 
 

F. Interns and Residents in Approved Programs.--The term "interns and residents in approved 
programs" means individuals participating in graduate medical education programs approved as set 
forth in §404.1.A.   
 

1. General Exclusions from the Count.--Interns and residents must not be included in the 
count for a particular hospital if they: 
 

o are not in approved programs; 
 

o are employed to replace nonphysician anesthetists; or 
 

o are assigned exclusively to another provider, an excluded psychiatric or 
rehabilitation unit of the hospital, a nonprovider setting, or, for cost reporting periods beginning 
before October 1, 1987, an excluded alcohol/drug abuse unit of the hospital. 
 

2. Questionable Situations.--It is recognized that situations arise in which it may be 
unclear whether an individual is counted as an intern or resident in an approved program for the 
purpose of the indirect medical education adjustment.  Many of these questionable situations relate to 
the designation of individuals as “fellows,” which is a term that may have various meanings 
according to the context in which it is used.  The designation of a senior resident as a fellow does not 
change the resident's status for the purpose of coverage and payment.  Intermediaries must not count 
an individual in the indirect medical education adjustment if any of the following conditions exist: 
 

o An individual designated as a “fellow” has elected to remain at a teaching 
hospital/university complex for additional work to gain expertise in a particular field but is no longer 
in a formally organized program to fulfill certification requirements. The services of such an 
individual are generally covered as physicians' services payable on a reasonable charge basis. 
 

o The individual's services in provider settings are payable as physicians' services 
(situations in which it is clear that the otherwise eligible resident is "moonlighting"). 
 

o Medicare pays its share of the salary or stipend of the individual on a Part B 
reasonable cost basis as an intern or resident not in an approved program. 
 

o The individual is engaged exclusively in research. 
 

o Any portion of the individual's salary is subject to reasonable compensation 
equivalency limits. 
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3. Cost Reporting Periods Beginning On Or After October 1, 1983 But Before January 1, 
1984.--The number of interns and residents determined for cost reporting periods beginning on or 
after October 1, 1983, and before January 1, 1984, is based on the number of interns and residents 
employed by and on duty at the hospital on the last day of its prior cost reporting period.  The 
number of FTE interns and residents is the sum of: 
 

o Interns and residents employed for 35 hours or more per week, and 
 

o One-half the total number of interns and residents working less than 35 hours per 
week (regardless of the number of hours worked). 
 

4. Cost Reporting Periods Beginning On Or After January 1, 1984 But Before October 1, 
1984.--The number of interns and residents determined for cost reporting periods beginning on or 
after January 1, 1984, and before October 1, 1984, is based on the number of interns and residents on 
duty at the hospital on the last day of its prior cost reporting period.  To accommodate those hospitals 
that have historically incurred the higher indirect costs of medical education programs, although not 
actually employing the interns and residents themselves, beginning with cost reporting periods that 
start on or after January 1, 1984, a hospital is permitted to count those interns and residents 
employed by an organization with a longstanding historical relationship with it in the same way it 
counts interns and residents who are hospital employees.  There may be a presumption of that 
relationship if the hospital has such an arrangement with an organization that existed prior to October 
1, 1982.  The organization must be the sole employer of substantially all of the interns and residents 
furnishing services at the hospital.  In addition, a hospital that establishes a new relationship with an 
organization may qualify for payment for indirect costs.  Such contractual agreements must contain 
features indicating that the relationship will be longstanding.  For example, they may provide for 
automatic renewal until they are amended or appropriate termination notice is given.  In situations 
such as these, the additional indirect medical education payment  is made to the hospital. 
 

5. Cost Reporting Periods Beginning On Or After October 1, 1984.--Effective with cost 
reporting periods beginning on or after October 1, 1984, interns and residents need not be employees 
of the hospital in which they work in order for a hospital to qualify for the indirect medical education 
adjustment. 
 
Based on the assumption that intern and resident levels are basically constant over the July through 
June graduate medical education academic year, interns and residents are counted on a uniform 
reporting date with hospital cost reporting periods beginning on or after October 1, 1984. For cost 
reporting periods beginning on or after October 1, 1984 but before July 1, 1985, the uniform date on 
a one-time basis is April 15, 1985. The assigned count on April 15, 1985 is assumed to be 
representative of the graduate medical education academic year that runs from July 1, 1984 through 
June 30, 1985 and any portion of a provider's cost reporting period that falls within that academic 
year. 
 
The uniform reporting date for cost reporting periods beginning on or after July 1, 1985 is September 
1.  If September 1 falls on a weekend or Labor Day, the next business day is used for purposes of the 
count of interns and residents. 
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For hospitals with cost reporting periods beginning on July 1, the same date that their graduate 
medical education programs begin, there is a relatively stable number of interns and residents 
throughout the cost reporting period.  Therefore, the uniform date for determining the intern and 
resident count is the September 1 that falls within the cost reporting period that begins on July 1.   
Where the cost reporting period spans more than one academic year, there could be significant 
fluctuation between the two years in the number of interns and residents to be counted.  This 
fluctuation could result from the addition or deletion of programs or an unusually high or low 
number of resignations from programs during a particular academic year.  In all cases where the cost 
reporting period does not coincide with the academic year, the Fiscal Intermediary apportions the 
intern and resident count between the two periods based on counts of two consecutive uniform 
reporting dates to minimize the possibility of incorrect levels of payment.  The formula for such 
apportionment follows: 
 

Number of months from 1st day of 
cost reporting period thru June 30   X count for uniform reporting  
Number of months in cost reporting period  date preceding that June 30 

 
+ 

 
Number of months from July 1 thru 
last day of cost reporting period    X count for uniform reporting 
Number of months in cost reporting period  date following that July 1 

 
EXAMPLE:  
 
The cost reporting period for a hospital is January 1, 1985 through December 31, 1985.  Since the 
reporting period spans more than one academic year and begins between September 30, 1984 and 
July 1, 1985, to determine the intern and resident count, apportion the counts from April 15, 1985 
and September 3, 1985.  
 
The hospital has a count of 20 interns and residents on April 15, 1985 and 24 on September 3, 1985. 
 The count for the cost reporting period is calculated as follows: 
 
January 1 through June 30, 1985 equals 6 months of the 12-month cost reporting period and falls 
within the first academic year (July 1984 - June 1985), for which the count of April 15, 1985, equal 
to 20, applies. 
 
July 1 through December 31, 1985 equals 6 months of the 12-month cost reporting period and falls 
within the second academic year (July 1985 - June 1986), for which the count of September 3, 1985, 
equal to 24, applies.  
 
Hence, (  6 x 20 ) + ( 6 x 24 ) = 22 

12               12 
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EXAMPLE:  
 
A hospital has a cost reporting period from August 1, 1985 through July 31, 1986.  If the intern and 
resident count on September 3, 1985 is 240 and on September 2, 1986 is 180, then its count is 
calculated as follows: 
 
August 1, 1985 through June 30, 1986, which coincides with the academic year July 1985 -June 
1986, equals 11 months of the 12-month cost reporting period.  The intern and resident count for that 
academic year, counted as of September 3, 1985, is 240. 
 
July 1 through July 31, 1986, which coincides with the academic year July 1986 -June 1987, equals 1 
month of the 12-month cost reporting period.  The intern and resident count as of September 2, 1986 
is 180. 
 

( 11 x 240 ) + (  1 x 180 ) = 220 +  15 = 235 I&Rs for the cost reporting period 
  12    12 
 

Interns and residents frequently split their time between areas of the hospital to which the indirect 
medical education adjustment applies and settings which are excluded.  In such cases, the one-day 
count reflects an apportionment of the time interns and residents spend in each type of setting.  For 
example, if a teaching hospital has an approved residency program in psychiatry and an excluded 
psychiatric unit, it is reasonable to expect that there are some interns and residents assigned to the 
unit either on a full-time or part-time basis.  Such assignments are reflected in the one-day count. 
 
Further, there are situations in which residents work in more than one hospital during an academic 
year.  The resident is counted in accordance with his or her assignment as of the specified date of the 
count.  For example, if Resident Smith spends six months each in two hospitals he is counted as one 
FTE for the hospital to which he was assigned on September 1.  No portion of his time in the other 
hospital is counted for the purpose of this adjustment.  It is anticipated that these rotations between 
hospitals remain fairly constant over the course of a year, and that the second hospital has a different 
resident on September 1 filling the slot later occupied by Resident Smith. 
 
There may also be rare situations whereby interns and residents spend time at more than one hospital 
on the day of the count.  If this situation reflects the manner in which residents are shared by 
hospitals, apportion the time spent by each intern or resident among the hospitals accordingly.  Thus, 
if on the day of the count a resident spends 4 hours at hospital A, 2 hours at hospital B, and 4 hours 
at hospital C, the count is as follows: 
 

Resident is a full-time equivalent during the academic year in which this count occurs. 
 

Total hours on the day of the count is 10 hours. 
 
Hospital A = 4 hours ÷ 10 hours = .4 FTE 
Hospital B = 2 hours ÷ 10 hours = .2 FTE 
Hospital C = 4 hours ÷ 10 hours = .4 FTE 
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In situations where hospitals share residents (either on the day of the count or over the academic 
year), an alternative to the one-day count may be requested by a hospital if: 
 

o all hospitals in which a resident furnishes services over the graduate medical education 
year agree   

 
o documentation allows Fiscal Intermediary to ensure that no resident is counted as more 

than 1 FTE during academic year 
 

o documentation is verifiable by and acceptable to the Fiscal Intermediary. 
 
If the hospital staff believes the one day count is not representative of the hospital's experience for a 
particular academic year within the hospital's cost reporting period, they notify their intermediary.  It 
is necessary for the provider to submit alternative documentation justifying its count of interns and 
residents.  Such documentation must be acceptable to the Fiscal Intermediary to verify that no 
resident is counted as more than one FTE during the graduate medical education academic year, 
regardless of the number of hospitals in which he or she is providing services or the total number of 
hours of service provided. 
 

G. Bed Size.--A bed is defined for this purpose as an adult or pediatric bed (exclusive of beds 
assigned to newborns which are not in intensive care areas, custodial beds, and beds in excluded 
units) maintained for lodging inpatients, including beds in intensive care units, coronary care units, 
neonatal intensive care units, and other special care inpatient hospital units.  Beds in the following 
locations are excluded from the definition: hospital-based skilled nursing facilities or in any inpatient 
area(s) of the facility not certified as an acute care hospital, labor rooms, PPS excluded units such as 
psychiatric or rehabilitation units, postanesthesia or postoperative recovery rooms, outpatient areas, 
emergency rooms, ancillary departments, nurses' and other staff residences, and other such areas as 
are regularly maintained and utilized for only a portion of the stay of patients or for purposes other 
than inpatient lodging. 
 
To be considered an available bed, a bed must be permanently maintained for lodging inpatients.  It 
must be available for use and housed in patient rooms or wards (i.e., not in corridors or temporary 
beds).  Thus, beds in a completely or partially closed wing of the facility are considered available 
only if the hospital put the beds into use when they are needed.  The term "available beds" as used 
for the purpose of counting beds is not intended to capture the day-to-day fluctuations in patient 
rooms and wards being used. Rather, the count is intended to capture changes in the size of a facility 
as beds are added to or taken out of service. 
 
In the absence of evidence to the contrary, beds available at any time during the cost reporting period 
are presumed to be available during the entire cost reporting period. The hospital bears the burden of 
proof to exclude beds from the count. 
 
In calculating the ratio of interns and residents to beds, bed size is determined: 
 

1. for cost reporting periods beginning prior to October 1, 1984, by the number of beds 
(excluding beds assigned to newborns, custodial beds, and beds in excluded units) available as of the 
first day of the period; 
 
 
 
 
 
 
 
 
 
24-3.1j6 Rev. 345 



08-88 PAYMENTS TO PROVIDERS 2405.3 (Cont.) 
 
 

2. for cost reporting periods beginning on or after October 1, 1984, by the number of 
available bed days during the cost reporting period divided by the number of days in the period. 
 
EXAMPLE:   
 
A hospital has the following complement during the entire 365-day cost reporting period: 
  
                 Available 

Beds             Bed Days 
 

Acute Care Beds Including 35 
Beds Used for Long-Term Care 
But Not Certified As Such 185             67,525 

 
Intensive Care Unit Beds 25            9,125 

 
Newborn Bassinets not counted          not counted 

 
Maximum Available Bed Days              76,650 

 
Less: Days Attributable to 20 
Acute Care Beds Closed During 
Wing Renovation April 1 -  
September 30             -3,660 

 
Actual Available Bed Days             72,990 

 
 
Although 35 beds are used for long-term care, they are considered to be acute care beds unless 
otherwise certified.  Newborn bassinets are not counted. The 20 beds in the wing under renovation 
are not counted for 183 days (April 1 - September 30) of the cost reporting period since they are not 
immediately available.  Total available bed days for the cost reporting period equals 72,990.  This 
hospital's size for a cost reporting period beginning July 1, 1984 is 210 beds (185 + 25).  For a cost 
reporting period beginning July 1, 1985, its size is 200 beds (72,990 :- 365). 
 

H. Monitoring.--The provider may be asked to make its  residency program assignment 
schedules, intern and resident contracts, and payroll records available to its intermediary or may 
choose to do so if it believes that the one-day count is not typical of the rest of the year.  In all such 
cases, the provider must furnish verifiable documentation in support of its claim for payment.  Based 
on this review of the provider's documentation, the intermediary may adjust the intern and resident-
to-bed ratio for purposes of the final indirect medical education payment. 
 

1. Review of Hospital Records.--Intermediaries should review hospital records regarding 
the counting of interns and residents if any of the following situations exist: 
 

o The number of interns and residents is substantially greater than the number 
counted for the prior year; 
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o The number of interns and residents assigned to excluded units decreases 
substantially from the number assigned in prior years; 
 

o The number of interns and residents in a specialty is not shown assigned to the 
appropriate department or unit, e.g., the specialty for 8 interns and residents is psychiatry but the 
provider indicates only 2 interns and residents spend time in or are assigned to the psychiatric unit of 
the hospital; or 
 

o The intermediary has reason to believe certain interns and residents are being 
counted by more than one provider during the same period of time. 
 

2. Counting Interns and Residents for Purposes of the Medical Education Adjustment.--
Interns and residents using vacation leave or sick leave on the day of the count may be included in 
the count.  In an annual report to its fiscal intermediary, the teaching hospital must submit a listing 
recorded by social security number, name, and specialty of all interns and residents assigned and 
providing services to the hospital on September 1 of each year and, where applicable, April 15, 1985. 
 
 Suggested Reporting Format 
 
Provider Name and Number: 
 
Provider Cost Reporting Period: 

 
Social  

Resident's  Security  
Name        Number   Specialty 
 
The above information is provided to the intermediary within 30 days of the latest uniform reporting 
day used for purposes of the count.  Intermediaries verify the correct count of interns and residents 
and may review the hospital's entire cost reporting period. Where the hospital is unable to supply the 
documentation above, the hospital does not qualify for the lump sum payment amount. 
 

I. Interim Payments.--To alleviate cash flow problems, a hospital receives interim payments 
based on an estimate of the adjustment, subject to a final determination at year end.  The total 
estimated annual amount of the adjustment is divided into 26 biweekly payments.  The biweekly 
payments are combined with the biweekly payments for inpatient costs reimbursed on a reasonable 
cost basis and paid 2 weeks following a 2-week period of services.  The interim payments may be 
reviewed and, if necessary, adjusted at least twice during the reporting period at suggested intervals 
of 4 and 8 months based on actual experience prior to the review plus any projected changes during 
the year.   
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2405.4  Prospective Payments for Discharges Under PPS Which Began in the Period Prior to PPS.-
-During the period that a hospital first becomes subject to PPS, some patients were admitted in the 
prior cost reporting period and discharged in the subsequent PPS period.  Prospective payments for 
these patients must be reduced to reflect that the portion of the stay occurring in the prior period was 
reimbursed on a reasonable cost basis. This computation cannot result in an amount that is less than 
zero.  The adjustment is made by subtracting from the prospective payment the hospital's interim 
reimbursement for inpatient operating costs applicable to the days in the prior period.  Their interim 
reimbursement applicable to the prior period must be adjusted to exclude estimated costs related to 
capital and direct medical education and for other items specified in §2405.2. The intermediary 
makes this estimate.  Deductible and coinsurance amounts are not considered in the computation of 
the adjusted payment amount under PPS.  Any deductible and coinsurance amounts are applied in the 
appropriate cost reporting periods after the above computations have been made. 
 
With regard to a case which qualifies for an outlier payment, the case is treated as if the entire stay 
had occurred after the provider's prospective payment implementation date for purposes of 
determining the total prospective payment amount which is applicable to the discharge.  The basic 
prospective payment amount and outlier payment which are otherwise payable are then reduced by 
the interim payments for the prior period as discussed above. 
 
For hospitals previously receiving interim reimbursement on the basis of an average cost per diem or 
under PIP, a per diem amount for the excluded costs for that period is determined and removed from 
the interim payments before reducing the prospective payment amount.  For hospitals under PIP, the 
average cost per diem is the amount before adjustment for the deductible and coinsurance, as 
addressed in §2407.2.  For hospitals previously receiving interim reimbursement based on a 
percentage of billed charges, the percentage net of the portion representing excluded costs is then 
applied to the charges billed in the prior period (cut-off bill) and the resulting amount subtracted 
from the prospective payment amount. 
 
NOTE: The interim payments used to reduce the prospective payment amounts are considered to 
fairly represent the inpatient operating costs incurred and reimbursed for the portion of the stay 
occurring in the prior period.  Therefore, the adjustment is final and not subject to further 
modification 
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2405.5  Outlier Cases.--Additional amounts will be paid for the marginal cost of atypical (i.e., 
outlier) cases.  Such cases have either an extremely long length of stay or extraordinarily high costs 
when compared to most discharges classified in the same DRG. The marginal cost of outlier care 
will be based on a 60 percent factor.  Effective for discharges on or after February 3, 1984, outlier 
payments apply only to the Federal portion of the prospective payment.  For discharges prior to that 
date, the outlier payments are based on 100 percent of the Federal rate. 
 

A. Definitions.-- 
 

1. Day Outlier.--A discharge qualifies as a day outlier if the stay exceeds the mean 
length of stay for discharges in the DRG by the lesser of a fixed number of days or a fixed number of 
standard deviations. 
 

2. Cost Outlier.--A high cost case that does not qualify as an outlier based on length of 
stay will qualify as a cost outlier if covered charges, adjusted to cost by applying a national 
cost/charge ratio, exceed the greater of a fixed multiple of the Federal prospective payment rate or a 
fixed dollar amount.  Effective for patients transferred on or after October 1, 1984, transferring 
hospitals also may receive cost-outlier payments if the cost-outlier criteria are met. 
 
The threshold criteria for determining whether a case qualifies as an outlier may change each fiscal 
year and will be published as part of the annual notice setting forth the standardized amounts and 
factors necessary to determine prospective payment rates. Notification of any change in the threshold 
criteria will appear in the Federal Register at least 30 days prior to its implementation date. 
 

B. Payment for Outliers.--Payment for outlier cases will not be made on an interim basis.  
Intermediaries will determine outlier payments on a case-by-case basis and, depending on the 
volume, pay on that basis or batch the bills and pay on a cyclical basis (e.g., biweekly or monthly).  
Although all outlier cases are subject to medical review, an initial payment for day outliers may be 
made prior to medical review, with a final determination after the review.  No specific request by the 
hospital for day outliers is necessary.  However, payment for cost outliers must be specifically 
requested by the hospital and is payable only after intermediary approval, subject to a medical 
necessity determination. 
 

1. Day Outlier.--Payment for a day outlier is the product of the following (See 
illustration in §2405.6.C.1.): 
 

a. Outlier days.  (See applicable HCFA annual notice for outlier cutoffs.) 
 

b. The average per diem for the applicable DRG.  This per diem is calculated by 
dividing the Federal prospective payment rate (using the appropriate national/regional blend) by the 
geometric mean length-of-stay for the DRG.  (See applicable HCFA annual notice for geometric 
mean lengths of stay.) 
 

c. 60 percent (the marginal cost of outlier care). 
 

d. The applicable percentage representing the Federal portion of the payment.  See 
§2405. 
 

2. Cost Outlier.--Payment for a cost outlier is determined as follows (See illustration in § 
2405.6.C.2.): 
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a.  Determine the hospital's cost of the stay by multiplying the hospital's charges for 
covered services furnished to the beneficiary by 72 percent (the national cost/charge ratio).  The cost 
will be further adjusted to exclude an estimate of indirect medical education costs.  In addition, for 
hospitals which have been granted a waiver as addressed in §2804, the cost will be adjusted to 
include the reasonable charges for nonphysician services billed by an outside supplier. 
 

b.  Determine the portion of the cost in a. representing outlier costs based on the 
appropriate cost outlier threshold criteria.  (See applicable HCFA annual notice). 
 

c.  Multiply the amount in b. by 60 percent (the marginal cost of outlier care). 
 

d.  Multiply the amount in c. by the applicable percentage representing the Federal 
portion of the payment.  (See § 2405.) 
 
2405.6 Illustration of Payments under PPS for Hospital Part A Inpatient Services 
 

Sample Medicare Data for Year Beginning 10/1/83 
Hospital-specific amount per discharge (case mix adjusted)1      $      2,578 
Standardized amount, wage-index adjusted1              2,484 
Case DRG specific weighting factor2                  1.2 
Estimated number of hospital beds at the beginning of the 

year                    500 
Estimated FTE interns and residents in approved teaching 

programs  at the beginning of the year                   40 
Estimated Medicare discharges for the year              7,000 
Estimated capital related costs (§2405.2)       1,400,000 
Estimated direct medical education costs (§2405.2)          600,000 
Estimated bad debts (§2405.2)          100,000 
Estimated annual deductible and coinsurance        1,500,000 
Outlier data (see C. below) 

 
1 -  See illustration in §2802.F. for calculation. 
2 -  From the Federal Register to be published no later than September 

1 of each year. 
 

A. Prospective Payment for Inpatient Operating Costs (Non-PIP Hospitals) 
 

Federal portion of the standardized amount ($2,484 X .25)        $621 
Hospital specific portion of payment ($2,578 X .75)       1,933 
Blended standardized amount ($621 + $1,933)       2,554 
Case DRG specific weighting factor           1.2 
Blended prospective payment amount* ($2,554 X 1.2)       3,065 

 
*For illustrative purposes, all calculations rounded to the nearest dollar. 

 
B. Prospective Payments for Inpatient Operating Costs (PIP Hospitals) 

 
Blended standardized amount      $2,554 
Hospital's most recently published case-mix index          .95 
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Estimated blended prospective payment amount (.95 X 2,554)              2,426 
Estimated Medicare discharges              7,000 
Annualized estimated prospective payment (7,000 X 2,426)     16,984,100 
Subtract total estimated annual deductible and coinsurance       1,500,000 

    15,484,100 
 

Divide by number of biweekly payments                   26 
PIP biweekly payment              595,542 

 
C. Payment for Outliers 

 
1. Day Outlier 

 
Determination of Per Diem Amount: 

Sample DRG (Wage adjusted, blended regional/ 
national Federal rate)             $4000 

Mean length of stay for the sample DRG           10 days 
Average per diem amount               $400 
Marginal per diem cost of outlier care (60% X $400)               $240 
Federal portion (25% for 1st transition year)                 $60 

 
Determination of Outlier Payment Days: 

Assume a length of stay of 40 days.  For a 
sample DRG with a mean length of stay of 10 days, 
assume a threshold of 28 days.  Therefore, a 
stay of 40 days less the outlier threshold 
(40-28) results in 12 outlier days.           12 days 

 
Determination of Outlier Payment: 

Per diem X Outlier payment days ($60 x 12 days)               $720 
 

2. Cost Outlier 
 

Determination of Hospital's Cost: 
Billed charges for discharge          $35,000 
National ratio of cost to charges                  .72 
Adjusted ratio of interns and residents to beds 
(See computation in E. below.)                    .8 
Specified adjustment factor (Illustrative)           11.59% 
Adjustment factor for this hospital (.8 x .1159)            .09272 

 
Hospital's = Billed charges X ratio of cost to charges 

Cost 1 + Adjustment factor for this hospital 
Hospital's = $35,000 X .72  =            $23,062 

Cost        1 + .09272 
 

Determination of Outlier Threshold: 
DRG Rate               $3800 
Wage Index                  1.10 
Labor Related Portion             .79151 
Non-labor Related Portion             .20851 
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Wage adjusted DRG Rate ($3800 X.7915 X 1.10) + 
(3800 X .2085)              $4101 

 
Since 1.5 times the wage adjusted DRG rate would  
be less than $12,000, the threshold will be based  
on $12,000 (wage adjusted) 

 
Wage-Adjusted Threshold: 

(Threshold X Labor Related Portion X Wage Index) + 
(Threshold X Non-Labor Related Portion) = 
($12,000 X .7915 X 1.10) + 
($12,000 X .2085) =            $12,949 

 
Determination of Outlier Payment: 

(Hospital's cost - Wage adjusted threshold) X 
Marginal cost of outlier care X Federal portion 

(($23,062 - 12,949) X 60% X 25%)            $1,5172 
 
1 These percentages of labor and nonlabor-related portions are used nationally and are 

incorporated into the tables of adjusted standardized amounts in the Federal Register. 
 
2 Outlier payments are subject to adjustment for the indirect cost of medical education. 
 

D. Payment for Items Reimbursed on the Basis of Costs (PIP and Non-PIP Hospitals) 
 

Capital-related costs        $1,400,000 
Direct medical education costs           600,000 
Bad debts                100,000 
Total           2,100,000 
Divide by number of biweekly payments                    26 
Biweekly payment              80,769 

 
E. Payment for Indirect Cost of Medical Education (PIP and Non-PIP Hospitals) 

 
Standardized amount, wage index adjusted             $2,484 
Multiply by hospital's most recent published  
   case-mix index                   .95     

             2,360 
Multiply by Federal portion percentage of  
  blended rate                    .25 

(First transition year) 
Federal portion of the prospective payment                  590 
Estimated annualized federal portion of prospective 

payment ($590 X 7,000)       4,130,000* 
 

Ratio of FTE interns and residents  
   to beds (40  500)        .08 
Adjusted Ratio (.08  .1)                     .8 
Specified adjustment factor (Illustrative)                .1159 
Adjustment factor for this hospital (.1159 X .8)             .09272 
Adjustment for indirect cost of medical education 

(4,130,000 X .09272)           382,934 
Divide by number of biweekly payments                    26 
Biweekly payment              14,728 

*As experience is gained regarding a hospital's outlier payments, this amount may include an 
estimate related to outliers. 
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2406. INTERIM RATES 
 
An interim rate for Part A inpatient hospital services (for hospitals not paid under the prospective 
payment system) may be expressed as a percentage of billed charges made for such services, or as an 
average cost per diem based on the estimated reasonable costs of these services.  The interim rate for 
Part A posthospital extended care services must be expressed as an average cost per diem amount 
based on the estimated reasonable costs of the services.  The interim rate for home health agency 
services covered under either Part A or Part B must be expressed as a percentage of charges billed 
for such services. 
 
The interim rate for covered outpatient services and those medical and other health services 
furnished to inpatients under Part B must be expressed as a percentage of charges. 
 
The interim rate for partial hospitalization services furnished in a community mental health center 
(CMHC) must be expressed as a percentage of the center's aggregate customary charges for the 
partial hospitalization services. 
 
It is the policy of the Medicare program that each provider's current interim rate of payment 
approximate as closely as possible the reimbursable cost the provider is currently incurring in 
furnishing covered services to program beneficiaries; that the program be properly responsive to 
actual changes in a provider's reimbursable cost; and that the provider's current interim rate be timely 
adjusted to bring it into line with estimated reimbursable costs for the period. 
 
When the intermediary determines that a provider's current interim rate must be adjusted downward, 
the intermediary notifies the provider and, in addition to reducing the interim rate, recoups any 
excess payments made to the provider due to the incorrect rate.  When the intermediary determines 
that a provider's current interim rate must be adjusted upward, the intermediary notifies the provider 
and, in addition to increasing the interim rate, disburses a lump sum interim payment, if necessary, in 
recognition of this adjustment in accordance with §2406.4. 
 
See §2406.6 with respect to the limitation on interim reimbursement. 
 
2406.1 Interim Rate - Initial Reporting Period.--When a provider first participates in the program, 
an interim rate of payment may be established on any of the following bases: 
 

A. The provider may be receiving payment from the intermediary or other third party payer on 
a cost or cost-related basis.  The rate established for this purpose may be used, adjusted to the 
allowable cost under the program. 
 

B. Where no organization is paying the provider on a cost or cost-related basis, the initial 
interim rate may be determined from the previous year's cost and statistical data illustrated as 
follows: 
 

1. Operating expenses for most recent year  $                  2.
 Add or Deduct:  Adjustment of expenses (See  
 Schedule A-5, Form SSA-1562 for examples.)  $                3.
 Add or Deduct:  Projected increases or 
 decreases in allowable expenses  $                  4.
 Add:  Return on equity capital  $                  5.
 Total estimated allowable expenses $                    
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 Calculation of Interim Reimbursement 
 

Inpa- Outpa- 
tient tient   Total 

 
6. (a)  Projected total patient 

 revenue $  $  $ 
 

(b)  Percentage  %  %  % 
 

7. Total estimated allowable cost - 
Line 5 x Line 6(b) $  $  $ 

 
8. Patient days              NA       NA 

 
9. Interim rate expressed as: 

 
Per diem (Line 7 + Line 8) $   NA   NA 

 
Percentage (Line 7 + Line 6)  %  %  % 

 
C. Until Medicare cost reporting forms and instructions are developed for partial 

hospitalization services furnished in CMHCs, the interim rate for such services furnished in these 
centers may be initially established at 70 percent of the aggregate customary charges for partial 
hospitalization services, but only if an interim rate cannot be established under subsections A or B 
due to a lack of available information necessary to compute an interim rate. 
 
2406.2  Interim Rate for Newly Established Providers.--The intermediary  uses one of the 
following methods to determine an appropriate interim rate for newly established providers who do 
not have cost experience on which to base an interim rate of payment: 
 

A. Use the interim rate established for a provider who is comparable in substantially all 
relevant factors to the new provider. 
 

B. Determine an interim rate based on the budgeted or projected costs in the same manner as 
illustrated in §2406.l. 
 
After determining an interim rate, the intermediary reviews the provider's cost experience after a 
period of 90 days in the program and makes appropriate adjustments if required. 
 
2406.3  Adjustment of Interim Rate.--An interim rate of payment may be adjusted at any time 
during an accounting period.  Such adjustment may be made  (a) upon request of the provider 
supported by a schedule showing that actual costs incurred to date plus estimated costs to be incurred 
are significantly higher or lower than the computed one, or (b) if there is evidence available to the 
intermediary that actual costs are significantly higher or lower than the computed rate. 
 
2406.4  Retroactive Lump Sum Interim Payment.--A retroactive lump sum interim payment may be 
made at the request of the provider or by the intermediary on its own motion when the intermediary 
determines that interim payments to the provider during the current cost reporting period have been 
insufficient to reflect the provider's estimated reasonable costs. 
 
The need for such retroactive payments may result, for example, from  (l) an incorrect computation 
of the interim rate, (2) increases in specific operating  
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costs in the current operating period, such as retroactively effective salary and wage increases, (3) 
other increases in overall current operating costs not reflected in the current interim rate, or (4) 
upward adjustments to claimed costs as a result of desk or field audits of a provider's prior period 
cost report. 
 
Lump sum interim payments made in recognition of such circumstances are based on a properly 
revised current interim rate and cover the period from the date of the rate revision retroactive to the 
earliest date in the current cost reporting period to which the revised rate applies.  This retroactive 
period covered by the lump sum payment does not go beyond the first day of the current cost 
reporting period, i.e., does not begin in a prior cost reporting period.  Where a revised interim rate 
covers a period retroactive to a date in a prior cost report period(s), increased payment due the 
provider for the prior reporting period(s) is made when settling the cost report(s) for that (those) 
period(s). 
 
The purpose of these payments is to bring total interim payment during the current reporting period 
in line with estimated reasonable costs for the period. 
 
2406.5  Interim Rates After Initial Reporting Period.--Interim rates of payment for services 
provided after the initial reporting period are established on the basis of the cost report filed for the 
previous year covering health insurance services.  Upon the submission of appropriate evidence, the 
costs of the prior period are adjusted to reflect any anticipated increase or decrease in costs for the 
current period. 
 
2406.6  Limitation on Interim Reimbursement.--When an interim rate of payment is expressed as a 
percentage of billed charges for covered services, the percentage cannot be set in excess of l00 
percent, except for public providers rendering services at nominal or no charges.  In this case, the 
percentage cannot exceed that amount which would produce interim payment equal to estimated 
reasonable cost for the public provider's services. (See §26l6.) 
 
Interim payment on an individual Medicare billing form cannot exceed the amount computed by 
applying the appropriate percentage to the billed charges for these services. When an interim rate of 
payment is expressed as an average cost per diem for covered services, interim reimbursement on an 
individual Medicare billing form is usually the lower of the amount computed by multiplying the 
number of covered days times the cost per diem rate or the provider's estimated average per diem 
charge for covered services in the current year.  However, public providers rendering services at 
nominal or no charge receive interim payment equal to the number of covered days times the 
estimated reasonable cost per diem rate. 
 
If the intermediary discovers that during a cost reporting period, for whatever reason, a public 
provider's status has changed to the extent its charges no longer qualify as nominal, the interim 
payment is adjusted to reflect the computation as a nonpublic provider, as discussed above. 
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2406.7  Interim Rates for Hospitals Using Combined Billing Methods.--Under the combined 
billing method, the services of certain hospital-based physicians are not reimbursed by the carrier.  
Rather, where Part A benefits are payable a hospital may bill the intermediary for both the hospital 
and physicians' services in the field or radiology or pathology using form SSA-l453.  Also, where 
Part B benefits are payable the hospital can include on form SSA-l483 with its outpatient charges the 
charges of any or all of its hospital-based physicians, except those treating mental illness, and receive 
combined interim reimbursement from the intermediary.  When combined billing is used for either 
radiology or pathology, it must be used for both inpatient and outpatient services.  There are special 
conditions a hospital and its physicians must meet before combined billing may be used (see § 400.2 
of the Hospital Manual (HIM-l0)). 
 
When completing its cost report, the provider will continue to distinguish between hospital costs for 
patient services and the professional component of compensation paid to hospital-based physicians.  
See § 2l08.l  for explanation of the two components of hospital-based physicians' compensation.  For 
those physicians who agree to combined billing on a departmental basis, separate cost report exhibits 
and forms have been provided to determine the amount of physicians' compensation reimbursable by 
Medicare. 
 

A. Inpatient Interim Rate.-- 
 

l. Percentage of Charges.--To compute the interim rate as a percentage of charges 
under the combined billing method, divide the sum of the hospital's estimated total allowable 
inpatient costs plus the inpatient professional component of the hospital-based physicians' 
compensation by the sum of the estimated total inpatient days. 
 

2. Per Diem.--To compute the interim rate as a per diem under the combined billing 
method, divide the sum of the hospital's estimated total allowable inpatient costs plus the inpatient 
professional component of the hospital-based physicians' compensation by the sum of the estimated 
total inpatient days. 
 

B. Illustration of the Computation of the Inpatient Interim Rate Under the Combined Billing 
Method.--A hospital has a combined billing arrangement with its hospital-based physicians in 
pathology and electrocardiology, but not with its radiologists or other hospital-based physicians.  In 
the following example it is assumed that the charges of the hospital-based physicians are included 
with charges for hospital ancillary services and that combined billing for inpatient services is used 
for pathologist services only. 
 
NOTE: Only the services of radiologists and pathologists may be included in combined billing for 

hospital inpatient services: consequently, even though the hospital may have such an 
arrangement with its cardiologist, the services he furnishes Medicare beneficiaries may not 
be combined billed. 
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Facts: 
 
Total hospital inpatient days     80,000 
Estimated hospital inpatient costs: 

Allowable routine service costs  $3,990,000 
Allowable ancillary service costs     l,984,000 $5,974,000 

 
Hospital-based physician compensation for inpatient services: 
 

Professional  Provider   Total 
Component*   Component*   Costs 

 
Pathologists   $38,000  $l0,000 $ 48,000 
Cardiologists        9,000      l,000     l0,000 
Radiologists    36,000     4,000    40,000 
Other Physicians   89,000     ll,000   l00,000 
 
Components includable for computing combined inpatient interim rate: 
 
Pathologists       $48,000 
Cardiologists              l,000 
Radiologists           4,000 
Other Physicians          ll,000          64,000 

Total costs and components               $6,038,000 
 
 
Estimated hospital inpatient charges: 

Routine service charges     $5,300,000 
Ancillary service charges (as defined 

in § 2202.8)        2,200,000  $7,500,000 
 
Estimated hospital costs used for computing interim rate: 

Total costs including professional component 
  of pathologist      $ 6,038,000 
Less:  Professional component of 
  pathologist 

        38,000 
Estimated hospital costs used for 
  computation of interim rate      $6,000,000 

 
 
 
                          
  *See § 2l08.l 
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Computation of Combined Billing Interim Rate for Inpatient Services - 
 
Hospital services: 

Total estimated costs ÷ estimated number of inpatient days = average per  
 diem  $6,000,000 ÷ 80,000 = $75.00 average per diem 
 

Total estimated costs ÷ estimated total hospital inpatient charges = % of  
 charges  $6,000,000 ÷ $7,500,000 = 80% of charges 
 
Pathology services: 

Pathology professional component ÷ estimated number of inpatient days =  
 average  per diem $38,000 ÷ 80,000 = $.475 average per diem 
 

Pathology professional component ÷  total estimated charges = % of charges 
$38,000 ÷ $7,500,000 = .5l% of charges 

 
Combined Billing Interim Rate for Inpatient Services - 
 

    % of 
Per Diem  Charges 

Hospital Services    $75.00  80.00% 
Pathology Services          .475       .5l% 
Combined Billing rate 

$75,475   80.5l% 
 
Verification of Computation - 
 

Average per diem x estimated inpatient days = total estimated hospital 
costs plus professional 

$75.475 x 80,000    = $6,038,000 
 

Percent of charges x total estimated charges = total estimated hospital 
        costs plus professional 
        component 

80.5l% x $7,500,000       = $6,038,250* 
 
 
  
                               

*Difference due to rounding 
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C. Outpatient Interim Rate.--To compute the outpatient interim rate as a percentage of 
charges, divide the sum of the total estimated allowable outpatient expenses plus the professional 
component of physicians' compensation for outpatient services by the sum of the estimated 
outpatient charges for hospital and physician services.  Reimbursement for outpatient physician 
services, however, including radiology and pathology is at 80 percent after the deductible amount has 
been met. 
 

D. Illustration of the Computation of the Outpatient Interim Rate Under the Combined Billing 
Method.--A hospital has a combined billing arrangement with its hospital-based physicians in 
pathology, cardiology and certain other physicians, but not with its hospital-based radiologist.  Other 
data are as follows: 
 

Estimated Costs   
Total Estimated includable for    
Costs or  computing interim 
Compensation      rate                               

 
Estimated Hospital Outpatient Costs      $400,000                     $400,000 
 
Hospital-Based Physician Compensation for Outpatient Services - 
 

 Professional  Provider 
 Component     Component 

Pathologists    $ 9,500 $ 2,500 $l2,000 $l2,000 
Cardiologist         3,600       400    4,000    4,000 
Radiologists         7,200       800    8,000       800 
Other physicians 
 (excluding psychiatric 
 services)          8,900      l,l00   l0,000    3,200* 
 
Total estimated costs and components includible for computing 

combined outpatient interim rate       
         $420,000 
 
Estimated hospital outpatient (O/P) charges     $500,000 
 
Estimated hospital-based physician charges: 

Pathologists (Included in hospital O/P 
  charges)      None None 
Cardiologists (not included in hospital 
  O/P charges)     $4,000 $4,000 
Radiologists (included in hospital O/P 
  charges)      None None 
Other physicians (excluding psychiatric 
  services)      $l0,000   3,200* 

 
Total estimated charges includable for 
computing combined outpatient interim rate      $507,200 
 
                         
*It is assumed that only $3,200 of "Other physicians" compensation is being combined billed and 
included in hospital outpatient charges. 
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Computation of Combined Billing Interim Rate for Outpatient Services - 
 
Total estimated outpatient costs  total estimated outpatient charge = combined rate       
$420,000  $507,200 = 82.8% combined billing inter    patient services. 
 
2407. PERIODIC INTERIM PAYMENT METHOD OF REIMBURSEMENT (PIP) 
 
The periodic interim payment (PIP) reimbursement method for hospital inpatient services is available 
to all types of participating hospitals meeting these requirements:  (l) total Medicare payment for 
inpatient service computed under the new method is at least $25,000 on an annual basis, (2) the 
hospital has filed with its intermediary at least one completed cost report under the Medicare 
program and (3) the intermediary is assured that the hospital has the continuing capability of 
maintaining in its records the costs, charge and statistical data needed to accurately complete a 
Medicare cost report on a timely basis.  Any hospital that establishes to the satisfaction of the 
intermediary that it meets these requirements has the option to request to the intermediary to make 
payments under this method. 
 
When a hospital first enters the program and requests the intermediary to make payments under this 
method, the intermediary may waive the cost reporting requirement (requirement 2) where the 
hospital establishes to the satisfaction of the intermediary that it can comply with requirements l and 
3. 
 

A. The Health Care Financing Administration (HCFA) developed Form HCFA-9l (Hospital 
Interim Rate Change Report) intended to collect hospital data that served as the basis in computing 
interim rates.  Hospitals that are currently receiving reimbursement under the periodic interim 
payment (PIP) method must complete this form for each fiscal quarter within its Medicare cost 
reporting period. 
 
Form HCFA-9l must be submitted beginning with fiscal quarters ending on March 3l, l979, and this 
report is due to the hospital's fiscal intermediary 30 days after the ending date of the hospital's fiscal 
intermediary 30 days after the ending date of the hospital fiscal quarter.  Hospitals receiving interim 
payments under the percentage of charges, or the per diem method of reimbursement for inpatient 
services must submit this for whenever the hospital requests a change (increase, decrease of different 
method of reimbursement) in its interim rate. 
 

B. The information to be entered on form HCFA-9l is the minimum information needed to 
perform the quarterly evaluation of PIP payments required by 42 CFR 405.454(j)(5) and to determine 
whether an increase in interim rate is appropriate under 24 CFR 405.454(c)(4).  In view of the 
determination that the information to be entered on form HCFA-9l is the minimum information 
needed to review requests 
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for changes in interim rates or to perform quarterly PIP reviews, it is anticipated that fiscal 
intermediaries will be unable to perform these functions unless the information is available.  
Therefore, unless the information is supplied, intermediaries are expected to deny requested interim 
rate increases because of lack of appropriate information.  Also, intermediaries will be expected to 
convert PIP reimbursement to conventional interim payments for providers that fail to furnish the 
needed information. 
 

C. Where a provider files a delinquent form HCFA-9l subsequent to being removed from the 
PIP methodology, the intermediary is not required to reinstate PIP for such a provider.  Regulations 
42 CFR 405.454(j)(l) specifically directs an intermediary to begin the PIP method only after the 
intermediary finds its administratively feasible.  Therefore, an intermediary is not bound to reimburse 
a provider under the PIP method when a provider makes such payment method administratively 
difficult for the intermediary.  In addition, 42 CFR 405.545(j)(3) provides that the intermediary's 
approval of a provider's request for reimbursement under the PIP method will be conditioned upon 
the intermediary's best judgement.  Without a timely filed form HCFA-9l, containing the provider's 
most recent fiscal quarter information, an intermediary could not exercise its best judgment as to 
whether proper payment can be made under the PIP method. 
 
2407.l Payment Interval.--Payments are made on a biweekly basis unless the hospital, at its 
option, 
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requests the intermediary to make payments at fixed intervals of more than one week but not less 
often than monthly.  These payments will approximate the cost of the average level of Medicare 
inpatient services rendered by the hospital during the payment interval.  Weekly payments are 
recommended in order to avoid placing any financial burden on hospitals by providing funds as 
nearly as possible after the time or providing services. 
 
2407.2  Computation of Periodic Interim Payment.--Hospital with Experience under the Program.--
The intermediary is responsible for determining the amount of the periodic interim payment.  Before 
making payment under the PIP method, the intermediary computes the amount per inpatient day 
which reflects the hospital's anticipated costs of providing covered services (1) during the 
forthcoming reporting period where payments under the new method are effective with the beginning 
of the hospital's reporting year, or (2) during the current reporting period where the intermediary 
approves the hospital's election to be paid under the new method subsequent to the beginning of its 
reporting year.  Where an intermediary is currently making interim payments on a per diem basis, a 
projection from the current rate is appropriate. 

Hospitals which received prior interim payments on a percentage of charge basis will have such 
percentage converted to an equivalent amount per inpatient day.  Intermediaries will also compute a 
per diem deductible amount representing the deductible and coinsurance amounts.  The difference 
between the cost per inpatient day and deductible and coinsurance amount per inpatient represents 
the program responsibility on a per inpatient day basis and will be used in computing the periodic 
interim payment amount. 

The formula for this computation is as follows: 
 

(C - B) X D 
                   = PIP 

 
PI 

 
C  = cost per inpatient day                               
B  =  beneficiary deductible and coinsurance   

      amount per inpatient day 
D  =  projected annual Medicare days 
PI =  payment interval factor 
Beneficiary responsibility for deductible and coinsurance amounts remains the same and these 

amounts should be charged and collected by the hospital from the beneficiary. 
 
Example A 
 

Hospital A is currently being reimbursed at the rate of $37 per day.  Based on the hospital's 
most recent HS&R report it is determined that beneficiary deductible and coinsurance amount per 
inpatient day is $3 (Item 8 Inpatient Deductible + Item 9 Inpatient Coinsurance  Item 13 
Accommodation days).  The hospital anticipates a 10 percent increase in cost and estimates 4,000 
Medicare days for the reporting period.  Using the above formula: 
 

($37 + 10% of $37 - $3) X 4,000 days 
                                                            = PIP 

52             
 
$150,800 
                = $2,900 
 

52 
 

Of course, where the hospital requests payment on a bi-weekly or semi-monthly basis the 
divisor would be 26 or 24, respectively. 
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2407.3 Computation of Periodic Interim Payments--New Hospitals.--The intermediary will use the 
following methods to determine the appropriate PIP payment when a hospital first enters the program 
and no cost experience is available: 
1. Where there is a hospital or hospitals for which payments have been established and which are 

comparable in substantially all relevant factors to the new hospital, the intermediary will base 
the payments to the new hospital on the costs and Medicare utilization of the comparable 
hospital. 

2. If there are no substantially comparable hospitals from which data are available, the 
intermediary will determine a payment based on budgeted or projected costs of the new hospital 
and estimated Medicare utilization of services. 

 
2407.4 Computation of Periodic Interim Payment--Alternative Method Reflecting Seasonal 
Variation in Utilization of Services.--A hospital may request that its periodic interim payment reflect 
variations in utilization when its inpatient Medicare experience shows a significant seasonal 
variation in utilization of services.  Recognition of such variations in utilization is limited to a 
quarterly basis starting with the beginning of a hospital's reporting year.  Quarterly periods must 
correspond with the required quarterly recomputation periods as explained in §2407.5. 
 
Example B 
 
   Assume all of the facts presented in Example A. In addition of the hospital's reporting year under 
Medicare is the calendar year and its records for calendar  
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year l967 show Medicare inpatient utilization as follows: January l-March 3l, l967--35%, April l-
June 30, l967--25%, July l-September 30, l967--l5%, October l-December 3l, l967--25%.  
Accordingly, weekly payments during l968 could be computed as follows: 
 

lst Quarter =   35% x $l50,800 
       ------------------- = $4,060 

         PIP   l3 
 

2nd Quarter = 25% x $l50,800 
------------------- = $2,900  

PIP   l3 
 

3rd Quarter = l5% x $l50,700 
------------------  = $ l,740 

PIP   l3 
 

4th Quarter = 25% x $l50,800  = $2,900 
 
Where a hospital requires PIP payments reflecting variations in utilization, its payments for the entire 
provider reporting year will be computed by the intermediary on this basis. However, the hospital 
may annually elect to receive payments for each reporting year on a straight line basis or on the basis 
reflecting variations in utilization where experience shows significant quarterly seasonal variations. 
 
2407.5 Recomputation Following Submission of Cost Report.--The intermediary will recompute 
the periodic interim payment immediately after it has computed payment will be adjusted for such 
factors as would appropriately reflect the hospital's estimated cost of providing covered services to 
beneficiaries for the year following the period covered by the cost report.  A projection will also be 
made by the intermediary of the deductible and coinsurance amounts which are the responsibility of 
the beneficiary and other appropriately corresponding adjustment factors applied in arriving at the 
hospital's estimated Medicare costs, as well as the bad debt experience of the hospital.  The formula 
for this computation is as follows: 
 

MC - DC 
-----------  = PIP 
     PI 

 
MC = estimated Medicare cost 

 
DC = estimated beneficiary deductible and coinsurance payments 

 
PI = payment interval 

 
Example C 
 

Hospital C which receives interim payments on a weekly basis submits its cost report for the 
preceding accounting year.  After cost finding and apportionment in accordance with the Principles 
of Reimbursement for Provider Costs, it is determined that the cost of 2,000 Medicare inpatient days 
was $l00,000.  For the ensuing year, the hospital estimates a 20% increase in Medicare utilization 
and a l0% increase in costs.  In addition, the deductible and coinsurance data in the example 
contained in the above narrative apply. Converting the aggregate Medicare cost to an average cost 
per diem (for interim payment purposes only) a cost per inpatient day of $50 ($l00,000  2,000 days) 
is determined. 
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Based on a realistic projection for the ensuing year, a cost of $55 per day ($50 + l0% increase) and 
utilization of 2400 days (2,000 + 20% increase), an estimated annual Medicare cost of $l32,000 is 
computed.  Using the above formula:     
 

($55 x 2400 days) - ($3.25 x 2400 days less 2% bad debts) 
--------------------------------------------------------------------------   = PIP 

52 weeks 
 

$l32,000 -- $7,644  = $2,39l 
---------------------- 

      52 
 
2407.6 Alternative Computation of Deductible and Coinsurance Factor (DC) of Formula.--An 
acceptable alternative in projecting the DC factor in the formula would be the deductible and 
coinsurance payments paid by beneficiaries for the prior period adjusted  upward or downward to 
reflect the appropriate rate of the deductible ($40 in l968) per admission where a realistic charge in 
Medicare utilization is projected.  For example, assume the deductible and coinsurance amounts 
collected from beneficiaries in the prior years was $7500 and the hospital anticipated a 5% increase 
in Medicare utilization, that is, from 2,000 Medicare days to 2l00 Medicare days.  On the basis of the 
average length of stay for the aged is the formula would be $7,500 plus $320.  (The 320 represents 
l00 additional Medicare days  l4 days 
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average length of stay for the aged in this hospital x $40 or 8 x $40.  This conversion of days to 
admissions should be rounded to the next highest number.) 
 
2407.7 Other Recomputations of Periodic Interim Payment.--The hospital may at any time request 
and be allowed appropriate prospective increases in the periodic  interim payment amount upon 
presentation of significant evidence to the intermediary that costs or Medicare utilization has 
increased.  Likewise, the intermediary may at anytime adjust the periodic interim payment if it has 
evidence that the hospital's actual costs or Medicare utilization has fallen significantly below the 
computed rate.  A significant factor in evaluating the amount of the payment in terms of the 
realization of the projected Medicare utilization of services is the timely submission to the 
intermediary of completed admission and billing forms. 
 
The intermediary is required to recompute the periodic interim payment not less frequently than 
quarterly.  In addition, upon completion of the desk review of the completed Medicare cost report, 
the intermediary will make a recomputation without regard to the time interval elapsed since the 
immediately preceding recomputation.  The intermediary will then resume its established schedule of 
recomputations. The overall objective of the intermediary surveillance of the periodic interim 
payments is to assure payments approximating actual cots as closely as possible. 
 
2407.8 Lump Sum Interim Payments.--As with other methods of interim reimbursement, the 
intermediary may make a lump sum payment to the hospital to bring past interim payments in line 
with costs where it has been advised that the hospital has incurred significant expenditures not 
otherwise reflected in the periodic interim payment. 
 
2407.9 Offset of Outstanding Accelerated Payments.--Accelerated payments are not needed by any 
hospital receiving payments under the PIP method.  The intermediary will commence to offset 
accelerated payments against bills submitted for prior period services and for which an accelerated 
payment had been made.  It is expected that the offset accelerated payment against bills submitted for 
prior period services and for which an accelerated payment had been made.  It is expected that the 
offset will be fully accomplished simultaneously with the conclusion of payment based on individual 
bills covering services provided before the beginning of the reporting period for which the periodic 
interim payment method is put into effect. 
 
2407.l0 Repayment of Current Financing Payment.--Current financing payments are no longer 
required by hospitals which implement the PIP method.  Therefore, outstanding current financing 
payment must be repaid.  Repayment may be made by a payment from the hospital to the 
intermediary or on the basis of a reasonable schedule of reductions from the succeeding periodic 
interim payments.  Repayment must be made as rapidly as possible without impairing the financial 
stability of the provider.  The intermediary can approve a repayment plan which would commence no 
later than six months and conclude no later than eighteen months after the hospital first received 
payment under the new method.  Cross refer to §§24l0ff. 
 
2407.11 Status Verification Procedure.--The intermediary will establish a formal inpatient 
admission follow-up procedure for each hospital receiving payments under the 
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periodic interim payment method.  This means that the hospital will be contacted by its intermediary 
on a regularly scheduled basis, but not less than monthly, regarding any open admission that is more 
than 30 days old as of the status verification date.  The hospital is expected to respond to the 
intermediary within a reasonable time. 
 
2407.12 Temporary Delay in Periodic Interim Payments to Hospitals.--In accordance with the 
requirements imposed under section 120 of the Tax Equity and Fiscal Responsibility Act of 1982 
(PL 97-248), a temporary delay in making interim payments to hospitals which use the periodic 
interim payment (PIP) method must be implemented before the end of the Federal Government's 
fiscal year (FY) (September 30) in both FY 1983 and FY 1984.  The delay in PIP outlays must be 
made by withholding the amount of the last three-weeks of payments which would otherwise be 
made in September of each fiscal year.  This temporary delay in PIP payments applies to all hospitals 
that are on the PIP method of interim payment as of September 30, 1983.  Intermediaries must make 
payment on the delayed PIP amounts for each of the two fiscal years by October 4, 1983 and October 
2, 1984, respectively. 
 
The following example illustrates the manner in which the PIP delay will be implemented. The 
Medicare fiscal intermediary for a hospital is ordinarily scheduled to issue biweekly PIP payments to 
the hospital on September 9 and 23, and October 7, 1983.  Each biweekly payment is in the amount 
of $100,000.  However, as a result of the temporary delay requirements for PIP, the intermediary will 
adjust its payments for the last three weekly payment amounts that would have otherwise been issued 
in FY 1983.  It will release a PIP payment in the amount of $50,000 to the hospital on September 9, 
1983.  Half the regular PIP payment is withheld since half of the two-week period represented by that 
PIP payment falls within the three-week period for which payments must be delayed.  No PIP 
payment is issued on September 23, 1983.  That payment would have been for the two-week period 
falling entirely within the three-week period for which payment must be delayed.  On October 4, 
1983, the intermediary will release a payment of $150,000 to the hospital covering the amounts 
withheld from the September payment schedule.  The intermediary also will resume its normal PIP 
schedule and issue a payment of $100,000 to the hospital on October 7, 1983. 
 
Implementation of this provision will not change the normal schedule of PIP disbursement for any 
period other than those identified above.  In accordance with the intent of Congress to control FY 
1983 and FY 1984 expenditures, temporary deferral will not be considered as a basis for hospitals to 
request or obtain accelerated payments, or for any upward adjustment in PIP rates during the quarter 
that deferral occurs, except as described in §2412.5.  Intermediaries will be expected to maintain all 
regular PIP activities and schedules while delaying the payments deferred as a result of section 120 
so that there will be no other effect of the PIP process. 
 
2408. RETROACTIVE ADJUSTMENTS 
 
A retroactive adjustment will be made after the end of the provider's reporting year to bring the 
interim payment made during the period into agreement with the reimbursable amount payable to the 
provider.  This adjustment will be determined from the respective settlement sheets applicable to the 
cost reporting form and apportionment method used by the provider.  The adjustment, using the 
hospital form, is illustrated below: 
 
 
 
 
 
 
 
 
 
 
 
24-7.1 Rev. 300 



10-83 PAYMENTS TO PROVIDERS 2408 (Cont.) 
 
 
 Tentative Retroactive Adjustment Based on Form SSA-l392, Exhibit B, 
 Calculation of Reimbursement Settlement 
 
Line  Item      Amount 
 
30. SUBTOTALS (either column 5, Departmental 

Method, or column 6, Combination Method) $ 1,000,000     
3l. Deductibles and coinsurance billed to 

Health Care Program Patients $      10,000 
 
32. Subtract:  Bad debts for deductibles and 

coinsurance, net of bad debt recoveries          1,000 
 
33. Net deductibles and coinsurance billed to 

Health Care Program patients (lines 3l minus 
line 32)  $       9,000 

 
34. Differential in charges between semi- 

private accommodations and less than semi- 
private accommodations             500 

 
35. Net cost of covered services to Program 

inpatients (Excl. return on equity capital) 
(line 30 minus 33 & 34) $   990,500 

 
36. Reimbursable return on equity capital          1,500 
 
37. Total cost reimbursable to hospital 

(line 35 plus 36)  $   992,000 
 
38. Amount received and receivable from Inter- 

mediary or Social Security Administration 
(Excl. current financing) 1,2      965,000 

 
39. Balance due hospital/Health Care Program 

(line 37 minus 38)  $     27,000 
 
1This amount may be taken from the Provider Statistical and Reimbursement Report, adjusted for 
interim payments receivable; the provider's records; or records which the intermediary has been 
authorized to maintain. 
 
2If retroactive lump-sum payments have been made during the year, those amounts should be 
included if the Provider Statistical and Reimbursement Report is used (see § 2408.3). 
 
Similar retroactive adjustments will be made for all other providers using the settlement sheet 
applicable to the cost reporting form filed by the provider.   
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2408.1 Computation of Amount Received and Receivable from Intermediary or SSA.--After the 
first reporting period this amount is computed as illustrated below: 
 
Computation of line 38, Form SSA-1992, Exhibit B, for Hospitals Who Are Filing a Second Year 
Report: 
 
1. Bills submitted or to be submitted to Part A Intermediary 

for service (to HI inpatients) through the end of current 
year for which payment has not been received as of year end  $         

 
2. Less:  Part B charges included above, if any (e.g., 

ambulance services, certain ancillary services, etc.)             
 
3. Subtotal    $         
 
4. Interim payment percentage            % 
 
5. Estimated cost for services to HI patients (line 3 x line 4)  $        
 
6. Less:  Deductibles and coinsurance            
 
7. Net estimated amount to be received from intermediary  $        
 
8. Actual amount received from intermediary during year            
  
9. Total of lines 7 and 8  $        
 
10. Less:  Amount Received Applicable to previous year cost 

report              
 
11. Amount to be used in line 38  $        
 
Similar computations would be made where interim reimbursement is on a per diem basis by 
substituting days and per diem interim rates in the above format. 
 
For providers other than hospitals, the amount received or receivable from the intermediary or SSA 
may be computed by using a schedule similar to the above with appropriate revisions. 
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2408.2 Tentative Retroactive Adjustment.--To reimburse the provider as quickly as possible, a 
tentative adjustment is made as soon as the cost report is received and reviewed by the intermediary. 
 This adjustment includes an incentive payment (see 42 CFR 413.40(d)(2)) in the case of a hospital 
whose allowable inpatient operating costs per discharge are less than its target rate amount. 
 
For purposes of a tentative retroactive adjustment, costs are accepted as reported except for obvious 
errors or inconsistencies--subject to later audit.  Such a tentative adjustment is not made, however, 
where one of the following conditions exists: 
 

o The cost report has been filed by a terminated provider or the former owner of a 
provider which has changed ownership; 
 

o The intermediary knows at the time the cost report is received and reviewed that the 
provider is insolvent under the laws of the State in which it is located or that a petition of bankruptcy 
or insolvency is pending against the provider in any State or Federal court; or 
 

o A change of ownership has occurred and the intermediary is not satisfied with the 
acceptability under program regulations of any increase in the recognized basis for depreciation of 
the facility as claimed by the new owner. 
 
Where one of these conditions exists, any retroactive adjustments necessary on the cost report are 
made at the time the cost report is settled. 
 
To avoid creating an overpayment when making a tentative adjustment, the intermediary reduces the 
payment by any amounts claimed which are attributable to obvious errors or inconsistencies in the 
cost report, as well as by any monies owed the program by the provider, e.g., a past due accelerated 
payment or an unrecovered overpayment. 
 
In addition, further reductions in the tentative retroactive adjustment payment may be required where 
the intermediary has not made a final retroactive adjustment for a previous period of the provider's 
operations because a portion of the provider's costs to be borne by the program is not resolved.  To 
the extent that the Medicare portion of the unresolved costs for the previous period was not deducted 
from the tentative retroactive adjustment payment for the previous period, it is deducted from the 
current tentative adjustment payment.  Where reimbursement for similar costs is claimed for the 
period for which the current tentative retroactive adjustment is being made, the Medicare portion of 
such unresolved costs is also deducted from the tentative adjustment payment. 
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2408.3 Data used in Determining Tentative Retroactive Adjustment.--Tentative retroactive 
adjustments are based on the data which the intermediary determines result in the most accurate 
reimbursement to the provider.  This data may be obtained from the provider's own records, the 
Provider Statistical and Reimbursement (PS&R) Report, or records which the intermediary has been 
authorized to maintain.  The intermediary is authorized to pay the full amount of the tentative 
retroactive adjustment on the basis of the data determined to be the most accurate even though the 
amount of the adjustment varies widely with that which would be obtained from other data, such as 
the PS&R Report.  Retroactive lump-sum interim payments are not included in the PS&R Report. 
Therefore, these payments should be added to the total reimbursement shown on the Report when 
determining the amount of the tentative retroactive adjustment.   
 
2408.4 Final Retroactive Adjustment.--After reviewing a cost report and any audit findings 
pertaining to it, the intermediary determines the total allowable cost for the period of provider 
operations covered by the cost report and the total reasonable cost reimbursement due the provider 
for the services furnished during this period.  Provider agreement with these determinations, 
although preferred, is not required. 
 
When these determinations have been made, a final retroactive adjustment, if required, is made by 
the intermediary.  In making a final adjustment, the intermediary reduces the payment by any monies 
owed the program by the provider; e.g., a past-due accelerated payment or an unrecovered 
overpayment. 
 
2409. OVERPAYMENTS TO PROVIDERS-GENERAL 
 
Once a determination of overpayment has been made, the amount so determined is a debt owed to 
the United States Government.  Under the Federal Claims Collection Act of l966, each agency of the 
Federal Government, pursuant to regulations jointly promulgated by the Attorney General and the 
Comptroller General of the United States, must attempt collection of claims of the Federal 
Government for money arising out of the activities of the agency.  These regulations require the head 
of each agency to take action on a timely basis to collect claims of the United States. 
 
There are generally two ways in which repayment can be made:  (l) refund and (2) set-off, or a 
combination of these two.  In some cases, the provider may be able to refund the entire amount in a 
lump-sum payment; in others, a schedule of repayments may be the most feasible way to repay. 
There are cases where some form of set-off is the only way to repay the money owed; e.g., 
withholding given amounts of money from interim payments.  Other cases may lend themselves to 
partial repayment through refund and the remainder through set-off. 
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2409.1 Overpayments Due to Excessive Interim Rates or Failure to File Cost Reports.--The 
problems arising from excessive interim rates and failure to file cost reports can be divided into two 
broad categories:  (1) the provider is participating in the program, and (2) the provider is no longer 
participating. 
 

A. Provider Participating in Program.-- 
 

1. Cost Report Overdue.--For a participating provider, the cost report is due on or 
before the last day of the third month following the end of the particular cost report period.  (See § 
2413.)  In order to ensure the timely receipt of the cost report, the intermediary sends a reminder 
letter when the provider fails to file a cost report by the last day of the second month following the 
end of the cost report period.  In this letter, the intermediary informs the provider that the interim 
payment will be adjusted if the report is not received on or before the last day of the third month after 
the end of the cost report period.  The letter also explains that the provider may request a 30-day 
extension of the due date (i.e., the provider would have 4 months after the end of the cost report 
period to file), based on extenuating circumstances.  Upon receipt of such a request, the intermediary 
determines whether the circumstances warrant an extension.  If not, the intermediary will reply to the 
provider, explaining the reason for the decision.  If the intermediary concurs with an extension, the 
intermediary will send its recommendation with the request for extension to the HCFA Regional 
Office (RO).  If the RO approves the intermediary's recommendation, the intermediary will grant the 
extension, making clear to the provider that the extension is not automatic and may not be requested 
routinely as a grace period. 
 
If the provider has not filed its cost report by the first day after the due date of the cost report 
(including extensions), the intermediary will send the provider the first demand letter.  This letter 
will inform the provider that the intermediary will adjust the interim rate of an appropriate response 
is not received within 30 days from the date of the letter. 
 
If the intermediary does not receive the cost report or a response to the first demand letter within 30 
days, the intermediary will adjust the interim rate immediately and send the provider a second 
demand letter notifying the provider of the reduction.  The letter will also inform the provider that 
the intermediary will refer the case to the regional office for Health Care Financing Administration 
collection, if the provider does not take appropriate action.  A copy of this letter will be sent to the 
HCFA RO. 
 
The intermediary will contact the provider about 7 days after mailing the second demand letter, to 
ascertain (1) whether the provider is having problems in preparing the cost report, and (2) whether, 
and when, the provider expects to submit the cost report.  The intermediary will document the 
provider's response for the record.  If the provider does not submit the cost report or respond to the 
second demand letter within 30 days from the date of the second demand letter, the intermediary will 
suspend all payment immediately. 
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If the provider does not respond or submit a cost report by the 30th day from the date of the second 
demand letter, the intermediary will send the provider a third demand letter informing the provider 
that all payments have been suspended and that continued failure to respond may result in 
termination of the agreement (if the overpayment is $1,000 or more); and that interest will be 
assessed if it becomes necessary to sue in a court of law. The intermediary will also urge the provider 
to respond to the third demand letter within 2l days to avoid Health Care Financing Administration 
or Department of Justice involvement.  A copy of this letter is sent to the HCFA regional office. 
 
If no response is received to the third demand letter within 30 days, the intermediary will refer the 
overpayment to the HCFA RO for necessary action.  However, should the provider thereafter submit 
an acceptable cost report, the intermediary will notify the Regional Office and undertake the 
necessary audit activities. 
 

2. Cost Report is Filed.--When the provider files a cost report indicating that an 
overpayment has occurred a full refund is to be remitted with the report.  If the provider does not 
remit full refund with the cost report, or, in cases where the intermediary discovers an overpayment 
during desk review, field audit, or final settlement, the intermediary will immediately send the first 
demand letter requesting a lump-sum refund.  Recovery will be undertaken even though the provider 
disputes in whole or in part the intermediary's determination of the overpayment. 
 
If the provider cannot refund the total amount of the overpayment within 30 days after receiving the 
letter, it should immediately request an extended repayment schedule.  The intermediary may 
establish a repayment schedule of up to l2 months to recover all or part of an overpayment.  It must 
offset any money owed to the provider prior to establishing a repayment plan.  When a repayment 
schedule is used to recover part of an overpayment, the remaining amount should be recovered by the 
reduction of interim payments to the provider or by lump-sum payment by the provider. 
 
The provider must document its need for extended (beyond 30 days) repayment and submit a written 
proposal scheduling the dates and amounts of repayments.  The intermediary will send the provider 
written notification of the approved repayment schedule, which will be in effect from the date the 
provider submits the proposal.  If an audit later uncovers an additional overpayment, the provider 
must submit further documentation if it wishes to request an extended repayment schedule for the 
additional amount. 
 
If a provider demonstrates that repayment within a 12-month period would create extraordinary 
financial hardship, it may ask the intermediary to approve a longer period of extended repayment. 
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After an extended repayment schedule has been approved, the intermediary will monitor the case to 
be certain that the provider is making payments on time.  If for any reason, it appears that the 
provider's installment payments will not liquidate the overpayment on schedule (e.g., the provider 
does not adhere to the repayment schedule or a lessening of use by Medicare beneficiaries results in 
diminished interim payments), the intermediary will attempt to renegotiate the amount of the 
installment payments in order to recoup the overpayment within the time frame originally agreed 
upon. 
 
If the provider does not respond affirmatively within 30 days after the date of the first demand letter, 
the intermediary will send a second demand letter notifying the provider of the adjustment of interim 
payments.  (If payments have not been completely suspended, the letter will state that interim 
payments will be suspended in 30 days if repayment arrangements are not made.)  If the Provider 
does not affirmatively respond, a third demand letter will be sent 30 days after the date of the second 
letter and will contain further notification of the suspension of all interim payments. 
 

B. Provider is Not Participating in Program.-- 
 

l. Cost Report Overdue.--Where the provider agreement with the Secretary has been 
terminated, including termination as a result of a change of ownership, and no cost report has been 
submitted to the intermediary within the 45-day period after the effective date of the termination of 
the provider agreement or change of ownership, the intermediary will, within 7 days after the 
expiration of the 45-day filing period, send a letter to the terminated provider. 
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advising it that since it has not filed a cost report an overpayment is deemed to have been made to the 
provider.  This letter will demand repayment of the amount overpaid at and at the same time advise 
the provider that if a cost report is not received, the case will be referred to the General Accounting 
Office for collection. 
 

2. Cost Report Filed.--If the intermediary discovers an overpayment upon the filing of a 
cost report, on desk review, on field audit, or on final settlement, the intermediary will, within 7 days 
after the discovery of the overpayment, get in touch with the provider to obtain a refund in a lump 
sum, if full refund has not already been made. However, if no such refund is received, the 
intermediary will, within 30 days of the initial contact with the provider, work out a repayment 
schedule with full recovery to be completed within the time limits specified in A.2. 
 
If a repayment schedule is established, the case will be scheduled for examination periodically to 
ascertain whether the schedule is being followed. 
 
If within 30 days after the initial contact with the provider there is no refund or no repayment 
schedule is worked out, a letter will be sent to the provider demanding the entire amount outstanding. 
 Where a repayment schedule has been worked out but the provider fails to meet his obligations and 
becomes delinquent, a letter will also be sent to the provider demanding the entire amount 
outstanding. 
 
If there is no refund or if a repayment (or new repayment schedule) is not developed, the case will 
then be referred to the General Accounting Office for collection., 
 
2409.2 Overpayments Due to Excessive or Noncovered Services.--The intermediary may 
determine that a particular provider has been furnishing either excessive services which were neither 
reasonable nor medically necessary or noncovered services and has been billing for such services. 
 
When the intermediary makes the determination described above, an immediate investigation of 
provider's claims will begin. 
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If, during the review of the claims to ascertain the amount of overpayment, the intermediary has 
reason to believe that a large overpayment is involved, the intermediary will inform the provider of 
this tentative decision.  If the provider is still participating in the program, and the provider does not 
cooperate in correcting the practice and making repayment, the intermediary will stop all interim 
payments until such time as final decision is reached on the overpayment.  If, on the other hand, the 
provider acknowledges the existence of an overpayment, expresses a cooperative interest in 
repayment, and changes (or agrees to change) his method of providing services to eliminate the 
practices leading to the overpayment, interim payments may be continued after appropriate 
adjustment. 
 
Once the overpayment has been determined, the intermediary will arrange for repayment through 
refund in a lump-sum, or, if that is not practical, through set-off against interim payments, or a 
combination of set-off and partial refund.  Any schedule of set-off or repayment will be so set as to 
provide complete recovery as quickly as possible.  The period of recover should not exceed l2 
months from the date the overpayment is determined.  If, however, the provider demonstrates that 
repayment within l2 months will create a financial hardship, the period for recoupment may be 
extended.  The case will be examined periodically to ascertain whether repayment is being made as 
contemplated by the arrangement. 
 
However, if it is not possible to work out a repayment schedule, all interim payments will be stopped 
(where interim payments had been continued as provided above), and a letter will be sent to the 
provider demanding repayment of the amount overpaid (less any amount recouped). 
 
2409.3 Computation of Overpayment.--Whenever it is necessary to send a demand letter because 
the provider has failed to take action to repay the amount owing the United States Government, the 
intermediary will consider the following amount due and so indicate in the demand letter: 
 

A. Overpayment Due to Excessive Interim Rates or Failure to File Cost Report (§2409.l).-- 
 

l. If a cost report has been filed, the sum of the following is due: 
 

(a) The amount determined by the intermediary to be due for the period for which the cost 
report is filed (less any amounts recovered); 
 

(b). Any interim payments made for subsequent accounting periods which have been 
completed and a cost report is due but has not been filed; or if such a report has been filed, amounts 
determined by the intermediary to be due for the subsequent periods for which cost reports have been 
filed; and 
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(c) Any outstanding current financing payments, accelerated payments on account, lump-
sum interim payments, and any other interim payment or unrecouped overpayments from prior 
periods. 
 

2. If a cost report has not been filed, the sum of the following is due: 
 

(a) All interim payments made during the accounting period for which the cost report has 
not been filed; 
 

(b) All interim payments made subsequent to such accounting period, and 
 

(c) Any outstanding current financing payment, accelerated payments on account, lump-sum 
interim payments, and any other interim payments, including unrecouped overpayments from prior 
periods. 
 

B. Overpayments Due to Excessive or Noncovered Services (§2409.2).--The period over 
which these erroneous payments are made can cover one or more cost reporting periods.  Thus, in 
computing the amount of the overpayment, there will be variations depending on the length of time 
over which the erroneous payments were made.  The variations set out are not all inclusive, but they 
cover the major ones that can arise. 
 

l. Erroneous payments made during one or more cost reporting periods for which cost 
reports were filed and settled.--The amount of the overpayment will be the amount determined to be 
due on the basis of the review of the claims.  In addition, the overpayment amount will include all 
interim payments made during subsequent accounting periods for which no cost reports were filed (if 
the 3-months period for filing cost reports has expired). 
 

2. Erroneous payments made during one or more cost reporting periods for which cost 
reports have been filed, but no settled.--The amount of the overpayment will depend on what 
settlement is made on the basis of the adjusted cost reports.  The results of the medical audit should 
be combined with the result of the fiscal audit in order to arrive at the settlement. 
 

3. Erroneous payments made during one or more cost reporting periods for which cost 
reports were not filed.--The amount of the overpayment will be all interim payments during these 
cost reporting periods (if the 3-month period for filing cost reports had expired). 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 35 24-8.7 



06-85 PAYMENTS TO PROVIDERS  2409.4 
 
 
2409.4 Withholding the Federal Share of Payments to Recover Medicare or Medicaid 
Overpayments--General.--A substantial number of institutions and persons furnish health care 
services under both the Medicare and Medicaid programs and are reimbursed according to the 
specific rules applicable to each program.  Overpayments may occur in either program, at times 
resulting in a situation where an institution or person that provides services owes a repayment to one 
program while still receiving reimbursement from the other.  This is inappropriate since Federal 
funds support both.  (In the Medicaid program, the Federal Government shares with the States the 
cost of services furnished to beneficiaries.) 
 
In the past, the Federal Government had very limited authority under the Social Security Act to 
attempt collection through the second program (it could do so only with respect to institutions and 
only through Medicaid for Medicare overpayments).  Recent  legislation provides mechanisms to 
remedy this problem, as described below. 
 

A. Withholding the Federal Share of Medicaid Payments to Recover Medicare 
Overpayments.--Section 1914 of Title XIX of the Social Security Act (Medicaid) and 42 CFR. 
§447.30 provide for HCFA to withhold the Federal share of Medicaid payments with respect to 
Medicaid providers that have, or previously had, a Medicare provider agreement under section 1866 
when (1) they have received an overpayment of title XVIII funds and efforts to collect it have not 
been successful; or (2) efforts to secure from the provider the necessary data and information to 
determine the amount, if any, of the overpayments have not been successful.  In order to implement 
the withholding action, notice must be given the provider and State agency responsible for the State's 
title XIX expenditures.  The withholding becomes effective no fewer than 60 days after the day the 
provider and State agency receive the notice from HCFA that the Federal share of payments for 
Medicaid services be withheld. 
 
The withholding of the Federal share of Medicaid payments remains in effect until (1) the Medicare 
overpayment is recovered; (2) the provider makes an agreement satisfactory to HCFA to repay the 
overpayment; or (3) HCFA determines that there is no overpayment based on newly acquired 
evidence or by a subsequent audit. 
 
The institutional provider may appeal the Medicare intermediary's determination of overpayment 
through established procedures for Part A of Medicare, in section 1878 of the Act (and 42 CFR Part 
405, Subpart R).  The appeal procedures do not delay the withholding of the Federal share as 
specified in these regulations.  Also, a provider is not entitled to recover from the State agency the 
amount of funds withheld by the agency under an order from HCFA.  (Section 1914(f) of the Act.) 
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B. Withholding Medicare Payments to Recover Medicaid Overpayments.--Section 1885 of 
the Social Security Act (Medicare) and 42 CFR § 405.375 provides for HCFA to withhold Medicare 
payments under both Part A and B to recover Medicaid overpayments that a Medicaid agency has 
been unable to collect.  Upon request by the Medicaid agency to withhold Medicare payments (See 
42 CFR § 447.31), the HCFA RO determines if withholding the Medicare payments due the overpaid 
Medicaid institution is appropriate. Where it determines that withholding the Medicare payments is 
appropriate, it advises the intermediary to withhold Medicare payments. 
 
The intermediary withholds the Medicare payments to the provider by the lesser of the following 
amounts: 
 

1. The amount of the Medicare payments to which the provider would otherwise be entitled; 
or 
 

2. The total Medicaid overpayment. 
 
The intermediary terminates the withholding action if the Medicaid overpayment is recovered or the 
RO advises it to do so because:  
 

1. The provider makes an agreement satisfactory to the Medicaid agency to repay the 
overpayment; or 
 

2. The Medicaid agency determines that there is no overpayment based on newly acquired 
evidence or by a subsequent audit. 
 
 
The provider may appeal the Medicaid agency's determination of overpayment.  The appeal 
procedures, however, do not delay the withholding of its Medicare payments. 
 
The intermediary returns the amounts recovered under this section to the Medicaid agency to offset 
the Medicaid overpayment.  The Medicaid agency establishes procedures to return to the provider 
amounts withheld under this section that are ultimately determined to be in excess. 
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2412. ACCELERATED PAYMENTS 
 
A provider may request accelerated payments where delays in payments by an intermediary for 
covered services rendered to beneficiaries have caused financial difficulties for the provider.  An 
accelerated payment may also be made in highly exceptional situations where a provider has incurred 
a temporary delay in its bill processing beyond the provider's normal billing cycle.  A request for an 
accelerated payment may not be approved unless the provider meets all eligibility requirements, 
including an assurance that recoupment of the payment will be made on a timely basis (see §24l2.4). 
 The amount of the accelerated payment is computed as a percentage (sufficient to alleviate the 
impaired cash position but in no case to exceed 70 percent) of the amount of net reimbursement 
represented by unbilled discharges or unpaid bills applicable to covered services rendered to 
beneficiaries.  Accelerated payments must be approved by the intermediary and HCFA.  The HCFA 
regional office will review each request for an accelerated payment to assure that the accelerated 
payment provisions are being correctly and consistently applied and to provide the Administration 
with timely information concerning provider and intermediary bill processing.  The information 
collected in an accelerated payment must be limited to the questions contained in §§2412.2 and 
2412.3.  These questions have been approved for use by the Office of Management and Budget 
(OMB).  When preparing the accelerated payment form, intermediaries are to display the OMB 
control number 0938-0269.  The number should be printed in the upper right-hand corner of the first 
page of the form.  It should read: 
 

Form Approved 
OMB No. 0938-0269 

 
2412.1 Eligibility for Payment.--Provider eligibility for accelerated payments is contingent on the 
provider meeting all of the following conditions; 
 

A. a shortage of cash exists whereby the provider cannot meet current financial obligations; 
and 
 

B. The impaired cash position described in "A" is due to abnormal delays in claims 
processing and/or payment by the intermediary.  However, requests for accelerated payments based 
on isolated temporary provider billing delays may also be approved where the delay is for a period of 
time beyond the provider's normal billing cycle.  In this instance, the provider must assure and 
demonstrate that the causes of its billing delays are being corrected and are not chronic; and 
 

C. The provider's impaired cash position would not be alleviated by receipts anticipated 
within 30 days which would enable the provider to meet current financial obligations; and 
 

D. The basis for financial difficulty is due to a lag in Medicare billing and/or payments and 
not to other third-party payers or private patients; and 
 

E. The intermediary is assured that recovery of the payment can be accomplished according to 
the provisions of §2412.4. 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 311 24-9 



10-83 PAYMENTS TO PROVIDERS 24l2.3 
 
 
NOTE: Each intermediary is cautioned that neither the revision of the current financing 

regulations nor the recovery of current financing payments is a basis for justifying a 
provider request for an accelerated payment. 

 
24l2.2 Sample Format for Provider Request for Accelerated Payment.-- 
 
l. Provider:   Provider No.: 
 

Address: 
 
2. Intermediary: 
 
3. Check (a) or (b) or both if applicable: 
 

Cash balance is seriously impaired due to: 
 

 (a) Abnormal delay in title XVIII claims processing and/or 
payment by the health insurance intermediary. 

 
 (b) Delay in provider billing process of an isolated temporary 

nature beyond the provider's normal billing cycle and not 
attributable to other third-party payers or private patients. 

 
4. a. General fund cash position for provider 

as of                  $         
 

b. Anticipated receipts from all sources 
(exclusive of accelerated payments) 
in the next 30 days  $         

 
c. Anticipated expenditures in next 30 days  $         

 
d. Indicated cash position in next 30 days 

(a + b - c)   $         
 
24l2.3 Computation of the Accelerated Payment.--To compute the accelerated payment on 
account: 
 

l. Determine the amount of the interim reimbursement for unbilled and unpaid claims; 
 

2. Subtract the deductibles and coinsurance amounts, and 
 

3. Multiply by 70% to determine the net reimbursable amount which can be paid to the 
provider. 
 
The following is illustrative of the accelerated payment computation: 
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a. Inpatient (hospital and skilled nursing facility) 
 

Per Diem Charges 
   Basis      Basis   

 
Unbilled 

Number of discharges unbilled 40 40 
Number of patient days represented 300 --- 
Amount of charges --- $20,000 

 
Billed 

Number of bills not paid 50 50 
Number of patient days represented 500 --- 
Amount of charges --- $20,000 

 Total 800 $40,000 
Interim reimbursement rate $        45       90% 
Interim amount due $ 36,000 $36,000 
Less deductible and coinsurance    12,000   12,000 
Net reimbursement $ 24,000 $24,000 
Authorized       70%        0% 
Inpatient accelerated payment requested (a) $ 16,800 $16,800 
 
b. Outpatient or Home Health 

 
Charges 
  Basis   

 
Unbilled 

Amount of charges  $ 10,000 
Number of visits or occasions of service 

 
Billed 

Amount of charges  $ 15,000 
Number of visits or occasions of service 

Total  $ 25,000 
Interim reimbursement rate        90% 
Interim amount due  $ 22,500 
Less:  deductibles and coinsurance      5,000 
Net reimbursement  $  l7,500 
Authorized rate        70% 
Outpatient accelerated payment request (b)  $ 12,250 

 
c. Total Accelerated Payment requested: (a) and (b)  $ 29,050 
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24l2.4 Recoupment of the Accelerated Payment.--The intermediary recovers any accelerated 
payment within 90 days after it is issued.  To the extent that a delay in your billing process is the 
basis for the accelerated payment, recoupment is made by a l00 percent offset against your bills 
processed by the intermediary or other monies due you after the date of issuance of the accelerated 
payment. Any remainder is recovered by direct payment by you not later than 90 days after issuance 
of the accelerated payment. If the payment is necessitated by abnormal delays in claims processing 
and/or payment by the intermediary, recovery by offset will be reasonably scheduled to coincide with 
improvement in the intermediary's bill processing situation such recoupment will not impair your 
cash position.  However, recovery will not be so delayed that you have  in effect, an advance in funds 
or so slow that recovery is not completed within 90 days after the accelerated payment is issued. 
 
2412.5 Accelerated Payments to Hospitals as a Result of the Temporary Delay in Periodic Interim 
Payments.--Due to the temporary delay in periodic interim payments (PIP), hospitals receiving PIP 
will experience a short-term interruption in cash flow that may result in financial hardship. (See 
§2407.12.)  This situation will be particularly acute for hospitals that receive a substantial portion of 
their reimbursement revenues from the Medicare program. 
 
Sections §2412.1-.4 describe the procedure for issuing accelerated payments to a provider when it 
has experienced financial difficulties due to the intermediary's delay in making payments.  Under this 
temporary deferral, intermediaries are authorized to make accelerated payments to hospitals that are 
experiencing cash flow problems caused by the interruption of PIP when: 
 

A. The provider received more than one-half of its total revenue from the Medicare program 
in the last cost-reporting period for which a completed cost report was submitted; and 
 

B. The provider, to the intermediary's knowledge, cannot obtain a short-term loan from its 
usual lending sources to cover its cash flow shortfall resulting from the temporary deferral of PIP 
payments. 
 
In these situations only, an intermediary may make accelerated payments to the hospital for the 
period between the last full PIP amount made for FY 1983 and FY 1984 and the date on which the 
deferred PIP payment is made in the following fiscal year. 
 
In lieu of the process for computation of the accelerated payment in §2412.3, intermediaries will 
issue a payment equal to 70 percent of the deferred amount on the dates the deferred PIP payments 
were originally scheduled to be issued.  The 30 percent or balance of PIP payment will be made in 
accordance with the dates in §2407.12. 
 
24l3. DUE DATES FOR COST REPORTS 
 
Providers of service participating in the Medicare program are required to submit information to 
achieve settlement of costs relating to health care services rendered to 
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Medicare beneficiaries (42 U.S.C. l395g (Section l8l5(a) of the Social Security Act). Regulations 
state that cost reports "will be required from providers on an annual basis...." (42 C.F.R. 405.406(b)). 
 When you fail to file a timely cost report, all interim payments since the beginning of the cost 
reporting period can be deemed overpayments. (see Part II, §l00). 
 
Cost reports are required following the close of your reporting period.  (See §24l4).  The due dates 
for cost reports are: 
 

A. Provider Continues to Participate in Program.-- 
 

l. On or before the last day of the third month following the close of the period covered 
by the report. 
 

2. A 30-day extension of the due date may, for good cause, be granted.  Good cause is 
synonymous with a good reason or justifiable purpose in seeking an extension.  A good cause is one 
that supplies a substantial reason, one that affords a legal excuse for delay, or an intervening action 
beyond your control.  HCFA will not consider the following as "good causes":  ignorance of the law, 
hardship, inconvenience, or a cost report preparer engaged in other work.  To be granted this 
extension, submit a written request and obtain written approval from your intermediary prior to your 
cost report due date. 
 
An extension of the cost report due date may not be granted based upon a pending review by the 
intermediary or HCFA of a non-Medicare cost reporting form.  The fact that you or a forms 
preparation service is awaiting the intermediary's or HCFA's review and determination of 
acceptability of a non-Medicare cost reporting form does not constitute good cause for granting an 
extension of the due date.  In this situation,  use the official Medicare cost reporting forms and file 
your cost report in accordance with A.l above. (See Part II, §108, concerning use of substitute cost 
reporting forms.) 
 

3. Where a hospital or hospital-based SNF or hospital-based HHA submits a certified 
cost report that has been audited by the independent auditors of the hospital, the cost reports are due 
on, or before, the last day of the fourth month following the close of the period covered by the report. 
 Notify the intermediary in writing by the end of the cost reporting period if your intend to file a 
certified cost report. 
 

B. Provider Agreement to Participate in Program Terminates (Voluntarily or Involuntarily) or 
Provider Experiences Change of Ownership.-- 
 

l. Cost reports are due no later than 45 days following the effective date of the 
termination of the provider agreement or change of ownership. 
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2. An extension of the cost report due date cannot be granted when the provider 
agreement is terminated or a change in ownership occurs.  (See Part II, §l04.) 
 
24l4. COST REPORTING PERIOD 
 
For cost reporting purposes, the program will require submission of annual reports covering a l2-
month period of operations based upon the provider's accounting year.  (See Part II, §l02.) 
 
The provider may select any annual period for Medicare cost reporting purposes regardless of the 
reporting period it uses for other programs.  Once a provider has made a selection and reported 
accordingly, it is required thereafter to report annually for periods ending as of the same date unless 
the intermediary approves a change in the provider's reporting period. 
 
A cost reporting period under the program consisting of one of the following will be considered in 
compliance with the reporting periods cited above: 
 

A. Twelve (l2) successive calendar months, 
 

B. Thirteen (l3) four-week periods with an additional day (two in a leap year) added to the last 
week or period to make it coincide with the end of the calendar year or month, 
 

C. A reporting period which will vary from 52 to 53 weeks because it must always end on the 
same day of the week (Monday, Tuesday, etc.) and always end on (l) whatever date this same day of 
the week last occurs in a calendar month, or (2) whatever date this same day of the week falls which 
is nearest to the last day of the calendar month, even though this same day falls in the first week of 
the following month.  A new provider beginning operations on January l, l974, and entering the 
program as of that date, could choose a reporting period beginning with that date and ending, for 
example, Wednesday, December 25, l974.  This provider's accounting period would end on the same 
day of the week (Wednesday) and on whatever date that day of the week last occurs in the final 
month of the year.  Alternatively, the provider could elect to end its first reporting period on January 
l, l975; this would be based on the election to end the period on the same day of the week which is 
nearest to the last day of the calendar year, even though the last day falls in the first week of the 
following month.  The method selected must be consistently followed. 
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A provider may prepare a short period cost report for part of a year under the circumstances 
described in §§2411.1 through 2414.3. 
 
Where a provider did not furnish any covered services to Medicare beneficiaries or where it had low 
utilization of such services in a reporting period, a full cost report need not be filed.  See §2414.4 for 
an explanation of this procedure. 
 
Providers in a chain organization, or other group of providers, are required to file individual cost 
reports as explained in §2414.5. 
 
2414.1 New Providers.--Upon entering the health insurance program, a new provider may select 
an initial cost reporting period of at least 1 month but not to exceed 13 months. For example, a new 
provider which starts with the Medicare program on September 15, 1974, and wishes to adopt a 
reporting period ending September 30, 1974, must file a report for the period September 15, 1974 to 
September 30, 1975.  Such a provider cannot file a report for the 15-day period ending September 
30, 1974. 
 
2414.2 Cessation of Participation in Program.-- 
 

A. Final Cost Report.--When a provider ceases to participate in the health insurance 
program, it must file a cost report covering a period under the program up to the effective date of 
cessation of participation in the program.  Depending on the circumstances involved in the 
preparation of the provider's final cost report, the provider may file the cost report for a period of not 
less than 1 month and not more than 13 months. 
 

B. Payment for Services after Provider Ceases to Participate in Program (Termination, 
Expiration, or Cancellation of Provider Agreement).-- 
 

1. Hospital and SNF.--Effective October 30, 1972, a hospital or skilled nursing 
facility whose provider agreement either voluntarily or involuntarily ceases (not a change of provider 
ownership) may be reimbursed under the agreement for up to 30 days of covered Part A inpatient 
services.  These services must have been furnished on or after the effective date of cessation of 
participation in the program to patients who are admitted before the cessation date.  No payment will 
be made for such services to patients admitted on or after the cessation date. 
 
No payment will be made for hospital services to outpatients or for outpatient physical therapy or 
speech pathology services furnished by a provider on or after the effective date of cessation.  
However, payment may be made under Part B to a nonparticipating provider for the medical and 
other health services which it furnishes in compliance with specified requirements explained in the 
Nonparticipating Domestic Hospital Supplement (HCFA-30) of the Hospital Manual (HCFA-10). 
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2. Home Health Agency.--Payment can continue to be made to home health 
agencies for covered Part A and Part B home health services furnished through the calendar  year in 
which the cessation is effective where the plan of treatment was established prior to the date of 
cessation.  No payment will be made for home health services furnished under a plan of treatment 
established on or after the cessation date. 
 

3. Interim Rate.--Payment for allowable covered services after cessation of 
participation will be made at an interim rate not to exceed the interim rate developed on the basis of 
the latest cost report submitted by the provider.  No adjustment should be made to this interim rate 
until the cost report ending with the date of cessation has been audited, unless the intermediary 
obtains information that would justify a change in the interim rate.  Settlement for such services will 
be on the basis of a per diem rate developed from Medicare data appearing in the provider's final 
settled cost report ending with the date of cessation.  No cost report will be required for the services 
furnished following cessation. 
 
2414.3 Changing of Cost Reporting Periods.--A provider must adhere to the cost reporting period 
initially selected unless a change has been authorized in writing by its intermediary.  For the change 
to be effective, the provider's written request must be received by the intermediary 120 days or more 
before the close of the reporting period which the change proposes to establish.  The intermediary 
must notify HCFA of the authorized change 30 days or more before the close of the reporting period 
which the change proposes to establish.  For example, where a provider wishes to change the ending 
date of its cost reporting period from December 31 to July 31, the provider's request for a change 
must be received by the intermediary 120 days or more before the July 31st date on which the change 
is to take effect. 
 
Such a change may be made only after the intermediary has established good cause.  Good cause is 
synonymous with a good reason or justifiable purpose in seeking a change in the cost reporting 
period.  Good cause requires that the reason for changing the cost reporting period be clearly 
consistent with the purposes and intent of the program.  To establish good cause, a provider must 
show that there were specific circumstances which support and explain the basis for requesting a 
change in the cost reporting period.  Good cause would be established, for example, when a chain 
has all its providers on the same fiscal year and wishes to change the cost reporting period of a newly 
acquired facility to the same year end.  Good cause, however, would not be found to exist where a 
chain has been operating for some time with providers with varying year ends and requests a change 
to spread out the accounting work in a different manner.  Good cause would not be found to exist 
where the purpose of the change is to maximize reimbursement.  Good cause does not exist where 
the effect of the change is to delay or expedite the date by which a hospital becomes subject to the 
prospective payment system (PPS). 
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Providers owned and/or operated by governmental entities using fiscal year ending dates established 
by local law, may require changes in the reporting year ending dates as a result of legislative action.  
In such situations, a provider with the approval of its intermediary may revise its cost reporting 
period to conform to the new fiscal year established by the applicable lawmaking body. 
 
Where a change in cost reporting periods is approved, the provider may file a cost report for a period 
of not less than 1-month and not more than 13-months. 
 
2414.4 Conditions Under Which Less Than a Full Cost Report May be Filed.-- 
 

A.  No Medicare Utilization.--A provider that has not furnished any covered services to 
Medicare beneficiaries during the entire cost reporting period need not file a full cost report to 
comply with program cost reporting requirements.  The provider must submit to its intermediary a 
statement, signed by an authorized provider official, which identifies the reporting period to which 
the statement applies and states that (1) no covered services were furnished during the reporting 
period, and (2) no claims for Medicare reimbursement will be filed for this reporting period.  This 
statement must 
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be accompanied by a completed page one of the applicable cost report forms (HCFA-2551 for 
providers using the Combination Method of cost apportionment, HCFA-2552 for providers using the 
 Departmental RCCAC Method of cost apportionment, HCFA-1728 or HCFA-1729 for home health 
agencies, and HCFA-2088 for rehabilitation agencies, clinics, and public health agencies).  The 
proper form and signed statement must be submitted within 30 days following the close of the 
reporting period.  (See Part II, § 110.) 
 

B. Low Medicare Utilization.--The intermediary may authorize less than a full cost report 
where a provider has had low utilization of covered services by Medicare beneficiaries in a reporting 
period and received correspondingly low interim reimbursement payments which in, the aggregate, 
appear to justify making a final settlement for that period based on less than a normally required full 
cost report.  Based on the intermediary's knowledge of the provider's Medicare utilization and 
interim payments and the intermediary's conclusion that it can determine the reasonable cost of 
covered services furnished beneficiaries, the intermediary will advise the provider that less than a full 
cost report may be filed.  Under this situation, the intermediary will require that the provider furnish 
all of the following information using program forms:  (1) page one of the applicable cost report 
form, (2) the officer certification sheet,(3) the balance sheet, (4) the statement of income and expense 
and (5) other financial and statistical data the intermediary may deem appropriate depending upon 
the circumstances in the individual case.  However, regardless of low Medicare utilization or the 
amount of aggregate interim reimbursement, the intermediary may require full cost reporting and 
auditing if that is necessary to serve the best interests of the program.  Providers must submit the 
forms and data under this alternate procedure within the same time period required for full cost 
reports. 
 

C. Implementation.--The procedures described in this section are effective only where, prior 
to the end of the reporting period or filing period for the cost report, the intermediary advises the 
provider that it may file less than a full cost report and the provider gives assurance that it will timely 
file such data.  These procedures are not applicable to cost reporting periods where both the reporting 
period and the related filing period have expired even though a cost report has not yet been filed for 
such period.  If the provider is required to file a full cost report for other Federal programs, e.g., titles 
XIX and/or V, the provider may be required by the intermediary to also file a full cost report with the 
Medicare program. 
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2414.5 Filing of Cost Reports by Providers of a Chain Organization or Other Group of Providers.-
-Each provider in a chain organization, or other group of providers, except as noted below, must file 
a separate, individual cost report (see HIR 405.406(b)).  Such organizations are not permitted to file 
a combined or consolidated cost report under the Medicare program.  The only exception under this 
rule applies to State health department home health agencies with subunits or branches, who are now 
permitted to file a combined cost report under the 7800 services of provider numbers.  "Other group 
of providers" refers to an informal assembly of providers (hospitals, SNF's, and HHA's) not owned or 
controlled by a central group or related interest, but who join together to obtain the benefits of 
centralized cooperative buying, exchange of medical information, etc. 
 
Multiple-facility complex providers (hospitals, hospital-based SNF's, and hospital-based HHA's) will 
use the cost report designated for this type of facility which will provide adequate cost data.  
Institutions which have multiple facilities but only one provider number, or one provider number so 
subprovider numbers for its related cost entities, are required to submit one cost report under that 
particular provider number together with the subprovider numbers, if any. 
 
As the filing of a combined or a consolidated cost report for a chain organization or other group of 
providers has never been an acceptable practice under the Medicare program, a determination of the 
amount of program reimbursement based on the erroneous filing of all combined or consolidated 
cost report by a provider may be reopened by the intermediary within the 3-year period following the 
date of the notice of program reimbursement issued by the intermediary.  (See Part II, § 112.). 
 
 
2415. DISTINCT PART COST REPORT MUST NOT BE FILED BY FULLY CERTIFIED 

SNF'S 
 
A fully certified SNF provider may not file a cost report claiming Medicare reimbursement as a 
distinct part provider.  (Section 1861(j) of the Medicare law includes in the definition of the term 
"skilled nursing facility" a distinct part of a separately operating subunit of an institution.)  The 
determination of program reimbursement due an SNF provider for covered extended care services 
furnished program beneficiaries during the provider's cost reporting period is dependent on whether 
the entire institution or only a portion of it is the certified provider. 
 
The determination of whether the entire institution or only a portion of it is the Certified provider is 
made by the Office of the Regional Director servicing the facility and can be changed only by that 
office in accordance with the appropriate regulations and implementing procedures applicable to the 
certification process.  This status is not subject to change or interpretation by the intermediary.  (See 
Part II, § 114.). 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
24-12.6           Rev. 204 



6-78 PAYMENT TO PROVIDERS    24l6 
 
 
2416. PAYMENTS TO NONPARTICIPATING HOSPITALS 
 
The Hospital Manual (HIM-10), §§ 202.202.3, and its supplements, the Nonparticipating Domestic 
Hospital Supplement (HIM-30) and the Foreign Hospital Supplement (HIM-31), contain instructions 
dealing with payments to nonparticipating domestic hospitals and foreign hospitals for certain 
inpatient and outpatient services furnished to Medicare beneficiaries, including instructions on the 
coverage, billing, and reimbursement procedures for such services.  Chapter 3 of the manual 
supplements describes the reimbursement procedures applicable to the affected nonparticipating 
hospitals. 
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2418. PAYMENTS TO FEDERAL PROVIDERS OF SERVICE 
 
Claims for payment of emergency services furnished by Federal hospitals will be handled directly 
through: 
 

Social Security Administration 
Division of Direct Reimbursement, BHI 
P. O. Box 990 
Baltimore, Maryland 20203 

 
Payment will be made to the appropriate parent Federal agency, rather than to the individual hospital. 
Reimbursement will be based on the inpatient and outpatient rates published periodically in the 
Federal Register by the Office of Management and Budget. 
 
 
2420. PAYMENTS TO FUND FOR VOLUNTEER PHYSICIANS' SERVICES IN TEACHING 

HOSPITALS 
 
Interim payments will not be made to the Fund for the volunteer patient care services of physicians 
rendered in a teaching hospital to Medicare patients.  Rather, the program's liability to the fund will 
be met after the close of the cost reporting period of the provider in which the volunteer services 
were rendered. 
 

A. Definition of Fund.--For purposes of receiving Medicare imputed cost benefits, a Fund is 
an organization which meets either of the following requirements: 
 

1. Has and retains exemption, as a governmental entity or under section 501(c)(3) of the 
Internal Revenue Code (nonprofit educational, charitable, and similar organizations), from Federal 
taxation; or 
 

2. Is an organization of physicians who, under the terms of their employment by an 
entity which meets the requirements in l above, are required to turn over to that entity all income 
which the physician organization derives from the physicians' services. 
 
The Fund may have been organization specially to receive and disburse Medicare imputed cost 
benefits or for broader purposes with which this function is consistent.  if the fund is other than a 
hospital, medical school, or university, it should furnish the Medicare intermediary with a copy of its 
charger and by-laws or equivalent.  A physician organization qualifying as a Fund on the basis of the 
requirement in 2 above should furnish such organizational documents concerning itself and also 
concerning the entity to which it turns over the income from its physicians' services (unless such 
entity is a hospital, medical school, or university).  In addition, the physician organization should 
furnish a copy of the contract of employment of the physician by virtue of which the organization is 
required to turn over to that entity the income from the physicians' services. 
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B. Approval of Medical Staff.--The Fund must have and retain from the organized medical 
staff of the hospital in which the services are provided, approval to receive Medicare imputed cost 
benefits.  Disbursements of Medicare imputed cost benefits by the Fund must be consistent with such 
guidelines and directives as the medical staff may from time to time prescribe.  (The Fund should 
furnish the intermediary a copy of the medical staff resolution designated the Fund to receive the 
benefits.)  Only one Fund may be approved to receive direct payment of imputed cost benefits in 
each hospital. 
 

C. Qualified Hospitals.--Medicare imputed cost benefits are payable only for services 
furnished in hospitals which are participating in the Medicare program pursuant to an agreement 
under section l866 of the Social Security Act. 
 

D. Assurance of No Charge.--No one may charge patients or other persons for services for 
which Medicare imputed cost benefits are payable and any monies incorrectly collected for such 
services must be refunded.  The Fund will obtain and retain in its files a statement from each 
physician for whose services such benefits may be claimed and from the hospital (if the hospital is 
not the Fund) to the effect that, in consideration of payment of the benefits to the Fund, he (or it) 
agrees to make no charge for services for which the benefits are payable.  However, in the case of the 
physician, his signed agreement to abide by all rules and regulations of the medical staff or hospital 
will suffice for this purpose, where such agreement is required as a condition of staff privileges and 
the rules and regulations clearly forbid a charge for the services for which Medicare imputed cost 
benefits are payable.  (The Fund should furnish the intermediary with a sample copy of the standard 
statement signed by the physician and the hospital and copy of any pertinent rules and regulations of 
the medical staff or hospital.) 
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E. Use of Benefits.--All Medicare imputed cost benefits will be used by the Fund solely for 
improvement of care of hospital patients or for educational or charitable purposes (which may 
include but are not limited to medical and other scientific research). No personal financial gain from 
the benefits may inure in any form to any of the physicians for whose services Medicare imputed cost 
benefits may be payable.  Benefits received by the hospital (directly or as contributions from the 
Fund) would not be recognized as reimbursable cost when expended by the hospital nor would 
depreciation be allowed with respect to equipment or facilities donated to the hospital by the Fund or 
purchased by the hospital from such Fund. 
 

F. Contributions to Other Organizations.--Where consistent with the guidelines of the 
medical staff (or faculty), the Fund may make a contribution of Medicare imputed cost benefits to 
another organization, provided that such organization itself meets the definition of a Fund in A above 
(i.e., is exempt, as a governmental entity or under section 501(c)(3) of the Internal Revenue Code, 
from Federal taxation).  In addition, if the organization is affiliated with the Fund (e.g., the 
organization is a medical school and the Fund is an affiliated hospital), the Fund will obtain from it  
certification that the benefits will be used solely for the improvement of care of hospital patients or 
for educational or charitable purposes (which may include but is not limited to medical or other 
scientific research). 
 

G. Financial Accounts.--The Fund will establish and maintain a separate financial account 
(herein called the "Account") for Medicare imputed cost benefits and will maintain accurate records 
of transfers to and from the Account.  However, unless so required by the medical staff, the Fund 
need not physically segregate Medicare payments deposited in the Account but may intermingle such 
monies with other monies of the Fund and may, where consistent with guidelines of the medical staff 
and these conditions of payment, sue them for general purposes of the Fund organization. 
 
Within 3 months after the close of its accounting year, the Fund will file with its Medicare 
intermediary a statement of the Account's income and expenditure during such year and its assets and 
liabilities as of the beginning and close of such year.  (Where a Fund which is engaged in the 
provision of medical care, medical education, or scientific or other medical research, transfers the 
Medicare monies from the Account to the general account of the Fund organization and expends 
them from its general purposes, the expenditure portion of the report may consist simply of a 
statement to this effect, specifying the amounts of monies involved.)  Upon request, the Fund will 
permit the Medicare intermediary and the Government to inspect the records on which the report is 
based. 
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H. Determination of Medicare Imputed Cost.--The Fund will obtain the cooperation of the 
hospital and members of the medical staff in maintaining such records and furnishing such 
information to the Medicare intermediary and the Government as may be necessary for the 
determination of Medicare imputed cost benefits. 
 

I. Notice of Events Affecting Payment.--The Fund will report to the Medicare intermediary 
any events or changes affecting its right to receive Medicare imputed cost benefits under these 
conditions of payment. 
 

J. Status of a Fund.--A Fund approved for payment of Medicare imputed cost benefits has all 
the rights and responsibilities of a provider under Title XVIII of the social Security Act except that it 
does not enter into an agreement with the Secretary of the Department of Health, Education, and 
Welfare under section l866 of that act. 
 

K. Application by Fund for Medicare Imputed Cost Benefits.--The following is a sample of an 
applicable which must be filed by a Fund to receive Medicare imputed cost benefits: 
 

"Name of Fund), hereafter called the "Fund," hereby applies to receive continuing benefits, 
hereafter called (Medicare imputed cost benefits," under section 1814(g) and 1835(e) of 
the Social Security Act, for services of physicians in (Name of Hospital) and agrees to 
comply with all rules and regulations of the Social Security Administration affecting the 
payment of such benefits." 

 
 

Made  this          day of                l9      
By                                         

 
                                           

(Title) 
 
 
The application should be signed by an authorized official of the Fund, e.g., if the Fund is the 
hospital, the application could be signed by the hospital administrator.  The intermediary will furnish 
the Fund with a copy of the Provider Reimbursement Manual (PRM) or at least Chapters 21, 22, and 
24 of the PRM before it submits its application. 
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2440. ACCESS TO BOOKS, DOCUMENTS, AND RECORDS OF SUBCONTRACTORS 
 
2440.1 General.--Section 952 of the Omnibus Reconciliation Act of 1980, enacted December 5, 
1980, amended § 1861(v)(1)(I) of the Social Security Act to require that a contract (if its cost or 
value over a 12-month period is $10,000 or more) between a provider and a subcontractor must 
contain a clause allowing the HHS Secretary and the U.S. Comptroller General (or their 
representatives) access to the subcontractor's books, documents, and records which are necessary to 
verify the nature and extent of costs of services furnished under the contract.  This clause must be 
included in the contract in order for the costs of services furnished under the contract to be included 
as costs for Medicare reimbursement.  In addition, the contract must allow access to contracts of a 
similar nature between subcontractors and related organizations of the subcontractors, and to their 
books, documents, and records.  The authorized representatives of the HHS Secretary are HCFA, 
HCFA's Medicare intermediaries, and the HHS Inspector General.  In most instances, a Medicare 
intermediary will be the entity requesting access. 
 
This legislation (codified at 42 Code of Federal Regulations, Subpart D, § 420.300-304) applies to 
contracts entered into or renewed after December 5, 1980; hence, contracts renewed after December 
5, 1980 must be amended to include the clause.  The clause must provide for access to the 
subcontractor's contract and books, documents, and records until 4 years have elapsed after the 
services are furnished under the contract or subcontract. (NOTE:  A provider's cost of renegotiation 
with a subcontractor to include the access clause in their contract, if it is not excessive and can be 
adequately justified, is an allowable Medicare cost and therefore may be included in the 
Administrative and General cost center.) 
 
2440.2 Definitions.-- 
 

A. "Books, Documents, and Records."--All writings, recordings, transcriptions, and tapes of 
any description necessary to verify the nature and extent of the costs of the services provided by the 
subcontractor.  (NOTE:  For the sake of brevity, the term "books, documents, and records" is 
hereinafter shortened to "books.") 
 

B. "Common Ownership."--An individual(s) who possesses significant ownership or equity in 
the subcontractor and the entity providing the services under the contract. 
 

C. "Control."--An individual or organization having the power, directly or indirectly, to 
significantly influence or direct the action or policies of an organization or institution. 
 

D. "Provider."--A hospital, skilled nursing facility, home health agency, hospice, or 
comprehensive outpatient rehabilitation facility, or a related organization of any of these providers. 
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E. "Subcontractor."--Any entity, including an individual(s), that contracts with a provider to 
supply a service, either to the provider or directly to a beneficiary, for which Medicare reimburses 
the provider the cost of the service.  This includes organizations related to the subcontractor that 
have a contract with the subcontractor for which the cost or value is $10,000 or more in a 12-month 
period. 
 

F. "Related to the Subcontractor."--A subcontractor that is, to a significant extent, associated 
or affiliated with, owns (or is owned by), or has control of (or is controlled by), the organization 
furnishing the services, facilities, or supplies. If a provider contracts for services with a 
subcontractor, and the subcontractor thereafter contracts with a related organization (which will 
actually furnish the services), both contracts must contain the access clause if one of the monetary 
criteria, described in the following § 2440.4, is met. 
 

G. "Contract for Services."--A contract through which a provider obtains the performance of 
an act(s), as distinguished from supplies or equipment.  It includes any contract for both goods and 
services to the extent the value or cost of the service component is $10,000 or more within a 12-
month period. 
 
2440.3 Types of Contracts Covered by Access Provisions.--The access regulation applies to 
contracts concerning the purchase of services such as: 
 

A. consultations, management, medical care provided by physician groups or hospital-based 
physicians (for which Medicare may reimburse providers on a cost basis); 
 

B. linen services (rental of linens); 
 

C. furnishing of meals (as opposed to the direct purchase of food); 
 

D. legal and accounting services; 
 

E. provider management and provider management information systems; and 
 

F. insurance and leases for buildings and equipment. 
 
Subcontracts for public utility services at rates established for uniform applicability to the general 
public are not subject to the access provision because the rates are already a matter of public record 
and are not negotiable.  Similarly, contracts for workers compensation insurance are not subject to 
the access provision since the rates are non-negotiable and are a matter of public record.  Contracts 
concerning construction of buildings (including services of architects, painters, and interior 
decorators) need not contain the access clause; however, if a provider contracts with an interior 
decorator, painter, or other individual/company to perform service work on an existing building, the 
contract must contain the access clause.  When a provider contracts to purchase a product that 
includes a warranty of the product in the price, the contract is not subject to the regulation; however, 
a separately-purchased warranty or service-maintenance contract must contain the subject clause. 
 
 
 
 
 
 
 
 
 
 
 
24-28 Rev. 310 



04-84 PAYMENTS TO PROVIDERS    2440.4  
 
 
2440.4 Monetary Criteria.--There are also monetary criteria to be considered in determining if a 
contract should contain the access clause.  If a contract is subject to the access regulation as 
described in the preceding paragraph and one of the following criteria is met, the clause must be 
included in the contract: 
 

A. Any contract for services for 12 months or less that is valued at $10,000 or more (e.g., 
a $12,000 contract for services that are completed in 2 months); 
 

B. Any series of contracts with a subcontractor for a service(s) that total $10,000 or more 
over a consecutive 12-month period (e.g., two contracts for 6 months each that are valued at $8,000 
each, or 12 contracts for 1 month each valued at $1,000 each, or a series of contracts costing $1,000 
each for 10 months); 
 

C. Any contract that runs for more than 12 months, the apportioned value of which is 
$10,000 or more for a 12-month period (e.g., a contract for 18 months valued at $18,000 (the 12-
month value is $12,000) or a contract for 24 months valued at $20,000 (the 12-month value is 
$10,000); or, 
 

D. Any contract in which the cost or value of the services or service component is not 
specified, but the provider-projected services' value is $10,000 or more.  (If a contract does not 
contain the cost or value of the services and does not include the access clause, and it is subsequently 
determined by an intermediary (or other representative of the HHS Secretary) that the contract is 
subject to the statute, the provider risks not being reimbursed for the cost of the services under 
Medicare unless a good faith showing is made that would permit modification of the contract.) 
 
These contracts between providers and subcontractors may be written or oral.  With respect to a 
written contract, the access clause must be made a part of the contract. Regarding an oral contract, a 
written agreement with a subcontractor in the form of a letter of understanding that allows access to 
the pertinent books is required. 
 
The following sample access clause language (which complies with the regulation) may be used in a 
contract: 
 

"Until the expiration of four years after the furnishing of the services provided under this 
contract, (Name of Subcontractor) will make available to the Secretary, U.S. Department 
of Health and Human Services, and the U.S. Comptroller General, and their 
representatives, this contract and all books, documents, and records necessary to certify the 
nature and extent of the costs of those services.  If (Name of Subcontractor) carries out the 
duties of the contract through a subcontract worth $10,000 or more over a 12-month 
period with a related organization, the subcontract will also contain an access clause to 
permit access by the Secretary, Comptroller General, and their representatives to the 
related organization's books and records." 
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This language may not be suitable to all contracts.  Therefore, contracting parties may use other 
clause language provided it contains the elements required in the regulation with respect to the nature 
of their contractual arrangement.  Also, in those cases where the access provision is contained in a 
document other than the contract to which it applies, the sample clause will have to be modified 
accordingly. 
 
2441. ACCESS CLAUSE NOT IN CONTRACT 
 
There may be situations where a provider, after applying the criteria of the regulation to a contract, 
erroneously decides that the contract does not require an access clause.  In such unusual situations, if 
the provider demonstrates satisfactorily to intermediary staff (or other authorized representative of 
the HHS Secretary) that the decision not to include the clause was made in good faith with a 
reasonable basis(es), and the provider and subcontractor amend their contract to include an access 
clause within an acceptable (to the intermediary) period of time after being advised that such 
amendment is required, the contract will be treated as meeting the requirements of the regulation.  
An example of a provider response demonstrating good faith with a reasonable basis is a situation 
where the provider honestly concluded that the cost or value of the service component of a goods and 
services contract was less than $10,000.  With respect to contracts where services or services and 
goods are still being provided, any such amendment must make clear that the access clause applies to 
books, documents, and records for the full term of the contract and not just for the period following 
the date of amendment.  If a provider demonstrates satisfactorily that the decision not to include the 
clause was made in good faith with a reasonable basis, but cannot amend the contract because the 
subcontractor is no longer in business, the intermediary will make a determination as to the 
reasonableness of the costs of the subcontractor's services using available information.  Appropriate 
disallowance and/or recoupment action with respect to the cost of the services of the subcontractor 
will be taken by the intermediary if either the provider or subcontractor refuses to amend the 
contract, or the provider does not demonstrate satisfactorily that the decision not to include the clause 
was made in good faith with a reasonable basis(es). 
 
There may also be situations in which an individual subcontractor refuses to enter into a contract 
containing the required access clause, or will not agree to the addition of the access clause to an 
existing contract, which becomes necessary because of a contract modification.  If it is difficult to 
find another organization that will agree to the clause and offer the services needed at a cost at least 
as competitive as that of the original organization, contact the area HCFA Regional Administrator.  
(A provider that does not notify the Regional Administrator but instead, on its own initiative, 
contracts with a more expensive subcontractor or omits the access clause, risks not being reimbursed 
for the full cost of the services furnished under the contract.)  If the Regional Administrator's efforts 
to persuade the subcontractor to include the required clause are unsuccessful, and no other 
subcontractor is available that will furnish the services at a competitive price and agree to the access 
provision, it may be necessary to contract with another organization willing to accept the access 
clause, even though the cost of the services may be greater. In this situation, make intermediary 
contact before entering into a contract to assure that the greater cost incurred will be considered 
during the cost report settlement process; this is not intended to be a pre-approval requirement. 
 
 
 
 
 
 
 
 
 
 
 
 
24-30 Rev. 310 



04-84 PAYMENTS TO PROVIDERS    2443 
 
 
2442. REASONS FOR SEEKING ACCESS 
 
If an intermediary (or other authorized representative of the HHS Secretary) receives a written 
accusation (from an HHS or non-HHS party) with suitable evidence against a provider or 
subcontractor of kickbacks, bribes, rebates, or other illegal activities, a report of the situation will be 
forwarded to the regional Office of Health Financing Integrity (Office of the Inspector General, 
HHS).  If there is reason to believe that the costs claimed by a provider for services of a 
subcontractor are excessive or inappropriate, or there is evidence of a possible nondisclosure of the 
existence of a related organization, or it is discovered that there is insufficient information to judge 
the appropriateness of the cost(s) claimed by a provider for services of a subcontractor, it may be 
necessary for an intermediary (or other authorized representative) to examine the books of the 
subcontractor.  Before requesting the subcontractor's books, an intermediary will determine if there is 
a more efficient, practical, or economical method of obtaining the necessary information.  If there is 
such a method or other source (e.g., the provider is able to furnish substantiation for the cost of the 
services), the needed information will be obtained by that means before access to the subcontractor's 
books is sought.  If there is no alternate method or source, access will be sought but the access 
request will be limited to those books germane to the item(s) in question.  (NOTE:  With respect to 
subcontractor information obtained by way of an access request, the Freedom of Information Act 
allows HCFA to exempt from mandatory disclosure to requestors certain classes of records, such as 
trade secrets, confidential commercial or financial information, and personnel and medical files (see 
5 United States Code 552(b).) 
 
2443. ACCESS REQUEST PROCEDURES 
 
Requests to subcontractors for access will be in writing and contain the following elements: 
 

A. Reasonable identification of the books to which access is being requested; 
 

B. Identification of the subject contract or subcontract; 
 

C. Reason(s) why the appropriateness of the costs or value of the services of the subcontractor 
in question cannot be adequately or efficiently determined without access to the subcontractor's 
books; 
 

D. Authority in the statute and regulations for the access requested (see § 2440.1); 
 

E. If possible, identification of the individual(s) who will visit the subcontractor to obtain 
access to the books; 
 

F. Time and date of the scheduled visit; and 
 

G. Name of the duly authorized intermediary staff member to contact if there are any 
questions. 
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2444. SUBCONTRACTOR RESPONSE REQUIREMENTS 
 

A. A subcontractor has 30 days from the date of a written request for access to books to make 
them available in accordance with the request. 
 

B. If a subcontractor believes a request is inadequate because it does not fully meet one or 
more of the required elements listed in § 2443, it must advise the intermediary of the additional 
information needed within 20 days from the date of the request.  Within 20 days from the date of the 
intermediary's response (providing the additional information), a subcontractor must make the books 
available. 
 

C. A subcontractor must request (in writing) an extension of time within which to comply 
with an access request if it believes, for good cause, that the requested material cannot be made 
available within the 30 day period (e.g., the requested material is located at a home office or in 
storage and there will be a delay due to retrieval time).  An intermediary may, at its discretion, grant 
an extension for good cause shown or, if no date can be mutually agreed upon for making the books 
available, initiate a delay or denial of reimbursement of the cost of the services. 
 

D. A subcontractor must make requested material available for inspection and audit during its 
regular business hours. 
 

E. If a subcontractor is asked to reproduce books, it will be reimbursed for the reasonable 
costs of reproduction.  However, if a subcontractor reproduces books as a means of making them 
available, there will be no reimbursement for this reproduction. 
 

F. A subcontractor must, at the request of an intermediary, make the originals of any 
requested books available for inspection. 
 
2445. REFUSAL OF SUBCONTRACTOR TO FURNISH ACCESS 
 
If it is determined by an intermediary that a subcontractor's books are necessary for a reimbursement 
determination and, despite all efforts, a subcontractor refuses to make them available, the HCFA 
Regional Administrator will be notified.  If a subcontractor continues to refuse access, HCFA may 
initiate legal action against that subcontractor. Also, the HCFA Regional Administrator will advise 
the subject provider that its subcontractor has refused access so that the provider may take whatever 
action it considers necessary for its financial protection (e.g., withholding of any balances due the 
subcontractor under the contract). 
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2446. PROVIDER BASED DESIGNATIONS 
 
The policy set forth below applies to all provider-based designation decisions regarding any provider 
of services under Medicare, including those involving physicians= practices or clinics that state they 
are part of a provider.   
 
It is HCFA’s policy that the following applicable requirements must be met before an entity can be 
designated as part of a provider for payment purposes: 
 

1. The entity is physically located in close proximity of the provider where it is based, and 
both facilities serve the same patient population (e.g., from the same service, or catchment area); 
 

2. The entity is an integral and subordinate part of the provider where it is based, and as such, 
is operated with other departments of that provider under common licensure (except in situations 
where the State separately licenses the provider-based entity); 
 

3.  The entity is included under the accreditation of the provider where it is based (if the 
provider is accredited by a national accrediting body), and the accrediting body recognizes the entity 
as part of the provider; 
 

4. The entity is operated under common ownership and control (i.e., common governance) by 
the provider where it is based as evidenced by the following: 
 

o The entity is subject to the bylaws and operating decisions of the governing body of 
the provider where it is based; 
 

o The provider has final responsibility for administrative, final approval for personnel 
actions, and final approval for medical staff appointments in the provider-based entity; and 
 

o The entity functions as a department of the provider where it is based with significant 
common resource usage of buildings, equipment, and service personnel on a daily basis. 
 

5. The entity director is under the direct day-to-day supervision of the provider where it is 
located, as evidenced by the following:   

 
o The entity director or individual responsible for day-to-day operations at the entity 

maintains a daily reporting relationship and is accountable to the Chief Executive Officer of the 
provider and reports through that individual to the governing body of the provider where the entity is 
based; and  
 

o Administrative functions of the entity, e.g., records, billing, laundry, housekeeping, 
and purchasing are integrated with those of the provider where the entity is based. 
 

6. Clinical services of the entity and the provider where it is located are integrated as 
evidenced by the following: 
 

o Professional staff of the provider-based entity have clinical privileges in the provider 
where it is based. 
 

o The medical director of the entity (if the entity has a medical director) maintains a 
day-to-day reporting relationship to the chief medical officer or other similar official of the provider 
where it is based; 
 

o All medical staff committees or other professional committees at the provider where 
the entity is based are responsible for all medical activities in the provider-based entity; 
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o Medical records for patients treated in the provider-based entity are integrated into the 
unified records system of the provider where the entity is based; 
 

o Patients treated at the provider-based entity are considered patients of the provider and 
have full access to all provider services; and 
 

o Patient services provided in the entity are integrated into corresponding inpatient 
and/or outpatient services, as appropriate, by the provider where it is based. 
 

7. The entity is held out to the public as part of the provider where it is based (e.g., patients 
know they are entering the provider and will be billed accordingly); 

 
8. The entity and the provider where it is based are financially integrated as evidenced by the 

following: 
 

o The entity and the provider where it is based have an agreement for the sharing of 
income and expenses; and  
 

o The entity reports its cost in the cost report of the provider where it is based using the 
same accounting system for the same cost reporting period as the provider where it is based. 
 
A determination concerning whether an entity is provider-based (e.g., common licensure, 
governance, professional supervision criteria, reimbursement and accounting information) is made 
by the appropriate HCFA RO components with the assistance of the State survey agencies and the 
fiscal intermediary.   
 
The use of these criteria in making provider-based designations/determinations, may result in 
identification of previous provider-based decisions that would not be in accordance with the criteria 
above.  In those instances, the ROs are not precluded from taking a corrective action on such 
erroneous designations/determinations.  However, any corrective action is to be applied 
prospectively. 
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2600. PRINCIPLE 
 
For cost reporting periods beginning after December 31, 1973, reimbursement to providers for 
services to Medicare beneficiaries will be based upon the lower of the reasonable cost of providing 
those services or the customary charges for the same services.  However, in the case of hospital Part 
A services, this provision will not apply to cost reporting periods beginning on or after October 1, 
1982, for any hospital that is subject to the rate of increase ceiling under section 1886(b) of the 
Social Security Act.  The lower cost or charges provision also will not apply with respect to hospital 
Part A services furnished by a hospital that is subject to the prospective payment system, pursuant to 
section 1886(d) of the Act for cost reporting periods beginning on or after October 1, 1983.  
(Providers entitled to recapture previously disallowed costs will continue to be able to do so during 
this time.) 
 
Payments to providers will be based on the interim rate which approximates reasonable cost as nearly 
as practicable, but cannot exceed 100 percent of the customary charges for the same services.  (See 
§2406.) 
 
This principle will be applicable to services rendered by providers other than those public providers 
(see§2604.2) that render services free of charge or at a nominal charge.  When such public providers 
render services to beneficiaries, they will be paid full reasonable cost for those services.  (See 
§2616.) 
 
The lower of cost or charges principle does not apply to SNF-type services furnished in a swing-bed 
hospital (see §2230.3A).  This principle also does not apply to SNF services furnished to inpatients 
of a distinct part SNF which is part of a qualified small, rural hospital complex that has elected the 
optional reimbursement method.  (See §2230.5) 
 
2602. APPLICATION 
 
Application of the lower of reasonable cost or customary charges provision requires that a 
comparison be made between the total reasonable cost and the total customary charges of the items 
or services furnished Medicare beneficiaries.  In comparing charges and cost, all customary charge 
for items and services and the reasonable cost of such items and services will be aggregated without 
regard to whether the related provider services are reimbursable under Part A or Part B of title XVIII. 
 (See §2610.) 
 
In a cost reporting period where a provider's aggregate customary charges are less than its aggregate 
reasonable cost, payment to that provider will be based on its charges.  However, under certain 
circumstances, a provider may carry forward its unreimbursed reasonable cost for reimbursement in a 
subsequent cost reporting period.  Amounts carried forward may be reimbursed in the next two 
succeeding period.  Amounts carried forward may be reimbursed in the next two succeeding periods, 
but only to the extent total customary charges exceed total reasonable cost in each subsequent period. 
 (See §2614.) 
 
2604. DEFINITIONS (Also see §2402.) 
 
2604.2 Public Providers.--A public provider means any provider owned by a Federal, State, 
county, city, or other local government agency or instrumentality.  This definition includes facilities 
owned jointly by two or more Government entities but does not include facilities owned jointly by 
Government and private organizations. 
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2604.3 Customary Charges.--Customary charges are those uniform charges listed in a provider's 
established charge schedule which is in effect and applied consistently to most patients and 
recognized for program reimbursement.  Where a provider does not have an established charge 
schedule in effect and applied to most patients, the determined "customary charges" are the most 
frequent or typical charges imposed uniformly for given items or services.  However, in either case, 
in order to be considered customary charges, they must actually be imposed uniformly on most 
patients and actually be collected from a substantial percentage of "patients liable for payment on a 
charge basis."  Such charges must also be recognized for program reimbursement. 
 

A. Imposed Uniformly on Most Patients.--To be considered "customary" for Medicare 
reimbursement, a provider's charges for like services must be imposed on most patients regardless of 
the type of patient treated or the party responsible for payment of such services. 
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B. Collected from a Substantial Percentage of "Patients Liable for Payment on a Charge 
Basis".--This percentage is computed by dividing the total number of "patients liable for payment on 
a charge basis" into the number of patients within this category from whom uniform charges were 
collected or deemed to have been collected: 
 

Number of "Patient Liable    Total "Patients Liable 
for Payment on a Change   ÷ for Payment on a Charge 
Basis" Paying Uniform Charges   

 Basis" 
 
For purposes of computing this percentage, the magnitude of the denomination (total "patients liable 
for payment on a charge basis") is irrelevant so long as it is at least one (l).  It is the intent of the law 
that the Medicare program shall reimburse no more than a private payment patient would be asked to 
pay, even if there is only one "patient liable for payment on a charge basis."  If there are no "patients 
liable for payment on a charge basis"  (denominator is zero (0)) in a cost reporting period and the 
provider's customary charge cannot be determined through other means, e.g., prior cost reporting 
periods, then the lower of costs or charges principle will not be applied to this period. 
 
The intermediary will determine whether the percentage computed is "substantial" based on the facts 
and circumstances in each case. 
 
Charges not actually imposed are not to be used to determine Medicare reimbursement. Therefore, 
where deemed necessary by the intermediary, an analysis of collections is to be prepared by the 
provider and reviewed by the intermediary to determine the acceptability of the provider's charges for 
Medicare reimbursement purposes.  Such an analysis shall include, but is not limited to, the 
following: 
 

l. Collections from "Patients Liable for Payment on a Charge Basis".-Where patients 
are covered by private health insurance plans and the provider imposes its uniform charges and 
accepts full payment of those charges on behalf of such patients from the plan or agent, the charges 
are considered to be the same as though they were imposed on and collected directly from the 
individual patients. However, where a provider contracts with a plan or agent to accept payment on a 
flat rate, a percentage of charges, or on a cost basis in lieu of full charges, the patient is no longer 
considered "liable for payment on a charge basis".  Patients liable for payment on a charge basis", 
therefore, are those individuals not otherwise (a) eligible for coverage under titles V, XVIII, or XIX 
of the Social Security Act or local welfare programs, (b) represented by a plan or agent under 
contract or agreement to make payment directly to the provider on a basis other than full charges, or 
(c) represented by a plan or agent under contract or agreement whereby the plan or agent rather than 
the patient is liable for payment. 
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2. Stratification of Collections from "Patients Liable for Payment on a Charge Basis.--
The provider's accounts receivable record should indicate the party responsible for payment and 
similar classification should be identifiable within those records.  The provider should segregate and 
analyze the changes to those individuals "liable for payment on a charge basis" as described in l 
above.  The analysis should identify the patients, the charges, amounts collected, bad debts, etc. 
 

3. Bad Debts and Indigency Allowances of "Patients Liable for Payment on a Charge 
Basis.--Where bad debts and/or indigency allowances constitute the provider's reason for not 
collecting the charges imposed from its established charge schedule, reasonable collection efforts 
must be made by the provider, within the criteria set forth in §§3l0 and 3l2,  these charges to be 
considered "customary charges."  (Public providers, see § 2606.2E.) 
 
2604.4 Nominal Charges.--A public provider's charges are considered nominal where the 
aggregate customary charges (see § 2604.3) are less than one-half of the reasonable cost of services 
or items represented by such charges.  Nominal charges are charges which are usually token in nature 
and not intended to be full reimbursement for the items or services furnished. 
 
 Determination and Comparison of 
 Customary Charges and Reasonable Cost 
 
2606. DETERMINATION OF CUSTOMARY CHARGES FOR COMPARISON WITH 

REASONABLE COST (see § 2604.3.) 
 
Each provider and subprovider must separately make a determination of its customary charges; for 
example, when a hospital and its distinct-part SNF are both participating providers, each must make 
such a determination of customary charges for its own operation. 
 
Where a provider imposes its charges uniformly and actually collects its charges from a substantial 
percentage of "patients liable for payment on a charge basis", the provider's charges, whether from an 
established schedule or its most frequent or typical charge, are considered to be its customary 
charges.  These should be compared to reasonable cost, as provided for in § 26l2, to determine the 
amount of Medicare reimbursement. 
 
However, where a provider does not actually impose its charges uniformly or fails to make a 
reasonable effort to collect its charges from a substantial percentage of "patients liable for payment 
on a charge basis" (see § 2604.3B), the provider's charges, whether from an established schedule or 
its most frequent or typical charges, are not considered to 
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be customary.  Instead, those charges must be adjusted as directed in § 2606.2 in determining 
customary charges for Medicare reimbursement purposes. 
 
2606.1 Treatment of Providers Which do no Satisfy the Customary Charge Provisions of §2604.3.-
-Where a provider fails to meet the criteria set forth in § 2604.3 regarding the consistent application 
of its charges and collections, the provider's charges, regardless of how determined, are not 
considered to be customary.  Those inconsistent charges a provider bills the program for services 
rendered to beneficiaries are not considered customary and should be adjusted. 
 

A. In order to convert these charges billed to program beneficiaries to customary charges for 
comparison with reasonable cost, the following formula will be applied.  The statistics for this 
formula, applicable to each cost reporting period, should be gathered by the provider and verified by 
the intermediary. 
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 Formula for Determination of Customary Charges 
 For Comparison with Reasonable Cost 
 

Total Amount actually Collected from 
and Bad Debts Attributable to "Patients 

Total Charges  Liable for payment on a Charge basis" Customary Charges for 
for Services X    = Services Furnished 
Furnished               Program Beneficiaries  
Beneficiaries  Total Charges uniformly Imposed on   

A Patient Liable for payment on a 
Charge Basis" 

 
 
Numerator  = In addition to the actual collections from "Patients Liable for Payment on a 

Charge Basis", the numerator should include bad debts and/or indigency 
allowances attributable to the same patients, but only those arising after the 
provider employed reasonable collection efforts of the charges imposed as 
provided for in §§ 3l0 and 3l2. 

 
Denominator = If the charges are uniformly imposed on most patients, the total charges 

imposed on "Patients Liable for Payment on a Charge Basis" will be the 
denominator.  However, if the charges are not uniformly imposed, the provider 
must determine the proper charges and present the intermediary with the 
charges that should have been imposed.  If the intermediary is satisfied as to 
the accuracy of those figures, they may be used as the denominator to 
determine customary charges to program beneficiaries. 
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B. The following examples demonstrate the determination of customary charges for 
comparison with reasonable cost: 
 
FACTS 
 

Charges(a) Collections 
 
1. Medicare Beneficiaries (Parts A and B)  $100,000 $  95,000 
 
2. Medicaid Beneficiaries        50,000      45,000 
 
3. State Welfare Beneficiaries       50,000     35,000 
 
4. Individuals - Covered by Private 

Insurance Plans(b)      400,000   360,000 
 
5. Total Third-Part Payer Amounts 

(Lines 1 thru 4)     $600,000 $535,000 
 
6. Individuals - Covered by Private 

Insurance Plans(c)    $200,000 $180,000 
 
7. Individuals - Without Insurance 

Coverage        100,000     90,000 
 
8. Patients Liable for Payment on a 

Charge Basis - Total (Lines 6 & 7)   $300,000 $270,000 
 
9. Total Provider Amounts (lines 5 & 8)  $900,000 $805,000 
 
Additional Facts 
 

a. No established charge schedule is in effect and the most frequent or typical charges 
have been determined by the provider. 
 

b. Individuals - Covered by private insurance plans - The provider has an agreement 
with these insurance plans to accept payment from them on the basis of 90 percent of charges 
imposed on the plans' beneficiaries. 
 

c. Individuals - Covered by private insurance plans - The provider imposes charges and 
collects its charges directly from the patients who, in turn are reimbursed by their insurance plans. 
 
Example No. 1 
 

A. Charges are imposed uniformly on all patients. 
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B. An analysis of collections from "patients liable for payment on a charge basis" disclosed 
the following: 
 

l. Practically all had made payment based on the charges imposed. 
 

2. The difference between charges and collections was due to bad debts. 
 

3. The provider employed reasonable collection efforts. 
 

C. Customary charges for comparison with reasonable cost are: 
 

$270,000 + $30,000(*) 
$100,000 x             $300,000    =  $100,000 

 
 
Example No. 2 
 

A. an analysis of the charges disclosed the  following: 
 

l. Charges for services were not imposed uniformly on all patients. 
 

2. The provider performed a complete study and furnished the intermediary with 
revised charges to "patients liable for payment on a charge basis." 
 

3. The intermediary reviewed the revised charges and was satisfied. 
 

B. An analysis of the collections disclosed the same information described in Example No. l. 
above. 
 

C. Customary charges for comparison with reasonable cost for services furnished program 
beneficiaries are computed as follows: 
 

$270,000 + $30,000(*) 
$100,000 x             $400,000(**)  =  $75,000 

 
(*) Represents bad debts where reasonable collection effort has been made. 

 
(**)Charge figures supplied by provider and accepted by the intermediary. 

 
Charges Adjusted 
Imposed Charges  

 
Individuals - Covered by private Insurance $200,000 $275,000 

 
Individuals - Without Insurance Coverage    100,000   125,000 

 
Total      $300,000 $400,000 
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Example No. 3 
 

A. An analysis of charges disclosed the same information described in Example No. l above. 
 

B. An analysis of collections from "patients liable for payment on a charge basis" disclosed 
the following: 
 

l. The individuals with private insurance made only partial payment of the charges 
imposed.  This payment was accepted by the provider as full payment for services rendered the 
covered patients with no further collection efforts employed. 
 

2. The remainder of the "patients liable for payment on a charge basis" had no 
insurance coverage, and the difference between charges and collections was due to bad debts even 
though reasonable collection efforts were employed by the provider. 
 

C. Customary charges for comparison with reasonable cost are computed as follows: 
 

$270,000 + $l0,000(*) 
$l00,000 x           $300,000   =  $93,330 

 
(*) Represents bad debts where reasonable collection effort has been made. 

 
2606.2 Treatment of Providers with Special Charge Structures.--The methods for determining 
customary charges for providers which have special charge structures are as follows: 
 

A. No-Charge Structure.--Generally, if a provider other than a public provider does not charge 
for services rendered in the delivery of health care services, there are no customary charges related to 
such services, and the Medicare program will not reimburse for such services.  Public providers, 
which furnish services free of charge, are reimbursed the reasonable cost of services. 
 

B. All-Inclusive Charge Structure.--If an "all-inclusive rate" structure is uniformly applied to 
all patients, those charges may be used for determining customary charges under the lower of cost or 
charges provisions. An "all-inclusive rate" is generally: 
 

l. A single rate for all services based on: 
 

a. A per diem rate, or 
 

b. Patient's illness, injury or type of treatment, or 
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c. The type of accommodation. 
 

2. A single rate for most services with separate charges for a very small number of 
separate specialized services. 
 
Some providers using an "all-inclusive rate" may be public providers and will be reimbursed 
reasonable cost if their charges are less than 50 percent of the cost of delivering health care services. 
 

C. Descending-Rate Charge Structure.--The descending-rate is predicated upon the length of 
patient stay; that is, the longer the patient stays, the lower the charge per day (regardless of the type 
of service rendered).  If the descending-rate charge structure is uniformly and consistently applied to 
all patients, these charges will be considered the customary charges for purposes of this section. 
 

D. Sliding-Scale Charge Structure.--Some providers offer free care or care at a reduced charge 
to patients who are determined to be financially indigent.  This practice may reflect the provider's 
written policies or the requirement of a Hill-Burton agreement to provide free care.  In such cases, 
the charge assessed the patient is based on the patient's ability to pay.  Under program guidelines, the 
difference between the provider's full published charges  and the charge actually assessed the patient 
is considered an indigency allowance.  To assure that the provisions of such free are or care at a 
reduce rate will not affect the acceptance of the provider's established charge schedule as customary 
(public providers, see § 2606.2e), the following conditions must be met: 
 

l. The provider must have a published schedule of its full (nondiscounted) charges. 
 

2. The provider's revenues for patient care must be based on application of the 
published charge schedule. 
 

3. The provider must maintain written policies for its process of making patient 
indigency determinations. 
 

4. The provider must maintain sufficient documentation to support the amount of 
"indigency allowances" written off in accordance with the above  procedures. 
 

E. Public Providers with a Sliding_Scale Charge Structure.--Some public providers establish 
a sliding-scale structure pursuant to a legal requirement imposed by a State or local government or as 
a condition of a Federal grant or loan.  This requirement stipulates that the charge billed must be 
based on the patient's or responsible party's ability to pay or it may require the provider to render free 
care to medically indigent patients. 
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A public provider with a legally-required sliding-scale charge structure may elect to determine 
Medicare aggregate customary charges by :  (l) meeting the conditions in § 2606.2D so that its full 
rate from its established  charge structure will not be affected, or (2) applying the formula contained 
in § 2406.1A, or (3) applying the ratio of the actual charges billed to patients liable for payment on a 
charge basis (non-contractual patients) based on the sliding scale, to the adjusted charges to 
noncontractual patients based on the charge schedule used to record charges on bills submitted for 
program reimbursement applied to Medicare aggregate charges, or the ratio of billed charges to non-
contractual patients to total charges recorded for noncontractual patients applied to Medicare 
aggregate charges. 
 
EXAMPLES: 
 
Option 3 (1st Alternative) 
 
1a--Medicare aggregate charges    $   500,000 
  b--Actual charges to noncontractual patients based 

on sliding scale          200,000 
  c--Adjusted charges to noncontractual patients based 

on the charge schedule used to record charges 
on bills submitted for program reimbursement    1,000,000 

 
2a--Actual charges (line 1b)     $   200,000 
  b--Adjusted charges (line 1c)      1,000,000 
  c--Ratio of a + b                20% 
 
3a--Medicare aggregate charges (line 1a)   $   500,000 
  b--Ratio (line 2c)                20% 
  c--Medicare aggregate customary charges   $   100,000 
 
Option 3 (2nd Alternative) 
 
1a--Medicare aggregate charges    $   500,000 
  b--Total charges recorded for noncontractual patients 

before medical indigency allowances     1,000,000 
  c--Medical indigency allowances         800,000 
 
2a--Total charges (line 1b)     $1,000,000 
  b--Medical indigency allowances (line 1c)        800,000 
  c--Billed charges      $   200,000 
 
3a--Billed charges (line 2c)     $   200,000 
  b--Total charges (line 1b)       1,000,000 
  c--Ratio of a - b                20% 
  
4a--Medicare aggregate charges (line 1a)   $   500,000 
  b--Ratio (line 3c)                20% 
  c--Medicare aggregator customary charges   $   100,000 
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The option elected by a public provider is binding for the current year only. 
 

F. Level of Care Charge Structure.--This describes the practice where a provider charges 
individually for various items and services utilized, which are generally included in the routine 
charge.  The Medicare program does not recognize the level of care charge structure and describes 
how to treat this practice in §§ 2202.6 and 2203. 
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Some providers have maintained a level of care charge structure for non-Medicare patients, some of 
whom will be in the category of "patients liable for payment on a charge basis."  In such cases, for 
purposes of application of the lower of cost or charges principle, customary charges will be the 
charges billed the program in accordance with the provisions of §§2202.6 and 2203. 
 
2608. DETERMINATION OF REASONABLE COST FOR COMPARISON WITH 

CUSTOMARY CHARGES 
 
For the purpose of comparison with customary charges, reasonable cost as defined in §2102.1 should 
not include costs that are unallowable in excess of specified limitations (see Chapter 25) under the 
provisions of title XVIII of the Social Security Act.  After all the necessary exclusions and 
adjustments to costs of services furnished Medicare beneficiaries, the remaining costs, to the extent 
reasonable, and subject to cost finding, are considered to be allowable costs.  However, further 
adjustments must be made to these costs prior to comparison with customary charges.  The following 
items should be excluded from reasonable cost where applicable: 
 

A. Payments made to a provider as reimbursement for bad debts arising from noncollection of 
Medicare deductible and coinsurance amounts. 
 

B. Costs resulting from: 
 

1. Recovery of excess depreciation when a provider terminates or has a reduction in its 
Medicare utilization as described in §136. The adjustment should be made in the following manner. 
 

a. The amount of depreciation claimed in the current cost reporting period should 
be adjusted to the extent that the amount claimed exceeds the straight-line rate. This adjustment 
should be made from the trial balance prior to cost finding in the determination of reasonable 
Medicare cost for comparison with customary charges. 
 

b. The amount of excess depreciation applicable to prior cost reporting periods to 
be recovered should be determined as described in §136.   This adjustment should be made after the 
current basis for payment has been determined, i.e., reasonable cost or customary charges. 
 

2. Disposition of depreciable assets as described in §§130 and 132.  The net depreciation 
adjustment should be determined and allocated in the following manner: 
 

a. The amount of the net depreciation adjustment applicable to the current cost 
reporting period should be used as an adjustment of current depreciation claimed, unless otherwise 
provided for in §132.2.  This adjustment should be made from the trial balance prior to cost finding 
in the determination of Medicare reasonable cost for comparison with customary charges. 
 

b. The amount of net depreciation adjustment applicable to prior cost reporting 
periods should be allocated as provided for in §132.3.  This adjustment should be 
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made after the current basis for payment has been determined, i.e., reasonable cost or customary 
charges. 
 

C. Payments to funds for donated services of teaching physicians. 
 

D. Administrative costs incurred after a provider terminates participation in the Medicare 
program and which are included in the final cost report as provided for in §2176. 
 

E. Costs representing unanticipated extraordinary expenditures made by a provider 
immediately following the end of the provider's final cost reporting period for unemployment 
compensation paid to former employees.  The unemployment must be en masse and attributed to the 
provider's simultaneous cessation of operations and termination of program participation.  The cost 
must be properly includable in the provider's final cost reporting period based on its system of 
accounting for such costs. 
 

F. Costs incurred by a provider before cessation of operations and termination of program 
participation, but which are represented by a subsequent lump-sum pension plan payment related to 
the employees' prior services to the provider.  The subsequent lump-sum payment must be caused by 
the cessation of operations and the provider must be legally required to make such payment. 
 

G. Reasonable accrued severance pay due to a provider's cessation of operations and 
termination of program participation.  Severance payments made to individual employees in an 
ongoing operation are not excluded from the comparison of reasonable cost to customary charges. 
 
Reasonable cost, for comparison with customary charges, should include the allowance for return on 
equity capital permitted for proprietary providers as provided for in Chapter 12. 
 
After all exclusions and limitations have been applied to otherwise reasonable and allowable costs, 
including the specific adjustments mentioned above, the remaining reasonable cost should be 
compared to customary charges as described and illustrated in §2612.  Adjustments to reasonable 
cost other than those specified above may not be made. 
 
2610. AGGREGATION OF CHARGES 
 
For purposes of determining payment under the lower of cost or charges provision, the provider 
should aggregate its customary charges for all items and services furnished Medicare beneficiaries 
regardless of whether the related items or services are covered under Part A or Part B of title XVIII.  
In order to be comparable to these customary charges, the reasonable costs for items or services 
furnished Medicare beneficiaries should also be aggregated without regard to whether those costs 
would be reimbursable under Part A or Part B.  Customary charges and reasonable cost are subject to 
the adjustments described in §§2606 and 2608, respectively, prior to their comparison.  In addition to 
those adjustments, however, the provider should assure itself that it has reduced both its charges and 
costs for (1) the professional component (see §2108) of its provider-based physicians, and (2) all 
items and services not covered by Medicare. 
 
See the FACTS for examples in §2612 for an illustration of the aggregation of charges for 
comparison with reasonable cost. 
 
 
 
 
 
 
 
 
 
26-14 Rev. 334  



2-78 LOWER OF COST OR CHARGES 2612 
 
 
2612. COMPARISON OF CUSTOMARY CHARGES AND REASONBLE COST 
 
Application of this provision requires each provider and subprovider to make a comparison between 
the customary charges and the reasonable cost, as described in the related preceding subsections.  
Consequently, a hospital with a distinct-part SNF, where both are participating providers, must make 
separate determinations for the hospital and for the SNF as to which is lower--its customary charges 
or its reasonable cost. 
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Examples of the determination and comparison of customary charges and reasonable cost: 
 
FACTS 
 

Charges       Cost 
 
Total (per the provider's records)   $200,000  $180,000 
 
Amounts applicable to Medicare beneficiaries 

(after cost finding only--no further 
adjustments): 

 
M E D I C A R E 

 
C H A R G E S   C O S T 

 
Cost Center Part A  Part B Total  Part A Part B    Total 
 
Routine  $50,000      $   --- $50,000 $60,000 $  ---  $60,000 
 
X-Ray      5,000   5,000   10,000   4,000   6,000    10,000 
 
Clinic      --- 10,000   10,000     ---   5,000      5,000 
 
Emergency     --- 20,000   20,000     --- 25,000    25,000 
Room 
 
  *Aggregate Amounts  $90,000   $100,000 
 
 
 
*NOTE: The aggregate costs are normally adjusted through the cost- finding process to exclude 

unallowable and excessive costs from the provider's trial balance. However, for the 
purpose of illustration, the aggregate amounts are being adjusted as provided for in other 
sections of this chapter to make the charges and cost comparable. 
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Example No. 1 
 

M E D I C A R E 
 
 

Charges         C o s t 
 

Normal 
Cost Report 

Amounts Reference 
 
Aggregate Amounts   $90,000  $100,000 
 

Less: Adjustments to make the 
charges and costs comparable-- 

 
1. Section 2608 - Amounts 

applicable to current 
period for recovery of 
accelerated depreciation 
and   ($ 12,000) Trail Balance 

 
Payments to providers for 
Medicare bad debts (unpaid 
coinsurance and deductibles 
of beneficiaries)     Calculated 

($ 15,000) Separately 
 

2. Return on equity capital    Calculated 
 $   5,000  Separately 

 
3. Section 2610 - Amounts 

applicable to nonallowable    Trial Balance 
cost centers  ($ 3,000)    ($   2,500) or through 
and     Cost finding 
professional component - 
provider-based physicians ($ 2,000)    ($   1,500) Trial Balance 

 
Sub Total  $85,000 

 
4. Section 2606 - Adjustment 

to customary charges 
(see calculation 
below)  ($ 8,500)                      

 
Net Customary Charges and 
Reasonable Cost   $76,500     $    74,000 
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Basis for Medicare Payment (less 
Deductibles, coinsurance, 
interim payments, etc., already 
paid by Medicare or its 
beneficiaries)                          $ 74,000 
 
Calculation of Adjustment No. 1 
 

Total Amount Actually Collected and 
Bad Debts from "Patients Liable   

Total Charges for  for Payment on a Charge Basis" 
A. Customary   = Services Furnished   X          

Charges  Program Benefici-  Total Charges Uniformly Imposed on  
aries   "Patients Liable for Payment 

 on a Charge Basis" 
 

Customary   = 
Charges  $85,000**    X  $72,000* 

$80,000* 
 

Customary   = 
Charges  $85,000**    X          90% 

 
Customary   = $76,500 

 
 

 *Figures furnished by the provider and verified by the intermediary. 
 

  **Adjusted for amounts applicable to nonallowable cost centers and professional component-
     provider-based physicians. 
 
 
B. Total Charges Applicable  Customary Charges  Adjustment to 

to Medicare Beneficiaries  - (As calculated above) Charges 
 

$85,000**   -  $76,500           ==   $8,500 
 
 
 

 **Adjusted for amounts applicable to nonallowable cost centers and professional component 
     - provider-based physicians. 
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Example No. 2 
 

M E D I C A R E 
 

Charges  C o s t 
 

Normal 
Cost Report 

  Amounts  Reverence   
 
Aggregate Amounts   $90,000  $100,000 
 

Less: Adjustments to make the 
charges and cost comparable-- 

 
1. Section 2608 - Payments to 

providers for Medicare bad 
debts (unpaid coinsurance 
and deductibles of     Calculated 
beneficiaries)   ($ 10,000) Separately 

 
Calculated 

2. Return on equity capital   $    5,000 Separately 
 

3. Section 2610 - Amounts 
applicable to nonallowable    Trial Balance 
cost centers  ($ 2,500) ($   3,000) or through 
and     Cost Finding 
professional component - 
provider-based 
physicians  ($ 1,500) ($   2,000) 

Sub Total  $86,000 
 

4. Section 2606 - Adjustment 
to customary charges 
(same calculation as 
Example No. 1)  ($ 8,500)                             

 
Customary Charges and Reasonable 
Cost     $77,500  $  90,000 
 
Basis for Medicare Payment (less 
deductibles, coinsurance, interim 
payments, etc. already paid by 
Medicare, or its beneficiaries)   $ 77,500* 
 
*See § 2614 for the "Accumulation of Unreimbursed Cost and the Carryover to Subsequent Periods." 
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 Carryover of Unreimbursed Cost 
 
2614. CARRYOVER OF REASONABLE COST NOT REIMBURSED DUE TO LOWER OF 

REASONABLE COST OR CUSTOMARY CHARGES PROVISION 
 

A. General.--Where reimbursement to a provider for items and services furnished Medicare 
beneficiaries during a cost reporting period was limited to customary charges under the Lower of 
Reasonable Cost or Customary Charges provision, the unreimbursed reasonable cost may be carried 
forward to the two succeeding cost reporting periods (see § 2614.1 for carryover provisions affecting 
new providers).  Payments of the unreimbursed reasonable cost in either of the two succeeding cost 
reporting periods will be limited to the excess of customary charges over reasonable cost in that 
period. 
 
Subject to limitations described in § 2614.2, the recovery of previously unreimbursed cost is 
available to providers so long as they continue participation in the Medicare program. If the 
termination is due to a change of ownership, the carryover may not be passed on the new owners. 
 
EXCEPTION 
 
Where termination is due to  change in ownership and all four of the following conditions are met, 
the carryover may be passed on to the new owner. 
 

1. The termination of the provider agreement is due to a change in ownership of a 
provider resulting from a transaction between related parties; 
 

2. The successor origination participates in the program; 
 

3. Control and the extent of the financial interest of the owners of the provider before 
and after the termination remain the same: and 
 

4. All assets and liabilities of the termination provider are transferred to the related 
successor provider. 
 
Examples of transactions that result in a termination of one provider agreement and the 
establishment of another, but permit the carryover to be passed on to the new owner, include, but are 
not limited to, a merger of a wholly owned subsidiary corporate provider into the parent corporation 
or into another wholly owned subsidiary corporation of the parent corporation ; a consolidation of 
two or more related corporate providers forming a new corporate provider:  the incorporation of a 
sole proprietor of 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 185 26-19 



2614(Cont.) LOWER OF COST OR CHARGES 10-77 
 
 
partnership with stock with stock ownership in the same ratio as the prior proprietary interest, the 
transfer of a provider operated as a branch of the parent corporation to a wholly owned subsidiary; or 
a change in organizational structure from a solely owned corporation to a sole proprietorship. 
 

B. Recovery of Unreimbursed Cost.-Where a provider has more than one carryover period 
running concurrently, recovery of the amount of previously unreimbursed cost in the carry-forward 
period terminating first is made before recovery of any amount in a later terminating carry-forward 
period. 
 
EXAMPLES:  Using the same facts as in § 2612 (Example No. 2), the total Medicare payment of 
$77,000 was based on the provider's customary charges.  This provision allows such a provider to 
carry forward the $13,000 (90,000 -$77,000) of unreimbursed reasonable cost to the 2 succeeding 
cost reporting periods. 
 
The amount of payment the provider would receive for the unreimbursed reasonable cost would vary 
in the following circumstances: 
 
(Assume the $13,000 of unreimbursed reasonable cost that is being carried forward was applicable to 
the 12-month period ending 3/31/75 and the provider files its Medicare cost reports based on fiscal 
period ending 3/31.) 
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Illustration No. 1 

Services To Medicare Beneficiaries 
 

Carry Customary Reasonable *Basis for 
Forward Charges   Cost       Payment   

 
a. FY 1976 
 

Amounts applicable to 
  periods ending: 

 
3/31/75  $ 13,000   --------    --------    -------- 

 
3/31/76    --------  $125,000 $115,000 $115,000 

 
Amounts of Previously 
  unreimbursed cost 
  current payable: 
(125,000 - $115,000)   ($10,000)   --------    -------- $  10,000 

 
Totals for FY 1976 $   3,000  $125,000 $115,000 $125,000 

 
*Before deductibles, coinsurance, interim payments, etc. paid by Medicare or its beneficiaries. 
 
b. FY 1977 
 

Amounts applicable to 
  periods ending: 

 
3/31/75  $   3,000   --------    --------   -------- 

 
3/31/76    --------    --------      --------   -------- 

 
3/31/76    --------  $150,000 $135,000 $135,000 

 
Amount of previously 
  unreimbursed cost 
  currently payable: 

 
  (Maximum = $150,000 - 
   $135,000)  *($ 3,000)   --------    -------- *$   3,000 

 
Totals for FY 1977     $-0-     $150,000 $135,000 $138,000 

 
*Limited to balance of carryover. 
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Illustration No. 2 
 

Services To Medicare Beneficiaries 
 

 Carry Customary Reasonable Basis for 
 Forward Charges   Cost      Payment   

 
a. FY 1976 
 

Amounts applicable 
to periods ending: 

 
3/31/75   $13,000  --------  --------  --------   
3/31/76   -------- $120,000 $130,000 $120,000 

 
 

Amounts of 
previously 
unreimbursed 
cost currently 
payable: 

 
($120,00 - $130,00)  $10,000  --------  --------  -------- 
 
Totals for FY 1976   $23,000 $120,000 $130,000 $120,000 
 
 
B. FY 1977 
 

Amounts applicable 
to periods ending: 

 
3/31/75   $13,000  --------  --------  -------- 
3/31/76   $10,000  --------  --------  -------- 
3/31/77    -------- $165,000 $150,000 $150,000 

 
Amount of 
previously 
unreimbursed 
cost currently 
payable: 

 
($165,000 - $150,000) 

 
3/31/75  ($13,000)  --------  -------- $ 13,000 
3/31/76  ($  2,000)                               $   2,000 

 
Totals for FY 1977   $  8,000 $165,000 $150,000 $165,000 
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Illustration No. 3 
 

Services to Medicare Beneficiaries 
 

Carry Customary Reasonable Basis For 
Forward Charges     Cost           Payment     

 
a. FY 1976 
 

Amounts applicable 
to periods ending: 

 
3/31/75   $13,000   --------   --------   -------- 
3/31/76   -------- $120,000 $130,000  120,000 

 
Amount of 
previously 
unreimbursed cost 
currently payable: 

 
($120,000 - $130,000)  $10,000   --------   --------   -------- 
 
Totals for FY 1976   $23,000 $120,000 $130,000 $120,000 
 
b. FY 1977 
 

Amounts applicable 
to periods ending: 

 
3/31/75   $13,000  --------  --------  -------- 
3/31/76   $10,000  --------  --------  -------- 
3/31/77    -------- $135,000 $130,000   130,000 

 
Amount of previously 
unreimbursed cost 
currently payable: 

 
($135,000 - $130,000) ($ 5,000)  --------  -------- $    5,000 
 

Not payable due to 
expiration of carry- 
forward period; i.e., 
4/1/75 - 3/31/77 
(cannot exceed 2 years) 

 
($13,00 - $5, 000)  ($ 8,000)  --------  --------  -------- 
 
Totals for FY 1977   $10,000 $135,000 $130,000 $135,000 
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In the event that a provider changes its cost reporting period, consistent with the criteria set forth in § 
2414, and such a change results in its carry-forward period of 2 succeeding cost reporting periods 
totaling less than 24 full calendar months, the provider may carry forward its unreimbursed cost for 
one additional cost reporting period. 
 
2614.1 New Providers 
 

A. General.--A new provider, is defined in § 2604.1, that received payment for items and 
services furnished Medicare beneficiaries based on customary charges for a cost reporting period 
within its base period may carry forward its unreimbursed reasonable cost for the 5 succeeding 
reporting periods.  The provider's base period includes any cost reporting period beginning after 
December 31, 1973, and ending on or before the last day of its third year of operation.  Just as 
provided for in the general application of this provision, a new provider that received payment based 
on customary charges will only receive payment of the previously unreimbursed reasonable cost, in 
any of the 5 succeeding cost reporting periods, to the extent that those current customary charges 
exceed current reasonable cost.  This recovery of previously unreimbursed cost, however, is subject 
to the limitations described in § 2614.2 
 

B. Examples.--Since the application of the carry-forward provision is the same for new 
providers as it is for all other providers (see § 2614), only the determination of the  carry-forward 
period will be illustrated for new providers. 
 
Illustration No. 1 
 
Facts 
 
The provider started operation on January 1, 1971, on a calendar-year basis, and entered the program 
on January 1, 1972.  For the period ending December 31, 1974, the provider's reasonable cost 
exceeded its customary charges and, therefore, the provider received payment for services furnished 
Medicare beneficiaries based on its customary charges for that cost reporting period. 
 
Determination of carry-forward period of unreimbursed reasonab1e cost generated in the cost 
reporting period ending 12/31/74 is as follows: 
 

Beginning         Carry-Forward 
Operations  Participation  FY Basis Base Period  Period Ending 
 
1/1/71   1/1/72  1/1-12/31     NA 12/31/76 
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a. As of 12/31/73, the provider had been in operation of 3 full years furnishing the same type 
of health care services from its inception as it is currently furnishing as a participating provider.  
Therefore, it does not qualify as a new provider.  No base period need be determined in the applica-
tion of the general rule. 
 

b. The general rule provides for payment of unreimbursed reasonable cost for 2 succeeding 
reporting periods and, therefore, the provider's carryover period will be 1/1/75 - 12/31/76. 
 
Illustration No. 2 
 

Beginning         Carry-Forward 
Operations  Participation  FY Basis   Base Period   Period Ending 
 
1/1/72   1/1/73  1/1 - 12/31 1/1/74  -  12/31/74     12/31/79 
 

a. Determination of base period: 
 

Provider's Operations 
 

Year  Dates   Comments 
 

1  1/1/72 - 12/31/72  Prior to 12/31/73 - LCC not applicable 
 

2  1/1/73 - 12/31/73  Prior to 12/31/73 - LCC not applicable 
 

3  1/1/74 - 12/31/74  Only cost reporting period starting after 
       12/31/73 
 

b. Carry-forward period: 
 

Since the provider has been in operation for less than 3 full years, it is considered a new 
provider.  The provider is therefore, entitled to carry forward unreimbursed reasonable cost 
incurred in reporting year ended 12/31/74, for the 5 succeeding cost reporting periods 
(1/1/75 through 12/31/79). 

 
Illustration No. 3 
 

Beginning       Carry-Forward 
Operations  Participation FY Basis   Base Period   Period Ending 
 
10/1/73   6/30/74 10/1 - 9/30  10/1/74-9/30/76    9/30/81 
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a. Determination of base period: 
 

Provider's Operations 
 

Year   Dated   Comments 
 

 1  10/1/73 - 9/30/74  FY started prior to 12/31/73 - 
   LCC not applicable 

 
 2  10/1/74 - 9/30/75  Base period 

 
 3  10/30/75 - 9/30/76  Base period 

 
The first cost reporting period beginning after 12/31/73 is 10/1/74 - 9/30/75, and the end of the third 
year of operation is 9/30/76; therefore, the base period is 10/1/74 - 9/30/76. 
 

b. Carry-forward period: 
 

FY Unreimbursed  Base   Carry-Forward 
Cost             Period   Period Ending 

 
10/1/74 - 9/30/75  10/1/74 - 9/30/76  9/30/81 (*) 
10/1/75 - 9/30/76  10/1/74 - 9/30/76  9/30/81 
10/1/76 - 9/30/77  NA - No longer a new 9/30/79 

provider - general rule 
applies 

 
(*)The provider's carry-forward period extends over the 5 cost reporting periods succeeding the base 
period.  Consequently, if this provider receives payment based on customary charges for its fiscal 
year ended 9/30/75, the provider may carryover its unreimbursed reasonable cost through 9/30/81, or 
for 6 cost reporting periods.  The provider may receive payment for the unreimbursed reasonable cost 
in any cost reporting period between 10/1/75 and 9/30/81, to the extent that charges exceed cost in 
any of those subsequent periods. 
 
Illustration No. 4 
 

Beginning      Carry-Forward 
Operations  Participation FY Basis  Base Period  Period Ending 
 

7/1/74    1/1/75  10/1 - 9/30 7/1/74 - 9/30/76   9/30/81 
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a. Determination of base period: 
 

Provider's Operations 
 

Year   Dates   Comments 
 

 1  7/1/74 - 9/30/74  Even though the provider did not 
participate until 1/1/75, its 
operation started 7/1/74 

 
 2  10/1/74 - 9/30/75 

 
 3  10/1/75 - 9/30/76  6/30/76 is the last day of its third 

year of operation 
 
The provider's operations prior to its participation in the program must be considered in the 
determination of a "new provider."  Even though 7/1/74 to 9/30/74 is less than a full fiscal year, it is 
considered to be a year of operation because such a period would have been an acceptable cost 
reporting period for Medicare reimbursement had the provider been participating in the program at 
that time.  Since this provider did not enter the program until 1/1/75, its first cost reporting period in 
its base period will be a short period (1/1/75 - 9/30/75), and its base period is 1/1/75 - 9/30/76. 
 

b. Carry-forward period: 
 

FY unreimbursed  Base   Carry-Forward 
Cost             Period   Period Ending 

 
  1/1/75 - 8/30/75  1/1/75 - 9/30/76  9/30/81 
10/1/75 - 9/30/75  1/1/75 - 9/30/76  9/30/81 
10/1/76 - 9/30/77  NA - No longer a new 9/30/79 

provider 
 
Illustration No. 5 
 

Beginning      Carry-Forward 
Operations  Participation FY Basis  Base Period  Period Ending 
 
   1/1/74               1/1/74             1/1 - 12/31       1/1/74 - 12/31/76   12/31/81 
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a. Determination of base period: 
 

Provider's Operations 
 

Year    Dates 
 

 1   1/1/74 - 12/31/74 
 

 2   1/1/75 - 12/31/75 
 

 3   1/1/76 - 12/31/76 
 
The provider's base period is 1/1/74 - 12/31/76, as its first 3 years of operations began after 12/31/73, 
and it has participated in the program since its inception. 
 

b. Carry-forward period: 
 

FY Unreimbursed  Base   Carry-Forward 
Cost             Period   Period Ending 

 
1/1/74 - 12/31/74  1/1/74 - 12/31/76  12/31/81 
1/1/75 - 12/31/75  1/1/74 - 12/31/76  12/31/81 
1/1/76 - 12/31/76  1/1/74 - 12/31/76  12/31/79 
1/1/77 - 12/31/77  NA - No longer a 12/31/79 

new provider 
 

1. As in illustration No. 2 above, this provider's carry-forward period for its first years 
of operation would be longer than 5 cost reporting periods since its base period includes 3 full fiscal 
years.  If this provider receives payment based on charges for its fiscal year ended 12/31/74, the 
provider may carryover its unreimbursed reasonable cost through 12/31/81, or 7 cost reporting 
periods.  The lower of cost or charges must be determined for each cost reporting period 
independently of the application of the carryover provision. 
 

2. Extending the above illustration for FY ending 12/31/75, if the provider's charges 
exceed its cost by enough to allow recovery of any carryover from FY ending 12/31/74, the provider 
would no longer need until 12/31/81 in which to carryover the unreimbursed cost.  For FY end 
12/31/76, if the provider's charges are lower than cost, the provider would have a carryover period of 
1/1/77 through 12/30/81 to recover such unreimbursed cost. 
 

3. Should the provider in the example above have charges exceeding cost for FY 
ending 12/31/78, the provider could have unreimbursed cost from two carry-forward periods 
available for recovery, i.e., its new provider period ending 12/31/81, and its FY 1977 carry-forward 
period ending 12/31/79. 
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This provider should recover its unreimbursed cost in the carry-forward period ending 12/31/79 
before recovering the cost applicable to the carry-forward period ending 12/31/81. 
 
In the event that a new provider changes its cost reporting period consistent with the criteria set forth 
in § 2414, and such a change results in its carry-forward period of 5 succeeding cost reporting 
periods totaling less than 60 calendar months, the provider may carry forward its unreimbursed cost 
for one additional cost reporting period. 
 
2614.2 Limitation on Payment of Unreimbursed Reasonable Cost Carried Over to Subsequent 
Periods.--A provider may carry over unreimbursed reasonable cost for the specified subsequent cost 
reporting periods, as described in §§ 2614 and 2614.1. 
 
Such a provider may receive payment for its unreimbursed reasonable cost in any of those specified 
succeeding periods to the extent that current customary charges exceed current reasonable cost.  
Where a provider exceeds its "Limitations on Costs" (see Chapter 25 and regulation cost may be 
received in that period regardless of whether current customary charges exceed current reasonable 
cost.  For example, a provider receiving payment based on customary charges in 1974 has 
unreimbursed reasonable cost of $5,000 to carry forward for the next 2 succeeding cost reporting 
periods.  In 1975, current customary charges exceed current reasonable cost by $8,000 and would 
normally allow the provider to recover the $5,000 of unreimbursed reasonable cost carried over from 
1974.  However, the provider exceeded its 1975 "Limitations on Costs" which prohibits the recovery 
of any amounts carried over from previous cost reporting periods. 
 
2614.3 Sequence of Carryover Recovery.--In addition to the carryover available to providers under 
the "Lower of Cost or Charges" provision, as described in §§ 2614 and 2614.1 and limited by 
§2614.2, some providers may have an additional carryover available under the "Limitations on 
Costs" provision (see regulation § 405.460ff).  The following sequence should be used to determine 
the amount of Medicare payment due the provider, although the total payment cannot exceed the 
current customary charges of a cost reporting period. 
 

A. An existing provider, as described in § 2614, has a carryover available under the "Lower of 
Cost or Charges" provision.  Therefore, this provider would recover its unreimbursed reasonable cost 
in a manner consistent with § 2614, subject to the limitation described in § 2614.2. 
 

B. A new provider, as described in § 2614.1, has a carryover available under both the "Lower 
of Cost Charges" and "Limitation on Costs" Provisions. 
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Both carryover provisions are subject to the limitation described in § 2614.2, i.e., where a provider 
exceeds its "Limitation on Costs" ceiling in a period, no carryover amount may be recovered. 
 
However, where a provider does not exceed its "Limitation on Costs" ceiling in a period and is 
carrying over unreimbursed cost under both provisions, the "Limitation on Costs" carryover is 
recovered first as described in regulations § 405.460(g)(3)(3)(ii).  Then the "Lower of Cost or 
Charges" carryover is recovered, but the total payment cannot exceed current customary charges. 
 

C. Example 
 

Amounts Carried Over 
 

"Limitation on Costs"  $5,000 
Lower of Cost or Charges" $7,000 

 
Current Cost Reporting Period 

 
Cost Limit - General routine 
   services - Per diem    $100.50 

 
Cost Limit - General routine 
  services - Per diem      100.00 

 
Excess of Limit over routine 
costs             .50 

 
Multiplied by Medicare patient 
   days        

6,000 
 

Maximum amount of Cost Limitation 
   carryover which could be recovered  $    3,000 

 
Current Medicare customary charges  $700,000 

 
Current Medicare reasonable cost - 

 
Total routine costs 
   ($100 x 6,000 days)  $600,000 

 
Total Ancillary Costs      87,000  687,000 

 
Maximum amount of Lower of 
  Cost or Charges carryover 
  which could be recovered if 
  available     $ 13,000 
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Total Medicare Payment 
 

Total Medicare reasonable cost    $687,000 
 

Amount of Cost Limitation 
   carryover actually recovered 
   (maximum available $5,000, 
   maximum applicable this period 
   $3,000)       $    3,000 

 
   Subtotal       $690,000 

 
Amount of Lower of Cost or 
   Charges carryover actually 
   recovered (available $7,000 
   maximum, if available, $13,000, 
   less actual Cost Limitation 
   carryover $3,000 recovered 
   equals $10,000)     $    7,000 

 
Total Medicare payment*    $697,000 

 
*Less: Interim payments, etc. already paid by  

Medicare to its beneficiaries. 
 

Amounts available for carryover 
  (To Next Reporting Period)    

 
Cost Limitation ($5,000 Less 
   recovery of $3,000)    $    2,000 

  
 

Lower of Cost or Charges 
   ($7,000 less recovery of $7,000)   $   - 0 -    

 
 
 Public Providers 
 
2616. PUBLIC PROVIDERS 
 
A public provider, as defined in § 2604.2, with a no-charge or a nominal-charge structure will 
receive payment for items or services furnished Medicare beneficiaries based on reasonable cost.  
Only a pubic provider with a no-charge or nominal-charge structure, as defined in § 2604.4, is 
exempted from the lower of cost or charges application.  When a public provider does not charge for 
services furnished, there is no basis for making the comparison and payment to such a provider will 
be the reasonable cost of providing such services.  However, when a public provider imposes 
nominal charges for services furnished, a comparison of the provider's aggregate customary charges 
and aggregate reasonable cost (see § 26l4) shall be performed to determine the basis for payment. 
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If the comparison substantiates the charges as being nominal, i.e., less than 50 percent of reasonable 
cost, the public provider will be entitled to payment of the reasonable cost, the public provider will 
be entitled to payment of the reasonable cost for such services. On the other hand, if the aggregate 
charges are determined to be other than nominal, the provider will receive payment based on the 
lower of its customary charges or reasonable cost.  Where a public provider is reimbursed on the 
basis of charges, it is entitled to utilize the carryover recovery provisions set forth in § 2614. 
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2702. COMPOSITE RATE PAYMENT - GENERAL 
 
The composite rate payment system is a prospective, incentive system for the payment of outpatient 
maintenance dialysis services to Medicare beneficiaries.  All maintenance dialysis treatments 
furnished to Medicare beneficiaries in an approved end stage renal disease (ESRD) facility are 
covered by this system.  Further, the composite rate system is one of two methods by which HCFA 
pays for maintenance dialysis performed in a beneficiary's home.  (For a description of the other 
method, see §2740.) 
 
There are two base composite rates: one for hospital-based ESRD facilities and a separate lower rate 
for independent facilities.  Each of these base rates is composed of a labor and a nonlabor portion. To 
determine a facility's actual payment rate, the labor portion of the appropriate base rate is first 
adjusted by an area wage index and then added to the nonlabor portion.  (See §2706 for  the base 
composite payment rate.) The facility's composite rate is a comprehensive payment for all modes of 
infacility dialysis, hemofiltration (see §35-38 of the Coverage Issues Manual), and home dialysis 
except for bad debts, physicians' patient care services, and certain laboratory services and drugs that 
are separately billable.  This payment is subject to the normal Part B deductible and coinsurance 
requirements and it must be accepted as payment in full for all items and services covered by the 
composite rate.  The program's portion of the payment and the portion for which the beneficiary is 
liable are both based on the composite rate, regardless of the facility's charge schedule. 
 
Under the composite rate payment system, the patient's ESRD facility must furnish all of the 
necessary dialysis services, equipment, and supplies.  (Beneficiaries dialyzing at home may elect to 
be excluded from the composite rate payment system and deal directly with a supplier per §2740.) If 
it fails to furnish (either directly or under arrangements) any part of the items and services covered 
under the rate, then the facility cannot be paid any amount for the part of the items and services that 
it furnishes.  Therefore, if the intermediary determines that the facility has not furnished all of the 
items and services covered under the composite rate, the intermediary does not reimburse the facility 
any amount for the incomplete dialysis treatments. 
 
2702.1  Uncompleted Treatments and No-Shows and Outpatient Hospital Services Which Become 
Inpatient Hospital Services.-- 
 

A. Uncompleted Treatments.--If a dialysis treatment is started, i.e., a patient is connected to 
the machine and a dialyzer and blood lines are used, but the treatment is not completed for some 
unforeseen, but valid reason, e.g., a medical emergency when the patient must be rushed to an 
emergency room, the facility is paid based on the full composite rate.  This is a rare occurrence and 
must be fully documented to the intermediary's satisfaction. 
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B. No-Shows.--If a facility sets up in preparation for a dialysis treatment, but the treatment is 
never started, e.g., the patient never arrives, no payment is made.  In this case, no service has been 
furnished to a Medicare beneficiary even though staff time and supplies may have been used.  
Furthermore, the facility may not bill the patient or the patient's private insurance for these services.  
This is because the program is already paying the cost of predialysis services through the facility's 
per treatment composite rate.  In setting that rate, HCFA has included, among the costs that are 
allocated to the facility's dialysis treatments and included in the costs covered by its per treatment 
payment, the salaries of facility personnel furnishing predialysis services and the cost of supplies 
used. 
 
Therefore, these costs (e.g., salaries for staff time, overhead, supply costs) are included in the 
facility's costs and reported on its cost report, and they are included in the allowable costs used to set 
future reimbursement rates under the composite rate system for ESRD facilities.  However, these 
costs may not be used as the basis for a facility to request a reimbursement exception to its composite 
rate, nor may they be reimbursed as Medicare bad debts. 
 

C. Outpatient Hospital Services Which Become Inpatient Hospital Services.-When an 
individual is furnished outpatient hospital services and is thereafter admitted as an inpatient of the 
same hospital before midnight of the next day, the outpatient hospital services furnished him are 
treated as inpatient services unless the patient does not have Part A coverage.  Charges are reported 
on Form HCFA-1450.  The day on which the patient is formally admitted as an inpatient is counted 
as the first inpatient day.  The composite rate is not paid. 
 
2702.2  Payment for Ultrafiltration.-- 
 

A. General.--Ultrafiltration is a process for removing excess fluid from the blood through the 
dialysis membrane by means of pressure.  It is not a substitute for dialysis. Ultrafiltration is used in 
cases where excess fluid cannot be removed easily during the regular course of hemodialysis.  It is 
commonly done during the first hour or two of hemodialysis on patients who, for example, have 
refractory edema. 
 

B. Predialysis Ultrafiltration.--While the need, if any, for predialysis ultrafiltration varies from 
patient to patient, the facility's composite rate covers the full range of complicated and 
uncomplicated outpatient dialysis treatments.  Therefore, no additional charge is recognized for 
predialysis ultrafiltration. 
 

C. Separate Ultrafiltration.--Occasionally, medical complications require that ultrafiltration be 
performed at a time other than when a dialysis treatment is given, and in these cases an additional 
payment may be made.  However, the claim must be documented as to why the ultrafiltration could 
not have been performed at the time of the dialysis treatment.  The intermediary determines the 
payment based on the facility's cost of furnishing the ultrafiltration, not to exceed the facility's 
composite rate. 
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2703. DEFINITIONS 
 

A. Hospital-based ESRD facility.--An ESRD facility is hospital-based if it is an integral and 
subordinate part of a hospital and is operated with other departments of the hospital under common 
licensure, governance and professional supervision, with all services of the hospital and facility fully 
integrated.  Specifically, the facility is hospital-based only if all the following conditions are met: 
 

o The facility and hospital have a common governing body and are subject to the 
bylaws and operating policies of this body.  All management authority flows from this board which 
has final administrative responsibility over both entities. 
 

o There is a clearly established line of authority between the facility's director or 
administrator and the hospital's chief executive officer.  The director or administrator reports to the 
common governing body through the chief executive officer. 
 

o The facility has personnel policies and practices that conform to those of the hospital; 
the common governing body has ultimate authority over personnel actions including appointment of 
medical staff. 
 

o There is a merging of administrative functions between the facility and the hospital; 
for example, there is an integration of records, housekeeping and laundry services, and purchasing 
and billing. 
 

o The dialysis facility and hospital are financially integrated and the hospital is required 
to allocate hospital overhead costs to the facility through the required step-down methodology (see 
§2306).  For example, where a single dialysis department in a hospital is responsible for inpatient 
and outpatient dialysis and the costs are subsequently split between inpatient and outpatient, the 
outpatient department will normally be classified as hospital-based.  In determining compliance with 
this criterion, the key issue is whether §2306 would require the hospital to make this cost allocation, 
rather than whether the hospital has actually made the allocation.   If no allocation is made because 
the hospital failed to follow §2306, the hospital must resubmit a corrected cost report, and the facility 
will normally be classified as hospital-based. 
 
The existence of an agreement between the facility and hospital for referral of patients, a shared 
service arrangement or the physical location of the dialysis unit on the premises of the hospital is not 
considered in determining whether a facility is hospital-based. 
 

B. Independent ESRD Facility,--Any ESRD facility that fails to qualify as a hospital-based 
facility will be determined to be an independent renal dialysis facility. 
 

C. Hemoperfusion.--A process which removes substances from the blood using a charcoal or 
resin artificial kidney.  When used in the treatment of life threatening drug overdose, hemoperfusion 
is a covered service for patients with or without renal failure. Hemoperfusion generally requires a 
physician to be present to initiate treatment and to be 
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present in the hospital or an adjacent medical office during the entire procedure, as changes may be 
sudden.  Special staff training and equipment are required. 
 
Charges for hemoperfusion should be developed in the same manner as for any new or unusual 
service.  One or two treatments are usually all that is necessary to remove the toxic compound; 
additional treatments should be documented.  Hemoperfusion may be performed concurrently with 
dialysis, and in those cases payment for the hemoperfusion should reflect only the additional care 
rendered over and above the care which would have been given during the dialysis. 
 
The effects of using hemoperfusion to improve the results of chronic hemodialysis are not known.  
Therefore, hemoperfusion is not a covered service when used to improve the results of hemodialysis. 
 In addition, it has not been demonstrated that the use of hemoperfusion in conjunction with DFO, in 
treating symptomatic patients with iron overload, is efficacious.  There is also a paucity of data 
regarding its lack of efficacy in treating asymptomatic patients with iron overload.  Therefore, 
hemoperfusion used in conjunction with DFO in treating patients with iron overload is not a covered 
service, i.e., it is not considered reasonable and necessary within the meaning of §1826(a)(1) of the 
law. 
 
However, the use of hemoperfusion in conjunction with DFO for the treatment of patients with 
aluminum toxicity has been demonstrated to be clinically efficacious and is therefore regarded as a 
covered service. 
 

D. Hemofiltration.--A process which removes fluid, electrolytes and other low molecular 
weight toxic substances from the blood by filtration through hollow artificial membranes and may be 
routinely performed in 3 weekly sessions.  Hemofiltration (which is also known as diafiltration) is a 
covered procedure under Medicare and is a safe and effective technique for the treatment of ESRD 
patients and an alternative to peritoneal dialysis and hemodialysis (effective for services performed 
on and after August 20, 1987). In contrast to both hemodialysis and peritoneal dialysis treatments, 
which eliminate dissolved substances via diffusion across semipermeable membranes, hemofiltration 
mimics the filtration process of the normal kidney.  The technique requires an arteriovenous access.  
Hemofiltration may be performed either in facility or at home. 
 
The procedure is most advantageous when applied to high-risk unstable patients, such as older 
patients with cardiovascular diseases or diabetes, because there are fewer side effects such as 
hypotension, hypertension or volume overload. 
 

E. Home Dialysis.--Dialysis performed by an appropriately trained patient at home, 
 

F. Self Dialysis and Home Dialysis Training.--A program that trains ESRD patients to 
perform self dialysis or home dialysis with little or no professional assistance, and trains other 
individuals to assist patients in performing self dialysis or home dialysis. 
 

G. Infacility Dialysis.--Dialysis furnished on an outpatient basis at an approved renal dialysis 
facility. 
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H. Home Dialysis Equipment.--Home dialysis equipment includes all of the medically 
necessary home dialysis equipment prescribed by the attending physician including (but not limited 
to) artificial kidney and automated peritoneal dialysis machines and support equipment. 
 

I. Support Services.--Support services include (but are not limited to): (1) periodic 
monitoring of a patient's adaptation to home dialysis and performance of dialysis; (2) visits by 
trained technical personnel made in accordance with a plan prepared and periodically reviewed by a 
professional team which includes the individual's physician; (3) unscheduled visits made on an as-
needed basis, e.g., assistance with difficult access situations; and (4) providing, installing, repairing, 
testing, and maintaining home dialysis equipment including appropriate water testing and treatment. 
 

J. Support Equipment.--Support equipment is equipment used in conjunction with the basic 
dialysate delivery system.  Such equipment includes (but is not limited to) pumps, such as blood and 
heparin pumps, alarms, such as bubble detectors, water purification equipment used to improve the 
quality of the water used for dialysis, and adjustable dialysis chairs. 
 

K. Installation.--Installation includes (but is not limited to):  the identification of any minor 
plumbing and electrical changes required to accommodate the equipment; the ordering and 
performing of these changes; delivery of the equipment and its actual installation (i.e., hooking-up), 
as well as any necessary testing to assure proper installation and function. 
 
Minor plumbing and electrical changes include those parts and labor required to connect the dialysis 
equipment to plumbing and electrical lines that already exist in the room where the patient will 
dialyze.  Medicare does not cover wiring or rewiring of the patient's home, or installing any 
plumbing to the patient's home or to the room of the home where the patient will dialyze. 
 

L. Maintenance.--Maintenance includes (but is not limited to):  travel to the patient's home or, 
if needed, transportation of the equipment to a repair site; the actual performance of the maintenance 
or repair; and all necessary parts.  Water purification equipment maintenance includes replacing the 
filter on a reverse osmosis device, regenerating the resin tanks on a deionization device, the 
chemicals used in a water softener, and periodic water testing to assure proper performance.  Routine 
maintenance tasks customarily performed by a patient are not covered services except for the cost of 
parts involved in this maintenance furnished by the facility to a patient. 
 

M. Supplies.--Supplies include all durable and disposable items and medical supplies 
necessary for the effective performance of a patient's dialysis.  Supplies include (but are not limited 
to):  dialyzers, forceps, sphygmomanometer with cuff and stethoscope, scales, scissors, syringes, 
alcohol wipes, sterile drapes, needles, topical anesthetics, and rubber gloves. 
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2704. NOTIFICATION OF FACILITIES' COMPOSITE PAYMENT RATES BY 

INTERMEDIARIES 
 
HCFA notifies intermediaries when new composite payment rates are issued. 
 
An intermediary, before the effective date of new composite payment rates, is responsible for 
notifying each ESRD facility of its composite payment rate in writing.  At the same time, the 
intermediary sends a copy of the notification to HCFA central office at the following address: 
 

Health Care Financing Administration 
Bureau of Policy Development  
Division of Special Payment Programs 
Room l-A-5 East Low Rise Building 
6325 Security Boulevard 
Baltimore, MD  21207 

 
The intermediary must notify the facility of its payment rate and HCFA even if the facility's payment 
rate (i.e. the composite cap of $139.00) does not change. (See §2705.)  Published composite payment 
rates stay in effect until HCFA announces new payment rates.  Approved exception payment rates 
also stay in effect until new payment rates are published, unless otherwise specified by HCFA.  The 
publication of new payment rates includes an effective date for these rates, and a date all exception 
requests must be received by an intermediary to meet the requirements of §2720.2.  The procedures 
for determining an individual facility's payment rates are in §2706.1. 
 
2705. TRANSITION PERIOD 
 
At the time that the composite payment rates were established, the wage index was modified on a 
transition period basis pending possible development of an alternative wage index based on ESRD-
specific salary data.  This action was taken because of concern over whether the current wage index 
is completely valid for ESRD outpatient facilities.  Since there is no specific ESRD wage index, the 
transition continues as follows: 
 

o There is a wage index floor of .9; that is, during the transition period, no composite rate is 
computed with a wage index of less than .9. 
 

o There is a composite rate cap of $139 per treatment; that is, regardless of what rate the 
composite rate calculation yields, the composite rate is limited to $139 per treatment.   
 
2706. BASE COMPOSITE RATES 
 
The composite rate regulations require HCFA to publish base composite rates in a Federal Register 
notice when HCFA incorporates new cost data or wage index.  These rates are updated using new 
program data or revising the payment methodology.  Each base rate consists of a labor portion and a 
nonlabor portion for both hospital and independent renal facilities.   
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2706.1  Base Rates.--The base rates are as follows: 
 
 

Period covered - August 1, 1983, to September 30, 1986.   
 

Description       Labor      Nonlabor     Total      
Hospital         $ 46.62     $ 80.14     $126.76 
Independent      $ 49.96     $ 72.95     $122.91 

 
 

Period covered - October 1, 1986, to December 31, 1990.   
 

Description       Labor      Nonlabor     Total      
Hospital         $ 45.88     $ 78.88     $124.76 
Independent      $ 49.15     $ 71.76     $120.91 

 
 

Period covered - January 1, 1991, to current.   
 

Description       Labor      Nonlabor     Total      
Hospital         $ 46.25     $ 79.51     $125.76 
Independent      $ 49.56     $ 72.35     $121.91 

 
 To determine a facility's composite rate payment, use the following procedures. 
 

A. Determine Whether Facility Is Classified as Hospital-Based or Independent Facility.--To 
receive the higher hospital composite rate payment, a facility must be approved by an RO as 
hospital-based.  The RO approves a facility as hospital-based, if it determines that the requirements 
of §2703A are met; and, if they are met, it assigns a hospital or hospital-based satellite identification 
number.  If the RO determines that the requirements of §2703A are not met, it approves the facility 
as independent and assigns an identification number in the 2000 series.  Intermediaries and facilities 
may assume that existing classifications are proper unless they are changed under the usual annual 
survey or, at some other time, at the special request of the facility or HCFA. 
 

B. Determine Whether Facility Is Under Initial Method (IM) of Payment for Physician's 
Services.--Very few facilities, if any, are under the IM.  However, if a facility is, add the IM add-on 
amount to the labor portion of the base composite rate before applying the facility's wage index in 
calculating the facility's composite rate.  (See §2715 for the IM.) 
 

C. Determine Facility's Wage Index.-- 
 

1. General.--Each facility is classified as either rural, and uses the rural wage index, or 
urban and uses the wage index for the Metropolitan Statistical Area (MSA) in which the facility is 
located. 
 

2. Application of Wage Index to Hospital-Based Satellite.--In some instances, a facility 
which is assigned a hospital-based satellite identification number is located in a different 
geographical area than the main hospital complex.  As a result of its location, the satellite facility is 
assigned a wage index that is different from the wage index assigned to the hospital.  For example, 
the hospital is classified as urban and uses the wage                   
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index for the MSA in which the facility is located, while the hospital-based satellite is classified as 
rural and uses the rural wage index for that State.  The wage index applicable to the hospital also 
applies to the satellite if the actual wage scales are identical in both the hospital and satellite facility. 
 The provider must furnish auditable financial data to the intermediary which demonstrates that the 
wage scales are identical; e.g., the wages and benefits paid to the employees of the satellite are 
identical to the wages and benefits paid to the employees of the hospital.  The intermediary reviews 
the facility's documentation to verify that the wage index for the hospital is also appropriate for the 
satellite facility, then submits the notification of the facility's revised rate to HCFA.  (See §2704 for 
the mailing address.)  If the wage scales are not identical, the wage indexes are based on each 
facility's geographical location. 
 

D. Determining Facility's Composite Payment Rate.--When the composite payment rates are 
updated, a listing of the new composite payment rates is published.  These rates are updated and 
published as needed and are used when issuing a composite payment rate to a new facility.  (See 
§2704.) 
 

E. Amount of Payment.--After the beneficiary's Part B deductible is met, pay 80 percent of 
the facility composite payment rate for each infacility outpatient maintenance dialysis treatment.  
Also pay 80 percent of this same amount for all home dialysis patients who elect to have their 
dialysis care reimbursed under Method I.  (See §2740.) 
 
2706.2 Funding of ESRD Networks.--Intermediaries deduct 50 cents from each Medicare dialysis 
treatment furnished by the dialysis facility.  This 50 cents per treatment reduction applies to all 
treatment modalities, including training treatments.  Regarding payment for continuous ambulatory 
peritoneal dialysis (CAPD) or continuous cycling peritoneal dialysis (CCPD), the facility's weekly 
composite rate payment is reduced by $1.50.  Where there is less than a week of CAPD or CCPD 
treatments, the $1.50 is prorated.  The 50 cent reduction also applies to peritoneal dialysis furnished 
in sessions of greater than 20 or 30 hours per treatment.  Multiply the 50 cents reduction times 1.5 or 
3, respectively, depending on the length of the peritoneal dialysis treatment.                                 
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The 50 cents per treatment is deducted from the Medicare payment due the facility.  For example, if a 
facility's composite rate is $120.00, the program's payment to the facility is $95.50 per treatment 
(($120.00 x 80%) - $0.50).  Facilities may not claim the 50 cent reduction as an expense on their 
Medicare cost report. 
 
2707. SELF DIALYSIS TRAINING 
 
The following rates apply for self dialysis or home dialysis training sessions: 
 

o For intermittent peritoneal dialysis (IPD), continuous cycling peritoneal dialysis (CCPD) 
and hemodialysis training: 
 

The facility's composite rate (exclusive of any approved exception amount) plus $20 per 
training session, furnished up to three times per week.  A facility is not reimbursed for more than 
three IPD, CCPD or hemodialysis training treatments in a single week unless it has received an 
exception in accordance with §2725.6B6. 
 

o For continuous ambulatory peritoneal dialysis (CAPD): 
 

The facility's composite rate (exclusive of any approved exception amount) plus $l2 per 
training session.  Only one CAPD training session per day is reimbursable, up to a maximum of l5. 
 
2707.1 Retraining.-- 
 

A. General.--Occasionally, it is necessary to furnish additional training to an ESRD self-
dialysis beneficiary after the initial training course is completed.  Retraining sessions are reimbursed 
under the following conditions: 
 

o The patient changes from one mode of dialysis to another, e.g., from hemodialysis to 
CAPD; 
 

o The patient's home dialysis equipment changes; 
 

o The patient's dialysis setting changes; 
 

o The patient's dialysis partner changes; or 
 

o The patient's medical condition changes e.g., temporary memory loss due to stroke, 
physical impairment.  The patient must continue to be an appropriate patient for self-dialysis. 
 

B. Payment Rates.--Retraining sessions are reimbursed at the same rate as the facility's 
training rate. 
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C. Duplicate Payments.--No composite rate payment is made for a home dialysis treatment 
furnished on the same day as a retraining session.  In the case of a CAPD patient, the facility's 
equivalent CAPD daily rate is not paid on the day(s) of retraining. 
 
Example: A CAPD patient dialyzes at home Monday and Tuesday.  On Wednesday he attends a 

retraining session at his facility.  Thursday through Sunday he dialyzes at home.  The 
facility's composite rate is $130 per treatment.  The Part B deductible is met.  For that 
week the facility's payment is: 

 
80 percent of: 
CAPD weekly rate = 3 X 130 = $390 
CAPD daily rate = $390 ÷ 7 = $55.71 
CAPD training rate = $130 + $12 = $142 

 
6 X 55.71 = $334.26 

+ $142      
$476.26 

 
Therefore, for the week Monday - Sunday, payment is 80 percent X $476.26 = $381.01 
 
NOTE: Often, services furnished to a CAPD patient who has already completed a course of 

training are home support services, and not retraining services.  Reviewing the CAPD 
patient's technique and instructing him/her in any corrections or refinements in technique 
is a support service; and, therefore, is not covered as a retraining service.  (See §2709.1.) 

 
2709. PAYMENT FOR DIALYSIS TREATMENT UNDER THE COMPOSITE RATE 
 
The value of a typical week of dialysis services generally serves as the maximum weekly payment; 
e.g., where, for nonmedical reasons, more frequent dialysis sessions of shorter duration are furnished. 
 
Hemodialysis is typically furnished three times per week in sessions of 4 to 5 hours duration.  
Therefore, payment is made for dialysis furnished at this frequency without documentation of 
medical necessity.  Claims for hemodialysis furnished more frequently than three times per week 
must be accompanied with medical documentation explaining the reasons for the additional dialysis 
sessions. 
 
2709.1 Payment Under the Composite Rate for Intermittent Peritoneal Dialysis (IPD).--
Intermittent Peritoneal Dialysis (IPD) is furnished either in a dialysis facility or at home. IPD in a 
facility is very impractical because of the great amount of time required; therefore, there are very few 
patients who use IPD in the facility. 
 

A. IPD in the Facility.--Payment for IPD in the facility is subject to the same payment rules as 
hemodialysis.  IPD in the facility is usually done in sessions of 10-12 hours duration, three times per 
week, and is paid at the same level as hemodialysis treatments under the composite rate.  However, 
sometimes IPD is done only once or twice a week in much longer sessions.  IPD sessions of between 
20-29 hours duration furnished twice a week are paid at a rate of one and one-half times the facility's 
usual composite rate.  Extended IPD sessions of 30 hours or more, given once a week, in place of 
two or three sessions of shorter duration, are paid at a rate of three times the facility's usual 
composite rate. 
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B. IPD at Home.--IPD in the home is accomplished according to any one of several schedules. 
 The total weekly dialysis time varies typically from 50 to 80 hours.  For example, home IPD may be 
furnished every day for 10 hours per day, every other day for 15 hours per dialysis day, every night 
for 8 hours per night, etc.  Regardless of the particular regimen used, under the composite rate home 
IPD is paid based on a weekly equivalence of three composite rates per week. 
 
With its intermediary's approval, a facility may be paid an equivalent daily rate equal to 3/7 of its 
usual composite rate. 
 
The equivalent weekly or daily IPD payment does not depend on the number of exchanges of 
dialysate fluid per day or the actual number of days per week the patient undergoes dialysis.  The 
weekly (or daily) rate is based on the equivalency of one week of IPD to one week of hemodialysis, 
regardless of the number of dialysis days or exchanges in that week.  (See §2740ff for the payment 
rules that apply when these services are not furnished under the composite rate payment system.) 
 
All home dialysis support services, equipment and supplies necessary for home IPD are included in 
the composite rate payment.  No support services, equipment or supplies may be paid in addition to 
the composite rate. 
 
2709.2 Payment Under the Composite Rate for Continuous Ambulatory Peritoneal Dialysis 
(CAPD) and Continuous Cycling Peritoneal Dialysis (CCPD).--CAPD and CCPD are furnished on a 
continuous basis, not in discrete sessions and, therefore, are paid on a weekly or daily basis, not on a 
per treatment basis.  A facility's weekly payment rate (7 calendar days) for a CAPD or CCPD patient 
equals three times its usual composite rate for a single hemodialysis treatment. 
 
With its intermediary's approval, a facility also may be paid an equivalent daily rate equal to 3/7 of 
its usual composite rate. 
 
The equivalent weekly or daily CAPD/CCPD payment does not depend upon the number of 
exchanges of dialysate fluid per day (typically 3-5) or the actual number of days per week that the 
patient undergoes dialysis.  The weekly (or daily) rate is based on the equivalency of one week of 
CAPD/CCPD to one week of hemodialysis, regardless of the actual number of dialysis days or 
exchanges in that week.  See §2740ff for the reimbursement rules that apply when these services are 
not furnished under the composite rate payment system. 
 
All home dialysis support services, equipment and supplies necessary for home CAPD/CCPD are 
included in the composite rate payment.  No support services, equipment or supplies may be paid in 
addition to the composite rate. 
 

A. Support Services Furnished to Home CAPD Patients.--The support services applicable to 
home CAPD patients include but are not limited to: 
 

o Changing the connecting tube (also referred to as an "administration set"); 
 

o Watching the patient perform CAPD and assuring that it is done correctly, and 
reviewing with the patient any aspects of the technique he may have forgotten, or informing the 
patient of modifications in apparatus or technique; 
 

o Documenting whether the patient has or has had peritonitis that requires physician 
intervention or hospitalization (unless there is evidence of peritonitis, a culture for peritonitis is not 
necessary); and 
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o Inspection of the catheter site. These services are furnished in accordance with the 
written plan required for home dialysis patients. 
 

B. Supplies Furnished to Home CAPD/CCPD Patients.--All supplies (both medical and 
nonmedical) necessary to perform home CAPD/CCPD must be furnished through the facility and 
paid to the facility through the composite rate.  (See §2712.)  These supplies include but are not 
limited to weight scale, sphygmomanometer, and dialysate fluid in an appropriate container (e.g., 
plastic bags for CAPD).  (See the ESRD coverage instructions in Intermediary Manual §3170ff, 
Hospital Manual §E420ff, and Renal Dialysis Facility Manual Chapter 2 for more information on 
home dialysis supplies.) 
 

C. Laboratory Tests and Drugs Furnished to Home CAPD/CCPD Patients.  The coverage and 
payment for these items and services follows the rules stated in §§2710 and 2711. 
 

D. Payment for Infacility Maintenance Dialysis Sessions Furnished to CAPD/CCPD Home 
Dialysis Patients.--Although CAPD and CCPD patients are home dialysis patients, it may be 
necessary at times to dialyze them infacility as a substitute.  In this case, the total weekly 
reimbursement to the facility remains the same regardless of the type and frequency of infacility 
dialysis involved.  This is because of the equivalence that is established between CAPD/CCPD and 
dialysis furnished in discrete sessions (e.g., hemodialysis). 
 
However, in rare instances an ESRD patient may require a combination of dialysis techniques, on the 
same day, in order to achieve satisfactory results.  In these situations, Medicare pays for both types of 
dialysis services furnished on the same day.  Medicare intermediaries determine the medical 
necessity.  In each case the intermediary obtains medical documentation from the facility that 
supports the use of back-up dialysis with another treatment modality.  If a CAPD patient frequently 
requires back-up sessions, the intermediary's medical staff determines whether CAPD is the 
appropriate mode of treatment for the patient. 
 
2710. ESRD Items and Services Included Under the Composite Rate.--Most items and services 
related to the treatment of patients' end- stage renal disease are covered under the composite rate 
payment.  The cost of an item or service is included under the composite rate unless specifically 
excluded.  Therefore, the determination as to whether an item or service is covered under the 
composite rate payment does not depend on the frequency that dialysis patients require the item or 
service, or the number of patients who require it. 
 
The composite rate is a prospective payment system.  Accordingly, new items or services developed 
after the particular rate applicable for that year was computed are included in the composite rate 
payment.  As such, ESRD facilities assume the responsibility for providing a dialysis service and 
must decide whether a particular item or service is medically appropriate and cost effective.  Since 
the composite rate is adjusted, as necessary, based on the most recent cost data available to HCFA, 
the costs of new items and services are taken into account in setting future rates.  Similarly, any 
savings attributable to advancements in the treatment of ESRD accrue to the facility because no 
adjustment to any individual facility's rate is made. 
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2710.1 ESRD Laboratory Services Included Under Composite Rate.--The cost of certain ESRD 
laboratory services performed either by the facility's staff or an independent laboratory are included 
in the composite rate calculation.  These laboratory tests include either hematocrit or hemoglobin test 
as well as clotting time tests incident to each dialysis treatment, routine diagnostic tests, and routine 
diagnostic laboratory tests referred to in the Hospital Manual, §437B.  See §50-17 of the Coverage 
Issues  Manual and §207.1 of the Renal Dialysis Facility Manual regarding the frequencies at which 
laboratory tests may be given and are covered under this category. 
 
2710.2 ESRD Drugs Included Under Composite Rate.-- 
 

A. General.--Only parenteral drugs are covered under the ESRD program.  Most ESRD 
related parenteral items used in the dialysis procedure are paid for under the facility's composite rate 
and may not be billed separately.  For more detail, see the Hospital Manual, §437B and the 
Intermediary Manual, §3644.1. 
 

B. Examples.--Drugs under the composite rate include all the drugs not listed as separately 
billable drugs in the sections referenced in subparagraph A.  Examples of drugs which are included 
in the composite rate are: 
 

Apresoline (hydralazine) Insulin Antibiotics (when used at home by a patient 
   Benadryl Lanoxin to treat an infection of the catheter site or  
   Dextrose Levophed peritonitis associated with peritoneal dialysis) 
   Dopamine Lidocaine  
   Hydralazine Solu-cortef  

Inderal Verapamil 
 
2710.3 Epoetin/EPO.-- 
 

A. General.--Epoetin (EPO) is a bioengineered protein that stimulates the production of red 
blood cells.  Medicare patients with anemia associated with chronic renal failure include all ESRD 
patients whether or not they are on dialysis.  Payment is made for uses within the scope of FDA 
labeling for patients with anemia, as evidenced by a hematocrit within the range of 30-36. 
 

B. Infacility Patients.--Effective January 1, 1994, EPO prescribed for an infacility ESRD 
beneficiary may be either administered by a dialysis facility or furnished by the facility for self-
administration to infacility patients determined to be competent to administer this drug.  For more 
detail, see the Renal Dialysis Facility Manual, §207.5 and the Hospital Manual, §230.4.B.  For either 
method of EPO administration, EPO is paid as an add-on amount to the composite rate for each 
administration of EPO.  
 

C. Home Patients.--When EPO is prescribed for a home patient, it may be either administered 
in a facility, e.g., the one shown on the Form HCFA-382 (home patient selection form) or furnished 
by a facility for self-administration to a home patients determined to be competent to administer this 
drug.  For EPO furnished for self-administration to Method I and Method II home patients 
determined to be competent, the facility bills its intermediary.  (See subsection D.)  For more detail, 
see the Renal Dialysis Facility Manual, §207.5 and the Hospital Manual, §230.4.B.  No additional 
payment is made for training a prospective self-administering patient or retraining an existing home 
patient to self-administer EPO. 
 
A Method II patient determined to be medically able to self-administer EPO may also obtain the drug 
from a supplier for self-administration.  In this case, the DMERC carrier makes payment at the same 
rate that applies to facilities.  Program payment may not be made for EPO furnished by a physician to 
a patient for self-administration.   
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The payment provisions of subsection D do not apply: 
 

o In the hospital inpatient setting, payment is included in the DRG. 
 

o In the hospital outpatient setting if the beneficiary is not an ESRD patient, payment is 
based on reasonable costs. 
 

o In a skilled nursing facility (SNF), payment is based on reasonable costs. 
 

o In a hospice, payment is included in the rate, and 
 

o For a service furnished by a physician or incident to a physician's service, payment is made 
to the physician by the carrier in accordance with rules for “incident to” services. When EPO is 
administered in the renal facility, the service is not an “incident to” service and not under the  
“incident to” provision. 
 

D. Payment.--The Medicare allowance is the same for facilities and suppliers--$10 per 1,000 
units, rounded to the nearest 100 units (i.e., $1.00 per 100 units).  The statutory payment allowance 
for EPO is the only allowance for the drug and its administration.  Payment for medical supplies 
needed for the administration of EPO, whether in the home or in a facility, is included in the 
Medicare payment rate for EPO.  See §3644.2 of the Intermediary Manual for billing instructions. 
 
EXAMPLE: The billing period is 2/1/94 - 2/28/94. 
 

The facility provides the following: 
 

Date    Units      Date      Units 
 

2/1     3000       2/15      2500 
2/4     3000       2/18      2500 
2/6     3000       2/20      2560 
2/8     3000       2/22      2500 
2/1     2500       2/25      2000 
2/13     2500       2/27      2000 

 
        Total 31,060 units 
 
For value code 68, enter 31,060.  Use 31,100 units to determine the rate payable.  This is 31,060 
rounded to the nearest 100 units.  The payment rate may be set up as $1.00 per 100 units.  The 
amount payable is (31,100/100) x $1.00 = $311.00. 
 
The coinsurance and deductible are based on the Medicare allowance, not on the provider's charges.  
The provider may not charge the beneficiary more than 20 percent of the EPO allowance. 
 
If an ESRD beneficiary requires 10,000 units or more of EPO per administration, special 
documentation must accompany the claim.  It must consist of a narrative report that addresses the 
following: 
 

o Iron deficiency.  Most patients need supplemental iron therapy while being treated, even if 
they do not start out iron deficient; 
 

o Concomitant conditions such as infection, inflammation, or malignancy.  These conditions 
must be addressed to assure that EPO has maximum effect; 
 
 
 
 27-16 Rev. 28 



 
06-97             OUTPATIENT MAINTENANCE DIALYSIS REIMBURSEMENT            2710.4 
 
 

o Unrecognized blood loss. Patients with kidney disease and anemia may easily have 
chronic blood loss (usually gastrointestinal) as a major cause  of anemia.  In those circumstances, 
EPO is limited in effectiveness; 
 

o Concomitant hemolysis, bone morrow dysplasia, or refractory anemia for a reason 
other than renal disease, e.g., aluminum toxicity; 
 

o Folic acid or vitamin B12 deficiencies; 
 

o Circumstances in which the bone morrow is replaced with other tissue, e.g., 
malignancy or osteitis fibrosa cystica; and 
 

o Patient's weight, the current dose required, a historical record of the amount that has 
been given, and the hematocrit response to date. 
 
The composite rate add-on amount is updated nationally by HCFA.  This add-on does not vary 
geographically and is the same for hospital-based and independent dialysis facilities.  The add-on 
amount is $1.00 per 100 units of EPO administered.  See §2718 for instructions on reporting EPO 
costs on the hospital-based and independent ESRD cost reporting forms.  See §3644.2 of the 
Intermediary Manual for billing instructions. 
 
2710.4 All Other ESRD Items and Services.--All other items and services included under the 
composite rate must be furnished by the facility, either directly or under arrangements to all of its 
dialysis composite rate patients.  See §2702 and §E422.1 of the Hospital Manual. 
 
Examples of such items and services are: 
 

o Bicarbonate dialysate, 
o Cardiac monitoring, 
o Catheter changes (Ideal Loop), 
o Suture removal, 
o Dressing changes, 
o Crash cart usage for cardiac arrest, 
o Declotting of shunt performed by facility staff in the dialysis unit, 
o All oxygen and its administration furnished in the dialysis unit, 
o Staff time to administer blood, 
o Staff time used to administer separately billable parenteral items, and 
o Staff time used to collect specimens for all laboratory tests. 

 
Sometimes outpatient dialysis related services (e.g., declotting of shunts, suture removal, injecting 
separately billable ESRD related drugs) are furnished in a department of the hospital other than the 
dialysis unit (e.g., the emergency room).  These services may be paid in addition to the composite 
rate only if the services could not be furnished in a dialysis facility or the dialysis unit of the hospital, 
due to the absence of specialized equipment or staff found only in the other department.  In the case 
of emergency services furnished in the hospital emergency room (ER), the services are paid 
separately subject to the additional requirement that there is a sudden onset of a medical condition 
manifesting itself by acute symptoms of sufficient severity (including severe pain) such that the 
absence of immediate medical attention in the ER could reasonably be expected to result in either: 
 

o Placing the patient's health in serious jeopardy; 
o Serious impairment to bodily functions; or 
o Serious dysfunction of any bodily organ or part. 
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These situations are rare and, in the absence of documentation to the contrary, these conditions are 
deemed to be not met. 
 
2711. SEPARATELY BILLABLE ESRD ITEMS AND SERVICES 
 
An item or service is separately billable if its cost was specifically excluded from the cost data used 
to calculate the composite rate.  This determination is not dependent on the frequency that dialysis 
patients require the item/service during dialysis. All claims for separately billable items/services 
must indicate why the items/services were medically necessary in the individual case. (See §2710.)  
ESRD facilities must accept the Medicare allowance as the full payment for any items and services 
they furnish.  Only the facility is paid program benefits. 
 
2711.1  Separately Billable ESRD Laboratory Services.-- 
 

A. General.--ESRD  clinical laboratory tests that are separately billable are paid to hospital-
based facilities, independent laboratories, or the beneficiary in accordance with usual program rules 
for paid laboratory services. Independent dialysis facilities and physicians may not be paid for any 
separately billable clinical laboratory  tests.  Claims for these laboratory tests must indicate why the 
laboratory services were required in the individual case.  These ESRD laboratory tests include tests 
that are: 
 

o Listed as reimbursed under the composite rate, but are furnished at a greater frequency 
than listed; or 
 

o Not listed. 
 

B. Reimbursement.-- 
 

1. Automated Profile Tests.  Clinical laboratory tests can be performed individually or in 
predetermined groups on automated profile equipment.  If a clinical laboratory test is performed 
individually, it is reimbursed in accordance with §2711.1B2 or §2711.1B3 depending upon whether 
the patient is treated in a hospital-based or independent dialysis facility.  If clinical laboratory tests 
are performed as part of an automated profile, then the following procedure applies: 
 

a. The intermediary determines which of the laboratory tests in the automated 
profile are covered under Medicare; 
 

b. All separately billable ESRD laboratory tests must be documented for medical 
necessity to the intermediary’s satisfaction; and 
 

c. The intermediary determines the reasonableness of the cost/charge of the 
medically necessary tests within the automated profile by comparing them to the total cost/charges of 
the covered laboratory tests in the automated profile when the tests are performed individually.  The 
reasonable cost/charge of the automated is the lower of these two amounts.  If the payment allowance 
for the automated profile containing only the medically necessary tests is lower, you must determine 
the percentage of covered tests included under the composite rate payment, then the entire  
automated profile is included in the composite rate.  In this case, no separate payment in addition to 
the ESRD composite rate is made for any of the separately billable tests, and the entire cost of the 
automated profile must be allocated to the facility’s routine laboratory cost center.  If more than 50 
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percent of the covered tests are separately billable, the entire automated profile is considered 
separately billable.  In this case, the entire automated profile is paid in addition to the ESRD 
composite rate, and the entire cost of the automated profile must be allocated to the nonroutine 
laboratory cost center for hospital-based facilities. 
 
If the lower cost is the cost of the laboratory tests taken individually, the tests may be billed 
individually.  In this case, the tests included under the composite rate are not billed or reimbursed 
separately, and the tests that are not included under the composite rate are billed and reimbursed 
separately.  The costs are allocated to the routine and nonroutine cost centers, respectively. 
 

2. Separately Billable Tests Furnished by Hospital-Based Facilities.-Hospital-based 
facilities are reimbursed for the separately billable ESRD laboratory tests furnished to their 
outpatients following the same rules that apply to all other Medicare covered outpatient laboratory 
services furnished by a hospital. 
 

3. Separately Billable Tests Furnished to Patients of Independent Dialysis Facilities.--All 
separately billable ESRD clinical laboratory services furnished to patients of independent dialysis 
facilities must be billed by and paid to the person or entity that performs the laboratory test in 
accordance with usual Medicare program rules.  Independent dialysis facilities with appropriate 
clinical laboratory certification may bill their intermediary for any separately billable clinical 
laboratory tests they perform.  Both laboratories and independent dialysis facilities are paid for 
separately billable clinical laboratory tests according to the Medicare laboratory fee schedule for 
independent laboratories. 
 

4. Handling Costs and Specimen Collection Fees.--The cost of stafftime associated with 
all ESRD laboratory tests (both the tests paid for under the composite rate payment and the tests that 
are separately billable) are included under the composite rate and, therefore, are not separately 
reimbursable. 
 
2711.2 Separately Billable ESRD Injectable Drugs.-- 
 

A. General.--Separately billable ESRD injectable drugs are drugs that are not reimbursed 
under the composite rate, but may be medically necessary for a patient.  Claims for separately 
billable drugs must indicate why the drugs  were necessary in the individual case. 
 
The intermediary's medical consultants determine medical comparability (based on changes in 
medical technology, medical evidence in medical journals, etc.) in instances where separate 
reimbursement is claimed for a new drug or a new usage for a previously established drug.   
Examples of separately billable ESRD drugs are: 
 
Antibiotics Anabolics Analgesics Tranquilizers 
Hematinics Muscle relaxants Sedatives Thrombolytics used to    
   declot central venous    
   catheters 
 
These separately billable drugs may be billed by an ESRD facility only if they are actually 
administered in the facility by the facility staff.  
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B. Reimbursement.--Reimbursement for separately billable ESRD injectable drugs is subject 
to the Medicare policy that the program does not pay for items that are not medically necessary, or 
pay for the cost of luxury items beyond the basic item required to treat the patient's medical 
condition.  (See §235.2C of the Hospital Manual, §209.2C of the Renal Dialysis Facility Manual, and 
§3113.2C of the Intermediary Manual.)  Therefore, payment is limited to the reimbursement that 
would be made for the generic form of the drug or the lowest cost equivalent drug.  Payment for the 
additional price of a brand name drug in excess of the price of the generic drug may be made only if 
the intermediary determines that the brand name drug is medically necessary. 
 

1. Hospital-based facilities are reimbursed for separately billable ESRD injectable drugs 
on a reasonable cost basis in the same way as any other drug a hospital would furnish to a Medicare 
beneficiary on an outpatient basis.  (See §§802 and 2119.)  This applies to the cost of the drug and 
supplies used to administer the drug (e.g., syringe). No separate payment is made for the staff time 
used to administer drugs.  These services are reimbursed through the composite rate. 
 
In determining the reasonable cost of these drugs, the intermediary must consider the cost of the most 
frequently administered dosage of the drug as reflected in sources such as the Drug Topics Red Book 
or Blue Book. 
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2. Independent dialysis facilities are reimbursed for separately billable ESRD injectable 
drugs only if the drug is injected, and only if it is furnished to treat a patient's dialysis related 
condition.  If the drug is not furnished to treat the patient's dialysis related condition, an independent 
dialysis facility cannot be paid for the drug. Reimbursement is subject to the following rules: 
 

a. No separate payment is made for the staff time used to administer drugs; these 
services are reimbursed through the composite rate. 
 

b. Payment is made at the lower of 1) the facility's customary charge for the drug 
(See §2711.3 for determining customary charges); 2) the facility's actual charge for the drug; or 3) 
the cost as determined by the most frequently administered dosage of the drug as reflected in sources 
such as the Drug Topics Red Book or Blue Book. 
 

c. Additional payment is made in the amount of the cost of the supplies used to 
administer the drug (e.g., syringe). 
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2711.3  Blood. 
 

A. General.--The following items and services furnished to dialysis patients are reimbursed in 
addition to the composite rate: 
 

1. Blood; 
2. Supplies used to administer blood; and 
3. Blood processing fees (e.g., blood typing, cross-matching) that are imposed on the 

dialysis facility by the blood supplier or other laboratory.  That is, if a blood processing service is 
performed in the dialysis unit itself, that service is not paid for in addition to the composite rate.  If 
the service is performed at some other place, e.g., in the hospital's laboratory, the service is paid for 
in addition to the composite rate. 
 
On the other hand, any facility staff time used to perform any service in the dialysis unit itself can not 
be reimbursed in addition to the composite rate.  Some examples are: 
 

1. Dialysis facility staff time used to administer blood in the dialysis unit. Note, a claim 
for blood administered outside the dialysis unit must explain why the blood could not be 
administered in the dialysis unit.  Claims lacking this medical documentation are denied. 

2. Dialysis facility staff time used to process or prepare the blood in the dialysis unit. 
 

B. Reimbursement.-- 
 
1. Hospital-based facilities are reimbursed for blood and the related items and services 

described in §2711.3A on a reasonable cost basis in the same way as for any other Medicare 
beneficiary receiving blood on an outpatient basis.  In determining the reasonable cost for blood, the 
intermediary considers the charges for blood from independent blood banks. 
 

2. Independent dialysis facilities are reimbursed for blood and the related items and 
services described in §2711.3A on a reasonable charge basis.  Payment is made at the lower of a) the 
facility's customary charge; b) the actual charge on the bill, or c) the reasonable charge limit. 
 

3. Determining Customary Charges.--The intermediary determines independent 
facilities' customary charges using one of the following sources of data: (1) all the claims submitted 
in January and December of the prior calendar year, (2) all claims submitted in June of the prior 
calendar year, or (3) a random sample of all claims submitted during the entire prior calendar year.  
The intermediary arrays each facilities charges in ascending order, and the 50th percentile charge is 
the facility's customary charge.  (Note, if there is an even number of charges in the array, the next 
higher actual charge over the 50th percentile is the customary charge.) 
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Example: 
The intermediary uses bills for blood submitted by Facility A in June 1983.  The charges per pint are: 
 

Number of claims  Charge 
5    $80 
6    $70 
8    $65 
5    $62 
3    $58 

 
There are a total of 27 claims.  The 50th percentile occurs at the charge on the 14th claim; i.e., the 
charge on the 14th claim is equal to or greater than 50% of the charges on all claims in the array.  
The charge on the 14th claim is $65.  Therefore, the customary charge for Facility A is $65 per pint. 
 

4. Determining the Prevailing Charge.--For the purpose of this paragraph, prevailing 
charges are those charges which fall within the range of charges that are most frequently and widely 
used in a locality for a particular procedure or service.  The top of this range establishes an overall 
limitation on the charges which the intermediary accepts as reasonable for a given procedure or 
service, except where unusual circumstances or medical complications warrant an additional charge. 
 
For any fiscal year, the prevailing charge limit in a locality for a service is calculated as the 75th 
percentile of the customary charges determined for that service in accordance with §2711.3B3.  In 
this calculation, each customary charge for the service should be arrayed in ascending order and 
weighted by how often the entity furnished the service (as reflected by the charge data used to 
calculate the customary charge).  The lowest customary charge which is high enough to include the 
customary charges of the entities that furnished 75 percent of the cumulative services is the 
prevailing charge for the service.  The proper procedure for establishing revised prevailing charge 
screens based on the 75th percentile is illustrated by the following example: 
 

          Number of Pints of Blood Furnished  
          by Entities with Customary Charges     Cumulative 

Customary Charge              as Indicated                                           Services                      
 

$52            20           20 
$65            18           38 
$70            30           68 
$75            19           87 

                                                                                                                                             
TOTAL            87  
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In the above example, 75 percent of the total of 87 services equals 66 services.  The prevailing 
charge is, therefore, $70.  (A total of 38 services was rendered by the entities with $52 and $65 
customary charges, and an additional 30 services were rendered by the entities with $70 customary 
charges.  The 66th service was thus rendered by an entity with a $70 customary charge.) 
 
In establishing the prevailing charge for blood, the intermediary considers price lists of independent 
blood banks.  If the intermediary cannot derive precise data on the frequency of services from its 
records, it may use any information available about the volume of business done by various suppliers 
in its area in order to weigh the customary charges used to calculate the prevailing charges.  The 
price list must be the one in effect as of June 30 of the calendar year referred to in §2711.3B3.  If the 
intermediary does not have sufficient charge data to establish a prevailing charge, or if the data 
results in inherently unreasonable results, the intermediary considers data from other sources (i.e., 
gap-filling techniques) such as neighboring intermediaries. 
 
2711.4  Payment for Hepatitis B Vaccine Furnished to ESRD Patients.-- 
 

A.  General.--The Medicare program covers hepatitis B vaccine and its administration when 
furnished to eligible beneficiaries in accordance with coverage rules.  (See §3157 of the  Part A 
Intermediary Manual, §160.1B of the Hospital Manual, and §207.3 of the Renal Dialysis Facility 
Manual.)  Both the vaccine and its administration (including staff time and supplies such as syringes) 
are paid to ESRD facilities in addition to, and separately from, the dialysis composite rate payment. 
 

B.  Payment.--Payment for the hepatitis B vaccine follows the same general principles that are 
applicable to any injectable drug or biological.  Hospital-based facilities are paid for their direct and 
indirect costs on a reasonable cost basis, and independent facilities are paid on an allowable charge 
basis.  The allowance for injectables is based on the cost of the injectable and any supplies used for 
administration, plus a maximum $2 for the labor involved, if the facility's staff administers the 
vaccine.  Also, the intermediary makes an appropriate allowance for facility overhead.  The 
allowance for the hepatitis vaccine is determined in accordance with §2711.4C. 
 

C.  Allowance Determinations.--The allowable charge for the hepatitis B vaccine cannot 
exceed the lower of the median of all generic average wholesale prices considering the dosage size 
(adjusted for medical factors determined by the physician) or an estimate of actual acquisition costs.  
In determining the appropriate payment amount, the intermediary considers such sources as the latest 
editions of Drug Topics Red Book, American Druggist Blue Book or Medispan, realizing that 
purchase, cash, trade or quantity discounts are available.  The intermediary may also consider 
charges made for the vaccine in other settings, e.g., VA hospitals and research hospitals where this 
information is available.  When there are different forms of the  vaccine available, the Medicare 
allowance is based on the charge for the least expensive form for a course of treatment. 
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2711.5 Payment for Immunosuppressive Drugs Furnished to Transplant Patients.-  
 

A.  General.--Effective January 1, 1987, Medicare pays for FDA approved self-administered 
immunosuppressive drugs.  Generally, under this benefit, payment is made for self-administered 
immunosuppressive drugs that are specifically labeled and approved for marketing as such by the 
FDA, as well as those prescription drugs, such as prednisone, that are used in conjunction with 
immunosuppressive drugs as part of a therapeutic regimen reflected in FDA approved labeling for 
immunosuppressive drugs.  This benefit is subject to the Part B deductible and coinsurance provision 
and is limited to the 1-year period after the date of the transplant procedure.  Medicare pays for 
immunosuppressive drugs which are provided outside the 1-year period if the drugs are covered 
under some other provision of the law (e.g., when the drugs are covered as inpatient hospital services 
or are furnished incident to a physician's service). 
 
HCFA interprets "1-year period after the date of the transplant procedure" to mean 365 days from the 
day on which an inpatient is discharged from the hospital.  From surgery until hospital discharge, 
payment for these drugs is included in Medicare's Part A payment to the hospital.  If the same patient 
receives a subsequent transplant operation within 365 days, the period for this benefit begins anew. 
 
The hospital pharmacy must ask the physician to furnish the patient with a non-refillable 30-day 
prescription for the immunosuppressive drugs.  This is because the dosage of these drugs frequently 
diminishes over a period of time, and it is not uncommon for the physician to change the prescription 
from one drug to another because of the patient's needs.  Also, these drugs are expensive, and the 
coinsurance liability on unused drugs could be a financial burden to the beneficiary.  Unless there are 
special circumstances, the intermediary and carrier do not consider a supply of drugs in excess of 30 
days to be reasonable and necessary and limits payment accordingly.  The physician's prescription 
must also indicate the date of the patient's discharge from the hospital after the transplant procedure. 
 A copy of the prescription with this information must accompany the initial claim.  Use this date for 
benefit limitation purposes. 
 

B. Payment.--Payment is made on a reasonable cost basis if the beneficiary is the outpatient of 
a participating hospital.  In all other cases, payment is made on an allowable charge basis. 
 

C.  FDA Approved Drugs.--Some of the most commonly prescribed immunosuppressive drugs 
are: 
 

o Sandimmune (cyclosporine), Sandoz Pharmaceutical (oral or parenteral), 
 

o Imuran (azathioprine), Burroughs Wellcome Vial (oral), 
 

o Atgam (antithymocyte/globulin), Upjohn (parenteral); and  
 

o Orthoclone OKT3 (muromonab - CD3) Ortho Pharmaceutical (parenteral). 
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Also covered are prescription drugs used in conjunction with immunosuppressive drugs as part of a 
therapeutic regimen reflected in FDA approved labeling for immunosuppressive drugs. 
 
The payment for the drug is limited to the cost of the most frequently administered dosage of the 
drug (adjusted for medical factors as determined by the physician). 
 
Consult such sources as the Drug Topics Red Book, American Druggists Blue Book, and Medispan, 
realizing that substantial discounts are available. 
 
 
2711.6 Payment for Intradialytic Parenteral/Enteral Nutrition (IDPN).-- 
 

A. General.--Parenteral/enteral nutrition (PEN) administered during dialysis may be covered 
under Medicare, but it is not part of the Medicare ESRD benefit.  Therefore, an ESRD facility or 
PEN supplier may bill Medicare separately from the composite rate for PEN solution if the patient 
meets all of the requirements for PEN coverage.  (See §65-10 of the Coverage Issues Manual for 
PEN coverage requirements.)  If the ESRD facility bills, it does so as a PEN supplier and bills the 
appropriate PEN Medicare carrier. 
 

B. Staff Time.--ESRD facility staff time used to administer PEN solution is not covered by 
Medicare, and, therefore, not included in the composite rate.  (PEN is considered a self-administered 
therapy and generally administered in the patient's home.)  Since it is not covered under Medicare, it 
is not part of the composite rate nor may a facility bill Medicare separately for it.   
 
The costs of the staff time used for this purpose are allocated to a nonreimbursable cost center on the 
facility's Medicare ESRD facility cost report.  If the facility cannot determine the cost of this service, 
any revenue the facility receives commensurate with the value of this service is used as an offset 
against the facility's cost. 
 
Any payment the facility receives from the PEN supplier (e.g., for administration or recordkeeping 
relating to the provision of parenteral nutritional therapy) is questionable under the Medicare 
program's anti-kickback provision.  
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2712. ITEMS AND SERVICES INCLUDED UNDER COMPOSITE RATE FOR HOME 

DIALYSIS 
 
All items and services included under the composite rate must be furnished by the facility, either 
directly or under arrangements, to all of its home dialysis composite rate patients.  Consequently, an 
ESRD facility cannot bill separately for providing the following items and services to home dialysis 
patients who are under the composite rate system: 
 

o Medically necessary home dialysis equipment; 
 

o Home dialysis support services which include the delivery, installation, maintenance, 
repair and testing of home dialysis equipment and support equipment; 
 

o Purchase and delivery of all necessary home dialysis supplies; and 
 

o Routine ESRD related laboratory tests. 
 
2713. REIMBURSEMENT FOR DIALYSIS SESSIONS FURNISHED TO PATIENTS WHO 

ARE TRAVELLING 
 
2713.1 Travelling Patients Who Are Normally Infacility Dialysis Patients.-- 
 

A. Dialysis at Another Facility.--All infacility dialysis treatments furnished by and in a facility 
are billed by and paid to that facility at its composite rate.  This is true even if the patient is only 
temporary. 
 

B. Temporary Home Dialysis.--Patients who normally dialyze in a facility may wish to 
dialyze temporarily as home dialysis patients while they travel or vacation.  In this situation, benefits 
may be paid only under Method I.  If the patient is not normally a home dialysis patient and has no 
intention of becoming one except for a temporary period, e.g., a vacation, then the patient does not 
complete Form HCFA-382, Beneficiary Selection Form.  (See §2740ff. for further information on 
this form.)  Instead, the patient informs his/her facility: 
 

o He/she will be in travel status, and 
 

o The dates in travel status. 
 
The facility is responsible for obtaining this information from the patient and entering it in the 
"remarks" section of any claims the facility submits for the patient.  The facility indicates "travelling 
patient, temporary Method I" as well as the dates of travel. 
 

1. Temporary Method I.--The patient's regular facility bills its composite rate and no 
other party submits bills to the program.  All suppliers must seek payment  from the facility.   The 
facility bills  these services as     
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though the patient were a home dialysis patient (e.g., the appropriate three-digit numeric revenue 
code in item 51, on the HCFA-1450).  All hospital-based and independent renal facilities must 
complete this item.  The intermediary processes these bills outside the usual system because the 
patient does not file a HCFA-382 selection form. 
 
Follow these special procedures for items and services furnished during the precise period the patient 
is travelling away from home. 
 

2. Self-Care Dialysis Training.--Training services furnished to temporary home 
dialysis patients are covered and paid at the training rate subject to the usual rules for reimbursement 
of training services.  Since the patient does not expect to remain on home dialysis, he/she should 
understand that he/she is expected to perform self-dialysis in the facility when he/she returns to the 
facility. 
 
Under this temporary Method I arrangement, the RO must coordinate with the appropriate 
intermediary to override the normal check in the system that prevents payment of any home dialysis 
items or services on behalf of a patient who has not filed a HCFA-382 selection form.  After the 
intermediary overrides this check, the claims are processed following the usual billing instructions in 
Hospital Manual §§E422.3 and E422.4, Renal Dialysis Facility Manual §§318.1 and 318.2, and of 
Intermediary Manual §3644. 
 
2713.2 Travelling Patients Who are Normally Home Dialysis Patients.-- 
 

A. Dialysis at Another Facility.--All infacility dialysis treatments furnished by and in a 
facility are billed by and paid to that facility.  This is true even if the patient is only temporary. 
 

B. Home Dialysis.--The manner of payment depends upon which method of 
reimbursement the home patient has chosen. 
 

1. Method I (Composite Rate).--If the patient travels from place to place and never 
spends a continuous 30 days at a single facility, then all facilities or suppliers which furnish any 
home dialysis items or services to the patient, must seek payment from the patient's home town 
facility.  The home town facility bills the program its composite rate for each home dialysis treatment 
the patient performs. 
 
If the patient spends 30 days or more at a single facility away from his/her home town facility: 
 

o The two facilities may reach an agreement between them as to which 
facility will bill the program the composite rate.  The facility that does not bill the composite rate is 
paid by the other facility during this period of time.  The temporary facility may only bill the program 
directly for items and services that it furnishes to a patient after a patient has been under its care for 
30 days. 
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If the facility that bills the composite rate is the temporary facility, then it indicates on its claim 
"temporary patient," and the name and address of the patient's home town facility.  The intermediary 
receiving this claim must send a copy of the EOMB to the intermediary servicing the home town 
facility in order to assure that the home town facility is not also paid during this time. 
 

o If the two facilities cannot reach an agreement as to which one will bill the 
program, then after the 30-day waiting period the temporary facility bills its intermediary; the home 
town facility does not bill.  The procedure outlined for completing and processing the claim must be 
followed. 
 

2. Method II (Direct Dealing).--Under Method II, dialysis facilities may bill or be 
paid by the program only for home dialysis support services; not equipment or supplies.  (See 
§2740ff.) 
 
2714. Bad Debts.--Under the composite rate payment system, hospital-based and independent 
facilities are paid 100 percent of their allowable ESRD Medicare bad debts, up to their Medicare 
reasonable costs.  Allowable ESRD bad debts must relate to specific Medicare deductibles and 
coinsurance amounts.  The intermediary makes a lump sum payment at the end of each facility's cost 
accounting period for allowable Medicare bad debts.  Hospitals must keep their ESRD Medicare bad 
debts separate from other Medicare bad debts. 
 
2714.1 Bad Debt Computation.--Determine: 
 

o The facility's dialysis Medicare reasonable cost.  This is the reasonable and necessary cost 
related to covered patient care services furnished to Medicare beneficiaries, as shown on the annual 
Medicare cost report. 
 

o The facility's dialysis Medicare revenue.  This equals the total program payment (80 
percent of the facility's prospective payment rate times the number of treatments furnished, after first 
subtracting applicable deductible amounts) plus the deductible and coinsurance (20 percent of the 
rate) amounts actually collected. 
 

o The amount of the facility's unrecovered cost by subtracting revenue from total reasonable 
cost.  If the facility's revenue exceeds its cost, it has no unrecovered cost and is not eligible to receive 
payment for Medicare bad debts. 
 

o If the facility has some unrecovered reasonable costs, whether the facility has met the 
program requirements in attempting to collect its unpaid deductible and coinsurance amounts. 
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o If the facility meets these requirements, the program pays the facility the lesser of: 
 

- its unrecovered Medicare cost; or 
- the uncollectible deductible and coinsurance amounts. 

 
The following example illustrates the potential different outcomes of this process. 
 
Assume that we have four facilities, each differing from the others only in their costs. Each facility 
furnishes 4,000 dialysis treatments per year, at a prospective rate of $l30 per treatment.  Each 
receives a program payment of $l04 per treatment (80 percent of the payment rate, with the 
beneficiary liable for the remaining 20 percent), yielding revenues of $416,000 per year.  All 
deductible amounts had been met.  Each facility is unable to collect an average of $4 per treatment in 
coinsurance obligations, resulting in revenue from copayments of $88,000 per year, and a total 
uncollectible copayment of $16,000.  Each facility's total revenue from Medicare and beneficiaries' 
payments is $504,000. 
 
The four facilities in our illustration have the following average costs per treatment (CPT), total 
annual allowable Medicare costs (total costs), and total revenue from Medicare program and 
beneficiaries' payments (total revenue). 
 
 

Facility CPT  Total Costs Total Revenue 
 

A $124 $496,000  $504,000 
B 128   512,000 504,000 
C 130   520,000 504,000 
D 132   528,000 504,000 

 
Assuming all collection requirements were met, subtract total Medicare revenue from total costs for 
each of these facilities, resulting in the unrecovered Medicare costs, if any.  Then pay, as allowable 
Medicare bad debts, the lesser of unrecovered cost (total cost - total revenue) or uncollectible 
copayment.  The result is: 
 
   Uncollectible 

Deductible 
 and  Unrecovered Payable 

Facility Coinsurance   Cost   Bad Debts 
 

  A $16,000 $  -0- $  -0- 
  B  16,000   8,000   8,000 
  C  16,000 16,000 16,000 
  D  16,000 24,000 16,000 
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2714.2. Payment of Bad Debts.--Under the composite rate reimbursement system, bad debts are 
reimbursed to a facility in a lump sum year end payment.  Before bad debts are reimbursed, the 
intermediary must perform a limited review of the facility's year end cost report to reasonably ensure 
that the bad debts are allowable.  This review consists, in part, of verifying that the facility has 
documented its bad debts in accordance with §§300-326 and, as a minimum, that the facility's cost 
report was properly desk reviewed. 
 
The intermediary ensures that: 
 

o Total facility bad debts have been removed from the facility's costs (either on the trial 
balance of expenses, or prior to preparation of the cost report). 
 

o Return on equity capital is not included in the facility's costs. 
 

o The dietary costs represent only the cost of dietician services and not meals. 
 

o Reimbursable bad debts claimed on Supplemental Worksheet I-3 and Schedule D, relate to 
Composite Rate services and are not for separately billed items. 
 

o Compensation is allowable for only one administrator and one medical director for each 
facility.  (See §2723.C.3 for the reimbursement guideline on the amount of compensation allowable 
for services performed by the administrator and/or the medical director.) 
 
2715. Initial Method (IM) Payment for Physician Services to Maintenance Dialysis Patients.--
Under the IM, physician's routine professional dialysis services are not billed to nor paid by the 
carrier.  Instead, they are paid by the intermediary to the dialysis facility as part of the facility's 
composite rate.  This addition to the facility's composite rate is called the IM add-on amount.  
Physician's professional services that are not routine professional dialysis services are billed to the 
carrier and paid in the same way as any other Medicare covered physician's professional service. 
 
2715.1 Requirements for the Initial Method.--In order to be paid under the IM the following 
requirements must be met: 
 

o All physicians of the facility must choose the IM for all of the patients treated at the facility 
and all of the facility's Method I home dialysis patients. All of the facility's physicians must file a 
written statement with the carrier and the facility's intermediary to this effect.  For example, 
 

The physicians practicing at __________ dialysis facility are listed below.  The signature of 
each physician indicates the physician's election to be paid for their routine professional dialysis 
services under the Initial Method.  This election is effective for services furnished beginning 
with the second month after the month in which this statement is filed with the carrier(s) and 
the facility's intermediary. 

 
o This written statement must be signed and dated by each physician. 
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o The physician bills the carrier for only those physician's professional services that are not 
routine professional dialysis services.  (See §2715.2.) 
 

o  The election of the IM is effective for services furnished beginning with the second 
calendar month after the month in which all the physicians of a facility elect it.  A physician may 
terminate the election by written notice to the carrier and to the facility's intermediary that the 
physician thereby terminates the IM.  If the carrier and the intermediary receive the termination 
notice on or before November 1, it is effective the following January 1.  If the carrier or the 
intermediary receive it after November 1, it is effective January 1 of the second year after the 
calendar year in which the notice of termination is received.  If the IM is terminated by one 
physician, it is thereby terminated for all physicians at the same facility for the patients treated 
through that facility. 
 
2715.2 Definitions.-- 
 

A. Administrative Services - Physician services that are differentiated from routine 
professional services and other physician services because they constitute supervision, as described 
in the definition of "supervision of staff" or are not related directly to the care of an individual 
patient, but are supportive of the facility as a whole and of benefit to patients in general.  Examples 
of administrative services include supervision of staff, staff training, participation in staff 
conferences and in the management of the facility, and advising staff on the procurement of supplies. 
 

B. Dialysis Session - The period of time that begins when the patient arrives at the facility and 
ends when the patient departs from the facility.  In the case of home dialysis, the period begins when 
the patient prepares for dialysis and generally ends when the patient is disconnected from the 
machine.  In this context, a dialysis facility includes only those parts of the building used as a facility. 
 It does not include any areas used as a physician's private office. 
 

C. Supervision of Staff - An administrative service that does not necessarily require the 
physician to be present at the dialysis session.  It is a general activity primarily concerned with 
monitoring performance of and giving guidance to other health care personnel (such as nurses and 
dialysis technicians) who deliver services to patients. 
 

D. Medical Direction - In contrast to supervision of staff, a routine professional service which 
entails substantial direct involvement and the physical presence of the physician in the delivery of 
services directly to the patient. 
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E. Routine Professional Services - All physician services furnished during a dialysis session 
and all services listed in this section under "Types of Routine Professional Services" that: 
 

o Are personally furnished by a physician to an individual patient. 
 

o Contribute directly to the diagnosis or treatment of an individual patient. 
 

o Ordinarily must be performed by a physician. 
 

F. Types of Routine Professional Services - Routine professional services include at least the 
following services when medically appropriate: 
 

o Visits to the patient during dialysis, review of laboratory test results, nurses' notes and 
any other medical documentation, as a basis for: 
 

- Adjustment of the patient's medication, diet, or the dialysis procedure; 
 

- Prescription of medical supplies; and 
 

- Evaluation of the patient's psychosocial status and the appropriateness of the 
treatment modality, 
 

o Medical direction of staff in delivering services to a patient during a dialysis session, 
and 
 

o Pre-dialysis and post-dialysis examinations or examinations that could have been 
furnished on a pre-dialysis or post-dialysis basis. 
 
2716. ONE HUNDRED PERCENT COST REIMBURSEMENT FOR HOME DIALYSIS 

EQUIPMENT, INSTALLATION, MAINTENANCE AND REPAIR.-- 
 
Prior to August 1, 1983, home dialysis equipment and associated costs (installation, maintenance, 
reconditioning, and renovating) could be paid at 100 percent.  These payments were made pursuant 
to optional agreements between HCFA and dialysis facilities.  Agreements were not allowed after 
July 31, 1983.  However, for agreements executed and equipment purchased prior to August 1, 1983, 
payments for the associated equipment costs listed were continued. 
 
HCFA determined that due to the age of this equipment, it is not cost effective to maintain this 
arrangement.  Previously, facilities were required to use this equipment under the terms of the 
agreement.  Now, facilities may use or dispose of the equipment in any way they choose, and retain 
any proceeds from its disposal.  The composite rate payment for home dialysis furnished using this 
equipment had been reduced by $12 per treatment.  Because these costs are now included under the 
composite rate, this reduction is no longer made. 
 
 
 
 
 
 
 
 
 
 
 
 
 
27-26.2 Rev. 15  



08-93      OUTPATIENT MAINTENANCE DIALYSIS REIMBURSEMENT 2718 
 
 
2717. RECORDKEEPING AND REPORTING REQUIREMENTS UNDER COMPOSITE 

RATE SYSTEM 
 
Each approved ESRD facility must keep adequate records and submit the HCFA approved cost 
report.  Independent facilities are required to submit a completed Form HCFA-265 in accordance 
with HCFA Pub. 15-II, Chapter 9. Hospital-based facilities are required to complete Form HCFA-
2552, the hospital cost report, in accordance with HCFA Pub. 15-II.  Failure to submit a timely cost 
report could result in suspending composite rate payments or revocation of the facility's approval to 
participate in the program. 
 
Except as noted, the Medicare reasonable cost principles apply in the determination and reporting of 
the allowable cost incurred by a facility in furnishing outpatient dialysis treatments (infacility and 
home). 
 
Reasonable costs under the composite rate do not include: 
 

o Return on equity capital for proprietary providers; 
 

o Reimbursement of organ procurement agencies (OPAs) and histocompatibility 
laboratories; and 
 

o The cost of providing paid aides for home dialysis patients. 
 
2718. INSTRUCTIONS FOR REVIEW AND SUBMITTAL OF COST REPORTING FORMS 
 
Use Form HCFA-265 cost report for independent facilities for cost reporting periods ending on or 
after September 30, 1981.  Use Form HCFA-2552, Supplemental Worksheets Is, for hospital-based 
renal facilities for cost reporting periods beginning on or after December 5, 1980. 
 

A. Guidelines for Intermediaries in Processing Cost Reports.--It is necessary for the 
intermediary to perform a limited review of the cost reports prior to submittal to HCFA, focusing on 
the accuracy and completion of the cost reporting forms.  Accurate cost data is required since it is 
used to establish a computerized renal cost data base.  The compiled renal cost data is utilized for 
accumulation of data for overall program evaluation, review of exception requests to the composite 
rate and for the determination of future composite rates.  The intermediary: 
 

1. Reviews all the information submitted, according to cost reporting instructions 
contained in HCFA Pub. 15-II, for Form HCFA-2552 and Form HCFA-265 to ensure that all the 
applicable items have been properly completed.  Annotates those items not applicable.  Completes 
all applicable cost reporting forms. 
 

2. Determines that the facilities have utilized the Medicare principles of reimbursement 
to ensure that only reasonable and allowable costs for furnishing covered services to Medicare 
beneficiaries are reimbursed.  (See §2717 for exceptions to Medicare ESRD costs.) 
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3. Verifies that the cost for the varying modality of treatments, i.e., peritoneal, 
hemodialysis, etc., listed on one schedule is also listed on the corresponding schedule on the 
appropriate lines.  ESRD facilities are to report hemofiltration cost and treatment data under the 
hemodialysis modality. 
 

4. Performs a clerical review by cross footing and footing cost item columns. 
 
The following procedures outline the type of data that must accompany the appropriate cost reporting 
forms submitted to HCFA for each ESRD facility. 
 

B. Cost Reports.--For cost reporting periods beginning on or after October 1, 1987, the ESRD 
facility cost reports are electronically transmitted to HCFA's Bureau of Data Management and 
Strategy.  The hospital-based facilities utilize the Hospital Cost Report Information System (HCRIS) 
and the independent facilities use the Independent Renal Dialysis Information System (IRDIS).  In 
both HCRIS and IRDIS, edits are included for both accuracy and timeliness under the Contractor 
Performance Evaluation System (CPEP). This is a continuation of the CPEP review previously 
performed by HCFA. 
 

1. Hospital-Based ESRD Facilities.--A hospital must submit the following worksheets 
from the cost report Form HCFA-2552:  Supplemental Worksheets S-5, I-2 (Parts I and II), I-3, and 
I-4. 
 
The cost of the approved drug epoietin (EPO) furnished to ESRD patients must be listed on 
Supplemental Worksheet I-2, Parts I and II, line 31.  Do not transfer the total cost of furnishing EPO 
on these supplemental worksheets to Supplemental Worksheet I-3, column 2. 
 

2. Independent ESRD Facilities.--An independent facility must submit the entire cost 
report Form HCFA-265.  The facility must continue to submit a copy of its audited financial 
statement (if available) or unaudited for the accounting period as specified to its servicing fiscal 
intermediary. 
 
The cost of the approved drug epoietin (EPO) furnished to ESRD patients must be listed on Schedule 
A, line 25 and Schedules B and B-1, line 18.  Do not transfer the total cost of furnishing EPO on 
these schedules to Worksheet C, column 2. 
 
See §2710.3 for EPO payment instructions. 
 

C. Exception Requests.--See instructions in §2721. 
 

D. Submission of Cost Reports.--An ESRD facility must submit an annual cost report (Form 
HCFA-265) or Supplemental Worksheets (Form HCFA-2552, Worksheets I-1, 2, and 3) and other 
worksheets as stated. 
 
Cost reports are due on or before the last day of the third month following the close of the period 
covered by the report.  Any ESRD facility failing to submit the cost reporting form to the 
intermediary within the specified time periods is subject to a suspension of its Medicare 
reimbursement.  (See §2717.) 
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The unaudited cost report for each renal dialysis facility must be submitted to HCFA by all 
intermediaries after completion of the intermediary's review. (See §2718.A.)  The independent 
facility's cost report is primarily filed as unaudited, unless HCFA requests an audit of the cost report 
to substantiate a facility's exception request.  The unaudited cost report for each individual ESRD 
facility is provided to HCFA within 180 days of the facility's fiscal year end or 60 days after fiscal 
intermediary receipt, whichever is later. 
 
In order for HCFA to maintain accurate cost data in the renal dialysis cost system, it is expected that 
the intermediary after completion of final settlement (Notice of Provider Reimbursement has been 
issued), submits a copy of the finalized hospital-based cost report with all adjustments.  This 
submission must be sent to HCFA within 30 days after issuance of the Notice of Final Settlement.  If 
the final settlement is made with no changes to the unaudited cost report for the renal dialysis 
department (as previously sent to HCFA), notify HCFA that there are no changes.  Subsequent 
submissions are required each time a settled cost report is reopened and the renal dialysis costs are 
adjusted.  These submissions are due within 30 days after the date of each final settlement. 
 
The ESRD facility must submit Forms HCFA-265 and HCFA-2552, Supplemental Worksheets Is to 
its intermediary which, in turn, must review and electronically transmit the cost reporting forms to 
the Bureau of Data Management and Strategy, Division of Special Programs. 
 
If there are problems pertaining to the submittal of the cost reports, contact the Bureau of Data 
Management and Strategy, Division of Special Programs at (410) 597-3594. 
 
Incomplete cost reporting forms are returned to the intermediary for transmittal to the facility for 
completion. 
 
2719. ISSUANCE OF NOTICE OF PROGRAM REIMBURSEMENT 
 
Upon completion of the desk review and/or audit of the ESRD facility's cost report, the intermediary 
issues a notice of program reimbursement (NPR).  The NPR is prepared using the guidelines in 
§2906.  An NPR issued for an ESRD facility must include reimbursement for bad debts and for 100 
percent home dialysis equipment, net of any interim payments made on the home equipment.  All 
adjustments  made by the intermediary need to be explained in the NPR.  The provider appeal rights 
are explained in the NPR using the ESRD appeal criteria in §2726.  In addition, to protect the 
facility's appeal rights under Subpart R, an NPR is issued even though reimbursement is not being 
claimed by the provider, or the intermediary has not changed the requested amount. 
 
A separate NPR need not be issued for a hospital-based ESRD facility.  Instead, the facility's 
activities are combined with the other hospital activities on a single NPR. 
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2720. GENERAL INSTRUCTIONS FOR PROCESSING EXCEPTIONS UNDER 
   COMPOSITE RATE REIMBURSEMENT SYSTEM 
 
A hospital-based or independent renal dialysis facility may request HCFA to approve an exception to 
the composite payment rate and set a higher payment rate, if the facility has an estimated allowable 
cost per treatment higher than its composite rate, and if the higher costs relate to the exception 
criteria described below.  The costs in excess of the composite rate must be attributable to items and 
services provided to Medicare patients for maintenance dialysis, whether furnished at home or in a 
hospital-based or independent facility.  All of the facility's costs with respect to all modes of 
outpatient maintenance dialysis (exclusive of self dialysis training costs), for both infacility and 
home dialysis patients are considered in an exception request for any mode of dialysis.  For example, 
if the facility's peritoneal dialysis cost per treatment exceeds its composite rate payment, no 
exception is granted if the facility's total maintenance dialysis revenues exceed its total maintenance 
dialysis costs. In considering exception requests for self dialysis training, only the costs relating to 
self dialysis training are considered.  The provisions for filing an exception under the composite rate 
apply for services furnished on or after August 1, 1983. 
 
The Medicare statute requires prompt consideration of all composite rate exception requests filed on 
or after October 21, 1986.  Unless HCFA disapproves a composite rate exception request within 60 
working days after it is filed with the intermediary, the exception request is deemed approved.  The 
first day for counting the 60 working days is the date that the exception request is filed with all 
required documentation with the intermediary (see §§2723.1 and 2723.2) not the date mailed nor the 
date postmarked on the package by the post office.  (See §2720.2.)  For this reason, facilities are 
advised to send their requests by a method which documents the date of receipt during the 
intermediary's regular business hours.  The 60 working days requirement does not apply to composite 
rate exception requests filed before October 21, 1986, the effective date of the statute.   
 
To meet the 60 working days deadline required by law, intermediaries must review and process all 
exception requests within 15 working days.  HCFA processes renal exceptions within 45 working 
days.  Failure to process composite rate exceptions requests timely results in the renal facility's rate 
request being deemed approved. 
 
2720.1  Criteria for Approval of Exception Requests.--HCFA may approve an exception to an 
ESRD facility's composite rate payment if the facility demonstrates with convincing evidence (see 42 
CFR 413.170(f)(5)) that its total estimated per treatment costs are reasonable and allowable in 
accordance with Medicare reasonable cost principles and §2717, and that its per treatment costs in 
excess of its composite payment rates are directly attributable to any of the following criteria. 
 

A. Atypical Service Intensity (Patient Mix).--A substantial number of the facility's outpatient 
maintenance dialysis treatments involve atypically intense dialysis services, special dialysis 
procedures, or supplies that are medically necessary to meet the special needs of the facility's 
patients.  The facility is able to clearly demonstrate that these services, procedures or supplies, and its 
per treatment costs are prudent and reasonable when compared to those of facilities with a similar 
patient mix. 
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B. Isolated Essential Facility.--The facility is the only supplier of dialysis in its geographical 
area, its patients cannot obtain dialysis services elsewhere without substantial additional hardship, 
and its costs, in excess of the composite rate, are justifiable.  HCFA considers local population 
density, typical local commuting distances for medical services, volume of treatments, and dialysis 
facility usage by area residents other than the applying facility's patients in determining whether an 
exception requested on this basis is approvable. 
 

C. Extraordinary Circumstances.--The facility incurs costs in excess of the composite rate 
beyond its control.  Examples could include costs due to a fire, earthquake, flood, or other natural 
disaster.  HCFA does not recognize such costs in cases when a facility chooses not to maintain 
adequate insurance protection against such losses (through the purchase of insurance, the 
maintenance of a self insurance program, or other equivalent alternative) or chooses not to file a 
claim for losses covered by insurance, or not to utilize its self insurance program. 
 

D. Self Dialysis Training Costs.--The facility incurs per treatment costs for furnishing self 
dialysis training that exceed the facility's composite payment rate for such training sessions.  To 
justify its request, a facility must separately identify those elements of costs contributing to its per 
treatment costs in excess of the composite rate and that its total costs are reasonable and allowable. 
 

E. Frequency of Dialysis.--The facility can demonstrate that it expects to incur increased labor 
and/or supply per treatment costs which are directly related to a substantial number of outpatient 
maintenance treatments furnished at a frequency less than three times per week.  Per treatment 
payment rates granted under this criterion are no more than the amount that results in weekly 
reimbursement per patient equal to three times the facility's prospective reimbursement rate. 
 
Further explanation and examples related to the above criteria may be found in §2725ff.  
 
2720.2  Time Period for Requesting Exception.--If a facility documents that its projected cost per 
treatment is greater than its payment rate (based on prior year costs and utilization trends), and its 
excess costs are attributable to one of the exception criteria in §2720.1, a facility may request an 
exception within 180 days of: 
 

o The effective date of new prospective payment rates (the intermediary sends a notice per 
§2704);  
 

o The effective date that HCFA opens the exception process; or 
 

o An extraordinary cost increasing event. 
 
In determining the 180-day period when HCFA issues new composite rates or opens a new exception 
window, HCFA counts the effective date as the first day of the 180-day period because payment for 
ESRD services under the new composite rates or an approved exception begins that day.  For 
example, if new composite rates or an exception window opens effective January 1, 1993, the 180-
day period begins on January 1, 1993 and ends on June 29, 1993.  When an exception request is filed 
with all required documentation with the intermediary before or on the effective date of new 
composite payment rates or the opening of an exception window and is  approved by HCFA,  the 
exception request relates  back to the                                 
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effective date so that a successful requestor gets the full 180 days of payment at its new rate. 
 
An exception request with all required documentation must be filed with the intermediary by the 
180th day.  Delivery of the request must be accomplished through a method which documents the 
date of receipt during the intermediary's regular business hours. A postmark or other similar mark 
does not serve as documentation of the date of receipt.  Failure by a facility to submit its exception 
request within 180 days results in the exception request being denied.  In addition, neither HCFA nor 
intermediaries may extend the 180-day time frame for filing an exception.  Therefore, if the 
intermediary returns a facility's exception request for any reason, the facility must resubmit its 
request to the intermediary within the 180-day time frame. 
 
2720.3  New Facility Exception Request.--To justify an exception request, a renal facility must 
submit projected costs, as required by regulation.  This projection is based on prior year costs and 
utilization trends.  Therefore, a new facility may not request an exception to its composite payment 
rate, unless it has been in operation for the previous 12 months prior to the effective date of new 
composite payment rates or when HCFA opens the exception process. (See 42 CFR 413.170(f)(2).) 
 
2720.4  Period of Exception Rate.--If HCFA approves an exception and sets a new prospective 
payment rate, the beginning and ending date of the exception is as follows. 
 

A. Beginning Date.--The beginning date is: 
 

o The date the intermediary received the exception with all required documentation (no 
exception payment rate can start after the 180-day time frame for filing an exception); or 
 

o In the case of an extraordinary cost increasing event, the date of the event. 
 

B. Termination Date.--The termination date is the earlier of: 
 

o The effective date of new prospective payment rates; 
 

o The effective date HCFA notifies providers that they have to reapply for an exception; 
 

o The date when the extraordinary circumstances justifying the exception no longer 
exist; or 
 

o In the case of an extraordinary cost increasing event, either the date of the next rate 
notification or another date that HCFA determines to be more appropriate. 
 
2720.5  Onsite Review.--Any facility that requests an exception to its composite payment rate is 
required to maintain records and furnish information to substantiate the costs incurred and that its 
costs are in excess of the composite rate and are attributable to one or more of the exception criteria. 
HCFA may determine that an onsite review of the facility is necessary to aid HCFA in its review of 
the exception request by evaluating the efficiency and economy of the facility's operation.  The 
findings resulting from the onsite review are used as a basis for adjudicating the facility's exception 
request.  The onsite review is performed by the area servicing intermediary.  HCFA may require an 
audit of the facility. 
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2721. EXCEPTION REQUESTS - ALL FACILITIES 
 
The facility is responsible for justifying and demonstrating to HCFA's satisfaction that the 
requirements and the criteria listed in these instructions are met in full.  That is, the burden of proof 
is on the facility to show that one or more of the criteria are met, and that the facility's costs, in 
excess of its composite rate, are justifiable under reasonable cost principles.  Allowable cost is the 
reasonable cost related to dialysis treatments. Reasonable cost includes all necessary and proper 
expenses incurred by the facility in furnishing the dialysis treatments, such as administrative costs, 
maintenance costs, and premium payments for employee health and pension plans.  It includes both 
direct and indirect costs and normal standby costs. 
 

A. Satellite Facilities.--Although satellite facilities are separate facilities and receive a 
separate provider number for certification purposes, they are still considered to be part of the hospital 
complex.  Their costs flow through the hospital and are reported on the hospital's cost report.  
Therefore, when HCFA processes an exception request from a hospital-based facility that has one or 
more satellite facilities associated with it, HCFA reviews the costs and circumstances of the entire 
facility including all satellites, to see if the exception criteria are met. 
 
A facility filing a request for an exception must meet the following conditions. 
 

B. Submittal of Written Justification.--The facility must provide written justification for 
supporting the facility's higher cost.  The fact that a facility projects costs higher than its composite 
rate payment is not adequate documentation for granting an exception.  The facility must provide 
HCFA with supporting material documenting the reasons that may justify its costs in excess of its 
composite payment rate(s).  In addition, the facility must separately identify those items and services 
that are in excess of the composite payment rate. 
 

C. Documentation for Specific Cost Categories.--The following cost categories have a 
significant impact on costs and are to be documented by a facility submitting an exception request.  
The costs must be reviewed and allocated properly between each mode of care. 
 

1. Personnel.--Evaluate the basis of allocation to determine the following: 
 

o Amount and reasonableness of the remuneration of each employee; 
 

o Number of personnel; 
 

o Amount of time spent in the dialysis unit; 
 

o Duties performed in the dialysis unit; and 
 

o Staff to patient ratio (refers to RNs, LPNs, technicians and aides), based on total 
hours, with an analysis of productive versus nonproductive hours.  For this section, productive time 
means paid time for which services are performed for ESRD patients.  Nonproductive time means 
paid time for which services are not performed for ESRD patients, such as holidays, vacation, and 
sick time.  
 
 
 
 
 
 
 
 
 
 
Rev. 23    27-33 



2721(Cont.) OUTPATIENT MAINTENANCE DIALYSIS REIMBURSEMENT     08-93 
 
 

2. Staffing Pattern.--The facility must submit a schedule based on the actual cost report 
submitted, which identifies on a monthly basis: 
 

o  Staff per shift; 
 

o Patients per shift; and 
 

o Number of employees hired or terminated. 
 

3. Overhead.--Cost must be reviewed as follows: 
 

o Costs are in accordance with Medicare principles of reimbursement; and 
 

o A listing of personnel, their specific responsibilities, and the amount of 
remuneration are included in the administrative and general cost center. 
 

4. Laboratory.--The facility must submit a list of the laboratory tests used routinely in 
the dialysis procedure.  Laboratory tests are defined in: 
 

o §50-17 of the Coverage Issues Manual for hospital-based facilities; and 
 

o §207.1 of the Renal Dialysis Facility Manual for independent facilities. 
 

5. Drugs/Medications.--The facility must submit a list of the drugs/medications covered 
under the composite rate (see §2710.2) that the facility furnishes to its dialysis patients.   
 

6. Supplies.--The facility must furnish a complete list of supplies used routinely in a 
dialysis treatment.  This list must include the make and model number of dialyzer and component 
cost of each dialyzer and must reconcile with the supply cost per treatment reported on the cost 
report. 
 

7. Routine Ancillary Cost.--Routine items include laboratory, oxygen therapy, 
drugs/medications and supplies, and services which are commonly furnished as part of a typical 
dialysis service. These costs are reimbursed through the facility's dialysis composite reimbursement 
rate and may not be billed separately. 
 

8. Nonroutine Ancillary Cost.--The facility must exclude nonroutine items and services 
from its allowable cost because they are not considered part of the dialysis service costs that are used 
in computing its composite rate.  Additional ancillary items and services that are not routinely 
furnished, but medically necessary for some patients, must be separately billed, justified for medical 
necessity, and verified by the intermediary.  Nonroutine items and services such as 
drugs/medications, supplies, and laboratory tests are not part of the normal dialysis and are not 
reimbursed through the facility's rate and may therefore be billed separately. 
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9. Machine Depreciation.--The facility must list the following: 
 

o Machines; 
 

o Dates of purchase; 
 

o Machines estimated useful life; and 
 

o Method of depreciation. 
 

10. Physician Reimbursement.--Physicians' medical services (including physicians' ESRD 
supervisory services) are reimbursed by the carrier under the physician monthly capitation payment 
(MCP).  Therefore, the cost of physicians' supervisory services may not be included as a facility's 
cost. 
 

11. Inpatient/Outpatient Costs (Hospital-Based Facilities).--The facility uses the statistics 
recommended in the cost reporting instructions for cost allocation so that the dialysis costs are 
properly apportioned between inpatient/outpatient services.  
 

12. Self Dialysis and Home Dialysis Training Costs.--The facility must separately identify 
dialysis training costs by treatment modality. 
 

13. Home Program.--The facility must identify costs associated with services rendered to 
all home dialysis patients (both Method I and Method II patients) in the areas of: 
 

o Support services (If some personnel provide home training services, explain how 
salary costs are allocated.); 
 

o Supplies; 
 

o Dialysis equipment; and  
 

o Other costs directly related to home program, for example,  mobile unit, travel 
expenses. 
 
A beneficiary has the option of dealing directly with the Medicare program or having the dialysis 
facility furnish all home dialysis services.  Therefore, the facility must submit documentation 
segregating the home program costs and the treatments associated with these patients.  Providers 
must report the costs of support services furnished to Method II patients in accordance with cost 
reporting instructions contained in HCFA Pub. 15-II. 
 

D. Amount Requested.--The facility must list the current and requested payment rate for each 
modality of treatment. 
 
EXAMPLE 1: 
 
Hospital-Based Facility (MSA) 
 

Hemodialysis 
Current Rate   Requested Rate 

 
Outpatient Maintenance  $123.86    $160.00 
 
Home Training  $143.86    $180.00 
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EXAMPLE 2: 
 
Hospital-Based Facility (MSA) 
 

Peritoneal Dialysis 
 

Current Rate  Requested Rate 
 
Outpatient Maintenance $185.79  $250.00 
Home Training $205.79  $270.00 
 
The amount requested must be identified by specific cost component(s), for example, salaries, 
supplies, overhead, and laboratory (see §2723.D) with a cross reference to the narrative explanation 
and the workpapers supporting the exception request.   
 

E. Cost Per Treatment.--A renal  facility must submit a schedule showing the cost per 
treatment for each component cost by mode of dialysis treatment.  The cost components (i.e., 
salaries, supplies, depreciation) are those reported by a facility on its cost report.  The cost per 
treatment for each component cost must reconcile with reported costs.  In addition, the facility must 
submit a schedule combining total outpatient and home maintenance dialysis costs, since the 
composite rate system is based on a single payment for all outpatient maintenance dialysis treatments 
(infacility and home).  This schedule combines the facility's infacility outpatient maintenance costs 
with its home dialysis maintenance costs and computes a cost per treatment for these combined 
costs. This schedule is required for both actual and budgeted costs. 

 
F. Budget Estimate.--The facility must submit a projected budget estimate and utilization 

trend through the period for which the exception rate is to apply, showing that its allowable cost per 
treatment is higher than its composite rate, and that the costs in excess of the composite rate are 
attributable to factors relating to one of the above stated exception criteria.  Any significant variance 
between budgeted treatment and actual treatments furnished in the prior year must be addressed in 
the supporting documentation.  The documentation to support the projected budget estimate must be 
submitted in the following format: 
 

o Appropriate completed cost reporting schedules; i.e., Supplemental Worksheets I-1, 2, 
and 3 of Form HCFA-2552 (hospital-based facilities) or Form HCFA-265 (independent facilities) 
full cost report listing the projected budget costs; and 
 

o Documentation supporting any significant increases in budgeted costs over actual 
costs reported for prior reporting period. 
 

G. Reporting Actual Cost.--A renal facility must submit a copy of its most recently filed cost 
report.  When the facility submits a revised cost report, it must have received prior intermediary 
approval to change its cost allocation methodology in accordance with cost reporting instructions 
contained in HCFA Pub. 15-II.  No intermediary approval is needed if the facility is changing to the 
recommended statistics, as described in the cost report instructions.  However, the facility must 
submit a copy of the revised cost report to its intermediary who must accept it.  In addition, the 
facility must state that it has auditable documentation to support its statistical basis for the 
reallocation and must explain the reason for any shifting of costs. If the revised cost allocation is for 
the purpose of shifting costs to meet the exception criterion or in less  
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costs being allocated to inpatient treatments than outpatient treatments, HCFA disregards the revised 
cost report and uses the latest actual cost report received by the intermediary. 
 
A renal facility submits actual cost data for the short period beginning with the start of its fiscal year 
and ending with the start of new composite payment rates or a reasonable time frame before it files 
its exception request.  When the facility includes actual cost and budgeted costs with its exception 
request, the facility must attach a schedule segregating its actual costs incurred from its budgeted 
costs. 
 
A renal facility must compare its most recently completed cost report with its prior years' cost 
reports.  Such comparisons may reveal significant changes, which may indicate errors or problems 
with the cost data that may require a more intensive review of the applicable area.  All material cost 
changes must be explained and included with the documentation supporting the exception request.  
For example, Provider A has a composite rate of $115.00.  Provider A reported a cost per treatment 
of $120.00 on its 1992 cost report and a cost per treatment of $125.00 on its projected 1993 cost 
report and is requesting an exception.  However, its cost per treatment on its 1991 cost report is 
$98.00, which is much less than its composite rate.  The provider must furnish a detailed explanation 
of why its costs have increased so much between 1991 and 1992.  General explanations are not 
acceptable. 
 

H. Inpatient Treatments.--A hospital renal facility must submit with its current cost report the 
number of inpatient dialysis treatments it furnished.  The hospital computes a cost per treatment and 
provides an explanation if its cost per treatment is equal to or less than the provider's outpatient cost 
per treatment.  An independent renal facility also provides similar information if it is furnishing 
inpatient treatments under arrangement. 
 
 
2722. COST REPORTING REQUIREMENTS 
 
The facility must submit the following cost reports. 
 

A. Provider-Based Facilities.--The provider must submit the previous year's complete cost 
report Form HCFA-2552 and the Supplemental Worksheets I-1, 2, and 3 (with the attached analysis 
of other expenses in the renal department as shown on Worksheet A, line 41, and line 59, column 2). 
 A provider may not revise Schedule I merely to reflect a more favorable historic financial position 
when filing an exception request. (See §2721F.) 
 

B. Independent Facilities.--The independent facilities must submit the full cost report Form 
HCFA-265 and a copy of the facility's audited financial statement (if available) or unaudited for the 
accounting period specified on the cost report. 
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2723. RESPONSIBILITY OF INTERMEDIARIES 
 
All composite rate exception requests filed on or after October 21, 1986, are to be reviewed and 
processed within 15 working days from the date the exception is filed. Verify that the exception 
request contains documentation to support the renal facility's position.  When the renal facility fails 
to submit the required documentation (see §2721), the exception request is returned to the facility. 
(See §2723.3A.)  The 60 working days starts when the renal facility files an exception request with 
all required documentation with the intermediary during the intermediary's regular business hours, 
subject to the 180 day time period for requesting an exception.  (See §2723.3A.) 
 
2723.1  Inform HCFA Central Office of Composite Rate Exception Requests.--To track the start 
of the 60 working day requirement, intermediaries must call HCFA central office the day a 
composite rate exception request is received.  The contact person is located on telephone number 
(410) 966-4560.  The following information is provided: 
 

o The name and provider number of the renal facility; 
 

o The date the exception is received; 
 

o The type of exception, e.g., atypical patient mix, training; 
 

o The amount requested; and 
 

o A phone number and contact person at the intermediary. 
 
2723.2  Composite Rate Exception Log.--The intermediary maintains a composite rate exception 
log.  The purpose of this log is to monitor the 15 working days and to ensure the timely processing of 
all composite rate exceptions.  In addition, the log documents the starting date for processing 
composite rate exceptions.   This is in case a renal facility alleges that its composite rate exception 
was not processed within 60 working days.  The following information is included in the log: 
 

o The date the exception is received by the intermediary.  (The intermediary date stamps 
each request.); 
 

o The renal facility's reason for requesting the exception; 
 

o The intermediary's reason for returning an exception; 
 

o The intermediary's recommendation to either deny or approve the facility's request. (All 
workpapers supporting the intermediary's decision must accompany the facility's exception request 
when mailed to HCFA central office.); and 
 

o The date the exception is mailed to HCFA central office.  (See §2723.3F.) 
 
2723.3 Intermediary Review.--The following procedures are applied after receiving a facility's 
composite rate exception request. 
 

A. Exception Request Review.--The intermediary reviews the exception request, the cost 
report, the facility's projected costs, and any other documentation submitted by the facility to assure 
that it is complete and accurate.   If the renal facility fails to submit the required documentation, as 
required by this chapter, the exception request is returned to the facility.   
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A copy of this letter is sent to HCFA central office.  The mailing address in §2723.3F is used.  
HCFA suggests use of the following language in returning the ESRD exception request to the 
facility. 
 
"A facility that files an exception request has the burden of proving not only that it meets the criteria 
for being granted an exception but also that its excessive costs are justifiable.  See 42 CFR 
413.170(f)(5).  Since you failed to submit the required documentation in accordance with §2721 of 
HCFA Pub. 15-I, we are returning your exception request.  The 60 working days for processing 
exceptions, as specified in §1881(b)(7) of the Social Security Act (as added by §9335(a)(2)(B) of the 
Omnibus Budget Reconciliation Act of 1986, Pub. L. 99-509), begins when you have filed an 
exception request with all the required documentation.  Our returning your exception request does 
not extend the deadline by which you must submit an exception request with all the required 
documentation.  Requests and documentation received in this office after (insert date) will be denied 
because they were not filed in a timely manner."  
 
Include in the letter the final date the facility may submit its exception request, which is 180 days 
from the effective date of new composite payment rates or 180 days from the effective date the 
exception process opened.  (See §2720.2.) 
 

B. Mailing of Exception Request.--After completing its review of the renal facility's exception 
request, the intermediary mails the facility's exception request plus its recommendation to HCFA 
central office.  (See §2723.3F.)  To expedite the exception process, the intermediary mails all 
exception requests using an overnight delivery service.  In its cover letter, the intermediary must state 
the date the exception request was received in its office. 
 

C. Determination of Reasonable and Allowable Costs.--The intermediary determines that 
Medicare principles of reimbursement were used to ensure that only reasonable and allowable costs 
are included in the facility's costs.  The intermediary reviews the following reimbursement areas. 
 

1. Bad Debts.--Facilities are not to include an allowance for doubtful accounts in 
reported costs but submit separately the total dollar amount of bad debts actually incurred.  
Allowable bad debts include only uncollectible deductibles and coinsurance related to covered 
composite rate services furnished to Part B beneficiaries. Renal facilities may not claim the 50 cents 
reduction required by §9335(j) of OBRA 1986 as an expense on their Medicare cost reports.  The 
intermediary verifies that renal facilities have properly treated this 50 cents reduction before the 
facility calculates its reimbursable bad debts or files for an exception request.  (See §§300 and 2714.) 
 

2. Allowable Compensation for Physician Owners and Medical Directors.--
Compensation, including fringe benefits, paid to a physician owner or medical director may not 
exceed the reasonable compensation equivalent (RCE) limits currently in effect for a specialty of 
internal medicine for a metropolitan area of greater than one million people.  See §2182 for a 
description of the RCE limits and §2182.6 for the current salary limit for a specialty of internal 
medicine.  The physician's salary reported as a Medicare allowable cost for administrative services 
may not exceed the RCE limit.  Furthermore, the facility must adjust the RCE limit by the time spent 
by the physician as owner or medical director performing administrative services for the facility.  
Based on Medicare program statistics, the median amount of time spent by  physicians in ESRD 
facilities on administrative duties is 25 percent.  If a facility reports that a physician spends more 
than 25 percent of his or her time performing administrative type services, the facility must 
document its claim.  If no documentation is furnished and the facility is reporting physicians’ time in 
excess of 25 percent, the intermediary limits the physician’s  compensation to the lower of the 
amount claimed or 25 percent of the RCE limit in effect.  If the physician as owner or medical 
director furnishes services to more than one facility, his or her total time may not exceed 25 percent 
unless the facility has documentation to support its claim.  
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A renal facility may adjust the 25 percent limit to reflect special facts and circumstances, e.g., a 
medical director may spend more time at a renal facility that furnishes a larger number of treatments 
and other medical services than most renal facilities.  If a renal facility claims a higher percentage of 
time, it must be able to document the medical director’s actual time spent performing administrative 
duties.     
 

3. Allowable Compensation for Owners, Administrators, and Assistant Administrators.--
Reasonable compensation, including fringe benefits, paid to owners,  administrators, and assistant 
administrators is an allowable cost. (See §904.)  In most instances, compensation paid to these 
individuals may not exceed $90,000.  When these individuals spend less than 100 percent of their 
time performing services, adjust the $90,000 to reflect the actual time spent at the facility.  If an 
individual provides services to more than one renal facility, the individual's time must be prorated 
among the different entities and may not exceed 100 percent.  In certain circumstances, a renal 
facility could claim more than the $90,000 limit, e.g.,  it may be reasonable for a renal facility 
furnishing a large volume of dialysis treatments and other medical services to pay an individual in 
excess of $90,000.  In these circumstances, an intermediary may survey other renal facilities to 
determine if the higher amount is reasonable. 
 

4. Depreciation--An appropriate allowance for depreciation on buildings and equipment 
is an allowable cost.  Payment for services includes depreciation on all depreciable type assets that 
are used to provide covered services to beneficiaries. (See §104.) 
 

5. Start-up and/or Organizational Costs.--Start-up and organizational costs are allowable 
costs under the program.  The start-up and organizational costs incurred must be amortized over an 
appropriate period of time.  (See §2132.) 
 

6. Interns and Residents.--Reasonable costs for an approved intern and resident teaching 
program, if comparable to the costs of other similar facilities that have educational programs, are 
reimbursable to the hospital under the program.  (See §404.) 
 

7. Nursing School.--An approved nursing education program must be operated by a 
provider (or jointly by a group of providers) for students of the provider(s) for Medicare to recognize 
the costs of the program as allowable costs of the provider(s).  (See §404.) 
 

8. Medical Records.--The reasonable cost of medical records is reimbursable under the 
program. 
 

9. Cost to Related Organizations.--This cost represents the cost applicable to services, 
facilities, and supplies furnished to the facilities by organizations related to the facility by common 
ownership or control and is  included in the allowable cost of the facility at the cost to the related 
organization.  (See §1005.) 
 

10. Home Office Costs.--These costs directly related to those services performed for 
individual facilities which relate to patient care plus an appropriate share of indirect costs (overhead, 
rent, administrative salaries, etc.) are allowable to the extent they are reasonable.  (See §2150.) 
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11. Prudent Buyer.--Facilities are to utilize the prudent buyer concept by refusing to pay 
more than the going price for an item or service.  This is especially so when the buyer is an 
institution or organization which makes bulk purchases and can, therefore, often obtain discounts 
because of the size of its purchases.  (See §2103.) 
 

12. Return on Equity Capital.--Proprietary facilities are not to include return on equity 
capital in their reported total costs.  Since the purpose of the rate is to give facilities an incentive to 
reduce costs to realize a profit from the rate, reimbursement of equity capital is inappropriate.  (See 
§1200.) 
 

13. Dietary.--Facilities are not to include the cost of meals served to patients in the 
outpatient renal department in their reported total costs.  However, the reasonable cost of dieticians' 
salaries is  reimbursable under the program. 
 

D. Reasonableness of Cost and Comparison to Peer Group.--The intermediary reviews and 
determines the reasonableness of each component cost of outpatient maintenance dialysis (infacility 
and home patients) in lieu of lump sum costs.  The intermediary compares the aberrant costs to the 
costs of the peer group of ESRD facilities in the intermediary's geographical area.  All significant 
differences from the peer group must be explained.  The intermediary must submit peer comparisons 
with each exception request sent to HCFA.  If there are only a few facilities in the intermediary's 
geographical area and the intermediary has previously submitted a peer group of all its facilities, the 
intermediary submits a copy of the workpapers previously submitted with any other subsequently 
filed exception requests.  Peer group comparisons are updated for each exception window.  The 
intermediary must also submit a peer review with an isolated essential facility (IEF) exception 
request.  For example, if an independent facility files for an exception as an IEF, then the 
intermediary compares it to other independent facilities that it services. 
 
In addition to the peer comparison submitted by the intermediary, HCFA uses  national data and 
general program statistics in evaluating the reasonableness of a facility's component costs shown in 
its exception request.  HCFA's median cost per treatment data is as follows: 
 

Cost Component                         Amount 
Salaries                                $40 
Supplies                                $33 
Overhead excluding Employee Benefits    $47 
Overhead including Employee Benefits    $54 
Employee Benefits                       $  7 
Laboratory                              $  3 

 
E. Cost Report Review.--The intermediary performs a limited review of the cost reports prior 

to submitting to HCFA. 
 

1. The intermediary reviews all the cost reporting forms and information submitted in 
accordance with HCFA Pub. 15-II to ensure that all the applicable items have been properly 
completed.  All cost reporting forms must be completed.  Those items not applicable are submitted 
and annotated as N/A (not applicable). 
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2. The intermediary identifies changes in the cost per treatment, lists the requested cost 
per treatment by modality (i.e., hemodialysis, peritoneal dialysis, and home program),  and compares 
this data with the cost per treatment in the most current cost report.  Then, the intermediary 
determines whether the facility has adequately explained any variances in its narrative documentation 
as required by §2721E. 
 

3. The intermediary performs a clerical review by cross footing cost item columns. 
 

F. Submission of Documentation.--The intermediary submits the exception request, a 
preliminary recommendation, including appropriate workpapers and the reason for the decision, and 
the cost report and supportive documentation to the following address: 
 

Health Care Financing Administration 
Center for Health Plans and Providers 
Chronic Care Purchasing Policy Group 
Division of Chronic Care Management 
7500 Security Boulevard 
Baltimore, MD  21244 

 
To provide that all filings by the provider are handled timely by the intermediary, the intermediary 
instructs the provider to: 
 

o Mail all exceptions separately from any other material, e.g., Medicare cost reports that are 
not related to exception requests; and 

 
o Use specially marked envelopes to forward the exception to the intermediary. 

 
2724. HCFA CENTRAL OFFICE RESPONSIBILITIES 
 
Upon receipt of the exception request information from the intermediary, HCFA: 
 

o Reviews all the information submitted; 
 

o Prepares a decision based on the documentation submitted and advises the intermediary of 
the decision or the status of HCFA's review; and 
 

o Notifies the intermediary of any exceptions to the facility's rate.  Intermediary pays 80 
percent of the payment rate that HCFA established.  The beneficiaries are liable for the remaining 20 
percent of the payment rate.  HCFA reimburses each facility its allowable Medicare bad debts up to 
the facility's costs as determined under Medicare principles of reimbursement in a lump sum at the 
end of the facility's cost reporting period.  Cost reporting forms have been designed to compute the 
facility's bad debt payment. 
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2725. SPECIFIC INSTRUCTIONS FOR ADJUDICATING ESRD EXCEPTION REQUEST 
 
2725.1 Atypical Service Intensity/Patient Mix.-- 
 

A. General.--An exception to the composite rate(s) for atypical service intensity/patient mix is 
allowed under specific circumstances.  This exception is limited to those situations where the facility 
can demonstrate that it expects to incur higher than average per treatment costs which are directly 
related to a substantial number of treatments to be furnished to patients who, because of their 
complex medical needs require more intense care, special dialysis procedures or supplies during an 
outpatient maintenance dialysis session. 
 
To qualify for an exception under this section a facility must be efficiently, economically, and 
effectively operated and meet the criteria in subsection B. Therefore, where costs in excess of the 
composite rate are a result of low utilization, i.e., inefficient management, the facility is not eligible 
for this exception. 
 
Types of facilities that may qualify under these criteria are those providing more intensive dialysis 
services that are medically necessary for a substantial number of patients such as: 
 

o  Patients who are referred from other facilities on a temporary basis for more intense care 
during a period of medical instability and who return to the original facility after stabilization; 
 

o  Pediatric patients who require a significantly higher staff-to-patient ratio than typical 
adult patients; or 
 

o  Patients who are not commonly treated by most dialysis facilities because of complex 
medical needs which complicate the dialysis procedure and thereby directly increase cost. 
 

B. Criteria.--In order for an exception to be granted, any one of the following criteria must be 
met. 
 

1. Nursing Service Hours Per Treatment.--The provider must submit data which 
demonstrate that its patients will receive significantly more nursing (refers to RNs, LPNs, 
technicians, and aides) hours (based on total hours as explained in §2721.B.1.e.) per treatment than 
patients receive in other facilities.  The increased hours of nursing service must be justified by data 
that demonstrate that the higher hours per treatment and thus the higher per treatment costs are 
necessitated by the special needs of the patients such as those referred to in the above listing.  For 
example, documentation must show that higher per treatment costs are incurred because of increased 
nursing hours resulting from services furnished to a substantial number of patients with more 
complex medical needs or that more nursing care results in fewer inpatient admissions. 
 

2. Number of Employees in Outpatient Renal Area.--Data must be submitted that show 
that higher staff-to-patient ratios represent nursing assessment/intervention based upon patient acuity 
levels.  The provider must show that the additional nursing hours per treatment is not the result of an 
excess number of employees in the outpatient maintenance renal area, compared   
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to facilities treating a similar patient mix.  HCFA uses cost report data and information from the 
ESRD Medical Information System (MIS) relative to providers treating patients nationwide. 
 

3. Supply Cost Per Treatment.--The provider must also show that an excess supply cost 
per treatment is related to the special needs of the patients and not the result of inefficiency.  In order 
to be acceptable, documentation must be submitted that demonstrates that the provider acted 
prudently, i.e., utilized bulk purchase discounts, when available.  When it is found that the facility is 
not using bulk purchase discounts, the amount of the exception otherwise permitted is reduced.  
HCFA uses, as a guideline, manufacturer and supplier price lists, and cost report information from 
other facilities. 
 

4. Overhead Costs.--There are infrequent instances, (e.g., hepatitis) when an isolated 
area is required and when higher overhead costs may be justifiable.  For these costs to be considered 
under this exception criteria, documentation must be submitted that identifies the basis of higher 
overhead costs, the specific cost components to be impacted, and the incremental per treatment costs. 
 General statements regarding a facility's higher overhead costs are not acceptable in meeting the 
criteria. 
 

5. Pediatric Facilities.--Although higher staff-to-patient ratios are commonly associated 
with children's hospitals and facilities treating a substantial number of pediatric patients, to qualify 
for this exception, higher nursing hours per treatment must be documented.  In addition, when per 
treatment costs are impacted by non-nursing disciplines, i.e., social worker, play therapist, etc., these 
costs are recognized if the supporting documentation specifically identifies the personnel and 
demonstrates that these services are furnished because of the special needs of the patients treated. 
 

C. Patient Data Summary.--In applying for any exception under §2725.l, the facility is 
required to submit by modality and setting (infacility versus home) the number of projected 
treatments and a listing of all patients showing: 
 
 

o Individual patient diagnosis, 
 

o Identification of diabetic patients, 
 

o Identification of patients, who must be isolated because of hepatitis, AIDS, other 
infectious diseases, etc.,   
 

o Patients transplanted (including date of transplant), 
 

o Patients awaiting transplant (This list is limited to patients who are medically able, 
have given consent, and are on an active transplant list at the reporting center.), 
 

o Projected transplants, 
 

o Home patients, 
 

o  Infacility patients 
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    o Staff assisted patients, 
 

o Self dialysis patients 
 

o Age of patients, 
 

o Mortality rate broken out by age and diagnosis, 
 

o Number of patient transfers, reasons for transfers, and any related information, and 
 

o Total number of hospital admissions for the facility's patients and reason for and 
length of stay of each admission. 
 
The number of projected transplants is based on historical data, i.e., prior years' experience, unless 
information is submitted documenting the projections.  Documentation for the actual cost period 
includes the current status of transplanted patients, e.g., date the patient returned to dialysis due to 
rejection.  Additionally, missed treatments due to hospital admission, vacations, etc., must be 
identified by patient and taken into consideration when projecting treatments. 
 

D. Costs That Do Not Meet Criteria.--While facilities must assure that the staff/patient ratio is 
appropriate to the level of dialysis care being given, there are no federal statutory nor regulatory 
requirements which mandate utilization of an all RN staff in the efficient delivery of dialysis 
services.  However, HCFA does recognize State level of skill requirements relating to licensed 
personnel.  Therefore, per treatment costs in excess of the composite rate resulting from a 
management decision, i.e., utilization of an all RN staff, does not qualify for an exception under this 
section. 
 
The fact that some patients are retained on infacility dialysis because they lack a suitable partner/aide 
to assist with dialysis in the home, or the home environment is not readily adaptable is already 
recognized in the prospective rate.   Therefore, when the facility retains its patients on infacility 
dialysis for reasons which do not meet the criteria of the atypical service intensity/patient mix 
exception, no exception is approved. 
 
A listing of patients by diagnosis and general statements regarding the medical conditions of a 
facility's patient population without showing the adverse effects of patient mix on facility cost are 
unacceptable in meeting this exception criteria.  ESRD facilities providing services to patients 
generate a typical patient mix.  Therefore, documentation that does not identify both the specific 
additional items and/or services to be rendered which are in addition to a routine dialysis service and 
the incremental costs of these items and/or services do not qualify for an exception under this 
section. 
 
A one-month time sampling is not sufficient documentation to verify the acuity of a facility's ESRD 
patient population nor to justify increased salary costs.  In the event that a time study is used, the 
general Medicare principles regarding the adequacy of periodic time sampling as described in §2313 
must be followed. 
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2725.2  Frequency of Dialysis 
 

A. General.--An exception under this section may be granted when a facility can demonstrate 
that it expects to incur increased per treatment costs which are directly related to a substantial 
number of outpatient maintenance treatments furnished at a frequency less than three times per week. 
 Although this exception is applicable to costs associated with hemodialysis treatments, the 
exception amount approved is computed using total treatments.  Therefore, the approved cost per 
treatment applies to all treatments, except training treatments.  In no instance does the exception 
amount approved exceed total program reimbursement that would be made when treatments are 
furnished at a three time per week frequency. 
 
Some renal patients receive dialysis treatments less frequently than three times a week for a specific 
medical reason under a prescribed treatment plan.  Such a treatment plan is only undertaken after 
extensive testing verifies that a patient is suited for this particular type of treatment.  The purpose of 
the frequency of dialysis exception criterion is to allow additional payment for dialysis services 
furnished to these patients.  When the number of treatments per week decreases, the duration of the 
dialysis treatment increases.   
 
Missed treatments due to no-shows, hospitalization, deaths and vacations are not an acceptable basis 
to justify a frequency of dialysis exception request.  Treatment losses due to a prescribed medical 
plan of twice a week dialysis (in lieu of the more common three times a week dialysis schedule) is 
the only acceptable basis to justify a frequency of dialysis exception request.  An exception is granted 
when there is a substantial decrease in the number of treatments due to prescribed medical plans of 
twice a week dialysis.  For the purposes of this section, a substantial decrease in treatments is 15 
percent. 
 

1. Example of Rate Calculation for Frequency of Dialysis Exception.  Facility A projects 
that it will have 30 patients, exclusive of patients on training in the coming year.  Facility A's 
composite rate exclusive of any patients on training and exception amount is $130 per treatment.  If 
all of facility A's treatments were furnished at a three times per week frequency, its projected total 
payment for all treatments is $608,400.  Facility A's exception rate is computed by comparing it 
against the total reimbursement it would receive under its composite rate if all inpatients dialyze on a 
three times per week basis. 
 
Composite rate (exclusive of exceptions and training) = $130 per treatment 
Projected patients = 30 
Projected treatments if all patients dialyze 3 times per week = 4680 

4680 treatments x $130 = $608,400 
 
Actual Treatments Furnished 
 
24 patients or 80% dialyzed 2 times per week    =   2496 treatment  
  6 patients or 20% dialyzed 3 times per week   =     936 treatments 
                                                                              3432 total treatments 
 
Computation of maximum limit exception amount   =          $608,400  = $177.27 
                                                                                               3432 
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Facility A's maximum rate is therefore: 
 

$608,400 ÷ 3432 actual treatments = $177.27 
 
Computation for lost treatments is as follows: 
                                 4,680 total treatments 
                                 3,432 actual treatments 
                                 1,248 loss treatments 
                                 26.7% loss percentage   (1,248/4,680) 
 
Lost treatments expressed as a percentage of total treatments is 26.7%.  This percentage exceeds the 
threshold of 15% and constitutes a substantial decrease in treatments. 
 
If a facility qualifies for an exception on the basis of frequency of dialysis in addition to any one of 
the other criteria, HCFA can only approve one maintenance dialysis rate.  The facility's exception 
rate is adjudicated by approving the higher maintenance dialysis rate. 
 
For example, a facility files for an exception to the composite rate under the frequency of dialysis 
($150 per treatment) and atypical service intensity ($165 per treatment) criteria.  HCFA determines 
that the facility is eligible and qualifies for an exception under both criteria.  HCFA approves the 
$165 composite rate reimbursement for the atypical service intensity criterion since it is the higher 
rate.  In no case does the approved exception amount exceed the projected per treatment cost. 
 

B. Criteria.--To document that a renal facility furnishes a substantial number of dialysis 
treatments at a frequency less than three times per week, the facility must submit the following 
information about its patients: 
 

o Medical documentation for those patients receiving treatments less frequently than 
three dialysis treatments a week, and verifies the fact that these patients were and continue to be 
treated in accordance with a prescribed twice weekly treatment plan. 
 

o A list of patients receiving outpatient dialysis treatments for the cost report that is 
being filed with the facility's exception request which includes: 

- Permanent, transient or temporary; 
 

- The medically prescribed dialysis frequency for each patient; 
 

- The number of dialysis treatments that each patient received on a weekly basis 
and on a yearly basis (explain missed dialysis treatments, i.e., hospital stays); and 
 

- An explanation of any difference between the above calculation and the number 
of treatments reported on the facility's cost report. 
 

  o A list of patients used to project treatments which includes: 
 

- Permanent, transient or temporary; 
 

- The medically prescribed dialysis frequency for each patient; 
 

- The number of dialysis treatments that each patient will receive on a weekly 
basis and on a yearly basis;  
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- An explanation of any difference between the above calculation and the number 
of treatments projected on the facility's budgeted cost report; and 
 

- An explanation for any change between prior actual data and projected data. 
 

o A schedule showing the number of treatments to be furnished twice a week and the 
number of treatments that would have been furnished if provided three times a week. Included in this 
schedule is a computation of the facility's cost per treatment using projected treatments based on the 
twice a week calculation and the three times a week calculation. 
 
An exception rate applies only as long as the facility adheres to its projected twice per week 
schedule.  Of course, medical necessity may cause an increase in the frequency of dialysis for a few 
patients.  The intermediary monitors claims for variations in frequency and assures that increases in 
frequency are medically justified.  The intermediary reports substantial increases to HCFA.  
 
Lower frequency of treatments may result in an increase in costs per treatment. However, a 
significant increase in overhead costs is usually unwarranted.  Although lower frequency of 
treatments may result in fewer treatments to spread overhead costs across, higher overhead costs may 
be the result of inefficiency, i.e., low utilization.  Therefore, the intermediary examines and 
documents variances in the overhead cost components. 
 
2725.3  Isolated Essential Facility (IEF).-- 
 

A. General.--To qualify for an exception as an IEF, an ESRD facility must document three 
elements. These elements are: 
 

o The facility is isolated; 
 

o It is essential for access to care for ESRD beneficiaries; and  
 

o Its costs in excess of the composite rate are justifiable and attributable to the elements 
listed above. 
 
An ESRD facility is responsible for demonstrating to HCFA's satisfaction that each element is 
met.The facility's intermediary is responsible for reviewing and corroborating the information 
submitted. HCFA considers local permanent residential population density, typical local commuting 
distances for medical services, volume of treatments, and dialysis facility usage by area residents 
other than the applying facility's patients, in determining whether an exception requested on this 
basis is approvable. 
 
Hospitals which qualify for exemption from cost limits as a sole community hospital or which 
qualify for an exception as an essential community hospital are not automatically granted an 
exception to the composite rate.  An ESRD unit located in a hospital which qualifies  for an 
exemption or an exception from the cost limits as indicated above must justify its request as an IEF 
in the same manner as any other ESRD facility. 
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B. Definition of Isolated.--The term "isolated" refers to the geographical  location of the 
ESRD facility requesting the rate increase in relation to other ESRD facilities.  Generally, to be 
considered isolated, the facility must be located outside an established metropolitan statistical area 
(MSA) and must provide dialysis to a permanent patient population, as opposed to a transient patient 
population.  HCFA has not imposed a standard mileage criterion for defining an isolated facility 
since commuting time and demand for dialysis services vary. 
 

C. Definition of Essential.--The term "essential" refers to access to care for ESRD 
beneficiaries.  To document that it is essential, the facility must establish that a substantial number of 
its patients cannot obtain dialysis services elsewhere without additional hardship.  Generally, the 
additional hardship incurred by ESRD patients are travel, time, and costs.  However, other relevant 
factors may be considered in determining if a facility is essential.  The ESRD facility must document 
the additional hardship its patients will incur. 
 

D. Definition of Cost Per Treatment.--ESRD facilities must report their costs in accordance 
with Medicare reasonable cost principles for ESRD services.  The reasonableness of these costs is 
determined on a per treatment basis.  Therefore, facilities need to explain the reasonableness of their 
cost per treatment, rather than merely that their gross costs are reasonable. 
 
To justify its exception, an ESRD facility only needs to submit the documentation listed in 
subsection E.  This documentation must provide an explanation of how the facility's cost per 
treatment in excess of its composite rate is related to the isolated essential facility exception criteria.  
For example, if a facility incurs higher supply costs, it needs to identify the additional costs incurred 
on a per treatment basis and then relate that additional cost per treatment to the exception criteria. 
 
One factor which may contribute to an IEF higher cost per treatment is a low number of treatments.  
A facility must address this issue in its exception request by providing a computation of its 
utilization (computed by dividing infacility maintenance treatments by total infacility maintenance 
treatment capacity) and justification for any unused capacity.  In its justification, the ESRD facility 
explains how patient volume fluctuation affects its cost per treatment. 
 

E. Documentation.--An ESRD facility must document that its cost per treatment is reasonable 
and related to the IEF exception criteria.  To expedite these exception requests, an ESRD facility is 
no longer required to submit all the information contained in §2721.A and B. Instead, an ESRD 
facility must submit the information listed below.  An ESRD facility may submit other information if 
it believes the other information would provide better justification for its exception request.  The 
information provided appears in a format that concisely explains the facility's cost and patient data 
and supports its request and includes the following: 
 

o Statement of current and requested payment rate for each modality. 
The amount requested must be identified by specific cost component(s), for example, salaries, 
supplies, overhead, and laboratory with a cross reference to the narrative explanation and the 
workpapers supporting the exception request. 
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o An explanation of how the facility's costs in excess of its composite rate payment are 
attributable to the isolated essential facility criteria.  For example, a facility incurs an additional 
$1.50 per treatment because of additional shipping costs due to its location.  In order to substantiate 
this explanation, the facility must furnish bills verifying the additional shipping costs. 
 

o Explanation of any unusual circumstances concerning the geographic areas 
surrounding the ESRD facility.  This includes any unusual weather or road condition that could 
affect ESRD beneficiaries' access to dialysis services. 
 

o Copy of latest filed cost report. 
 

o Budget estimate for the next 12 months on cost reporting forms. 
 

o An explanation of: 
 

- Unusual costs reported on the facility's actual or budgeted cost report; and 
 

- Any significant increases or decreases in budgeted costs and data compared to 
actual cost and data reported on the latest filed cost report. 
 

o Name, location and distance to nearest ESRD facilities.  When a facility claims that 
the nearest ESRD facilities are at capacity and cannot expand, some documentation, such as a written 
statement from the nearest ESRD facilities, must be included to substantiate the exception request.  
An unsubstantiated general statement does not form the basis to justify an exception. 
 

o Facility and patient data: 
 

- A listing of patients by modality showing the increase or decrease in commuting 
distance and time between the patient's residence and the requesting facility and the closest dialysis 
facility; 
 

- Additional or lower costs that patients would incur if the facility ceased 
operating; 
 

- Historical and projected patient to staff ratio data; 
 

- Number of machines used for maintenance dialysis treatments; 
 

- The facility's treatment capacity, computed by dividing maintenance treatments 
furnished by total maintenance capacity for the year (provide computation); and 
 

- The geographic boundaries and population size of the facility's service area. 
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F. Intermediary Documentation.--In addition to the requirements in §2723: 
 

1. The intermediary obtains copies of the yellow page advertisements for each city in 
which a nearby dialysis facility (as detailed by the provider) is located.  Specifically, it looks under 
hospitals, clinics, medical facilities, etc.  The intermediary copies the pages and submits them along 
with the name of the phone directory to HCFA. 
 

2. The intermediary contacts each of the nearby facilities or hospitals to determine the 
number of openings for patients that they currently have.  Assuming that the nearby facilities do not 
have the current capability to handle the increased number of ESRD patients, the nearby facilities are 
asked if they are able to or willing to expand through additional space or additional shifts to handle 
the number of patients that may be displaced by the filing ESRD facility in the event that this facility 
closes.  The results of these contacts are included in the intermediary's report to HCFA. 
 

3. The intermediary is required to submit a peer comparison. (See §2723.3D.)   
 
2725.4 Extraordinary Circumstances That Justify Higher Composite Rate.-- 
 

A. General.--An ESRD facility may request an exception to its composite rate if it incurs costs 
in excess of its composite rate beyond its control due to fire, flood, earthquake, or other natural 
disaster.  The circumstances giving rise to these excessive costs are limited to natural disasters and 
not other casualty losses, i.e., theft.  Although other casualty losses are allowable costs under §§133 
and 2160, they do not justify an increase in the composite rate.  Exceptions granted under this section 
are effective from the date of the extraordinary cost increasing event until the date of the next rate 
notification, unless HCFA determines that another date is more appropriate. 
 
An ESRD facility as part of its insurance program is expected to protect its depreciable assets related 
to patient care against loss.  Section 2160 requires an ESRD facility to observe sound and prudent 
management practices in purchasing adequate insurance to provide protection against disasters which 
would threaten the institution's financial stability.  Coverage against every possible type of natural 
disaster is not prudent or feasible. Thus a facility may have an insurance program which is 
considered adequate to insure against those risks that the institution could not afford to assume and 
yet sustain an uninsured loss from an unexpected disaster.  This can occur when a facility fails to 
purchase insurance because the probability of such a disaster is remote.  In this case, it is considered 
prudent management not to purchase insurance. 
 
For the cost of the extraordinary circumstance to be allowable in determining a new composite rate, 
it is incumbent upon the ESRD facility to document the adequacy and reasonableness of its insurance 
coverage.  The intermediary is responsible for reviewing the adequacy of the facility's insurance 
coverage and for determining the amount of the loss.  The intermediary also must recommend an 
adjustment to the facility's cost per treatment which compensates the facility for its allowable cost 
related to the extraordinary circumstance.                                
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    B.  Application for Exception.--Exception rates are usually applied prospectively.  The only 
situation when an exception can cover, at least in part, the same period as the cost information 
submitted is in the case of extraordinary circumstances.  A composite payment rate approved by 
HCFA applies from the date of the extraordinary event until the end of the rate cycle during which 
the announced rate was to apply, unless HCFA determines that another date is more appropriate.  
(See instructions in §2720.4B for exception rate termination.)  If HCFA does not extend the 
exception period, and the facility believes that it continues to require an exception to its rate, the 
facility must reapply in accordance with the following detailed instructions. 

 
C. Costs.--An ESRD facility whose Medicare reasonable costs exceed its composite rate and 

which is caused by a natural disaster, may request a rate increase.  A rate increase is only granted if 
the facility's cost per treatment, determined in accordance with Medicare cost principles for ESRD 
services, exceeds the facility's approved composite rate.  In documenting its request, the facility must 
identify the reasons for its allowable excess costs.  Generally, a disaster adversely affects a facility's 
costs in two ways: (1) loss associated with destruction of patient care assets and (2) costs associated 
with effects of an extraordinary circumstance. 
 

D. Loss Associated With Destruction of Patient Care Assets.--In determining the amount of 
loss, the Medicare cost principles in §133 must be followed.  This section limits the amount of the 
loss for assets completely destroyed to the undepreciated cost or the unrecovered book value of these 
assets less any insurance proceeds, gifts and grants received from local, State, and Federal 
Government, or any other source as a result of the extraordinary occurrence.  Any income or expense 
that results from the scrapping of patient assets is accounted for in the computation of the allowable 
loss.  If a depreciable asset is only partially damaged, the amount of the loss is the difference 
between the fair market value immediately before the casualty and the fair market immediately after 
the occurrence.  However, for program purposes, the allowable loss is limited to the percent of loss 
in the fair market value applied to the net book value of patient asset(s) at the time the casualty 
occurred and reduced by insurance or any other funds received. This computation recognizes the 
actual reduction in the cost value of patient care assets rather than the reductions in replacement 
value.  If the net loss exceeds $5,000, it must be capitalized and then amortized over the life of the 
replaced or restored asset.  If the asset ceases to be used in the provision of patient care services, the 
unamortized deferred charge is excluded in determining the facility's Medicare reasonable costs. 
 
The facility needs to provide the following information in projecting its treatments: 
 

o The number of treatments provided during the last 5 years; 
 

o The number of treatments provided from the beginning of the year to the date of the 
casualty; 
 

o A projection of treatments to the end of its 12-month rate period and its fiscal year on a 
monthly basis, explaining any assumptions and projected volume decreases; and 
 

o Any other information which the facility believes is pertinent. 
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A facility's rate approved under this section is the lesser of: 
 

o Its composite rate plus its allowable cost per treatment associated with the extraordinary 
loss of patient care assets; or, 
 

o Its Medicare allowable per treatment cost including the extraordinary loss. 
 

1.  Background Material For Examples.--On June 1, 19XX, a facility sustains a complete 
loss due to fire.  At the time of the casualty, the replacement value of the equipment was $100,000 
and the book value was $90,000.  The facility received $70,000 in insurance proceeds which was 
determined to be adequate and $2,000 in other funds.  It is projected that the facility will perform 600 
treatments (Medicare and non-Medicare) until the date of the next rate notification. 
 
 
Net book value of assets related to patient care            $90,000 
Proceeds: 

Insurance                                             $70,000 
Other     2,000      $72,000 
Allowable loss (capitalize over $5000)                     $18,000 

 
 
Computation of Allowable Costs if Assets Replaced or Restored 
 

Capitalized as deferred charge on facility's books    $18,000 
Useful life of equipment purchased                                  5 yrs. 
Allowable cost                                         $  3,600  
Treatments rendered after 6/1 and until 12/31                     600 
Allowable increase in cost per treatment 6/1 - 12/31                 $6 

 
 
EXAMPLE 1:   Calculation of Rate 
 

Facility's current rate               $130.00 
Facility's estimated Medicare  
reasonable cost excluding the  
$6.00 adjustment.  The additional  
$3.00 is not attributable to an 
exception criteria                    $133.00 
Rate approved ($130.00 + 6.00)        $136.00 

 
 
EXAMPLE 2:   Calculation of Rate 
 

Facility's current rate               $130.00 
Facility's estimated Medicare 
Reasonable cost excluding the  
$6.00 adjustment.                     $126.00 
Rate approved ($126.00 + $6.00)       $132.00 
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2. Cost Associated With Effects of Extraordinary Circumstance.-- 
 

a. General.--A facility may request an exception to its payment rate if it can 
demonstrate to HCFA that its costs in excess of its composite rate are directly attributable to the 
effects of an extraordinary circumstance.  In documenting the effects of an extraordinary 
circumstance, the facility must identify the factors and cost components which were affected by the 
extraordinary circumstance.  To determine if its costs are justified, the facility must document that 
the costs in excess of its composite rate were beyond its control and were not the result of inefficient 
or imprudent management.  A facility must identify the additional costs incurred for it to continue to 
operate in an efficient and economical manner.  Costs not related to a dialysis treatment or costs in 
excess of the composite rate caused by inefficient management, do not justify a rate increase. 
 
EXAMPLE 1: The facility is destroyed by fire on June 1, 19XX.  In July, the facility restocked its 

inventory.  This does not qualify the facility for an exception to cover the cost of 
restocking inventory.  Supply costs are allowable only when the supplies are used to 
provide services. 

 
EXAMPLE 2: The facility's building is damaged by fire.  To continue providing services, it rents 

additional space.  This additional cost is be allowable in establishing a new rate, 
since the cost is directly attributable to providing a dialysis treatment without a 
disruption of dialysis services. 

 
b. Required Documentation.--To document its request for costs associated with 

the effects of an extraordinary circumstance, the facility must provide the following information and 
rationale: 
 

o A comparison of the facility's cost per treatment for the prior 2 years, 
the current year to the date of the extraordinary event, and a projection from the extraordinary event 
to the end of the facility's year end; 
 

o The specific costs or factors which generated the exception request; 
 

o An explanation why additional costs would be incurred; 
 

o Management's plans to transfer patients; 
 

o All costs reimbursed from insurance are eliminated; and 
 

o Any other pertinent factors. 
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2725.5 Self Dialysis Training Costs.-- 
 

A. General.--Self dialysis and home dialysis training are programs that train ESRD patients to 
perform self dialysis in the facility or home dialysis (including CAPD and CCPD) with little or no 
professional assistance.  They also train other individuals to assist patients in performing self dialysis 
or home dialysis.  Dialysis training services are reimbursed in accordance with §2707.  A facility that 
has training costs greater than its composite training rate may apply for an exception to its training 
rate.  However, the ESRD facility is responsible for demonstrating that its per treatment costs are 
reasonable and allowable. The burden of proof is on the facility to establish this fact. 
 

B. Criteria.-- 
 

1. Cost of Treatment by Modality.--An ESRD facility must report its costs in accordance 
with Medicare reasonable cost principles for dialysis services.  To justify its request, a facility must 
separately identify those elements contributing to its costs in excess of the composite training rate.  
HCFA considers the facility's total cost including its allocation methodology to determine if costs are 
properly reported by treatment modality. 
 
Under the composite rate, the cost of the home program is reimbursed at the same rate as infacility 
dialysis.  Therefore, it is important that the ESRD facility keep its home program and home dialysis 
training costs separated.  The reasonableness of the facility's rate request is evaluated based on a 
comparison of other facilities' training costs, when providing dialysis training in an efficient and 
economical manner. Under this section, a facility's improper use of resources does not justify a rate 
increase. 
 

2. Allowable Cost Elements for Granting Exception.--Exception requests for a higher 
training rate are limited to those cost components relating to training such as technical staff, medical 
supplies, and the special costs of education, i.e., manuals and educational material.  Overhead and 
other indirect costs generally are not considered under this exception criterion. 
 
The following information is required to support the facility's request: 
 

o  A copy of the facility's training manual and training program.  The training 
manual must be submitted with the first training request.  Thereafter, the facility submits only the 
changes to the training manual.  The training program must be submitted with each training request;  
             
 

o Computation of the facility's cost per treatment for maintenance and training 
sessions, including an explanation of the cost difference between the two modalities; 
 

o Class size and patients' training schedules; 
 

o Number of training sessions, by treatment modality, required  to train patients 
and the length of time required for each session; 
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o List of patients trained for the current year and the prior 2 years (except for a 
newly certified provider which submits only 12 month data) on a monthly basis by modality, number 
of treatments, completed training, retrained or cross-trained; 
 
NOTE: The number of training treatments must reconcile with the number of training treatments 

reported on the cost report.  
 

o Projection for the next 12 months of future training candidates and the number of 
training sessions required by treatment modality to train them and the length of time for each session; 
and 
 

o How training sessions are staffed. (See item 3.) 
 

3. Technical Staff.--The cost of training patients only includes those costs actually 
incurred in training patients.  Since the demand for training ESRD patients may vary throughout the 
year, facilities must account for this occurrence in their operations.  Salary costs representing down 
time of training staff is not allowed in computing an exception amount.  It is expected that an ESRD 
facility has technical staff assigned other duties in the facility when the staff is not training patients 
for self dialysis and home dialysis or performing related duties. 
 
To justify its higher staff cost, an ESRD facility must submit the following information: 
 

o The number of technical staff assigned to train patients including their: 
 

- Duties; 
 

- Remuneration; 
 

- Fringe benefits; 
 

- Time allocated to train patients; and 
 

- Other duties (home support); 
 

o A projection of information above; 
 

o A computation of the cost per treatment for the prior 2 years; and 
 

o The rationale in allocation staff time to home training, home support, and other 
duties. 
 
NOTE: HCFA does not propose any specific staff to patient ratio or prototype training curriculum. 

 However, a facility's exception request is evaluated based on a comparison to other ESRD 
facilities. 

 
4. Supplies.--A higher training composite rate is granted if the ESRD facility is able to 

document that its cost in excess of the composite rate is attributable to supplies required to train 
patients.  For example, an ESRD facility may incur higher supply costs to train its patients because of 
wastage.  Supply costs due to inefficiency are not reimbursed, i.e., failure by the facility to use bulk 
purchasing. 
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To justify its supply cost, the facility must submit the following information: 
 

o A list of supplies used during a training and maintenance dialysis session; 
 

o A cost per treatment computation for supplies listed above; 
 

o An explanation of any difference in cost and type of supplies between 
maintenance and training dialysis session; and 
 

o A comparison and projection of the five most expensive supply costs with the 
catalog list price or notification of higher charges by its suppliers. 
 

5. Special Education Costs.--An ESRD facility which incurs costs in excess of its 
composite training rate and which are attributable to educational materials or equipment used to train 
patients, may be granted an increase to its composite rate.  They must be allowable and incurred in 
the training process.  Under this exception criterion, HCFA considers the cost of teaching materials, 
manuals, and special equipment which are designed to train patients. 
 
For cost in excess of the composite training rate to be reimbursed, the ESRD facility needs to 
document its cost per treatment for these special educational items and its projected costs. 
 
To justify its request for an exception, a facility needs to provide the following information: 
 

o A description of the educational item; 
 

o Its costs (number purchased and unit cost); 
 

o Its useful life, if it is reusable; and 
 

o A projection of training sessions and patients to be trained. 
 

6. Length of Training Period.--An ESRD facility may only bill Medicare for a dialysis 
training session when a patient receives a dialysis treatment (which normally is three times per 
week).  If an ESRD facility elects to train all its patients under a particular modality more often than 
during a dialysis treatment and as a result the number of its billable training dialysis sessions is 
reduced, the facility may request an increase to its composite training rate limited to the lesser of: 
 

o The facility's training cost per treatment; or 
 

o The total amount the facility would have received in training a patient. 
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EXAMPLE: Facility X trains patients 5 days a week for a 3-week training period (15 sessions). 

Facility Y trains patients only during a dialysis session, 3 per week but for a 5-week 
training period.  The facility's composite training rates were determined to be $150 
per treatment.  Facility X's reimbursement is adversely affected, since its 
reimbursement is limited to the number of billable training sessions.  Facility X's 
reimbursement is $1,350 (3 weeks x 3 treatments per week x $150) while facility Y's 
reimbursement is $2,250 (5 weeks x 3 treatments per week x $150).  To correct this 
situation, an exception may be approved to increase the facility's rate not to exceed 
$250 per treatment ($2250  9). 

 
To justify an accelerated training exception request, a renal facility must document that all training 
sessions rendered under a particular modality are to be provided during the shorter but more 
condensed period.  The facility must submit with its exception request a list of patients by type of 
modality that it trained during the most recent cost reporting period.  The list includes beneficiaries' 
names, ages, training status (completed, being retrained, in the process of being trained), and the 
number of treatments by beneficiary, which must reconcile to the cost report.  This information is 
used to compute the average length of a training session.  Patients retrained as explained in §2707.1 
are not to be counted in computing the average length of a training session.  Exception requests 
submitted without this information will be denied.  As with all exception requests, the facility must 
detail the reasonableness of its cost components through a cost per treatment analysis with prior year 
cost reports.  The intermediary must verify and state in its recommendation that the facility is 
providing training in a condensed period.  If the facility subsequently changes its method of training 
patients to some other schedule, the intermediary adjusts the facility's rate accordingly. 
 
The usual number of dialysis training sessions is 25 for hemodialysis and IPD and 15 for CAPD and 
CCPD.  Under the accelerated training exception criterion, the minimum number of training sessions 
is 15 for hemodialysis and IPD and 5 for CAPD and CCPD.  Further, under the accelerated training 
exception criterion, retraining sessions are not considered in determining the minimum number of 
training sessions because retraining sessions are only for patients that have previously been trained 
and are completed in one or two days.                  
 
2726. APPEALS 

 
A facility that has requested a higher payment per treatment in accordance with §2720 may request a 
review from the intermediary or the Provider Reimbursement Review Board (PRRB) if HCFA has 
denied the request in whole or in part. The facility may request a review from the intermediary if the 
amount in controversy is less than $10,000.  If the amount in controversy is $10,000 or more, then 
the facility may request a review from the PRRB.  The instructions found in §§2910 and 2920 and 
the existing procedures of the PRRB and the Administrator are followed to the extent that they are 
applicable.                                 
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2726.1 Special Instructions.--A facility must request a review within 180 days of the date of the 
decision on which review is sought. 
 
The facility may not submit to the intermediary or the PRRB any additional information or cost data 
that was not submitted to HCFA at the time the facility requested an exception to its prospective 
payment rate. 
 
The amount in controversy is determined by subtracting the per treatment program payment from the 
per treatment amount requested by the facility and multiplying this amount by the projected number 
of treatments for the exception request period. 
 
In any matter before the PRRB, the intermediary and the facility are the parties. 
 
Decisions of the PRRB are final unless the Administrator of HCFA reverses, affirms, or modifies the 
Board's decision within 60 days after the facility is notified of the Board's decision.  There is no 
judicial review of the final decisions. 
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2726.2 Appeal of Bad Debt Payment.--A facility that disputes the amount of its allowable 
Medicare bad debts reimbursed by HCFA may request a review from the intermediary or the PRRB 
in accordance with §2910 or §2920. 
 
2740. REIMBURSEMENT FOR HOME DIALYSIS BENEFICIARIES WHO CHOOSE TO 

DEAL DIRECTLY WITH MEDICARE PROGRAM 
 
Medicare beneficiaries dialyzing at home can choose between two separate reimbursement methods. 
 

A. Method I - Composite Rate.--If the Medicare home dialysis patient chooses Method I, then 
the dialysis facility with which the home patient is associated must assume responsibility for 
providing all home dialysis equipment, supplies, and home support services.  For this, the facility 
receives the same Medicare dialysis payment as an infacility patient under the composite rate system. 
 (See §§2702-2717.)  Under this arrangement, the beneficiary is only responsible for paying the Part 
B deductible and the 20 percent coinsurance on the facility's composite rate. 
 

B. Method II - Dealing Direct.--If the beneficiary chooses Method II, he/she deals directly 
with a supplier of home dialysis equipment and supplies that is not a dialysis facility.  There can be 
only one supplier per beneficiary, and the supplier must accept assignment of Medicare benefits. The 
beneficiary is responsible for any unmet Part B deductible and the 20 percent coinsurance.  These 
claims are processed by the carrier.  A dialysis facility may not be paid for home dialysis equipment 
or supplies under Method II.  A dialysis facility may only be paid under Method II for home dialysis 
support services. 
 
The Method II supplier must have a written agreement with a Medicare approved dialysis facility on 
behalf of each of its Method II beneficiaries under which the facility furnishes all home dialysis 
support services for that beneficiary.  Home dialysis support services include medical support 
services, ordering and inventory control of supplies and equipment, and recordkeeping.  
Recordkeeping includes maintaining medical records and providing all information and 
documentation required by the ESRD network.  (See §2740.1.B.) 
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2740.1 Items and Services Furnished to Direct Dealing Home Dialysis Beneficiaries.-- 
 

A. General.--If a beneficiary chooses Method II, then hospital-based facilities are paid the 
reasonable cost of any home dialysis support services they furnish subject to the lesser of cost or 
charges provisions of §1833(a)(2)(A) of the Act. Independent facilities are paid on a reasonable 
charge basis for any home dialysis support services they furnish.  ESRD facilities must accept the 
Medicare allowance as the full charge for any services they furnish, and only the facility is paid 
program benefits. 
 
A dialysis facility may not be paid under Method II for any dialysis supplies or equipment. A dialysis 
facility may be paid for home dialysis supplies and equipment only if the beneficiary has elected 
Method I. 
 

B. Home Dialysis Support Services.--Home dialysis support services must be furnished by the 
Medicare approved dialysis facility with which the Method II supplier has an agreement on behalf of 
the beneficiary.  Home dialysis support services include, but are not limited to, all of the following 
services: 
 

o Surveillance of the patient's home adaptation, including provisions for visits to the 
home or the facility; 
 

o Consultation for the patient with a qualified social worker and a qualified dietician; 
 

o Maintaining a recordkeeping system which assures continuity of care.  The Method II 
supplier must report to you within 30 days all items and services it furnishes to the beneficiary so you 
have a record of them; 
 

o Maintaining and submitting all required documentation to the ESRD network; 
 

o Assuring that the water supply is of the appropriate quality; 
 

o Assuring that the appropriate supplies are ordered on an ongoing basis; and 
 

o Arranging for the provision of all ESRD related laboratory tests, and billing for the 
laboratory tests that are included in the composite rate.  (See §2710.1.) 
 

C. Reasonable Charges/Costs of Home Dialysis Support Services.--The allowance per month 
under Method II for home dialysis support services may NOT exceed $121.15 per month for all 
forms of dialysis.  Intermediaries may not routinely pay any monthly amount for support services 
without some assurance as to the nature of the services actually furnished.  It is at the intermediary's 
discretion, subject to RO approval, as to how to assure the integrity of these claims.  For example, 
intermediaries may choose to review claims on a sample postpay basis, perform spot checks on a 
sample of claims at the time of processing, or perform focused reviews of selected facilities' claims 
that may show a suspicious pattern. 
 
For independent facilities, the charge for the support services must be reasonably related to the 
facility's cost.  The intermediary is responsible for making this determination. 
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EXAMPLE: A breakdown of facility support services shows that a registered nurse, a social 

worker and a dietician were involved in supplying support services in a typical 
month.  While a charge in the range of $75 for the month may appear to be 
reasonable, a comparison of the charges for these individuals' services and the actual 
time they spent during the month, if projected over the course of a year, may raise a 
question of inherent reasonableness. For example, facility personnel spent a total of 
60 minutes in support during a month and a charge of $81 was submitted for their 
services.  (Note that indirect costs constitute a very small portion of the cost of home 
support services.  Consequently, they are not shown in this example.) 

 
Charge Charge Charge 
Per Per Per 

Minutes Charges Minute Hour Year 
 

Registered Nurse 40 $64.00 $1.60 $  96.00 $199,680 
Social Worker 10     8.50     .85     51.00   106,080 
Dietician 10     8.50     .85     51.00   106,080 

$81.00 $3.30 $198.00 $411,840 
 

(The annual charges are based on 2,080 hours; i.e., 52 weeks X 40 hours/week.) 
 

The annual charge of $411,840 far exceeds the salaries that are actually paid for these 
personnel.  Therefore, the charge of $81 is not reasonable. 

 
Intermediaries determine the reasonable charge using analyses such as those presented in this 
example.  To assist them in making reasonable charge determinations, intermediaries have the 
authority to request documentation to substantiate requests for payment under the Medicare program. 
Facilities must furnish the necessary information; i.e., personnel and salary records, indirect costs, 
etc. 
 
The ESRD facility cost reports (Form HCFA-2552, Supplemental Worksheets I and Form HCFA-
265) may also serve as a source of cost information.  The cost reports show component costs, total 
costs, and cost per treatment.  Although they cannot be used directly to determine the reasonable cost 
of an individual support service, they can be used as a guideline in determining whether the overall 
cost of supporting a home dialysis patient is reasonable. 
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2740.2 Beneficiary Selection Form.--Each Medicare home dialysis beneficiary must choose the 
method by which Medicare pays for his/her dialysis services.  To do this, each beneficiary must 
complete, sign and date the Beneficiary Selection Form HCFA-382. (See Exhibit I.)  Once the form 
has been completed according to the instructions on the form, the beneficiary retains the blue 
"Patient Copy" of the form. 
 
In the event that a beneficiary dies before a beneficiary selection form has been completed and signed 
by the beneficiary, a member of the beneficiary's family (or other responsible individual) must sign a 
completed form on his/her behalf.  The signer must indicate his/her relationship with the patient 
(spouse, mother, father, son, etc.), the date that treatment started and the date of death. 
 

A. General.-- 
 

o If the beneficiary selects Method I (composite rate payment), the facility with which 
the beneficiary is associated bills the intermediary the composite rate for that beneficiary. 
 

o If the beneficiary selects Method II, the intermediary pays the facility's claims for 
home support services.  Facilities cannot be paid for any home dialysis supplies or equipment under 
Method II.  The carrier pays the supplier's claims for home dialysis supplies and equipment.  (See 
§2740.1.) 
 

o The selection indicated on the initial Form HCFA-382 that is signed by the 
beneficiary is effective for the entire calendar year in which it was signed. 
 

o The reimbursement method selected remains in effect indefinitely or until the 
effective date of the patient's change of selection. (See §2740.2.C.) 
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B. Facility Responsibility.--You are responsible for ensuring that all your home dialysis 
patients complete and sign a timely Form HCFA-382.  Forward the completed form for home 
patients to your intermediary. 
 
No payments are made for any home dialysis items or services on behalf of beneficiaries who have 
not filed Form HCFA-382.   
 

C. Change of Selection.--An established home beneficiary may change the selection by 
submitting a new Form HCFA-382.  However, all selection changes received in one calendar year 
are not effective until the following January 1.  Indicate next to the method selected on each Form 
HCFA-382 whether it is an original selection by the beneficiary or a selection change.  Any form 
submitted to the intermediary without this notation and showing a change in method will be returned 
to the facility. 
 
If an established home beneficiary is under Method II and submits a new Form HCFA-382 changing 
his/her selection to Method I (the composite rate), notify the beneficiary's present suppliers of this 
change.  This notification assists the supplier in identifying Medicare beneficiaries who have selected 
the composite rate and for whom they will no longer be able to bill the carrier directly beginning with 
the following January 1.  Also, it helps HCFA and the carrier by reducing the number of incorrectly 
submitted bills. 
 
EXAMPLE: A home dialysis beneficiary completes, signs, and dates the Form HCFA-382 on 

August 12. 
 

1. Method I - Composite Rate.--If the beneficiary selects Method I, for an initial 
selection by a new Medicare home patient, bill your intermediary the composite rate for that 
beneficiary for all home dialysis items and services furnished.  This includes any retroactive period 
prior to August 12.  No additional payments are made by either the carrier or intermediary for any 
dialysis supplies, equipment, or home support services for this beneficiary whether or not they were 
furnished prior to August 12. 
 
For an established home patient who is changing a selection from Method II, bill the composite rate 
for items and services furnished on or after the following January 1.  Payment for supplies, 
equipment, or home support services furnished on or after January 1 is included in the composite 
rate. 
 

2. Method II - Non-Composite Rate.--If the beneficiary selects Method II, for an initial 
selection by a new home patient, the composite rate is not paid to the facility.  Bill your intermediary 
for all home support services that your dialysis facility furnishes.  Dialysis facilities may not bill or 
be paid for any home dialysis equipment or supplies under Method II.  See §2740.1. 
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For an established home patient who is changing his/her selection from Method I, continue to 
provide the dialysis supplies and equipment and bill the composite rate through the following 
December 31.  Beginning January 1, the above paragraph applies. 
 

D. Exception to Present Selection of Payment Method on Form HCFA-382 (ESRD 
Beneficiary Selection Form).--Generally, a change from a patient's current method is not granted, 
except at the beginning of a new calendar year.  HCFA considers the following reasons when 
granting  an exception. 
 

o Failure of a kidney transplant within the past 6 months, 
 

o Patient is confined to a nursing home or hospice, 
 

o Home patient goes infacility for any reason and then elects to go on home dialysis 
again after at least 6 full months in center, 
 

o Patient changes place of residence and his/her new facility does not recognize their 
present method of payment, and another facility is not available, or  
 

o Patient is in life-threatening situation. 
 
The intermediary submits the patient's letter requesting an exception, along with a properly 
completed Form HCFA-382 to: 
 

Health Care Financing Administration 
Bureau of Policy Development 
Division of Special Payment Programs 
1-A-5, East Low Rise Building 
6325 Security Blvd. 
Baltimore, MD  21207 

 
HCFA responds directly to the intermediary. 
 
NOTE: If an ESRD dialysis facility and/or an ESRD patient has a question concerning which 

payment method he/she is presently under, direct these inquiries to the Part A 
intermediary. 

 
 
2740.3 Prevention of Double Billing.--If a home dialysis beneficiary elects Method I, payment is 
made to the ESRD facility by the Part A intermediary.  If the beneficiary elects Method II, he/she 
deals directly with the Medicare program and payment for dialysis equipment and supplies is made 
by the Part B carrier.  All home support services are billed by the facility to the Part A intermediary.  
This option creates the possibility that the Part A intermediary and the Part B carrier could pay for 
the same equipment and supplies. 
 
The intermediary checks the Medicare data base to ensure that dialysis facilities claim composite rate 
payment only for beneficiaries who have chosen Method I.  The carrier checks these lists to insure 
that it is making Part B payments for dialysis equipment and supplies for only those beneficiaries 
who have chosen Method II. 
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No payments are made for any home dialysis items or services on behalf of a beneficiary who has not 
filed a Form HCFA-382.  See the billing instructions in §3644.4 of the Intermediary Manual, §318 of 
the Renal Dialysis Facility Manual, and §E422.2 of the Hospital Manual. 
 
2740.4 Overpayments.--Overpayments can result from payments by the carrier to suppliers and by 
the intermediary to facilities for home dialysis equipment or supplies delivered to the beneficiary.  
Examples of these overpayments are:  
 

o Payments made in accordance with §2740.1 for any items delivered to the beneficiary on 
or after the effective date of the beneficiary's  election of Method I. 
 

o Reimbursement for home dialysis supplies furnished in accordance with §2740.1 is subject 
to a maximum quantity limit of 2 months anticipated usage.  Payments made for supplies in excess 
of these quantities are overpayments. 
 

o Composite rate payments made by the intermediary on behalf of a beneficiary for items 
and services furnished on or after the effective date of the beneficiary's election of Method II. 
 
All such overpayments are subject to recoupment following the usual Medicare program rules and 
procedures. 
 
2743. REIMBURSEMENT OF CAPD UNDER METHOD II (DIRECT DEALING) 
 
Reimbursement of CAPD items and services follow the general guidelines in §2740.1. 
 
2743.1  Support Services Furnished to Home CAPD Patients.-- 
 

A. General.--The support services specifically applicable to home CAPD patients include but 
are not limited to: 
 

o Changing the connecting tube (also referred to as an administration set); 
 

o Watching the patient perform CAPD and assuring that it is done correctly, and 
reviewing with the patient any aspects of the technique he/she may have forgotten, or informing the 
patient of modification in apparatus or technique; 
 

o Documenting whether the patient has or has not had peritonitis that requires physician 
intervention or hospitalization, (unless there is evidence of peritonitis, a culture for peritonitis is not 
necessary); and 
 

o Inspection of the catheter site. 
 
The services are furnished in accordance with the written plan required for home dialysis patients. 
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Each of the CAPD support services may be covered and reimbursed routinely at a frequency of once 
per month.  Any support services furnished in excess of this frequency must be documented for 
medical necessity.  For example, the patient may contract peritonitis and require an unscheduled 
connecting tube change. 
 

B. Reasonableness Determinations.--As indicated in §2740.1, support services (which include 
the laboratory services included under the composite rate for infacility patients) are reimbursed on a 
reasonable charge basis to independent facilities and a reasonable cost basis to hospital-based 
facilities, subject to the Method II payment cap.  A reasonable cost/charge determination must be 
made for each individual support service furnished to home CAPD patients.  With respect to the 
connecting tube change, bill Medicare for the personnel services required to change the connecting 
tube, but look to the Method II supplier for payment for the connecting tube itself. 
 
The amount in §2740.1 is a payment cap.  It is not a payment rate that is paid automatically each 
month.  Accordingly, in no case may the intermediary routinely pay any monthly amount for support 
services without an itemized claim that shows the services actually furnished.  As with home 
hemodialysis support services, the specific CAPD support services provided must be identified in 
order for the intermediary to judge the appropriateness of the services and to determine reasonable 
costs or reasonable charges.  (See example in §2740.1.C.) 
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2770. PAYMENT FOR RENAL TRANSPLANTATION.-- 
 
Renal transplantation is a principal form of treatment available to patients with end-stage renal 
disease.  The Medicare program has established policies which contribute to the support of this 
method of treatment by providing an equitable means of payment for the variety of medical services 
that are required to support quality transplant programs. 
 
The following instructions explain how Medicare pays for the covered services provided a Medicare 
patient who receives a living or cadaveric transplant.  They also explain how a certified transplant 
center's (CTC) or organ procurement organization's (OPO) expenses in providing organs are paid and 
how a organ acquisition cost center and a living or cadaveric acquisition charge is constructed.  To 
participate in the Medicare program, any CTC or OPO must be a member of the Organ Procurement 
and Transplantation Network (OPTN).  The CTC is required to notify the OPO designated for its 
service area of deaths or imminent deaths in its hospital. 
 
2771. CERTIFIED TRANSPLANT CENTERS.-- 
 

A. The Standard Organ Acquisition Charge.--Two basic standard charges must be 
developed by CTCs from costs expected to be incurred in the acquisition of organs. 
 

o The standard acquisition charge for acquiring a live donor organ; and 
 

o The standard acquisition charge for acquiring a cadaver organ. 
 
The standard charge does not represent the acquisition cost of a specific organ.  It is a charge which 
reflects the average cost associated with each particular type of organ acquisition, i.e., the actual cost 
of procuring all organs of each specific type (cadaveric or live donor) averaged over billable organs 
by type.  When a facility provides an organ to another CTC or OPO, it must bill its standard charge 
by type of procurement.  When a CTC bills the program for the transplant, it must use its standard 
acquisition charge for the procured organ and its diagnosis-related group (DRG) charge for the 
transplant. 
 

B. Standard Live Donor Acquisition Charge.---The standard live donor organ acquisition 
charge must be established before a CTC bills its first live donor transplant to the program.  This 
charge is an average charge constructed for each type of organ, by estimating the costs to be incurred 
for services furnished to live donors and pre-admission services furnished recipients of live donor 
organs during the hospital's cost reporting period.  This estimated amount is divided by the projected 
number of live donor organs to be excised or otherwise acquired by that hospital for transplant.  If 
there is no such  data, the charge which is arrived at by a comparable hospital performing comparable 
services may be used, with appropriate adjustments where they appear necessary.  The actual 
incurred cost for procurement services are included in the CTC's organ acquisition cost center for 
eventual payment. 
 
Expenses that may be used to formulate the live donor organ acquisition charge include but are not 
limited to the following: 
 

o Tissue typing of donor and recipient; 
 

o Physician preadmission transplant evaluation services; 
 

o Organ recipient registration fees; 
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o Donor and recipient evaluation; 

 
o Other costs associated with excising , e.g., general routine and special care 

services; 
 

o Operating room and other inpatient ancillary services; and 
 

o Preservation and perfusion costs. 
 

C. Standard Cadaveric Donor Acquisition Charge.--The CTC's expected costs to be 
incurred in the excision of cadaver organs combined with the costs of cadaver organs to be acquired 
from other sources are divided by the expected number of usable cadaver organs to be transplanted.  
This amount is the standard cadaver organ charge and is to be developed for each type of organ. 
Where the CTC provides the organ to an OPO, the CTC uses its standard cadaver organ acquisition 
charge to bill them. 
 
The costs of excising a cadaver organ cannot be billed directly to the program since excision of such 
a organ is not in itself a covered service.  However, such costs are reimbursable when they are 
incurred in obtaining a organ for a Medicare covered transplant.  They are recovered on an interim 
basis by the charging of the facility's standard acquisition charge and on a final basis through the 
filing of a Medicare cost report at the end of the facility's fiscal period.  Usual provider costs related 
to the excision of a cadaver organ include: 
 

o Costs of organs acquired from other providers; 
 

o Transportation of the organs; 
 

o Surgeons' fees for excising cadaver organs, currently limited to $1250  per 
kidney donor; 
 

o Tissue typing services furnished by independent laboratories; and 
 

o Preservation and perfusion costs. 
 
2771.1 Accounting For The Cost of Organ Acquisition 
 

A. Outpatient Costs.--Included in the cost of organ acquisition are hospital costs 
normally classified as outpatient cost applicable to organ excisions.  Services include donor and 
donee work-up furnished prior to admission and cost of services rendered by residents and interns 
not in approved teaching programs.  These costs would otherwise be paid under Part B of the 
program.  Since such costs are applicable to organ acquisitions which are predominately cadaveric 
donor related and incurred without an identifiable beneficiary, the services are not billed to a 
beneficiary at the time the services are rendered. 

 
B. Multiple Organ Retrieval.--CTCs and hospital-based OPOs (HOPO) that participate in 

multiple organ retrieval must establish a formula for cost finding for these organs.  They must 
separately identify the costs associated with the retrieval of all organs and apportion to the Medicare 
program only the costs applicable to the acquisition of organs approved for Medicare transplants. 
 
When the CTC procures multiple organs, it must allocate and record the direct costs associated with 
each specific organ.  Also, ancillary charges must be allocated between the type of organs procured.  
For example, if an operating room procurement charge is $1000 and one kidney and one heart are 
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procured then the charge attributable to each is $500.  However, if the CTC has a better basis for 
allocation, e.g., number of operating room minutes verifiable by the intermediary, this may be used. 
 
Similarly, OPOs that procure organs at a local community hospital must prorate the various charges 
from that same hospital.  This type of allocation must be done separately for organs procured from 
each donor.  Total organs at the end of the cost reporting period is not an acceptable basis for 
allocation. 
 
The indirect costs associated with preservation technicians, transplant coordinators, and 
administrators, etc. must be allocated among the types of organs procured.  The provider must 
establish a unit cost per organ by dividing the indirect cost by the total number of organs retrieved.  
This unit cost is multiplied by each organ obtained.  The indirect costs cannot be allocated only to 
kidney acquisition, but must be allocated to all types of organs based on the number of each 
procured.  For example, if the indirect cost equals $5000 and 5 organs are procured (one heart, one 
liver, one pancreas, and two kidneys) then the charge for each is $1000 ($2000 must be allocated to 
kidney acquisition). 
 

C. Laboratory Services.--Pretransplant evaluation services, including laboratory services are 
paid through the organ acquisition charge of the CTC.  When laboratory tests are performed by the 
CTC, it uses the related costs in establishing the standard charge.  The CTC also includes the 
reasonable charges paid for physician tissue typing services to live donors and recipients. 
 
When the laboratory services are performed by an independent laboratory, interim rates established 
by the intermediary are used by the laboratory in billing CTCs.  Information on the interim rates are 
disseminated by the intermediary to all CTCs, OPOs, and other intermediaries.  The CTC pays the 
laboratory the approved interim rate.  When the laboratory bills an OPO for services, the OPO is 
responsible for paying the interim rate. Payments made on the basis of the interim rate are reconciled 
directly with the independent laboratory after the close of its fiscal year. 
 

D. Cost Adjustment.--All OPOs and CTCs that claim organ acquisition costs on supplemental 
worksheet D-6 of the Hospital Cost Report (HCFA -2552,) must separate costs associated with 
organs that are sent to foreign countries or transplanted in patients other than Medicare beneficiaries 
from Medicare allowable costs prior to final settlement by the intermediary.  The intermediary will 
compute the ratio of the number of organs used for Medicare beneficiaries to the total number of 
organs used and adjust the costs for organs sent to foreign countries or transplanted in non-Medicare 
patients.  Services provided to patients other than Medicare beneficiaries are paid by those patients or 
their third party payers. 
 
Organs sent to United States military renal transplant centers (MRTC) by a certified OPO are 
counted as Medicare organs for payment purposes on the OPO's cost report. The Medicare program 
continues to pay for its proportionate share of costs incurred in procuring organs that are not 
transplanted.  See section 2775.2 for more detailed requirements. 
 
2771.2 Accounting for the Cost of Physician Services to Recipients.-- 
 
A comprehensive payment is made for the services of a surgeon who performs an organ transplant 
and assumes primary responsibility for: 
 

o the patient's postoperative surgical care for 60 days; or 
 

o both the postoperative surgical care and the related course of immunosuppressant 
therapy for 60 days. 
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A comprehensive payment is also made when the surgeon performs other surgical procedures, e.g., 
splenectomy and/or nephrectomy at the time of the transplant.  The payments, subject to the 
deductible and coinsurance requirements and the participating/nonparticipating physician rules, are 
revised annually by the Medicare Part B carrier. 
 
2771.3 Accounting for the Cost of Live Donor Physician Services.--Payment for physician services 
to a live donor provided in connection with a organ donation  to an entitled beneficiary is made at 
100 percent of the Part B reasonable charge.  These services include the donor's organ excision 
inpatient stay and any subsequent related postoperative period.  There is no deductible or coinsurance 
charged for services furnished to live donors, but in determining the reasonable charge, the 
participating/nonparticipating physician rules apply. The Part B claim includes the name, address, 
and health insurance number of the recipient as well as the name and address of the live donor. 
 
2771.4 Accounting for the Cost of Recipient and Donor Follow-Up Services.-- 
 

A. Recipient Laboratory Services.--Laboratory tests performed for the recipient after he 
leaves the CTC following the transplant are Part B costs unless they occur while the beneficiary is an 
inpatient in a hospital.  The beneficiary is responsible for the deductible and coinsurance. 
 

B. Donor Postoperative Services.--Medically necessary postoperative inpatient services 
furnished to a live donor for complications resulting from the organ donation are organ acquisition 
services paid on a Part A basis. 
 
The hospital that treats the organ donor, bills its customary charges to the CTC where the transplant 
occurred.  It includes on the bill the statement, "services for organ donor" with the name and address 
of the donor.  The bill also shows the name, address, and health insurance number of the organ 
recipient.  There are no deductibles or coinsurance charged for hospital services furnished to organ 
donors. 
 
 

C. Donor Postoperative Physician Services.--Postoperative physician services furnished 
to live organ donors are billed to the Medicare carriers and paid on a Part B reasonable charge basis.  
There is no deductible or coinsurance charged for services furnished to donors, but in determining 
the reasonable charge, the participating/nonparticipating physician rules apply.  The Part B claim 
includes the name, address, and health insurance number of the organ recipient as well as the name 
and address of the donor. 
 
2772. HOSPITALS THAT EXCISE BUT DO NOT TRANSPLANT ORGANS.-- 
 
There is no requirement that donor hospitals belong to the OPTN.  However, a donor hospital must 
always notify in a timely manner the designated OPO of any deaths or imminent deaths in its 
hospital. The contacted OPO will implement its donation protocol and, when appropriate, will 
retrieve any available organs.  When the donor hospital incurs expenses for services they perform 
which were authorized by the OPO, the donor hospital bills the OPO to receive payment and uses its 
customary charges for the services furnished.  The OPO bills the CTC its (OPO) standard acquisition 
charge for the retrieved organ.  When the organ is unusable, payment for the organ is dependent on 
when and where the determination of non-viability is made. 
 
2773. ORGAN PROCUREMENT ORGANIZATIONS.-- 
 
Organ procurement organizations provide services designed to coordinate the acquisition of usable 
organs for transplantation.  The Medicare program reimburses the reasonable cost of allowable  
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services furnished by an OPO provided it has been designated as an OPO by the Secretary of Health 
and Human Services.  An OPO must be a member of and have a written agreement with the OPTN.  
An OPO that has not been designated by the Secretary for its service area will not receive payment 
for procurement services. 
 
Services may include, but are not limited to, arranging for tissue typing of donated organs, excision 
of the cadaver organs (where the physicians are employed by the OPO or are under contract or 
agreement with the OPO), perfusion, preservation, and shipping of the excised organ. 
 
Hospital-based and independent OPOs are reimbursed on the basis of reasonable cost.  In 
determining the reasonable cost of these services and cost reporting requirements, the policies 
contained in the Provider Reimbursement Manual (PRM) are to be used. 
 

A. Hospital-Based Organ Procurement Organizations.--Some hospitals contribute to the 
basic financial support of an OPO or provide supervision over the operations of an OPO to the extent 
that it represents control over their operations.  In such cases, the intermediary applies the provisions 
of Chapter 10 to determine the allowable costs of the hospital-based OPO (HOPO). 
 
In developing its first standard organ acquisition charge, live donor or cadaveric, procedures similar 
to those found in 2771A and B are used. 
 
 
The CTC is expected to acquire the organ at a reasonable cost-related charge.  Such reasonable 
charge payment to the HOPO is included as a cost of the CTC.  The costs of organ procurement 
activities of HOPOs are recorded in the hospital's organ acquisition cost center.  Cost adjustments are 
made for the HOPO when the hospital's cost report is settled. 
 
A HOPO that is not designated by the Secretary receives payment for organs procured within the 
CTC when they are used for in-house transplants.  It will receive payment for organs furnished to a 
designated OPO when the CTC cannot use it in-house.  These costs are reported on the CTC's cost 
report. 
 

B. Independent Organ Procurement Organizations.--An independent OPO's (IOPO) 
organ acquisition charge is developed by the intermediary based on the IOPO's cost report, i.e., costs 
of operating during its prior fiscal year.  These standard charges are the basis for the interim payment 
for the IOPO.  Non-kidney acquisition charges are established by the OPO based on its costs of 
procuring organs. 
 
The initial interim rate for an IOPO is obtained from budget information submitted by the IOPO.  
The budget is based on costs of the latest fiscal period adjusted to reflect Medicare reasonable cost 
requirements. 
 
The interim rate established by the intermediary for an IOPO consists of a single amount 
representing the average cost per service associated with procuring a cadaver organ for 
transplantation.  The interim rate may be adjusted during the year, if necessary, for anticipated cost 
changes.  The IOPO cannot charge a standard kidney acquisition fee nor can changes be made to the 
rate without the intermediary's approval. 
 
Each IOPO is responsible when it acquires an organ from another IOPO for paying that IOPO's 
approved standard acquisition charge.  Such charges are also used by the IOPO when billing a CTC 
receiving the organ.  The CTC pays the IOPO the approved charge. 
 
 
 

 
 

Rev. 30                                                                                                                                           27-67 



 
 
2774           OUTPATIENT  MAINTENACNE DIALYSIS REIMBURSEMENT              01- 05  

  
  

The IOPO must file a cost report with the intermediary at the end of its fiscal period.  The IOPO 
must separate costs associated with organs that are sent to foreign countries or transplanted in 
patients other than Medicare beneficiaries from Medicare allowable costs prior to final settlement by 
the Medicare fiscal intermediary. The intermediary will compute the ratio of the number of organs 
used for Medicare beneficiaries to the total number of organs used and adjust the costs for organs 
sent to foreign countries or transplanted in non Medicare patients.  Organs sent to Military Renal 
Transplant Centers are counted as Medicare organs for payment purposes on the OPO's cost report if 
the requirements of Section 2775.2 are met. 
 
Certain costs incurred by IOPOs are not covered under the program.  These activities or services 
include but are not limited to: 
 

o Burial expenses for the cadaveric donor; 
 

o Costs incurred in furnishing a organ to a hospital outside the United States; 
 

o Costs associated with the transportation of a donor; 
 
 

 o Costs incurred prior to when a potential donor is declared braindead; 
 

 o Fees or in-center payments for donor referrals; 
 

 o Costs associated with OPO sponsored seminars where continuing education 
credits are given.  (When no continuing education credits are given, direct seminar expenses are paid 
by the program); and 
 

 o Certain costs incurred for administrator's duties associated with professional 
organizations. 
 
2773.1 Charges for Eye and Tissue Donations and Services.--Establish a schedule of charges for 

eye and tissue services and ensure that the charges are offset against the cost of all 
procurement services.  This is necessary since eye and tissue retrievals are not usually 
separately costed on the cost reports.  If you perform an eye or tissue service, the 
established charge representing the estimated cost incurred for the service is offset against 
your cost.  If you approach the family regarding donation and procure the eye or tissue, 
ensure the charge approximates the cost of the service.   If you perform only a minor 
service in which the cost is so insignificant that a charge cannot be reasonably determined 
(e.g. calling an eye or tissue bank and informing it that a donor is available without 
approaching the family about donation), do not establish a charge. 

 
2773.2 Pancreata Used for Pancreas Islet Cell Transplants – The Medicare Modernization Act  of 

2003 requires Medicare to pay for islet cell transplants for Medicare patients included in 
the National Institutes of Health study on islet cell transplants.  The pancreata procured 
for islet cell transplants require the same quality and care as pancrea procured for solid 
organ transplants.    Accordingly, pancreata procured for islet cell transplants must be 
assigned a full charge and treated as  solid organs for procurement purposes. 

 
2774. ORGAN PLACEMENT EFFORTS--DOCUMENTATION REQUIREMENTS. 
 
To ensure proper utilization and distribution of organs, OPOs and CTCs furnishing organ 
procurement services for organ transplants under the Medicare program must maintain adequate and  
 
 
27-68                                                                                                                                      Rev. 30 



 
 
01- 05           OUTPATIENT  MAINTENACNE DIALYSIS REIMBURSEMENT          2775 
 
verifiable records for each organ retrieved and furnished to a Medicare patient.  Since it is not 
possible to determine at the time of retrieval whether an individual organ will be placed with a 
Medicare beneficiary, a placement effort record must be maintained for every organ. 
 

o  For each organ retrieved independent and hospital-based OPOs and CTCs must maintain a 
record (e.g., a log) showing the attempts to place the organ with Medicare transplant patients and the 
final disposition of the organ.  Include the following information: 
 

-  Name of individual making calls; 
 

-  Name of donor; 
 

-  Time (01- 05, hour, minute, e.g., 11/18/86, 9:45 p.m.) of retrieval; 
 

-  Name of donor center; 
 

-  Name and telephone number of each OPO/CTC contacted as a potential user, including 
name of the person talked to at the OPO/CTC and the time (01- 05, hour and minute) of contact; 
 

-  Name of OPO or CTC that accepts the organ and time and 01- 05 sent; 
 

-  Disposition of the organ if not placed, i.e., non-viable; and 
 
 

-  Age of organ when shipped. 
 
Attach a copy of the computer printout on the organ to the log. 
 

o  Independent and hospital-based OPOs and CTCs that are offered organs must maintain 
records (e.g., a log) containing the following information: 
 

-  Name and telephone number of OPO or CTC offering the organ; 
 

-  Name of donor; 
 

-  Time (01- 05, hour, minute) of retrieval of age of the organ at time of offering; 
 

-  If accepted, indicate time accepted, name of recipient and social security number (or 
health insurance number), or other identifying information; and 
 

-  Reason organ not accepted (if applicable). 
 
Furnish the above information to the intermediary upon request. 
 
2775. PAYMENT FOR ORGANS SENT TO FOREIGN COUNTRIES OR TRANSPLANTED 

IN NON-MEDICARE BENEFICIARIES. 
 
Organs sent to foreign countries or transplanted in non-Medicare beneficiaries are excluded from 
Medicare payment.  The costs associated with non-Medicare organs are excluded from Medicare 
payment on the hospital cost report (HCFA 2552 supplemental D-6) and the IOPO cost report 
(HCFA 216).  These cost reports will be revised to properly separate the non-Medicare costs. 
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A. Organ Procurement Organizations.--An organ sent to a CTC is deemed for cost reporting 

purposes a Medicare organ.  An organ sent to a transplant center that is not Medicare certified, a VA 
hospital, or sent to a foreign country is considered a non-Medicare organ. 
 

B. Certified Transplant Centers.--A CTC is paid based on the number of Medicare organ 
transplants that it performs. 
 
2775.1 Primary Payer.--If a Medicare beneficiary has some group health insurance coverage, 
determining Medicare transplant status depends on the amount paid by the primary insurance.  
Specifically, if a beneficiary has primary insurance coverage and payment by the primary payer 
satisfies the liability of the Medicare program, the transplant is considered a non-Medicare transplant 
for cost reporting purposes.  This is consistent with Medicare billing and cost reporting instructions. 
 
2775.2 Military Renal Transplant Centers.--Some OPOs have a long-standing arrangement with 
Military Renal Transplant Centers.  These arrangements which were formalized by a Memorandum 
of Understanding between the OPO and the Military Renal Transplant Center specify a reciprocal 
organ sharing system.  Any special arrangement, such as the one mentioned above, that was in effect 
before March 3, 1988 (the publication 01- 05 of the proposed rule on foreign organs in the Federal 
Register) should be accepted after intermediary review and approval.  For these cases, an organ 
procured by an OPO at a Military Renal Transplant Center and retained for transplant at that hospital 
is deemed to be a Medicare organ for cost reporting statistical purposes.  While we know of no other 
special arrangements, if any existed before March 3, 1988, the OPO must submit a request to the 
fiscal intermediary for review and approval.  Absent a special arrangement that existed before March 
3, 1988, a organ sent to a non-Medicare institution is treated as a non-Medicare organ. 
  
2775.3 Calculation of Medicare Costs.--Total organ costs are accumulated on the applicable cost 
report.  By type of organ, a ratio of Medicare organs to total organs applied to total organ costs is 
used to determine Medicare's share of expenses.  This ratio includes only usable organs, but total 
organ costs includes the cost of organs that are determined to be unusable.  Therefore, Medicare 
continues to share in the cost of organs that are unusable. 
 
This is an example of the method of paying OPOs and CTCs for organ acquisition costs. 
 

Total Organs  - 130 
Total Usable Organs  - 120 
Total Nonviable Organs  -  10 
Total Foreign Organs  -  20 
Total Military Organs  -  10 
Total VA Organs  -  10 
Total Costs  - $ 1,200,0001 
Foreign Revenue  - $      25,000 
Military Revenue  - $    100,000 
VA Revenue  - $    100,000 
Payments from Other OPOs 
   or Transplant Centers  - $    850,000 

 
1Included in the $1,200,000 total cost are costs associated with nonviable (unusable) organs. 

 
Under this methodology, an OPO's total cost for all organs is reduced by the costs associated with 
organs transplanted in patients other than Medicare beneficiaries or sent to foreign countries 
regardless of income received from these sources.  Using the above data in the computation below, 
the amount the OPO pays the Medicare program at the end of the OPO's fiscal year is $50,000. 
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Step 1 - Compute the Medicare Ratio 
(Medicare Usable Organs) =(Total Usable Organs)-(Total Foreign & VA Organs) 
 

90 =  120 -  302 
 
Medicare Ratio =Medicare Usable Organs 

Total Usable Organs 
 

.75 =  90 
120 

 
 
 
 
 
Step 2 - Compute Medicare Allowable Costs 
 
Total Cost (Net of transportation costs for 
exported organs)  $ 1,200,000 
Multiplied by Medicare Ratio (.75)  X       .75 
Medicare Costs  900,000 
Less Payment from OPOs, Military Hospitals, 
  and Transplant centers for Medicare Organs -950,000 
Balance due Medicare Program from OPO $  (50,000) 
 
 

2The example does not include organs procured at a military renal transplant center since our 
example assumes the institutions have an approved agreement with the OPO. 
 
 
2775.4 Organs Sold at a Profit.--Any CTC or OPO that sells an organ to any other organization at 
an amount in excess of its cost, is in violation of Pub.L. No. 98-507 section 301.  If an intermediary 
becomes aware that organs are sold significantly in excess of the reasonable costs, they should refer 
the matter to the Department's Office of the Inspector General providing the identity of the facility 
and the specifics of the organs sold for their review. 
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2801. HOSPITAL PROSPECTIVE PAYMENT SYSTEM BASE PERIOD AND TARGET 

AMOUNT (Cross refer to §§2406, 2407 and A 2406) 
 
The Social Security Amendments of 1983(PL 98-21) provide that effective with cost reporting 
periods beginning on or after October 1, 1983, Medicare's payment for Part A hospital inpatient 
operating costs will be made prospectively  on a per discharge basis. Part A inpatient hospital 
operating costs include those costs (including malpractice insurance costs) for general routine 
service, ancillary service, and intensive care-type unit services with respect to inpatient hospital 
services but exclude capital-related and direct medical education costs.  Inpatient hospital services 
are defined as all services provided regardless of source, except for physician services.  Payment for 
other inpatient hospital costs (i.e., capital-related costs, medical education costs,) and for Part B 
inpatient ancillary and outpatient services, will continue to be paid retrospectively on a reasonable 
cost basis. 
 
2802.  PAYMENT RATES DURING TRANSITION 
 
Under the prospective payment system, each Medicare discharge will be classified into diagnosis 
related groups (DRGs) and a specific payment rate will be established for each DRG by geographic 
area.  During a 3-year transition period, the prospective payment rate for a given Medicare discharge 
will be based on a combination of 1) a rate per discharge (subsequently referred to as "target amount 
per discharge"), based on the hospital's historical cost experience in a base period adjusted by the 
hospital's case-mix index, and 2) the DRG specific payment rate.  After the transition period, the 
payment will be based only on the DRG-specific payment rate (see F. below).  An additional 
payment will be made to the prospective payment amount for hospitals that have an approved 
graduate medical education program as defined in 42 CFR 405.421.  In order for intermediaries to 
make the payment, hospitals will need to submit the number of interns and residents it employs along 
with base period cost adjustment data (see G. below). 
 
 Target Rate 
 
The target rate that will comprise one portion of the prospective payment during the transition period 
is determined on a prospective basis without reference to the hospital's costs in the current year.  It is 
developed by increasing the hospital's base period allowable inpatient operating costs per discharge, 
as adjusted by the hospital's case-mix index, by an inflation factor during the intervening years.  
Intermediaries will determine the base period costs and target amount per discharge and notify the 
hospital of the determination as provided below. 
 
A. Base Period Cost Report--The base period cost is developed from cost data for the next to the 
last 12 month (or longer) cost reporting period preceding the first cost reporting period subject to the 
prospective payment system.  Thus, the base period under the prospective payment system is 
generally the same as the base period under §101 of TEFRA and is the 12-month cost reporting 
period ending on or after 9/30/82 and before 9/30/83. 
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 Example: 
 

1st Fiscal Year 
Subject to Prospective 
Reimbursement           Base Period 
 

 
10/1/83 - 9/30/84 10/1/81 - 9/30/82 
 
 1/1/84 - 12/31/84  1/1/82 - 12/31/82 
  
 7/1/84  - 6/30/85  7/1/82  - 6/30/83  

 
NOTE: Generally the same base period is used for the prospective payment system and for §101 
TEFRA rate of increase ceiling purposes.  Also many of the same adjustments will apply for both. 
Thus collection of data and activities to adjust the base period should be coordinated to the extent 
possible.  Adjustment of the base period for both prospective payments and §101 of TEFRA can then 
be accomplished in the same format.  (See Exhibits A, B and C.)  HOWEVER, INTERMEDIARIES 
WILL PROCEED WITH COMPLETING THE PROSPECTIVE PAYMENT SYSTEM BASE 
PERIOD AND TARGET AMOUNT CALCULATIONS AS REQUIRED BY THESE 
INSTRUCTIONS EVEN IF THERE IS ANY DELAY WITH OR DISPUTE BETWEEN THE 
INTERMEDIARY AND PROVIDER OVER DEVELOPMENT OR COMPUTATION OF TEFRA 
ADJUSTMENTS OR BASE PERIOD COSTS. 
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If the hospital's first cost reporting period ending on or after September 30, 1982 was for less than 
12-months, the most recent 12-month cost reporting period ending before September 30, 1982 will 
be used.  For example, if the hospital's cost reporting period ending 9/30/82 covered 9 months 
(1/1/82 - 9/30/82), the preceding cost report for 1/1/81-12/31/81 would be used as the base period 
and the cost will be trended forward based on the industry-wide inflation factors which will be 
provided under separate instruction. (Note:  In this case, the base period for prospective 
reimbursement would differ from the base period for the TEFRA rate of increase ceiling.) 
 
If a new hospital (see 42 CFR 405.463) did not have at least one 12-month cost reporting period 
prior to its first cost reporting period beginning on or after October 1, 1982, the amount of the 
prospective payments made to such hospitals during the transition period will be determined by using 
the full Federal payment amount (using the appropriate blend of national and regional standardized 
amounts) with no hospital-specific amount (see F. below).  A change in ownership will not constitute 
grounds for a hospital to be considered a new provider for purposes of qualifying for this exception.  
However, if a change of ownership occurs and there has been an actual break (subsequent to what 
would have been its base period) in providing hospital inpatient services, a hospital will qualify as a 
new hospital.  (Note: any cessation of operations constitutes a termination of the provider agreement; 
the new hospital will need to request Medicare certification when it resumes operation.) 
 
In the case of a subprovider of a hospital which does not meet the requirements for exclusion from 
prospective payments under §2803, but did meet the requirements of §2336 for subprovider status, 
separate hospital-specific amounts must be determined for that unit and the rest of the hospital. 
 

B. Base Period Adjustments to Determine Inpatient Operating Costs .--The purpose of the 
adjustments is to make the base period costs comparable to inpatient operating costs that will now be 
paid under the prospective payment system.  For purposes of this instruction, Medicare Part A 
hospital inpatient operating costs include all general routine, ancillary (including kidney acquisition 
costs for hospitals other than those approved as renal transplant centers), intensive care-type  unit, 
and malpractice insurance costs applicable to the Part A inpatient hospital services; but exclude 
capital-related and direct medical education costs, physician professional services to individual 
patients (including adjustments resulting from regulations published March 3, 1983), and physician 
services furnished in teaching hospitals which have elected to cover those services on the basis of 
reasonable cost under 42 CFR 405.521.  (See §§2148-2148.5.) 
 
The necessary adjustments to the appropriate period's inpatient operating costs are described in the 
following subsections.  These adjustments are to be made using the specific instructions and 
worksheet provided in Exhibit C of this instruction.  The process for developing the prospective 
payment system base period and target rate are compared and contrasted in Exhibit A to that required 
under section 101(b) of TEFRA.  Hospitals submitting adjustment data pursuant to these instructions 
should do so by June 15, 1983 for hospitals with fiscal years beginning October 1, 1983 - November 
1, 1983.  For hospitals with fiscal years beginning on or after November 2, 1983, follow the schedule 
provided with form HCFA-1008 in Exhibit B.  Intermediaries will make base year adjustments using 
the best data available to them from the base year cost report and any supplemental data furnished 
voluntarily by hospitals and received by the intermediaries by these dates.  Data submitted by 
hospitals after the applicable due date will be used by 
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intermediaries to adjust the base year costs only to the extent that it is administratively feasible to do 
so in the time remaining before the final determination is scheduled to be issued as shown in D.  
below. 
 
NOTE: In determining the target rate (target amount per discharge) from the base period cost 
report, intermediaries will use the provider's settled cost report (Notice of Program Reimbursement 
issued) or, if not settled, the provider's cost report after desk review and, if applicable, field audit. 
For cost reports that have not been finally settled at the time the target amount determination is 
made, every effort should be made to resolve disputed amounts based on the Medicare principles of 
reimbursement in effect for the period involved.  Any amounts in dispute between the intermediary 
and provider must be reviewed and decided upon by the intermediary before a final determination of 
the base period costs and prospective target amount per discharge is issued.  (However, see 
subsection E. below regarding review and adjustments available to hospitals after the intermediary's 
determination is issued.)  Since this is a prospective payment system, where the intermediary cannot 
resolve disputed amounts it must make adjustments to the base period costs using the best evidence 
available that it determines to be in accordance with the principles of reimbursement in effect for that 
period. 
 
The following adjustments must be made, where appropriate, to the hospital's inpatient routine and 
ancillary cost items as explained in Exhibit C. 
 
NOTE: The following first four adjustments to total allowable Part A inpatient operating costs in 
the base period must be made for all hospitals reimbursed under the prospective payment system for 
fiscal years beginning on or after October 1, 1983. 
 

1. Capital-Related Cost Adjustment - Capital-related costs are not included in the 
prospective payment system during the transition period (§1886(A)(4) of the Act). Hospitals will be 
reimbursed for capital related items on a reasonable cost reimbursement basis during the transition.  
Capital-related costs are considered to be those costs normally classified in depreciation accounts on 
a hospital's cost report. (For a full definition, see §§2806ff.) During this period, classification of an 
item as either a capital-related expense or a current operating expense must not be changed in 
subsequent fiscal years from its classification status in the base period cost report.  Further, hospitals 
will not be permitted to change their policies during the transition period  from those used in the base 
period regarding capitalizing or expensing the items.  Intermediaries will assure that any cross-over 
of items from operating expense categories to capital-related categories will not be allowed in 
reimbursing hospitals during the transition period.  See Exhibit C to make the necessary adjustment. 
 
 Hospitals may have been assigning certain capital-related costs directly to departmental cost centers 
which cannot be readily identified as capital expenditures in the base period cost report.  SINCE 
INTERMEDIARIES MUST MAKE ADJUSTMENTS USING THE BEST EVIDENCE 
AVAILABLE (I.E., THE BASE PERIOD COST REPORT), ANY ADJUSTMENT TO REFLECT 
SUCH COSTS AS CAPITAL EXPENDITURES IN THE BASE PERIOD CAN ONLY BE MADE 
WHEN THE PROVIDER SUBMITS SUCH CHANGES TO THE INTERMEDIARY TIMELY.  
Without further data from hospitals, intermediaries will assume such adjustments are unnecessary.  
Subsequent adjustments, however, cannot be made pursuant to the above paragraph.   In addition, the 
provider's capitalization policy 
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regarding minor asset write-offs that was used in the base period must also consistently be used in 
the transition period.  (See §§106 and 108 of HCFA Pub. 15-I and §306 of HCFA Pub. 15-2.) 
 

2. Direct Medical Education Cost of Approved Educational Activities Adjustment.--
Direct medical education costs will also continue to be reimbursed to hospitals on a reasonable cost 
basis (§1886(a)(4) of the Act).  Approved educational activities mean formally organized or planned 
programs of study actually operated by providers in order to enhance the quality of care in an 
institution (see 42 CFR 405.421). When direct medical education costs are currently identified in 
Medicare hospital cost reports, the intermediary will exclude such costs from the total Medicare Part 
A allowable inpatient costs.  However, when determining the direct medical education activities that 
are to be excluded from base period costs, activities which fall under regulations section 405.421(d) 
are not within the scope of this principle.  The costs of the following activities are recognized as 
normal operating costs rather than direct medical education costs: 
 

(a) orientation and on-the-job training; 
 

(b) part-time education for bona fide employees at properly accredited academic or 
technical institutions (including other providers) devoted to undergraduate and/or graduate work; 
 

(c) costs, including associated travel expense, of sending employees to educational 
seminars and workshops which increase the quality of medical care and/or operating efficiency of the 
provider; 
 

(d) maintenance of a medical library; 
 

(e) training of a patient and/or patient's family in the use of medical appliances; 
 

(f) clinical training of students not enrolled in an approved education program 
operated by the provider (medical education costs for medical students in programs operated by an 
organization other than the provider are considered normal operating costs); 
 

(g) costs incurred for education or training activities by supplier organizations 
whether or not a relationship exists under regulations at 42 CFR 405.427 or 405.550(e) (see Chapter 
10, HCFA Pub. 15-1); 
 

(h) other activities or costs which do not involve the actual operation of an approved 
education program including the cost of interns and residents in anesthesiology who are employed to 
replace certified registered nurse anesthetists.  However, the costs of approved intern and residents 
programs, whether operated by hospitals or other organizations, are considered direct medical 
education costs. 
 
NOTE: In cases where intermediaries are aware that expenses for medical education were 
identified as direct medical education costs based on the interim final regulations of September 1, 
1983, and the hospital did not actually operate the program that generated those expenses (as 
required for classification as direct medical education costs in the final rules published January 3, 
1984), such amounts will be removed from cost reimbursement 
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classification and added to the hospital's PPS base period costs.  The resulting upward revision of the 
hospital-specific rate will be adjusted immediately by intermediaries for payments for all discharges 
from affected hospitals retroactive to the date they became subject to PPS.  Similarly, the removal of 
such costs from the cost reimbursement classification will be retroactive to the date the hospital first 
became subject to PPS. 
 
Medical education costs of paraprofessional (e.g., radiological technicians) and other approved 
programs are often expensed directly in department cost centers and cannot be separately identified 
based on the hospital's cost report.  Since intermediaries must make the base period adjustments 
using the best evidence available (usually the hospital's cost report), this adjustment can be made 
only when the provider submits these training costs to the intermediary before calculation of the base 
period costs and target amount.  If information is not submitted timely by a provider, the 
intermediary will not make such an adjustment for the hospital.  However, hospitals will not be 
allowed to later identify such costs since those costs will have become a part of the base period costs 
and target amount and reimbursed on that basis (see Exhibit C). 
 

3. Nursing Differential Adjustment.--Since the nursing differential was eliminated 
effective with services rendered on or after October 1, 1982, the allowable Medicare Part A inpatient 
costs in the base period will be adjusted to exclude any amount for the inpatient routine nursing 
salary cost differential (nursing differential) for purposes of making payments under a prospective 
payment system in fiscal years starting on or after October 1, 1983.  Therefore, intermediaries must 
remove from total allowable Medicare Part A inpatient costs in the base period any amount resulting 
from the nursing differential that was reimbursable for that period (see Exhibit C). 
 

4. Malpractice Insurance Cost Adjustment.--The cost of Part A inpatient malpractice 
insurance applicable to Part A inpatient operating costs incurred by the hospital and apportioned to 
Medicare during the base period must be included in determining the target amount for prospective 
reimbursement purposes. 
 
NOTE: The following adjustments (see items 5, 6, 7, 8 and 9 below) to total allowable Part A 
inpatient operating costs in the base period must be made only in the case of those hospitals that:  1) 
have become subject to the required coverage of hospital employees under Social Security as a result 
of §1886(b)(6) of the Act, 2) previously had arrangements with an outside supplier to provide non-
physician services which would have been reimbursable under Part A if furnished by a hospital (e.g., 
radiology, laboratory, physical therapy, prostheses, etc.) to hospital inpatients but which were 
separately billed by a supplier to a carrier or by another provider to its intermediary as an outpatient 
service under Part B of the Act (§1862(a)(14)), 3) have operating costs previously assumed by 
physicians which will now be borne by the hospitals pursuant to sections 1862(a)(14), 1866(a)(1)(H), 
and 1861(w)(1) of the Act, 4) are approved renal transplantation center hospitals for kidney 
acquisition costs incurred pursuant to §1881(a) and (b)(2)(B) of the Act, or 5) changed their 
accounting principles or incurred added expenses in the base year, resulting in higher base period 
costs. 
 

5. Federal Insurance Compensation Act (FICA) Tax Adjustment.--Certain hospitals 
subject to the prospective payment system are required to enter the Social Security system and begin 
paying FICA taxes on their employee compensation beginning 
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January 1, 1984.  In recognition of the higher payroll costs those hospitals will incur, PL  98-21 
requires adjustment to the base period costs for those hospitals.  Therefore, the allowable Medicare 
Part A inpatient costs in the base period for applicable hospitals must be increased by the amount of 
such taxes that would have been paid, or accrued, in the base period as if the hospital had elected 
coverage for its employees under Social Security for that period, or for any part of that period in 
which the hospital did not provide Social Security coverage for its employees. 
 
In order to include the appropriate amount in the base period costs, providers must submit to the 
intermediary the total amount of FICA tax that would have been paid  only for the base period by the 
hospital (any amount that would have been paid by employees through payroll withholding are not to 
be included in the computations) under §3111 of the Internal Revenue Code of 1954 had the 
hospital's employees wages been subject to such taxes regardless of when the hospital becomes 
subject to the prospective payment system.  If this information is not submitted by the applicable 
dates given in the second paragraph of B. above, the intermediary will not make any adjustment. 
 
The maximum amount of earnings per individual that was taxable for Social Security purposes and 
the applicable tax rates for base period years that should include the base period are shown in the 
following chart.  Note that two calendar years will be applicable when the base period is not a 
calendar year. 
 

FICA Maximum Taxable Amounts FICA Tax Rate 
1980-25,900  6.13 percent 
1981-29,700  6.65 percent 
1982-32,400  6.7  percent 
1983-35,700  6.7  percent 

 
6. Adjustment for Non-Physician Services Billed Under Part B.--Prior to 

October 1, 1983, payment for certain covered items and non-physician services furnished by an 
outside source to hospital inpatients could have been made either to the hospital under Part A as 
inpatient hospital services (i.e., under arrangements) or under Part B to the beneficiary, or if 
assignment was taken, to the entity that furnished the services or items.  Examples of these services 
are: 
 

a. diagnostic and therapeutic service received as an outpatient of another hospital; 
 

b. independent laboratory services (except for anatomical pathology services); 
 

c. diagnostic radiology and certain pathology services; and other diagnostic 
services such as testing by an independent psychologist or audiologist; 
 

d. prosthetic devices including pacemakers, implant lenses and artificial limbs; 
 

e. physical therapy and speech-language pathology services furnished by an 
outpatient physical therapy provider; 
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f. certified registered nurse anesthetists (CRNA) and other medical and health 
services previously billed by physicians (e.g., "incident to" services), however, see the Note and 
Exception in item 7. below; 
 

g. transportation to and from another hospital or freestanding facility to receive 
specialized diagnostic or therapeutic services not available in the inpatient's hospital. 
 
Effective October 1, 1983, all hospitals (including hospitals and hospital units exempt from the 
prospective payment system, except those noted below) must agree to furnish either directly or under 
arrangements as defined in §1861(w)(1) of the Act, all items and nonphysician services received by 
Medicare inpatients.  No Medicare payment may be made for any items or nonphysician services 
received by Medicare hospital inpatients unless furnished by the hospital (§1862(a)(14) of the Act).  
Since hospitals will be assuming the costs for such services  previously billed directly by outside 
suppliers or by physicians (except, for example, anatomical pathology services), the base period costs 
must be adjusted for those hospitals that had regularly arranged for an outside source to bill directly 
for services it furnished to the hospital's inpatients during the base period.  The adjustment will 
increase base period costs by the estimated direct cost that would have been incurred if the services 
had been furnished directly or under arrangements (i.e., if the outside source had billed the hospital 
instead of billing under Part B); that is, the direct cost without any hospital overhead applied.  
However, see the Note and Exception in item 7.  below. 
 
SINCE THIS ADJUSTMENT IS APPLICABLE TO ALL HOSPITALS WHETHER THEY ARE 
SUBJECT TO THE PROSPECTIVE PAYMENT SYSTEM OR TEFRA LIMITS, THE 
INFORMATION NECESSARY TO ADJUST BASE PERIODS FOR ALL HOSPITALS THAT 
WILL ASSUME SUCH COSTS AFTER SEPTEMBER 30, 1983 MUST BE SUBMITTED USING 
FORM HCFA-1008 ACCORDING TO THE SCHEDULE GIVEN IN THE SECOND 
PARAGRAPH UNDER B. ABOVE. 
 
Adjustments are to be  made on amounts determined prior to application of Medicare coinsurance 
and deductibles. 
 
EXCEPTION: Certain hospitals may continue to have outside sources bill directly for their services 
during the 3-year transition period (§602(k) of PL 98-21).  Exceptions for continued separate direct 
billing under Part B by suppliers or other providers for services to hospital inpatients will be granted 
only in special circumstances.  Those instances will be restricted to situations where this practice was 
in effect prior to October 1, 1982 and was so extensively used that immediate compliance would 
threaten the stability of patient care.  Excepted hospitals will have their reimbursement adjusted 
downward for those amounts that are billed under Part B during the fiscal year.  Those few hospitals 
that believe they would qualify and wish to request an exception should apply to the regional office 
through their intermediary by September 10, 1983. 
 
The intermediary will not make any adjustment to the base period costs unless the hospital submits 
its estimate of such costs and sufficient information on which to make the adjustment (see Exhibit 
B). 
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The information for each outside source that billed directly for its services to hospital inpatients that 
must be submitted is: 
 

a. Name and address of suppliers, physicians or other providers; 
 

b. Servicing carrier or intermediary; 
 

c. Amounts that would have been incurred by the hospital during the base period 
for services rendered to Medicare inpatients that represent the cost of non-physician services billed 
by the supplier, physician or other provider; 
 

d. A listing of beneficiaries by name and Health Insurance Number who were 
discharged from the hospital during September 1982 and who received services from the supplier, 
physician or other provider during that inpatient stay even though the admission occurred prior to 
September 1982. 
 
The amounts to be included in the hospital's estimate should include all amounts that would have 
been incurred for such nonphysician services but not more than the reasonable charges or other 
limitations, such as the therapy guidelines, which would have been allowed under the principles of 
reimbursement applicable in the base period.  The intermediary will validate, with the carrier 
involved, the provider's estimate as to the reasonable  costs  that would have been incurred  had  the 
 services  been  furnished under 
arrangements.  The representative month listing of beneficiaries will be used as part of the 
verification process in which intermediaries and carriers will exchange data on provider and 
beneficiary claims for services on discharges occurring during September 1982.  The adjusted 
amounts will be included in the hospital's base period cost before calculating the target amount as 
explained in Exhibit C. 
 

7. Adjustments for Hospital-Based Physician Provider Inpatient Services.--Final 
regulations were published in the Federal Register on March 2, 1983 governing payment for 
physician services furnished in providers.  These regulations establish more specific criteria for 
distinguishing physician services reimbursable on a reasonable charge basis from physician services 
reimbursable only on a reasonable cost basis.  In some cases, for example, a portion of the services of 
hospital pathologists to hospital inpatients that was reimbursed by the carrier on a reasonable charge 
basis during the hospital's base period now will be reimbursed only under Part A as hospital services. 
 Since hospitals will assume the cost of the pathologist's compensation for these services, the base 
period costs should be adjusted by the estimated cost that would have been incurred if the hospital 
had compensated the pathologist for these services during the base period. 
 
NOTE: When anesthesiologists utilize the services of CRNAs that they employ in furnishing 
anesthesia services to hospital inpatients, the physicians have traditionally included the CRNAs' 
services in their bills.  Medicare has paid for these services on a reasonable charge basis, i.e., the 
CRNAs' services were "incident to" the physicians' services.  Effective October 1, 1983, all "incident 
to" services furnished to hospital inpatients, including CRNAs' services, except as noted below, must 
be claimed through the hospital.  Therefore, if payment for such "incident to" services was made by 
the carrier during the hospital's base period, the estimated reasonable cost of such services should be 
reported to the intermediary by the hospital on form HCFA-1008 (see Exhibit B) 
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so that base period costs may be adjusted.  The claimed cost is not the anesthesiologist's total charge. 
 It is the intermediary's estimate of the cost that would have been incurred by the hospital if the 
CRNA services had been furnished directly by the hospital or under arrangements.  It may be based 
only on the portion of the reasonable charge attributed to the CRNA's services.  This portion of the 
physician's charge would generally be one half of the part of the physician's reasonable charge that is 
attributed to the duration of the procedure, i.e., time units times the dollar conversion factor divided 
by 2. 
 
EXCEPTION: If the physician's practice was to employ CRNAs and bill their services under Part B 
on a reasonable charge basis as of the last day of the affected hospital's base year cost reporting 
period, the physician may continue such practice for cost reporting periods beginning before October 
1, 1986.  In such cases, the cost of the CRNA services are not to be added to the hospital's base 
period costs and the physician may continue to bill for the CRNA services through the cost reporting 
period cited above.  (Note:  Since this exception may be applicable to all hospitals whether they are 
subject to the prospective payment system or TEFRA limits, the base period to be used in 
determining the basis of this exception will be that cost reporting period as defined in subsection A. 
above.) 
 
The hospital is responsible for submitting the cost estimate and sufficient information to the 
intermediary on which to base an adjustment (see Exhibit B).  The  information that should be 
submitted for each hospital physician or physician group that billed the Medicare carrier or the 
hospitalized beneficiary include: 
 

a. Name and address of physician or physician group; 
 

b. Servicing carrier; 
 

c. Amounts that would have been incurred by the hospital but were previously 
billed under Part B by, or on behalf of, the physician or physician group during the base period for 
services now reimbursed only on a reasonable cost basis; 
 

d. A listing of beneficiaries by name and Health Insurance Number who were 
discharged from the hospital during September 1982 and who received services from the physician 
or physician group during that inpatient stay even though the admission occurred prior to September 
1982. 
 
The amounts to be included in the hospital's estimate should include all amounts that would have 
been incurred for such services that were previously considered physician services, but not more than 
the reasonable charges that would be allowed under the principles of reimbursement applicable in the 
base period.  The intermediary will verify the information submitted by providers and adjust the 
billed amounts to reflect estimated reasonable costs that would have been incurred had the hospital 
compensated the physician.  The adjusted amounts (i.e., direct cost without any hospital overhead 
applied) would be included in the hospital's base period cost before calculating the target amount as 
explained in Exhibit C. 
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8. Kidney Acquisition Costs for Hospitals Approved as Renal Transplantation Centers.--
Kidney acquisition costs incurred by kidney transplant hospitals are not included in the prospective 
payment system and will be reimbursed on a reasonable cost basis. Kidney acquisition costs for those 
hospitals will be paid for as a "pass-through" item for Medicare hospital inpatients similar to capital-
related and direct medical education costs.  However, hospitals that only excise kidneys and are not 
approved Renal Transplantation Centers are not affected by this adjustment. 
 
Adjustment of base period costs for kidney transplant hospitals to remove kidney acquisition costs 
from the hospital specific portion of the prospective payment amount will be accomplished by 
intermediaries using statistical data provided by HCFA.  Therefore, hospitals affected by this "pass-
through" requirement for kidney acquisition cost do not need to submit base year information on 
those costs as is necessary for the other adjustment factors cited in this section. 
 

9. Provider Changes in Cost Accounting Principles and Other Changes Initiated in the 
Base Year.--Intermediaries will adjust for any base period cost items when a hospital changes its 
accounting principles in the base year and the change inflates the provider's cost experience for that 
item above the cost that would have been reported under the previously applied accounting principle. 
 In such cases, the intermediary will remove the resulting higher costs, but only with respect to the 
hospital-specific amount computation and not the settlement of the base year cost report.  Examples 
of accounting principle changes for which an adjustment is required when costs are increased due to 
this change include a change from cash to accrual basis of accounting or a change in method for 
pricing inventory. 
 
In addition, for purposes of this section, the intermediary will exclude any higher costs that were 
incurred for the purpose of increasing base year costs which would have the effect of inflating the 
hospital-specific rate or that have the effect of distorting base year costs upward and makes them 
inappropriate for computing the hospital-specific rate. 
 
Similarly, the intermediary will exclude one-time nonrecurring receipts that would reduce significant 
hospital costs in determining allowable base period costs and would have the effect of making them 
inappropriate for computing the hospital-specific rate.  One time nonrecurring receipts would include 
special one-time insurance rebates or court awarded damages but would not include imputed costs to 
substitute for costs not actually incurred such as for employee strikes or reduced supply costs, etc.  
Effective October 1, 1983, restricted grants are no longer to be offset against costs.  That change in 
the regulations is not a basis for retroactively or prospectively increasing base period costs and the 
hospital-specific payment rates, therefore, the loss of grant income will not be considered an 
appropriate circumstance for making this adjustment. 
 
Hospitals that experienced one-time nonrecurring receipts that were not excluded as described above 
in setting their hospital-specific payment rate because that rate was set at a date, under D.  below, 
prior to publication of the January 3, 1984, PPS regulations, may submit supporting data and request 
an adjustment by their intermediaries no later than April 30, 1985.  If the intermediary agrees to the 
change, it will adjust the hospital payments for all discharges retroactive to the date the hospital 
became subject to PPS. 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 323 28-15 



2802 (Cont.) PROSPECTIVE PAYMENTS 03-85 
 
 
 

C. Computing Target Amounts Per Discharge.--After making all appropriate adjustments to 
the base period costs as called for in B. above, the adjusted base period costs resulting from the 
procedures provided in Exhibit C are to be divided by the actual number of Medicare discharges in 
the base period when computing the hospital-specific amount per discharge for all hospitals.  The 
figure on line 6(c), page 3, Part 3 of form HCFA 2552-81 will be used to make this computation if 
the intermediary is assured that the number of discharges shown is accurate. 
 
The intermediary will then adjust the hospital-specific amount per discharge by the hospital's case-
mix index for 1981.  This will be accomplished by dividing the updated hospital-specific amount per 
discharge by the hospital's case-mix index.  See the Example in F.  below.  This adjustment is made 
in order to neutralize the effect of the base year case-mix on the hospital-specific amount per 
discharge so that the actual mix of patients served by the hospital in the transition period can be 
reflected at the time prospective payment is made for each case by multiplying the hospital-specific 
amount by the DRG-specific weighting factor. 
 
This will result in a case-specific target rate which conforms to changes the hospital may experience 
in the types of patients serviced during the transition period.  If the hospital's case-mix in a transition 
year under the prospective payment system is identical to its 1981 case-mix experience, the hospital 
would be reimbursed the same amount as if the case-mix adjustment had not been made.  If, 
however, the hospital experiences an increase in its case-mix index, the hospital's reimbursement 
will increase proportionately. Thus, the case-mix adjustment permits the entire payment for hospital 
inpatient operating costs to be responsive to changes in the mix of patients served.  (Note:  Since a 
case-mix index was not established for any subproviders, no adjustment for case-mix is necessary in 
those cases.) 
 
NOTE: Under interim final rules published in the Federal Register on September 1, 1983, the 
hospital-specific amount was to be reduced for outlier case payments by 5.7 percent (i.e., multiplying 
.943 times the per discharge rate).  This reduction was eliminated by final rules published January 3, 
1984.  Any such reduction made under the interim final rule will be adjusted by intermediaries for 
discharges from affected hospitals retroactive to the date they became subject to the prospective 
payment system. 
 
The resulting cost per case, updated by the appropriate inflation factor provided by HCFA for 
intervening years, will represent the hospital-specific amount per discharge that will be used during 
the prospective payment transition period to establish that portion of a non-exempt hospital's 
Medicare reimbursement related to its historical cost experience. The calculation of the hospital-
specific amount per discharge must be prepared and the hospital notified according to the time 
requirement chart given in D below.  The intermediary will advise the hospital by certified mail of 
the base period cost and hospital-specific portion of the prospective payment amount that will be the 
basis for reimbursing the hospital during the 3-year transition period. 
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D. Schedule for Determination of Base Period Costs/Hospital-Specific Amount.--The 
provider will be informed of the target amount established according to the following schedule: 
 
Hospital FY Begins Hospital Notified  Rate Becomes Effective 
                                                                             
 
Between 10/1/83- No later than The first day of the fiscal 
  10/31/83 8/15/83 year the hospital is subject  

to the prospective payment 
system (See E. below) 

                                                                     
 
On/After 11/1/83 8 weeks prior to beginning The first day of the fiscal 

of hospital's fiscal year    year the hospital is subject to 
the prospective payment 
system (See E. below) 

  
 

E. Finality of Base Period/Hospital-Specific Amount Determination.--Once the intermediary 
has made a determination and notified the hospital of the base period costs and prospective hospital-
specific amount per case in accordance with the schedule required in D. above, the hospital may 
submit additional adjustment data and request an informal reconsideration of the determination 
within 3 weeks of receipt of the intermediary's notice.  (Exception: Hospitals which become subject 
to the prospective payment system on or after October 1, 1983 and before November 16, 1983 may 
request their intermediary, up to November 15, 1983, to recompute their base period costs to take 
into account inadvertent omissions in their previous submissions to the intermediary related to 
changes made by the prospective payment legislation for purposes of determining the base period 
costs.  Specifically, such corrections after the initial 3-week period would pertain to those data 
submissions and adjustments under §2802B. 1, 2, 5, 6, 7 and 9.).  Hospitals are urged to use certified 
mail in these circumstances. The intermediary may also initiate changes to the determination: (1) for 
any reason prior to the date the hospital becomes subject to prospective payment, and (2) before 
November 16, 1983, for corrections pursuant to the above exception.  The intermediary then must 
notify the provider of any change to the hospital-specific amount as a result of the provider's request 
within 30 days of receipt of the additional data.  Any change to base period costs made pursuant to 
the above exception will be made effective retroactively, beginning with the first day of the affected 
hospital fiscal year. 
 
In addition, a hospital may request, or the intermediary may initiate changes to correct mathematical 
or computational errors made in the determination for 90 days after the determination has been sent 
to the hospital.  Intermediaries have 30 days to make any appropriate adjustment and notify the 
hospital of its action.  Any resulting change to the hospital-specific portion will be made effective 
with the first day of the affected hospital fiscal year. 
 
Subsequent to the date the hospital becomes subject to PPS, the intermediary's estimate of base year 
costs and any modifications of the base year cost estimate pursuant to B.1,2,5,6,7 and 9 are final 
except: (1) to recompute costs for inadvertent omissions allowed by the above exception for 
hospitals which become subject to PPS before November 16, 1983; (2) to correct mathematical or 
computational errors within 90 days 
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after the determination is sent to the hospital; (3) to recognize additional allowable base year costs as 
a result of reopening and revision, prehearing order or decision, or final administrative or judicial 
review decision of a matter at issue in the hospital's base year notice of program reimbursement 
(NPR); or (4) to account for a successful administrative or judicial appeal of modifications to base 
year costs based on an NPR for the applicable fiscal year payments under PPS.  Adjustments to 
recognize additional allowable base year costs may be based on evidence submitted before or after 
the hospital became subject to PPS, and will be effective with the first day of the hospital's first cost 
reporting period beginning on or after the date of the revision, order/finding or review decision.  
However, changes to the hospital-specific rate due to revision of modifications specified in Medicare 
regulations 42 CFR 405.474(b)(2) to the base year costs, resulting from a successful appeal decision 
as noted in 4. above, may only be based on data available to the intermediary at the time the rate was 
set and will be effective retroactive to the date the hospital became subject to PPS. 
 

F. Prospective Payment Computation.--During the transition period, the prospective payment 
system will be comprised of a composite prospective payment amount consisting of a hospital-
specific portion (computed under these instructions) and a Federal portion (DRG amount), except for 
certain hospitals that will be paid the full Federal portion as discussed in A. above.  The DRG rate is 
based on a diagnosis classification system which classifies patients into groups that are clinically 
related and homogenous with respect to resource use.  The amount for each DRG is a relative price 
compared to the average cost of a Medicare case based on the most recent cost report data available.  
These average standardized amounts are separately determined for urban and rural areas and are 
adjusted for area wage differences.  During the transition period, the Federal portion of the 
prospective payment amount will be determined by using a blend of regional standardized amounts 
for urban and rural areas and the national standardized amounts. 
 
At the end of the transition period, the Federal portion will be based only on national urban or rural 
DRG payment rates.  These DRG payment rates will be updated annually. 
 
The relative proportions of the hospital-specific amount and the Federal amount of the prospective 
payment during the transition period are as follows: 
 
       Hospital           
Fiscal Years Beginning Hospital-Specific   Federal Portion (Federal 
         on or after                   Portion                 Fiscal Year Basis)      
 

Region1 National1 
 

October 1, 1983 75           25    (100)      (    0) 
October 1, 1984 50           50    ( 75)       (  25) 
October 1, 1985 25           75    ( 50)       (  50) 
October 1, 1986 --          100  (  0)        (100) 

 
1 Regional/National blend of the Federal portion changes according to Federal fiscal years. 
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EXAMPLE: Computation of Prospective Payment Amounts 
 

Data: Base year cost per discharge 1:   $2,000 
DRG average standardized amount (labor component 2): $2,300 ($1840) 

 
Hospital's 1981 case-mix index 3:        .9 

 
Case DRG specific weighting factor 3: 1.1965 

 
Base year cost inflation factor 2 (computed 
  for the 2-year period involved):      1.16 

 
Area wage index 2:       1.10 

 
Hospital-Specific Amount 

 
Computation: Base year cost per discharge:   $2,000 

Divide by case-mix index:           .9 
Case mix adjusted base year costs:  $2,222 
Multiply by inflation factor:       1.16 

Hospital-specific amount per discharge:   $2,578 
 
Federal Amount 

 
DRG average standardized amount:  $2,300 
Wage index adjusted standardized 
DRG (1840 x 1.10 + 460 (nonlabor component)):   2,484 
 

 
Prospective Payment Amount 

 
Federal portion of payment ($2,484 + .25): $     621 
Hospital-specific portion of payment ($2,578 x .75):     1,933 
Blended standardized amount:   $  2,554 
Case DRG specific weighting factor:   1.1965 
Blended prospective payment amount: $  3,056 

                                                         
1 - TAC Worksheet, Part VII, line 14, see Exhibit C. 
2 - Published in the Federal Register for the applicable year. 
3 - From the Federal Register published September 1, 1983. 
 

G. Indirect Medical Education Cost Adjustment to DRG Payment Amount.--Under the 
provisions of PL 98-21, if a hospital has an approved graduate medical education 
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program as defined in § 402.1, an additional payment based on a specified adjustment factor will be 
made based on the Federal portion of the prospective payments and outlier payments related to those 
portions, for each .1 increase (above zero) in the hospital's ratio of full-time equivalent (FTE) interns 
and residents in approved programs to its number of beds.  In order to make this payment, the 
hospital must report to its intermediary the number of interns and residents it expects to have in its 
employ at the beginning of the fiscal year in which the hospital becomes subject to prospective 
reimbursement.  The number of beds is also determined at the beginning of the reporting period.  The 
information must be submitted under the time requirements given in B.  above, using form HCFA-
1008 (see Exhibit B). 
 
For purposes of this adjustment, hospitals are to report only FTE interns and residents in approved 
teaching programs who are assigned to and working at that hospital.  The number of FTE interns and 
residents is the sum of: 
 

1. Interns and residents working 35 hours or more per week, and 
 

2. One-half the total number of interns and residents working less than 35 hours per week 
(regardless of the number of hours worked). 
 
Interns and residents in unapproved programs and those on the hospital's payroll who only furnish 
services at another site must not be included in the count.  In addition, interns and residents 
employed to replace certified registered nurse anesthetists will also be excluded from the count. 
 

H. Fraudulent Claims. -- If a hospital's base year costs, as estimated for purposes of 
determining the hospital-specific portion, are determined by criminal conviction or imposition of a 
civil money penalty or assessment, to include costs that were unlawfully claimed, the hospital's base 
period costs will be adjusted to remove the effect of the excess costs, and HCFA will recover both 
the excess costs reimbursed for the base period and the additional amounts paid due to the 
inappropriate increase of the hospital-specific portion of the hospital's transition payment rates. 
 

I. Additional Payment Amounts for Hospitals That Have a High Percentage of End Stage 
Renal Disease (ESRD) Beneficiary Discharges.--Under Medicare regulations, 42 CFR 412.90 (g), an 
additional payment will be paid on the Federal portion of the PPS rate if 10 percent or more of a 
hospital's Medicare discharges in a cost reporting period beginning on or after October 1, 1984 are 
ESRD beneficiary discharges.  In determining the number of discharges, all Medicare discharges 
classified in DRG No. 302 (Kidney Transplant), DRG No. 316 (Renal Failure) and DRG No. 317 
(Admit for Renal Dialysis) are excluded.  In these DRGs, dialysis is not ordinarily limited to ESRD 
beneficiaries and the relative weights adequately reflect dialysis.  The percentage of ESRD 
beneficiary discharges is determined by dividing the remaining ESRD beneficiary discharges by the 
remaining Medicare discharges, rounded to the fourth decimal place. 
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Consistent with the objectives of the PPS, the additional payment is not intended to recognize the 
actual cost an individual hospital might incur in delivering inpatient dialysis services or to provide 
full reimbursement of all costs in every case.  Rather, it is intended to ameliorate those circumstances 
in which the concentration of beneficiaries receiving dialysis may be such that the hospital would not 
be able to absorb the entire cost with revenue from other less costly cases.  The estimated weekly 
cost of dialysis is determined by HCFA and will be revised as appropriate.  Data obtained from 
hospital-based facilities in connection with establishing the composite rate reimbursement for 
outpatient maintenance dialysis are used in determining the average cost above the DRG rate.  Only 
those costs representing the direct cost (salaries, employee health and welfare, drugs, supplies, and 
laboratory costs) of furnishing dialysis services were selected.  The overhead cost of the inpatient 
service is already reflected in the DRG rate.  The average number of dialysis sessions per week is 
obtained from the same data source. 
 
The additional payment is based on the average length of stay for ESRD beneficiaries in the hospital 
times a factor based on the average cost of furnishing dialysis during a usual beneficiary stay.  The 
average length of stay will be expressed in terms of weeks.  The following example represents a 
determination of the additional payment amount: 
 

1. Cost reporting period--10/1/84 - 9/30/85 
 

2. Total Medicare discharges excluding discharges for DRGs 302, 316, and 317 -- 
 

1,028 discharges. 
 

3. Total ESRD beneficiary discharges excluding discharges for DRGs 302, 316, and 
317 -- 

 
110 discharges. 

 
4. Percent of ESRD beneficiary discharges to total Medicare discharges -- 

 
110 discharges divided by 1,028 discharges = .1070 = 10.70% 

 
Hospital qualifies for additional payment. 

 
5. Total ESRD beneficiary inpatient days excluding inpatient days reflected in 

discharges for DRGs 302, 316, and 317 -- 957 inpatient days. 
 

6. Average length of stay for ESRD beneficiaries expressed as inpatient days -- 
 

957 inpatient days divided by 110 discharges = 8.7 inpatient days per stay 
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7. Average length of stay expressed in weeks -- 
 

8.7 inpatient days divided by 7 days = 1.24 weeks 
 

8. Payment calculation -- 
 

1.24 weeks x $335 (average weekly cost) x 110 ESRD beneficiary discharges 
=$45,694 

 
9. Payment amount based on Federal portion of the rate -- 

 
Cost reporting period beginning 10/1/84, Federal portion represents 50% of the PPS rate 

 
.5 x $45,694 = $22,847 

 
The additional payment amount will be determined when the hospital files its Medicare cost report 
and the report has been reviewed by the fiscal intermediary.  No interim payments will be made. The 
hospital will include on the cost report information concerning the number of ESRD beneficiary 
discharges and the average length of stay of ESRD beneficiaries. 
 
The following Table represents the average weekly cost of furnishing inpatient dialysis and the 
effective date for such: 
 

Cost Reporting Periods 
Beginning On or After Average Weekly Cost 

 
10/1/84   $335.00 
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2802.1 Exhibits 
 

Prospective Payment System Target Amount Adjustments 
 
Exhibit A - Comparison of Base Period and Target Amounts under the Rate of Increase 

Ceiling (Section 1886(b)) and Prospective Reimbursement (Section 1886(d)) 
 
Exhibit B - Transmittal of Supplementary Information for Determination of the Target 

Amount under the Medicare Prospective Payment System for Inpatient Hospital 
Services 

 
Exhibit C - Worksheet TAC - Target Amount Computation 
 
Exhibit D - Inflation Factors, Adjusted for Budget Neutrality 
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 EXHIBIT A  
 
COMPARISON OF THE BASE PERIOD RULES UNDER RATE OF INCREASE CEILING (SECTION 1886(b)) AND PROSPECTIVE REIMBURSEMENT (SECTION 
1886(d)) 
 

Rate of Increase Ceiling Prospective Reimbursement 
 
 I. Base Period Cost Report A. 12-Month cost reporting periods ending A. Same. 
  A.  12-Month Cost Report  on or after September 30, 1982, and 

before September 30, 1983. 
 
  B.  Short-Period Reports B. First 12-month cost reporting period B. Most recent full 12-month 

ending after September 30, 1982.  cost reporting period ending 
before September 30, 1982. 

 
 II. Cost Report Status Settled. Best estimate of costs in accordance 

with Medicare principles of 
     reimbursement prior to fiscal year 
     beginning on or after October 30, 1983. 
 
 III. Adjustments to Base   1. Remove capital-related cost. 1. Same. 
       Period Costs for 
       Routine and Ancillary * 2. Remove direct medical education costs  2. All approved medical education costs 
       Part A Inpatient    for approved intern and resident and  42 CFR 405.421. 
       Costs   nursing school programs. 
 

3. Remove the nursing differential. 3. Same. 
 
*For cost reporting periods  * 4. Exclude malpractice costs. 4. Include malpractice costs. 
beginning on or after October 1, 
1983, these items will be adjusted 
the same as under prospective 
reimbursement. 
**For services rendered after   5. Special adjustments may be made, either 5. Special prospective adjustments. 
September 30, 1983, these items   prospectively or retroactively in special 
are equally applicable to all   circumstances to prevent distortion in  a. Hospitals brought under Social 
hospitals including those exempt   cost comparisons between the base year   Security effective January 1, 1984; 
from prospective reimbursement.   and subsequent period(s). ** b. Hospitals in which suppliers billed 
        the program directly under Part B 

prior to October 1, 1983; 
** c. Hospital-based physician services. 

 
* 6. Exclude kidney acquisition cost center 6. Include kidney acquisition cost  

amounts with no adjustment for revenues.  center adjusted for revenues for 
      hospitals which excise kidneys only. 

7. - 7. Adjustment for hospital base 
year case mix. 

* 8. SAME 8. Exclude kidney acquisition 
costs for kidney transplant hospitals. 
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 EXHIBIT B 
 

INSTRUCTIONS FOR COMPLETION OF FORM HCFA-1008, PART I 
TRANSMITTAL OF SUPPLEMENTARY INFORMATION FOR DETERMINATION OF 

THE  TARGET AMOUNT UNDER THE MEDICARE PROSPECTIVE PAYMENT 
SYSTEM FOR INPATIENT HOSPITAL SERVICES 

 
 
Submission of this form is voluntary.  Medicare fiscal intermediaries will use this information in the 
determination of individual hospital target amounts for payment under the Medicare prospective 
payment system for inpatient hospital services.  If a hospital does not submit this form and related 
information, the determination of the target amount under the prospective payment system will be 
made based upon all relevant information known to the fiscal intermediary1. 
 
So that this information may be taken into consideration in determining the target amount, form 
HCFA-1008 and necessary supporting information will be submitted to the hospital's fiscal 
intermediary in accordance with the following schedule: 
 

Form  
              Base Period HCFA-1008                    
                   Ends        Due     
                9/30/82 6/15/83 
                10/31/82 6/15/83 
                11/30/82 7/15/83 
                12/31/82 7/31/83 
                1/31/83 7/31/83 
                2/28/83 7/31/83 
                3/31/83 7/31/83 
                4/30/83 8/31/83 
            5/31/83 or later By cost report 

 due date        
 
 
 INSTRUCTIONS FOR FORM HCFA-1008, PART I 
 

Item 1 Enter the hospital's name. 

Item 2 Enter the hospital's provider number. 

 

1 - Where pertinent, chain home offices should also complete a form HCFA-1008 with a schedule 

showing the distribution of costs applicable to base year adjustments for each of its member 

hospitals.  Generally, this could relate to items 6 and 7. 
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 EXHIBIT B (Continued) 
 

Item 3 Enter the hospital's address. 

Item 4 Enter the name and telephone number of a person who can be contacted by the fiscal 

intermediary for additional information or clarification of information. 

Item 5 Enter the beginning and ending dates of the base period to which the information applies. 

Item 6 This information is to be furnished only for hospitals that were not subject to FICA tax 

during the base period indicated in item 5, but will be subject to FICA tax during all or 

part of the first cost reporting period under the prospective payment system.  These 

hospitals should enter the amount of the employer's share of the FICA tax that the 

hospital would have paid if it had been subject to FICA tax during the base period.  (If 

the hospital was exempt for only a part of the base period, it should reflect the total 

amount that it would have paid for the entire base period less any actual FICA amounts 

paid or accrued.) 

Item 7 Hospitals would have had an entry on their base period cost report, form HCFA-2552-81, 

Worksheet D-1, Part I, column O, line 25AA, only if they had directly assigned capital-

related costs to cost centers not listed on Worksheet D-1.  In this case, fiscal 

intermediaries will need to know the amount of directly assigned capital-related cost for 

each of these cost centers in order to properly determine the hospital's adjusted base 

period inpatient operating costs. 

Item 8 Hospitals that included the net cost of approved paramedical education programs in the 

direct cost of other cost centers should prepare a schedule showing for each such 

paramedical education program operated during the base period:  
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a. The type of approved paramedical education program 

b. The net cost of the program 

c. The cost center in which the net cost was included. 

Item 9 Hospitals for which inpatient hospital operating costs will be affected by regulations 

pertaining to hospital-based physicians published in the Federal Register, pages 48 FR 

8902 to 8951 on March 2, 1983,  should submit the information required in section 2802 

B.7. and, for each cost center in which provider-based physician remuneration is 

indicated, the following information to their fiscal intermediary, to the extent that the 

information has not already been submitted for other purposes so the intermediary can 

determine the affect of the regulations on the hospitals target amount: 

1. The total amount of remuneration paid to each provider-based physician  

2. The provider component of the remuneration 

3. The professional component of the remuneration 

4. The amount of provider-based physician remuneration included in each cost 

center on form HCFA-2552-81, Worksheet A, column 3, for the base period. 

Item 10  In order to furnish information to adjust base period costs, hospitals should attach a 

schedule showing the computation of the amount billed for certain nonphysician items or 

services furnished to Medicare inpatients with Part A coverage during the base period.  

As explained elsewhere in section 2802 B.6., these are items and services furnished by 

outside suppliers, other providers or 
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 EXHIBIT B (Continued) 
 

physicians as services incident to a physician's service.  The hospital did not bill for these 

items or services.  They would have been covered as Part A inpatient hospital services if 

the hospital had billed.  However, the party furnishing the services billed directly rather 

than to or through the hospital.  See section 2802 B.6. for detailed information regarding 

the data which should be submitted to make this adjustment. 

Item 11  In order to make an additional payment, where appropriate, to the hospital's DRG 

payment for indirect costs resulting from an approved graduate medical education 

program, any hospital which employs interns and residents in an approved program (as 

defined in 42 CFR 405.421) should enter the number of full-time equivalent (FTE) 

interns and residents it expects to have on its payroll at the beginning of its fiscal year 

starting between September 30, 1983 and October 1, 1984.  Interns and residents in 

unapproved programs must not be included in the number submitted.  The hospital's best 

estimate should be given at the time the form is submitted.  Reconciliation will be made 

after the actual number of FTE interns and residents is determined at the end of that fiscal 

year. 

 

CERTIFICATION:  This must be signed by an officer or administrator of the hospital with authority 

to act on behalf of the hospital. 
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 Form Approved     
  OMB No. 0938-0288 
 Expires June 1984 
 
The Office of Management and Budget requires us to tell you that HCFA reserves the right not to 
use the data reported on this form if the data reported are incomplete or inconsistent with other 
cost data.  HCFA may estimate dollar amounts equal to zero for data elements which are 
incomplete or inconsistent. 
  

Hospital 
1. 

 
Provider Number 

2.  
Address 

3.  
Name and Telephone Number of Person to Contact for Additional Information 

4.  
5. Base Period     Beginning Date       Ending Date 
 
6. Hospitals not subject to FICA tax during the base period, enter the amount of FICA tax that would have 

been paid if becoming subject as a result of PL 98-21.  
7. Hospitals that had an entry on base period cost report, form HCFA-2552-81, Worksheet D-1, Part I, 

column 0, line 25AA, submit a schedule showing the amount of directly assigned capital-related costs to 
be applied to each cost center.  

8. Hospitals that have approved paramedical education programs and have directly assigned costs, submit a 
schedule showing the type of each program, the net cost of each program, and the cost center in which 
the net cost was included.  

9. Hospitals that have provider-based physicians which are affected by the regulation published in the 
Federal Register, pages 48 FR 8902 to 8951 on March 2, 1983, submit a schedule showing, by cost 
center, the name and medical specialty of each provider-based physician, the amount of remuneration for 
each provider-based physician and the computation showing the provider component and professional 
component of the remuneration for each provider-based physician.  Also show the total amount of 
provider-based physician remuneration included on form HCFA-2552-81, Worksheet A, column 3 for 
each cost center for the base period.  (See Instructions for complete listing requirements).  

10. Attach a schedule showing the computation of the amount billed for certain nonphysician items and 
services furnished by outside sources to inpatients covered under Part A of Medicare where billing was 
done directly by an outside supplier or another hospital rather than by or through the hospital.  (See 
instructions for complete listing requirements).  

11. The number of full-time equivalent interns and residents' the hospital expects to have employed in an 
approved educational program pursuant to 42 CFR 405.421 on the first day of the fiscal year it will be 
subject to the prospective payment system: 

INTENTIONAL MISREPRESENTATION OR FALSIFICATION OF ANY INFORMATION 
CONTAINED IN THIS 

TRANSMITTAL MAY BE PUNISHABLE BY FINE OR IMPRISONMENT UNDER FEDERAL 
LAW 

 
CERTIFICATION BY OFFICER OR ADMINISTRATOR OF PROVIDER 

 
I hereby certify that I have read the above statement, and that I have examined the above 
transmittal and all accompanying schedules and/or information, and that to the best of my 
knowledge, all information transmitted herewith is true, complete and correct and was prepared in 
accordance with applicable instructions, except as noted. 
 
 
                                                                                                                                                                     
                         Signature                                        Title Date  
 
FORM HCFA-1008, PART I 
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 EXHIBIT B (Continued) 
 
 INSTRUCTIONS FOR COMPLETION OF FORM HCFA-1008, PART II 
 HOSPITAL UTILIZATION REVIEW COST SUMMARY FOR BASE PERIOD 
 
 
 
Data on utilization review costs have been requested by the Executive Office of Management and 
Budget for fiscal planning purposes.  They will not be used for any base period adjustment; however, 
the data should be reported for the base period as defined in section 2802A.  Note to intermediaries:  
Instructions on the submittal of this information to HCFA will be forthcoming. 
 
 
Item 1 Enter the hospital's name. 
 
 
Item 2 Enter the hospital's provider number. 
 
 
Item 3 Enter the number of admissions (including kidney donors) which  occurred according to 

Federal program and according to level of  care.  Also enter non-Federal admission in the 
appropriate space.   Provide totals in the appropriate blanks.  

 
 
Item 4  Enter the hospital utilization review costs relating strictly to  the conduct of admission 

certification and continued stay review  should be entered in this column regardless of 
whether it is  performed on a 100 percent basis for all admissions or on a  modified or 
focused basis. 

 
 
Item 5  Enter the utilization review costs incurred by the hospital in the  design, conduct and 

analysis of Medical Care Evaluation (MCE)  Studies.  This includes costs for collecting 
and analyzing MCE  study data, and coordination with medical education, where  
necessary.  

 
 
 
CERTIFICATION:  This must be signed by an officer or administrator of the hospital with 
authority to act on behalf of the hospital. 
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 EXHIBIT B (Continued) 
 

 Form Approved     
  OMB No. 0938-0288 
 Expires June 1984 
 
 HOSPITAL UTILIZATION REVIEW COST SUMMARY 
 FOR BASE PERIOD 

 
1. HOSPITAL NAME      
 
 
2. PROVIDER NUMBER                                                                      
 

  
 
3. ADMISSIONS 
  

 
Category 

 
 

Acute 

 
Hospital-

based 
SNF 

 
Hospital-

based 
ICF 

 
 

Totals 
 
Title XVIII 

 
 

 
 

 
//////////////////// 

 
  

Title XIX 
 
 

 
 

 
//////////////////// 

 
  

Title V 
 
 

 
 

 
 

 
  

Nonfederal 
 
 

 
//////////////////// 

 
//////////////////// 

 
  

Totals 
 
 

 
 

 
 

 
 

 
 
4. TOTAL COST OF ADMISSION CERTIFICATION AND CONTINUED 

STAY CONCURRENT REVIEW 
 

        
 
 
5. TOTAL COST OF MEDICAL CARE EDUCATION STUDIES 
 

        
 

INTENTIONAL MISREPRESENTATION OR FALSIFICATION OF ANY 
INFORMATION CONTAINED IN THIS 

TRANSMITTAL MAY BE PUNISHABLE BY FINE OR IMPRISONMENT UNDER 
FEDERAL LAW 

 
 CERTIFICATION BY OFFICER OR ADMINISTRATOR OF PROVIDER 
 

I hereby certify that I have read the above statement, and that I have 
examined the above transmittal and all accompanying schedules and/or 
information, and that to the best of my knowledge, all information 
transmitted herewith is true, complete and correct and was prepared in 
accordance with applicable instructions, except as noted. 

 
                                                                                                                                    
                    Signature                                       Title Date  
FORM HCFA-1008, PART I 
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 EXHIBIT C 
 
 INSTRUCTIONS FOR COMPLETION OF FORM HCFA-1007 
 WORKSHEET TAC - TARGET AMOUNT COMPUTATION  
 
The TAC worksheets are for intermediary use only.  They are designed to serve two basic purposes.  
First, the worksheets provide for the computation of the "target amount" used to establish the 
hospital-specific portion of the prospective payment rate under section 1886(d) of the Social Security 
Act.  This provision (enacted on March 1983 by Title VI of PL 98-21) is effective for cost reporting 
periods beginning on or after October 1, 1983. The provision provides that Medicare's payment for 
inpatient operating costs will be made prospectively on a per discharge basis.  During a 3-year 
transition period, a portion of the prospective payment rate will be based on a target amount derived 
from historical cost experience in the hospital's base period (see section 2802A).  Secondly, these 
worksheets provide for the computation of the "target amount" in accordance with the limitation on 
allowable rates of increase in hospital operating costs under section 1886(b) of the Social Security 
Act.  This provision (enacted on September 3, 1982 by section 101(b) of PL 97-248) is effective for 
cost reporting periods beginning on or after October 1, 1982.  The rate of increase ceiling limits the 
amount by which a hospital's inpatient operating costs per discharge may increase over its costs per 
discharge in the 12-month cost reporting period immediately preceding the effective date of the 
provision (the 12-month cost reporting period ending on or after September 30, 1982 and before 
September 30, 1983). 
 
When the same base period is used for 12-month cost reporting periods, the adjustments to base 
period costs for purposes of determining the "target amounts" under the rate of increase ceiling and 
under prospective reimbursement may be coordinated.  In doing so, however, the intermediary must 
be aware of three basic differences in the determinations of the respective target amounts.  Exhibit A 
illustrates the similarities and differences between the respective target amount computations. 
 
However, when the base period for the prospective payment system (PPS) is different than the base 
period for TEFRA, the computation of the respective target amounts cannot be coordinated in the 
same manner.  Instead, the intermediary will complete Parts I through VII only for the PPS target 
amount computation, and separately complete Parts I through XI for the TEFRA target amount 
computation based on costs applicable to the appropriate base period.  In addition, the intermediary 
should make appropriate changes  
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 EXHIBIT C (Continued) 
 
to existing line references on all parts of Worksheet TAC if the base period costs are reported on any 
cost report form other than form HCFA-2552-81. 
 
Parts I through VII of these worksheets are for the computation of the target amount per discharge 
under prospective payment, and Parts VIII through XI are for the computation of the target amount 
per discharge under TEFRA. 
 
Throughout form HCFA-1007 required computations result in the use of fractions.  The decimal 
equivalents of such fractions are to be carried two, four or eight places to the right of the decimal 
point as specified below: 
 

Two Decimal Places 
a. Target amount per discharge 
b. Per diem cost for comparison to cost limit 

 
Four Decimal Places 
Case mix index 
 
Eight Decimal Places 
a. Unit cost multipliers 
b. Ratios of cost to charges 
c. Applicable factor for the FICA, provider-based physician and unbundling adjustments  

 
In completing form HCFA-1007, all negative amounts must be entered in parenthesis (  ). 
 
NOTE: Intermediaries can elect to utilize automated desk review systems to  expedite the 

computations required on form HCFA-1007, providing the same  target amounts result that 
would have if the form HCFA-1007 had been  completed manually. 

 
Part I - Allocation of Capital-Related Cost--This part is provided to compute the amount of allocated 
capital-related costs that are part of the ancillary and inpatient routine service cost.  This part will be 
used in conjunction with form HCFA-2552-81, Worksheets 
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 EXHIBIT C (Continued) 
 
B and B-1 submitted by the hospital for cost reporting periods beginning before October 1, 1982. 
The format and allocation process to be employed is identical to that used on form HCFA-2552-81, 
Worksheets B and B-1. 
 
Column 0--Where providers have directly assigned capital-related costs, additional information may 
be needed to properly complete this part.  Where an amount has been reported in column O of the 
form HCFA-2552-81, Worksheet D-1, Part I, line 25AA of the submitted cost report, the detail 
amounts applicable to the various cost centers must be obtained from the hospital (see Exhibit B). 
 
Columns 1 and 2--The amounts to be entered in column 1 are obtained from form HCFA-2552-81, 
Worksheet B, column 2.  The amounts to be entered in column 2 are obtained from form HCFA-
2552-81, Worksheet B, column 3.  The total of columns 0 through 2 must be entered in column 3. 
 
The statistics for allocating capital-related costs will be those reported on form HCFA-2552-81, 
Worksheet B-1 of the submitted cost report.  Enter on line 82, the total statistics over which the costs 
are to be allocated (e.g., column 4 - Employee Health and Welfare, enter on line 82, the statistics 
from form HCFA-2552-81, Worksheet B-1, column 4, line 4).  Enter on line 81, the total cost to be 
allocated.  This amount will be used to compute the unit cost multiplier on line 83.  The unit cost 
multiplier must be rounded to eight decimal places, for example, .062244386 rounded to .06224439. 
The allocation process is identical to that used on form HCFA-2552-81, Worksheets B and B-1.  In 
doing the allocation process, form HCFA-1007, Worksheet TAC, Part I, and the statistics on form 
HCFA-2552-81, Worksheet B-1 will be used.  Line 79AA is to be used to accumulate the costs 
which are not included in lines 4 through 79.  The costs which would have been entered in columns 
18 and 19 (shaded lines) should be totaled and entered on line 79AA. The shaded lines are preprinted 
because adjustment for the cost of nursing school and Interns and Residents (in approved teaching 
program) including capital-related cost, are made elsewhere, and any applicable cost entered on line 
79AA. 
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 EXHIBIT C (Continued) 
 
On form HCFA-1007, Worksheet TAC, Part V, data for intensive care, coronary care, and two 
columns designated "other" intensive type care cost centers is requested.  The assumption is made 
that lines 49 and 50 on form HCFA 2552-81, Worksheets A, B and B-1 are used for "other" intensive 
type care cost centers.  Where the provider has used lines 49 and/or 50 as "subprovider" cost centers, 
the amount(s) in column 21 are transferred to Part IV, column 2 and/or 3, line 2. 
 
Exception:  When a general service cost center is not allocated on Worksheet B because it has a 
credit balance at the point it would normally be allocated, the capital-related cost for the same 
general service cost center on form HCFA-1007, Worksheet TAC, Part I, is not to be allocated.  For 
crossfooting purposes, enter the total capital-related cost on line 79AB. 
 
Also, when a general service cost center has a negative direct cost balance on form HCFA-2552-81, 
Worksheet B, column 1, and the negative balance becomes a positive balance through the cost 
allocation process, the amount of capital-related cost determined on form HCFA-1007, Worksheet 
TAC, Part I, for that general service cost center must be adjusted to reflect the amount that was 
allocated on form HCFA-2552-81, Worksheet B.  The adjusted amount of capital-related cost to be 
allocated on form HCFA-1007, Worksheet TAC, Part I, is computed by dividing the capital-related 
cost by the total indirect cost allocated to the cost center on form HCFA-2552-81, Worksheet B (do 
not include the negative direct cost) and multiplying the ratio times the net amount allocated on form 
HCFA-2552-81, Worksheet B, for that general service cost center.  Enter the adjusted amount of 
capital-related amounts to be allocated on the diagonal line (i.e., column 8, line 8; column 11, line 
11, etc.).  For crossfooting purposes, the difference between the amount of capital-related cost to be 
allocated and the adjusted amount of capital-related cost actually allocated must be reported on line 
79AB and labeled "Negative Cost Centers." 
 
The amount entered on line 81 must equal the amount entered on the diagonal line (i.e., column 8, 
line 8; column 11, line 11; etc.). 
 
Part II - Computation of FICA Tax Adjustment Factor--This part is for the computation of the FICA 
tax adjustment factors for an individual hospital that was not subject to the 
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 EXHIBIT C (Continued) 
 
FICA tax during its base period, but will be subject to the tax during all or part of its first cost 
reporting period under the prospective payment system and under TEFRA system. The adjustment 
factors computed in this part will be used in the computation of the FICA tax adjustment that will be 
made subsequently in Parts IV, V, VI, VIII, IX and X of the form HCFA-1007.  For further 
information, refer to section 2802.B.5. 
 
Line 1 - Enter the amount of FICA tax that is reported by the provider on form HCFA-1008. 
 
Lines 2-5 - Enter the amount resulting from the specific line instructions provided on this form.  
Carry the adjustment factor to 8 decimal places. 
 
Line 6 - The applicable factor referred to on this line represents the decimal equivalent (carried to 8 
places) of the number of months that are subject to the FICA tax in the hospital's first cost reporting 
period under TEFRA.  The applicable factor is applied to the amount entered on line 5 and the 
resulting amount is entered in the column on line 6.  The following schedule presents the applicable 
factor: 
 
 Base Year Ended  First TEFRA Year Ended Applicable Factor 
 

 9-30-82  9-30-83      -0- 
10-31-82 10-31-83      -0- 
11-30-82 11-30-83      -0- 
12-31-82 12-31-83      -0- 
 1-31-83  1-31-84 .08333333 
 2-28-83  2-28-84 .16666667 
 3-31-83  3-31-84 .25000000 
 4-30-83  4-30-84 .33333333 
 5-31-83  5-31-84 .41666667 
 6-30-83  6-30-84 .50000000 
 7-31-83  7-31-84 .58333333 
 8-31-83  8-31-84 .66666667 

 
 
If the first TEFRA year does not correspond to one of those listed in the above chart, compute the 
adjustment factor as follows: 
 
Adjustment Factor = Number of days after 12/31/83 in first TEFRA year 

Number of days in first TEFRA year 
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 EXHIBIT C (Continued) 
 
Part III - Provider-Based Physician Adjustment--In order to establish the target amount per discharge, 
an adjustment may be needed for the hospital-based physician provider inpatient costs due to 
changes required by sections 1861(w)(1) and 1862(a)(14) of the Act. Included in this regulation is a 
provision that requires that the costs of nonphysician inputs in providers must be paid through the 
provider on a reasonable cost basis and when a physician assumes some or all of the costs of 
furnishing services in a provider to the provider's patients, only "physicians' services" to individual 
patients may be paid for on a reasonable charge basis. 
 
Line Descriptions 
The cost centers in this Part are listed in the exact order that the cost centers are listed on form 
HCFA-2552-81, Worksheet A, and the lines are numbered in accordance with the line numbers on 
Worksheet A.  Because of space limitations, unused lines (e.g., title lines) are not reprinted. 
 
Column Descriptions 
 
Column 1 - Adjusted Provider Component - Enter the provider component remuneration as it is 
submitted with the form HCFA-1008 from the provider's data or from information contained in the 
intermediary's records. 
 
Column 2 - Provider Component Per Cost Report - Enter the provider component of the 
remuneration which was included in the provider's base period cost reports 
 
Column 3 - Enter the provider-based physician adjustment (increase or decrease) by subtracting the 
amount in column 2 from the amounts in column 1 for each line item.   
 
Column 4 - Transfer the amount in column 3, line 46 to Worksheet TAC, Part IV line 7, column 1.  
If lines 49 and 50 are used for Subprovider I and II costs, the amounts in column 3 should be 
transferred to Part IV, columns 2 and 3, as appropriate, line 7.  Transfer the amounts in column 3, 
lines 22 through 44, to Worksheet TAC, Part VI, line 8, columns 2 through 23, as indicated in this 
column.  Transfer the amounts in column 3, lines 55, 
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 EXHIBIT C (Continued) 
 
56 and 57 to Part VI, columns 25, 26, and 27, respectively.  Transfer the amounts in column 3, lines 
47 and 48 to Part V, line 9, columns 1 and 2, respectively.  If lines 49 and 50 are used for "other" 
intensive type care cost centers, then the amounts on these lines (column 3) will be transferred to Part 
V, line 9, columns 3 and 4, respectively. 
 
Part IV - Computation of Target Amount for General Inpatient Routine Service Costs--This part of 
Worksheet TAC is to be used to compute the general inpatient routine service cost for inclusion into 
the target amount for hospitals, Subprovider I and Subprovider II. 
 
Line Descriptions 
Line 1 - Enter on line 1 the inpatient routine service cost from form HCFA 2552-81, Worksheet D-1, 
Part I, line 11, columns 1, 2 or 3, respectively. 
 
Line 2 - Enter on line 2 the capital-related costs, the nursing school costs, and the intern and resident 
in approved teaching program costs which are included on line 1, for column 1 from Part I, line 46, 
column 21 plus the amount from Worksheet B, sum of columns 18 and 19, line 46.  For columns 2 
and 3, from Part I, lines 49 or 50, as appropriate, plus Worksheet B, sum of columns 18 and 19, lines 
49 or 50, as appropriate.  
 
Line 3 - Enter on line 3 the cost of an approved paramedical education program which was included 
on line 1.  This information should have been provided on form HCFA-1008 submitted from the 
provider.  However, if on the base period cost report, the provider established one or more general 
service cost centers for approved paramedical education programs, enter the amount allocated on 
Worksheet B to the applicable cost center. 
 
Line 4 - Enter on line 4 the Net Cost for computing the FICA adjustment.  Subtract the sum of the 
amounts on lines 2 and 3 from the amount on line 1 for each column.  Multiply this amount by the 
FICA tax adjustment factor from Part II, line 5, for each column, and enter the results on line 5. 
 
Line 6 - Enter the sum of lines 4 plus 5 for each column. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
28-32 Rev. 295 



 EXHIBIT C (Continued) 
 
Line 7 - Enter the provider-based physician adjustment from Part III, column 3, lines 46, 49 or 
50, as appropriate, in columns 1, 2 or 3, respectively. 
 
Line 8 - Enter the net of lines 6 and 7. 
 
Line 9 - Enter the patient days from form HCFA-2552-81, Worksheet D-1, Part I, columns 1, 2 
or 3, line 3. 
 
Line 11 - Enter the Medicare inpatient days from form HCFA-2552-81, Worksheet D-1, Part I, 
column 1, 2 or 3, line 8.   
 
Line 12 - Multiply the days on line 11 (in each column) by the amount on line 10 (each column) 
to obtain the adjusted general inpatient routine service cost. 
 
Line 13 - Enter the general inpatient routine service cost limitation adjusted for aggregate charges 
for excess cost applicable to kidney acquisition from form HCFA-2552-81, Worksheet D-1, Part 
I, columns 1, 2 or 3, line 37. 
 
Line 14 - Enter the sum of line 5, plus or minus line 7, minus line 3.  This sum represents the 
adjustments to base period costs that are applicable to cost limitation.  Enter any negative 
amounts in parenthesis. 
 
Line 15 - Enter the per diem cost of adjustments resulting from dividing line 14 by line 9. 
Enter any negative amounts in parenthesis. 
 
Line 16 - Enter the Medicare cost of adjustments applicable to general inpatient routine service 
cost limitation.  Enter any negative amounts in parenthesis. 
 
Line 17 - Enter the sum of line 13, plus or minus line 16.  This sum represents the adjusted cost 
limitation. 
 
Line 18 - Enter lesser of line 12 or line 17.  Transfer the amounts in columns 1, 2 or 3 to the 
corresponding column in Part VII, line 1. 
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 EXHIBIT C (Continued) 
 
Part V - Computation of Target Amount for Intensive Care Type Inpatient Hospital Units-- 
This part of Worksheet TAC is to be used to compute the adjusted cost of intensive care type 
inpatient hospital units for target amount computation. 
 
Line Descriptions 
Line 1 - Enter the total inpatient cost for intensive care type units from form HCFA-2552-81, 
Worksheet D-1, Part I, column 1, lines 39 through 42, in columns 1 through 4, as applicable. 
 
Line 2 - Enter the capital-related cost which has been included on line 1.  This is obtained from 
Part I, column 21, lines 47 through 50, and entered here in columns 1 through 4, respectively. 
 
Line 3 - Enter the nursing school cost included on line 1.  This is obtained from form HCFA-
2552-81, Worksheet B, column 18, lines 47 through 50, and entered here in columns 1 through 4, 
as applicable. 
 
Line 4 - Enter the intern and resident in an approved teaching program cost which was included 
on line 1, from form HCFA-2552-81, Worksheet B, column 19, lines 47-50, in columns 1 
through 4, respectively. 
 
Line 5 - Enter the cost of the approved paramedical education program which was included on 
line 1, from form HCFA-1008.  However, if on the base period cost report, the provider 
established one or more general service cost centers for approved paramedical education 
programs, enter the amount allocated on Worksheet B to the applicable cost center. 
 
Line 6 - Subtract the sum of lines 2 through 5 from line 1 and enter the balances in the 
appropriate columns. 
 
Line 7 - Multiply the amount in each column on line 6 by the FICA tax adjustment factor in Part 
II, line 5, and enter the results in the appropriate columns. 
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 EXHIBIT C (Continued) 
 
Line 8 - Enter the sum of line 6 and line 7 in the appropriate columns. 
 
Line 9 - Enter in the appropriate column the provider-based physician adjustment from Part III, 
column 3, lines 47 through 50, as appropriate. 
 
Line 10 - Enter the sum of line 8, plus or minus line 9, in the appropriate columns. 
 
Line 11 - Enter the total patient days reported on form HCFA-2552-81, Worksheet D-1, Part I, 
column 2, lines 39-42, as appropriate. 
 
Line 12 - Divide the cost in each column on line 10 by the patient days in each column on line 
11, and enter the result in the appropriate column. 
 
Line 13 - Enter the Medicare patient days in the appropriate columns from form HCFA-2552-81, 
Worksheet D-1, Part I, column 4, lines 39-42, as appropriate. 
 
Line 14 - Enter in the appropriate column the result of multiplying line 12 by line 13.  Transfer 
the sum of the amounts in all columns to Part VII, column 1, line 2. 
 
PART VI - COMPUTATION OF TARGET AMOUNT FOR INPATIENT HOSPITAL 
ANCILLARY SERVICES--The purpose of this worksheet is to determine the Medicare cost for 
inpatient hospital ancillary services.  To accomplish this the capital-related cost, nursing school 
cost, interns and residents costs, and the approved paramedical education program costs must be 
extracted from the inpatient hospital ancillary services.  The amount of FICA tax that would have 
been paid by the provider who was not withholding and paying Social Security tax is added to the 
cost of each inpatient hospital ancillary service.  In addition, an adjustment is made for the 
provider based physician cost in accordance with regulations published in the Federal Register on 
March 2, 1983. 
 
Line Descriptions 
Line 1 - Enter the total cost from form HCFA-2552-81, Worksheet B, column 21 as adjusted, if 
appropriate.  Note that lines 22 through 41, 43 and 44 correspond to columns 2 through 23.  
Column 24 on Part VI has been deleted to correspond to Worksheet B, line 42. Lines 55, 56 and 
57 in Part III correspond to columns 25, 26 and 27 in Part VI. 
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  EXHIBIT C (Continued) 
 
Line 2 - Enter on line 2 the capital-related cost from Part I, column 21.  Lines 22 through 41, 43 
and 44 correspond to columns 2 through 23.  Lines 55, 56 and 57 on Part I correspond to 
columns 25, 26 and 27 on Part VI.  Column 24 has been deleted because it is not used in this 
computation.    
 
Line 3 - Enter on line 3 the nursing school cost from form HCFA-2552-81, Worksheet B, column 
18.  The amounts are obtained from the lines on Worksheet B that correspond to the columns in 
Part VI. 
 
Line 4 - Enter on line 4 the intern and residents in an approved teaching program cost from form 
HCFA-2552-81, Worksheet B, column 19.  The amounts are obtained from the lines on 
Worksheet B that correspond to the columns in Part VI. 
 
Line 5 - Enter on line 5 the amount of paramedical education program cost from the form HCFA-
1008.  However, if on the base period cost report, the provider established one or more general 
service cost centers for approved paramedical education programs, enter the amount allocated on 
Worksheet B to the applicable cost center. 
 
Line 6 - Add the amounts on lines 2, 3, 4 and 5, and subtract this sum from the amount on line 1, 
and enter the net amount on line 6.  This computation must be completed for each column. 
 
Line 7 - Multiply the amount on line 6 by the FICA tax adjustment factor from Part II, line 5, and 
enter the results on Part VI, line 7.  If line 6 is zero or negative, enter zero  
on line 7. 
 
Line 8 - Enter the provider-based physician adjustment from Part III, column 3. 
 
Line 9 - Enter the net of lines 6, 7 and 8.  If the amount in any column on line 9 results in zero or 
a negative amount, do not complete the remainder of that column. 
 
Line 10 - Enter the charges from form HCFA-2552-81, Worksheet C, column 1, line b. The lines 
on Worksheet C correspond to the columns in Part VI. 
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 EXHIBIT C (Continued) 
 
Line 11 - Compute the ratio of adjusted cost to charges (line 9 divided by line 10), and enter the 
results in each column. 
 
Lines 12 and 13 - Enter on line 12, columns 2 through 27, the Hospital Medicare charges from 
form HCFA-2552-81, Worksheet D, column 3.  Multiply the amount on line 12 by the ratio on 
line 11 for each column, and enter the Medicare cost for inpatient hospital ancillary services on 
line 13.  Enter the sum, of columns 2 through 27, in column 1.  Transfer the amount in column 1, 
line 13 to Part VII, column 1, line 3. 
 
Lines 14 and 15 - Enter on line 14, columns 2 through 27, the Subprovider I Medicare charges 
from form HCFA-2552-81, Subprovider I, Worksheet D, column 3.  Multiply the amount on line 
14 by the ratio on line 11 for each column, and enter the Medicare cost for Subprovider I 
ancillary services on line 15.  Enter the sum, of columns 2 through 27, in column 1.  Transfer the 
amount in column 1, line 15 to Part VII, column 2, line 3. 
 
Lines 16 and 17 - Enter on line 16, columns 2 through 27, the Subprovider II Medicare charges 
from form HCFA-2552-81, Subprovider II, Worksheet D, column 3.  Multiply the amount on 
line 16 by the ratio on line 11 for each column, and enter the Medicare cost for inpatient 
Subprovider II ancillary services on line 17.  Enter the sum, of columns 2 through 27, in column 
1.  Transfer the amount in column 1, line 15 to Part VII, column 3, line 3. 
 
Part VII - Computation of Target Amount Per Discharge for Prospective Payment System-- 
This part provides for the computation of the target amount per discharge for the individual 
hospital and up to two Subproviders, when applicable, for reimbursement under the prospective 
payment system.  For further details, refer to section 2802.C. 
 
Line Descriptions 
Line 1--Enter in the appropriate column the amount of the general inpatient routine service cost 
from Part IV, line 18, columns 1, 2 and 3, as appropriate. 
 
Line 2--Enter in the hospital column the amount of the intensive care type inpatient hospital unit 
cost from Part V, line 14, sum of all columns. 
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 EXHIBIT C (Continued) 
 
Line 3--Enter the amount of ancillary service costs from Part VI, column 1, lines 13, 15 and 17, 
as appropriate. 
 
Line 4--Enter in the appropriate columns the kidney acquisition costs reported on form HCFA-
2552-81, Worksheet E, Part I, columns 1, 4 and 6, line 8. 
 
Line 5--Enter in the appropriate columns the cost of services furnished "under arrangements" 
reported on form HCFA-2552-81, Worksheet E, Part I, columns 1, 4 and 6, line 9. 
 
Line 6--Enter malpractice insurance costs reported on form HCFA-2552-81, Worksheet E, Part I, 
line 10, columns 1, 4 and 6, as appropriate. 
 
Line 7--Enter in the appropriate column the amount reported by provider on form HCFA-1008, 
Part I. 
 
Line 8--Enter the sum of lines 1 through 7 in the appropriate column. 
 
Lines 9 and 10--Enter the amounts requested in the appropriate columns from form HCFA-2552-
81, Worksheet E, Part I, columns 1, 4 and 6, lines 14 and 17, respectively. 
 
Line 11--Enter the sum of lines 9 and 10. 
 
Line 12--Subtract line 11 from line 8 and enter the balance in the appropriate columns. 
 
Line 13--Enter the Medicare discharges from form HCFA-2552-81, page 3, Part III, line 6c for 
hospitals; page 4, Part V, line 7c for Subproviders I and II. 
 
Line 14--Enter the base period cost per discharge.  Divide the amount on line 12 by the amount 
on line 13. 
 
Line 15--Enter the case-mix index as will be provided by HCFA.  This index will be provided by 
HCFA for the hospital, Subprovider I and Subprovider II. 
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 EXHIBIT C (Continued) 
 
Line 16--Enter the case-mix adjusted base year cost.  Divide the amount on line 14 by the amount on 
line 15. 
 
Line 17--Enter the applicable percentage of increase plus 100 percent.  This appropriate inflation 
factor will be provided by HCFA.  Enter the same percentage in each column. 
 
Line 18--Enter the average target amount per discharge for prospective payment. Multiply the 
amount on line 16 by the amount on line 17 for each column. 
 
Part VIII - TEFRA Computation of Target Amount for General Inpatient Routine Service Costs--
This part provides for the TEFRA computation of the target amount for the general inpatient routine 
service costs of an individual hospital and its subproviders. 
 
Line Descriptions 
Line 1--Enter in columns 1-3, the sum of lines 3 and 4, Part IV. 
 
Line 2--Enter the result of multiplying line 1 by line 6, Part II. 
 
Line 3--Enter sum of lines 1 and 2. 
 
Line 4--The applicable factor referred to on this line represents the decimal equivalent (carried to 
eight places) of the number of months that are subject to the provider-based physician adjustment in 
the hospital's first cost reporting period under TEFRA.  The applicable factor is applied to the 
amount entered in Part IV, line 7, and the resulting amount is entered in the columns on line 4.  The 
following schedule presents the applicable factor for provider-based physician services furnished on 
or after October 1, 1983, pursuant to the final rule published in the Federal Register on May 31, 
1983, which implements a delay in the effective date of the final rule that appeared in the Federal 
Register on March 2, 1983. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 295 28-39 



 EXHIBIT C (Continued) 
 
 
 Base Year Ended  First TEFRA Year Ended Applicable Factor 
 

 9-30-82  9-30-83      -0- 
10-31-82 10-31-83 .08333333 
11-30-82 11-30-83 .16666667 
12-31-82 12-31-83 .25000000 
 1-31-83  1-31-84 .33333333 
 2-28-83  2-28-84 .41666667 
 3-31-83  3-31-84 .50000000 
 4-30-83  4-30-84 .58333333 
 5-31-83  5-31-84 .66666667 
 6-30-83  6-30-84 .75000000 
 7-31-83  7-31-84 .83333333 
 8-31-83  8-31-84 .91666667 

 
If the first TEFRA year does not correspond to one of those listed in the above chart, compute the 
applicable factor as follows: 
 
Applicable Factor = Number of days after 9/30/83 in first TEFRA year 

Number of days in first TEFRA year  
 
For further details, refer to section 2802.B.7. 
 
Line 5--Enter sum of line 3, plus or minus, line 4, in the appropriate column. 
 
Line 6--Enter the total patient days reported in Part IV, line 9. 
 
Line 7--Enter the per diem cost resulting from dividing line 5 by line 6. 
 
Line 8--Enter the Medicare inpatient days reported in Part IV, line 11. 
 
Line 9--Enter the amount resulting from multiplying line 7 by line 8. 
 
Line 10--Enter the amount reported in Part IV, line 13. 
 
Line 11--Enter the sum of line 2, plus or minus line 4.  Enter any negative amounts in 
parenthesis. 
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 EXHIBIT C (Continued) 
 
Line 12--Enter the per diem cost resulting from dividing line 11 by line 6.  Enter any negative 
amounts in parenthesis. 
 
Line 13--Enter amount resulting from multiplying line 8 by line 12.  Enter any negative amounts in 
parenthesis. 
 
Line 14--Enter sum of line 10, plus or minus line 13.   
 
Line 15--Enter the lesser of line 9 or line 14.  Transfer the amounts in columns 1, 2 or 3 to the 
corresponding columns on Part XI, line 1. 
 
Part IX - TEFRA Computation of Target Amount for Intensive Care Type Inpatient Hospital Units--
The purpose of this worksheet is to determine the adjusted cost for TEFRA target amount for 
intensive care units, coronary care units and other intensive care type units of the hospital.  Amounts 
to be entered on this Part are derived from other Parts within this worksheet.  The amounts for lines 
1, 4, 6 and 8 are obtained from Part V of this worksheet.  The amount for line 2 is obtained from Part 
II.  The applicable factor to be used in the computation on line 4 is the same factor as used on Part 
VIII, line 4.  The line descriptions are to be completed for each column.  Add the amounts on line 9, 
all columns and transfer this total to Part XI, line 2, column 1. 
 
Part X - TEFRA Computation of Target Amount for Inpatient Hospital Ancillary Services- The 
purpose of this worksheet is to determine the TEFRA Medicare cost for inpatient hospital ancillary 
services.  To accomplish this, Part VI must be completed through line 6. The FICA tax adjustment 
must be completed through line 6.  The FICA tax adjustment and provider-based physician 
adjustment are computed to determine the adjusted cost. 
 
Line Descriptions 
Line 1--Enter on line l the net cost of ancillary services for TEFRA for Part VI, sum of lines 5 and 6, 
each column.  Enter any negative amounts in parenthesis. 
 
Line 2--Multiply the amount on line 1 by the FICA tax adjustment factor for Part II, line 6.  If line 1 
is zero or negative, enter zero on line 2. 
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 EXHIBIT C (Continued) 
 
Line 3--Enter the sum of lines 1 and 2 for each column. 
 
Line 4--Enter the provider-based physician adjustment factor in the space provided on line 4.  This 
adjustment factor is obtained from the instructions for Part VIII above. Multiply this adjustment 
factor by the amount on Part VI, line 8 for each column.  Enter the results on this part in the 
corresponding columns. 
 
Line 5--Determine the adjusted cost by entering the net of line 3, plus or minus line 4, on line 5 for 
columns 2 through 27.  Enter any negative amounts in parenthesis.  Do not complete the remaining 
lines for any column in which the amount on line 5 is zero or negative.  
 
Line 6--Enter the charges from Part VI, line 10. 
 
Line 7--Compute the ratio of adjusted cost to charges (line 5 divided by line 6), and enter the results 
in each column. 
 
Lines 8 and 9--Enter on line 8, columns 2 through 27, the Hospital Medicare charges from Part VI, 
line 12.  Multiply the amount on line 8 by the ratio on line 7 for each column, and enter the Medicare 
cost for inpatient hospital ancillary services on line 9.  Enter the sum of columns 2 through 27 in 
column 1.  Transfer the amount in column 1, line 9 to Part XI, column 1, line 3. 
 
Lines 10 and 11--Enter on line 10, columns 2 through 27, the Subprovider I Medicare charges from 
Part VI, line 14.  Multiply the amount on line 10 by the ratio on line 7 for each column, and enter the 
Medicare cost for Subprovider I ancillary services on line 11. Enter the sum of columns 2 through 27 
in column 1.  Transfer the amount in column 1, line 11 to Part XI, column 2, line 3. 
 
Lines 12 and 13--Enter on line 12, columns 2 through 27, the Subprovider II Medicare charges from 
Part VI, line 16.  Multiply the amount on line 12 by the ratio on line 7 for each column, and enter the 
Medicare cost for inpatient Subprovider II ancillary services on line 13.  Enter the sum of columns 2 
through 27 in column 1.  Transfer the amount in column 1, line 13 to Part XI, column 3, line 3. 
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 EXHIBIT C (Continued) 
 
 
Part XI - Computation of Target Amount Per Discharge for TEFRA--The purpose of this worksheet 
is to determine the average target amount per discharge for TEFRA.  The amounts to be entered on 
lines 1 through 4 are obtained from previous parts within this worksheet, according to the individual 
line descriptions.  The applicable factor reference on line 5 represents the decimal equivalent (carried 
to eight places) of the number of months that are subject to the "unbundling" provision in the 
hospital's first cost reporting period under TEFRA.  The applicable factor is applied to the amount 
entered on Part VII, column 1, 2 or 3, respectively, line 7, and the resulting amount is entered in the 
applicable column on line 5.  The following schedule presents the applicable factor: 
 
 Base Year Ended   First TEFRA Year Ended Applicable Factor 
 

 9-30-82  9-30-83       -0- 
10-31-82 10-31-83 .08333333 
11-30-82 11-30-83 .16666667 
12-31-82 12-31-83 .25000000 
 1-31-83  1-31-84 .33333333 
 2-28-83  2-28-84 .41666667 
 3-31-83  3-31-84 .50000000 
 4-30-83  4-30-84 .58333333 
 5-31-83  5-31-84 .66666667 
 6-30-83  6-30-84 .75000000 
 7-31-83  7-31-84 .83333333 
 8-31-83  8-31-84 .91666667 

 
If the first TEFRA year does not correspond to one of those listed in the above chart, compute the 
adjustment factor as follows: 
 
Adjustment factor = Number of days after l0-1-83 in first TEFRA year  
                                 Number of days in first TEFRA year 
 
Line 7--Enter the Medicare discharges from Part VII corresponding column line 13. 
 
Line 8--Enter the base year cost per discharge resulting from dividing line 6 by the Medicare 
discharges on line 7. 
 
Line 9--Enter the applicable percentage increase plus 100 percent.  This appropriate inflation factor 
will be provided by HCFA.  Enter the same percentage in each column. 
 
Line 10--Compute the average target amount per discharge for TEFRA by multiplying line 8 by line 
9 for each column. 
 
Part XII - Allocation of General Services Operating Cost--This part is provided to compute the 
amount of general service operating cost allocated to cost centers in which costs are included for the 
nonphysician anesthetist cost centers.  This part will be used in conjunction with form HCFA 2552-
81 Worksheet B and B-1 submitted by the hospital for cost reporting periods beginning before 
October 1, 1983.  The format and allocation process to be employed is compatible with that used on 
Form HCFA 2552-81, Worksheets B and B-1. 
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 EXHIBIT C (Continued) 
 
 
Line 1--Enter the cost to be allocated from Form HCFA 2552-81, Worksheet B-1, line 79. 
 
Line 2--Enter capital - related cost from Form HCFA 1007, Part I. 
 
Line 3--Enter operating cost to be allocated determined by subtracting line 2 from line 1. 
 
Line 4--Enter total allocation basis from Form HCFA 1007, Part I line 82. 
 
Line 5--Enter the unit cost multiplier resulting from dividing line 3 by line 4. 
 
Line 6--Enter the statistics from Form HCFA 2552-81 Worksheet B-1 for the appropriate cost 
centers shown on line 6 of this form; 22 through 25 and 43. 
 
Line 7--Enter the cost allocation determined by multiplying lines 7-22 through 7-25 and 7-43 by the 
unit cost multiplier shown on line 5. 
 
Part XIII - Computation of Medicare Nonphysician Anesthetist Adjustment--The purpose of this 
worksheet is to determine the Medicare cost for inpatient hospital ancillary services after adjustment 
for the Medicare  nonphysician anesthetist cost. 
 
Line Descriptions 
 
Line 1--Enter the nonphysician anesthetist cost as provided by the hospital. 
 
Line 2--Enter direct costs for the cost centers shown on line 1 HCFA-2552-81, Worksheet B, column 
1. 
 
Line 3--Enter the ratio determined by dividing the amount on line 1 by the amount on line 2. 
 
Line 4--Enter the allocated general operating cost from Worksheet TAC, Part XII column 7, lines 7-
22 through 7-43,  as applicable. 
 
Line 5--Enter the nonphysician anesthetist overhead determined by multiplying the ratio on line 3 by 
the amount on line 4. 
 
Line 6--Enter the nonphysician anesthetist cost by adding the amounts on line 1 and line 5. 
 
Line 7--Enter on line 7 the FICA tax adjustment computed by multiplying line 6 by the FICA tax 
adjustment factor from Worksheet TAC, Part II, line 5. 
 
Line 8--Enter on line 8 the adjusted cost determined by adding line 6 and line 7. 
 
Line 9--Enter the charges from Worksheet TAC, Part VI, line 10, columns as appropriate. 
 
Line 10--Compute the ratio of adjusted cost to charges (line 8 divided by line 9) and enter the results 
in each column. 
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 EXHIBIT C (Continued) 
 
 
Lines 11 and 12--Enter on line 11, columns 2 through 6, the hospital Medicare charges from 
Worksheet TAC, Part VI, line 12, columns as appropriate.  Multiply the amount on line 11 by the 
ratio on line 10 for each column, and enter the Medicare cost for inpatient hospital ancillary services 
on line 12.  Enter the sum of the amounts in columns 2 through 6 in column 1.  Transfer the amount 
in column 1, line 12 to Part XIV, column 1, line 2. 
 
Lines 13 and 14--Enter on line 13, columns 2 through 6, the subprovider I Medicare charges from 
Worksheet TAC, Part VI, line 14.  Multiply the amount on line 13 by the ratio on line 10 for each 
column, and enter the Medicare cost for  subprovider I ancillary services on line 14.  Transfer the 
amount in column 1, line 14 to Part XIV, column 2, line 2. 
 
Lines 15 and 16--Enter on line 15, columns 2 through 6, the subprovider II Medicare charges from 
Worksheet TAC, Part VI, line 16.  Multiply the amount on line 15 by the ratio on line 10 for each 
column, and enter the Medicare cost for inpatient subprovider II ancillary services on line 16.  Enter 
the sum, of the amounts in columns 2 through 6, in column 1.  Transfer the amount in column 1, line 
16 to Part XIV, column 3, line 2. 
 
Part XIV - Computation of Target Amount Per Discharge for Prospective Payment System-This part 
provides for the computation of the target amount per discharge for the individual hospital and up to 
two subproviders, when applicable for reimbursement under the prospective payment system.  For 
further details, refer to section 2802-C. 
 
Line 1--Enter Medicare inpatient hospital operating costs for target amount computation from 
Worksheet TAC, Part VII, columns 1, 2 and 3, line 12. 
 
Line 2--Enter Medicare nonphysician anesthetist adjustment from Part XIII, column 1, lines 12, 14 or 
16 as appropriate. 
 
Line 3--Subtract the amount on line 2 from the amount on line 1 and enter the result on this line for 
each column. 
 
Line 4--Enter Medicare discharges from Worksheet TAC, Part VII, columns 1, 2 and 3, line 13. 
 
Line 5--Enter base period cost per discharge (line 3 divided by line 4). 
 
Line 6--Enter the case-mix index from Worksheet TAC, Part VII, columns 1, 2 and 3, as appropriate, 
line 15. 
 
Line 7--Enter the case-mix adjusted base year cost.  Divide the amount on line 5 by the index on line 
6. 
 
Line 8--Enter the applicable percentage of increase plus 100 percent.  This appropriate inflation 
factor will be provided by HCFA.  Enter the same percentage in each column. 
 
Line 9--Enter the average target amount per discharge for prospective payment.  Multiply the amount 
on line 7 by the percentage on line 8. 
 
 
 
 
 
 
 
 
 
 
Rev. 328 28-43.2 



 EXHIBIT C (Continued) 
 
 
Part XV - Computation of Target Amount Per Discharge for TEFRA (SECOND YEAR)--The 
purpose of this worksheet is to determine the average amount per discharge for TEFRA for cost 
reporting periods beginning on or after October 1, 1983.  The regulations governing TEFRA were 
changed so that the differences in determining the average cost per discharge for TEFRA and PPS 
are (1) nonphysician anesthetist costs are not a pass through for TEFRA and are included in the 
average cost per discharge, (2) base period nonrecurring costs are not adjusted out of the TEFRA 
average cost per discharge, and (3) adjustments for base period nonrecurring revenue are not 
reversed in determining the TEFRA average cost per discharge. 
 
Line 1--Enter the base year cost per discharge for PPS from Part VII, column 1, 2 or 3, as 
appropriate, line 14.  (The base period average cost per discharge is determined without adjustments 
for nonrecurring expenses or nonrecurring revenue.) 
 
Line 2--Enter the applicable percentage increase plus 100%. 
 
Line 3--Compute the average target amount per discharge by multiplying line 1 by line 2 for each 
column. 
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EXHIBIT C (Continued) 

 
 

TARGET AMOUNT COMPUTATION 
INTERMEDIARY NO. 

 
____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART I  - ALLOCATION OF CAPITAL RELATED COSTS 
 
 

COST CENTER 
(OMIT CENTS) 

DIRECTLY 
ASSIGNED 
CAPITAL 
RELATED 

COSTS 

 
DEPRE- 

CIATION 
BLDGS & 

FIXTURES 

 
DEPRE- 

CIATION 
MOVABLE 

EQUIPMENT 

 
 

SUBTOTAL 
(SUM OF 
COLS 0-2) 

 

1 2 3 4  
1 GENERAL SERVICE COST CENTERS      1 
4 Employee Health and Welfare      4 
5 Administrative and General      5 
6 Maintenance and Repairs      6 
7 Operation of Plant      7 
8 Laundry and Linen Service     8 
9 Housekeeping     9 

10 Dietary     10 
11 Cafeteria     11 
12 Maintenance of Personnel     12 
13 Nursing Administration     13 
14 Central Services and Supply     14 
15 Pharmacy     15 
16 Medical Records and Library     16 
17 Social Service     17 
18 Nursing School     18 
19 Intern-Resident Service (In approved teaching program)     19 
20      20 
21 ANCILLARY SERVICE COST CENTERS ////////////////////// ////////////////// //////////////////// ////////////////// 21 
22 Operating Room     22 
23 Recovery Room     23 
24 Delivery Room and Labor Room     24 
25 Anesthesiology     25 
26 Radiology-Diagnostic     26 
27 Radiology-Therapeutic     27 
28 Radioisotope     28 
29 Laboratory     29 
30 Whole Blood and Packed Red Cells     30 
FORM HCFA-1007 
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EXHIBIT C (Continued) 

 
 

TARGET AMOUNT COMPUTATION 
INTERMEDIARY NO. 

 
____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART I  - ALLOCATION OF CAPITAL RELATED COSTS 
 
 

COST CENTER 
(OMIT CENTS) 

DIRECTLY 
ASSIGNED 
CAPITAL 
RELATED 

COSTS 

 
DEPRE- 

CIATION 
BLDGS & 

FIXTURES 

 
DEPRE- 

CIATION 
MOVABLE 

EQUIPMENT 

 
 

SUBTOTAL 
(SUM OF 
COLS 0-2) 

 

1 2 3 4  
31 Blood Storing, Processing and Transfusion     31 
32 Intravenous Therapy     32 
33 Oxygen (Inhalation) Therapy     33 
34 Physical Therapy     34 
35 Occupational Therapy     35 
36 Speech Pathology     36 
37 Electrocardiology     37 
38 Electroencephalography     38 
39 Medical Supplies Charged to Patients     39 
40 Drugs Charged to Patients     40 
41 Renal Dialysis     41 
42 Kidney Acquisition     42 
43      43 
44      44 
45 INPATIENT ROUTINE SERVICE COST CENTERS ////////////////////// ////////////////// //////////////////// ////////////////// 45 
46 Adults and Pediatrics (General Routine Care)     46 
47 Intensive Care Unit     47 
48 Coronary Care Unit     48 
49      49 
50      50 
51 Nursery     51 
52 Skilled Nursing Facility--Certified     52 
53 Skilled Nursing Facility--Noncert     53 
54 OUTPATIENT SERVICE COST CEN ////////////////////// ////////////////// //////////////////// ////////////////// 54 
55 Clinic     55 
56 Emergency     56 
57      57 
58 OTHER REIMBURSABLE COST CENTERS ////////////////////// ////////////////// //////////////////// ////////////////// 58 
59 Home Program Dialysis--Other     59 
60 Administrative and General--HHA     60 

 
FORM HCFA-1007 
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EXHIBIT C (Continued) 

 
 

TARGET AMOUNT COMPUTATION 
INTERMEDIARY NO. 

 
____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART I  - ALLOCATION OF CAPITAL RELATED COSTS 
 
 

COST CENTER 
(OMIT CENTS) 

DIRECTLY 
ASSIGNED 
CAPITAL 
RELATED 

COSTS 

 
DEPRE- 

CIATION 
BLDGS & 

FIXTURES 

 
DEPRE- 

CIATION 
MOVABLE 

EQUIPMENT 

 
 

SUBTOTAL 
(SUM OF 
COLS 0-2) 

 

1 2 3 4  
61 Skilled Nursing Care--HHA     61 
62 Medical Social Services--HHA     62 
63 Home Health Aide--HHA     63 
64 Medical Appliances--HHA/DME-Rented     64 
65 Durable Medical Equipment S     65 
66 Home Delivered Meals--HHA     66 
67 Other Home Health Services--HHA     67 
68 Home Program Dialysis Equipment--100% Medicare     68 
69 Ambulance Services     69 
70 Intern-Resident Service (Not in approved teaching program)     70 
71      71 
72 SUBTOTAL (Sum of lines 4-71) $ $ $ $ 72 
73 NONREIMBURSABLE COST CENTERS ////////////////////// ////////////////// //////////////////// ///////////////// 73 
74 Gift, Flower, Coffee Shops and Can     74 
75 Research     75 
76 Physicians' Private Offices     76 
77 Nonpaid Workers     77 
78      78 
79      79 
79AA Cross Foot Adjustment     79AA 
79AB      79AB 

80 TOTAL (Sum of lines 72-79AB) $ $ $ $ 80 
81 Cost to be Allocated ////////////////////// ////////////////// //////////////////// ///////////////// 81 
82 Total Statistics from Form HCFA-2552-81, Wkst. B-1 ////////////////////// ////////////////// //////////////////// ///////////////// 82 
83 Unit Cost Multiplier ////////////////////// ////////////////// //////////////////// ///////////////// 83 
 
FORM HCFA-1007 
 
28-46.1.1.1 Rev. 291 



 
EXHIBIT C (Continued) 

 
 

TARGET AMOUNT COMPUTATION 
INTERMEDIARY NO. 

 
____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART I  - ALLOCATION OF CAPITAL RELATED COSTS 
 
 

COST CENTER 
(OMIT CENTS) 

 
EMPLOYEE 
HEALTH & 

WELFARE STS 

 
ADMINIS- 
TRATIVE & 
GENERAL 

 
MAIN- 

TENANCE & 
REPAIRS 

 
OPERATION 

OF 
PLANT 

 

4 5 6 7  
1 GENERAL SERVICE COST CENTERS      1 
4 Employee Health and Welfare      4 
5 Administrative and General      5 
6 Maintenance and Repairs      6 
7 Operation of Plant      7 
8 Laundry and Linen Service     8 
9 Housekeeping     9 

10 Dietary     10 
11 Cafeteria     11 
12 Maintenance of Personnel     12 
13 Nursing Administration     13 
14 Central Services and Supply     14 
15 Pharmacy     15 
16 Medical Records and Library     16 
17 Social Service     17 
18 Nursing School     18 
19 Intern-Resident Service (In approved teaching program)     19 
20      20 
21 ANCILLARY SERVICE COST CENTERS ////////////////////// ////////////////// //////////////////// ////////////////// 21 
22 Operating Room     22 
23 Recovery Room     23 
24 Delivery Room and Labor Room     24 
25 Anesthesiology     25 
26 Radiology-Diagnostic     26 
27 Radiology-Therapeutic     27 
28 Radioisotope     28 
29 Laboratory     29 
30 Whole Blood and Packed Red Cells     30 

 
FORM HCFA-1007 
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EXHIBIT C (Continued) 

 
 

TARGET AMOUNT COMPUTATION 
INTERMEDIARY NO. 

 
____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART I  - ALLOCATION OF CAPITAL RELATED COSTS 
 
 

COST CENTER 
(OMIT CENTS) 

 
EMPLOYEE 
HEALTH & 

WELFARE STS 

 
ADMINIS- 
TRATIVE & 
GENERAL 

 
MAIN- 

TENANCE & 
REPAIRS 

 
OPERATION 

OF 
PLANT 

 

4 5 6 7  
31 Blood Storing, Processing and Transfusion     31 
32 Intravenous Therapy     32 
33 Oxygen (Inhalation) Therapy     33 
34 Physical Therapy     34 
35 Occupational Therapy     35 
36 Speech Pathology     36 
37 Electrocardiology     37 
38 Electroencephalography     38 
39 Medical Supplies Charged to Patients     39 
40 Drugs Charged to Patients     40 
41 Renal Dialysis     41 
42 Kidney Acquisition     42 
43      43 
44      44 
45 INPATIENT ROUTINE SERVICE COST CENTERS ////////////////////// ////////////////// //////////////////// ////////////////// 45 
46 Adults and Pediatrics (General Routine Care)     46 
47 Intensive Care Unit     47 
48 Coronary Care Unit     48 
49      49 
50      50 
51 Nursery     51 
52 Skilled Nursing Facility--Certified     52 
53 Skilled Nursing Facility—Noncert.     53 
54 OUTPATIENT SERVICE COST CEN ////////////////////// ////////////////// //////////////////// ////////////////// 54 
55 Clinic     55 
56 Emergency     56 
57      57 
58 OTHER REIMBURSABLE COST CENTERS ////////////////////// ////////////////// //////////////////// ////////////////// 58 
59 Home Program Dialysis--Other     59 
60 Administrative and General--HHA     60 

 
FORM HCFA-1007 
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EXHIBIT C (Continued) 

 
 

TARGET AMOUNT COMPUTATION 
INTERMEDIARY NO. 

 
____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART I  - ALLOCATION OF CAPITAL RELATED COSTS 
 
 

COST CENTER 
(OMIT CENTS) 

 
EMPLOYEE 
HEALTH & 

WELFARE STS 

 
ADMINIS- 
TRATIVE & 
GENERAL 

 
MAIN- 

TENANCE & 
REPAIRS 

 
OPERATION 

OF 
PLANT 

 

4 5 6 7  
61 Skilled Nursing Care--HHA     61 
62 Medical Social Services--HHA     62 
63 Home Health Aide--HHA     63 
64 Medical Appliances--HHA/DME-Rented     64 
65 Durable Medical Equipment S     65 
66 Home Delivered Meals--HHA     66 
67 Other Home Health Services--HHA     67 
68 Home Program Dialysis Equipment--100% Medicare     68 
69 Ambulance Services     69 
70 Intern-Resident Service (Not in approved teaching program)     70 
71      71 
72 SUBTOTAL (Sum of lines 4-71) $ $ $ $ 72 
73 NONREIMBURSABLE COST CENTERS     73 
74 Gift, Flower, Coffee Shops and Can     74 
75 Research     75 
76 Physicians' Private Offices     76 
77 Nonpaid Workers     77 
78      78 
79      79 
79AA Cross Foot Adjustment     79

AA 
79AB      79

AB 
80 TOTAL (Sum of lines 72-79AB) $ $ $ $ 80 
81 Cost to be Allocated     81 
82 Total Statistics from Form HCFA-2552-81, Wkst. B-1     82 
83 Unit Cost Multiplier     83 
 
FORM HCFA-1007 
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EXHIBIT C (Continued) 
   

TARGET AMOUNT COMPUTATION 
 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER No.         

 
____________________ 

PERIOD                 
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

 
PART I - ALLOCATION OF CAPITAL-RELATED COST 

 COST CENTEr 
(OMIT CENTS) 

 
LAUNDRY 

AND LINEN 
SERVICE 

 

 
 
 

HOUSEKEEPING_
_ 

 
 
 

DIETARY 

 
 
 

CAFETERIA 

 

 
  

 
8 

 
9 

 
10 

 
11 

 
 

 
1 
 
GENERAL SERVICE COST CENTERS 

 
/////////// 

 
//////////// 

 
////////// 

 
/////////// 

 
1 

 
4 
 
Employee Health and Welfare 

 
 

 
 

 
 

 
 

 
4 

 
5 
 
Administrative and General 

 
 

 
 

 
 

 
 

 
5 

 
6 
 
Maintenance and Repairs 

 
 

 
 

 
 

 
 

 
6 

 
7 
 
Operation of Plant 

 
 

 
 

 
 

 
 

 
7 

 
8 
 
Laundry and Linen Service 

 
 $ 

 
 

 
 

 
 

 
8 

 
9 
 
Housekeeping 

 
 

 
 $ 

 
 

 
 

 
9 

 
10 

 
Dietary 

 
 

 
 

 
 $ 

 
 

 
10 

 
11 

 
Cafeteria 

 
 

 
 

 
 

 
 $ 

 
11 

 
12 

 
Maintenance of Personnel 

 
 

 
 

 
 

 
 

 
12 

 
13 

 
Nursing Administration 

 
 

 
 

 
 

 
 

 
13 

 
14 

 
Central Services and Supply 

 
 

 
 

 
 

 
 

 
14 

 
15 

 
Pharmacy 

 
 

 
 

 
 

 
 

 
15 

 
16 

 
Medical Records and Library 

 
 

 
 

 
 

 
 

 
16 

 
17 

 
Social Service 

 
 

 
 

 
 

 
 

 
17 

 
18 

 
Nursing School 

 
 

 
 

 
 

 
 

 
18 

 
19 

 
Intern-Resident Service (In approved teaching program) 

 
 

 
 

 
 

 
 

 
19 

 
20 

 
 

 
 

 
 

 
 

 
 

 
20 

 
21 

 
ANCILLARY SERVICE COST CENTERS 

 
/////////// 

 
//////////// 

 
////////// 

 
/////////// 

 
21 

 
22 

 
Operating Room 

 
 

 
 

 
 

 
 

 
22 

 
23 

 
Recovery Room 

 
 

 
 

 
 

 
 

 
23 

 
24 

 
Delivery Room and Labor Room 

 
 

 
 

 
 

 
 

 
24 

 
25 

 
Anesthesiology 

 
 

 
 

 
 

 
 

 
25 

 
26 

 
Radiology--Diagnostic 

 
 

 
 

 
 

 
 

 
26 

 
27 

 
Radiology--Therapeutic 

 
 

 
 

 
 

 
 

 
27 

 
28 

 
Radioisotope 

 
 

 
 

 
 

 
 

 
28 

 
29 

 
Laboratory 

 
 

 
 

 
 

 
 

 
29 

 
30 

 
Whole Blood and Packed Red Blood Cells 

 
 

 
 

 
 

 
 

 
30 
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EXHIBIT C (Continued) 

   
TARGET AMOUNT COMPUTATION 

 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

  PERIOD                
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

PART I - ALLOCATION OF CAPITAL-RELATED COST  
 

 
 
 

COST CENTER     
(OMIT CENTS)     

 

 
 

LAUNDRY 
AND LINEN 
SERVICE 

 
 
 
 

HOUSEKEEPING 

 
 
 
 

DIETARY 

 
 
 
 

CAFETERIA 

 
 

 
 

 
 

 
8 

 
9 

 
10 

 
11 

 
 

 
31 

 
Blood Storing, Processing and Transfusion 

 
 

 
 

 
 

 
 

 
31 

 
32 

 
Intravenous Therapy 

 
 

 
 

 
 

 
 

 
32 

 
33 

 
Oxygen (Inhalation) Therapy 

 
 

 
 

 
 

 
 

 
33 

 
34 

 
Physical Therapy 

 
 

 
 

 
 

 
 

 
34 

 
35 

 
Occupational Therapy 

 
 

 
 

 
 

 
 

 
35 

 
36 

 
Speech Pathology 

 
 

 
 

 
 

 
 

 
36 

 
37 

 
Electrocardiology 

 
 

 
 

 
 

 
 

 
37 

 
38 

 
Electroencephalography 

 
 

 
 

 
 

 
 

 
38 

 
39 

 
Medical Supplies Charged to Patients 

 
 

 
 

 
 

 
 

 
39 

 
40 

 
Drugs Charged to Patients 

 
 

 
 

 
 

 
 

 
40 

 
41 

 
Renal Dialysis 

 
 

 
 

 
 

 
 

 
41 

 
42 

 
Kidney Acquisition 

 
 

 
 

 
 

 
 

 
42 

 
43 

 
 

 
 

 
 

 
 

 
 

 
43 

 
44 

 
 

 
 

 
 

 
 

 
 

 
44 

 
45 

 
INPATIENT ROUTINE SERVICE COST CENTERS 

 
/////////// 

 
/////////// 

 
///////// 

 
///////// 

 
45 

 
46 

 
Adults and Pediatrics (General Routine Care) 

 
 

 
 

 
 

 
 

 
46 

 
47 

 
Intensive Care Unit 

 
 

 
 

 
 

 
 

 
47 

 
48 

 
Coronary Care Unit 

 
 

 
 

 
 

 
 

 
48 

 
49 

 
 

 
 

 
 

 
 

 
 

 
49 

 
50 

 
 

 
 

 
 

 
 

 
 

 
50 

 
51 

 
Nursery 

 
 

 
 

 
 

 
 

 
51 

 
52 

 
Skilled Nursing Facility--Certified 

 
 

 
 

 
 

 
 

 
52 

 
53 

 
Skilled Nursing Facility--Noncertified 

 
 

 
 

 
 

 
 

 
53 

 
54 

 
OUTPATIENT SERVICE COST CENTERS 

 
/////////// 

 
/////////// 

 
///////// 

 
///////// 

 
54 

 
55 

 
Clinic 

 
 

 
 

 
 

 
 

 
55 

 
56 

 
Emergency 

 
 

 
 

 
 

 
 

 
56 

 
57 

 
 

 
 

 
 

 
 

 
 

 
57 

 
58 

 
OTHER REIMBURSABLE COST CENTERS 

 
/////////// 

 
/////////// 

 
///////// 

 
///////// 

 
58 

 
59 

 
Home Program Dialysis--Other 

 
 

 
 

 
 

 
 

 
59 

 
60 

 
Administrative and General--HHA 

 
 

 
 

 
 

 
 

 
60 

 
FORM HCFA-1007 
 
 
Rev. 291      28-51 





 
 
 
 

EXHIBIT C (Continued) 
   

TARGET AMOUNT COMPUTATION 
 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

PERIOD                 
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

 
PART I - ALLOCATION OF CAPITAL-RELATED COST  

 
 

 
 

COST CENTER     
(OMIT CENTS)     

 

 
 

LAUNDRY 
AND LINEN 
SERVICE 

 
 
 
 

HOUSEKEEPING 

 
 
 
 

DIETARY 
 

 
 
 
 

CAFETERIA 

 
 

 
 

 
 

 
8 

 
9 

 
10 

 
11 

 
 

 
61 

 
Skilled Nursing Care--HHA 

 
 

 
 

 
 

 
 

 
61 

 
62 

 
Medical Social Services--HHA 

 
 

 
 

 
 

 
 

 
62 

 
63 

 
Home Health Aide--HHA 

 
 

 
 

 
 

 
 

 
63 

 
64 

 
Medical Appliances--HHA/DME-Rented 

 
 

 
 

 
 

 
 

 
64 

 
65 

 
Durable Medical Equipment Sold 

 
 

 
 

 
 

 
 

 
65 

 
66 

 
Home Delivered Meals--HHA 

 
 

 
 

 
 

 
 

 
66 

 
67 

 
Other Home Health Services--HHA 

 
 

 
 

 
 

 
 

 
67 

 
68 

 
Home Program Dialysis Equipment--100% Medicare 

 
 

 
 

 
 

 
 

 
68 

 
69 

 
Ambulance Services 

 
 

 
 

 
 

 
 

 
69 

 
70 

 
Intern-Resident Service (Not in approved teaching program) 

 
 

 
 

 
 

 
 

 
70 

 
71 

 
 

 
 

 
 

 
 

 
 

 
71 

 
72 

 
SUBTOTALS (Sum of lines 9-71) 

 
 $ 

 
 $ 

 
 $ 

 
 $ 

 
72 

 
73 

 
NONREIMBURSABLE COST CENTERS 

 
/////////// 

 
//////////// 

 
////////// 

 
/////////// 

 
73 

 
74 

 
Gift, Flower, Coffee Shops and Canteen 

 
 

 
 

 
 

 
 

 
74 

 
75 

 
Research 

 
 

 
 

 
 

 
 

 
75 

 
76 

 
Physicians' Private Offices 

 
 

 
 

 
 

 
 

 
76 

 
77 

 
Nonpaid Workers 

 
 

 
 

 
 

 
 

 
77 

 
78 

 
 

 
 

 
 

 
 

 
 

 
78 

 
79 

 
 

 
 

 
 

 
 

 
 

 
79 

 
79AA 

 
Cross Foot Adjustment 

 
 

 
 

 
 

 
 

 
79 AA 

 
79AB 

 
Negative Balances 

 
 

 
 

 
 

 
 

 
79 

 
AB 

 
80 

 
TOTAL (Sum of lines 72-79AB) 

 
 $ 

 
 $ 

 
 $ 

 
 $ 

 
80 

 
81 

 
Cost to be Allocated 

 
 

 
 

 
 

 
 

 
81 

 
82 

 
Total Statistics from Form HCFA-2552-81, Wkst. B-1 

 
 

 
 

 
 

 
 

 
82 

 
83 

 
Unit Cost Multiplier 

 
 

 
 

 
 

 
 

 
83 

 
 
 
FORM HCFA-1007 
 
28-52 Rev. 291 
 





 
 
 

EXHIBIT C (Continued) 
   

TARGET AMOUNT COMPUTATION 
 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

PERIOD                 
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

 
PART I - ALLOCATION OF CAPITAL-RELATED COST  

 
 

 
 

COST CENTER     
(OMIT CENTS)     

 

 
 

MAINTENANCE 
OF 

PERSONNEL 

 
 

NURSING 
ADMINIS- 
TRATION 

 
CENTRAL 
SERVICES 

AND 
SUPPLY 

 
 

 
 
 
 

 
12 

 
13 

 
14 

 
 

 
1 
 
GENERAL SERVICE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
1 

 
4 
 
Employee Health and Welfare 

 
 

 
 

 
 

 
4 

 
5 
 
Administrative and General 

 
 

 
 

 
 

 
5 

 
6 
 
Maintenance and Repairs 

 
 

 
 

 
 

 
6 

 
7 
 
Operation of Plant 

 
 

 
 

 
 

 
7 

 
8 
 
Laundry and Linen Service 

 
 

 
 

 
 

 
8 

 
9 
 
Housekeeping 

 
 

 
 

 
 

 
9 

 
10 

 
Dietary 

 
 

 
 

 
 

 
10 

 
11 

 
Cafeteria 

 
 

 
 

 
 

 
11 

 
12 

 
Maintenance of Personnel 

 
 $ 

 
 

 
 

 
12 

 
13 

 
Nursing Administration 

 
 

 
 $ 

 
 

 
13 

 
14 

 
Central Services and Supply 

 
 

 
 

 
 $ 

 
14 

 
15 

 
Pharmacy 

 
 

 
 

 
 

 
15 

 
16 

 
Medical Records and Library 

 
 

 
 

 
 

 
16 

 
17 

 
Social Service 

 
 

 
 

 
 

 
17 

 
18 

 
Nursing School 

 
 

 
 

 
 

 
18 

 
19 

 
Intern-Resident Service (In approved teaching program) 

 
 

 
 

 
 

 
19 

 
20 

 
 

 
 

 
 

 
 

 
20 

 
21 

 
ANCILLARY SERVICE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
21 

 
22 

 
Operating Room 

 
 

 
 

 
 

 
22 

 
23 

 
Recovery Room 

 
 

 
 

 
 

 
23 

 
24 

 
Delivery Room and Labor Room 

 
 

 
 

 
 

 
24 

 
25 

 
Anesthesiology 

 
 

 
 

 
 

 
25 

 
26 

 
Radiology--Diagnostic 

 
 

 
 

 
 

 
26 

 
27 

 
Radiology--Therapeutic 

 
 

 
 

 
 

 
27 

 
28 

 
Radioisotope 

 
 

 
 

 
 

 
28 

 
29 

 
Laboratory 

 
 

 
 

 
 

 
29 

 
30 

 
Whole Blood and Packed Red Blood Cells 

 
 

 
 

 
 

 
30 

 
FORM HCFA-1007 
 
Rev. 291      28-53 
 





 
EXHIBIT C (Continued) 

   
TARGET AMOUNT COMPUTATION 

 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

PERIOD                 
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

 
PART I - ALLOCATION OF CAPITAL-RELATED COST  

 
 

 
 

COST CENTER     
(OMIT CENTS)     

 

 
 

MAINTENANCE 
OF 

PERSONNEL 

 
 

NURSING 
ADMINIS- 
TRATION 

 
CENTRAL 
SERVICES 

AND 
SUPPLY 

 
 

 
 

 
 

 
12 

 
13 

 
14 

 
 

 
31 

 
Blood Storing, Processing and Transfusion 

 
 

 
 

 
 

 
31 

 
32 

 
Intravenous Therapy 

 
 

 
 

 
 

 
32 

 
33 

 
Oxygen (Inhalation) Therapy 

 
 

 
 

 
 

 
33 

 
34 

 
Physical Therapy 

 
 

 
 

 
 

 
34 

 
35 

 
Occupational Therapy 

 
 

 
 

 
 

 
35 

 
36 

 
Speech Pathology 

 
 

 
 

 
 

 
36 

 
37 

 
Electrocardiology 

 
 

 
 

 
 

 
37 

 
38 

 
Electroencephalography 

 
 

 
 

 
 

 
38 

 
39 

 
Medical Supplies Charged to Patients 

 
 

 
 

 
 

 
39 

 
40 

 
Drugs Charged to Patients 

 
 

 
 

 
 

 
40 

 
41 

 
Renal Dialysis 

 
 

 
 

 
 

 
41 

 
42 

 
Kidney Acquisition 

 
 

 
 

 
 

 
42 

 
43 

 
 

 
 

 
 

 
 

 
43 

 
44 

 
 

 
 

 
 

 
 

 
44 

 
45 

 
INPATIENT ROUTINE SERVICE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
45 

 
46 

 
Adults and Pediatrics (General Routine Care) 

 
 

 
 

 
 

 
46 

 
47 

 
Intensive Care Unit 

 
 

 
 

 
 

 
47 

 
48 

 
Coronary Care Unit 

 
 

 
 

 
 

 
48 

 
49 

 
 

 
 

 
 

 
 

 
49 

 
50 

 
 

 
 

 
 

 
 

 
50 

 
51 

 
Nursery 

 
 

 
 

 
 

 
51 

 
52 

 
Skilled Nursing Facility--Certified 

 
 

 
 

 
 

 
52 

 
53 

 
Skilled Nursing Facility--Noncertified 

 
 

 
 

 
 

 
53 

 
54 

 
OUTPATIENT SERVICE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
54 

 
55 

 
Clinic 

 
 

 
 

 
 

 
55 

 
56 

 
Emergency 

 
 

 
 

 
 

 
56 

 
57 

 
 

 
 

 
 

 
 

 
57 

 
58 

 
OTHER REIMBURSABLE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
58 

 
59 

 
Home Program Dialysis--Other 

 
 

 
 

 
 

 
59 

 
60 

 
Administrative and General--HHA 

 
 

 
 

 
 

 
60 

 
FORM HCFA-1007 
 
28-54.1.1 Rev. 291



 
 
 

 
EXHIBIT C (Continued) 

   
TARGET AMOUNT COMPUTATION 

 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

 PERIOD                 
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

 
PART I - ALLOCATION OF CAPITAL-RELATED COST  

 
 

 
 

COST CENTER     
(OMIT CENTS)     

 
 

MAINTENANCE 
OF 

PERSONNEL 

 
 

NURSING 
ADMINIS- 
TRATION 

 

 
CENTRAL 
SERVICES 

AND 
SUPPLY 

 
 

 
 

 
 

 
12 

 
13 

 
14 

 
 

 
61 

 
Skilled Nursing Care--HHA 

 
 

 
 

 
 

 
61 

 
62 

 
Medical Social Services--HHA 

 
 

 
 

 
 

 
62 

 
63 

 
Home Health Aide--HHA 

 
 

 
 

 
 

 
63 

 
64 

 
Medical Appliances--HHA/DME-Rented 

 
 

 
 

 
 

 
64 

 
65 

 
Durable Medical Equipment Sold 

 
 

 
 

 
 

 
65 

 
66 

 
Home Delivered Meals--HHA 

 
 

 
 

 
 

 
66 

 
67 

 
Other Home Health Services--HHA 

 
 

 
 

 
 

 
67 

 
68 

 
Home Program Dialysis Equipment--100% Medicare 

 
 

 
 

 
 

 
68 

 
69 

 
Ambulance Services 

 
 

 
 

 
 

 
69 

 
70 

 
Intern-Resident Service (Not in approved teaching program) 

 
 

 
 

 
 

 
70 

 
71 

 
 

 
 

 
 

 
 

 
71 

 
72 

 
SUBTOTALS (Sum of lines 13-71) 

 
 $ 

 
 $ 

 
 $ 

 
72 

 
73 

 
NONREIMBURSABLE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
73 

 
74 

 
Gift, Flower, Coffee Shops and Canteen 

 
 

 
 

 
 

 
74 

 
75 

 
Research 

 
 

 
 

 
 

 
75 

 
76 

 
Physicians' Private Offices 

 
 

 
 

 
 

 
76 

 
77 

 
Nonpaid Workers 

 
 

 
 

 
 

 
77 

 
78 

 
 

 
 

 
 

 
 

 
78 

 
79 

 
 

 
 

 
 

 
 

 
79 

 
79AA 

 
Cross Foot Adjustment 

 
 

 
 

 
 

 
79 

 
AA 

 
79AB 

 
Negative Balances 

 
 

 
 

 
 

 
79 

 
AB 

 
80 

 
TOTAL (Sum of lines 72-79AB) 

 
 $ 

 
 $ 

 
 $ 

 
80 

 
81 

 
Cost to be Allocated 

 
 

 
 

 
 

 
81 

 
82 

 
Total Statistics from Form HCFA-2552-81, Wkst. B-1 

 
 

 
 

 
 

 
82 

 
83 

 
Unit Cost Multiplier 

 
 

 
 

 
 

 
83 

 
 
 
FORM HCFA-1007 
 
Rev. 295      28-55 
 



 
 
 

EXHIBIT C (Continued) 
   

TARGET AMOUNT COMPUTATION 
 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

PERIOD                 
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

 
PART I - ALLOCATION OF CAPITAL-RELATED COST  

 
 

 
 

COST CENTER     
(OMIT CENTS)     

 

 
 
 
 

PHARMACY 

 
MEDICAL 
RECORDS 

AND 
LIBRARY 

 
 
 

SOCIAL 
SERVICE 

 

 
 
 

NURSING 
SCHOOL 

 
 

 
 
 
 

 
15 

 
16 

 
17 

 
18 

 
 

 
1 
 
GENERAL SERVICE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
/////////// 

 
1 

 
4 
 
Employee Health and Welfare 

 
 

 
 

 
 

 
 

 
4 

 
5 
 
Administrative and General 

 
 

 
 

 
 

 
 

 
5 

 
6 
 
Maintenance and Repairs 

 
 

 
 

 
 

 
 

 
6 

 
7 
 
Operation of Plant 

 
 

 
 

 
 

 
 

 
7 

 
8 
 
Laundry and Linen Service 

 
 

 
 

 
 

 
 

 
8 

 
9 
 
Housekeeping 

 
 

 
 

 
 

 
 

 
9 

 
10 

 
Dietary 

 
 

 
 

 
 

 
 

 
10 

 
11 

 
Cafeteria 

 
 

 
 

 
 

 
 

 
11 

 
12 

 
Maintenance of Personnel 

 
 

 
 

 
 

 
 

 
12 

 
13 

 
Nursing Administration 

 
 

 
 

 
 

 
 

 
13 

 
14 

 
Central Services and Supply 

 
 

 
 

 
 

 
 

 
14 

 
15 

 
Pharmacy 

 
 $ 

 
 

 
 

 
 

 
15 

 
16 

 
Medical Records and Library 

 
 

 
 $ 

 
 

 
 

 
16 

 
17 

 
Social Service 

 
 

 
 

 
 $ 

 
 

 
17 

 
18 

 
Nursing School 

 
 

 
 

 
 

 
 $ 

 
18 

 
19 

 
Intern-Resident Service (In approved teaching program) 

 
 

 
 

 
 

 
/////////// 

 
19 

 
20 

 
 

 
 

 
 

 
 

 
/////////// 

 
20 

 
21 

 
ANCILLARY SERVICE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
/////////// 

 
21 

 
22 

 
Operating Room 

 
 

 
 

 
 

 
/////////// 

 
22 

 
23 

 
Recovery Room 

 
 

 
 

 
 

 
/////////// 

 
23 

 
24 

 
Delivery Room and Labor Room 

 
 

 
 

 
 

 
/////////// 

 
24 

 
25 

 
Anesthesiology 

 
 

 
 

 
 

 
/////////// 

 
25 

 
26 

 
Radiology--Diagnostic 

 
 

 
 

 
 

 
/////////// 

 
26 

 
27 

 
Radiology--Therapeutic 

 
 

 
 

 
 

 
/////////// 

 
27 

 
28 

 
Radioisotope 

 
 

 
 

 
 

 
/////////// 

 
28 

 
29 

 
Laboratory 

 
 

 
 

 
 

 
/////////// 

 
29 

 
30 

 
Whole Blood and Packed Red Blood Cells 

 
 

 
 

 
 

 
/////////// 

 
30 

 
FORM HCFA-1007 
 
28-56              Rev. 295 
 



 
EXHIBIT C (Continued) 

   
TARGET AMOUNT COMPUTATION 

 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

PERIOD               
   FROM ________________ 
   TO   ________________ 

 
 

WORKSHEET 
TAC 

 
PART I - ALLOCATION OF CAPITAL-RELATED COST  

 
 

 
 

COST CENTER     
(OMIT CENTS)     

 

 
 
 
 

PHARMACY 

 
MEDICAL 
RECORDS 

AND 
LIBRARY 

 
 
 

SOCIAL 
SERVICE 

 

 
 
 

NURSING 
SCHOOL 

 
 

 
 

 
 

 
15 

 
16 

 
17 

 
18 

 
 

 
31 

 
Blood Storing, Processing and Transfusion 

 
 

 
 

 
 

 
/////////////// 

 
31 

 
32 

 
Intravenous Therapy 

 
 

 
 

 
 

 
/////////////// 

 
32 

 
33 

 
Oxygen (Inhalation) Therapy 

 
 

 
 

 
 

 
/////////////// 

 
33 

 
34 

 
Physical Therapy 

 
 

 
 

 
 

 
/////////////// 

 
34 

 
35 

 
Occupational Therapy 

 
 

 
 

 
 

 
/////////////// 

 
35 

 
36 

 
Speech Pathology 

 
 

 
 

 
 

 
/////////////// 

 
36 

 
37 

 
Electrocardiology 

 
 

 
 

 
 

 
/////////////// 

 
37 

 
38 

 
Electroencephalography 

 
 

 
 

 
 

 
/////////////// 

 
38 

 
39 

 
Medical Supplies Charged to Patients 

 
 

 
 

 
 

 
/////////////// 

 
39 

 
40 

 
Drugs Charged to Patients 

 
 

 
 

 
 

 
/////////////// 

 
40 

 
41 

 
Renal Dialysis 

 
 

 
 

 
 

 
/////////////// 

 
41 

 
42 

 
Kidney Acquisition 

 
 

 
 

 
 

 
/////////////// 

 
42 

 
43 

 
 

 
 

 
 

 
 

 
/////////////// 

 
43 

 
44 

 
 

 
 

 
 

 
 

 
/////////////// 

 
44 

 
45 

 
INPATIENT ROUTINE SERVICE COST CENTERS 

 
/////////////// 

 
/////////////// 

 
////////////// 

 
/////////////// 

 
45 

 
46 

 
Adults and Pediatrics (General Routine Care) 

 
 

 
 

 
 

 
/////////////// 

 
46 

 
47 

 
Intensive Care Unit 

 
 

 
 

 
 

 
/////////////// 

 
47 

 
48 

 
Coronary Care Unit 

 
 

 
 

 
 

 
/////////////// 

 
48 

 
49 

 
 

 
 

 
 

 
 

 
/////////////// 

 
49 

 
50 

 
 

 
 

 
 

 
 

 
/////////////// 

 
50 

 
51 

 
Nursery 

 
 

 
 

 
 

 
/////////////// 

 
51 

 
52 

 
Skilled Nursing Facility--Certified 

 
 

 
 

 
 

 
/////////////// 

 
52 

 
53 

 
Skilled Nursing Facility--Noncertified 

 
 

 
 

 
 

 
/////////////// 

 
53 

 
54 

 
OUTPATIENT SERVICE COST CENTERS 

 
/////////////// 

 
/////////////// 

 
////////////// 

 
/////////////// 

 
54 

 
55 

 
Clinic 

 
 

 
 

 
 

 
/////////////// 

 
55 

 
56 

 
Emergency 

 
 

 
 

 
 

 
/////////////// 

 
56 

 
57 

 
 

 
 

 
 

 
 

 
/////////////// 

 
57 

 
58 

 
OTHER REIMBURSABLE COST CENTERS 

 
/////////////// 

 
/////////////// 

 
////////////// 

 
/////////////// 

 
58 

 
59 

 
Home Program Dialysis--Other 

 
 

 
 

 
 

 
/////////////// 

 
59 

 
60 

 
Administrative and General--HHA 

 
 

 
 

 
 

 
/////////////// 

 
60 

 
FORM HCFA-1007 
 
Rev. 295         28-57



 
 

EXHIBIT C (Continued) 
   

TARGET AMOUNT COMPUTATION 
 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

PERIOD                      
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

 
PART I - ALLOCATION OF CAPITAL-RELATED COST  

 
 

 
 

COST CENTER     
(OMIT CENTS)     

 

 
 
 
 

WELFARE 

 
MEDICAL 
RECORDS 

AND 
LIBARY 

 
 

 
SOCIAL 
SERVICE 

 
 
 

NURSING 
SCHOOL 

 
 

 
 

 
 

 
15 

 
16 

 
17 

 
18 

 
 

 
61 

 
Skilled Nursing Care--HHA 

 
 

 
 

 
 

 
//////////////// 

 
61 

 
62 

 
Medical Social Services--HHA 

 
 

 
 

 
 

 
//////////////// 

 
62 

 
63 

 
Home Health Aide--HHA 

 
 

 
 

 
 

 
//////////////// 

 
63 

 
64 

 
Medical Appliances--HHA/DME-Rented 

 
 

 
 

 
 

 
//////////////// 

 
64 

 
65 

 
Durable Medical Equipment Sold 

 
 

 
 

 
 

 
//////////////// 

 
65 

 
66 

 
Home Delivered Meals--HHA 

 
 

 
 

 
 

 
//////////////// 

 
66 

 
67 

 
Other Home Health Services--HHA 

 
 

 
 

 
 

 
//////////////// 

 
67 

 
68 

 
Home Program Dialysis Equipment--100% Medicare 

 
 

 
 

 
 

 
//////////////// 

 
68 

 
69 

 
Ambulance Services 

 
 

 
 

 
 

 
//////////////// 

 
69 

 
70 

 
Intern-Resident Service (Not in approved teaching program) 

 
 

 
 

 
 

 
//////////////// 

 
70 

 
71 

 
 

 
 

 
 

 
 

 
//////////////// 

 
71 

 
72 

 
SUBTOTALS (Sum of lines 16-71) 

 
 $ 

 
 $ 

 
 $ 

 
 $ 

 
72 

 
73 

 
NONREIMBURSABLE COST CENTERS 

 
///////////////// 

 
/////////////// 

 
////////////// 

 
//////////////// 

 
73 

 
74 

 
Gift, Flower, Coffee Shops and Canteen 

 
 

 
 

 
 

 
//////////////// 

 
74 

 
75 

 
Research 

 
 

 
 

 
 

 
//////////////// 

 
75 

 
76 

 
Physicians' Private Offices 

 
 

 
 

 
 

 
//////////////// 

 
76 

 
77 

 
Nonpaid Workers 

 
 

 
 

 
 

 
//////////////// 

 
77 

 
78 

 
 

 
 

 
 

 
 

 
//////////////// 

 
78 

 
79 

 
 

 
 

 
 

 
 

 
//////////////// 

 
79 

 
79A
A 

 
Cross Foot Adjustment 

 
 

 
 

 
  

 
79AA 

 
79A
B 

 
Negative Balances 

 
 

 
 

 
  

 
79AB 

 
80 

 
TOTAL (Sum of lines 72-79AB) 

 
 $ 

 
 $ 

 
 $ 

 
 $ 

 
80 

 
81 

 
Cost to be Allocated 

 
 

 
 

 
 

 
 

 
81 

 
82 

 
Total Statistics from Form HCFA-2552-81, Wkst. B-1 

 
 

 
 

 
 

 
 

 
82 

 
83 

 
Unit Cost Multiplier 

 
 

 
 

 
 

 
 

 
83 

 
FORM HCFA-1007 
 
28-58              Rev. 295 
 



 
 
 

EXHIBIT C (Continued) 
   

TARGET AMOUNT COMPUTATION 
 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

PERIOD                 
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

 
PART I - ALLOCATION OF CAPITAL-RELATED COST  

 
 

INTERN-RESIDENT                         
 

 
 

 
  

 
COST CENTER     
(OMIT CENTS)     

 

SERVICE IN 
APPROVED 
TEACHING 
PROGRAM 

  
 

TOTAL 
(COS 3-20) 

 

 
 
 
 

 
19 

 
20 

 
21 

 
 

 
1 
 
GENERAL SERVICE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
1 

 
4 
 
Employee Health and Welfare 

 
 

 
 

 
 

 
4 

 
5 
 
Administrative and General 

 
 

 
 

 
 

 
5 

 
6 
 
Maintenance and Repairs 

 
 

 
 

 
 

 
6 

 
7 
 
Operation of Plant 

 
 

 
 

 
 

 
7 

 
8 
 
Laundry and Linen Service 

 
 

 
 

 
 

 
8 

 
9 
 
Housekeeping 

 
 

 
 

 
 

 
9 

 
10 

 
Dietary 

 
 

 
 

 
 

 
10 

 
11 

 
Cafeteria 

 
 

 
 

 
 

 
11 

 
12 

 
Maintenance of Personnel 

 
 

 
 

 
 

 
12 

 
13 

 
Nursing Administration 

 
 

 
 

 
 

 
13 

 
14 

 
Central Services and Supply 

 
 

 
 

 
 

 
14 

 
15 

 
Pharmacy 

 
 

 
 

 
 

 
15 

 
16 

 
Medical Records and Library 

 
 

 
 

 
 

 
16 

 
17 

 
Social Service 

 
 

 
 

 
 

 
17 

 
18 

 
Nursing School 

 
 

 
 

 
 

 
18 

 
19 

 
Intern-Resident Service (In approved teaching program) 

 
 $ 

 
 

 
 

 
19 

 
20 

 
 

 
/////////// 

 
 

 
 

 
20 

 
21 

 
ANCILLARY SERVICE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
21 

 
22 

 
Operating Room 

 
/////////// 

 
 

 
 

 
22 

 
23 

 
Recovery Room 

 
/////////// 

 
 

 
 

 
23 

 
24 

 
Delivery Room and Labor Room 

 
/////////// 

 
 

 
 

 
24 

 
25 

 
Anesthesiology 

 
/////////// 

 
 

 
 

 
25 

 
26 

 
Radiology--Diagnostic 

 
/////////// 

 
 

 
 

 
26 

 
27 

 
Radiology--Therapeutic 

 
/////////// 

 
 

 
 

 
27 

 
28 

 
Radioisotope 

 
/////////// 

 
 

 
 

 
28 

 
29 

 
Laboratory 

 
/////////// 

 
 

 
 

 
29 

 
30 

 
Whole Blood and Packed Red Blood Cells 

 
/////////// 

 
 

 
 

 
30 

 
FORM HCFA-1007 
 
Rev. 295               28-59 



EXHIBIT C (Continued) 
   

TARGET AMOUNT COMPUTATION 
 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

PERIOD                 
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

PART I - ALLOCATION OF CAPITAL-RELATED COST  
 

 
INTERN-RESIDENT                      

 
 

 
 

  
 

COST CENTER     
(OMIT CENTS)     

 

SERVICE IN 
APPROVED 
TEACHING 
PROGRAM 

  
 

TOTAL 
(COLS 3-20) 

 

 
 

 
 

 
19 

 
20 

 
21 

 
 

 
31 

 
Blood Storing, Processing and Transfusion 

 
///////////////////// 

 
 

 
 

 
31 

 
32 

 
Intravenous Therapy 

 
///////////////////// 

 
 

 
 

 
32 

 
33 

 
Oxygen (Inhalation) Therapy 

 
///////////////////// 

 
 

 
 

 
33 

 
34 

 
Physical Therapy 

 
///////////////////// 

 
 

 
 

 
34 

 
35 

 
Occupational Therapy 

 
///////////////////// 

 
 

 
 

 
35 

 
36 

 
Speech Pathology 

 
///////////////////// 

 
 

 
 

 
36 

 
37 

 
Electrocardiology 

 
///////////////////// 

 
 

 
 

 
37 

 
38 

 
Electroencephalography 

 
///////////////////// 

 
 

 
 

 
38 

 
39 

 
Medical Supplies Charged to Patients 

 
///////////////////// 

 
 

 
 

 
39 

 
40 

 
Drugs Charged to Patients 

 
///////////////////// 

 
 

 
 

 
40 

 
41 

 
Renal Dialysis 

 
///////////////////// 

 
 

 
 

 
41 

 
42 

 
Kidney Acquisition 

 
///////////////////// 

 
 

 
 

 
42 

 
43 

 
 

 
///////////////////// 

 
 

 
 

 
43 

 
44 

 
 

 
///////////////////// 

 
 

 
 

 
44 

 
45 

 
INPATIENT ROUTINE SERVICE COST CENTERS 

 
///////////////////// 

 
/////////////// 

 
///////////////// 

 
45 

 
46 

 
Adults and Pediatrics (General Routine Care) 

 
///////////////////// 

 
 

 
 

 
46 

 
47 

 
Intensive Care Unit 

 
///////////////////// 

 
 

 
 

 
47 

 
48 

 
Coronary Care Unit 

 
///////////////////// 

 
 

 
 

 
48 

 
49 

 
 

 
///////////////////// 

 
 

 
 

 
49 

 
50 

 
 

 
///////////////////// 

 
 

 
 

 
50 

 
51 

 
Nursery 

 
///////////////////// 

 
 

 
 

 
51 

 
52 

 
Skilled Nursing Facility--Certified 

 
///////////////////// 

 
 

 
 

 
52 

 
53 

 
Skilled Nursing Facility--Noncertified 

 
///////////////////// 

 
 

 
 

 
53 

 
54 

 
OUTPATIENT SERVICE COST CENTERS 

 
///////////////////// 

 
/////////////// 

 
///////////////// 

 
54 

 
55 

 
Clinic 

 
///////////////////// 

 
 

 
 

 
55 

 
56 

 
Emergency 

 
///////////////////// 

 
 

 
 

 
56 

 
57 

 
 

 
///////////////////// 

 
 

 
 

 
57 

 
58 

 
OTHER REIMBURSABLE COST CENTERS 

 
///////////////////// 

 
/////////////// 

 
///////////////// 

 
58 

 
59 

 
Home Program Dialysis--Other 

 
///////////////////// 

 
 

 
 

 
59 

 
60 

 
Administrative and General--HHA 

 
///////////////////// 

 
 

 
 

 
60 
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EXHIBIT C (Continued) 
   

TARGET AMOUNT COMPUTATION 
 

 
INTERMEDIARY NO.     

 
____________________ 

 
PROVIDER NO.         

 
____________________ 

PERIOD                           
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

 
PART I - ALLOCATION OF CAPITAL-RELATED COST  

 
 

INTERN-RESIDENT                    
 

 
 

 
  

 
COST CENTER     
(OMIT CENTS)     

SERVICE IN 
APPROVED 
TEACHING 
PROGRAM 

  
 

TOTAL 
(COLS 3-20) 

 

 
 

 
 

 
19 

 
20 

 
21 

 
 

 
61 

 
Skilled Nursing Care--HHA 

 
/////////// 

 
 

 
 

 
61 

 
62 

 
Medical Social Services--HHA 

 
/////////// 

 
 

 
 

 
62 

 
63 

 
Home Health Aide--HHA 

 
/////////// 

 
 

 
 

 
63 

 
64 

 
Medical Appliances--HHA/DME-Rented 

 
/////////// 

 
 

 
 

 
64 

 
65 

 
Durable Medical Equipment Sold 

 
/////////// 

 
 

 
 

 
65 

 
66 

 
Home Delivered Meals--HHA 

 
/////////// 

 
 

 
 

 
66 

 
67 

 
Other Home Health Services--HHA 

 
/////////// 

 
 

 
 

 
67 

 
68 

 
Home Program Dialysis Equipment--100% Medicare 

 
/////////// 

 
 

 
 

 
68 

 
69 

 
Ambulance Services 

 
/////////// 

 
 

 
 

 
69 

 
70 

 
Intern-Resident Service (Not in approved teaching program) 

 
/////////// 

 
 

 
 

 
70 

 
71 

 
 

 
/////////// 

 
 

 
 

 
71 

 
72 

 
SUBTOTALS (Sum of lines 20-71) 

 
 $ 

 
 $ 

 
 $ 

 
72 

 
73 

 
NONREIMBURSABLE COST CENTERS 

 
/////////// 

 
/////////// 

 
/////////// 

 
73 

 
74 

 
Gift, Flower, Coffee Shops and Canteen 

 
/////////// 

 
 

 
 

 
74 

 
75 

 
Research 

 
/////////// 

 
 

 
 

 
75 

 
76 

 
Physicians' Private Offices 

 
/////////// 

 
 

 
 

 
76 

 
77 

 
Nonpaid Workers 

 
/////////// 

 
 

 
 

 
77 

 
78 

 
 

 
/////////// 

 
 

 
 

 
78 

 
79 

 
 

 
/////////// 

 
 

 
 

 
79 

 
79AA 

 
Cross Foot Adjustment 

 
 

 
 

 
 

 
79 

 
AA 

 
79AB 

 
Negative Balances 

 
 

 
 

 
 

 
79 

 
AB 

 
80 

 
TOTAL (Sum of lines 72-79AB) 

 
 $ 

 
 $ 

 
 $ 

 
80 

 
81 

 
Cost to be Allocated 

 
 

 
 

 
/////////// 

 
81 

 
82 

 
Total Statistics from Form HCFA-2552-81, Wkst. B-1 

 
 

 
 

 
/////////// 

 
82 

 
83 

 
Unit Cost Multiplier 

 
 

 
 

 
/////////// 

 
83 
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EXHIBIT C (Continued) 

 
  

TARGET AMOUNT 
COMPUTATION 

 

 
INTERMEDIAR

Y NO.   
 

______________
____ 

 
PROVIDER NO.  

     
 

_______________
___ 

 
 

  PERIOD              
  FROM 
______________ 
  TO   
______________ 

 
 

WORKSHEET 
TAC 

 
PART II - COMPUTATION OF FICA TAX ADJUSTMENT FACTOR 

 
 
1 

 
Amount of FICA tax that would have been paid during base period by provider 
not subject to FICA tax (From provider information) 

 
 

 
2 

 
Total provider cost for base period (From Wkst. A, column 7, line 84) 

 
 

 
3 

 
Total capital-related cost for base period (From Wkst. TAC, column 21, line 80) 

 
 

 
4 

 
Net cost for allocation of FICA tax (Line 2 minus line 3) 

 
 

 
5 

 
FICA tax adjustment factor for prospective payment system (Line 1 divided by line 4) 

 
 

 
6 

 
FICA tax adjustment factor for TEFRA (Line 5 multiplied by applicable factor 
____________) 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART IV - COMPUTATION OF TARGET AMOUNT FOR GENERAL INPATIENT ROUTINE SERVICE COSTS 
   

HOSPITAL 
 

SUBPROVIDER 
I 

 
SUBPROVIDER 

II 
1 Total Inpatient Routine Service Cost (From Wkst. D-1, Part I, col. 1, 2 or 3, line 11)    
2 Col. 1, from Part I, line 46, col. 21, plus Wkst. B, sum of cols. 18 and 19,  

line 46; cols. 2 and 3, from Part I, lines 49 or 50, as appropriate, plus Wkst. B, sum of cols. 18 
and 19, line 49 or 50, as appropriate 

   

3 Approved paramedical education program costs included on line 1 
(From provider information) 

   

4 Net cost for computation of FICA tax adjustment (Line 1 minus sum 
of lines 2 and 3) 

   

5 FICA tax adjustment (Line 4 multiplied by FICA tax adjustment factor  
From Part II, line 5)) 

   

6 Total (Line 4 plus line 5)    
7 Provider-based physician adjustment (From Part III, col. 3, line 46, 

49 or 50, as appropriate) (Show decreases in parenthesis ( )) 
   

8 Net cost for comparison to cost limit (Line 6 plus or minus line 7)    
9 Total patient days (From Wkst. D-1, Part I, col. 1, 2 or 3, line 3)    

10 Per diem cost for comparison to the cost limit (Line 8 divided by line 9)    
11 Medicare inpatient days (From Wkst. D-1, Part I, col. 1, 2 or 3, line 8)    
12 Adjusted general inpatient routine service cost for comparison to the  

adjusted cost limitation (Line 10 multiplied by line 11) 
   

13 General inpatient routine service cost limitation adjusted for aggregate 
charges for excess cost applicable to kidney acquisition (From Wkst. D-1, Part I, col. 1, 2 or 3, 
line 37) 

   

14 Total cost of the adjustments applicable to cost limitation (line 5, 
plus or minus line 7 minus line 3) (Enter negative amounts in parenthesis) 

   

15 Per diem cost of adjustments applicable to cost limitation (line 14  
divided by line 9) (Enter negative amounts in parenthesis) 

   

16 Medicare cost of adjustments applicable to general inpatient routine service cost limitation 
(line 11 multiplied by line 15) (Enter negative amounts in parenthesis) 

   

17 Adjusted general inpatient routine service cost limitation (line 13  
plus or minus line 16) 

   

18 General inpatient routine service cost for inclusion in target amount 
(Lesser of line 12 or line 17) (Transfer cols 1, 2 or 3 to corresponding 
columns in Part VII, line 1) 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART V - COMPUTATION OF TARGET AMOUNT FOR INTENSIVE CARE TYPE  INPATIENT ROUTINE SERVICE COSTS 
 (1) 

Intensive 
Care 
Unit 

(2) 
Coronary 

Care 
Unit 

(3) 
 

Other 
(Specify) 

(4) 
 

Other 
(Specify) 

       
1 

 
Total inpatient cost for unit (From Wkst. D-1, Part I, col. 1,  
lines 39-42, as appropriate) 

    

2 Capital-related cost included on line 1 (From Part I, 
col. 21, lines 47-50, as appropriate) 

    

3 Nursing school cost included on line 1 (From Wkst. B, col. 18, 
lines 47-50, as appropriate) 

    

4 Intern and Resident (in approved teaching program) cost 
included on line 1 (From Wkst. B, col. 19, lines 47-50, as 
appropriate) 

    

5 Approved paramedical education program cost included on line 1 
(From provider information) 

    

6 Net cost for computation of FICA tax adjustment (Line 1 
minus sum of lines 2 through 5) 

    

7 FICA tax adjustment (Line 6 multiplied by FICA tax adjustment  
factor (From Part II, line 5) 

    

8 Total (Line 6 plus line 7)     
9 Provider-based physician adjustment (From Part III, col. 3, 

lines 47 through 50, as appropriate) (Show decreases in parenthesis) 
    

10 Provider-based physician adjustment (From Part III, col. 3, 
lines 47 through 50, as appropriate) (Show decreases in parenthesis) 

    

11 Total patient days (From Wkst. D-1, Part I, col. 2, lines 39-42, as 
appropriate 

    

12 Adjusted per diem cost (Line 10 divided by line 11)     
13 Medicare patient days (From Wkst. D-1, Part I, col. 4, lines 

39-42, as appropriate) 
    

14 Adjusted cost for target amount computation (Line 12 multiplied by line 13) (Transfer the sum of the 
amounts in all columns to Part VII, column 1, line 2) 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART VI - COMPUTATION OF TARGET AMOUNT FOR INPATIENT HOSPITAL ANCILLARY SERVICES 
  

TOTAL 
(SUM OF 

COLS 2-27 

 
 

OPERATING 
ROOM 

 
 

RECOVERY 
ROOM 

DELIVERY 
ROOM AND 

LABOR 
ROOM 

1 2 3 4   
1 

 
Total inpatient cost for unit (From Wkst. D-1, Part I, col. 1,  
lines 39-42, as appropriate) 

//////////////////////
////// 

   

2 Capital-related cost included on line 1 (From Part I, col. 21) //////////////    
3 Nursing school cost included on line 1 (From Wkst. B, col. 18) //////////////    
4 Interns and residents (in approved teaching program) cost included 

on line 1 (From Wkst. B, col. 19) 
//////////////////////

////// 
   

5 Approved paramedical education program cost included on line 1 
(From provider information) 

//////////////////////
////// 

   

6 Net cost for computation of FICA tax adjustment (line 1 minus sum 
of lines 2 through 5) 

//////////////////////
////// 

   

7 FICA tax adjustment (line 6 multiplied by FICA tax adjustment 
factor (From Part II, line 5)) 

//////////////////////
////// 

   

8 Provider-based physician adjustment (From Part III, col. 3) (Show 
decreases in parenthesis ( )) 

//////////////////////
////// 

   

9 Adjusted cost (line 6 plus line 7 plus or minus line 8) (If 
line 9 is zero, do not compute further) 

//////////////////////
////// 

   

10 Total charges (From Wkst. C, col. 1, line b) //////////////////////
////// 

   

11 Ratio of cost to charges (line 9 divided by line 10) //////////////////////
////// 

   

12 HOSPITAL 
Medicare charges for inpatient HOSPITAL ancillary services (From Wkst. D, col. 3) 

    

13 Medicare cost for inpatient HOSPITAL ancillary services (line 11 
multiplied by line 12) (Enter sum of amounts in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 1, line 3) 

    

14 SUBPROVIDER I 
Medicare charges for inpatient SUBPROVIDER I ancillary services (From Wkst. D, col. 3) 

    

15 Medicare cost for inpatient SUBPROVIDER I ancillary services (line 
11 multiplied by line 14)(Enter sum of amts. in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 2, line 3) 

    

16 SUBPROVIDER II 
Medicare charges for inpatient SUBPROVIDER II ancillary services (From Wkst. D, col. 3) 

    

17 Medicare cost for inpatient SUBPROVIDER II ancillary services 
(line 11 multiplied by line 16)(Enter sum of cols. 2 through 27 in 
col. 1) (Transfer amount in col. 1 to Part VII, col. 3, line 3) 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART VI - COMPUTATION OF TARGET AMOUNT FOR INTENSIVE CARE TYPE  INPATIENT ROUTINE SERVICE COSTS 
 ANESTHES- 

IOLOGY 
RADIOLOGY 
DIAGNOSTIC 

RADIOLOGY 
THERAPEUTIC 

RADIO- 
ISOTOPE 

5 6 7 8   
1 

 
Total inpatient cost for unit (From Wkst. D-1, Part I, col. 1,  
lines 39-42, as appropriate) 

    

2 Capital-related cost included on line 1 (From Part I, col. 21)     
3 Nursing school cost included on line 1 (From Wkst. B, col. 18)     
4 Interns and residents (in approved teaching program) cost included 

on line 1 (From Wkst. B, col. 19) 
    

5 Approved paramedical education program cost included on line 1 
(From provider information) 

    

6 Net cost for computation of FICA tax adjustment (line 1 minus sum 
of lines 2 through 5) 

    

7 FICA tax adjustment (line 6 multiplied by FICA tax adjustment 
factor (From Part II, line 5)) 

    

8 Provider-based physician adjustment (From Part III, col. 3) (Show 
decreases in parenthesis ( )) 

    

9 Adjusted cost (line 6 plus line 7 plus or minus line 8) (If 
line 9 is zero, do not compute further) 

    

10 Total charges (From Wkst. C, col. 1, line b)     
11 Ratio of cost to charges (line 9 divided by line 10)     
12 HOSPITAL 

Medicare charges for inpatient HOSPITAL ancillary services (From Wkst. D, col. 3) 
    

13 Medicare cost for inpatient HOSPITAL ancillary services (line 11 
multiplied by line 12) (Enter sum of amounts in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 1, line 3) 

    

14 SUBPROVIDER I 
Medicare charges for inpatient SUBPROVIDER I ancillary services (From Wkst. D, col. 3) 

    

15 Medicare cost for inpatient SUBPROVIDER I ancillary services (line 
11 multiplied by line 14)(Enter sum of amts. in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 2, line 3) 

    

16 SUBPROVIDER II 
Medicare charges for inpatient SUBPROVIDER II ancillary services (From Wkst. D, col. 3) 

    

17 Medicare cost for inpatient SUBPROVIDER II ancillary services 
(line 11 multiplied by line 16)(Enter sum of cols. 2 through 27 in 
col. 1) (Transfer amount in col. 1 to Part VII, col. 3, line 3) 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART VI - COMPUTATION OF TARGET AMOUNT FOR INTENSIVE CARE TYPE  INPATIENT ROUTINE SERVICE COSTS 
 LABORATORY WHOLE BLOOD & 

PACKED RED 
BLOOD CELLS 

BLOOD 
STORING 

PROCESSING & 
TRANSFUSION 

INTRAVENOU
S THERAPY 

9 10 11 12   
1 

 
Total inpatient cost for unit (From Wkst. D-1, Part I, col. 1,  
lines 39-42, as appropriate) 

    

2 Capital-related cost included on line 1 (From Part I, col. 21)     
3 Nursing school cost included on line 1 (From Wkst. B, col. 18)     
4 Interns and residents (in approved teaching program) cost included 

on line 1 (From Wkst. B, col. 19) 
    

5 Approved paramedical education program cost included on line 1 
(From provider information) 

    

6 Net cost for computation of FICA tax adjustment (line 1 minus sum 
of lines 2 through 5) 

    

7 FICA tax adjustment (line 6 multiplied by FICA tax adjustment 
factor (From Part II, line 5)) 

    

8 Provider-based physician adjustment (From Part III, col. 3) (Show 
decreases in parenthesis ( )) 

    

9 Adjusted cost (line 6 plus line 7 plus or minus line 8) (If 
line 9 is zero, do not compute further) 

    

10 Total charges (From Wkst. C, col. 1, line b)     
11 Ratio of cost to charges (line 9 divided by line 10)     
12 HOSPITAL 

Medicare charges for inpatient HOSPITAL ancillary services (From Wkst. D, col. 3) 
    

13 Medicare cost for inpatient HOSPITAL ancillary services (line 11 
multiplied by line 12) (Enter sum of amounts in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 1, line 3) 

    

14 SUBPROVIDER I 
Medicare charges for inpatient SUBPROVIDER I ancillary services (From Wkst. D, col. 3) 

    

15 Medicare cost for inpatient SUBPROVIDER I ancillary services (line 
11 multiplied by line 14)(Enter sum of amts. in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 2, line 3) 

    

16 SUBPROVIDER II 
Medicare charges for inpatient SUBPROVIDER II ancillary services (From Wkst. D, col. 3) 

    

17 Medicare cost for inpatient SUBPROVIDER II ancillary services 
(line 11 multiplied by line 16)(Enter sum of cols. 2 through 27 in 
col. 1) (Transfer amount in col. 1 to Part VII, col. 3, line 3) 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART VI - COMPUTATION OF TARGET AMOUNT FOR INTENSIVE CARE TYPE  INPATIENT ROUTINE SERVICE COSTS 
 OXYGEN 

(INHALATIOON) 
THERAPY 

 
PHYSICAL 
THERAPY 

 
OCCUPATIONAL 

THERAPY 

 
SPEECH 

PATHOLOGY 
13 14 15 16   

1 
 
Total inpatient cost for unit (From Wkst. D-1, Part I, col. 1,  
lines 39-42, as appropriate) 

    

2 Capital-related cost included on line 1 (From Part I, col. 21)     
3 Nursing school cost included on line 1 (From Wkst. B, col. 18)     
4 Interns and residents (in approved teaching program) cost included 

on line 1 (From Wkst. B, col. 19) 
    

5 Approved paramedical education program cost included on line 1 
(From provider information) 

    

6 Net cost for computation of FICA tax adjustment (line 1 minus sum 
of lines 2 through 5) 

    

7 FICA tax adjustment (line 6 multiplied by FICA tax adjustment 
factor (From Part II, line 5)) 

    

8 Provider-based physician adjustment (From Part III, col. 3) (Show 
decreases in parenthesis ( )) 

    

9 Adjusted cost (line 6 plus line 7 plus or minus line 8) (If 
line 9 is zero, do not compute further) 

    

10 Total charges (From Wkst. C, col. 1, line b)     
11 Ratio of cost to charges (line 9 divided by line 10)     
12 HOSPITAL 

Medicare charges for inpatient HOSPITAL ancillary services (From Wkst. D, col. 3) 
    

13 Medicare cost for inpatient HOSPITAL ancillary services (line 11 
multiplied by line 12) (Enter sum of amounts in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 1, line 3) 

    

14 SUBPROVIDER I 
Medicare charges for inpatient SUBPROVIDER I ancillary services (From Wkst. D, col. 3) 

    

15 Medicare cost for inpatient SUBPROVIDER I ancillary services (line 
11 multiplied by line 14)(Enter sum of amts. in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 2, line 3) 

    

16 SUBPROVIDER II 
Medicare charges for inpatient SUBPROVIDER II ancillary services (From Wkst. D, col. 3) 

    

17 Medicare cost for inpatient SUBPROVIDER II ancillary services 
(line 11 multiplied by line 16)(Enter sum of cols. 2 through 27 in 
col. 1) (Transfer amount in col. 1 to Part VII, col. 3, line 3) 
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EXHIBIT C (Continued) 

 
 

TARGET AMOUNT COMPUTATION 
INTERMEDIARY NO. 

 
____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART VI - COMPUTATION OF TARGET AMOUNT FOR INTENSIVE CARE TYPE  INPATIENT ROUTINE SERVICE COSTS 
  

ELECTRO- 
CARDIOLOGY 

 
ELECTROEN-

CEPHALOGRAPHY 

MED SUPPLIES 
CHARGED TO 

PATIENTS 

DRUGS 
CHARGED TO 

PATIENTS 
17 18 19 20   

1 
 
Total inpatient cost for unit (From Wkst. D-1, Part I, col. 1,  
lines 39-42, as appropriate) 

    

2 Capital-related cost included on line 1 (From Part I, col. 21)     
3 Nursing school cost included on line 1 (From Wkst. B, col. 18)     
4 Interns and residents (in approved teaching program) cost included 

on line 1 (From Wkst. B, col. 19) 
    

5 Approved paramedical education program cost included on line 1 
(From provider information) 

    

6 Net cost for computation of FICA tax adjustment (line 1 minus sum 
of lines 2 through 5) 

    

7 FICA tax adjustment (line 6 multiplied by FICA tax adjustment 
factor (From Part II, line 5)) 

    

8 Provider-based physician adjustment (From Part III, col. 3) (Show 
decreases in parenthesis ( )) 

    

9 Adjusted cost (line 6 plus line 7 plus or minus line 8) (If 
line 9 is zero, do not compute further) 

    

10 Total charges (From Wkst. C, col. 1, line b)     
11 Ratio of cost to charges (line 9 divided by line 10)     
12 HOSPITAL 

Medicare charges for inpatient HOSPITAL ancillary services (From Wkst. D, col. 3) 
    

13 Medicare cost for inpatient HOSPITAL ancillary services (line 11 
multiplied by line 12) (Enter sum of amounts in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 1, line 3) 

    

14 SUBPROVIDER I 
Medicare charges for inpatient SUBPROVIDER I ancillary services (From Wkst. D, col. 3) 

    

15 Medicare cost for inpatient SUBPROVIDER I ancillary services (line 
11 multiplied by line 14)(Enter sum of amts. in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 2, line 3) 

    

16 SUBPROVIDER II 
Medicare charges for inpatient SUBPROVIDER II ancillary services (From Wkst. D, col. 3) 

    

17 Medicare cost for inpatient SUBPROVIDER II ancillary services 
(line 11 multiplied by line 16)(Enter sum of cols. 2 through 27 in 
col. 1) (Transfer amount in col. 1 to Part VII, col. 3, line 3) 
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EXHIBIT C (Continued) 
 

TARGET AMOUNT COMPUTATION 
INTERMEDIARY NO. 

 
____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART VI - COMPUTATION OF TARGET AMOUNT FOR INTENSIVE CARE TYPE  INPATIENT ROUTINE SERVICE COSTS 
 RENAL 

DIALYSIS 
   

CLINIC 
21 22 23 25   

1 
 
Total inpatient cost for unit (From Wkst. D-1, Part I, col. 1,  
lines 39-42, as appropriate) 

    

2 Capital-related cost included on line 1 (From Part I, col. 21)     
3 Nursing school cost included on line 1 (From Wkst. B, col. 18)     
4 Interns and residents (in approved teaching program) cost included 

on line 1 (From Wkst. B, col. 19) 
    

5 Approved paramedical education program cost included on line 1 
(From provider information) 

    

6 Net cost for computation of FICA tax adjustment (line 1 minus sum 
of lines 2 through 5) 

    

7 FICA tax adjustment (line 6 multiplied by FICA tax adjustment 
factor (From Part II, line 5)) 

    

8 Provider-based physician adjustment (From Part III, col. 3) (Show 
decreases in parenthesis ( )) 

    

9 Adjusted cost (line 6 plus line 7 plus or minus line 8) (If 
line 9 is zero, do not compute further) 

    

10 Total charges (From Wkst. C, col. 1, line b)     
11 Ratio of cost to charges (line 9 divided by line 10)     
12 HOSPITAL 

Medicare charges for inpatient HOSPITAL ancillary services (From Wkst. D, col. 3) 
    

13 Medicare cost for inpatient HOSPITAL ancillary services (line 11 
multiplied by line 12) (Enter sum of amounts in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 1, line 3) 

    

14 SUBPROVIDER I 
Medicare charges for inpatient SUBPROVIDER I ancillary services (From Wkst. D, col. 3) 

    

15 Medicare cost for inpatient SUBPROVIDER I ancillary services (line 
11 multiplied by line 14)(Enter sum of amts. in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 2, line 3) 

    

16 SUBPROVIDER II 
Medicare charges for inpatient SUBPROVIDER II ancillary services (From Wkst. D, col. 3) 

    

17 Medicare cost for inpatient SUBPROVIDER II ancillary services 
(line 11 multiplied by line 16)(Enter sum of cols. 2 through 27 in 
col. 1) (Transfer amount in col. 1 to Part VII, col. 3, line 3) 
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EXHIBIT C (Continued) 
 

TARGET AMOUNT COMPUTATION 
INTERMEDIARY NO. 

 
____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART VI - COMPUTATION OF TARGET AMOUNT FOR INTENSIVE CARE TYPE  INPATIENT ROUTINE SERVICE COSTS 
 EMERGENCY  

26 27   
1 

 
Total inpatient cost for unit (From Wkst. D-1, Part I, col. 1,  
lines 39-42, as appropriate) 

  

2 Capital-related cost included on line 1 (From Part I, col. 21)   
3 Nursing school cost included on line 1 (From Wkst. B, col. 18)   
4 Interns and residents (in approved teaching program) cost included 

on line 1 (From Wkst. B, col. 19) 
  

5 Approved paramedical education program cost included on line 1 
(From provider information) 

  

6 Net cost for computation of FICA tax adjustment (line 1 minus sum 
of lines 2 through 5) 

  

7 FICA tax adjustment (line 6 multiplied by FICA tax adjustment 
factor (From Part II, line 5)) 

  

8 Provider-based physician adjustment (From Part III, col. 3) (Show 
decreases in parenthesis ( )) 

  

9 Adjusted cost (line 6 plus line 7 plus or minus line 8) (If 
line 9 is zero, do not compute further) 

  

10 Total charges (From Wkst. C, col. 1, line b)   
11 Ratio of cost to charges (line 9 divided by line 10)   
12 HOSPITAL 

Medicare charges for inpatient HOSPITAL ancillary services (From Wkst. D, col. 3) 
  

13 Medicare cost for inpatient HOSPITAL ancillary services (line 11 
multiplied by line 12) (Enter sum of amounts in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 1, line 3) 

  

14 SUBPROVIDER I 
Medicare charges for inpatient SUBPROVIDER I ancillary services (From Wkst. D, col. 3) 

  

15 Medicare cost for inpatient SUBPROVIDER I ancillary services (line 
11 multiplied by line 14)(Enter sum of amts. in cols. 2 through 27 
in col. 1) (Transfer amount in col. 1 to Part VII, col. 2, line 3) 

  

16 SUBPROVIDER II 
Medicare charges for inpatient SUBPROVIDER II ancillary services (From Wkst. D, col. 3) 

  

17 Medicare cost for inpatient SUBPROVIDER II ancillary services 
(line 11 multiplied by line 16)(Enter sum of cols. 2 through 27 in 
col. 1) (Transfer amount in col. 1 to Part VII, col. 3, line 3) 
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EXHIBIT C (Continued) 

 
 

TARGET AMOUNT COMPUTATION 
INTERMEDIARY NO. 

 
____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART VII  - COMPUTATION OF TARGET AMOUNT PER DISCHARGE FOR PROSPECTIVE PAYMENT SYSTEM 
  

 
HOSPITAL 

 
SUBPROVIDER 

I 

 
SUBPROVIDER 

II 
1 2 3   

1 
 
Total inpatient cost for unit (From Wkst. D-1, Part I, col. 1,  
lines 39-42, as appropriate) 

   

2 Intensive Care Type Inpatient Hospital Unit Cost (From  
Part V, Sum of all columns, line 14) 

 ////////////////////////////
//////// 

//////////////////////////////
//////// 

3 Ancillary Service Costs (From Part VI, col. 1, line 13, 15 or 17)    
4 Kidney Acquisition Costs (From Wkst. E, Part I, col. 1, 4 or 6, line 8)    
5 Cost of services furnished "under arrangements" to Medicare 

beneficiaries only (From Wkst. E, Part I, col. 1, 4 or 6, line 9) 
   

6 Malpractice Insurance Costs (From Wkst. E, Part I, col. 1, 4 or 6, 
line 10) 

   

7 Cost of services furnished to Medicare beneficiaries billed as services 
incident to a physicians service and cost of arranged for services furnished  
to inpatient Medicare beneficiaries and billed for by the outside supplier  
where these services would have been covered as an inpatient hospital  
service if billed for by a hospital (From provider information) 

   

8 Total (Sum of lines 1 through 7)    
9 Enter as a positive amount, the total kidney acquisition charges billed 

to Medicare under Part B (From Wkst. E, Part I, col. 1, 4 or 6, line 14) 
   

10 Enter as a positive amount, the total revenues received for kidneys furnished 
to other providers, organ procurement agencies and others and for kidneys 
transplanted in non-Medicare patients (From Wkst. E, Part I, col. 1, 4 or 6, line 
17) 

   

11 Total (Line 9 plus line 10)    
12 Medicare inpatient hospital operating costs for target amount 

computation (Line 8 minus line 11) 
   

13 Medicare discharges (From Statistical Data, page 3, Part III, 
line 6c for hospitals; page 4, Part V, line 7c for Subproviders I 
and II 

   

14 Base period cost per discharge (line 12 divided by line 13)    
15 Case-mix index    
16 Case-mix adjusted base year cost (line 14 divided by line 15)    
17 Applicable percentage increase plus 100% (Enter same amount in  

each column) 
   

18 Average target amount per discharge for prospective payment (Line 16 
multiplied by line 17) 
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TARGET AMOUNT COMPUTATION 

 

 
INTERMEDIARY NO.     

 
 

 
PROVIDER NO.         

____________________ 
  PERIOD                
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

PART III - PROVIDER-BASED PHYSICIAN ADJUSTMENT  
 

 
 
 

COST CENTER     
 

 
 

ADJUSTED 
PROVIDER 

COMPONEN
 

 
PROVIDER 

COMPONEN
T 

PER COST 
 

 
PBP 

ADJUSTMENTS 
INCREASE OR 
(DECREASE) 

 

 
TRANSFER AMOUNTS 

IN COLUMN 3 TO 
 

PART   COLUMN   LINE 

 
 

 
 

 
 

 
1 

 
2 

 
3 

 
4 

 
  

22 
 
Operating Room 

 
 

 
 

 
 

 
VI 

 
2 

 
8  

 
22  

23 
 
Recovery Room 

 
 

 
 

 
 

 
VI 

 
3 

 
8  

 
23  

24 
 
Delivery Room and Labor Room 

 
 

 
 

 
 

 
VI 

 
4 

 
8  

 
24  

25 
 
Anesthesiology 

 
 

 
 

 
 

 
VI 

 
5 

 
8  

 
25  

26 
 
Radiology - Diagnostic 

 
 

 
 

 
 

 
VI 

 
6 

 
8  

 
26  

27 
 
Radiology - Therapeutic 

 
 

 
 

 
 

 
VI 

 
7 

 
8  

 
27  

28 
 
Radioisotope 

 
 

 
 

 
 

 
VI 

 
8 

 
8  

 
28  

29 
 
Laboratory 

 
 

 
 

 
 

 
VI 

 
9 

 
8  

 
29  

30 
 
Whole Blood and Packed Red Cells 

 
 

 
 

 
 

 
VI 

 
10 

 
8  

 
30  

31 
 
Blood Storing, Processing and Transfusion 

 
 

 
 

 
 

 
VI 

 
11 

 
8  

 
31  

32 
 
Intravenous Therapy 

 
 

 
 

 
 

 
VI 

 
12 

 
8  

 
32  

33 
 
Oxygen (Inhalation) Therapy 

 
 

 
 

 
 

 
VI 

 
13 

 
8  

 
33  

34 
 
Physical Therapy 

 
 

 
 

 
 

 
VI 

 
14 

 
8  

 
34  

35 
 
Occupational Therapy 

 
 

 
 

 
 

 
VI 

 
15 

 
8  

 
35  

36 
 
Speech Pathology 

 
 

 
 

 
 

 
VI 

 
16 

 
8  

 
36  

37 
 
Electrocardiology 

 
 

 
 

 
 

 
VI 

 
17 

 
8  

 
37  

38 
 
Electroencephalography 

 
 

 
 

 
 

 
VI 

 
18 

 
8  

 
38  

39 
 
Medical Supplies Charged to Patients 

 
 

 
 

 
 

 
VI 

 
19 

 
8  

 
39  

40 
 
Drugs Charged to Patients 

 
 

 
 

 
 

 
VI 

 
20 

 
8  

 
40  

41 
 
Renal Dialysis 

 
 

 
 

 
 

 
VI 

 
21 

 
8  

 
41  

43 
 
 

 
 

 
 

 
 

 
VI 

 
22 

 
8  

 
43  

44 
 
 

 
 

 
 

 
 

 
VI 

 
23 

 
8  

 
44  

46 
 
Adjults and Pediatrics (General Routine Care) 

 
 

 
 

 
 

 
V 

 
1 

 
7  

 
46  

47 
 
Intensive Care Unit 

 
 

 
 

 
 

 
V 

 
1 

 
9  

 
47  

48 
 
Coronary Care Unit 

 
 

 
 

 
 

 
V 

 
2 

 
9  

 
48  

49 
 
 

 
 

 
 

 
 

 
See footnote below. 

 
49  

50 
 
 

 
 

 
 

 
 

 
See footnote below. 

 
50  

55 
 
Clinic 

 
 

 
 

 
 

 
VI 

 
25 

 
8  

 
55  

56 
 
Emergency 

 
 

 
 

 
 

 
VI 

 
26 

 
8  

 
56  

57 
 
 

 
 

 
 

 
 

 
VI 

 
27 

 
8  

 
57  

*If lines 49 and 50 are used for Intensive Care Type cost centers, the amounts in column 3 should be transferred to  
Part V, columns 3 and 4, line 9.  If lines 49 and 50 are used for Subprovider costs, the amounts in column 3 should be transferred to part IV, columns 2 and 3, 
as appropriate, line 7. 

FORM HCFA-1007 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART VIII  - TEFRA COMPUTATION OF TARGET AMOUNT FOR GENERAL INPATIENT ROUTINE SERVICE COSTS 
  

 
HOSPITAL 

 
SUBPROVIDER 

I 

 
SUBPROVIDER 

II 
1 2 3   

1 
 
Net cost of inpatient routine services (From Part IV, Sum of lines  
3 and 4) 

   

2 FICA tax adjustment (Line 1 multiplied by applicable factor from Part II, 
line 6) 

   

3 Total (Line 1 plus line 2)    
4 Provider-based physician adjustment (Part IV, line 7 multiplied by 

applicable factor             ) (Show decreases in parenthesis ( )) 
   

5 Net cost for comparison to cost limit (Line 3 plus or minus line 4)    
6 Total patient days (From Part IV, line 9)    
7 Per diem cost for comparison to the cost limit (Line 5 divided by line 6)    
8 Medicare inpatient days (From Part IV, line 11)    
9 Adjusted general inpatient routine service cost for comparison to the adjusted 

cost limitation (Line 7 multiplied by line 8) 
   

10 Comparison amount (From Part IV, line 13)    
11 Total cost of the adjustments applicable to cost limitation (line 2 plus 

or minus line 4) (Enter negative amounts in parenthesis) 
   

12 Per diem cost of adjustments applicable to cost limitation (line 11  
divided by line 6) (Enter negative amounts in parenthesis) 

   

13 Medicare cost of adjustments applicable to general inpatient routine service 
cost limitation (line 8 multiplied by line 12) (Enter negative amounts in 
parenthesis) 

   

14 Adjusted general inpatient routine service cost limitation (line 10 plus 
or minus line 13)) 

   

15 General inpatient routine service cost for inclusion in TEFRA target 
amount (lesser of line 9 or line 14) (Transfer columns 1, 2 or 3 to corresponding 
columns in Part XI, line 1) 
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EXHIBIT C (Continued) 
 
 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART VIII  - TEFRA COMPUTATION OF TARGET AMOUNT FOR GENERAL INPATIENT ROUTINE SERVICE COSTS 
 (1) 

Intensive 
Care 
Unit 

(2) 
Coronary 

Care 
Unit 

(3) 
 

Other 
(Specify) 

(4) 
 

Other 
(Specify) 

1 Net cost of intensive care type inpatient hospital units (From Part V, sum of lines 5 and 6) 
 

    

2 
 
FICA tax adjustment (Line 1 multiplied by factor from Part II, line 6) 
 

    

3 Total (Line 1 plus line 2) 
 

    

4 Provider-based physician adjustment (From Part V, line 9 multiplied by 
applicable factor) (Show decreases in parenthesis ( )) 
 

    

5 Net cost for target amount computation (Line 3 plus or minus line 4) 
 

    

6 Total patient days (From Part V, line 11) 
 

    

7 Adjusted per diem cost (Line 5 divided by line 6) 
 

    

8 Medicare patient days (From Part V, line 13) 
 

    

9 Adjusted cost for TEFRA target amount computation (Line 7 multiplied  
by line 8) (Transfer the sum of the amounts in all columns to Part 
XI, column 1, line 2) 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART X  - TEFRA COMPUTATION OF TARGET AMOUNT FOR INPATIENT HOSPITAL ANCILLARY SERVICES 
 TOTAL 

(SUM OF COLS 
2-27) 

 
OPERATING 

ROOM 

 
RECOVERY 

ROOM 

DELIVERY ROOM 
AND LABOR ROOM 

 
ANESTHES-

IOLOGY 

 
RADIOLOGY 
DIAGNOSTIC 

 1 2 3 4 5 6 
1 Net cost of ancillary services (From Part VI, sum of lines 5 and 6) (Enter negative 

amounts in parenthesis) 
 

//////////////////////////
////////////////////////// 

     

2 FICA tax adjustment (Line 1 multiplied by factor from Part II, line 6) //////////////////////////
////////////////////////// 

     

3 Total (Line 1 plus line 2) 
 

//////////////////////////      

4 Provider-based physician adjustment (Part VI, line 8 multiplied by applicable 
factor)(Show decreases in parentheses (  )) 

//////////////////////////
//////////////////////////
////////////////////////// 

     

5 Adjusted cost (line 3 plus or minus line 4) (Enter negative amounts in parenthesis) //////////////////////////
////////////////////////// 

     

6 Total charges (From Part VI, line 10) 
 

//////////////////////////      

7 Ratio of cost to charges (line 5 divided by line 6) 
 

//////////////////////////      

8 HOSPITAL--Medicare charges for inpatient HOSPITAL 
ancillary svcs (Fr Part VI, line 12) 
 

      

9 Medicare cost for inpatient HOSPITAL ancillary services (line 7 multiplied by line 
8) (Enter sum of cols. 2 through 27 in col. 1) (Transfer amount in col. 1 to Part XI, 
col 1, line 3) 
 

      

10 SUBPROV. I--Medicare chrgs for I/P SUBPROV. I  ancillary svcs (Fr Part VI, line 
14) 
 

      

11 Medicare cost for inpatient SUBPROVIDER I  
ancillary services (line 7 multiplied by 
line 10)(Enter sum of cols. 2 through 27 in  
col. 1)(Transfer amount in col. 1 to Part 
XI, col. 2, line 3) 
 

      

12 
 
SUBPROVIDER II Medicare charges for inpatient SUBPROVIDER II ancillary 
services (Fr Part VI, line 16) 
 

      

13 Medicare cost for inpatient SUBPROVIDER II 
ancillary services (line 7 multiplied by 
line 12)(Enter sum of cols. 2 through 27  
in col. 1)(Transfer amount in col. 1 to 
Part XI, col. 3, line 3) 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART X  - TEFRA COMPUTATION OF TARGET AMOUNT FOR INPATIENT HOSPITAL ANCILLARY SERVICES 
  

RADIOLOGY 
THERAPEUTIC 

 
RADIO- 

ISOTOPE 

 
 

LABORATORY 

WHOLE BLOOD & 
PACKED 

RED 
BLOOD CELLS 

BLOOD 
STORING 

PROCESSING & 
TRANSFUSION 

 
INTRAVENOUS 

THERAPY 

 7 8 9 10 11 12 
1 Net cost of ancillary services (From Part VI, sum of lines 5 and 6) (Enter 

negative amounts in parenthesis) 
 

      

2 FICA tax adjustment (Line 1 multiplied by factor from Part II, line 6) 
 

      

3 Total (Line 1 plus line 2) 
 

      

4 Provider-based physician adjustment (Part VI, line 8 multiplied by applicable 
factor)(Show decreases in parentheses (  )) 
 

      

5 Adjusted cost (line 3 plus or minus line 4) (Enter negative amounts in 
parenthesis) 
 

      

6 Total charges (From Part VI, line 10) 
 

      

7 Ratio of cost to charges (line 5 divided by line 6) 
 

      

8 HOSPITAL--Medicare charges for inpatient HOSPITAL 
ancillary svcs (Fr Part VI, line 12) 
 

      

9 Medicare cost for inpatient HOSPITAL ancillary services (line 7 multiplied by 
line 8) (Enter sum of cols. 2 through 27 in col. 1) (Transfer amount in col. 1 to 
Part XI, col 1, line 3) 
 

      

10 SUBPROV. I--Medicare chrgs for I/P SUBPROV. I  ancillary svcs (Fr Part VI, 
line 14) 
 

      

11 Medicare cost for inpatient SUBPROVIDER I  
ancillary services (line 7 multiplied by 
line 10)(Enter sum of cols. 2 through 27 in  
col. 1)(Transfer amount in col. 1 to Part 
XI, col. 2, line 3) 
 

      

12 SUBPROVIDER II Medicare charges for inpatient SUBPROVIDER II 
ancillary services (Fr Part VI, line 16) 
 

      

13 Medicare cost for inpatient SUBPROVIDER II 
ancillary services (line 7 multiplied by 
line 12)(Enter sum of cols. 2 through 27  
in col. 1)(Transfer amount in col. 1 to 
Part XI, col. 3, line 3) 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART X  - TEFRA COMPUTATION OF TARGET AMOUNT FOR INPATIENT HOSPITAL ANCILLARY SERVICES 
 OXYGEN 

(INHALATION) 
THERAPY 

 
PHYSICAL 
THERAPY 

 
OCCUPATIONAL 

THERAPY 

 
SPEECH 

PATHOLOGY 

 
ELECTRO- 

CARDIOLOGY 

 
ELECTRO- 

ENCEPHALOGRAPHY 
 13 14 15 16 17 18 

1 Net cost of ancillary services (From Part VI, sum of lines 5 and 6) (Enter 
negative amounts in parenthesis) 
 

      

2 FICA tax adjustment (Line 1 multiplied by factor from Part II, line 6) 
 

      

3 Total (Line 1 plus line 2) 
 

      

4 Provider-based physician adjustment (Part VI, line 8 multiplied by 
applicable factor)(Show decreases in parentheses (  )) 
 

      

5 Adjusted cost (line 3 plus or minus line 4) (Enter negative amounts in 
parenthesis) 
 

      

6 Total charges (From Part VI, line 10) 
 

      

7 Ratio of cost to charges (line 5 divided by line 6) 
 

      

8 HOSPITAL--Medicare charges for inpatient HOSPITAL 
ancillary svcs (Fr Part VI, line 12) 
 

      

9 Medicare cost for inpatient HOSPITAL ancillary services (line 7 multiplied 
by line 8) (Enter sum of cols. 2 through 27 in col. 1) (Transfer amount in 
col. 1 to Part XI, col 1, line 3) 
 

      

10 SUBPROV. I--Medicare chrgs for I/P SUBPROV. I  ancillary svcs (Fr Part 
VI, line 14) 
 

      

11 Medicare cost for inpatient SUBPROVIDER I ancillary services (line 7 
multiplied by line 10)(Enter sum of cols. 2 through 27 in col. 1)(Transfer 
amount in col. 1 to Part XI, col. 2, line 3) 
 

      

12 SUBPROVIDER II Medicare charges for inpatient SUBPROVIDER II 
ancillary services (Fr Part VI, line 16) 
 

      

13 Medicare cost for inpatient SUBPROVIDER II ancillary services (line 7 
multiplied by line 12)(Enter sum of cols. 2 through 27 in col. 1)(Transfer 
amount in col. 1 to Part XI, col. 3, line 3) 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART X  - TEFRA COMPUTATION OF TARGET AMOUNT FOR INPATIENT HOSPITAL ANCILLARY SERVICES 
 MED SUPPLIES 

CHARGED TO 
PATIENTS 

DRUGS 
CHARGED TO 

PATIENTS 

 
RENAL 

DIALYSIS 

  

 19 20 21 22 23 
1 Net cost of ancillary services (From Part VI, sum of lines 5 and 6) (Enter 

negative amounts in parenthesis) 
 

     

2 FICA tax adjustment (Line 1 multiplied by factor from Part II, line 6) 
 

     

3 Total (Line 1 plus line 2) 
 

     

4 Provider-based physician adjustment (Part VI, line 8 multiplied by 
applicable factor)(Show decreases in parentheses (  )) 
 

     

5 Adjusted cost (line 3 plus or minus line 4) (Enter negative amounts in 
parenthesis) 
 

     

6 Total charges (From Part VI, line 10) 
 

     

7 Ratio of cost to charges (line 5 divided by line 6) 
 

     

8 HOSPITAL--Medicare charges for inpatient HOSPITAL 
ancillary svcs (Fr Part VI, line 12) 
 

     

9 Medicare cost for inpatient HOSPITAL ancillary services (line 7 multiplied 
by line 8) (Enter sum of cols. 2 through 27 in col. 1) (Transfer amount in 
col. 1 to Part XI, col 1, line 3) 
 

     

10 SUBPROV. I--Medicare chrgs for I/P SUBPROV. I  ancillary svcs (Fr Part 
VI, line 14) 
 

     

11 Medicare cost for inpatient SUBPROVIDER I ancillary services (line 7 
multiplied by line 10)(Enter sum of cols. 2 through 27 in col. 1)(Transfer 
amount in col. 1 to Part XI, col. 2, line 3) 
 

     

12 SUBPROVIDER II Medicare charges for inpatient SUBPROVIDER II 
ancillary services (Fr Part VI, line 16) 
 

     

13 Medicare cost for inpatient SUBPROVIDER II ancillary services (line 7 
multiplied by line 12)(Enter sum of cols. 2 through 27 in col. 1)(Transfer 
amount in col. 1 to Part XI, col. 3, line 3) 

     

 
FORM HCFA-1007 
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EXHIBIT C (Continued) 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART X  - TEFRA COMPUTATION OF TARGET AMOUNT FOR INPATIENT HOSPITAL ANCILLARY SERVICES 
  

CLINIC 
 

EMERGENCY 
 

 25 26 27 
1 Net cost of ancillary services (From Part VI, sum of lines 5 and 6) (Enter negative amounts in 

parenthesis) 
 

   

2 FICA tax adjustment (Line 1 multiplied by factor from Part II, line 6) 
 

   

3 Total (Line 1 plus line 2) 
 

   

4 Provider-based physician adjustment (Part VI, line 8 multiplied by applicable factor)(Show 
decreases in parentheses (  )) 
 

   

5 Adjusted cost (line 3 plus or minus line 4) (Enter negative amounts in parenthesis) 
 

   

6 Total charges (From Part VI, line 10) 
 

   

7 Ratio of cost to charges (line 5 divided by line 6) 
 

   

8 HOSPITAL--Medicare charges for inpatient HOSPITAL ancillary svcs 
(Fr Part VI, line 12) 
 

   

9 Medicare cost for inpatient HOSPITAL ancillary services (line 7 multiplied by line 8) (Enter sum 
of cols. 2 through 27 in col. 1) (Transfer amount in col. 1 to Part XI, col 1, line 3) 
 

   

10 SUBPROV. I--Medicare chrgs for I/P SUBPROV. I  ancillary svcs (Fr Part VI, line 14) 
 

   

11 Medicare cost for inpatient SUBPROVIDER I ancillary services (line 7 multiplied by line 
10)(Enter sum of cols. 2 through 27 in col. 1)(Transfer amount in col. 1 to Part XI, col. 2, line 3) 
 

   

12 SUBPROVIDER II Medicare charges for inpatient SUBPROVIDER II ancillary services (Fr Part 
VI, line 16) 
 

   

13 Medicare cost for inpatient SUBPROVIDER II ancillary services (line 7 multiplied by line 
12)(Enter sum of cols. 2 through 27 in col. 1)(Transfer amount in col. 1 to Part XI, col. 3, line 3) 
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EXHIBIT C (Continued) 
 
 
 

 
TARGET AMOUNT COMPUTATION 

INTERMEDIARY NO. 
 

____________________ 

PROVIDER NO. 
 

____________________ 

PERIOD                
  FROM ________________ 
  TO   ________________ 

 
WORKSHEET 

TAC 
 

PART XI  - COMPUTATION OF TARGET AMOUNT PER DISCHARGE FOR TEFRA 
  

 
HOSPITAL 

 
SUBPROVIDER 

I 

 
SUBPROVIDER 

2 
 25 26 27 

1 General inpatient routine service costs (From Part VIII, col. 1, 2 or 3, line 15) 
 

   

2 Intensive care type inpatient hospital unit cost (From Part IX, sum of all columns,line 9) 
 

   

3 Ancillary service costs (From Part X, col. 1, line 9, 11 or 13, as appropriate) 
 

 ///////////////////////////////////////////// /////////////////////////////////////////////// 

4 Cost of services furnished "under arrangements" to Medicare beneficiaries only (From 
Part VII, col. 1, 2 or 3, line 5) 
 

   

5 Cost of services furnished to Medicare beneficiaries billed as services incident to a physician's 
service and cost of arranged for services furnished to inpatient Medicare beneficiaries and billed 
for by the outside supplier, where those services would have been covered as an inpatient hospital 
service if billed for by a hospital (Part VII, col. 1, 2 or 3, line 7 multiplied by applicable factor   ) 
 

   

6 Medicare inpatient hospital operating costs for TEFRA target amount computation (Sum of lines 1 
through 5) 
 

   

7 Medicare discharges (From Part VII, corresponding column, line 13) 
 

   

8 Base year cost per discharge (Line 6 divided by line 7) 
 

   

9 Applicable percentage increase plus 100% 
 

   

10 Average target amount per discharge for TEFRA (Line 8 multiplied by line 9) 
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EXHIBIT C (Continued) 
 
   

TARGET AMOUNT COMPUTATION  
 

INTERMEDIARY NO.  
   

_________________ 
PROVIDER NO.      
   
 
_________________ 

  PERIOD                
  FROM ________________ 
  TO   ________________ 

WORKSHEET 
TAC 

 
PART XII - ALLOCATION OF GENERAL SERVICE OPERATING COST 

 
COST CENTER 
(OMIT CENTS) 

EMPLOYEE 
HEALTH & 
WELFARE 

ADMINIS- 
TRATIVE 

& 
GENERAL 

 
 

LAUNDRY 
& LINEN 

 
 
 

CAFETERIA 

 
MAINTEN- 
ANCE OF 

PERSONNEL 

 
NURSING 
ADMINIS- 
TRATION 

 
TOTALS 
COLS 1-6 

1 2 3 4 5 6 7  
1 Cost to be allocated (From Form HCFA-2552-81,Wkst B-

1, line 79) 
 

      ////////////////////
////////////////////
//// 

1 

2 Capital - Related Cost (From Form HCFA-1007, Part I) 
 

      ////////////////////
// 

2 

3 Operating Cost to be allocated (Line 1 minus line 2) 
 

      ////////////////////
// 

3 

4  
Total allocation Basis (From Form HCFA-1007, Part I, line 
82) 
 

      ////////////////////
// 

4 

5  
Unit Cost Multiplier (Line 3 divided by line 4) 
 

      ////////////////////
// 

5 

6  
Allocation Statistics 
 

//////////////////////// //////////////////////// ////////////////////// //////////////////// //////////////////////////// //////////////////// ////////////////////
// 

6 

6-22 Operating Room 
 

       6-22 

6-23 Recovery Room 
 

       6-23 

6-24 Anesthesiology 
 

       6-24 

7 Case Allocation 
 

//////////////////////// //////////////////////// ////////////////////// //////////////////// //////////////////////////// //////////////////// //////////////////// 7 

7-22 Operating Room (Line 5 X Line 6-22) 
 

       7-22 

7-23 Recovery Room (Line 5 X Line 6-23) 
 

       7-23 

7-24 Delivery Room and Labor Room (Line 5 X Line 6-24) 
 

       7-24 

7-25 Anesthesiology 
 

       7-25 

7-43 Other (Line 5 X line 6-43) 
 

       7-43 

 
FORM HCFA-1007 
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EXHIBIT C (Continued) 
   

TARGET AMOUNT COMPUTATION  
 

INTERMEDIARY NO.  
   

_________________ 
PROVIDER NO.      
   
 
_________________ 

  PERIOD                
  FROM ________________ 
  TO   ________________ 

WORKSHEET 
TAC 

 
PART XIII - COMPUTATION OF MEDICARE NONPHYSICIAN ANESTHETIST ADJUSTMENT 

 TOTAL 
SUM OF 
COLS 2-6 

 
OPERATING 

ROOM 

 
RECOVERY 

ROOM 

DELIVERY 
ROOM AND 

LABOR ROOM 

 
ANESTHES- 

IOLOGY 

 
 

OTHER 

 

1 2 3 4 5 6  
1 Nonphysician Anesthetist Cost //////////////////////////      1 
2 Direct Cost (From Form HCFA-2552-81, Wkst B, col 1) //////////////////////////      2 
3 Ratio (Line 1 divided by line 2) //////////////////////////      3 
4 Allocated General Operating Cost (From Wkst TAC, Part XII, col 7, as 

applicable) 
//////////////////////////
////////////////////////// 

     4 

5 Nonphysician Anesthetist Overhead (Line 3 x line 4) //////////////////////////      5 
6 Nonphysician Anesthetist Cost (Line 1 + line 5) //////////////////////////      6 
7 FICA Tax Adjustment (Line 1 multiplied by FICA Tax 

Adjustment Factor (From Part II, line 5) 
//////////////////////////
////////////////////////// 

     7 

8 Adjusted Cost (Line 6 + line 7) //////////////////////////      8 
9 Total Charges (From Wkst TAC, Part VI, line 10) //////////////////////////      9 

10 Ratio of Cost to Charges (Line 8 divided by line 9) //////////////////////////      10 
11 Medicare Charges for Inpatient Hospital Ancillary 

Services (From Wkst TAC, Part VI, line 12) 
      11 

12 HOSPITAL 
Medicare Cost for Inpatient Hospital Ancillary Services (line 10 x line 11) 
(Enter sum of amounts in cols 2-6 in col 1) (Transfer amount in col 1 to 
Part XIV, col 1, line 2) 

      12 

13 Medicare Charges for Inpatient Subprovider I 
Ancillary Services (From Wkst TAC, Part VI, line 14) 

      13 

14 SUBPROVIDER I 
Medicare Cost for Inpatient Subprovider I Ancillary Services (Line 10 x line 
13) (Enter sum of amounts in cols 2-6 in col 1) (Transfer amount in col 1 to 
Part XIV, col 2, line 2) 

      14 

15 Medicare Charges for Inpatient Subprovider II 
Ancillary Services (From Wkst TAC, Part VI, line 16) 

      15 

16 SUBPROVIDER II 
Medicare Cost for Inpatient Subprovider II Ancillary Services (Line 10 x 
line 15) (Enter sum of amounts in cols 2-6 in col 1) (Transfer amount in col 
1 to Part XIV, col 3, line 2) 

      16 
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EXHIBIT C (Continued) 
 
 
 
 
 
 
   

TARGET AMOUNT COMPUTATION  
 

INTERMEDIARY NO.  
   
 

_________________ 

PROVIDER NO.      
   
 
_________________ 

  PERIOD                
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

PART XIV - COMPUTATION OF TARGET AMOUNT PER DISCHARGE FOR PROSPECTIVE PAYMENT SYSTEM 
  

 
HOSPITAL 

 
SUBPROVIDER 

I 

 
SUBPROVIDER 

II 

 

1 2 3  
1 Medicare inpatient hospital operating costs for target amount computation (From Worksheet TAC, Part VII, 

columns 1, 2 and 3, line 12) 
 

   1 

2 Less Medicare Nonphysician Anesthetist adjustment (From Worksheet TAC, Part XIII, column 1, lines 12, 14, or 
16) 
 

   2 

3 Subtotal (Line 1 minus line 2) 
 

   3 

4 Medicare discharges (From Worksheet TAC, Part VII, columns 1, 2 and 3, line 13) 
 

   4 

5 Base period cost per discharge (Line 3 divided by line 4) 
 

   5 

6 Case-mix index (From Worksheet TAC, Part VII, columns 1, 2 and 3, line 15) 
 

   6 

7 Case-mix adjusted base year cost (Line 5 divided by line 6) 
 

   7 

8 Applicable percentage increase plus 100% (Enter same amount in each column) 
 

   8 

9 Average target amount per discharge for prospective payment (Line 7 multiplied by line 8) 
 

   9 

 
FORM HCFA-1007 
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EXHIBIT C (Continued) 
 
 
 
 
 
 
   

TARGET AMOUNT COMPUTATION  
 

INTERMEDIARY NO.  
   
 

_________________ 

PROVIDER NO.      
   
 
_________________ 

  PERIOD                
  FROM ________________ 
  TO   ________________ 

 
 

WORKSHEET 
TAC 

PART XV - COMPUTATION OF TARGET AMOUNT PER DISCHARGE FOR TEFRA – SECOND YEAR 
  

 
HOSPITAL 

 
SUBPROVIDER 

I 

 
SUBPROVIDER 

II 

 

1 2 3  
1 Base year cost per discharge for PPS (From Part VII, line 14, col. 1, 2 or 3, as appropriate) 

 
   1 

2 Applicable percentage increase plus 100% 
 

   2 

3 Average target amount per discharge for TEFRA - second year (Line 1 multiplied by line 2) 
 

   3 

 
FORM HCFA-1007 
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2805. COST APPORTIONMENT FOR HOSPITALS UNDER PROSPECTIVE PAYMENT 
SYSTEM (PPS) 
 
Prior to PPS, all providers were required to use cost apportionment data (e.g., charges and days) for 
the actual  services rendered during the cost reporting period.  For Medicare inpatients, cut-off bills 
at the end of the cost reporting period were required to arrive at the Medicare days and charges for 
actual services rendered.  That is, days and charges for patients remaining in the provider at the end 
of the cost reporting period were accrued through the last day of the period.   
 
In hospitals subject to PPS, payment for Medicare inpatients is based on discharges. Therefore, 
beginning with the end of each hospital's first cost reporting year under PPS, cut-off bills are no 
longer required.  Since only bills for discharged patients are required, the cost apportionment data 
available based on individual bills for Medicare inpatients includes only services rendered to patients 
discharged during the cost reporting period.  Therefore, hospitals under PPS use utilization statistics 
for services (i.e., days and charges) related to discharges occurring during the cost reporting period as 
the Medicare apportionment statistics.  During the initial year that discharge statistics are used, 
apportionment data includes all data for discharges occurring during the year, including those for any 
portions of stays occurring during the prior year, even though those data also were used to apportion 
costs during the prior year.  Cost apportionment data for all other services rendered to Medicare 
patients (i.e., other than Medicare inpatient services subject to PPS) continue to include the actual 
volume of services rendered during the cost reporting period. 
 
In order to provide for an orderly transition in data accumulation methods, for cost reporting periods 
which ended prior to January l, 1985, hospitals under PPS may still use accrued charges and patient 
days applicable to actual services rendered during the period for the apportionment process.  Since 
the use of such accrued data is not related to cut-off bills, hospitals using this method must maintain 
auditable data. 
 
The change described above does not affect Medicare policy for the accumulation of costs subject to 
apportionment in any provider, including PPS hospitals. 
 
2806. CAPITAL-RELATED COSTS - GENERAL 
 
Effective for cost reporting periods beginning on or after October 1, 1991, capital-related costs for 
inpatient hospital services are paid on a prospective basis.  Effective for cost reporting periods 
beginning on or after October 1, 1983, and before October 1, 1991, capital-related costs are excluded 
from the prospective payment system for operating costs and are paid on a retrospective reasonable 
cost basis.  (See §§2801, 2802, and §2807.)  This section defines capital-related costs for purposes of 
the pre-October 1991 exclusion. 
 
NOTE: For cost reporting periods beginning on or after October 1, 1983, and before October 1, 

1986, the capital-related costs for each hospital must be determined consistently with the 
treatment of such costs for purposes of determining the hospital-specific portion of the 
hospital's prospective payment rate.  (See §2802B1.) 

 
 
2806.1  Costs Included In Capital-Related Costs.--This section sets forth the costs that may be 
included in capital-related costs. 
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A. Net depreciation expense as determined under §§100-104.22, 108-122 and 134-134.12, 
adjusted by gains and losses realized from the disposition or involuntary conversion of assets as 
determined under §§130-133.5 and by recovery of accelerated depreciation as determined under 
§136ff, are included in capital-related costs.  If the adjustments for gains and losses and recovery of 
accelerated depreciation result in a negative amount (i.e., a net negative adjustment exceeds the 
allowable depreciation expense in the cost reporting year), the negative amount must be used to 
reduce all other allowable cost reimbursement due the provider.  If a negative amount remains after 
reducing all allowable cost reimbursement to zero, the negative amount must be applied against any 
amounts otherwise due in determining the final year-end settlement.  Finally, if after absorbing all 
cost reimbursement due the provider and all unpaid prospective payments due the provider, an un-
recovered balance remains, that balance is declared an overpayment and is treated in accordance with 
the provisions of §2409ff.  This subsection sets forth the ordering of adjustments for gains and losses 
realized from the disposition or involuntary conversion of assets and recovery of accelerated 
depreciation and is not intended to change the manner in which these adjustments are reported in the 
provider's cost report. 
 
EXAMPLE 1: Provider A incurs the following capital-related costs during the fiscal year ended 

September 30, 1984:  Depreciation - $600,000, Interest Expense - $470,000, 
Insurance Expense - $40,000, Return on Equity Capital - $10,000 (Medicare's 
portion) and Property Tax Expense - $1,250.  During the fiscal year, the provider sold 
assets and the sales resulted in a net gain of $370,000 (Medicare's share as calculated 
in accordance with §132.4).  Assuming 50% Medicare utilization, Provider A's 
capital-related costs would be calculated as follows: 

 
Depreciation        $300,000 
Interest expense            235,000 
Insurance expense             20,000 
Return on equity capital           10,000 
Property tax expense              625 
Total capital-related costs    $565,625 
Less gain on sale      -370,000 
Net capital-related costs     $195,625 

 
EXAMPLE 2: Assume the same facts as in example 1 except that  the provider terminated from the 

Medicare program effective September 30, 1984, and, as a result of the sale, 
experienced a gain of $730,000 (Medicare's share as calculated in accordance with 
§132.4).  Provider A's capital-related costs would be calculated as follows: 

 
Depreciation       $300,000 
Interest expense         235,000 
Insurance expense            20,000 
Return on equity capital           10,000 
Property tax expense              625 
Total capital-related costs    $565,625 
Less recovery of gain       -730,000 
Net capital-related costs     ($164,375) 

                
The amount of $164,375 is considered an overpayment subject to recovery by the 
program in accordance with §2409ff. 
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B. Taxes on land or depreciable assets used for patient care are includable in capital-related 
costs. 
 

C. Lease and rental payments, including license and royalty fees, for the use of assets that 
would be  depreciable if you owned them outright or for the use of land, are includable in capital-
related costs.  The distinction between an operating lease and a capital lease as those terms are 
defined for purposes of generally accepted accounting principles is not relevant to the inclusion of 
lease costs in capital-related costs.  The fact that the lease or rental is for a depreciable asset is 
sufficient for consideration as a capital-related item.  However, the lease or rental must convey to 
you the use, possession, and enjoyment of the asset. 
 
A distinction must be made between the lease of equipment and the purchase of services.  A lease of 
equipment is  considered a capital-related cost while a purchase of service is considered an operating 
cost.  Generally, for the agreement to be considered a lease or rental (and therefore a capital-related 
cost), the agreement must convey to the provider the possession, use, and enjoyment of the asset.  
There is a wide variety in such agreements and each such agreement must be examined on its own 
merits.  Factors that would weigh in favor of treating a particular agreement as a lease of equipment 
include the following: 
 

o The equipment is operated by personnel employed by the provider or an 
organization related to the provider under the meaning of Chapter 10; 
 

o The physicians who perform the services with or interpret the tests from the 
equipment are associated with the provider; 
 

o The agreement is memorialized in one document rather than in two or more 
documents (for example, one titled a "Lease Agreement" and one titled a "Service Agreement"); 
 

o The document memorializing the agreement is titled a "Lease Agreement".  If 
one or more of the documents memorializing the agreement are titled "Service Agreements", this 
would indicate a purchase of services;  
 

o The provider holds the certificate of need (CON) for the services being furnished 
with the equipment; 
 

o The basis for determining the lease payment is units of time and is not volume 
sensitive (for example, number of scans); 
 

o The provider attends to such matters as utilization review, quality assurance, and 
risk management with respect to the services involving the equipment; 
 

o The provider schedules the patients for services involving the equipment; 
 

o The provider furnishes any supplies required to be used with the equipment; and  
 

o The provider's access to the equipment is not subject to interruption without 
notice or on very short notice. 
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The foregoing list represents guidelines, rather than an absolute checklist of factors evidencing a 
lease agreement.  The fiscal intermediary may consider other factors beyond those in the list.  
Because no single factor is necessarily determinative of the nature of a given agreement (capital-
related or operating cost), the intermediary will examine all aspects of an agreement in determining 
whether the arrangement constitutes a lease of equipment or a purchase of service and thus be 
classified as a capital-related cost or an operating cost. 
 

1. Transactions considered sale and leaseback agreements are includable in capital-
related costs.  However, the amount to be included must be determined following the instructions set 
forth in §110A. 
 

2. Transactions considered lease purchase agreements based on the criteria set forth in 
§110B are includable in capital-related costs.  However, the amount to be included must be 
determined following the instructions in that same section. 
 

3. Costs incurred for the repair or maintenance of equipment or facilities are specifically 
excluded (See 42 CFR 413.130(b)(7)) from the definition of capital-related costs.  Amounts included 
in rentals or lease payments for repair or maintenance are therefore excluded from  capital-related 
cost.  Intermediaries must review agreements carefully to determine if such costs are included in any 
rental and lease agreement.  If no amount is identified in the lease or rental agreement for 
maintenance, you are not required to carve out a portion of the lease payment to represent the 
maintenance portion.  Where no amount is identified, the entire lease payment may be considered a 
capital-related cost subject to the provisions above. 
 

D. The costs of betterments and improvements as those terms are defined in §108.2 are 
includable in capital-related costs.  However, the amount to be included must be determined 
following the instructions in that same section. 
 

E. The costs of minor equipment are includable in capital-related costs so long as the costs of 
the minor equipment are treated by the provider in a manner consistent with §§106(b) or (c). 
 
   F. The costs of insurance on depreciable assets used for patient care or insurance that 
provides for the payment of capital-related costs during business interruption are includable in 
capital-related costs.  If an insurance policy also provides protection for other than the replacement of 
depreciable assets or to pay capital-related costs in the case of business interruption, only that portion 
of the premium(s) related to the replacement of depreciable assets or to pay capital-related costs in 
the case of business interruption is includable in capital-related costs. 
 
  G. Net interest expense as determined under Chapter 2 is includable in capital-related costs, if 
such expense is incurred in acquiring land and/or depreciable assets (either through purchase or 
lease) used for patient care or refinancing existing debt, if the original purpose of the refinanced debt 
was to acquire land and/or depreciable assets used for patient care.  Since only the capital-related part 
of interest expense will be recognized as a capital-related cost, only a proportionate share of 
investment income should be offset  
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(if investment income offset is required under §202.2 and/or §226.4B). This proportionate share is 
obtained by applying a ratio of capital-related interest expense to total interest expense to the total 
investment income.  However, investment income generated from an advance refunding, as 
described in §233.3D, is not subject to apportionment between capital-related interest expense and 
operating interest expense. 
 
EXAMPLE 1: During the fiscal year ending September 30, 1984, Provider B incurs interest 

expense of $40,000 on a loan to purchase patient-care-related equipment and 
$10,000 on a loan to generate additional working capital.  During the same fiscal 
year, the provider held investments purchased with income from prior operations 
which generated interest income of $4,500.  Based on §202.2, the investment 
income must be used to reduce the interest expense.  However, because only part of 
the interest expense is capital-related ($40,000), a proration must be made to 
ascertain that portion of the investment income to be used to reduce capital-related 
interest expense as follows: 

 
Capital-related interest expense $40,000 = 4 x $4,500 = $3,600 
Total interest expense   $50,000    5 

 
Total capital-related interest expense of $40,000 is reduced by a proportionate share 
of investment income of $3,600 to determine the net interest expense to be included 
in capital-related costs ($36,400). 

 
EXAMPLE 2: During the fiscal year, the hospital had interest expense as follows: 
 

Allowable capital-related interest expense     $150,000 
Allowable noncapital-related interest expense        50,000 
Non-allowable interest expense (related to a  
borrowing for non-patient care activities)       100,000 

 $300,000 
 

The hospital also had investment income as follows: 
 

Interest income on funded depreciation account   $1,000,000 
Interest income on hospital operating funds         250,000 

$1,250,000 
To determine the offset: 

 
Investment income from the funded depreciation account is not offset against 
interest expense (See §202.1.)  The total investment income available for offset is 
$250,000. 

 
The interest expense subject to offset by the investment income is $200,000 
($150,000 in allowable capital related interest and $50,000 in non-capital related 
interest). 
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The total capital-related interest expense of $150,000 is reduced by a proportionate 
share of the investment income determined as follows: 

 
Capital-related interest $150,000 = 3  X $250,000 = $187,500 
Total allowable interest $200,000   4 

 
The balance of the investment income ($62,500) is offset against the non-capital 
interest expense of $50,000. 

 
The investment income in excess of the interest expense ($37,500 in capital related 
and $12,500 in non-capital related) is not used to offset other expenses. 

 
H. For proprietary providers, a return on equity capital as determined under Chapter 12 is 

includable in capital-related costs. 
 

I. Capital-Related Costs of Related Organizations.--The capital-related costs of related 
organizations (as described in Chapter 10) may be included in the provider's capital-related costs. 
(See §1005 and §2806.3A.) 
 

J. Debt Issuance Costs, Debt Discounts, and Debt Redemption Costs.--If the associated debt 
was incurred to acquire land or depreciable assets used for patient care or to refinance existing debt 
for which the original purpose was to acquire land or depreciable assets used for patient care, debt 
issuance costs, debt discounts, and debt redemption costs are includable in capital-related costs. 
 
2806.2  Costs Excluded From Capital-Related Costs.--This section sets forth some of the costs 
that are excluded from capital-related costs.  To the extent that these costs are allowable, they may 
be included in determining each provider's operating costs.  Exclusions from capital-related costs 
include: 
 

a. Costs incurred for the repair or maintenance of equipment or facilities; 
 

b. Amounts included in rentals or lease payments for repair or maintenance 
agreements; 
 

c. Interest expense incurred to borrow working capital (for operating expenses); 
 

d. General liability insurance or any other form of insurance to provide protection other than 
for the replacement of depreciable assets or to pay capital-related costs in the case of business 
interruption; 
 

e. Taxes other than those assessed on the basis of some valuation of land or depreciable 
assets used for patient care (taxes not related to patient care, such as income taxes, are not 
allowable and are, therefore, not included among either capital-related or operating costs);  
 

f. The costs of minor equipment that are charged off to expense as in §106(a);  
 

g. Cleaning services, guard services, and utilities; 
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h. Abandoned planning costs.  (See §2154.1.)  Allowable abandoned planning costs are 
administrative and general costs and are included in allowable costs either in the year of 
abandonment or amortized over a 3-year period; and 
 

i. Maintenance agreements.  Costs incurred for maintenance and repair insurance 
agreements (commonly referred to as maintenance agreements) are excluded from capital-related 
costs even where those agreements provide for the replacement of assets in certain circumstances. 
 
2806.3 Costs of Supplying Organizations.-- 
 

A. Supplying Organization Related to the Provider.--If the supplying organization is related 
to the provider within the meaning of Chapter 10, except as provided in the following paragraph, 
the provider's capital-related costs may include the capital-related costs of the supplier.  Where 
organizations other than the provider are also serviced by the supplier, a reasonable allocation of 
the supplier's capital-related costs must be made among all organizations serviced. 
 
EXAMPLE 1: Hospital C sends its laundry and linens out to be cleaned by a related laundry 

service, XYZ Laundry, Inc.  The laundry service also cleans laundry for two other 
hospitals, a nursing home and three motels.  Assume that the cost of the laundry 
service is less than the open market price and the exception in §1010 does not 
apply.  The laundry and linens are processed in an identical fashion for all 
customers of XYZ Laundry, Inc.  Hospital C may include in its capital-related costs 
an appropriate share of the capital-related costs of XYZ Laundry, Inc.  Included in 
the laundry service's capital-related costs would be only costs that would be capital-
related costs if Hospital C incurred the costs directly. Excluded from Hospital C's 
capital-related costs would be that portion of the laundry service's capital-related 
costs attributable to the other six customers (e.g., such apportionment could be 
made on the basis of relative pounds of laundry processed). 

 
If the costs of the services, facilities or supplies being furnished exceed the open 
market price, or if the exception in §1010 applies, the costs will be treated as 
provided in subsection B.  The exception in §1010 is not an option.  If all the 
criteria in §1010 are met, the exception must be applied. 

 
EXAMPLE 2: Assume the same facts as in the example in the preceding paragraph, except that the 

exception in §1010 applies to the transactions between Hospital C and XYZ 
Laundry, Inc. (or, alternatively, the costs of providing the laundry services exceed 
the open market price for such services).  In that case, no part of XYZ Laundry's 
capital-related costs would be included in Hospital C's capital-related costs. 
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B. Supplying Organization Not Related to the Provider.--If the supplying organization is not 
related to the provider within the meaning of Chapter 10, no part of the charge to the provider may 
be considered a capital-related cost, unless the services, facilities or supplies are capital-related in 
nature (e.g., a provider purchases depreciable equipment from an unrelated supplier).  However, 
where a provider leases or rents facilities or equipment that would be depreciable if the provider 
owned them outright, in conjunction with obtaining a service (see Example 1 below) from an 
unrelated supplier, the capital-related portion of the supplier's charge may be included in the 
provider's capital-related costs only if (1) the capital-related facilities or equipment are leased or 
rented by the provider (that is, the provider has the possession, use and enjoyment of the facilities 
or equipment), (2) the capital-related equipment is located on the provider's premises, and (3) the 
capital-related portion of the charge is separately specified in the charge to the provider.  All three 
of the foregoing criteria must be met for a provider to include the capital-related portion of the 
supplier's charge in the provider's capital-related costs. 
 
EXAMPLE 1: In conjunction with furnishing telephone service to Hospital D, MNO Bell leases 

the telephones and switchboard equipment to the hospital.  The telephones and 
switchboard equipment are all located on the hospital's premises.  The monthly bill 
that MNO Bell sends to the hospital includes two line items, one line specifying an 
amount for telephone service and the other line specifying a reasonable amount for 
rental of the equipment. Because all three criteria above are met, Hospital D may 
include in its capital-related costs the amount specified for rental of the telephone 
equipment, even though Hospital D and MNO Bell are unrelated organizations. 

 
EXAMPLE 2: Acme Cleaning Company, an unrelated supplier, provides housekeeping services 

for Hospital E.  In conjunction with the provision of these services, Acme keeps 
certain depreciable equipment (vacuum cleaners, electric buffers, etc.) permanently 
located on the hospital's premises for the use of the contract housekeeping staff.  
The bill sent by Acme Cleaning specifies two reasonable amounts to be paid by the 
hospital, one for housekeeping services and the other for equipment rental.  
Hospital E may not include in its capital-related costs the billing amount designated 
as equipment rental because the first criterion above is not met.  This situation does 
not describe a true lease or rental because the hospital does not have the possession, 
use and enjoyment of the assets.  The equipment is placed on the hospital's premises 
for the use of the contract housekeeping staff in fulfilling its responsibilities under 
the contract. 

 
 
2806.4  Costs of Certain Provider-Based Physicians.--If the provider has a relationship with a 
physician or other entity (e.g., professional corporation, partnership) and the relationship exists as 
contemplated by 42 CFR 405.550(e), the capital-related portion of the costs reimbursable to the 
provider on a reasonable cost basis as described in 42 CFR 405.550(e)(2), which includes the costs 
assumed by the physician or other entity, may be included in the provider's capital-related costs. 
This provision applies only in situations  
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where the physician or other entity enters into an agreement (such as a lease or concession) with a 
provider, under which the physician (or entity) assumes some or all of the operating costs of the 
provider department in which the physician furnishes physician services in the provider.  (See 
§2182.4D.) 
 
2806.5 Jointly Owned Equipment.--If the equipment is jointly owned, all of the provider-owners 
that use the equipment may share in the capital-related costs associated with that equipment.  The 
apportionment of the capital-related costs of jointly owned assets among the owners must be on a 
basis that reflects the relative use by each owner, rather than the ownership share or the amount of 
time the asset is located at each owner's site. 
 
2807. PROSPECTIVE PAYMENT SYSTEM FOR INPATIENT HOSPITAL CAPITAL-

RELATED COSTS 
 
Effective with hospital cost reporting periods beginning on or after October 1, 1991, payment for 
hospital inpatient capital-related costs is made under a prospective payment system for all hospitals 
paid under the prospective payment system for operating costs. The final rule establishing the 
capital prospective payment system (capital-PPS) was published in the Federal Register on  August 
30, 1991.  (See 56 FR 43358-43524.)  The rule provides for a 10-year transition from reasonable 
cost based reimbursement to payment based solely on a Federal rate.  
 
This section describes the Federal rate and capital-PPS transition policies and provides further 
clarification of the applicable rules contained in 42 CFR 412.300ff. Changes to the capital-PPS 
Federal rate and other payment factors will be published annually in the Federal Register around 
September 1. 
 
Hospitals and hospital units that are excluded from the prospective payment system and rural 
primary care hospitals (see §1820(i)(2) of the Act) continue to be paid on a reasonable cost basis 
for capital-related inpatient costs. 
 
2807.1 Capital Prospective Payment System Transition Period.--The capital-PPS transition 
period starts with a hospital's cost reporting period beginning in Federal fiscal year (FY) 1992  
(October 1, 1991, through September 30, 1992).  The transition extends for a 10-year period ending 
with a hospital's last cost reporting period beginning before October 1, 2001, except for new 
hospitals that enter the program after the transition starts.  (See §2807.7.)  
 
If a hospital has a cost reporting period ending after September 30, 1991, capital-related costs for 
the period from October 1, 1991, to the beginning of its FY 1992 cost reporting period are paid for 
on a reasonable cost basis as described in §2806, subject to a 10 percent reduction for the period 
from October 1, 1991, to the beginning of its FY 1992 cost reporting period. 
 
To provide an orderly 10-year transition, a hospital with a 52-53 week cost reporting period is 
deemed to have the same cost reporting period beginning date for capital-PPS purposes throughout 
the transition period. Thus, if a hospital's FY 1992 cost reporting period begins September 28, 
1992, the hospital is deemed to have a September 28 cost reporting period beginning date 
throughout the 10-year transition. This policy applies only for purposes of the capital-PPS 
transition.  For all other purposes, the hospital's actual fiscal year is used. 
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During the capital-PPS transition period, a hospital is paid for the capital-related costs of inpatient 
hospital services based on an increasing proportion of the capital-PPS Federal rate and a decreasing 
proportion of its historical costs for capital-related items and services.  Payment is made under one 
of two alternative methods: 
 

o The fully prospective methodology (see §2807.5A), or 
 

o The hold harmless methodology. (See §2807.5B.) 
 
When a hospital comes under the capital-PPS, the payment methodology applicable to the 
particular hospital is determined by comparing its hospital-specific rate, which is derived from the 
hospital's inpatient capital-related costs per discharge in a specified base year, to the applicable 
Federal rate (after adjustment for appropriate payment variables).  If the hospital-specific rate is 
above the adjusted Federal rate, as described in §2807.4D, the hospital is paid under the hold 
harmless methodology.  If the hospital-specific rate is below the adjusted Federal rate, as described 
in §2807.4D, the hospital is paid under the fully prospective methodology.  Except in limited 
situations involving hospitals paid under the fully prospective payment methodology, the same 
payment methodology is applicable throughout the transition.  (See §2807.4E.) 
 
In addition to the basic payments a hospital receives under the hold harmless or fully prospective 
payment methodology, additional payments may be made for outlier cases that are extraordinarily 
costly or involve an atypically long stay. (See §2807.2C.)  Also, a hospital may qualify for an 
exceptions payment if its total capital-PPS payments are below a specified level of the total 
Medicare inpatient capital-related costs, or if unexpected extraordinary circumstances occur. (See 
§2807.5C.) 
 
2807.2  Federal Rate.-- 
 

A. Standard Federal Rate.--The Federal rate is payable on a per discharge basis.  During the 
transition period, the percentage of the Federal rate that is payable for a discharge is dependent on 
the hospital's payment methodology.  Effective with the hospital's cost reporting period beginning 
in FY 2002, payment is based on 100 percent of the Federal rate. 
 
A single national standard Federal rate is applicable to hospitals located in the 50 States and the 
District of Columbia.  Hospitals located in Puerto Rico are paid a blended rate based on 25 percent 
of the national Federal rate and 75 percent of a Puerto Rico Federal rate.  For discharges occurring 
in FY 1992, the national standard Federal rate is $415.59, and the Puerto Rico standard Federal rate 
(before blending) is $319.68.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
28-97.1            Rev. 391  



08-93 PROSPECTIVE PAYMENT   2807.2(Cont.) 
 
 
For discharges occurring in FY 1993, the national standard Federal rate is $417.29, and the Puerto 
Rico standard Federal rate (before blending) is $320.99. 
 
Updated Federal rates are effective each October 1 and are published in the Federal Register as part 
of the final rule implementing PPS payment rates and policies that is published around September 1 
of each year. 
 

B. Payment Adjustments.--The standard Federal rate is adjusted for the diagnosis-related 
group (DRG) to which the discharge is assigned and the hospital's geographic location. For 
qualifying hospitals, additional adjustments are made for indirect teaching costs and for serving a 
low income patient population.  The result is termed the adjusted Federal rate. 
 

1. DRG Weight.--The standard Federal rate is multiplied by the relative weight 
applicable to the DRG to which the discharge is assigned.  The same DRG classification system 
and relative weights are used under the PPS for operating costs and the capital-PPS. (See §2405.)  
Classification changes and revised relative weights are published in the Federal Register around 
September 1 of each year. 
 

2. Geographic Adjustment Factor.--The standard Federal rate is multiplied by a 
geographic adjustment factor that is based on the wage index applicable to the hospital under the 
PPS for operating costs. If a hospital has been reclassified by the Medicare Geographic 
Classification Review Board for  hospital wage index purposes, the geographic adjustment factor is 
based on the wage index that is applicable to the hospital after reclassification. If a multi-campus 
hospital has campuses in two wage areas, the hospital wage index that is applicable to each campus 
determines the geographic adjustment factor that is applicable to Federal rate payments to that 
campus.  However, the geographic adjustment factor is applied separately by the fiscal intermediary 
in such cases rather than automatically through the PRICER program. 
 
The geographic adjustment factor increases the hospital's payments based on the Federal rate by 
approximately 6.8 percent for every 10 percent increase in the hospital's wage index.  The 
geographic adjustment factor is calculated by raising the hospital's wage index to the .6848 power 
and changes each time the hospital's wage index changes.  Annual revisions in the geographic 
adjustment factors are published in the Federal Register around September 1 of each year. 
 

3. Large Urban Add-on.--If a hospital is located in a large urban area, the standard 
Federal rate is increased by three percent; i.e., the standard Federal rate is multiplied by 1.03.  
Consistent with the PPS for operating costs, a large urban area is defined as a metropolitan 
statistical area (MSA) with a population of more than one million (or New England County 
metropolitan area (NECMA) with a population of more than 970,000). If a hospital is classified as 
a large urban hospital for purposes of the standardized amount under the PPS for operating costs, 
the hospital is eligible for the large urban add-on.  This includes a hospital that is reclassified to a 
large urban area for purposes of the standardized amount by the Medicare Geographic 
Classification Review Board. It does not include a hospital that is reclassified to a large urban area 
for wage index purposes only.   
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4. Cost of Living Adjustment (COLA) for Hospitals Located in Alaska and Hawaii.--For 
a hospital located in Alaska or Hawaii, the standard Federal rate is increased by a COLA factor 
derived from the COLA adjustment applicable to the hospital under the PPS for operating costs. 
The COLA adjustment under the capital-PPS is calculated as (.3152 X (1- the applicable operating 
COLA) + 1) and is applied to the  standard Federal rate. The effect is to increase approximately 
31.5 percent of the Federal rate by the COLA applicable under the PPS for operating costs. 
 
The COLA factor under the capital-PPS changes each time the COLA under the PPS for operating 
costs changes.  Changes in the COLA under PPS for operating costs are published in the Federal 
Register around September 1 of each year.   
 

5. Disproportionate Share of Low Income Patients.--An urban hospital with at least 100 
beds that serves low income patients, as determined under 42 CFR 412.106(b), or demonstrates that 
30 percent or more of its inpatient care revenues are derived from State and local government 
payments for indigent patient care, under 42 CFR 412.106(c)(2), receives an adjustment in its 
Federal rate payments.  The adjustment increases its Federal rate payments by approximately 2.025 
percentage points  for each 10 percent increase in the hospital's disproportionate share patient ratio. 
 
Rural hospitals and urban hospitals with fewer than 100 beds do not qualify for the disproportionate 
share adjustment under capital-PPS.  
 
For purposes of this provision, a hospital is considered an urban hospital if it is classified as an 
urban hospital under the PPS for operating costs for purposes of the standardized amount regardless 
of its classification for wage index purposes.  This includes a rural hospital that is reclassified to a 
large or other urban area for purposes of the standardized amount by the Medicare Geographic 
Classification Review Board. It does not include a hospital that is reclassified to an urban area for 
wage index purposes only. 
 
Bed size is based on the number of bed days in the portion of the hospital covered by the 
prospective payment system that are available during the cost reporting period (not including beds 
assigned to newborns, custodial care and excluded distinct part units), divided by the number of 
hospital days in the cost reporting period.  This determination is consistent with the bed size 
determination for the disproportionate share adjustment under the PPS for operating costs. 
  
The disproportionate share patient percentage is the same as the disproportionate share patient 
percentage under the PPS for operating costs. It is based on the percentage of the hospital's total 
inpatient days that are attributable to Medicare patients receiving Supplemental Security Income 
(SSI) and to covered Medicaid days. 
 
There is no minimum disproportionate share patient percentage that must be met before an urban 
hospital with at least 100 beds qualifies for a disproportionate share adjustment.  The formula for 
calculating the adjustment is:  
 
               ( e(.2025 x DSH%) ) -1 
 
where e equals the natural antilog of 1, or 2.7183, and DSH% equals the hospital's disproportionate 
share patient percentage. 
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An urban hospital with at least 100 beds that derives at least 30 percent of its total inpatient 
revenues from State or local government sources for the care of indigent patients who are not 
covered by Medicare or Medicaid receives a disproportionate share adjustment under capital-PPS 
equal to 14.16 percent. 
 
The disproportionate share adjustment increases the hospital's DRG payments based on the Federal 
rate (basic and outlier payments but not payments for indirect medical education).  The 
intermediary makes an interim adjustment on a per discharge basis based on its best estimate of the 
hospital's bed size and disproportionate share patient percentage for the cost reporting period.  At 
final settlement of the cost report, the intermediary determines the final disproportionate share 
adjustment based on the actual bed size and disproportionate share patient percentage for the cost 
reporting period.  
 

6. Indirect Medical Education Adjustment.--A teaching hospital receives an adjustment in 
its Federal rate payments based on the ratio of its average number of residents to its average daily 
census (resident-to-day ratio).  (The resident-to-day ratio is applicable to capital PPS but not to 
operating PPS indirect medical education adjustments.)  The adjustment increases the hospital's 
payments based on the Federal rate by 2.822 percentage points for each 10 percent increase in the 
hospital's resident-to-day ratio. 
 
In determining the hospital's resident-to-day ratio, the number of residents is determined consistent 
with the PPS for operating costs based on the average number of full time equivalent residents 
working in the portion of the hospital subject to the prospective payment system during the cost 
reporting period.  Average daily census equals total acute inpatient days divided by the number of 
days in the cost reporting period. 
 
The formula for calculating the indirect teaching adjustment is: 
 
            (e (.2822 X resident-to-day ratio) )-1 
 
where e equals the natural antilog of 1, or 2.7183.   
 
The indirect teaching adjustment increases the hospital's DRG payments based on the Federal rate 
(basic and outlier payments but not disproportionate share payments).  The intermediary makes an 
interim adjustment on a per discharge basis based on its best estimate of the hospital's resident-to-
day ratio.  At final settlement of the cost report, the intermediary determines the indirect teaching 
adjustment based on the actual number of full time equivalent residents and average daily census 
for the cost reporting period. 
 

C.  Outlier Payments.--If a discharge is extraordinarily costly (a cost outlier) or has an 
atypically long stay (a day outlier), the hospital receives an additional payment for the discharge.  
During the transition period, the additional payment is calculated as if the hospital were receiving 
payment based on 100 percent of the adjusted Federal rate, and is then multiplied by the actual 
percentage of the adjusted Federal rate received by the hospital during the cost reporting period 
based on its transition payment methodology.  
 
A single set of thresholds is used to identify outlier cases under both the operating and capital 
prospective payment systems. An outlier payment is made for a cost outlier only if the hospital's 
combined capital-related and operating costs for the discharge exceed the cost outlier threshold.  
The marginal cost factors used to determine the outlier payment are the same as those used in the 
PPS for operating costs. (See §2405.5.) 
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The outlier thresholds are updated effective each October 1 and are published in the Federal 
Register as part of the annual final rule implementing PPS payment rates and policies that is 
published around September 1 of each year. 
 
 
2807.3 Distinguishing Between Old And New Capital Costs During Transition Period.--Under 
the capital-PPS, assets that were put in use to provide patient care on or before December 31, 1990, 
are defined as old capital and the capital-related costs associated with these assets are generally 
treated separately from the capital-related costs associated with assets put in use for patient care 
after December 31, 1990 (i.e., new capital costs). Certain capital-related costs that were obligated 
as of December 31, 1990, for assets that are put in use for patient care after December 31, 1990, 
may be recognized as old capital costs.  It is necessary to distinguish between old and new capital 
in order to determine the applicable payment methodology (see §2807.4) and the hold harmless 
payment (see §2807.5B) and to redetermine the hospital-specific rate.  (See §2807.4E.) 
 

A. New Capital Costs.--New capital costs are: 
 

o Allowable capital-related costs associated with assets first put in use for patient care 
after December 31, 1990, unless the costs were obligated as of December 31, 1990, and meet the 
conditions for recognition as old capital costs as described in subsection C; 
 

o Allowable capital-related costs associated with assets in use for patient care as of 
December 31, 1990, that exceed the limitations for recognition as old capital costs described in 
subsection B; and 
 

o Allowable capital-related costs obligated after December 31, 1990, for the 
betterment or improvement of an existing asset regardless of when the asset was initially put in use 
for patient care.  
 
EXAMPLE: In FY 1994, Hospital A replaces the roof on its 20-year old building.  The allowable 

costs for replacing the roof are recognized as new capital costs even though the 
building was in use as of December 31, 1990.  

 
B.  Old Capital Costs.--Old capital costs are allowable capital-related costs for land and 

depreciable assets put in use for patient care on or before December 31, 1990. Old capital costs are 
subject to the limitations described below.   
 

1. Depreciation.--Allowable depreciation costs incurred during the cost reporting 
period for old capital assets, based on the applicable useful life guidelines, are recognized as old 
capital costs. 
 

a. Asset Disposal.--A gain or loss to correct depreciation expense claimed upon 
disposal of an old capital asset (including an asset recognized as an old capital asset under the 
provisions in subsection C for obligated capital) qualifies as old capital costs. As described in 
§2807.8, the portion of the gain or loss that may be recognized as old capital costs in the year of 
disposal is based on the portion of the gain or loss that applies to that cost reporting period. If the 
allowable net loss (See §132) on an old capital asset is amortized over future cost reporting periods, 
the amortized costs are recognized as old capital costs in the cost reporting periods in which they 
are an allowable cost.  (See §2807.8B). 
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b.  Change of Ownership, Merger, Consolidation or Lease of Hospital.--If there is a 
change of ownership, allowable  capital-related costs incurred by the new owner that would have 
been recognized as old capital costs in the absence of a change of ownership continue to be 
recognized as old capital costs under the new ownership. (See §§2807.8C and 2807.9.)  In cases of 
merger, consolidation or leasing of the entire hospital operation, old capital retains its status within 
certain limits established by the original determination of old capital in the base period. (See 
§2807.9.)  
 

2. Interest Costs.--The allowable capital-related interest expense the hospital was legally 
obligated to pay as of December 31, 1990, is recognized as old capital costs, subject to the 
provisions described below. 
 

a. Variable Rate Debt.-- Increased interest expense is recognized as old capital 
cost if the increase is due to fluctuating interest rates under a variable interest rate loan. 
 

  b. Loan Conversion.--Increased interest expense is recognized as old capital cost 
if the increase occurs at the time of conversion from a variable to a fixed rate loan, provided no 
other loan terms are changed. If there are changes in the loan terms, the interest expense that is 
recognized each year as old capital may not exceed the interest expense that may be recognized 
under the guidelines for other types of refinancing as provided in subsections 2c, 2d and 2e.  
 
EXAMPLE: Hospital B converts from a variable rate loan to an 8 percent fixed rate loan and, at 

the same time, extends the remaining repayment period from 11 years to 25 years. 
The amount of allowable annual interest expense that is recognized as old capital 
cannot exceed the amount that would be recognized by applying the rules in 
subsection 2d. 

 
c.  Rolled-Over Debt.--A portion of allowable interest on a short term debt 

instrument that is used to finance assets of longer depreciable life and is rolled over may be 
recognized as old capital cost provided the asset remains in use. For this purpose, a loan qualifies as 
a short term debt instrument if the loan repayment schedule is for no more than  5 years or half the 
remaining useful life of the assets at the time of the financing, whichever is less.  The portion of 
allowable interest expense that is recognized as old capital is equal to the ratio of the net book 
value at the beginning of the applicable cost reporting period for depreciable assets that were in 
patient care use in the base year, to the net book value as of the beginning of base year for those 
assets. In determining the ratio, the net book value equals the historical cost of the depreciable 
assets that were financed with the short term debt instrument less accumulated depreciation as 
determined for Medicare purposes.  If the specific assets that were financed with the rolled-over 
debt cannot be identified, all depreciable assets, exclusive of those that were financed by other 
identifiable debt instruments, are included in the ratio. The base year net book value remains 
constant throughout the transition and is not adjusted for assets that have been fully depreciated, 
retired or otherwise disposed of subsequent to the base year.  In contrast, the current year net book 
value reflects the net book value of only those assets which remain in use as of the beginning of the 
applicable cost reporting period. 
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To determine whether the financing qualifies as short term debt when more than one asset is 
involved, the average useful life of the assets financed by the debt is computed by weighting the 
useful life of each asset by its net book value at the time of financing.  If the debt obligated as of 
December 31, 1990 (before roll-over) cannot be associated with specific assets, the average useful 
life is computed as of the base year by weighting the remaining useful life of each asset by its net 
book value.  The remaining useful life is recomputed each time the debt is rolled over. 
 
EXAMPLE: Hospital Q, a new hospital in 1970, financed its original buildings and equipment 

with a $50 million mortgage but subsequently financed asset acquisitions 
amounting to $20 million through short term financing that has been rolled over 
several times so that, except for the original mortgage, specific debt cannot be 
associated with specific assets. The net book value of the subsequent acquisitions at 
the beginning of the hospital's base year is $15 million with an average useful life of 
12 years. In 1994, the hospital rolls over a 5-year note that had been issued in 1989. 
The actual interest expense on the 1989 note is recognized as old capital cost since 
the interest payments were obligated as of December 31, 1990.  Since the payment 
term for the 1989 note is for less than half the average useful life of the subsequent 
acquisitions as of the base period, a portion of the interest expense on the rolled-
over debt issued in 1994 is recognized as old capital cost.  The value of the assets 
financed by the original mortgage is not included in determining the proportion of 
interest expense on the 1994 debt that is old capital costs.  To determine the portion 
that is recognized as old capital cost in FY 1994, the ratio of the net asset value of 
the subsequent acquisitions (that were in use during the base year) at the beginning 
of the hospital's FY 1994 cost reporting period to $15 million is applied to Hospital 
Q's FY 1994 interest expense on the 1994 note. In FY 1995, the ratio of the net 
asset value of the subsequent acquisitions at the beginning of the hospital's FY 1995 
cost reporting period to $15 million is applied to Hospital Q's FY 1995 interest on 
the 1994 note. 

 
d. Refinancing Debt.--If old capital indebtedness is refinanced or the terms of the 

debt instrument are otherwise revised (except as provided in subsections 2b, 2c, or 2e), the annual 
interest expense on the refinanced debt that is recognized as old capital cost cannot exceed the 
amount of interest expense for which the hospital was obligated to pay each year as of December 
31, 1990.  If the refinancing results in a lower annual interest payment but a longer repayment term, 
the limitation is applied on an aggregate basis based on the amount that would have been incurred 
during the transition. 
 
If old capital and new capital indebtedness is commingled, the ratio of the amount of the loan 
principal related to old capital debt to the total loan principal amount is applied to the allowable 
interest expense to determine the portion that is recognized as old capital cost, subject to the 
general limitation on the amount recognized as old capital cost.   
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EXAMPLE: In FY 1993, Hospital X refinances old capital moveable equipment to remove 

restrictive covenants at the same time it finances a purchase of new operating room 
equipment. The breakdown of loan principal for each category is:  

 
            Old capital outstanding loan principal..... $240,000 
            New capital loan principal...................... $  60,000 
            Total loan principal................................ $300,000 
 

The annual interest on the loan is at 10 percent with a resulting annual cost of 
$30,000.   

 
Thus, the interest expense recognized as old capital cost is: 

 
$240,000  X $30,000 = $24,000 
$300,000   

 
However, the terms of the old loan on the old capital stipulated  a 9 percent interest 
rate over a 10-year period, for which 5 years have elapsed, with repayment of the 
loan principal at the end of the 10-year term. Under those terms for the old capital 
debt, only $21,600 ($240,000 X .09) in interest expense in each of the remaining 5 
years would have been recognized under the terms of the old loan. Therefore, only 
that amount can be recognized over the term of the new loan as old capital cost, and 
the remainder is recognized as new capital cost. 

 
e. Advance Refunding.--Medicare recognizes all reasonable costs associated with 

an advance refunding under cost reimbursement rules, including debt cancellation costs on the 
refunded debt and the debt issuance costs on the related debt issuance, if the refunding is found to 
be necessary, proper and prudent.  (See §233ff.)  If such an advance refunding is executed for 
capital-related debt that was in effect or obligated on or before December 31, 1990, the allowable 
costs associated with the advance refunding are recognized as old capital costs.   
 
During the capital-PPS transition period, hospitals may use advance refunding to refinance old 
capital assets either separately or in combination with new capital assets.  If the interest expense on 
the refunded debt is solely old capital cost, the reasonable costs associated with the advance 
refunding, as defined in §233.4, are considered old capital costs subject to the limitation that the 
old capital costs cannot exceed the costs that would have been recognized during the transition 
period if the refunding had not occurred.  Thus, the total advance refunding costs to be amortized 
during the remaining transition years must be compared with the total costs of the original 
financing over that same period to determine the old capital cost. Any reasonable capital-related 
costs (e.g., not unnecessary borrowing or excess working capital) for the advance refunding that are 
in excess of this limitation can be recognized only as new capital costs.  If the advance refunding 
involves only new capital costs, all reasonable capital-related costs are recognized as new capital 
ascribable to the applicable periods.  If the advance refunding is attributable to both old capital and 
new capital, the reasonable costs are allocated between old and new capital costs according to the 
outstanding principal that is associated with each category. 
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EXAMPLE: Hospital X decides to call in a 1986 construction bond issuance using a new 

issuance in 1992 to take advantage of lower interest rates through advance 
refunding. No new acquisitions are being financed through this action.  Due to the 
life of the advance refunding, which exceeds the capital transition period by several 
years, the costs for the debt refunding  exceed that for the refunded debt by $90,000 
over the transition period. The excess is amortized over the remaining 9 year 
transition period at $10,000 per year and is treated as new capital.     

 
EXAMPLE: Use the same information for Hospital X as in the above example except that in 

addition to the 1986  $2 million loan, the refunding of debt includes a $200,000 
loan for equipment added in 1991.  Prior to the adjustment to limit recognition of 
old capital for the $90,000 excess interest expense determined above, the allowable 
and reasonable costs of the advance refunding are divided between old capital and 
new capital in accordance with subsection 2d on a ratio of 91 percent old capital to 
9 percent new capital (i.e., $2,000,000/$2,200,000 and $200,000/$2,200,000, 
respectively.) 

 
f. Investment Income Offset.--Old capital interest expense is reduced by 

investment income (excluding investment  income earned from sources listed in §202.2, such as 
funded depreciation accounts) based on the ratio of total old capital interest expense to total 
allowable interest expense in each cost reporting period. 
 

g. Curing of Unnecessary Borrowing.--If available funded depreciation was not 
used at the time borrowing occurred, the interest expense may be unallowable.  If the unnecessary 
borrowing occurred on or before December 31, 1990, and is cured through spenddown of funded 
depreciation accounts as provided in 42 CFR 413.134(e)(3)(i)(C), the interest expense is an 
allowable capital-related cost and is considered an old capital cost effective with the cost reporting 
period during which the curing occurs. 
 

3. Lease and Rental Costs.--Allowable lease and rental costs for land and depreciable 
assets that were in patient care use or obligated as of December 31, 1990, are recognized as old 
capital costs.  Under certain conditions, costs may be recognized as old capital costs even if the 
lease in effect as of December 31, 1990, expires or there are other changes in the arrangements. 
 

a. Renewals.--If an asset has been continuously leased on and after December 31, 
1990, and the lease is renewed when it expires, the lease payments under the renewal are 
recognized as old capital costs up to the amount of annual lease payment obligated as of December 
31, 1990, provided the following conditions are met: 
 

o The identical asset remains in use; 
 

o The asset has a useful life of three or more years; and 
 

o Before renewal, the annual lease payment for the asset is at least $1000. 
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The annual lease payment must be determined for each asset.  If assets of different value are 
covered by the same lease agreement and the agreement does not specify the payments attributable 
to each asset, the lease payment is apportioned among the assets based on an estimate of what the 
lease payment would be if each asset were leased separately.  If more than one asset is covered by 
the lease agreement, only that portion of the lease payment attributable to assets that meet the 
specified conditions is recognized as old capital cost. 
 
EXAMPLE: Hospital X leases space for its accounting and billing departments. The lease 

agreement covers 1989-1993 and provides for automatic annual renewal thereafter 
unless either party takes appropriate action to terminate the lease.  When the lease 
was entered into in 1989, the agreement specified that the lease payment for 1989 is 
$20,000 and that it increases by $1,000 annually.  Thus, the hospital was obligated 
as of December 31, 1990, for a $24,000 lease payment in 1993. In 1994 when the 
lease is automatically renewed, $23,000 of the lease payment is recognized as old 
capital cost and the remaining $1,000 of the lease payment is recognized as new 
capital cost.  As long as the hospital continues to lease the space, up to $24,000 in 
annual lease payments is recognized as old capital.  

 
EXAMPLE: Hospital Y  has an agreement with a medical equipment supplier to rent bedside 

monitoring devices on an as needed basis.  The agreement is that the supplier 
furnishes the equipment as required on four hour notice at a daily charge of $250. A 
separate rental agreement is executed each time the equipment is delivered.  Only 
the rental payments for monitoring devices that have been continually leased since 
December 31, 1990, are recognized as old capital costs. The rental payments for any 
monitoring devices that are rented after December 31, 1990, are recognized as new 
capital costs on several grounds.  The rental agreement is not a renewal of a rental 
agreement that was in effect as of December 31, 1990, the hospital was not 
obligated to rent the equipment as of December 31, 1990, and the same asset has 
not remained in use. 

 
EXAMPLE: In 1990, Hospital Z enters into an agreement to lease 10 bedside monitoring devices 

for 4 years at an annual payment of $20,000. The useful life of the devices is 10 
years. When the lease expires in 1994, Hospital Z renews the lease for 2 additional 
years. The payments under the lease renewal are recognized as old capital costs 
because the annual lease payment attributable to each device is $2000 and the 
useful life for each asset is more than 3 years.  

 
EXAMPLE: In 1990, Hospital Z enters into an agreement to lease a photocopy machine for 5 

years.  The machine breaks down in 1993, and the supplier replaces it free of 
charge.  The lease payments through the initial lease period are recognized as old 
capital costs because the hospital was obligated to pay these amounts as of 
December 31, 1990.  When the lease is renewed in 1995, the  payments under the 
lease renewal are recognized as new capital costs because the same asset has not 
remained in use. 
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b.  Lease Back Arrangements.-- If an old capital asset owned by a hospital is sold or 
transferred to another party after December 31, 1990, and is then immediately leased back by the 
hospital, the asset continues to qualify as old capital. The amount that is recognized as old capital 
cost is limited to the amount allowed for that asset in the last cost reporting period during which the 
asset was owned by the hospital. 
 

c. Lease Purchase of Assets.--A leased asset that qualifies as old capital and has 
been in continuous use for patient care on and after December 31, 1990, may be purchased by the 
hospital during or at the end of the lease/rental agreement. The allowable costs for the asset are 
recognized as old capital provided the identical asset remains in use and has a useful life of at least 
3 years, and the annual lease payment for the asset was at least $1,000 per year. The amount that is 
recognized as old capital cost after the purchase is the actual allowable capital-related costs of 
acquisition. 
 

d. Treatment of Old Capital for Hospitals Leased After December 31, 1990.--
Hospitals may be leased and operated in their entirety after December 31, 1990, resulting in 
situations in which the hospital is leased without assumption of its asset costs.  In such cases, the 
amount of allowable capital-related costs that could be recognized as old capital cost is limited to 
the amount that could be recognized for the same assets in the last cost reporting period before the 
current lease became effective.  Any leased cost above that amount is treated as a new capital cost. 
 

4. Other Capital-Related Costs.--A portion of the hospital's allowable costs for other 
capital-related expenses (e.g., taxes, insurance and royalty fees) is recognized as old capital cost.  
The amount that is recognized as old capital cost is based on the ratio of the hospital's gross old 
asset value to gross total asset value in each cost reporting period. For this purpose, gross asset 
value is the historical cost of the hospital's land and depreciable assets that are used in patient care 
activities. 
 

5. Related Organization Costs.--Old capital costs include the allowable capital-related 
costs of related organizations, as described in Chapter 10, and §2150ff. and referenced instructions, 
that would be recognized as old capital costs if those costs had been directly incurred by the 
hospital. 
 
EXAMPLE: Hospital W's home office reports segregate the capital-related costs attributable to 

assets owned as of December 31, 1990, and those acquired afterward and by type of 
capital-related cost (e.g., depreciation, interest, lease).  The intermediary servicing 
the home office audits the home office cost statement and assures the limitations on 
old capital costs are applied properly and old, new and other capital costs incurred 
by the home office are appropriately allocated to Hospital W.  Those costs are then 
included in Hospital W's capital-related costs.  A portion of the hospital's total other 
capital costs (including other capital-related costs directly assumed by the home 
office) is allocated to old capital costs based on Hospital W's total old capital costs 
to total capital-related costs. 

 
6. Assets Returned to Patient Care Use.--A hospital may have a nonreimbursable cost 

center or otherwise incur nonallowable hospital costs for a depreciable asset as of December 31, 
1990.  Examples of these nonallowable  
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costs include costs attributable to idle space or equipment, or space that is leased to another party or 
used to provide nonhospital services in part of a building that is also used to provide hospital 
services. To the extent the costs of such space or equipment becomes an allowable hospital cost 
after December 31, 1990, the allowable costs for the asset that are attributable to inpatient hospital 
services are recognized as old capital costs as long as a portion of the asset was in use for hospital 
patient care on December 31, 1990, and it meets all other requirements for recognition as old 
capital costs cited in this section.  (See §2807.3B.)  The allowable costs that are recognized as old 
capital costs are subject to the limitations in subsection B on old capital costs. If no portion of the 
asset was used to provide hospital patient care services prior to December 31, 1990, the allowable 
costs are recognized as new capital costs when the asset is put in use for hospital patient care. 
 
EXAMPLE: Hospital A has operated an excluded rehabilitation unit in a wing of its building 

since 1985.  Effective with its cost reporting period beginning in FY 1994, the 
hospital closes the unit and converts the beds to acute inpatient hospital beds. The 
increased capital-related costs attributable to the inpatient hospital services 
provided in the wing are recognized as old capital costs effective with the FY 1994 
cost reporting period. 

 
EXAMPLE: Hospital B leases its radiology department, including radiology equipment, to an 

outside contractor.  Effective with its cost reporting period beginning in FY 1994, 
the hospital does not renew the contract and assumes the operations of the 
department.  All assets within the radiology department have historical costs that 
date back before December 31, 1990.  The increased capital costs attributable to the 
space are recognized as old capital costs effective with the FY 1994 cost reporting 
period since a portion of the asset (building) was used to provide hospital patient 
care service prior to December 31, 1990.  The equipment costs are considered new 
capital because the assets were not used to provide hospital patient care services by 
the hospital prior to December 31, 1990. 

 
EXAMPLE: Hospital C had gutted two floors of its building in 1989 after a  physician group 

vacated its lease of the space as a separate clinic.  In l992, the hospital reconstructs 
the "shelled-in space" and institutes inpatient routine acute care services in the 
renovated area.  The costs for the existing "shelled in space" as of December 31, 
1990, that otherwise meet the criteria for recognition of old capital qualify as old 
capital costs when it is put into patient care use.  However, the additional 
renovation costs that were incurred after December 31, 1990, to bring the asset into 
patient care use are classified as new capital because the hospital was not obligated 
to incur those costs as of December 31, 1990.  If the "shelled-in space" had not been 
part of an asset that was in hospital inpatient acute care use as of December 31, 
1990 (e.g., in another building housing a PPS-excluded rehabilitation facility), its 
capital-related costs do not qualify as old capital costs, but only as new capital 
costs. 

 
7. Obligated Capital Costs.--Obligated capital costs meeting the requirements for such 

commitments provided in subsection C qualify as old capital costs. 
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C. Obligated Capital Costs.--If the conditions in subparagraphs 1, 2, or 3 are met, certain 
capital-related costs for assets that are put into patient care use after December 31, 1990, may be 
recognized as old capital costs. The amount of capital-related costs associated with the asset that is 
recognized as old capital costs is generally limited to the lesser of the actual allowable costs of the 
asset when it is put in use or the estimated costs of the asset when it was obligated. The 
intermediary establishes the limitation on the amount of obligated capital that is recognized as old 
capital costs based on the best documentation available on or before December 31, 1990.  
 
NOTE: Allowable capital-related costs for assets that do not meet these requirements are new 

capital costs. 
 
If the obligated expenditures involve a multiphase capital project, the requirements of this section 
apply independently to each phase. 
 

1. General Rule.--Capital-related costs that were put into patient care use after December 
31, 1990, are recognized as old capital costs if the following conditions are met. 
 

a. Binding Enforceable Agreement.--A binding enforceable agreement was 
entered into on or before December 31, 1990, by a hospital or related party with an outside 
unrelated party for the  construction, reconstruction, purchase, lease, rental or financing of an asset 
for which allowable capital-related costs are recognized by Medicare.  The agreement must be in 
writing and signed by authorized representatives of both parties. It must have been executed on or 
before December 31, 1990, and obligate the hospital on or before that date to proceed with the 
capital expenditure.  To be considered binding, the agreement must contain specific provisions 
setting forth the obligations of each party and the penalties that are applicable if those obligations 
are not met.  An agreement may be considered enforceable even if it is subject to conditions, but 
agreements that have conditions that are under the control of either party or a predecessor must be 
questioned and submitted to the HCFA Regional Office for review under State contract law.  
Agreements that do not contain penalty or forfeiture provisions, or that limit damages to a specified 
amount (e.g., by use of a liquidated damages provision), also are subject to legal review.  The 
intermediary forwards such agreements to the Regional Office servicing the State in which the 
hospital is located. 
 
Only agreements that constitute a legal obligation to proceed with the actual acquisition of the asset 
or capital project are considered for purposes of recognizing old capital costs.  Planning, design or 
feasibility study agreements do not constitute binding contracts for this purpose since these 
agreements do not commit the hospital to acquiring the asset or undertaking the project.  However, 
the costs for such studies and plans are recognized as old capital costs for projects that do meet the 
conditions established for obligated capital. 
 

b. Special Requirement for Moveable Equipment.--Moveable equipment qualifies 
as old capital if a binding contract for the lease or purchase of the moveable equipment was entered 
into on or before December 31, 1990.  Otherwise,  moveable equipment that is put in use after 
December 31, 1990, qualifies as old capital only if the following conditions are met: 
  

(1) A binding contract for financing the acquisition was entered into on or 
before December 31, 1990; 
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  (2) The equipment is an item that costs at least $100,000;     
 

(3) The item was specifically listed in an equipment purchase plan approved by 
the hospital's Board of Directors on or before December 31, 1990; and 
 

(4) If a group of assets are involved, each piece of equipment must meet the 
specified conditions. 
 
EXCEPTION: In cases where the equipment at issue is a computer system, the requirement in 

subsection b(2) that each item's cost must be $100,000 or more is applied to the 
basic set of equipment needed for computer functioning; i.e., the central 
processing unit, one monitor and one terminal.  If that configuration costs at least 
$100,000, the criterion in subsection b(2) is met and all additional equipment 
included in the total system approved under the requirement in subsection b(3) is 
considered part of the item involved in the determination. 

 
EXAMPLE: A hospital entered into a binding contract for financing the acquisition of a 

computer system and received specific approval from the Board of Directors prior 
to December 31, 1990.  The system was purchased in April 1991.  The cost of the 
computer system in the aggregate was more than $100,000.  However, the cost of 
each component of the system was less than $100,000, even after consideration of 
the basic configuration necessary to functioning of a computer system (i.e., the 
central processing unit, a monitor and a terminal together do not meet the 
$100,000 threshold).  Therefore, the acquisition cannot meet the obligated capital 
criteria because no item meets the individual item cost requirement.  If the basic 
computer configuration had met the cost criteria, the system description approved 
by the Board of Directors is considered old capital costs.  

 
EXAMPLE: A hospital purchases 100 hospital beds in 1991 after securing financing and 

Board approval in November l990.  Each bed costs $2,000.  The criteria for 
recognition of these costs as obligated capital costs are not met since each item 
does not meet the threshold. 

 
NOTE: A purchase order executed by a hospital for equipment acquisitions does not, by itself, 

necessarily constitute a contract binding on both parties.  Most States have adopted the 
Uniform Commercial Code with little or no change.  The code provides that an order 
may represent an invitation to contract for goods and is not an absolute obligation to 
perform on the parties involved.  If the supplier of goods or services does demonstrate 
acceptance of the offer by December 31, 1990 (e.g., by delivery of order, return invoice 
or acceptance of a down payment by the deadline) or is required to perform by the 
deadline under State law even in the absence of such evidence of acceptance, the 
requirements for the existence of a binding contract may be met.  When there is a 
question of acceptance or required performance under State law without other evidence 
of acceptance of the order, send the document to the Regional Office servicing the 
provider's State for resolution of the issue.  In any other instance, the requirements of 
subsections b(1)-(3) must be met in such instances for equipment to be considered old 
capital. 
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c. Deadline for Notifying Intermediary.--The hospital must notify the 
intermediary of any obligated capital, including full documentation of contracts, agreements, 
approvals and expenditures by the later of October 1, 1992, or 90 calendar days after the hospital 
becomes subject to the capital prospective payment system.  The documentation must include a 
project description (including details of any phased construction or financing) and an estimate of 
costs that was made no later than December 31, 1990. 
 

d. In Use by September 30, 1994.--The asset is put in use for patient care on or 
before September 30, 1994.  In the case of extraordinary circumstances that are beyond the 
hospital's control, HCFA may extend the deadline to a later date not to exceed September 30, 
1996.(See subsection C4.) 
 

e. Limitation on Amount of Obligated Capital Recognized as Old Capital Costs.--
When an asset that is put in use for patient care after December 31, 1990, qualifies as old capital, 
the actual reasonable costs for the asset that are recognized as old capital are generally limited to 
the lesser of the actual allowable costs when the asset is put in use or the estimated costs of the 
asset when the binding agreement was entered into.  Except in the limited situations described in 
subparagraph (2), any allowable costs in excess of the estimated costs of the asset are recognized as 
new capital costs. Any increased costs arising from changes in the nature of the binding contract 
which occur after December 31, 1990, but which relate back to the initial date of the agreement, are 
recognized as new capital costs.   
 

(1) Assets Acquired by Lease or Purchase.--Generally, the old capital cost 
limitation for an asset acquired by lease or purchase equals the cost specified in the lease or 
purchase agreement. If the asset is an item of moveable equipment for which only a financing 
agreement had been entered into by December 31, 1990 (and the item qualifies under subsections 
1b, 1c and 1d as old capital), the amount that can be recognized as old capital costs is limited to the 
lower of the actual cost or the estimated costs approved by the hospital's Board of Directors on or 
before December 31, 1990. 
 

(2) Construction Contracts-- The amount of the limitation on obligated capital 
costs for a construction project applies only to the amount of the project's construction costs.   
Moveable equipment that is acquired as part of a construction project is included in the limitation 
and recognized as old capital costs only if the conditions in subsections 1b, 1c and 1d are met.  
Otherwise, the allowable costs for moveable equipment acquired as part of a construction project 
are recognized as new capital costs.  The limitation on obligated capital costs does not apply to 
other costs that are related to the project and are capitalized as part of the asset's historical costs, 
such as legal and architect fees and planning costs.  These costs qualify as old capital when the 
project is completed and the asset is put in use for patient care. 
 
The amount of obligated capital costs recognized as old capital cannot exceed the estimated 
construction costs for the project established as of December 31, 1990.  Primary sources for the 
estimated cost of the project are the project description and the estimated cost identified in 
contractual documents related to the financing and construction of the project.  Additional costs 
that are documented as a revised estimate of the project costs are recognized only if that estimate 
was prepared on or before December 31, 1990.  In addition, increases that are documented as being 
directly attributable to changes in life safety codes or other building requirements established by 
government ordinance   
 
 
 
 
 
 
 
 
28-97.15 Rev. 371 



08-93 PROSPECTIVE PAYMENTS 2807.3 (Cont.) 
 
 
that occurred after the project was obligated are recognized as old capital costs.  Other increases in 
allowable project costs, such as those resulting from changes in project specifications or from 
construction delays, are not  recognized as old capital but are allowable as new capital costs. 
 

(3) Financing Costs.--The limitation on financing costs is based on the interest 
expense for which the hospital was legally obligated as of December 31, 1990.  Interest expense not 
legally obligated as of that date is treated as old capital only to the extent the expenses are specified 
in a detailed financing plan approved by the hospital's Board of Directors on or before December 
31, 1990, for a capital acquisition or project that was legally obligated on or before that date.  
Increases in interest expense are recognized only on variable rate debt instruments. 
   
     2. Special Provision for Significant Delay in Certificate of Need (CON) Approval.--If a 
hospital is subject to a lengthy certificate of need approval process, a capital expenditure that does 
not meet the criteria under the general rule for recognizing obligated capital may nevertheless 
qualify for recognition as old capital costs if the following criteria are met. 
 
            a.  General Criteria.--A capital expenditure must meet the following criteria to be 
recognized as old capital under this special provision.  
 

(1) CON Approval Required.--The hospital is required under State law to 
obtain approval of the capital project or acquisition by a designated State or local planning agency 
in its State. If CON approval is not required for the asset (e.g., the cost of the item of equipment is 
less than the dollar threshold requiring pre-approval), the capital-related costs associated with the 
asset cannot qualify for recognition as old capital under this special provision.  In such cases, the 
costs associated with a project or acquisition can only be recognized as old capital if it meets the 
general criteria in subsections 1a-1e. 
 

    (2) Application Filed by December 31, 1989.--The hospital filed an initial 
application for approval of the capital project or acquisition on or before December 31, 1989.  At a 
minimum, the application must have included a detailed description of the capital expenditure 
project and its estimated costs. Although modifications in the scope of the project may be made 
between the initial application and the final project as part of the approval process, the project must 
be an identifiable component of the initial application.    
 

(3) Approval Received After September 30, 1990.--The hospital had not 
received approval for the capital project or acquisition on or before September 30, 1990. 
 

(a) Conditional Approval.--If the hospital received conditional approval 
for the project, the intermediary assesses the nature of the conditions to determine whether  the 
hospital received sufficient approval for the scope of the project to enter into a binding contract. 
For example, if a hospital received approval before September 30, 1990, for a construction project 
that was contingent on the hospital securing adequate financing or making minor design 
modifications, the hospital may be considered to have received approval before September 30, 
1990, since the scope of the project has  
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been approved.  On the other hand, if the hospital received approval before September 30, 1990, 
that was contingent on a reduction in the size of an addition from 50 beds to 20 beds, the hospital is 
not considered to have received approval by September 30, 1990, because the approval was 
conditional on a substantial change in the scope of the project that requires additional planning 
before the hospital could enter into a contract for the actual construction project. 
 
A hospital is considered to have received approval for the project as of September 30, 1990, if the 
intermediary determines that the hospital received sufficient approval for the project to proceed 
without significant delay. 
 

(b) Partial Approval.--A hospital's application for CON approval may 
have covered several projects that could be undertaken independently or in separate phases. If the 
hospital received approval on or before September 30, 1990, for a phase or segment of the project 
that could be undertaken independently of the rest of the project, the costs of those phases or 
segments of a project that received CON approval prior to September 30, 1990, may be recognized 
as old capital only if they were legally obligated by December 31, 1990, and meet all the other 
criteria for recognition of obligated capital under the general rule in subsection C1.  Those phases 
or segments that did not receive approval on or before September 30, 1990, can be recognized as 
old capital only if they meet all the criteria of the special provision for significant delay in CON 
approval in this subsection. 
 
EXAMPLE: A hospital's CON application included proposals to expand its inpatient acute 

care capacity and to renovate its radiology department in conjunction with the 
addition of MRI equipment.  The hospital received partial approval for the 
inpatient expansion as of September 30, 1990, but had not yet received approval 
for the MRI project.  Unless the hospital had entered into a binding contract for 
the inpatient expansion project on or before December 31, 1990, the costs for the 
inpatient expansion are not recognized as old capital.  The MRI project can be 
recognized as old capital only if it meets the significant cost requirement and the 
deadline for putting assets in use. 

 
(4) Significant Cost Incurred By December 31, 1990.--The hospital incurred 

the lesser of $750,000 or 10 percent of the project's estimated cost on or before December 31, 1990. 
To determine whether the cost threshold has been met, the reasonable costs incurred by the hospital 
that are directly related to the planned capital expenditure and are capitalized as part of the 
depreciable asset's historical costs are considered.  This includes legal, architect and accounting 
fees, and costs incurred by the hospital for studies, surveys, designs, plans, working drawings, 
specifications and other activities related to the capital expenditure.  It does not include marketing 
or general feasibility studies that relate to overall institutional strategic planning activities.  Further, 
it does not include nondepreciable costs of land but does include depreciable land improvements. 
 

(5) Put in Use Within 4 Years or By September 30, 1996.--The asset is put in 
use for patient care services on or before the earlier of September 30, 1996, or 4 years from the date 
the certificate of need is approved. In the case of extraordinary circumstances that are beyond the 
hospitals control, HCFA may extend the deadline to no later than September 30, 1996.(See 
subsection C4.) 
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  b. Additional Requirement for Moveable Equipment.--The costs of moveable 
equipment may qualify as old capital under the special rule for delays in the CON approval process, 
but only if the State or local authority requires separate CON approval for the equipment.  The 
initial application for approval must have been filed on or before December 31, 1989, and the 
equipment must cost at least $100,000 for each item.  If these requirements are not met, the 
equipment is considered new capital when it is put in use for patient care. 
 

c. Limitation on Amount of Cost Recognized as Old Capital Costs.-Only those 
portions of a project that require CON approval are recognized as old capital under this paragraph.  
In most cases, this includes fixed capital projects and major moveable equipment that cost a 
specified dollar threshold.  Any other portions of the project (e.g. equipment that costs less than the 
specified threshold for CON approval) is subject to the provisions in subsection C1. The amount of 
capital-related costs that is recognized as old capital costs under this paragraph is based on the most 
recent estimate of the costs for the old capital portion that was documented on or before December 
31, 1990. 
 
Generally, the intermediary relies on the most recent cost estimate that was developed on or before 
December 31, 1990, as part of the CON approval process to establish the limitation on the amount 
of costs that is recognized as old capital costs. An expansion in the scope of the project or a change 
in its nature is not recognized unless specifically required by the planning agency as a condition of 
approval.  If the approval involves a reduction in the scope of the project, the estimated costs of the 
project that are recognized as old capital are reduced accordingly. 
 

(1) Assets Acquired by Purchase or Lease.--The capital-related costs that are 
recognized as old capital cost for assets that are purchased or leased is based on the purchase price 
or annual leasing costs that were estimated on or before December 31, 1990. If the estimate covers 
only the first few years of a lease arrangement, the estimated annual payment for the last year 
included in the estimate serves as the limitation on the amount that is recognized as old capital 
costs in succeeding years. 
 

(2) Construction Project.--The limitation on the amount of capital-related 
costs for a construction project that is recognized as old capital costs applies only to the 
construction costs.  Planning, legal and architectural costs that are part of the project are not subject 
to the limitation but are capitalized with the construction costs as old capital at the time the asset is 
put into patient care use.  Separate limitations apply to moveable equipment and financing costs 
that are part of the construction project.   
 

(3) Financing Costs.--Financing costs are recognized as old capital only to the 
extent such expenses are specified in a detailed financing plan for the project that provides a 
description of and identifies the cost estimates for each project, phase, or component of 
construction or renovation and that was formally approved by the hospital's Board of Directors on 
or before December 31, 1990. 
 

3. Special Criteria for Construction in Progress--Construction in progress as of March 
31, 1991 that does not meet the criteria in subsection C1 or C2 may nevertheless qualify for 
recognition as old capital costs if all of the following criteria are met: 
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a. CON Approval Received by December 31, 1990.--The hospital received any 
necessary certificate of need approval on or before December 31, 1990. 
 

b. Board of Directors Approval by December 31, 1990.--The hospital's Board of 
Directors formally authorized the capital project with a detailed description of its scope and costs 
on or before December 31, 1990.   

 
c. Major Project.--The estimated cost of the project exceeds 5 percent of the  

hospital's total patient revenues during its base year. To determine whether this requirement is met, 
the estimated amount for the project that was approved by the hospital's Board of Directors on or 
before December 31, 1990, is divided by the hospital's total inpatient and outpatient revenues in its 
12-month or longer cost reporting period ending on or before December 31, 1990.  Thus, for 
purposes of this calculation the base year consists of at least a 12-month period.  Hospitals that 
must use more than 12 months, use the average monthly revenues (inpatient plus outpatient) for the 
period to develop a 12-month total of patient revenues.  Determine whether the 5 percent minimum 
level is met by dividing the estimated amount of the project that was approved by the Board of 
Directors on or before December 31, 1990, by total patient revenues for 12 months. 
 

d. Significant Cost Incurred by December 31, 1990.--The capitalized cost that had 
been incurred for the project as of December 31, 1990, exceeded the lesser of $750,000 or 10 
percent of the estimated project cost. For purposes of determining whether the cost threshold has 
been met, include the reasonable costs incurred by the hospital that are directly related to the 
planned capital expenditure and that would be capitalized as part of the depreciable asset's 
historical costs once the asset was put into use for patient care.  This includes legal, architect and 
accounting fees  and costs incurred by the hospital for studies, surveys, designs, plans, working 
drawings, specifications and other activities related to the capital expenditure.  It does not include 
marketing or general feasibility studies that relate to overall institutional strategic planning 
activities.  Further, it does not include nondepreciable costs of land but does include depreciable 
land improvements. 
 

e. Construction in Progress by March 31, 1991.--The hospital began actual 
construction or renovation (groundbreaking) on or before March 31, 1991.  
 

f. Put In Use By September 30, 1994.--The project is completed and the asset is 
put in use on or before September 30, 1994.  If there are extraordinary circumstances beyond the 
hospital's control, HCFA may extend the deadline to no later than September 30, 1996. (See 
subsection C4.) 
  

  g. Limitation on Amount of Costs Recognized as Old Capital Costs.-Only 
buildings and other fixed assets are recognized as old capital under this provision.  Any moveable 
equipment associated with the construction in progress is considered new capital unless it meets the 
general requirements for recognition as obligated capital under subsection C1.  The amount of 
construction costs that are recognized as old capital is limited to the estimated construction costs 
approved by the hospital's Board of Directors on or before December 31, 1990. Financing costs 
associated with the construction costs are recognized as old capital only if the financing was 
described in a detailed financing plan adopted by the Board of Directors on or before December 31, 
1990.  Allowable planning, legal and architectural costs associated with the construction project are 
not subject to the limitation but are capitalized with the construction costs as old capital at the time 
the asset is put into patient care use. 
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4. Extension of Deadline for Putting Asset in Use.--HCFA may extend the applicable 
deadline for putting an asset in use for patient care to no later than September 30, 1996, for 
extraordinary circumstances beyond the control of the hospital.  Extraordinary circumstances may 
include a construction strike or atypically severe weather conditions that significantly delay 
construction.  Normal construction delays do not constitute extraordinary circumstances. 

a. Developing Extension Requests.--A hospital must submit its request for an 
extension to its fiscal intermediary by the later of January 1, 1993, or within 180 days after the 
occurrence that the hospital believes is extraordinary and beyond its control and is expected to 
delay placing the asset in patient care use by the deadline. The request must be in writing, and, at a 
minimum, contain a description of the circumstances, an explanation of why it is extraordinary and 
beyond the hospital's control, why the delay attributable to the circumstances cannot be overcome, 
and a new estimated completion date established by the contractor, supplier or other servicing 
party.  The request must be accompanied by documentation of the circumstances (e.g., media 
releases, insurance or underwriter documents, public agency reports). 
 

b. Processing Extension Requests.--The intermediary reviews and verifies the 
documentation submitted by the hospital and forwards the request along with its recommendation 
and the results of its review to HCFA within 60 days of receipt for a determination. The extension 
request is sent to:   
 

Health Care Financing Administration 
Office of Payment Policy, BPD 
Room 181, East High Rise 
6325 Security Boulevard  
Baltimore, MD 21207 

 
HCFA makes a determination within 90 days of receipt of the request and appropriate 
documentation.   
 

5. Determination Process for Obligated Capital--Any hospital that expects to put assets 
into patient care use after December 31, 1990, that would qualify as old capital must submit 
documentary evidence of binding agreements, contracts, cost estimates, estimated completion 
dates, Board of Director minutes, certificate of need documents, groundbreaking evidence and other 
documentation needed to verify and determine a hospital's obligated capital costs during the 
transition period. The hospital must submit its documentation to its intermediary by the later of 
October 1, 1992, or 90 days after the start of its first cost reporting period that begins on or after 
October 1, 1991. If the hospital cannot document the project description and the estimated cost for 
the project as of December 31, 1990, the expenditure does not qualify as old capital. 
 
The intermediary determines if the capital cost qualifies as obligated old capital cost and the 
applicable limitation on the amount of obligated capital costs that are recognized as old capital 
costs.  If necessary, the intermediary consults with the HCFA Regional Office in making its 
determination.  The intermediary notifies the hospital in writing of its determination by the later of 
the close of the hospital's first cost reporting period under the capital-PPS, or 9 months from the 
date the hospital submits its completed documentation.  The intermediary's determination is 
contingent upon the asset being put into patient care use by the applicable deadline. 
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The intermediary's determination is subject to appeal during the hospital's first cost reporting period 
in which the intermediary's obligated capital determination affects the amount of payment under 
capital-PPS.  Appeals are processed under the provisions of 42 CFR Part 405, Subpart R, with 
respect to recognition of the capital-related cost as obligated capital or the amount so recognized, or 
both. 
 

D. Consistent Cost Finding During Transition Period.--During the transition period, a 
hospital must follow consistent cost finding methods for classifying and allocating capital-related 
costs for all cost reporting actions involving step down or direct assignment of capital-related costs. 
 

1.  Old Capital.--Except as indicated below, the hospital must continue the same cost 
finding methods for old capital costs, including its practices for the direct assignment of capital-
related costs and its cost allocation bases, that were in effect in the hospital's last cost reporting 
period ending on or before October 1, 1991. 
 

a.  If the intermediary approved on or before August 30, 1991, a hospital's request to 
change one or more of its cost finding practices for capital-related costs effective for a cost 
reporting period beginning before October 1, 1991, the cost finding methods in effect for that cost 
reporting period must be used for old capital during the transition. 
 

 b.  If there is a change of ownership, the new owners may request that the 
intermediary approve a change in order to be consistent with their established cost finding 
practices. The request for a change and the intermediary's approval is subject to the provisions in 
§§2300ff. 
 

2. New Capital.--A hospital may change its capitalization policy or cost finding 
methods for new capital only if the intermediary determines that there is reasonable justification for 
the change.  Any request for change must be made in writing to the intermediary prior to the 
beginning of the cost reporting period for which the change is to apply. The request must justify 
why the change will result in more appropriate and accurate cost finding.  The request must also 
show that the change will meet the applicable provisions in §§2300ff.  
 
2807.4  Capital-PPS Transition Payment Methodologies.--The payment methodology applicable to 
a particular hospital during the capital-PPS transition period is determined by comparing the 
hospital's hospital-specific rate, which is derived from the hospital's inpatient capital-related costs 
in a specified base year, to the applicable Federal rate. (See §2807.4D.) If the hospital-specific rate 
is above the Federal rate, the hospital is paid under the hold harmless methodology. A hospital with 
a hospital-specific rate below the Federal rate is paid under the fully prospective methodology.  
Except as provided in §2807.4E, the same payment methodology is applicable throughout the 
transition period. 
  

A. Capital-PPS Base Year.--The initial base year used to determine the hospital-specific rate 
for all hospitals, other than new hospitals, is the latest 12 month or longer cost reporting period (or 
combination of periods totaling at least 12 months in the case of short cost reporting periods) 
ending on or before December 31, 1990.  In the case of a new hospital (see §2807.7), the initial 
base period is the 12 month or longer (or combination of periods totaling at least 12 months) cost 
reporting period that begins at least one year after the hospital accepts its first patient.  (See 
§2807.7 for further discussion of treatment of new hospital base year and old capital costs.) 
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If a hospital, other than a new hospital as defined in §2807.7, does not have a 12-month or longer 
cost reporting period or does not have adequate Medicare utilization to file a cost report in a period 
ending on or before December 31, 1990, the hospital's old capital costs per discharge as described 
in subsection B for its first 12 month cost reporting period (or combination of cost reporting 
periods covering at least 12 months) ending after December 31, 1990, is used to establish the 
hospital-specific rate.  However, the criteria for determining old and new capital costs remain the 
same as for all other hospitals subject to capital-PPS.  
 
As discussed in §2807.4E, a hospital paid under the fully prospective payment methodology may 
request that its hospital-specific rate be redetermined through the later of its cost reporting period 
beginning in FY 1994 or after obligated capital that qualifies as old capital has been put in use 
based on its old capital costs in the later cost reporting period.  The redetermination year serves as 
the new base year. 
 

B. Capital-PPS Hospital-Specific Rate.--The intermediary determines the hospital-specific 
rate according to the following steps: 
 

Step 1.--To establish an initial hospital-specific rate, determine the total allowable 
Medicare inpatient capital-related cost for the hospital in the capital-PPS base year. Include only 
the capital-related costs attributable to inpatient hospital stays covered under the prospective 
payment system. 
 
To redetermine a hospital-specific rate using a later base period in accordance with §2807.4E, 
determine the total allowable Medicare inpatient old capital costs in the new base year. 
 
Exclude the costs attributable to skilled nursing facility level days in swing bed hospitals and to 
inpatient stays in units that are excluded from the prospective payment system. 
 
If a depreciable asset is disposed of in the base year, include only that portion of the gain or loss 
that is allocated to the base year cost reporting period.  Any gain or loss on assets owned in the base 
year and subsequently disposed of is not reflected in the hospital-specific rate. 
 

Step 2.--Determine the transfer case adjusted discharge count for the base year. 
 
  a. HCFA determines a transfer adjustment factor for each hospital using the base year 
MEDPAR data on file as of June 30, 1991, for hospitals subject to the capital-PPS in FY 1992. For 
later base years beginning before FY 1992 (involving a new hospital or a redetermination of the 
hospital-specific rate), HCFA determines a transfer adjustment factor for the hospital using the 
applicable base year MEDPAR data on file as of the December 31 or June 30 occurring at least six 
months after the close of the base period.  HCFA calculates a transfer adjusted discharge value for 
each transfer case by dividing the length-of-stay for the case by the geometric mean length of stay 
for DRG to which the case is classified and assigning the result, not to exceed 1.0, to the transfer 
case. HCFA assigns each nontransfer case a value of 1.0. To determine the transfer adjustment 
factor, HCFA adds together the transfer adjusted discharge values and divides the result by total 
discharges, including transfer cases. 
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   b. The intermediary determines the transfer adjustment factor for a base year 
beginning in FY 1992 or later based on the most recent billing data available from the Provider 
Statistical and Reimbursement System as of the date of the final determination of the hospital-
specific rate. 
  

   c. The intermediary determines the transfer adjusted discharge count by 
multiplying the Medicare discharges, determined by the intermediary for the applicable cost report, 
by the transfer adjustment factor. 
 

Step 3.--Determine the transfer adjusted case mix index for the base year. 
 

a. HCFA determines a transfer-adjusted case mix index for each hospital using 
the base year MEDPAR data on file as of June 30, 1991, for hospitals subject to capital-PPS in FY 
1992. For later base years beginning before FY 1992, HCFA determines a transfer-adjusted case 
mix index for the hospital using the applicable base year MEDPAR data on file as of the December 
31 or June 30 occurring at least six months after the close of the base period.  HCFA calculates a 
transfer-adjusted DRG weight for each transfer case by multiplying the transfer-adjusted discharge 
value for the case determined in step 2 by the relative weight assigned to the DRG to which the 
case is classified. HCFA assigns to each nontransfer case the relative weight for the DRG to which 
the case is classified. To determine the transfer-adjusted case mix index, HCFA adds together the 
transfer adjusted DRG weights and divides by the transfer-adjusted discharge count. 
 

b. The intermediary determines the transfer adjusted case mix index for a base 
year beginning in FY 1992 or later based on the most recent billing data available as of the date of 
the final determination of the hospital-specific rate. 
 

Step 4.--Calculate the base year average cost per discharge by dividing the total allowable 
Medicare inpatient capital-related costs (or the total allowable Medicare inpatient old capital costs 
in the case of a redetermination) (see step 1) by the transfer-adjusted discharge count (see step 2c).  
 

Step 5.--Calculate the case mix adjusted base year average cost per discharge by dividing 
the base year average cost per discharge (see step 4) by the transfer-adjusted case mix index.  (See 
step 3.) 

 
Step 6.--Update the case mix adjusted base year average cost per discharge (See step 5) to 

Federal fiscal year 1992 based on the national average increase in Medicare inpatient capital cost 
per discharge (adjusted for changes in case mix) published by HCFA, as follows: 
 
   12 Month 
     Cost Reporting Period Ending    Update Factor 
 

Jan. 31, 1990      1.22185 
Feb. 28, 1990      1.21453 
Mar. 31, 1990      1.20725 
Apr. 30, 1990      1.20002 
May 31, 1990      1.19283 
June 30, 1990      1.18568 
July 31, 1990      1.17858 
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Aug. 31, 1990      1.17151 
Sept. 30, 1990      1.16449 
Oct. 31, 1990      1.15719 
Nov. 30, 1990      1.14993 
Dec. 31, 1990      1.14272 
Jan. 31, 1991      1.13555 
Feb. 28, 1991      1.12843 
Mar. 31, 1991      1.12135 
Apr. 30, 1991      1.11432 
May 31, 1991      1.10733 
June 30, 1991      1.10038 
July 31, 1991      1.09348 
Aug. 31, 1991      1.08662 
Sept. 30, 1991      1.07980 

 
NOTE: If the base period covers more than 12 months, the intermediary must request the 

appropriate update factor from HCFA, Bureau of Policy Development, Office of 
Payment Policy, Division of Hospital Payment Policy. 

 
Step 7.--Multiply the updated amount calculated in step 6 by the applicable budget 

neutrality adjustment factor and exceptions adjustment factor for estimated capital-PPS exceptions 
payments for the fiscal year.  The FY 1992 adjustment factors are as follows:  
 

Exceptions Adjustment Factor:  .9813 
Budget Neutrality Adjustment Factor:  .9602 

 
The resulting amount is the hospital's hospital-specific rate.  The hospital-specific rate is updated 
annually at the beginning of each Federal fiscal year. Future update factors, exceptions adjustment 
factors, and budget neutrality adjustment factors for the hospital-specific rate will be published 
annually in the Federal Register. 
 
EXAMPLE: Hospital A has a base year ending September 30, 1990. The hospital's FY 1992 

hospital-specific rate is calculated as follows:  
 

Base year total allowable Medicare inpatient  
   capital-related costs      $2,457,024 
Total Medicare discharges for FY 1990    1,563 
Transfer-adjusted discharges (1563 base 
   year discharges X .9921 transfer adjustment) 1550.7 
Transfer-adjusted case mix index  
   (See 56 FR 43465.)      1.4331 
Base year cost per discharge  
   ($2,457,024/1,550.7)       $ 1,584.46 
Case mix index adjustment ($1,584.46/1.4331) $ 1,105.62 
Update to FY 1992 ($1,105.62 x 1.16449)  $ 1,287.48 
Exceptions payments adjustments                          
   ($1,287.48 X .9813)      $ 1,263.41 
Budget neutrality adjustment 
   ($1,263.41 X .9602)      $ 1,213.12 
Hospital A's FY 1992 hospital-specific rate  $ 1,213.12 

 
 
 
 
 
 
Rev. 371  28-97.24 



2807.4 (Cont.) PROSPECTIVE PAYMENTS 08-93 
 
 
NOTE: The budget neutrality and exceptions reductions factors are not built permanently into 

the rates; that is, these factors are not applied cumulatively in 
determining the hospital-specific rate.  Therefore, when updating the 
hospital specific rate for FY 1993 and beyond, the exceptions 
reduction and budget neutrality factors for the preceding year are 
first removed before the factors for the current year are applied.  For 
example, to determine Hospital A's hospital specific rate for FY 
1993, the following recalculation is necessary.   

 
Budget neutrality adjustment for FY 1993    .9162 
Exceptions reduction adjustment for FY 1993   .9756 
Net budget neutrality adjustment for FY 1993 
   (.9162/.9602)         .9542 
Net exceptions reduction adjustment for FY 1993 
   (.9756/.9813)         .9942 
FY 1993 update factor (See 57 FR 39837)    1.0607 
Cumulative FY 1993 adjustment 
   (.9542 X .9942 X 1.0607)       1.0062 
FY 1993  hospital-specific rate 
   (1.0062 X $1,213.12)       $1,220.64  

 
C. Limitations on Changes to the Hospital-Specific Rate.--The intermediary updates the 

hospital-specific rate each Federal fiscal year for inflation and changes in the exceptions payment 
adjustment factor and the budget neutrality adjustment factor. Otherwise, the hospital-specific rate 
cannot be changed throughout the transition period except in the following situations. 
 

o The initial base year hospital-specific rate determination may be revised as a result 
of a reopening of the base year cost report that affects the determination of base year costs per 
discharge. (See §2807.6A.)  
 

o The hospital requests a redetermination of its hospital-specific rate based on its old 
capital costs in a subsequent base period in accordance with §2807.4E. 
 

o The hospital merges with another hospital, or different campuses of a multi-campus 
hospital become separate providers (See §2807.9). 
 

D. Payment Methodology Determination.--The intermediary compares the hospital's 
hospital-specific rate to its Federal rate (after taking into account the effect of estimated outlier 
payments and the payment adjustments other than case mix) to determine if the hospital is paid 
during the transition period under the hold harmless methodology or the fully prospective 
methodology. 
 
The initial payment methodology determination is based on the hospital-specific rate and Federal 
rate applicable to the hospital's first cost reporting period under the prospective payment system. 
For cost reporting period beginning dates other than October 1, an average hospital-specific rate 
and Federal rate for the cost reporting period is determined based on the number of months of each 
Federal fiscal year in the cost reporting period. 
 
If the hospital-specific rate is redetermined in accordance with §2807.4E using a base year 
beginning on or after October 1, 1992, the payment methodology is also redetermined by 
comparing the hospital-specific rate and Federal rate applicable to the redetermination base year. 
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In making the comparison, the Federal rate for the cost reporting period is determined by adjusting: 
 

o For outliers by dividing the standard Federal rate by the outlier reduction factor applied to 
the rate for that fiscal year; and 
 

o For the payment adjustment factors (other than case mix) applicable to the hospital (i.e., 
adjustments for geographic location, disproportionate share of low income patients and indirect 
teaching costs).  The result is referred to as the adjusted Federal rate for a hospital. 
 
EXAMPLE: Hospital A is located in San Jose, California, a large urban area, and has a 

disproportionate patient percentage of 25 percent and a resident-to-day ratio of 
0.1456 in FY 1992.  Its hospital-specific rate is $1,205.52. The hospital's cost 
reporting period begins October 1. 

 
The adjusted Federal rate for Hospital A is: 

 
$415.59 (FY 1992 standard Federal rate) divided by .9497 (FY 1992 outlier 
reduction) equals $437.60 multiplied by 1.2995 (geographic adjustment) multiplied 
by 1.03 (large urban adjustment) multiplied by (1+.0519+.0419) (disproportionate 
share and indirect medical education adjustments) equals $640.66. 

 
Since Hospital A's hospital-specific rate is higher than its adjusted Federal rate, 
Hospital A is paid under the hold harmless methodology throughout the transition 
period.  If the hospital-specific rate was equal to or lower than the adjusted Federal 
rate, the hospital would have been paid under the fully prospective methodology 
throughout the capital-PPS transition period unless a hospital-specific rate 
redetermination results in a subsequent change to the hold harmless methodology. 

 
E. Redetermination of Hospital-Specific Rate.--If requested by the hospital, the intermediary 

redetermines the hospital-specific rate for a hospital paid under the fully prospective methodology 
using the process described below.   
 

1. A hospital may request redetermination of its hospital-specific rate for any 12-month 
or longer cost reporting period or combination of cost reporting periods beginning subsequent to its 
original base year but no later than its cost reporting period beginning in FY 1994 or its first cost 
reporting period beginning after obligated capital that is recognized as old capital is put in use in 
accordance with §2807.3C. The hospital may request that its hospital-specific rate be redetermined 
more than once. 
 

2. A hospital may request a redetermination only when there is an increase in the 
hospital's total old capital costs from its base period.  Requests for redetermination cannot be 
recognized for any other conditions that could affect the hospital-specific rate, such as a decline in 
utilization that produced an increase in a hospital's old capital cost per case.  However, if a 
hospital's total old capital costs increase over the base period determination and, in addition, the 
hospital experienced a decline in discharges in the same cost reporting period, the hospital's request 
for redetermination is appropriate.  
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3. The hospital's request for redetermination must be made in writing no later than the 
date the cost report must be filed with the hospital's intermediary for the cost reporting period that 
will serve as the new base year or its first cost reporting period beginning on or after October, 1990, 
whichever is later. If the hospital receives an extension in filing its cost report for the new base year 
from the intermediary, the deadline for requesting the determination is automatically extended. 
 

4. The hospital's request for redetermination must be accompanied by the hospital's 
cost report for the new base period, an estimate of its old capital costs for the new base year and its 
calculation of the redetermined hospital-specific rate.  The estimate must demonstrate that the 
redetermined hospital-specific rate is higher than the hospital's current hospital-specific rate.  If the 
intermediary determines, after audit of the final cost report data, that the redetermined hospital-
specific rate is lower than the hospital's current hospital-specific rate, it advises the hospital that its 
request is denied and provides the hospital with an explanation of the intermediary's decision. 
 

5. The intermediary redetermines the hospital-specific rate based on the hospital's 
actual old capital costs in the new base period following the steps in §2807.4B.  The intermediary 
accounts for the changes in allowable old capital costs that have occurred subsequent to the base 
year.  The intermediary includes in old capital costs the capital-related costs for obligated capital 
that is recognized as old capital under §2807.3C and for assets acquired before January 1, 1991, 
that were not fully represented in the base year capital-related cost determination. The intermediary 
excludes from the hospital-specific rate determination all new capital costs and the costs of old 
capital assets that were retired or disposed of subsequent to the original base year. 
 

6. The intermediary compares the redetermined hospital-specific rate to the Federal 
rate applicable to the new base year (after taking into account the estimated effect of the payment 
adjustments and outlier payments pursuant to §2807.4D).  Based on the results of that comparison, 
the intermediary determines whether the hospital is paid under the fully prospective or hold 
harmless methodology.  The revised hospital-specific rate and payment methodology determination 
are effective retroactively to the beginning of the new base year (or the hospital's first cost reporting 
period under the capital-PPS if later).  If the hospital's redetermined hospital-specific rate is higher 
than its previously established hospital specific rate, but is still lower than the adjusted Federal rate, 
the hospital continues to be paid under the fully prospective payment methodology.  However, the 
new (increased) hospital-specific rate is used in determining payments effective with the start of the 
cost reporting period used as the new base period and onward. 
 
EXAMPLE: Hospital E, whose cost reporting period begins January 1, is paid under the fully 

prospective payment methodology. The hospital opens a new inpatient wing on 
June 1, 1992, that the intermediary determined qualifies as old capital costs 
pursuant to §2807.3C. In January 1993, the hospital requests a redetermination of 
its hospital-specific rate due to the substantial obligated capital costs incurred 
during the 6 months the new wing has been in use for patient care ($1,000,000) and 
provides an estimate showing the redetermined hospital-specific rate is higher than 
the current hospital-specific rate for its FY 1992 cost reporting period.  The  
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hospital revises its old capital costs to reflect actual FY 1992 old capital costs. 
Changes since the original base year include the 6 months capital-related costs for 
the new wing, the elimination of capital-related costs for retired equipment and 
expired leases, and lower interest payments on the hospital's original mortgage. In 
addition, the insurance costs apportioned to old capital costs are affected by a 
revised ratio of old capital asset value to total asset value.  The intermediary makes 
final settlement on the FY 1992 cost report and redetermines the hospital-specific 
rate using the revised old capital costs and the new base year's transfer adjusted 
discharges and case mix index and the exceptions payment and budget neutrality 
adjustment factors provided by HCFA. 

 
The intermediary determines that the redetermined hospital-specific rate is higher 
than the hospital's new base year Federal rate.  As a result, the hospital is paid under 
the hold harmless methodology effective January l, 1992, and the FY 1992 cost 
report is revised on that basis.  Since the hospital is now paid under the hold 
harmless methodology, the annual capital-related costs for the new wing are 
automatically recognized as old capital in subsequent transition years.  If the 
hospital remained on the fully prospective methodology (i.e., its redetermined 
hospital-specific rate was lower than its new base year Federal rate), it could request 
another redetermination in FY 1993 so that the annual costs of the new wing are 
reflected in its hospital-specific rate. 

 
2807.5 Transition Payments.--Based on the capital-PPS transition payment methodology 
applicable to a hospital, the intermediary makes an interim payment for each discharge during a 
cost reporting period pursuant to procedures in §§2406ff.  The final payment determination is made 
during final settlement of the cost report.  Any adjustments based on the actual payment parameters 
or capital-related costs for the cost reporting period are effective retroactively to the beginning of 
the cost reporting period. 
 
NOTE: The Federal rate used in the following calculations is the payment rate specific to each 

hospital after adjustment for its case mix, geographic location, and, as applicable, the  
disproportionate share and indirect teaching factors and any outlier amounts payable for 
the discharge.  The rate is referred to as the adjusted Federal rate.   

 
A. Fully Prospective Payment Methodology.--The payment for each inpatient discharge is 

determined by multiplying the hospital's hospital-specific rate by the DRG relative weight assigned 
to the discharge and multiplying that product by the applicable hospital-specific rate blend 
percentage for the cost reporting period. The applicable percentage of the adjusted Federal rate for 
the period is added to the hospital-specific amount.  The blend percentages are as follows: 
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Cost Reporting Period  Federal Rate  Hospital-Specific Rate 
Beginning On or After    Percentage      Percentage 
 
10/1/91                        10               90 
10/1/92                        20               80 
10/1/93                        30               70 
10/1/94                       40               60 
10/1/95                        50               50 
10/1/96                        60               40 
10/1/97                        70               30 
10/1/98                        80               20 
10/1/99                        90               10 
10/1/2000                     100                 0 
 

B. Hold Harmless Payment Methodology.--The payment amount for each inpatient 
discharge is the higher of: 
 

o An old capital payment equal to 85 percent of the hospital's allowable Medicare 
inpatient old capital costs per discharge for the cost reporting period, plus a new capital payment 
based on a percentage of the adjusted Federal rate. The percentage of the adjusted Federal rate 
equals the ratio of the hospital's allowable Medicare inpatient new capital costs to its total Medicare 
inpatient capital costs in the cost reporting period.  For sole community hospitals, the old capital 
payment equals 100 percent of the hospital's allowable Medicare inpatient old capital costs per 
discharge; or 
  

o 100 percent of the adjusted Federal rate. 
 
Once a hospital receives payment based on 100 percent of the adjusted Federal rate in a cost 
reporting period beginning on or after October 1, 1993 (or the first cost reporting period after 
obligated capital that qualifies as old capital is put in use for patient care, if later), the hospital 
continues to receive capital-PPS payments on that basis throughout the remainder of the transition. 
The hospital may not switch to a payment based on its old and new capital costs in a subsequent 
cost reporting period.  
 
If the status of a sole community hospital changes during the cost reporting period, an average 
percentage payment for old capital is determined based on the number of days the cost reporting 
period during which the hospital was classified as a sole community hospital. For example, if the 
hospital was classified as a sole community hospital for three months of the cost reporting period, 
the hospital receives 88.75 percent [(85 x .75) + (100 x .25)] of its allowable old capital costs for 
the cost reporting period. 
 
Any hospital that is eligible to receive capital-PPS payments under the hold harmless methodology 
may elect to receive 100 percent of the adjusted Federal rate even if the separate old and new 
capital payments are higher. A hospital that does not maintain records adequate to identify its old 
capital costs is deemed to have selected payment based on 100 percent of the adjusted Federal rate. 
 

C.  Exceptions Payments.--During the capital-PPS transition period, a hospital may receive 
additional payments under an exceptions process when its capital-PPS payments are less than its 
Medicare allowable inpatient capital-related costs. 
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1. Minimum Payment Level by Class of Hospital.--The amount of the exceptions 
payment is determined as the difference between a percentage, or minimum payment level, of the 
hospital's reasonable inpatient capital-related costs and the payments that the hospital would 
receive under the capital-PPS in the absence of an exceptions payment. The comparison is made on 
a cumulative basis for all cost reporting periods during which the hospital is subject to the capital-
PPS transition payment method.  The minimum payment levels are determined by class of hospital 
and are subject to revision, if necessary, to keep total payments under the exceptions process at no 
more than 10 percent of capital prospective payments.  The minimum payment levels for portions 
of cost reporting periods occurring during FY 1992 are: 
 

o For sole community hospitals, 90 percent; 
 

o For urban hospitals with at least 100 beds that have a disproportionate share percentage 
of at least 20.2 percent or that received more than 30 percent of net revenues from State or local 
funds for indigent care, 80 percent; and 

 
o For all other hospitals, 70 percent of the hospital's reasonable inpatient capital-related 

costs. 
 
Any revisions in the minimum payment levels are published in the Federal Register as part of the 
annual final rule implementing of PPS rates and policies. 
 
For purposes of determining the hospital's minimum payment level for a given cost reporting 
period, a hospital's eligibility to receive the 80 percent minimum payment level as a 
disproportionate share hospital is determined consistent with §2807.2B5.  An urban hospital with at 
least 100 beds that derives at least 30 percent of its inpatient revenues from State or local 
government sources for the care of indigent patients who are not covered by Medicare or Medicaid 
qualifies for the 80 percent payment threshold. If a hospital's status as a sole community hospital 
changes during a cost reporting period, the minimum payment level is determined based on the 
number of days in the cost reporting period during which the hospital was classified as a sole 
community hospital. 
 
The exceptions payment is made during the cost report settlement process based on the hospital's 
class and minimum payment level for that cost reporting period.  If the hospital's payments under 
the capital-PPS are less than its minimum payment level for the cost reporting period,  a cumulative 
comparison is made between the hospital's capital-PPS payments in each cost reporting period and 
the minimum payment level applicable to the respective cost reporting periods.  Any amounts by 
which, on a cumulative basis, the hospital's capital-PPS payments exceeded its minimum payment 
levels for those cost reporting periods are subtracted from the difference between the hospital's 
costs and minimum payment level in the current cost reporting period.  If the result is positive, the 
hospital's exceptions payment equals this amount. If the result is negative, no exceptions payment is 
payable for the cost reporting period.  Any additional payments made under this provision are 
further reduced by any payments received  pursuant to the extraordinary circumstance exceptions 
provision.  (See subsection C2.)   
 
NOTE: HCFA does not recover prior exceptions payments if a hospital receives payments in 

excess of the minimum payment level in any year subsequent to a year in which 
exceptions payments were made.  However, any prior exceptions payments are included 
in the cumulative cost comparison to determine eligibility for an exceptions payment in a 
subsequent year. 
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EXAMPLE: Hospital Z is an urban hospital with more than 100 beds and a disproportionate 

share patient percentage of 16 percent. It has not received any exceptions payments 
for extraordinary circumstances. During its cost reporting period beginning in FY 
1992, it has allowable capital-related inpatient costs amounting to $1 million and 
receives capital-PPS payments totalling $710,000 for that period.  Hospital Z does 
not qualify for an exceptions payment because its capital-PPS payments exceed 70 
percent of its allowable inpatient capital-related costs by $10,000.  

 
For FY 1993, HCFA announces continuance of the prior year minimum payment 
levels. Hospital Z again has $1 million in inpatient capital-related costs but receives 
only $670,000 in total capital-PPS payments, or $30,000 less than its minimum 
payment level.  To determine its exceptions payment, the $10,000 excess over the 
FY 1992 minimum payment level is subtracted from the $30,000 shortfall in FY 
1993. The exceptions payment is made for $20,000 and, consistent with the 
minimum payment levels, the hospital receives payment equal to 70 percent of its 
allowable inpatient capital-related costs on a cumulative basis. 

 
EXAMPLE: Same as above except that in FY 1993,  Hospital Z's disproportionate share patient 

percentage increases to 23 percent and the hospital qualifies for an 80 percent 
minimum payment level. Thus, Hospital Z receives $130,000 less than its minimum 
payment level in the absence of the exceptions process. To determine its FY 1993 
exceptions payment, the $10,000 excess over the FY 1992 minimum payment level 
is subtracted from the $130,000, resulting in an $120,000 exceptions payment. 

 
2. Exceptions Payments for Extraordinary Circumstances.--If a hospital experiences 

extraordinary circumstances beyond its control such as flood, fire or earthquake damage which 
result in unanticipated capital expenditures in excess of $5 million (after applying insurance 
proceeds), it may request and be eligible for an additional payment for such costs during the 
capital-PPS transition period. The minimum payment level applicable under this exceptions 
provision is: 
 

o For sole community hospitals, 100 percent of Medicare's share of the allowable inpatient 
capital-related costs attributable to the extraordinary circumstances.  (If a hospital loses its SCH 
status during a cost reporting period, to apportion its payments properly multiply the 100 percent by 
the ratio of patient days it did qualify for exceptions payments to the total of patient days in the cost 
reporting period.); or 
 

o For all other hospitals, 85 percent of such costs.    
 
A hospital must apply to its HCFA Regional Office by the later of October 1, 1992, or within 180 
days after the extraordinary circumstances causing the unanticipated expenditures for a 
determination by the HCFA Administrator of whether the hospital is eligible for an additional 
payment based on the nature of the circumstances, any recovery proceeds from other parties and the 
amount of financial loss documented by the hospital. The request must be made in writing and 
provide an explanation with supporting documentation of the circumstances that led to the 
unanticipated capital expenditure and the estimated amount of the expenditure, along with the 
sources and amounts of any  
 
 
 
 
 
 
 
 
 
28-97.31 Rev. 371  



08-93 PROSPECTIVE PAYMENTS 2807.5 (Con.t) 
 
 
anticipated reimbursement from insurance and other sources directly related to the capital 
expenditure. The Regional Office evaluates the request and forward its recommendation to the 
Administrator for a decision. 
 
EXAMPLE: Hospital X, a 75-bed rural hospital, receives capital prospective payments effective 

with its cost reporting period beginning January 1, 1992.  On July 3, it sustains 
severe structural damage to an inpatient wing as a result of a tornado. Prior to 
January 3, 1993, the hospital files a request with the servicing HCFA Regional 
Office for an additional payment under the extraordinary circumstances provision 
along with the following supporting documentation: 

 
o Evidence of the extraordinary circumstance from public media releases, 
insurance company and public agency damage reports; 

 
o Independent capital replacement and repair cost estimates from architects 
and construction firms, and current equivalent equipment replacement cost 
statements from manufacturers and suppliers; and 

 
o An explanation with appropriate documentation of the extent to which the 
loss will be covered by insurance proceeds and other sources such as 
government relief funds. 

 
Upon completion of the HCFA review process, HCFA grants conditional approval 
for the exception request pending reopening of the wing and verification, by the 
intermediary, of the net cost to the hospital. 

 
During Hospital X's 1996 fiscal year, the rebuilt wing is reopened.  The hospital 
submits documentation with its cost report that the increase in the hospital's cost 
base for depreciable assets that is attributable to the hospital's allowable loss on the 
damaged wing as calculated in accordance with Medicare reasonable cost principles 
(see §133) and the building repairs equal $6 million.  The Regional Office notifies 
the intermediary and the hospital of final approval of the extraordinary 
circumstances exception request.  Since the increased cost basis is amortized over 
the remaining life of the wing, Medicare's share of the increased costs is determined 
in each remaining transition year based on the depreciation and interest expenses in 
that year attributable to the building damage repairs. 

 
In its cost reporting period beginning January 1, 1998, the hospital reports $400,000 
in depreciation and interest expenses attributable to the extraordinary circumstances 
and $1.2 million in other inpatient capital-related costs.  Assuming the hospital is 
subject to the 70 percent minimum payment level, the minimum payment level for 
the cost reporting period is $1,180,000 ($400,000 X .85 plus $1,200,000 X .70). If 
the hospital's capital prospective payments for the cost reporting period are less than 
this amount, the hospital receives an additional payment equal to the difference 
between the payments and the adjusted minimum floor, less any cumulative excess 
payments over the minimum payment levels in prior cost reporting periods. 
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2807.6 Determination Process.--During the capital-PPS transition period, the intermediary makes 
interim determinations of the hospital's hospital-specific rate, its old, new and obligated capital 
costs, the appropriate payment methodology, and the payment amounts for the cost reporting 
period. Final determinations are not made until after the close of the applicable cost reporting 
period when final data for that period is available.  
 
Interim determinations are not subject to administrative or judicial review. All final determinations 
are subject to administrative and judicial review as provided in 42 CFR Part 405, Subpart R.  
 

A. Hospital-Specific Rate Determinations.--If the initial base year cost report has not been 
settled, the intermediary makes an interim determination of the hospital-specific rate based on the 
hospital's submitted cost report and notifies the hospital of its determination at least 30 days before 
the start of the hospital's first cost reporting period beginning on or after October 1, 1991.  The final 
determination of the hospital specific rate normally is made when the base year cost report is 
settled. The final determination is effective retroactively to the beginning of the hospital's first cost 
reporting period under the capital-PPS.  In cases where the base period cost report remains open 
only for reasons unrelated to the determination of the hospital-specific rate (when the remaining 
issues do not affect hospital specific rate calculation), the intermediary issues a final determination 
as soon as possible instead of delaying until final settlement.  Appeal of the final hospital specific 
rate determination is subject to the rules in 42 CFR Part 405, Subpart R, and therefore, coincides 
with the settlement of the first capital-PPS cost report the hospital files. 
 
If the hospital requests a redetermination of its hospital-specific rate in accordance with §2807.4E, 
the intermediary makes an interim determination based on the submitted cost report and notifies the 
hospital within 90 days of receipt of the hospital's fully documented request.  The final 
determination of the redetermined hospital-specific rate is normally made when the new base year 
cost report is settled.  The final determination of the redetermined hospital-specific rate is effective 
retroactively to the beginning of the later of the hospital's first cost reporting period under the 
capital-PPS or the new base year.  
 
The intermediary adjusts the hospital-specific rate to reflect any changes in base year capital-related 
costs per discharge that result from administrative or judicial review of the initial determination.  
The adjustments are effective retroactively to the date of the intermediary's initial determination. 
 

B. Payment Methodology Determination.--Any time the intermediary makes a hospital-
specific rate determination, the intermediary also determines which payment methodology is 
applicable based on a comparison of the hospital-specific rate and the Federal rate for the cost 
reporting period and notifies the hospital of its determination.  The intermediary makes an interim 
payment methodology determination until it makes a final determination of the hospital-specific 
rate. If the hospital is receiving Federal rate payment adjustments for indirect teaching costs or for 
serving low income patients, the intermediary continues to make an interim determination until the 
cost report for the applicable cost reporting period under the capital-PPS is settled.  Until the cost 
report is settled, the intermediary makes the comparison using the best available estimate of the 
payment adjustments for indirect teaching costs and disproportionate share applicable during the 
cost reporting period.  
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The intermediary makes a final payment methodology determination when a final determination of 
the hospital-specific rate has been made and the cost report under the capital-PPS (the first year or a 
redetermination base year, as applicable) has been settled.  The final determination is effective 
retroactively to the beginning of the later of the hospital's first cost reporting period under the 
capital-PPS or the new base year.  If the hospital-specific rate is adjusted as a result of 
administrative or judicial review, the intermediary makes a new payment methodology 
determination on the basis of the new hospital-specific rate.  The new determination is effective 
with the beginning of the cost reporting period in which the new hospital-specific rate is applicable. 
 

C. Determination of Payment Amounts.--The payment rates under the capital-PPS are 
determined prospectively; however, since the amount of payment during the transition may depend 
in part on adjustments made to rates and costs, adjustments to the actual payment amounts may be 
made when the cost report is settled. 
 

1. Fully Prospective Payment Methodology.-- If a hospital is paid under the fully 
prospective payment methodology, the intermediary makes a final determination of any Federal rate 
payment adjustments for indirect teaching costs and for serving low income patients based on the 
final cost report data.  In addition, the intermediary  makes a determination of any additional 
amounts payable under the exceptions process. 
 

2. Hold Harmless Payment Methodology.--If a hospital is paid under the hold harmless 
payment methodology, the intermediary  makes interim payments based on the best available data 
concerning the hospital's old and new capital costs for the cost reporting period.  For the hospital's 
first cost reporting period under the capital-PPS, this data usually includes supplemental 
information submitted by the hospital estimating its discharges and old capital-related costs for the 
first period that the hospital is subject to the capital-PPS. The supplemental information must be 
submitted by the hospital in sufficient time for the intermediary to take it into account in its interim 
determination.  If the necessary data and cost report(s) are not available to the intermediary, the 
intermediary bases its determination on the available information. 
 
The intermediary makes the final determination of the hospital's payments under the hold harmless 
payment methodology, including any additional amounts payable under the exceptions process, 
when the cost report is settled based on the hospital's actual old and new capital costs and Federal 
rate payments for the cost reporting period.   
 
In addition to the intermediary's final determination of the hold harmless payment amounts for the 
cost reporting period, the intermediary's final determination of assets that qualify for recognition as 
old capital and any limitation on the amount of capital-related costs that are recognized as old 
capital costs is subject to administrative and judicial review for the first cost reporting period for 
which the determination affects the amount of program reimbursement.  If administrative or 
judicial review results in an adjustment to  old capital costs, the adjustment is effective with the 
intermediary's initial determination. 
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2807.7 Payments to New Hospitals.--A new hospital is a hospital that has operated (under 
current or previous ownership) for less than two years and does not have a 12-month cost reporting 
period (or a combination of cost reporting periods covering at least 12 months) ending on or before 
December 31, 1990 . A new hospital is paid 85 percent of its allowable Medicare inpatient hospital 
capital-related costs through its cost reporting period ending at least two years after the hospital 
accepts its first patient.  The new hospital exemption is only available to those hospitals that have 
not received reasonable cost payments in the past and need special protection during their initial 
period of operation.  The exemption does not apply to a facility that opens as an acute care hospital 
if that hospital operated in the past, under current or previous ownership, and has an historic asset 
base.  Also, a hospital that replaces its entire facility (regardless of change of ownership) does not 
qualify for a new hospital exemption even if it experiences a significant change in its asset base.  
Thus, the new hospital exemption does not apply in the following situations: 
 

o A hospital that changes status from an excluded hospital paid under §1886(b) of the Act 
(i.e., TEFRA limitation on reasonable cost reimbursement) to an acute care hospital subject to PPS; 
 

o A hospital that has been in operation for more than 2 years but has been participating in 
the Medicare program for less than 2 year; 
 

o A hospital that closes and then reopens under the same or different ownership; or  
 

o A hospital that builds a new or replacement facility at the same or a new location, even if 
a change in ownership or new leasing arrangements are involved. 
 
For its first cost reporting period beginning at least two years after a new hospital accepts its first 
patient, the hospital is paid under the applicable capital-PPS payment methodology based on a 
comparison of its hospital-specific rate and its adjusted Federal rate in accordance with §2807.4D. 
The base year used to establish the hospital-specific rate is the new hospital's 12-month or longer 
cost reporting period (or combination of periods totalling at least 12 months) that begins at least 
one year after the hospital accepts its first patient.  The hospital's allowable capital-related costs for 
land and depreciable assets that were put in use on or before the last day of its base year cost 
reporting period qualify as old capital costs.  The limitations in §2807.3B on the amount of capital-
related costs that are recognized as old capital costs apply except that the limitations are based on 
the amount that the hospital is obligated to pay as of the last day of its base year cost reporting 
period instead of December 31, 1990. 
 
If the new hospital is paid under the fully prospective payment methodology, the hospital is paid 
based on the appropriate Federal/hospital-specific blend. If the hospital is paid based on the hold 
harmless payment methodology, it is eligible to receive a hold harmless payment for up to eight 
years, beginning with the cost reporting period that it first begins to receive prospective payments.  
The hold harmless payment may continue beyond the FY 2001 cut-off for hold harmless payments 
to other hospitals. However, eligibility to receive an exceptions payment ceases with the hospital's 
cost reporting period beginning in FY 2001. 
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The rules for obligated capital are applicable to new hospitals without modification. (See 
§2807.3C.)  As is the case with other hospitals, a new hospital may request that its hospital-specific 
rate be redetermined through the later of its cost reporting period beginning in FY 1994 or the cost 
reporting period beginning after obligated capital that is recognized as old capital is put in use. (See 
§2807.4E.)   
 
If a hospital has been in operation for more than two years as of December 31, 1990, but does not 
have a 12-month cost reporting period ending before December 31, 1990, because it is newly 
participating in the Medicare program, the hospital does not qualify as a new hospital.  The 
hospital's base year is its first 12-month cost reporting period (or combination of cost reporting 
periods totalling 12 months) under the Medicare program.  However, the hospital's old capital costs 
are based on its capital-related costs attributable to assets that were put in use for patient care as of 
December 31, 1990, and the hospital is subject to all other capital-PPS transition payment rules. 
(See §2807.4A for implementing capital-PPS transition rules in such cases.) 
 
2807.8 Gain or Loss on Disposal of Old Capital.--Under Medicare's reasonable cost principles 
(see §§132 ff.), a gain or loss to correct depreciation expense claimed upon disposal of an asset is 
recognized in the year that the asset disposal takes place, even though some portion of the gain or 
loss applies to the years prior to the asset disposal. However, in determining Medicare's share of the 
gain or loss, the gain or loss is spread over the cost reporting periods for which Medicare shared in 
the cost of the asset. Medicare's share of the gain or loss applicable to prior cost reporting periods is 
determined based on Medicare utilization in each of the prior cost reporting periods and is 
recognized as a prior period adjustment on the settlement worksheet (Worksheet E) of the Medicare 
cost report (Form HCFA-2552). The portion of the gain or loss applicable to the cost reporting 
period during which the disposal occurs is reflected in that period's costs. 
 

A. Disposal Occurring in the Base Year.--If there ia a gain or loss in the capital-PPS base 
year, only that portion of the gain or loss applicable to the base year is reflected in the hospital-
specific rate. The remaining gain and loss amounts are ascribed to prior years on the Worksheet E. 
 

B. Disposal Occurring After the Base Year.--After a hospital becomes subject to the capital-
PPS, the treatment of the gain or loss adjustments for current and prior cost reporting periods is 
dependent upon the capital-PPS payment methodology applicable to the hospital. In all cases, any 
adjustment to prior periods reflects the appropriate capital discount applicable to that period.  In the 
few cases where gains or losses on disposals are carried forward to future periods, any adjustment 
depends on the capital-PPS methodology under which the hospital is paid in each cost reporting 
period for old capital costs and, as appropriate, the provisions of 42 CFR 413.134(f). 
 

1. Fully Prospective Payment Methodology.-- For hospitals paid under the fully 
prospective methodology, prior period adjustments in these cases are made as Medicare Part A 
settlement adjustments only for those years prior to the capital-PPS since reasonable cost 
reimbursement was only applicable in those periods. This does not affect the hospital-specific rate 
determination if the base year is a prior adjustment period. (See §2807.4B.)  Medicare Part B 
adjustments are made for all cost reporting periods. For new assets purchased and disposed of after 
the hospital's capital-PPS effective date, only the gain or loss applicable to Medicare Part B 
payments may be reflected as a cost reporting adjustment.   
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2. Hold Harmless Payment Methodology.--Under the hold harmless methodology, 
gains or losses on disposals after the effective date of the capital-PPS for hospitals paid based on 
100 percent of the Federal rate are handled in the same fashion as fully prospective methodology 
hospitals. For hospitals receiving a hold harmless payment for old capital, the gain or loss on old 
capital assets is handled through the cost report for appropriate period adjustments, pursuant to the 
appropriate capitalization policies in 42 CFR 413.134(f), for both Medicare Part A and Part B, and 
for both the pertinent capital-PPS and prior periods.  In the case of disposal of new capital assets by 
a hospital paid under the hold harmless method, only gains or losses on  disposal of such assets that 
are applicable to Medicare Part B payments are adjusted on Worksheet E of the cost report.  
 

C. Change of Ownership.--Gains or losses associated with a change of ownership situation 
must be treated in accordance with special rules due to the provisions of §1861(v)(1)(o) of the Act. 
If the sale price of the asset is greater than or less than the net book value of the asset and cost 
reimbursement rules are applicable to Medicare capital payments in the prior period, Medicare 
adjusts for the resultant gain or loss, respectively. This adjustment, which represents a correction of 
Medicare's share of the depreciation recognized during the years that the asset was in use, is made 
to the seller's share of Medicare payments in the year that the asset is sold. For treatment of the 
purchaser's costs and any effect on the hospital's capital-PPS payment methodology or amount, see 
§2807.9 regarding change of ownership situations. 
 
2807.9 Change Of Ownership.-- 
 

A. Single Hospital Involved.--If there is a change of ownership involving a single hospital 
during its base period under the capital-PPS, the base period capital-related costs used to determine 
the hospital-specific rate include any portion of the old owner's gain or loss that is attributable to 
the base year only.  The base year capital-related costs do not include any prior period adjustments 
for the gain or loss.  The base period capital-related costs are used to determine the new owner's 
hospital-specific rate and to identify its old capital costs that qualify for any hold harmless payment. 
 
If there is a change of ownership subsequent to the base period, the new owner receives capital-PPS 
payments under the same payment methodology and rates as the previous owner if the change of 
ownership results in a single surviving hospital.  If the hospital is paid under the fully prospective 
methodology, the new owner may request that its hospital-specific rate be recalculated based on its 
old capital costs in a cost reporting period beginning subsequent to the initial base year, if 
appropriate under §2807.4E.  If the hospital is paid under the hold harmless methodology, the 
depreciation costs associated with the old capital assets in patient care use as of December 31, 
1990, may decline if the purchase price of the new owner affects the valuation under the original 
depreciation schedule used to establish the old capital costs for those assets.  However, the 
depreciation costs cannot increase since the same depreciation guidelines used in the hospital's base 
period must be maintained in determining any change in the old capital asset valuation in 
accordance with 42 CFR 412.302(b)(1).   
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B. Formation of Separate Hospitals.--If a change of ownership, or other action, involving a 
multicampus hospital results in the formation of two separate PPS hospitals from facilities that are 
subject to capital-PPS payments, the intermediary determines a new hospital specific rate  for each 
separate hospital effective with the date of dissolution.  The intermediary determines if the base 
year capital-related costs for each hospital can be reconstructed.  If the base year capital-related 
costs can be reconstructed, the hospital-specific rate for each hospital is recomputed based on the 
original base period costs.  If the base year capital-related costs for each hospital cannot be 
reconstructed based on the original base year records, each hospital's hospital-specific rate is 
recalculated, pursuant to the guidelines in §2807.4, by establishing the respective hospital's base 
year as its first 12-month or longer cost reporting period (or combination of cost reporting periods 
covering at least 12 months) subsequent to the dissolution.  In determining each hospital's old 
capital-related costs, the amount that is recognized as old capital is limited to the capital-related 
costs attributable to assets in patient care use as of December 31, 1990.  The hospitals also are 
subject to all other transition period rules.  Payments are made subject to the requirements in 
§2807.5.  However, during the period before the hospital specific rate is recalculated for each 
hospital, interim payments for such hospitals are determined by the intermediary on the basis of the 
best data available prior to receipt of the new base period cost reports.  The final hospital-specific 
rates are applied retroactively to the later of the hospitals' first cost reporting period under capital-
PPS or the effective date of the dissolution that required the recalculation. 
 

C. Hospital Merger or Consolidation.--If two or more hospitals merge or consolidate into 
one hospital during the base period, the hospitals' latest cost reporting period(s) of at least 12 
months duration ending on or before December 31, 1990, is the base period, and an average 
discharge-weighted, hospital-specific rate is calculated.    
 
NOTE: This provision for recalculation of the hospital-specific rate, and any applicable effect on 

the capital-PPS payments due the resulting hospital, is applicable only to those cases that 
meet the previously existing capital-related reasonable cost rules regarding the criteria 
for recognizing a merger or consolidation in 42 CFR 413.134(k).  In cases in which the 
merger or consolidation rules are not met, the transaction is treated simply as a normal 
asset acquisition for Medicare program purposes.  Thus, even if a hospital purchases the 
entire stock of assets of another hospital without meeting the merger or consolidation 
criteria (e.g., when a hospital has filed for bankruptcy and all the assets are purchased by 
another hospital at auction or through the court), those assets of the acquired hospital are 
considered new capital for the purchasing hospital. 

 
EXAMPLE: Hospital A merged with Hospital B (pursuant to 42 CFR 413.134(k)(2)(ii)) on 

September 1, 1990, and Hospital B is the surviving hospital.  Hospital A had a 
fiscal year ending June 30, 1990, and Hospital B had a fiscal year ending December 
31, 1990, which it retains after the merger.  The  following data is obtained for each 
hospital: 
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                            Medicare                 
                            Inpatient   Case       
                Medicare    Capital     Mix      Case Mix Adjusted 
                Discharges  Cost        Index    Cost Per Case        
Hospital A: 
  FY End 
  6/30/90       1,200      $1,200,000 1.12        $892.86 
  
Short Period 
  7/01/90 - 
  8/31/90           410             400,000 1.14        $855.80 
 
Hospital B: 
Short Period 
  1/01/90 - 
  8/31/90       1,100        2,400,000 1.18      $1,849.00 
 
Short Period 
  9/01/90 - 
  1 2/31/90         700            980,000 1.15      $1,217.39 
 
Hospital A's combined adjusted base year cost is determined as: 
 
($892.86 x 1200) + ($855.80 x 410) = $883.42   
         1200 + 410                
 
 
Hospital B's combined adjusted base year cost is determined as: 
 
($1849.00 x 1100) + ($1217.39 x 700) = $1,603.37 
           1100 + 700   
 
The combined adjusted base year cost per case for each hospital is multiplied by the applicable 
update factor: 
 
Hospital A: $883.27 x 1.17858    = $1,041.00 
Hospital B: $1,603.37 x 1.14272 = $1,832.20 
 
The combined average cost per case is then determined by weighting for the applicable number of 
discharges. 
 
($1,041.00 x 1610) + ($1,832.20 x 1800) = $1,458.64 
           1610 + 1800     
 
The combined cost per case is then multiplied by the FY 1992 exceptions reduction factor and the 
budget neutrality adjustment factor to yield the hospital-specific rate: 
 

.9813 X $1,458.64 = $1,431.37 

.9602 X $1,431.37 = $1,374.40            
 
The hospital-specific rate of $1,374.40 is then used to determine the payment methodology that is 
applicable during the transition period.  The assets and other capital-related costs on the books of 
the merged facilities as of December 31, 1990, are recognized as old capital for hold harmless 
determination purposes as well as any obligated costs of either hospital that meet the requirements 
in §2807.3C. 
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If the merger or consolidation occurs after the base period, an average hospital-specific rate, 
weighted as in the above example by the number of base year discharges, is determined based on 
each hospital's base year data and compared to the Federal rate applicable to the resulting hospital 
to determine which payment methodology the hospital is paid during the remainder of the transition 
period.  If the weighted hospital-specific rate is below the Federal rate, the hospital is paid under 
the fully prospective methodology during the remainder of the transition even if one of the hospitals 
had been paid under the hold harmless methodology prior to the merger.  The weighted hospital- 
specific rate is applied effective with the date of the merger.  The  capital-related costs related to 
the assets of each merged or consolidated hospital as of December 31, 1990, are recognized as old 
capital costs during the remaining transition period.  If the hospital is paid under the hold harmless 
methodology after the merger, only the capital-related costs for the remaining old capital are 
eligible for hold harmless payments. 
 
2810 SPECIAL TREATMENT OF SOLE COMMUNITY HOSPITALS UNDER 

PROSPECTIVE PAYMENT SYSTEM 
 
Effective with cost reporting periods beginning on or after October 1, 1983, Medicare pays most 
hospitals for inpatient operating costs on the basis of prospectively determined rates per discharge, 
as described in §2801.  (See §2803 for excluded hospitals.)  However, the law requires special 
payment provisions for sole community hospitals (SCHs) that, by reason of factors such as isolated 
location, weather conditions, travel conditions, or absence of other hospitals, are the sole source of 
inpatient hospital services reasonably available in a geographic area to individuals who are entitled 
to Part A benefits under the program.  Approved SCHs are paid indefinitely in accordance with the 
rates for the first year of the transition period to PPS, i.e., 75 percent of the hospital-specific rate 
and 25 percent of the Federal regional rate. 
 

A. Criteria for SCH Classification.-- 
 

1. Automatic Classification.--A hospital that has been granted an exemption from the 
hospital cost limits as an SCH before October 1, 1983, or whose request for the exemption was 
received by the appropriate intermediary before October 1, 1983, and was subsequently approved, 
is classified as an SCH under the PPS unless there is a change in the circumstances under which the 
classification was approved.  An example of a situation in which an existing SCH's continued 
classification is questioned is the opening of another hospital in the area.  In evaluating whether 
SCH classification continues, HCFA considers whether the hospital meets the criteria with respect 
to isolation and serving as the sole source of care reasonably available to Medicare beneficiaries. 
 

2. All Other Hospitals.--A hospital that requested SCH designation on or after October 
1, 1983, may be classified as an SCH and receive payment adjustments under the PPS if it is 
located in a rural area and meets the criteria in subsections a, b, or c below. 
 

a. The hospital is located more than 35 miles from other like hospitals. 
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b. The hospital is located between 25 and 35 miles from other like hospitals and: 
 

(1) No more that 25 percent of the residents who become hospital inpatients 
or no more than 25 percent of the Medicare beneficiaries who become hospital inpatients in the 
hospital's service area are admitted for care to other like hospitals within a 35 mile radius of the 
hospital or, if larger, within its service area; or 
 

(2) The hospital has fewer than 50 beds and the fiscal intermediary certifies 
that the hospital would have met the criteria in item (1) were it not for the fact that some 
beneficiaries or residents were forced to seek care outside the service area due to the unavailability 
of necessary specialty services at the community hospital. 
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c. The hospital is located between 15 and 35 miles from other like 
hospitals, and, because of local topography or periods of prolonged severe weather conditions, 
the other like hospitals are inaccessible for at least 30 days in each of 2 out of 3 years. 
 
An SCH classification is not available for hospitals located within 15 miles of another like 
hospital. Additionally, hospitals located in urban areas, i.e., MSAs, NECMAs, or those counties 
deemed urban, may not be classified as SCHs unless they had been granted an SCH exemption 
under the cost limits prior to October 1, 1983.  Since local commuting patterns are considered 
in establishing the urban designations, residents in urban areas generally have access to hospital 
services either by living in close proximity to a hospital or by establishing a heavy commuting 
pattern to an area in which a hospital is located. 
 
In evaluating the distance between hospitals, HCFA measures the most direct (i.e., shortest) 
route between the facilities using improved road miles.  An improved road is a road that is 
maintained for regular use by a governmental entity (i.e., local, State, or Federal) and that is 
available for use by the general public. 
 
The term "like hospitals," for purposes of making a determination on SCH designations, applies 
to those hospitals furnishing short-term acute care services.  A hospital may not qualify for an 
SCH classification on the basis that neighboring hospitals do not offer comparable specialty 
services.  For example, a hospital that has an intensive care unit is not classified as an SCH 
even though another neighboring acute care hospital does not furnish this specialty service. 
 
A hospital's service area is the area from which the hospital draws at least 75 percent of its 
inpatients during the most recently completed cost reporting period ending before it files for 
SCH status.  A hospital may define its service area as the lowest number of zip codes from 
which the hospital draws at least 75 percent of its inpatients, or it may use boundaries 
established by the statewide health planning agency.  Additionally, documented data from any 
independent source that can be used to identify the hospital’s service area, such as a State 
hospital association, will be considered and reviewed, provided that HCFA is able to verify that 
a hospital drew at least 75 percent  of its inpatients from the defined service area.  
 

B. Requesting SCH Classification.--A hospital that believes it qualifies as an 
SCH under the criteria listed above may submit a written request to be designated as an SCH to 
its fiscal intermediary at any time during its cost reporting period.  The hospital's request must 
include the following documentation to substantiate its request: 
 

1. Information on Requesting Hospital.--A hospital's request must show the 
requesting hospital's name, address, county, urban/rural classification, type, bed size, and 
provider number. 
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2. Location of Neighboring Hospitals.--The hospital must submit the name 
and address of all hospitals within a 35-mile radius of the requesting hospital.  In addition, the 
requesting hospital must submit a detailed road map showing the most direct route to each 
neighboring hospital using "improved roads" as defined above and actual road mileage to each 
hospital. 
 

3. Utilization Data.--If a hospital is requesting SCH classification on the 
basis that it is located between 25 and 35 miles of another hospital and no more than 25 percent 
of the service area residents utilize services at another hospital (see subsection A.2.b.), the 
requesting hospital must submit the following information on utilization and service areas. 
 

a. A map depicting the hospital's service area and a description of how 
the service area was determined must be submitted. 
 

b. If a statewide planning agency has not established the boundaries of 
the hospital's service area, admissions data showing the address of every patient admitted 
during the most recently completed cost reporting period must be submitted.  Admissions data 
must be displayed so that the reviewer may easily verify the construction of the service area 
from this documentation.  For example, if the service area was established by using postal zip 
codes, the admissions data must be grouped by area zip codes. 
 

c. In order to document that no more than 25 percent of the residents 
or, if applicable, Medicare beneficiaries from the hospital's service area were admitted to other 
like hospitals for care, admissions data from all hospitals located within 35 miles of the 
requesting hospital or, if larger, the requesting hospital's service area, must be analyzed.  In 
many areas, the State hospital association periodically analyzes hospital market areas and can 
produce the utilization data necessary for making this determination. 
 
In the event that existing data are not available on utilization, the requesting hospital gathers the 
information necessary to permit an evaluation of utilization of other like hospitals.  These 
utilization data are gathered on general resident usage or Medicare beneficiary utilization.  Such 
data gathering may involve the cooperation of the neighboring hospitals in order to assure that 
information is valid and reliable.  The fiscal intermediary may also assist the hospital in 
obtaining such documentation provided identifying information of the beneficiary is withheld. 
 
If a hospital is unable to collect the data necessary to document the percentage of patients it 
admits, it may request HCFA's assistance.  Using central office records, HCFA can furnish data 
on Medicare admissions to identified hospitals for specific periods of time.  The hospital's 
request is submitted through its fiscal intermediary and must include its full name, provider 
number, and a statement that it is requesting admissions information for SCH qualification.  
The hospital's request must furnish a listing of zip 
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codes within the hospital's service area and it must provide the full name and address and, if 
available, the Medicare provider number of every other hospital located within the larger of the 
hospital's service area or a 35-mile radius.  The request must also include the beginning and ending 
dates of the hospital's most recently completed cost reporting period. 
 
If a hospital fails to achieve SCH status based on HCFA-generated data, it may not substitute other 
patient-origin data for the same time period.  That is, once a hospital elects to have HCFA furnish 
the patient origin data, only HCFA's data are considered in the determination. 
 
If general resident utilization is used, the documentation may be gathered from a sample period. 
However, the sample period must be of sufficient duration to produce reliable results.  A minimum 
of 6 months' admission data, or such other sample as the HCFA Regional Office finds acceptable, 
is essential for this evaluation. 
 
Since the universe of Medicare beneficiary utilization is significantly smaller than general resident 
usage, a sample period is not appropriate for documenting utilization of other like hospitals for only 
the Medicare beneficiary population.  Therefore, in requesting SCH status under this criterion, a 
hospital must provide utilization data for 12 months using its most recently completed cost 
reporting period.   
 
Regardless of the population used to document patient origin utilization, the data must be displayed 
by the requesting hospital so that reviewers may easily verify those patients that reside in the 
requesting hospital's service area. 
 
EXAMPLE: Hospital A (the requesting hospital) is located 27 miles from Hospital B and 

30 miles from Hospital C.  Hospital A defines its service area as postal zip 
codes 21345, 21347, and 21350.  The following is a summary of the 
admissions data submitted. 

 
 

# Admissions # Admissions # Admissions   Total 
Area  Hospital A  Hospital B  Hospital C Admissions 

 
21345   300     50      25   375 
21347   250     25      50   325 
21350   500     50      50   600 
Total 1,050    125     125 1,300 
Other Areas   275  1,000     525 1,800 
Grand Total 1,325  1,125     650 3,100 

 
 
 
Thus, of the 1,300 patients in Hospital A's service area who have been hospitalized during the year, 
only 19 percent (250) received services from other hospitals. 
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d. The criterion in subsection A.2.b.(2) provides that hospitals with fewer than 50 
beds that do not meet the criterion in c. above may provide additional data to justify the reasons 
residents or beneficiaries sought care outside the service area.  This alternative is available only to 
these small rural hospitals that are located between 25 and 35 miles of other like hospitals.  
Qualifying hospitals requesting SCH status under this provision gather the necessary data using the 
patient origin data obtained under subsection B.3.c.  The hospital obtains information as to the 
diagnoses and services necessary for those residents or Medicare beneficiaries who obtained care 
outside the requesting hospital's service area during the survey period.  If the hospital is unable to 
obtain the data from any other source, the fiscal intermediary provides assistance by making 
available Medicare discharge data by patient origin for neighboring hospitals. 
 
The hospital must group the cases by type of service to simplify and expedite the fiscal 
intermediary's certification process.  For example, assume the utilization data showed that, of the 
1300 patients in Hospital A's service area who were hospitalized during the survey period, 500 
patients (38.5 percent) were admitted to alternative hospitals. However, Hospital A obtained 
certifications that 200 patients required intensive care unit services and 50 were obstetrical patients. 
 Hospital A does not provide either of these services.  Therefore, these cases are removed from both 
the out-of-area services and the total services, leaving utilization data for Hospital A's service area 
of 800 of 1050 total cases (76.2 percent) treated at Hospital A.  Consequently, the hospital meets 
the criteria for SCH designation. 
 

4. Accessibility Data.--If a hospital is requesting SCH classification on the basis that it 
is at least 15 miles from another hospital but, because of local topography or severe weather 
conditions, the other hospital is inaccessible for more than 30 days in each 2 out of 3 years, the 
requesting hospital must submit data to document a history of such inaccessibility.  The fact that 
alternative hospital services were not available for a total of 30 days in a single 12-month period is 
not sufficient evidence to substantiate the prolonged and predictable inaccessibility intended in this 
criterion.  Thus, we are requiring official documentation demonstrating inaccessibility for 30 
nonconsecutive days in each of 2 out of the last 3 years.  Such documentation, such as reports of a 
State highway department or local public safety officials, must specify the location of the road 
closure and the periods of time the road was inaccessible.  In addition, the requesting hospital must 
detail the alternate route to the neighboring hospital and the mileage using the alternate route. 
 

C. Approval of SCH Classification.--The fiscal intermediary reviews the documentation 
submitted by the requesting hospital.  If the request is incomplete, the intermediary contacts the 
hospital to obtain additional information.  Once all the necessary data have been obtained, the 
intermediary forwards the completed package to the appropriate HCFA Regional Office with its 
recommendation for further action. 
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The HCFA Regional Office makes the final determination on the hospital's request and responds in 
writing to the intermediary as rapidly as possible.  The hospital receives notification of the decision 
from its intermediary.  SCH approval becomes effective for discharges occurring 30 days after the 
date of HCFA approval.  There are no retroactive effective dates on SCH designations other than 
requests granted by a court order or PRRB decision.  Thus, prospective payments under the SCH 
formula, for those hospitals approved on or after October 1, 1983, do not begin until 30 days after 
the date of HCFA approval.  This formula for calculating prospective payment rates continues to be 
the basis of the payment to SCHs for as long as they retain their SCH classification. 
 
Once a hospital has been designated as an SCH, it retains that classification indefinitely unless 
there is a change in the circumstances under which the classification was approved suggesting a 
need for reevaluation or the hospital requests its SCH classification be cancelled. 
 

D. Cancellation of SCH Classification.--It might be to a hospital's advantage in certain 
instances to give up its SCH classification and elect to be paid as other hospitals in the region.  
Therefore, a hospital may voluntarily cancel its SCH classification at any time by notifying the 
Regional Office in writing of its request.  The Regional Office notifies the fiscal intermediary of the 
decision. 
 
Hospitals are expected to notify the Regional Office in advance of their decision to give up their 
SCH designations.  No SCH cancellations are made effective retroactively.  The change to fully 
national rates becomes effective no later than 30 days after the hospital submits its request.  The 
"no later than 30-day" time frame allows the hospital, the Regional Office, and the fiscal 
intermediary to select a mutually agreeable date, e.g., at the end of a month.   
 
Once a hospital gives up its SCH designation, it may reapply for SCH status only after one full year 
has passed since the cancellation was effective.  SCH status is granted to the hospital only if it 
meets the qualifying criteria in effect at the time it reapplies. 
 
2810.1  Additional Payments To SCHs That Experience A Decrease In Discharges.--If a hospital 
that is classified as an SCH experiences, due to circumstances beyond its control, a decrease of 
more than 5 percent in its total number of discharges compared to the immediately preceding cost 
reporting period, the hospital may receive a payment adjustment. This additional payment provision 
applies to cost reporting periods beginning on or after October 1, 1983 and before October 1, 1990. 
 

A. Criteria for Determining Eligibility for Additional Payments.--In addition to being 
approved as an SCH for at least a part of the cost reporting period in question, the basic criteria for 
approval of additional payment for SCHs involve two issues, i.e., circumstances beyond the 
hospital's control and decrease in discharges. 
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1. Circumstances Beyond the Hospital's Control.--In order for an SCH to qualify for 
additional payment, the decrease in volume must result from an unusual situation or occurrence 
externally imposed on the hospital and beyond its control.  These situations may include strikes, 
floods, inability to recruit essential physician staff, unusual prolonged severe weather conditions, 
serious and prolonged economic recessions that have a  direct impact on admissions, or similar 
occurrences with substantial cost effects. 
 

2. Decrease in Discharges.--In order to qualify for additional payments, an SCH must 
experience a decrease in discharges of more than 5 percent.  In making the comparison of 
discharges, the number of discharges in a cost reporting period is compared to the immediately 
preceding cost reporting period only.  Thus, if a hospital experiences an occurrence toward the end 
of a cost reporting period that does not result in a total 5 percent decrease in discharges throughout 
the cost reporting period, additional payments are not made to the hospital.  Similarly, if a hospital 
experiences an occurrence that results in a sustained decrease in cases, an adjustment is made only 
for the cost reporting periods where the change resulted in a decrease of 5 percent of the discharges. 
 An adjustment is not made during a  subsequent period unless discharges decreased another 5 
percent. 
 
EXAMPLE A:  The nursing staff of Hospital X, an SCH, went on strike 6 weeks before the end of 
the cost reporting period ending December 31, 1984, resulting in a sharp decrease in discharges 
during the end of that period and the beginning of the next period. 
 

o Discharges for the cost reporting period ended December 31, 1983 equal 2,500. 
 

o Discharges for the period January 1, 1984 through November 15, 1984 equal 2,400. 
 

o Discharges for the period November 15, 1984 through December 31, 1984 equal 10. 
 

o Discharges for the period ended December 31, 1985 equal 2,410. 
 
In this case, Hospital X is not eligible for additional payment because there was not a 5 percent 
decrease in total discharges from the previous cost reporting period (2,500 vs 2,410 = 3.6 percent 
decrease). 
 
EXAMPLE B:  Hospital Y's community physician retires in January of its cost reporting period 
ended September 30, 1984.  This results in a sustained lower case load until June 1985 when the 
physician is replaced. 
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o Discharges for cost reporting period ended September 30, 1983 equal 5,000. 
 

o Discharges for cost reporting period ended September 30, 1984 equal 3,000. 
 

o Discharges for cost reporting period ended September 30, 1985 equal 3,500. 
 
Additional payment is available only for the cost reporting period ended September 30, 1984.  Even 
though discharges for the period ended September 30, 1985 were more than 5 percent less than the 
cost reporting period ended September 30, 1983, an adjustment for this period is not available 
because the comparison must be made to the immediately preceding cost reporting period. 
 

B. Amount of Payment Adjustment.--Additional payment is made to an eligible SCH for the 
fixed costs it incurs in the period in providing inpatient hospital services including the reasonable 
cost of maintaining necessary core staff and services, not to exceed the difference between the 
hospital's Medicare inpatient operating cost and the hospital's total DRG revenue. 
 
Fixed costs are those costs over which management has no control.  Most truly fixed costs, such as 
rent, interest, and depreciation, are capital-related costs and are paid on a reasonable cost basis, 
regardless of volume.  Variable costs, on the other hand, are those costs for items and services that 
vary directly with utilization such as food and laundry costs. 
 
In a hospital setting, however, many costs are neither perfectly fixed nor perfectly variable, but are 
semifixed.  Semifixed costs are those costs for items and services that are essential for the hospital 
to maintain operation but also vary somewhat with volume. For purposes of this adjustment, many 
semifixed costs, such as personnel-related costs, may be considered as fixed on a case-by-case 
basis. 
 
In evaluating semifixed costs, the intermediary considers the length of time the hospital has 
experienced a decrease in utilization.  For a short period of time, most semifixed costs are 
considered fixed.  As the period of decreased utilization continues, we  expect that a cost-effective 
hospital would take action to reduce unnecessary expenses. Therefore, if a hospital did not take 
such action, some of the semifixed costs may not be included in determining the amount of the 
payment adjustment. 
 
The adjustment amount includes the reasonable cost of maintaining necessary core staff and 
services.  The intermediary reviews the determination of core staff and services based on an 
individual hospital's needs and circumstances; e.g., minimum staffing requirements imposed by 
State agencies. 
 

C. Requesting Additional Payments.--An SCH that believes it qualifies for an adjustment as 
explained above must submit a written request for an adjustment to its fiscal intermediary.  The 
hospital's request must be made to its intermediary within 180 days of the date on the intermediary's 
Notice of Program Reimbursement.  If the SCH has not yet filed a cost report for the period for 
which a payment adjustment is requested, such a cost report must be forwarded to the intermediary 
with the hospital's request.  If a cost report has been filed, the SCH submits the request as soon as 
possible to allow the intermediary to incorporate any needed on-site verification into the normal 
audit cycle. The request must include the following documentation. 
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1. General Information.--The request must include the requesting hospital's name, 
address, provider number, and date of classification as an SCH. 
 

2. Discharge Data.--The SCH must submit data on the number of discharges in the cost 
reporting period for which the payment adjustment is being requested and the number of discharges 
in the cost reporting period immediately preceding the period in question.  If either the preceding 
cost reporting period or the period in which the decline occurred is not 12 months in duration, the 
hospital must annualize discharges in the short cost reporting period. 
 
EXAMPLE: A hospital requests a payment adjustment for a volume decline in two cost reporting 
periods. 
 

Cost Reporting Period Discharges 
 

01/01/84 - 12/31/84 1,500 
01/01/85 - 05/31/85   600 
06/01/85 - 05/31/86 1,225 

 
Discharges for FYE 05/31/85 are annualized to 1,440 discharges (600 :- 5 = 120 x 12 = 1,440).   
 
The provider is not eligible for an adjustment for FYE 05/31/85 as discharges only declined 4 
percent (1500 - 1440 = 60 :- 1500 = .04).   
 
The provider is eligible for an adjustment for FYE 05/31/86 as discharges declined 14.9 percent 
(1440 - 1225 = 215 :-1440 = .149). 
 

3. Circumstances.--The hospital's request must include documentation outlining the 
circumstances that resulted in the decrease in discharges.  This must include a narrative description 
of the occurrence, date of its onset, and how it affected the number of discharges. 
 

4. Cost Data.--The hospital's request must include cost reports for the cost reporting 
period in question and the immediately preceding period.  The submittal must demonstrate that the 
Total Program Inpatient Operating Cost, excluding pass-through costs, exceeds DRG payments, 
including outlier payments.  No adjustment is allowed if DRG payments exceeded program 
inpatient operating cost. 
 

5. Semifixed Costs.--The request must include a narrative description of those actions 
taken by the hospital to reduce semifixed costs. 
 

6. Core Staff and Services.--A comparison, by cost center, of full-time equivalent 
employees and salaries in both cost reporting periods must be submitted.  The requesting hospital 
must identify core staff and services in each center and the cost of these staff and services.  The 
request must include justification of the selection of core staff and services including minimum 
staffing requirements imposed by an external source.  The intermediary's analysis of core staff is 
limited to those cost centers (General Service, Inpatient, Ancillary, etc.) whose costs are 
components of Medicare inpatient operating cost. 
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a. Core nursing staff is determined by comparing full-time equivalent (FTE) 
staffing in the Adults and Pediatrics and Intensive Care Unit cost centers to FTE staffing in the 
prior year and FTE staffing in peer hospitals.  Peer hospital information is obtained from data on 
nursing hours per patient day from Hospital Administrative Statistics (HAS) Monitrend Data Books 
for hospitals of the same size, geographic area (Census Division), and period of time.  Acceptable 
core nursing staff for a year in which a hospital had a volume decline is the lesser of actual staffing 
in the prior fiscal year or core staff for the prior fiscal year as determined from HAS data from peer 
hospitals. 
 
EXAMPLE A:  Hospital A is a 100-bed SCH located in Nebraska (Census Division 6).  Its 
discharges for its FYE June 30, 1986 were 1,160; for FYE June 30, 1985, discharges were 1,450.  
The hospital is eligible for a payment adjustment on the basis of a 20 percent volume decrease 
(1450 - 1160 = 290 :- 1450 = .20)  For FY 1985, Hospital A had 115.5 Routine (Adults and 
Pediatrics) Service nursing FTEs and 21,783 routine inpatient days. Hospital A had 12 ICU FTEs 
and 767 ICU inpatient days.  For FY 1986, Hospital A had 82.14 total nursing FTEs (Routine and 
ICU).  The patient care core staff determination for Hospital A is done as follows: 
 
 Hospital A 
 Core Staff Determination 
 Fiscal Year Ended June 30, 1986 
 

Routine Care 
 
11985 HAS Paid Nursing Hours per Patient Day  8.02 
Hospital A Total Routine Days x 21,783 
Core Staff Hours  174,699.66 
2Paid Hours per Year -:- 2,080 
Routine Core Staff FTEs  83.99 
 
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 
Hospital A FYE 6/30/85 Actual Routine Service FTEs  115.50 
 
---------------------------------------------------------------------------------------- 
 

Intensive Care 
 
31985 HAS Paid Nursing Hours Per Patient Day  22.52 
Hospital A Total ICU Days  x      767 
Core Staff Hours  17,272.84 
Paid Hours per Year -:- 2080 
ICU Core Staff FTEs  8.30 
 
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  
 
Hospital A FYE 6/30/85 Actual ICU FTEs  12.00 
 
--------------------------------------------------------------------------------------- 
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Core Staff Evaluation 
 
HAS Routine Core Staff FTEs       83.99 
HAS ICU Core Staff FTEs +        8.30 
1985 Core Staff Based on HAS Data       92.29 
 
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  
Hospital A Routine Service FTEs      115.50 
Hospital A ICU FTEs +       12.00 
Hospital A FYE 6/30/85 Actual Nursing FTEs      127.50 
 
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 
Hospital A FYE 6/30/86 Actual Nursing FTEs       82.14 
 
1From Medical and Surgical Units; Paid Hours per Patient Day; Hospitals with 100-199 Beds; 
Census Division 6 

Period Ending 12/31/84     8.37 
Period Ending 06/30/85   7.67 

16.04 -:- 2 = 8.02 
 
2Assumes a standard 40-hour work week.  If the hospital's actual work week is other than 40 
hours, this number is changed accordingly. 
 
3From Medical and Surgical Intensive Care Units; Paid Hours per Patient Day. 
 
Hospital A's nursing staffing for FYE June 30, 1986 of 82.14 FTEs is less than the lower of the 
127.5 FTEs from the prior year or the 92.29 FTE core staff calculated from HAS data. Hospital A 
is eligible for a payment adjustment up to the difference between its Program Inpatient Operating 
Cost and its DRG Payment for the fiscal year. 
 
EXAMPLE B:  Hospital B is a 75-bed SCH located in Colorado (Census Division 8).  Its 
discharges for its FYE September 30, 1987 were 950; for FYE September 30, 1986, discharges 
were 1,075.  The hospital is eligible for a payment adjustment on the basis of an 11.6 percent 
volume decrease.  (1075 - 950 = 125 :- 1075 = .116) 
 
For FY 1986, Hospital B had 27.35 Routine (Adults and Pediatrics) Service nursing FTEs and 
5,215 routine inpatient days.  For FY 1987, Hospital B had 23.54 nursing FTEs.  The patient care 
core staff determination for Hospital B is done as follows: 
 
 Hospital B 
 Core Staff Determination 
 Fiscal Year Ended September 30, 1987 
 

Routine Care 
 
11986 HAS Paid Nursing Hours per Patient Day  8.79 
Hospital B Total Routine Days x     5,215 
Core Staff Hours  45,839.85 
Paid Hours per Year -:-     2,080 
Routine Core Staff FTEs  22.04 
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- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -  
Hospital B FYE 09/30/86 Actual Routine Service FTEs  27.35 
 
---------------------------------------------------------------------------------------------------------------- 
 

Core Staff Evaluation 
 
1986 Core Staff Based on HAS Data  22.04 
 
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 
Hospital B FYE 09/30/86 Actual Nursing FTEs  27.35 
 
- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - - 
Hospital B FYE 09/30/87 Actual Nursing FTEs  23.54 
 
1From Medical and Surgical Units; Paid Hours per Patient Day; Hospitals with  
50-99 Beds; Census Division 8  
 
HAS period 07/01/85-12/31/85:   8.58 hours x 3 months of CRP (10/01/85-12/31/85) 
HAS period 01/01/86-06/30/86:   8.20 hours x 6 months of CRP (01/01/86-06/30/86) 
HAS period 07/01/86-12/31/86:  10.18 hours x 3 months of CRP (07/01/86-09/30/86) 
 
Period Ending 12/31/85 8.58 X 3 = 25.74 
Period Ending 06/30/86 8.20 X 6 = 49.20 
Period Ending 12/31/86 10.18 X 3 = 30.54 

105.48 -:- 12 = 8.79 
 
Hospital B's nursing staffing of 23.54 FTEs for FY 1987 exceeds the core staff calculated from 
HAS data by 1.5 FTEs.  Hospital B is eligible for a payment adjustment, but its cost in the Adults 
and Pediatrics cost center must first be reduced to eliminate the salary costs of the 1.5 FTEs in 
excess of core staff.  Once the excess salary costs are eliminated, the cost report is re-run, 
generating a new Program Inpatient Operating Cost that is the basis for the payment adjustment. 
 

b. Many States have a minimum staffing requirement of continuous RN coverage. 
 This level of staffing is generally considered to require 4.2 to 4.5 FTEs (4.5 includes vacation and 
sick time).  The 4.5 FTE figure is only to be used to evaluate a hospital's core nursing staff if it is 
greater than core staff calculated from HAS data on peer providers.  As long as HAS data results in 
a core nursing staff greater than 4.5 FTEs, the HAS-derived core staff is used. 
 

D. Determination on Requests.--The intermediary reviews a hospital's request for additional 
payment for completeness and accuracy.  If any of the required documentation is missing, 
incomplete, or inaccurate, the intermediary requests the needed information. The intermediary 
makes a determination on the request and notifies the hospital of the decision within 180 days of 
the date the intermediary receives all required information. 
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The payment adjustment is calculated under the same assumption used to evaluate core staff, i.e. 
the hospital is assumed to have budgeted based on prior year utilization and to have had insufficient 
time in the year in which the volume decrease occurred to make significant reductions in cost.  
Therefore, the adjustment allows an increase in cost up to the prior year's total Program Inpatient 
Operating Cost (excluding pass-through costs), increased by the PPS update factor. 
 
EXAMPLE A:  Hospital C has justified an adjustment to its DRG payment for its FYE September 
30, 1987.  The adjustment is calculated as follows: 
 
 
 
 Hospital C 
 PPS Payment Adjustment 
 Fiscal Year Ended 09/30/87 
 
 
 1FY 1986 Program Operating Cost $2,900,000 
 
PPS Update Factor x           1.0115 
 
FY 1987 Maximum Allowable Cost  $2,933,350 
 
Hospital C FY 1987 Program Inpatient Operating Cost  $2,800,000 
 
2FY 1987 DRG Payment -  $2,500,000 
 
FY 1987 Payment Adjustment  $  300,000 
 
 
1From Worksheet D-1, Part II, Line 54 
2From Worksheet E, Part A, Lines 1A and 1B 
 
Since Hospital C's FY 1987 Program Inpatient Operating Cost was less than that of  FY 1986 
increased by the PPS update factor, its adjustment is the entire difference between FY 1987 
Program Inpatient Operating Cost and FY 1987 DRG payments. 
 
EXAMPLE B: Hospital D has justified an adjustment to its DRG payment for its FYE December 
31, 1988.  The adjustment is calculated as follows: 
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 Hospital D 
 PPS Payment Adjustment 
 Fiscal Year Ended 12/31/88 
 
FY 1987 Program Operating Cost  $1,400,000 
 
PPS Update Factor x         1.0247 
 
FY 1988 Maximum Allowable Cost  $1,434,580 
 
Hospital D FY 1988 Program Inpatient Operating Cost $   1,500,000 
 
FY 1988 DRG Payment -  $1,020,000 
 
FY 1988 Payment Adjustment  $   414,580 
 
Hospital D's FY 1988 Program Inpatient Operating Cost exceeded that of FY 1987 increased by the 
PPS update factor, so the adjustment is the difference between FY 1987 cost adjusted by the update 
factor and FY 1988 DRG payments.  
 
 
NOTE: If an intermediary determines that the procedures in this section, when applied to a 
specific adjustment request, generate an anomalous result, the intermediary may request a review 
by HCFA.  This may occur, for example, when the decrease in Medicare discharges is significantly 
less than the decrease in total discharges. 
 

E. Reporting Final Determinations.--Once an intermediary has issued a final determination 
on a request for a volume adjustment, the determination is reported to HCFA.  Each report is 
mailed within 5 working days of the date of the final determination.  The form below is used to 
make the report.  
 

o Date of request is the date of the first letter from the hospital requesting a volume 
adjustment.  Verbal inquiries are not considered requests, only a written request signed 
by an official of the hospital.   

 
o If a hospital requests an adjustment for 2 or more fiscal years, a separate form is 

submitted for each year. 
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 Sole Community Hospital 
 Volume Adjustment 
 42 CFR 412.92 
 
Intermediary ________________________________ 
 
Date of Request ________________________________ 
 
Provider Name ________________________________ 
 
Address (City, State, Zip Code) ________________________________ 
 
Provider Number  ________________________________ 
 
Status: 
 

   Paid as an SCH 
 

   SCH for Volume Adjustment Only 
 
Fiscal Year  From __________  To __________ 
 
Date of Final Determination _________________________________ 
 
Final Determination: 
 

   Denied (reason) _________________________________ 
 

   Granted   
Total Inpatient Operating Cost $_________________________________ 
Total DRG Payment $_________________________________ 
Amount of Adjustment $_________________________________ 

 
Reason for Volume Decline __________________________________ 
 
Send To: Health Care Financing Administration 

Division of Hospital Payment Policy 
1-H-1 East Low Rise 
6325 Security Boulevard 
Baltimore, Maryland  21207 

 
cc: 
Regional Office, Region ________ 
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F. Reconsideration.--A hospital that is dissatisfied with the determination on its request for 
additional payment may request a reconsideration by the intermediary.  A request for a 
reconsideration may be based on an alternative interpretation of previously submitted information, 
on new or additional information, or both.  A request for a reconsideration of an intermediary's 
determination must be made within 60 days of the date of the intermediary's letter to the hospital 
notifying it of the determination.  An intermediary entertains only one request for reconsideration 
of its determination on each request for a payment adjustment. 
 

G. Appeals.--A hospital that is dissatisfied with the determination on its adjustment request 
may appeal the determination in accordance with the procedures in Chapter 29. 
 
2810.2 Additional Payments To Other Qualifying Hospitals That Experience A Decrease In 
Discharges.--A hospital that qualifies as an SCH (see §2810) but is not receiving payment as such 
may apply for a payment adjustment under the provisions of §2810.1.  This additional payment 
provision applies to cost reporting periods beginning on or after October 1, 1987 and before 
October 1, 1990.  In order to qualify for a payment adjustment, the hospital must complete the 
following steps. 
 

A. Request for SCH Status.--No later than 180 days from the date of the intermediary's 
Notice of Program Reimbursement, the hospital must submit to the HCFA Regional Office a 
request for sole community hospital status for the purpose of the payment adjustment only, 
furnishing the documentation as may be necessary to demonstrate that the hospital meets the 
criteria in §2810. 
 

B. Documentation.--Within 180 days from the date on the notice from the Regional Office 
indicating that sole community hospital status has been granted for purposes of the payment 
adjustment only, the hospital must submit to the intermediary documentation demonstrating the 
size of the decrease in discharges and the resulting effect on per discharge costs and show that the 
decrease is due to circumstances beyond the hospital's control, as provided by §2810.1. 
 
2810.3 Additional Payment To SCHs for New Inpatient Facilities or Services Added Subsequent to 
Their Base Year.--An SCH that experiences increased operating costs attributable to the addition of 
new facilities or services may request an adjustment to its DRG payments. 
 

A. Criteria. -- HCFA may adjust the amount of DRG payments to an SCH to take into 
account costs incurred due to the addition of facilities or services not available in the hospital's PPS 
base period.  The basic criteria are as follows: 
 

o The hospital's Total Program Inpatient Operating Cost, excluding pass-through costs, 
exceeds DRG payments, including outlier payments, additional payments for 
disproportionate share hospitals, and payment for indirect medical education costs. 

 
o The new services are in addition to those services that the hospital provided in its PPS 

base period.  Services that substitute for, expand, or replace those offered in the base 
period do not qualify for an adjustment. 
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o The costs of the new facilities or services are included in Total Program Inpatient 
Operating Cost.  New facilities or services that are not components of inpatient operating 
cost do not qualify for an adjustment. 

 
o The new facilities or services are specifically identifiable additions to inpatient services.  

Costs not directly associated with hospital inpatient services, such as entering a 
management contract or upgrading a data processing system, do not qualify for an 
adjustment; neither do the addition of facilities used for other than inpatient hospital 
purposes, such as an SNF or outpatient department. 

 
B. Requesting an Adjustment -- An SCH that meets the criteria set forth above may request 

an adjustment of its payments in writing from its intermediary.  The hospital's request must-- 
 

o Be submitted within 180 days of the date of the final Notice of Program Reimbursement 
for the fiscal year for which an adjustment is requested (a separate request must be 
submitted for each fiscal year); 

 
o Specifically identify the new inpatient facility or service responsible for the increase in 

inpatient operating costs; 
 

o Identify the date on which a new facility or service became operational; 
 

o Specify the direct costs of the new inpatient facility or service and the portion of those 
costs included in Total Program Inpatient Operating Cost; and 

 
o Identify indirect costs incurred specifically as a result of the addition of the new facility 

or service.  The request must identify actual increases in indirect costs specifically 
attributable to the addition of the new facility or service.  Since the prospective payment 
rates include indirect costs associated with all services, an adjustment is only available 
for actual increases in these costs, not for the redistribution of existing indirect costs that 
results from the Medicare cost finding process. 

 
The submittal is as complete and detailed as possible to prevent processing delays due to the lack of 
proper documentation.  In discussing the amount of the distortion that occurs, be specific in the 
submittal.  Costs are categorized as capital costs, staffing costs, supplies, etc.  The discussion must 
present information, if appropriate, regarding the number of new personnel employed, special 
training of personnel, hours of operation, and hourly salary levels of staffing.  Changes in 
utilization levels at the hospital, both initial and anticipated, are also to be presented.  Finally, if the 
SCH has not yet filed a cost report for the period showing the impact of the service on the historical 
cost structure of the hospital, such a cost report must be forwarded to the intermediary with the 
hospital's request.  If a cost report has been filed, the SCH submits the request as soon as possible 
to allow the intermediary to incorporate any needed on-site verification into the normal audit cycle. 
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C. Intermediary Review.--The intermediary reviews the SCH's request for completeness and 
accuracy based on its experience with the SCH and other hospitals in the area.  If the submittal is 
incomplete, the intermediary requests additional information from the SCH.  In addition, the 
intermediary verifies any questionable items, particularly with respect to the amount of the cost 
distortion.   
 
As part of their analysis process, intermediaries prepare a peer group comparison of other hospitals 
offering similar services and the SCH requesting the adjustment.  In addition, if the intermediary 
has access to national cost information by service, such as Hospital Administrative Services (HAS) 
Monitrend data, comparison to national or regional data by bed size is made.  The intermediary also 
considers the prior cost history of the SCH.  
 
Considering all the pertinent factors, the intermediary makes a recommendation on the adjustment 
request, which it forwards to HCFA, along with the hospital's submittal, the cost reports for current 
and prior periods, and the intermediary's analysis.  The request must be forwarded, within 60 days 
after all necessary documentation is obtained, to: 
 

Health Care Financing Administration 
Division of Hospital Payment Policy 
1-H-1 East Low Rise 
6325 Security Boulevard 
Baltimore, Maryland  21207 

 
 

D. Determination by HCFA.--HCFA determines whether a payment adjustment has been 
justified within 120 days of receiving all necessary information from the intermediary.  HCFA's 
determination is based on, but not limited to, the following: 
 

o An analysis of the information submitted by the hospital and the intermediary's review 
and recommendation. 

 
o A comparison of the cost and utilization of the new facility or service to those in similar 

hospitals to determine the reasonableness of the costs of the new facility or service. 
 

o An evaluation of the change in the SCH's financial position from the period immediately 
prior to the addition of the new service or facility to the cost reporting period when the 
new service or facility first became operational.  This evaluation determines whether any 
deterioration in the hospital's Medicare inpatient operating margin is attributable to the 
addition of the new inpatient service or facility. 

 
The adjustment, if warranted, is based on the operating loss for a hospital's fiscal year specifically 
attributable to the newly added facility or service.  In no case may an adjustment exceed the total 
Medicare inpatient operating loss from the SCH's prospective payments. 
 

E. Appeals. -- A hospital that is dissatisfied with the determination on its adjustment request 
may appeal the determination in accordance with the procedures in Chapter 29. 
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IM 2807 TREATMENT OF RURAL HOSPITALS AS URBAN 
 
Section 1886(d)(8)(B) of the Social Security Act, as enacted by §4005(a) of the Omnibus Budget 
Reconciliation Act of 1987 (P.L. 100-203), and as amended by §411(b)(4) of the Medicare 
Catastrophic Coverage Act of 1988 (P.L. 100-360), provides that for the purposes of the prospective 
payment system provisions in §1886(d) of the Act, a hospital located in a rural county adjacent to 
one or more urban areas shall be treated as being located in the urban area.  The amendment is 
effective October 1, 1988. 
 
This provision does not change the status of small rural hospitals which have qualified to continue to 
receive periodic interim payments (PIP) under §1815(e) of the Act.  Nor does it change the status of 
small rural hospitals that qualify as "swing-bed" hospitals under §1883 of the Act.  We have listed 
below those counties that will be impacted by this provision.  Hospitals located in these counties and 
which are receiving PIP or participating in the swing-bed program may continue to do so.   
 

Rural County MSA 
 
Limestone, AL Decatur, Al 
Marshall, AL Huntsville, AL 
Charlotte, FL Sarasota, FL 
Indian River, FL Fort Pierce, FL 
Christian, IL Springfield, IL 
Macoupin, IL St. Louis, MO-IL 
Mason, IL Peoria, IL 
Clinton, IN Lafayette, IN 
Henry, IN Anderson, IN 
Owen, IN  Bloomington, IN 
Jefferson, KS Topeka, KS 
Allegan, MI Grand Rapids, MI 
Barry, MI Battle Creek, MI 
Cass, MI  Benton Harbor, MI 
Ionia, MI Lansing-East Lansing, MI 
Lenawee, MI Ann Arbor, MI 
Shiawassee, MI Flint, MI 
Tuscola, MI Saginaw-Bay 

City-Midland, MI 
Van Buren, MI Kalamazoo, MI 
Clinton, MO Kansas City, KS-MO 
Cass, NE  Omaha, NE 
Caswell, NC Danville, VA 
Currituck, NC Norfolk-Virginia 

Beach-Newport News, VA 
Harnett, NC Fayetteville, NC 
Genesee, NY Rochester, NY 
Columbiana, OH Beaver County, PA 
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Rural County  MSA 
 
Morrow, OH Mansfield, OH 
Preble, OH Dayton-Springfield, OH 
Van Wert, OH Lima, OH 
Lawrence, PA Beaver County, PA 
Cherokee, SC Greenville-Spartanburg, SC 
Bedford, VA Roanoke, VA 
Fredericksburg City, VA Washington, DC-MD-VA 
Isle of Wight, VA Norfolk-Virginia 

Beach-Newport News, VA 
Spotsylvania, VA Washington, DC-MD-VA 
Jefferson, WI Milwaukee, WI 
Walworth, WI Milwaukee, WI 
Jefferson, WV Washington, DC-MD-VA 
Lincoln, WV Charleston, WV 
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2820. LOW MEDICARE VOLUME PROSPECTIVE PAYMENT RATES FOR 

SKILLED NURSING FACILITIES EFFECTIVE FOR COST REPORTING 
PERIODS BEGINNING ON OR AFTER OCTOBER 1, 1986 AND PRIOR TO 
COST REPORTING PERIODS BEGINNING ON OR AFTER JULY 1, 1998 

 
Section 9126 of the Consolidated Omnibus Budget Reconciliation Act of 1985 (PL 99-272) amended 
the Social Security Act (the Act) by adding subsection (d) to section 1888.  This subsection  
established low Medicare volume prospective payment rates for routine services furnished by certain 
skilled nursing facilities (SNFs).  The low Medicare volume prospective rates are established on a 
per diem basis and include payment for the cost of furnishing general inpatient routine services and 
associated capital-related costs.  These instructions are codified in 42 CFR 413.300 Subpart I. 
 
The low Medicare volume prospective payment rate is payable at the option of the provider and is 
available only to those SNFs that furnished less than 1,500 Medicare covered patient days in the 
SNF's cost reporting year immediately prior to the cost reporting year for which low Medicare 
volume prospective payment is requested.  The low Medicare volume prospective payment rate is in 
lieu of Medicare cost reimbursement for general inpatient routine services and associated capital-
related costs.  Ancillary services are paid on the basis of reasonable cost.  The low Medicare volume 
prospective payment rate to a provider cannot exceed the routine service cost limit applicable to the 
provider plus the average capital related costs. 
 
Section 9126 also provides that where SNFs have elected low Medicare volume prospective payment 
rates for routine services, payment for ancillary services may be made on a reasonable charge basis if 
the Secretary determines that such payment basis will provide an equitable level of reimbursement 
and will ease the reporting burden of the facility. 
 
SNFs that elect low Medicare volume prospective payment, accept this rate as payment in full for all 
general routine service costs and associated capital-related costs and are not eligible to receive an 
exception or an exemption to that rate for the cost reporting period for which it is elected.    
 
2821. CALCULATION OF THE LOW MEDICARE VOLUME PROSPECTIVE 

PAYMENT RATE 
 
To calculate the low Medicare volume prospective payment rate, the most recent SNF cost data is 
used, as well as the most recent HCFA hospital industry survey-based wage index and projections of 
increases in the costs from the SNF input price index.  The per diem amounts used for the low 
Medicare volume prospective payment rates are calculated as follows: 
 

A. Adjustment of SNF Cost Data by Wage Index.--We use a hospital industry wage index to 
account for area wage differences.  The use of hospital data is necessary because industry-specific 
data are not available for SNF wages.  Since hospitals and SNFs generally compete in essentially the 
same labor market for employees, we believe an index based on geographic variations in hospital 
wages provides an accurate 
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measure of geographic variations in wages paid by SNFs. The wage index was developed from a 
survey of hospital salary data and data on paid hours worked.  This index, unlike the Bureau of Labor 
Statistics (BLS) index used in previous cost limit notices, distinguishes between full time and part 
time employees.  Therefore, it measures geographic variations in prevailing wage levels more 
accurately, and its use in the prospective payment rates results in a more accurate payment rate for 
each provider. 
 

B. Use of SNF Input Price "Market Basket" Index.--We base the low Medicare volume 
prospective rate on reported costs, adjusted for actual and projected cost increases by applying the 
SNF market basket index.  This market basket index is used to adjust the SNF routine operating cost 
data to reflect cost increases occurring between the cost reporting periods represented in the data 
collected to the midpoint of the initial cost reporting period to which the rates apply. 
 
The input price index is comprised of a "market basket" of the most commonly used categories of 
SNF routine service expenses.  The categories used are based primarily on those used by the National 
Center for Health Statistics in its National Nursing Home Surveys. 
 
A detailed explanation of the most current market basket derivation is contained in the Federal 
Register dated October 7, 1992.  (See 57 FR 46177). 
  

C. Application of the Hospital Wage Index to Employee Benefits, Health Service Costs, Costs 
of Business Services, and Other Miscellaneous Expenses.--We apply the wage index discussed above 
to five categories of labor-related costs:  wages, employee benefits, health service costs, business 
service costs, and other miscellaneous costs.  This method of adjusting labor-related costs is the same 
as that used in the SNF limits.  
 
For purposes of applying the wage index, employee benefits include such items as FICA tax, health 
insurance, life insurance, facility contributions to employee retirement funds, and all other 
compensation that the SNF records in the "employee health and welfare" cost center on its Medicare 
cost report. 
 
Health service costs are a category used by the National Nursing Home Survey conducted in 1977 by 
the Office of Health Research, Statistics and Technology, National Center for Health Statistics of the 
Public Health Service.  They include the costs of routine services that are purchased under 
arrangement from outside sources. 
 
Business services costs include costs of banking, contract laundry, telephone, and other services that 
SNFs purchase at retail from outside suppliers. 
 
Other miscellaneous costs include various types of routine operating costs not allocated to any other 
category of the market basket. 
 
Thus, we apply the wage index to the total portion of routine operating cost  attributable to wages, 
fringe benefits, health service costs, business service costs, and other miscellaneous expenses rather 
than to the wage portion only.  We use this method because our analysis of the data shows that area 
variations in routine per diem costs in these additional categories are closely related to area variations 
in prevailing wage levels.  We believe that applying the wage index to the other categories of labor-
related costs specified above, rather than to wages only, results in individual rates that are more 
equitable and more appropriate to each SNF's actual market environment. 
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D. Classification System.--For low Medicare volume prospective payment, SNFs are 
grouped (1) by region and (2) by urban area or rural area designation within that region. 
 
As required by the statute (section 1888(d)(3) and 1886(d)(2)(D) of the Act), the term "region" 
means one of the nine census divisions, comprising the fifty States and the District of Columbia, 
established by the Bureau of Census for statistical and reporting purposes.  The term "urban area" 
means an area within a Metropolitan Statistical Area (MSA) (as defined by the Office of 
Management and Budget (OMB)).  The term "rural area" means any area outside such an area. 
 

E. Elimination of Payment for Return on Equity.--Section 135038 of OBRA 1993 
eliminated the payment for return on equity for all proprietary skilled nursing facilities including 
those being paid a low Medicare volume prospective payment rate under §1888(d) of the Act for 
services rendered on or after October 1, 1993.  For example, the low Medicare volume prospective 
payment rate of a proprietary skilled nursing facility, with a fiscal year beginning November 1, 
1992 and ending October 31, 1993, which includes return on equity, was reduced to reflect the 
elimination of the return on equity portion of that rate for services rendered on or after October 1, 
1993 through the end of the reporting period (October 31, 1993).  Recoupment was to be made 
from any provider receiving a payment for return on equity for services rendered on or after 
October 1, 1993. 
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2822. METHODOLOGY FOR DETERMINING PER DIEM LOW MEDICARE VOLUME 

PROSPECTIVE PAYMENT RATES EFFECTIVE FOR COST REPORTING 
PERIODS BEGINNING ON OR AFTER OCTOBER 1, 1997 AND BEFORE JULY 
1, 1998 

 
A. Development of Operating Cost Component.-- 

 
1. Data.--The methodology used to calculate the rates effective for cost reporting 

periods beginning on and after October 1, 1997 is the same as that used to calculate the rates for the 
cost reporting periods beginning on or after October 1, 1996 through September 30, 1997. The data 
used is the actual freestanding SNF inpatient routine operating cost obtained from settled Medicare 
cost reports for periods ending on and after June 30, 1989 and through May 31, 1990.  Comparable 
data for hospital-based SNFs were obtained from settled Medicare cost reports for periods ending 
on or after October 31, 1988, and through September 30, 1989. 
 
HCFA adjusted these data using the market basket index to inflate costs from the cost reporting 
periods in the data base to the midpoint of the first cost reporting period to which the rates apply.  
The annual percentage increases in the market basket over the prior year that were used for this 
projection are: 
 

1993.............................3.7 
1994.............................3.4 
1995.............................2.9 
1996............................ 2.7  
1997.............................3.2  
1998.............................3.4  
1999.............................3.6  

 
2. Use of Wage Index to Adjust Cost Data.--HCFA divided each SNF's adjusted per 

diem routine operating costs into labor-related and nonlabor-related portions.  HCFA determined 
the labor-related portion by multiplying each SNF's adjusted per diem routine operating cost by 
83.1 percent, which is the labor-related portion of cost from the market basket.  HCFA then divided 
the labor-related portion of each SNF's per diem cost by the wage index applicable to the SNF's 
location (see Tables G-4 and G-5) to arrive at an adjusted labor-related portion of routine cost.  The 
wage index used is the hospital wage index based on 1993 hospital wage data.  A detailed 
description of the wage index may be found in the Federal Register dated August 30, 1996. (See 61 
FR 46166.) 
 

3. Group Means.--HCFA calculated separate means of adjusted labor-related and 
nonlabor-related routine operating costs for each SNF group established in accordance with the 
SNF's census region and Metropolitan Statistical Area (MSA) or non-MSA designation.  (See 
Tables G-1 and G-2.) 
 

4. Operating Cost Components of  Low Medicare Volume Prospective Rate.--For each 
group, HCFA multiplied the mean labor-related and mean nonlabor-related per diem routine 
operating costs by 105 percent to arrive at this segment of the low Medicare volume prospective 
rate. 
 
 
 
 
 
 
 
 
 
28-102   Rev. 405 



07-98 PROSPECTIVE PAYMENTS 2822 (Cont.) 
 
 
 

B. Computation of Capital-Related Cost.-- 
 

1. The actual SNF capital cost as reported on HCFA Forms 2552, 2540, or 2540S is 
obtained for each SNF. 
 

     2. For each SNF, per diem capital-related cost is calculated as capital cost divided by 
inpatient days. 
 

3. Separate group means are computed for per diem capital-related cost based on 
regional and urban/rural classification. 
 

4. Each group mean is multiplied by 105 percent. 
 
 

C. Low Medicare Volume Prospective Payment Rate.--The prospective payment rate is 
comprised of 105 percent of: 
 

o The group mean labor-related cost adjusted by the appropriate wage index; 
 

o The group mean nonlabor-related cost; 
 

o The group mean capital-related cost; and 
 

o The group mean return on owner's equity (for proprietary SNFs only). 
 
 

D. SNFs Eligible to Elect Low Medicare Volume Prospective Payment for Routine 
Services.--An SNF may choose to be paid under the low Medicare volume prospective payment 
option for general inpatient routine services if the facility had, in its immediately preceding cost 
reporting period, fewer than 1,500 Medicare patient days.  If the preceding cost reporting period is 
not a full year, the average daily Medicare census for the period (Medicare inpatient days divided 
by the number of days in the cost reporting period) must not be greater than 4.1 for an SNF 
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to qualify for low Medicare volume prospective payment.  An SNF having 1,500 or more Medicare 
inpatient days in a fiscal year (i.e., an average daily Medicare census greater than 4.1) may not elect 
low Medicare volume prospective payment in the subsequent year. 
 

E. Timetable for Publishing and Electing Low Medicare Volume Prospective Payment.--For 
the cost reporting periods affected by the low Medicare volume prospective payment rates under 
this section, a provider that meets the requirements in §2828E must make its election at least 30 
days prior to the beginning of its cost reporting period.  Based on a provider's election of the low 
Medicare volume prospective payment rates, the intermediaries adjust the payment amounts for the 
affected cost reporting period.  The intermediary notifies the provider in writing whether the 
provider qualifies for low Medicare volume prospective payments. 
 
In most cases, a final count of Medicare inpatient days cannot be made for a cost reporting period 
prior to the beginning of the next cost reporting period.  Therefore, the intermediary's initial 
determination of provider eligibility is a tentative approval/disapproval.  The final determination is 
made once a count of the total Medicare inpatient days in the preceding cost reporting period is 
available.  The intermediary notifies the SNF of the final determination within 10 working days 
after the data necessary to make the determination is available. 
 
The election by the SNF and any approval by the intermediary are effective for only one cost 
reporting period at a time.  Once an election has been made and approved and the cost reporting 
period has begun, the SNF may not revoke its election for that period. 
 

F. Adjustment for Cost Reporting Period.--If a provider has a cost reporting period 
beginning after October 1, 1997 the intermediary increases the labor-related and nonlabor-related 
portions of the prospective payment rate that otherwise apply to the SNF by the factor from Table 
G-3 that corresponds to the month and year in which the cost reporting period begins.  Each factor 
represents the compounded monthly increase derived from the projected annual increase in the 
market basket index and is used to account for inflation in costs that occur after the date on which 
the prospective payment rates are effective. 
 
If a provider uses a cost reporting period that is not 12 months in duration, a special adjustment 
factor must be calculated.  This is necessary because projections are computed to the midpoint of a 
cost reporting period,  and the adjustment factors in Table G-3 are based on an assumed 12-month 
reporting period.  For cost reporting periods of other than 12 months, the calculation must be done 
for the midpoint of the specific cost reporting period.  The SNF's intermediary obtains this 
adjustment factor from HCFA central office. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
28-104 Rev. 405 



07-98 PROSPECTIVE PAYMENTS 2822 (Cont.) 
 
 

G. Limitation of Low Medicare Volume Prospective Payment Rate.--The per diem low 
Medicare volume prospective payment rate for a provider, excluding capital-related costs and 
return on equity if applicable, may not exceed the individual SNF's applicable routine service cost 
limit.  For the low Medicare volume prospective payment rates effective October 1, 1997, the 
applicable cost limits were published in the Federal Register dated October 1, 1997.  (See 62 FR 
51536.) 
 

H. Comparison of Provider's Low Medicare Volume Prospective Payment Rate with 
Provider's Cost Limit.--Below are two examples of the calculation of the prospective rate for a 
provider including the comparison of the adjusted operating cost component of the prospective rate 
with the applicable adjusted routine operating cost limit applicable to the specific provider.  The 
capital-related component of the rate is added to the lower of the SNF's specific adjusted cost limit 
or its adjusted routine operating portion of the rate to arrive at the provider's actual low Medicare 
volume prospectively determined  payment rate. 
 
Example 1: In this case, the adjusted cost limit is less than the adjusted rate for a freestanding 

SNF located in Providence, Rhode Island (MSA Region 1) with a cost reporting 
period beginning January 1, 1998.  Therefore, the low Medicare volume prospective 
rate for this SNF is the adjusted limit plus the capital-related component  ($134.09). 

 
Labor- Nonlabor- Capital-     
Related Related Related      
Component Component Component 

 
Limit  $91.23 $19.59 ---------  
(Effective 10/1/97) 
  
Rate  $120.13 $22.91 $10.00  
(Effective 10/1/97)  
 
 
 Calculation of Low Medicare Volume Prospective Rate  
 

    Limit      Rate 
 
Labor-Related Component     $91.23   $120.13 (Chart Above) 
Wage Index  x 1.1092  x 1.1092 (Table G-4)  

 
Adjusted Labor Component    $101.19   $133.25  
Nonlabor Component        19.59       22.91 (Chart Above) 
OBRA/OSHA Add-on  +      2.27  +    2.13   (See §2822J)  

 
Adjusted Limit/Rate    $123.05   $158.29  
Cost Reporting Year  
Adjustment Factor x 1.00846 x 1.00846 (Table G-3) 

 
Revised Limit/Rate   $124.09   $159.63  
Capital-Related Component       10.00  (Chart Above) 

 
Prospective Payment Rate   $134.09 
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Example 2: In this case, the adjusted operating cost component of the low Medicare volume 

prospective rate is less than the adjusted operating cost component of the limit for 
a hospital-based SNF located in Pittsburgh, Pennsylvania with a cost reporting 
period beginning January 1, 1998. Therefore, the low Medicare volume 
prospective rate for this SNF is the adjusted operating cost component of the rate 
plus the capital-related component of the rate.  

 
 

Labor- Nonlabor- Capital-      
Related Related Related       
Component Component Component  

 
Limit   $128.68 $27.28 --------------  
(Effective 10/1/97)  
  
Rate  $115.86 $20.94 $9.79  
(Effective 10/1/97)  
 
 
 Calculation of Low Medicare Volume Prospective Rate 
 

    Limit      Rate 
 
Labor-Related Component   $128.68   $115.86 (Table G-1)  
Wage Index  x 0.9701  x 0.9701 (Table G-4) 

 
Adjusted Labor Component   $124.83    $112.40  
Nonlabor Component            27.28        20.94 (Table G-1) 
OBRA/OSHA Add-on  +     2.27  +     2.13   (See '2822J)  

 
Adjusted Limit/Rate   $154.38   $135.47 
Cost Reporting Year  
Adjustment Factor x 1.00846 x 1.00846 (Table G-3) 

 
Revised Limit/Rate   $155.69   $136.61  
Capital-Related Component   +     9.79 (Table G-1) 

 
Prospective Payment Rate    $146.40 
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I. Adjustment of Costs for Requirements of Nursing Home Reform.--Even though HCFA 
uses the most recent data available in calculating the low Medicare volume prospective payment 
rates, OBRA 1987 (Pub. L. 100-203) contains a provision which may result in some SNFs 
incurring some costs that are not reflected in the computation of these rates.  Section 4201(b) of 
OBRA 1987 requires that facilities comply with the requirements of paragraphs (b), (c), and (d) of 
'1819 of the Act (including the costs of conducting nurse aide training and competency evaluation 
programs) effective October 1, 1990.  
 
Section 1888(d)(7) of the Act mandates that additional costs incurred by SNFs in complying with 
'4201 of OBRA 1987 be taken into account in computing the low Medicare volume prospective 
payment.  HCFA has, therefore, developed a per diem add-on to the low Medicare volume 
prospective payment rates which includes the additional per diem costs of complying with the rule 
issued by the Occupational Safety and Health Administration (OSHA) relating to the elimination or 
minimization of occupational exposure to blood borne pathogens.  The OBRA/OSHA per diem 
add-on described below is applied prior to the cost reporting year adjustment, as shown in the 
examples in '2822I.  This per diem add-on amount is effective for cost reporting periods beginning 
on or after October 1, 1997, and before July 1, 1998.   
 
The per diem add-on of $2.13 is automatically included in a provider's rate as payment for these 
additional costs.  Because '1888(d)(7) of the Act requires that these additional costs be accounted 
for by Medicare, SNFs are afforded the opportunity to present documentation justifying payment of 
an add-on in excess of the $2.13 estimated by HCFA.  However, financial relief for those per diem 
costs in excess of $2.13 is provided by making a year-end adjustment to the low Medicare volume 
prospective payment.  The adjustment to the low Medicare volume prospective payment is made to 
the extent the per diem costs in excess of $2.13 are reasonable, actually incurred in the 
implementation of the additional requirements, separately identified by the provider, and verified 
by the intermediary.  If the intermediary determines a provider's final settlement based on a desk 
review, the intermediary uses any appropriate means (e.g., inquiries, correspondence, exchanges of 
documentation) necessary to verify the per diem costs in excess of $2.13.  If a field audit is 
performed, the per diem costs in excess of $2.13 are verified through the audit process.  These 
verified per diem costs in excess of $2.13 are payable upon the final settlement of the Medicare 
cost report. 
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 TABLE G-1 
 
 Low Medicare Volume Prospective Rates - MSA (NECMA) Locations 
 Reporting Periods Beginning On or After October 1, 1997, 
 And Before July 1, 1998 
 
 
 
        Labor- Nonlabor- Capital-  
Region 1/         Related Related Related 
 
 
1. New England (CT,ME,MA,  
    NH,RI,VT) $120.13 $22.91 $10.00    
 
2. Middle Atlantic (PA,  
    NJ,NY) $115.86 $20.94  $9.79   
 
3. South Atlantic (DE,DC,  
    FL,GA,MD,NC,SC,VA,WV)  $103.86  $16.70  $9.81    
 
4. East North Central (IL,  
    IN,MI,OH,WI)  $98.7 $16.40  $9.18    
 
5. East South Central (AL,  
    KY,MS,TN)  $99.28 $14.61  $7.32   
 
6. West North Central (IA,  
    KS,MN,MO,NB,ND,SD)  $105.87 $17.59 $10.23   
 
7. West South Central (AR,  
    LA,OK,TX)  $92.64 $14.47 $10.06   
 
8. Mountain (AZ,CO,ID,MT,  
    NV,NM,UT,WY)  $110.22 $18.83 $13.04   
 
9. Pacific (AK,CA,HI,OR,  
    WA)  $100.30 $20.56  $8.40   
 
OBRA/OSHA ADD-ON  $2.13 
 
1/  There are 16 MSAs that have counties in two or more regions.  For each of these MSAs, the 
region in which a majority of the SNFs are located determines the regional rate that is paid.  This is 
the identical methodology as that used to implement the requirements of '1886(d)(2)(D) of the Act 
as they apply to  hospital prospective payment. (See 49 FR 34738, August 31, 1984.)   
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The MSAs are as follows: 
 
 

MSA Region 
 

Chattanooga, TN-GA 5 
Cincinnati, OH-KY-IN 4 
Columbus, GA-AL 3 
Davenport-Rock Island-Moline, IA-IL 4 
Duluth, MN-WI 6 
Evansville-Henderson, IN-KY 4 
Huntington-Ashland, WV-KY-OH 3 
Johnson City-Kingsport-Bristol, TN-VA 5 
La Crosse, WI-MN 4 
Louisville, KY-IN 5 
Memphis, TN-AR-MS 5 
Minneapolis-St. Paul, MN-WI 6 
Parkersburg-Marietta, WV-OH 3 
St. Louis, MO-IL 6 
Steubenville-Weirton, OH-WV 4 
Wheeling, WV-OH 3 
Wilmington, DE-NJ-MD 3 
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 TABLE G-2 
 
 Low Medicare Volume Prospective Rates - Non-MSA Locations for Cost 
 Reporting Periods Beginning On or After October 1, 1997, 
 And Before July 1, 1998 
 

         
Labor- Nonlabor- Capital-  

Region  Related Related Related  
 
 
1. New England (CT,ME,MA,  
    NH,RI,VT)               $129.68  $21.62 $10.58     
  
2. Middle Atlantic (PA, NJ,NY) $121.14 $17.40  $7.94 

  
 3. South Atlantic (DE,DC,  
    FL,GA,MD,NC,SC,VA,WV)  $114.52 $15.56  $9.19    
 
4. East North Central (IL,  
    IN,MI,OH,WI)  $108.02 $15.08  $8.28  
  
5. East South Central (AL,  
    KY,MS,TN)  $108.81 $13.70  $6.77  
  
6. West North Central (IA,  
    KS,MN,MO,NB,ND,SD)  $111.41 $14.83  $6.66  
  
7. West South Central (AR,  
    LA,OK,TX)  $105.74 $13.44  $9.22  
  
8. Mountain (AZ,CO,ID,MT,  
    NV,NM,UT,WY)  $110.40 $16.18  $8.36  
 
9. Pacific (AK,CA,HI,OR,  
    WA)  $123.54 $20.74 $10.16  
 
 
OBRA/OSHA ADD-ON  $2.13 
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 TABLE G-3 
 
 Cost Reporting Year Adjustment Factors 
 Effective October 1, 1997 
 

If an SNF Cost Reporting The Adjustment 
Period Begins: Factor is: 

 
 

November 1, 1997 1.00285 
  

December 1, 1997          1.00560 
 

January 1, 1998           1.00846 
  

February 1, 1998          1.01149 
  

March 1, 1998             1.01424 
  

April 1, 1998             1.01729 
  

May 1, 1998               1.02025 
  

June 1, 1998              1.02332 
  

July 1, 1998              1.02630 
  

August 1, 1998            1.02939 
  

September 1, 1998         1.03249 
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 TABLE G-4 - Wage Index For Urban Areas 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Abilene, TX. ...........................................................................................     0.8048 
  Taylor,TX 
 
Aguadilla, PR. ........................................................................................     0.4237 
  Aguada, PR 
  Aguadilla, PR 
  Moca, PR 
 
Akron, OH. .............................................................................................     0.9853 
  Portage, OH 
  Summit, OH 
 
Albany, GA. ........................................................................................... .   0.8597 
  Dougherty, GA 
  Lee, GA 
 
Albany-Schenectady-Troy, NY. .............................................................     0.8624 
  Albany, NY 
  Montgomery, NY 
  Rensselaer, NY 
  Saratoga, NY 
  Schenectady, NY 
  Schoharie, NY 
 
Albuquerque, NM. .................................................................................     0.9344 
  Bernalillo, NM 
  Sandoval, NM 
  Valencia, NM 
 
Alexandria, LA.......................................................................................     0.8119 
  Rapides, LA 
 
Allentown-Bethlehem-Easton, PA .........................................................     0.9992 
  Carbon, PA 
  Lehigh, PA 
  Northampton, PA 
 
Altoona, PA............................................................................................     0.9510 
  Blair, PA 
 
Amarillo, TX. .........................................................................................     0.8730 
  Potter, TX 
  Randall, TX 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Anchorage, AK. .....................................................................................     1.3224 
  Anchorage, AK 
 
Ann Arbor, MI .......................................................................................     1.1662 
   Lenawee, MI 
   Livingston, MI 
   Washtenaw, MI 
 
Anniston. AL ..........................................................................................     0.8023 
   Calhoun, AL 
 
Appleton-Oshkosh-Neenah, WI. ............................................................     0.8890 
  Neenah, WI 
  Calumet, WI 
  Outagamie, WI 
  Winnebago, WI 
 
Arecibo, PR. ...........................................................................................     0.4397 
  Arecibo, PR 
  Camuy, PR 
  Hatillo, PR 
 
Asheville, NC. ........................................................................................     0.9334 
  Buncombe, NC 
  Madison, NC 
 
Athens, GA. ...........................................................................................     0.9408 
  Clarke, GA 
  Madison, GA 
  Oconee, GA 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Atlanta, GA. ...........................................................................................     1.0033 
  Barrow, GA 
  Bartow, GA 
  Carrol, GA 
  Cherokee, GA 
  Clayton, GA 
  Cobb, GA 
  Coweta, GA 
  De Kalb, GA 
  Douglas, GA 
  Fayette, GA 
  Forsyth, GA 
  Fulton, GA 
  Gwinnett, GA 
  Henry, GA 
  Newton, GA 
  Paulding, GA 
  Pickens, GA 
  Rockdale, GA 
  Spalding, GA 
  Walton, GA 
 
Atlantic City-Cape May, NJ. ..................................................................     1.1077 
  Atlantic, NJ 
  Cape May, NJ 
 
Augusta-Aiken, GA-SC. ........................................................................     0.8836 
  Columbia, GA 
  McDuffie, GA 
  Richmond, GA 
  Aiken, SC 
  Edgefield, SC 
 
Austin-San Marcos, TX. ........................................................................     0.9254 
  Bastrop, TX 
  Caldwell, TX 
  Hays, TX 
  Travis, TX 
  Williamson, TX 
 
Bakersfield, CA. .....................................................................................     1.0189 
  Kern, CA 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Baltimore, MD. ......................................................................................     0.9798 
  Anne Arundel, MD 
  Baltimore, MD 
  Baltimore City, MD 
  Carroll, MD 
  Harford, MD 
  Howard, MD 
  Queen Annes, MD 
 
Bangor, ME. ...........................................................................................     0.9391 
  Penobscot, ME 
 
Barnstable-Yarmouth, MA.....................................................................     1.3651 
   Barnstable. MA 
 
Baton Rouge, LA. ..................................................................................     0.8433 
  Ascension, LA 
  East Baton Rouge, LA 
  Livingston, LA 
  West Baton Rouge, LA 
 
Beaumont-Port Arthur, TX. ...................................................................     0.8576 
  Hardin, TX 
  Jefferson, TX 
  Orange, TX 
 
Bellingham, WA. ...................................................................................     1.1317 
  Whatcom, WA 
 
Benton Harbor, MI. ................................................................................     0.8506 
  Berrien, MI 
 
Bergen-Passaic, NJ.................................................................................     1.1785 
  Bergen, NJ 
  Passaic, NJ 
 
Billings, MT. ..........................................................................................     0.9086 
  Yellowstone, MT 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Biloxi-Gulfport-Pascagoula, MS. ..........................................................     0.8554 
  Hancock, MS 
  Harrison, MS 
  Jackson, MS 
 
Binghamton, NY. ...................................................................................     0.8822 
  Broome, NY 
  Tioga, NY 
 
Birmingham, AL. ...................................................................................     0.9036 
  Blount, AL 
  Jefferson, AL 
  Saint Clair, AL 
  Shelby, AL 
  
Bismarck, ND. .......................................................................................     0.7923 
  Burleigh, ND 
  Morton, ND 
 
Bloomington, IN. ...................................................................................     0.8652 
  Monroe, IN 
 
Bloomington-Normal, IL. ......................................................................     0.8990 
  McLean, IL 
 
Boise City, ID.........................................................................................     0.9383 
  Ada, ID 
  Canyon, ID 
 
Boston-Worcester-Lawrence-Lowell .....................................................     1.1613 
  Brockton, MA 
  Bristol. MA 
  Essex, MA 
  Middlesex, MA 
  Norfolk, MA 
  Plymouth, MA 
  Suffolk, MA 
  Worcester. MA 
  Hillsborough, MA 
  Merrimack, NH 
  Rockingham, NH 
  Strafford, NH 
 
Boulder-Longmont, CO. ........................................................................     0.9522 
  Boulder, CO 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Brazoria, TX. .........................................................................................     0.9201 
  Brazoria, TX 
 
Bremerton, WA. .....................................................................................     1.0901 
  Kitsap, WA 
 
Brownsville-Harlingen-San Benito, TX ................................................     0.8542 
  Benito, TX 
  Cameron, TX 
 
Bryan-College Station, TX.....................................................................     0.8851 
  Brazos, TX 
 
Buffalo-Niagara Falls, NY. ....................................................................     0.9107 
  Erie, NY 
  Niagara, NY 
 
Burlington, VT. ......................................................................................     1.0068 
  Chittenden, VT 
  Franklin, VT 
  Grand Isle, VT 
 
Caguas, PR. ............................................................................................     0.4573 
  Caguas, PR 
  Cayey, PR   
  Cidra, PR   
  Gurabo, PR 
  San Lorenz, PR 
   
Canton-Massillon, OH. ..........................................................................     0.8648 
  Carroll, OH 
  Stark, OH 
 
Casper, WY. ...........................................................................................     0.8821 
  Natrona, WY 
 
Cedar Rapids, IA. ...................................................................................     0.8458 
  Linn, IA 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Champaign-Urbana, IL ..........................................................................      0.9391 
  Champaign, IL 
 
Charleston-North Charleston, SC ..........................................................      0.8963 
  Berkeley, SC 
  Charleston, SC 
  Dorchester, SC 
 
Charleston, WV......................................................................................      0.9526 
  Kanawha, WV 
  Putnam, WV 
 
Charlotte-Gastonia-Rock Hill, NC-SC ..................................................      0.9620 
  Cabarrus, NC 
  Gaston, NC 
  Lincoln, NC 
  Mecklenburg, NC 
  Rowan, NC 
  Union, NC 
  York, SC 
 
Charlottesville, VA ................................................................................      0.9155 
  Albermarle, VA 
  Charlottesville City, VA 
  Fluvanna, VA 
  Greene, VA 
 
Chattanooga, TN-GA .............................................................................      0.8847 
  Catoosa, GA 
  Dade, GA 
  Walker, GA 
  Hamilton, TN 
  Marion, TN 
 
Cheyenne, WY .......................................................................................      0.7678 
  Laramie, WY 
 
Chicago, IL .............................................................................................      1.0760 
  Cook, IL 
  Dekalb, IL 
  Du Page, IL 
  Grundy, IL   
  Kane, IL 
  Kendall, IL 
  Lake, IL 
  McHenry, IL 
  Will, IL 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Chico-Paradise, CA. . .............................................................................     1.0417 
  Butte, CA 
 
Cincinnati, OH-KY-IN. ..........................................................................     0.9570 
  Dearborn, IN 
  Ohio, IN 
  Boone, KY 
  Campbell, KY 
  Gallatin, KY 
  Grant, KY  
  Kenton, KY 
  Pendleton, KY 
  Brown, OH 
  Clermont, OH 
  Hamilton, OH 
  Warren, OH 
 
Clarksville-Hopkinsville, TN-KY. .........................................................     0.7716 
  Christian, KY 
  Montgomery, TN 
 
Cleveland-Lorain-Elyria, OH. ................................................................     0.9886 
  Ashtubula, OH 
  Cuyahoga, OH 
  Geauga, OH 
  Lake, OH 
  Medina, OH 
 
Colorado Springs, CO. ...........................................................................     0.9341 
  El Paso, CO 
 
Columbia, MO. ......................................................................................     0.8899 
  Boone, MO 
 
 
Columbia, SC. ........................................................................................     0.9160 
  Lexington, SC 
  Richland, SC 
 
Columbus, GA-AL Russell, AL. ............................................................     0.7779 
  Chattanoochee, GA 
  Harris, GA 
  Muscogee, GA 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Columbus , OH. .....................................................................................     0.9681 
  Delaware, OH 
  Fairfield, OH 
  Franklin, OH 
  Licking, OH 
  Madison, OH 
  Pickaway, OH 
 
Corpus Christi, TX. ................................................................................     0.8881 
  Nueces, TX 
  San Patricio, TX 
 
Cumberland, MD-WV. ..........................................................................     0.8671 
  Allegeny, MD 
  Mineral, WV 
 
Dallas, TX. .............................................................................................     0.9729 
  Collin, TX 
  Dallas, TX 
  Denton, TX 
  Ellis, TX 
  Henderson, TX 
  Hunt, TX 
  Kaufman, TX 
  Rockwall, TX 
 
Danville, VA. .........................................................................................     0.8497 
  Danville City, VA 
  Pittsylvania, VA 
 
Davenport-Rock Island-Moline, IA-IL. .................................................     0.8388 
  Scott, IA 
  Henry, IL 
  Rock Island,IL 
 
Dayton-Springfield, OH. ........................................................................     0.9559 
  Clark, OH 
  Greene, OH 
  Miami, OH 
  Montgomery, OH 
 
Daytona Beach, FL. ................................................................................     0.8871 
  Flager, FL   
  Volusia, FL 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Decatur, AL. ...........................................................................................     0.8384 
  Lawrence, AL 
  Morgan, AL 
 
Decatur, IL. ............................................................................................     0.7848 
  Macon, IL 
 
Denver, CO. ...........................................................................................     1.0166 
  Adams, CO 
  Arapahoe, CO 
  Denver, CO 
  Douglas, CO 
  Jefferson, CO 
 
Des Moines, IA. .....................................................................................     0.8815 
  Dallas, IA 
  Polk, IA 
  Warren, IA 
 
Detroit, MI. ............................................................................................     1.0724 
  Lapeer, MI 
  Macomb, MI 
  Monroe, MI 
  Oakland, MI 
  Saint Clair, MI 
  Wayne, MI 
 
Dothan, AL.............................................................................................     0.7740 
  Dale, AL 
  Houston, AL 
  
Dover, DE ..............................................................................................     0.8997 
  Kent, DE 
  
Dubuque, IA. ..........................................................................................     0.8112 
  Dubuque, IA 
 
Duluth-Superior, MN-WI.......................................................................     0.9416 
  St. Louis, MN 
  Douglas, WI 
 
Dutchess County. NY ............................................................................     1.0589 
  Dutchess, NY 
 
Eau Claire, WI........................................................................................     0.8678 
  Chippewa, WI 
  Eau Claire, WI 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
El Paso, TX. ...........................................................................................     0.9464 
  El Paso, TX 
 
Elkhart-Goshen, IN. ...............................................................................     0.8801 
  Elkhart, IN 
 
Elmira, NY. ............................................................................................     0.8417 
  Chemung, NY 
 
Enid, OK. ...............................................................................................     0.7862 
  Garfield, OK 
 
Erie, PA. .................................................................................................     0.9159 
  Erie, PA 
 
Eugene-Springfield, OR. ........................................................................     1.1271 
  Lane, OR 
 
Evansville-Henderson , IN-KY. .............................................................     0.8983 
  Posey, IN 
  Vanderburgh, IN 
  Warrick, IN 
  Henderson, KY 
 
Fargo-Moorhead, ND-MN. ....................................................................     0.9045 
  Clay, MN 
  Cass, ND 
 
Fayetteville, NC. ....................................................................................     0.9007 
  Cumberland, NC 
 
Fayetteville-Springdale-Rogers, AR. .....................................................     0.7220 
 Benton. AR  
 Washington, AR 
 
Flagstaff, AZ-UT ...................................................................................     0.9019 
 Coconino, AZ 
 Kane, UT 
 
Flint, MI. ................................................................................................     1.1248 
  Genesee, MI 
 
Florence, AL. .........................................................................................     0.7938 
  Colbert, AL 
  Lauderdale, AL 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Florence, SC. ..........................................................................................     0.8594 
 Florence, SC 
 
Fort Collins-Loveland, CO ....................................................................     1.0562 
  Larimer, CO 
 
Fort Lauderdale. .....................................................................................     1.0548 
  Broward, FL 
 
Fort Myers-Cape Coral, FL. ...................................................................     0.9032 
  Lee, FL 
 
Fort Pierce-Port St. Lucie, FL. ...............................................................     1.0169 
  Martin, FL 
  St. Lucie, FL 
 
Fort Smith, AR-OK. ...............................................................................     0.7864 
  Crawford, AR 
  Sebastian, AR 
  Sequoyah, OK 
 
Fort Walton Beach, FL. ..........................................................................     0.9192 
  Okaloosa, FL 
 
Fort Wayne, IN. ......................................................................................     0.8800 
  Adams, IN   
  Allen, IN 
  De Kalb, IN 
  Huntington, IN 
  Wells, IN 
  Whitley, IN 
 
Fort Worth-Arlington, TX. ....................................................................     1.0153 
  Hood, TX   
  Johnson, TX 
  Parker, TX 
  Tarrant, TX 
 
Fresno, CA. ............................................................................................     1.1183 
  Fresno, CA 
  Madera, CA 
 
Gadsden, AL. .........................................................................................     0.8881 
  Etowah, AL 
 
Gainesville, FL. ......................................................................................     0.9434 
  Alachua, FL 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Galveston-Texas city, TX. .....................................................................     1.0997 
 Galveston, TX 
 
Gary, IN ..................................................................................................     0.9641 
  Lake, IN 
  Porter, IN 
 
Glens Falls, NY. .....................................................................................     0.8562 
  Warren, NY 
  Washington, NY 
 
Goldsboro, NC .......................................................................................     0.8393 
  Wayne, NC 
 
Grand Forks, ND-MN. ...........................................................................     0.9011 
  Polk, MN 
  Grand Forks, ND 
 
Grand Junction, CO ...............................................................................     0.8336 
   Mesa, CO 
 
Grand Rapids-Muskegon-Holland, MI. .................................................     1.0119 
  Holland, MI 
  Allegan, MI 
  Kent, MI 
  Ottawa, MI 
 
Great Falls, MT. .....................................................................................     0.8681 
  Cascade, MT 
 
Greeley, CO. ..........................................................................................     0.9690 
  Weld, CO 
 
Green Bay, WI. ......................................................................................     0.9038 
  Brown, WI 
 
Greensboro-Winston-Salem-High Point, NC. .......................................     0.9332 
  Alamance, NC   
  Davidson, NC 
  Davie, NC 
  Forsyth, NC 
  Guilford, NC 
  Randolph, NC 
  Stokes, NC 
  Yadkin, NC 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Greenville, NC. ......................................................................................     0.9078 
 Pit, NC 
 
Greenville-Spartanburg-Anderson, SC ..................................................     0.8927 
 Anderson, SC 
 Cherokee, SC 
 Greenville, SC 
 Pickens, SC 
 Spartanburg, SC 
 
Hagerstown, MD ....................................................................................     0.9175 
 Washington, MD 
 
Hamilton-Middletown, OH ....................................................................     0.9490 
 Butler, OH 
 
Harrisburg-Lebanon-Carlisle, PA ..........................................................     1.0158 
  Cumberland, PA 
  Dauphin, PA 
  Lebanon, PA 
  Perry, PA 
 
Hartford, CT. ..........................................................................................     1.2367 
  Hartford, CT 
  Litchfield, CT 
  Middlesex, CT 
  Tolland, CT 
 
Hattiesburg, MS .....................................................................................     0.7252 
  Forrest. MS 
  Lamar, MS 
 
Hickory-Morganton-Lenoir, NC. ...........................................................     0.8626 
  Alexander, NC 
  Burke, NC 
  Caldwell, NC 
  Catawba, NC 
 
Honolulu, HI. .........................................................................................     1.1461 
  Honolulu, HI 
 
Houma, LA.............................................................................................     0.7853 
  Lafourche, LA 
  Terrebonne, LA 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Houston, TX. ..........................................................................................     1.0000 
 Chambers, TX 
 Fort Bend, TX 
 Harris, TX 
 Liberty, TX 
 Montgomery, TX 
 Waller, TX 
 
Huntington-Ashland, WV-KY-OH ........................................................     0.9174 
 Boyd, KY 
 Carter, KY 
 Greenup, KY 
 Lawrence, OH 
 Cabell, WV 
 Wayne, WV 
 
Huntsville, AL ........................................................................................     0.8206 
 Limestone, AL 
 Madison, AL 
 
Indianaplois, IN ......................................................................................     0.9903 
  Boone, IN 
  Hamilton, IN 
  Hancock, IN 
  Hendricks, IN 
  Johnson, IN 
  Madison, IN 
  Marion, IN 
  Morgan, IN 
  Shelby, IN 
 
Iowa City, IA. .........................................................................................     0.9361 
  Johnson, IA 
 
Jackson, MI. ...........................................................................................     0.9045 
  Jackson, MI 
 
Jackson, MS. ..........................................................................................     0.7884 
  Hinds, MS 
  Madison, MS 
  Rankin, MS 
 
Jackson, TN............................................................................................     0.8288 
  Chester, TN 
  Madison, TN 
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 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
 
Jacksonville, FL. ....................................................................................     0.9086 
  Clay, FL   
  Duval, FL 
  Nassau, FL 
  St. Johns, FL 
 
Jacksonville, NC ....................................................................................     0.7055 
  Onslow, NC 
 
Jamestown, NY ......................................................................................     0.7670 
  Chautauqua, NY 
 
Janesville-Beloit, WI ..............................................................................     0.8645 
  Rock, WI 
 
Jersey City, NJ .......................................................................................     1.1382 
  Hudson, NJ 
 
Johnson City-Kingsport-Bristol, TN-VA ...............................................     0.8884 
  Carter, TN 
  Hawkins, TN 
  Sullivan, TN 
  Unicoi, TN 
  Washington, TN 
  Bristol City, VA 
  Scott, VA 
  Washington, VA 
 
Johnstown, PA .......................................................................................     0.8398 
  Cambria, PA 
  Somerset, PA 
 
Jonesboro, AR ........................................................................................     0.7220 
  Craighead, AR 
 
Joplin, MO .............................................................................................     0.7638 
  Jasper, MO 
  Newton, MO 
 
Kalamazoo-Battlecreek, MI ...................................................................     1.0542 
  Calhoun, MI 
  Kalamazoo, MI 
  Van Buren, MI 
 
Kankakee, IL ..........................................................................................     0.9115 
  Kankakee, IL 
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Kansas City, KS-MO .............................................................................     0.9478 
  Johnson, KS 
  Leavenworth, KS 
  Miami, KS 
  Wyandotte, KS 
  Cass, MO 
  Clay, MO 
  Clinton, MO 
  Jackson, MO 
  Lafayette, MO 
  Platte, MO 
  Ray, MO 
 
Kenosha, WI...........................................................................................     0.9145 
  Kenosha, WI 
 
Killeen-Temple, TX. ..............................................................................     1.0392 
  Bell, TX 
  Coryell, TX 
 
Knoxville, TN. .......................................................................................     0.8502 
  Anderson, TN 
  Blount, TN 
  Knox, TN   
  Loudon, TN 
  Sevier, TN 
  Union, TN 
 
Kokomo, IN. ..........................................................................................     0.8590 
  Howard, IN 
  Tipton, IN 
 
LaCrosse, WI-MN ..................................................................................     0.8618 
  Houston, MN 
  LaCrosse, WI 
 
Lafayette, LA. ........................................................................................     0.8163 
  Acadia, LA   
  Lafayette, LA 
  St. Landry, LA   
  St. Martin, LA 
 
Lafayette, IN. ..........................................................................................     0.8781 
  Clinton, IN 
  Tippecanoe, IN 
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Lake Charles, LA ...................................................................................     0.8034 
  Calcasieu, LA 
 
Lakeland-Winter Haven, FL ..................................................................     0.8774 
 Polk, FL 
 
Lancaster, PA .........................................................................................     0.9583 
  Lancaster, PA 
 
Lansing-East Lansing, MI ......................................................................     1.0010 
  Clinton, MI 
  Eaton, MI 
  Ingham, MI 
 
Laredo, TX. ............................................................................................     0.7073 
  Webb, TX 
 
Las Cruces, NM. ....................................................................................     0.8497 
  Dona Ana, NM 
 
Las Vegas, NV-AZ. ................................................................................     1.0870 
 Mohave, AZ  
 Clark, NV 
  Nye, NV 
 
Lawrence, KS. ........................................................................................     0.8597 
  Douglas, KS 
 
Lawton, OK. ...........................................................................................     0.8365 
  Comanche, OK 
 
Lewiston-Auburn, ME. ..........................................................................     0.9410 
  Androscoggin, ME 
 
Lexington, KY. ......................................................................................     0.8293 
  Bourbon, KY 
  Clark, KY 
  Fayette, KY 
  Jessamine, KY 
  Madison, KY 
  Scott, KY 
  Woodford, KY 
 
Lima, OH. ..............................................................................................     0.8732 
  Allen, OH 
  Auglaize, OH 
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Lincoln, NE. ...........................................................................................     0.9161 
  Lancaster, NE 
 
Little Rock-North Little Rock, AR. .......................................................     0.8597 
  Faulkner, AR 
  Lonoke, AR 
  Pulaski, AR 
  Saline, AR 
 
Longview-Marshall, TX. ........................................................................     0.8645 
  Gregg, TX 
  Harrison, TX 
  Upshur, TX 
 
Los Angeles-Long Beach, CA. ..............................................................     1.2343 
  Los Angeles, CA 
 
Louisville, KY-IN. .................................................................................     0.9447 
  Clark, IN 
  Floyd, IN 
  Harrison, IN 
  Scott, IN 
  Bullitt, KY 
  Jefferson, KY 
  Oldham, KY 
   
Lubbock, TX. .........................................................................................     0.8510 
  Lubbock, TX 
 
Lynchburg, VA. .....................................................................................     0.8052 
  Amherst, VA 
  Bedford City, VA 
  Bedford, VA 
  Campbell, VA 
  Lynchburg City, VA 
 
Macon, GA. ............................................................................................     0.8824 
  Bibb, GA 
  Houston, GA 
  Jones, GA 
  Peach, GA 
 Twiggs, GA 
 
Madison, WI. .........................................................................................     1.0021 
  Dane, WI 
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Mansfield, OH . ......................................................................................     0.8524 
 Crawford, OH 
  Richland, OH 
 
Mayaguez, PR . ......................................................................................     0.4215 
  Anasco, PR 
  Cabo Rojo, PR 
  Hormigueros, PR 
  Mayaguez, PR 
  Sabana Grande, PR 
  San German, PR 
 
McAllen-Edinburg-Mission, TX. ...........................................................     0.8485 
  Hidalgo, TX 
 
Medford-Ashland, OR. ..........................................................................     1.0068 
  Jackson, OR 
 
Melbourne-Titusville-Palm Bay, FL. .....................................................     0.9068 
  Brevard, FL 
 
Memphis, TN-AR-MS. ..........................................................................     0.8166 
  Crittenden, AR 
  De Soto, MS 
  Fayette, TN  
  Shelby, TN 
  Tipton, TN 
 
Merced, CA. ...........................................................................................     1.0660 
  Merced, CA 
 
Miami, FL. .............................................................................................     0.9938 
  Dade, FL 
 
Middlesex-Somerset-Hunterdon, NJ......................................................     1.0883 
  Hunterdon, NJ 
  Middlesex, NJ 
  Somerset, NJ 
 
Milwaukee-Waukesha, WI. ....................................................................     0.9645 
  Milwaukee, WI 
  Ozaukee, WI, 
  Washington, WI 
  Waukesha, WI 
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Minneapolis-St. Paul, MN-WI. ..............................................................     1.0777 
  Anoka, MN 
  Carver, MN 
  Chicago, MN 
  Dakota, MN 
  Hennepin, MN 
  Isanti, MN 
  Ramsey, MN 
  Scott, MN 
  Sherburne, MN 
  Washington, MN 
  Wright, MN 
  Pierce, WI   
  St. Croix, WI 
 
Mobile, AL. ............................................................................................     0.7981 
  Baldwin, AL 
  Mobile, AL 
 
Modesto, CA. .........................................................................................     1.0600 
  Stanislaus, CA 
 
Monmouth-Ocean, NJ. ...........................................................................     1.0833 
  Monmouth, NJ 
  Ocean, NJ 
 
Monroe, LA. ...........................................................................................     0.8211 
  Ouachita, LA 
 
Montgomery, AL. ...................................................................................     0.7876 
  Autauga, AL 
  Elmore, AL 
  Montgomery, AL 
 
Muncie, IN. ............................................................................................     0.9714 
  Delaware, IN 
 
Myrtle Beach, SC  ..................................................................................     0.7790 
  Horry, SC 
 
Naples, FL. .............................................................................................     1.0199  
  Collier, FL 
 
 
 
 
 
 
28-112.20 Rev. 405 



07-98 PROSPECTIVE PAYMENTS 2822 (Cont.) 
 
 
 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Nashville, TN. ........................................................................................     0.9081 
  Cheatham, TN 
  Davidson, TN 
  Dickson, TN 
  Robertson, TN 
  Rutherford, TN 
  Sumner, TN 
  Williamson, TN 
  Wilson, TN 
 
Nassau-Suffolk, NY. ..............................................................................     1.3547 
  Nassau, NY 
  Suffolk, NY 
 
New Haven-Bridgeport-Stamford-Danbury, CT. ...................................     1.2704 
  Waterbury, CT 
  Fairfield, CT 
  New Haven, CT 
 
New London-Norwich, CT. ...................................................................     1.2262 
  New London, CT 
 
New Orleans, LA. ..................................................................................     0.9294 
  Jefferson, LA 
  Orleans, LA 
  Plaquemines, LA 
  St. Bernard, LA 
  St. Charles, LA 
  St. James, LA  
  St. John Baptist, LA 
  St. Tammany, LA 
 
New York, NY. ......................................................................................     1.4154 
  Bronx, NY 
  Kings, NY 
  New York City, NY 
  Putnam, NY 
  Queens, NY 
  Richmond, NY 
  Rockland, NY 
  Westchester, NY 
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Newark, NJ. ...........................................................................................     1.1762 
  Essex, NJ 
  Morris, NJ 
  Sussex, NJ 
  Union, NJ 
  Warren, NJ 
 
Newburgh, NY-PA.................................................................................     1.0803 
  Orange, NY 
  Pike, PA 
 
Norfolk-Virginia Beach-Newport News, VA-NC. ................................     0.8348 
  Currituck, NC   
  Chesapeake City, VA 
  Gloucester, VA 
  Hampton City, VA 
  Isle of Wright, VA   
  James City Co., VA 
  Matthews, VA   
  Newport News City, VA 
  Norfolk City, VA 
  Poquoson, VA 
  Portsmouth City, VA 
  Suffolk City, VA 
  Virginia Beach City, VA 
  Williamsburg City, VA 
  York, VA 
 
Oakland, CA. .........................................................................................     1.4991 
  Alameda, CA 
  Contra Costa, CA 
 
Ocala, FL. ...............................................................................................     0.9105 
  Marion, FL 
 
Odessa-Midland, TX. .............................................................................     0.8482 
  Ector, TX 
  Midland, TX 
 
Oklahoma City, OK. ..............................................................................     0.8371 
  Canadian, OK 
  Cleveland, OK 
  Logan, OK 
  McClain, OK 
  Oklahoma, OK 
  Pottawatomie, OK 
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Olympia, WA. ........................................................................................     1.0689 
 Thurston, WA 
 
Omaha, NE-IA. ......................................................................................     0.9480 
  Pottawattamie, IA 
  Cass, NE 
  Douglas, NE 
  Sarpy, NE 
  Washington, NE 
 
Orange County, CA. ...............................................................................     1.1966 
  Orange, CA 
 
Orlando, FL. ...........................................................................................     0.9470 
  Lake, FL   
  Orange, FL 
  Osceola, FL 
  Seminole, FL 
 
Owensboro, KY. ....................................................................................     0.7575 
  Daviess, KY 
 
Panama City, FL.....................................................................................     0.8061 
  Bay, FL 
 
Parkersburg-Marietta, WV-OH. .............................................................     0.7877 
  Washington, OH 
  Wood, WV 
 
Pensacola, FL. ........................................................................................     0.8202 
  Escambia, FL 
  Santa Rosa, FL 
 
Peoria-Pekin, IL. ....................................................................................     0.8905 
  Peoria, IL 
  Tazewell, IL 
  Woodford, IL 
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Philadelphia, PA-NJ. ..............................................................................     1.1237 
  Burlington, NJ 
  Camden, NJ 
  Gloucester, NJ 
  Salem, NJ 
  Bucks, PA 
  Chester, PA 
  Delaware, PA 
  Montgomery, PA 
  Philadelphia, PA 
 
Phoenix-Mesa, AZ. ................................................................................     0.9810 
  Maricopa, AZ 
  Pinal, AZ 
 
Pine Bluff, AR. ......................................................................................     0.7886 
  Jefferson, AR 
 
Pittsburgh, PA. .......................................................................................     0.9701 
  Allegheny, PA 
  Beaver, PA 
  Butler, PA  
  Fayette, PA 
  Washington, PA 
  Westmoreland, PA 
 
Pittsfield, MA. ........................................................................................     1.0552 
  Berkshire, MA 
 
Pocatelo, ID ............................................................................................     0.8784 
  Bannock, ID 
 
Ponce, PR. ..............................................................................................     0.4685 
  Guayanilla, PR 
  Juana Diaz, PR 
  Penuelas, PR 
  Ponce, PR 
  Villalba, PR 
  Yauco, PR 
 
Portland, ME. .........................................................................................     0.9619 
  Cumberland, ME 
  Sagadahoc, ME 
  York, ME 
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Portland-Vancover, OR-WA ..................................................................     1.1235 
  Clackamas, OR 
  Columbia, OR 
  Multnomah, OR 
  Washington, OR 
  Yamhill, OR 
  Clark, WA 
 
Providence-Warwickt-Pawtucket, RI. ....................................................     1.1092 
  Bristol, RI 
  Kent, RI 
  Newport, RI 
  Providence, RI 
  Washington, RI 
 
Provo-Orem, UT. ...................................................................................     1.0116 
  Utah, UT 
 
Pueblo, CO. ............................................................................................     0.8284 
  Pueblo, CO 
 
Punta Gorda, FL .....................................................................................     0.8999 
  Chatlotte, FL 
 
Racine, WI. ............................................................................................     0.8835 
  Racine, WI 
 
Raleigh-Durham-Chapel Hill, NC. ........................................................     0.9728 
  Chatham, NC  
  Durham, NC 
  Franklin, NC 
  Johnston, NC  
  Orange, NC 
  Wake, NC 
 
Rapid City, SD. ......................................................................................     0.8455 
  Pennington, SD 
 
Reading, PA. ..........................................................................................     0.9445 
  Berks, PA 
 
Redding, CA. .........................................................................................     1.1605 
  Shasta, CA 
 
Reno, NV. ..............................................................................................     1.1018 
  Washoe, NV 
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Richland-Kennewick, VA. .....................................................................     0.9970 
  Pasco, WA 
  Benton, WA 
  Franklin, WA 
 
Richmond-Petersburg, VA. ....................................................................     0.9194 
  Charles City County, VA 
  Chesterfield, VA 
  Colonial Heights City, VA 
  Dinwiddie, VA 
  Goochland, VA 
  Hanover, VA 
  Henrico, VA 
  Hopewell City, VA 
  New Kent, VA 
  Petersburg City, VA 
  Powhatan, VA 
  Prince George, VA 
  Richmond City, VA 
 
Riverside-San Bernardino, CA. .............................................................     1.1379 
  Riverside, CA 
  San Bernardino, CA 
 
Roanoke, VA. .........................................................................................     0.8702 
  Botetourt, VA 
  Roanoke, VA 
  Roanoke City, VA 
  Salem City, VA 
 
Rochester, MN. ......................................................................................     1.0428 
  Olmsted, MN 
 
Rochester, NY. .......................................................................................     0.9649 
  Genesee, NY 
  Livingston, NY 
  Monroe, NY 
  Ontario, NY 
  Orleans, NY 
  Wayne, NY 
 
Rockford, IL. ..........................................................................................     0.8994 
  Boone, IL 
  Ogle, IL  
  Winnebago, IL 
 
Rocky Mount, NC ..................................................................................     0.8955 
   Edgebombe, CA 
   Nash, NC 
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Sacramento, CA. ....................................................................................     1.2351 
  Eldorado, CA 
  Placer, CA 
  Sacramento, CA 
 
Saginaw-Bay City-Midland, MI,. ...........................................................     0.9612 
  Bay, MI 
  Midland, MI 
  Saginaw, MI 
 
St. Cloud, MN. .......................................................................................     0.9457 
  Benton, MN 
  Stearns, MN 
 
St. Joseph, MO. ......................................................................................     0.8551 
  Andrews, MO 
  Buchanan, MO 
 
St. Louis, MO-IL. ...................................................................................     0.9022 
  Clinton, IL 
  Jersey, IL 
  Madison, IL 
  Monroe, IL 
  St. Clair, IL 
  Franklin, MO 
  Jefferson, MO 
  St. Charles, MO 
  St. Louis, MO 
  St. Louis City, MO 
  Warren, MO 
 
Salem, OR. .............................................................................................     0.9728 
  Marion, OR 
  Polk, OR 
 
Salinas, CA. ...........................................................................................     1.3803 
  Monterey, CA 
 
Salt Lake City-Ogden, UT. ....................................................................     0.9677 
  Davis, UT 
  Salt Lake, UT 
  Weber, UT 
 
San Angelo, TX. ....................................................................................     0.7577 
  Tom Green, TX 
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San Antonio, TX. ...................................................................................     0.8390 
  Bexar, TX 
  Comal, TX 
  Guadalupe, TX 
   Wilson, TX 
 
San Diego, CA. ......................................................................................     1.2134 
  San Diego, CA 
 
San Francisco, CA. ................................................................................     1.4260 
  Marin, CA 
  San Francisco, CA 
  San Mateo, CA 
 
San Jose, CA. .........................................................................................     1.4519 
  Santa Clara, CA 
 
San Juan-Bayamon, PR. .........................................................................     0.4506 
  Aguas Buenas, PR 
  Barceloneta, PR 
  Bayaman, PR 
  Canovanas, PR 
  Carolina, PR 
  Catano, PR 
  Ceiba, PR 
  Comerio, PR 
  Corozal, PR 
  Dorado, PR 
  Fajardo, PR 
  Florida, PR 
  Guaynabo, PR 
  Humacao, PR 
  Juncos, PR 
  Los Piedras, PR 
  Loiza, PR 
  Luguillo, PR 
  Manati, PR 
  Morovis, PR   
  Naguabo, PR 
  Naranjito, PR 
  Rio Grande, PR 
  San Juan, PR 
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  Toa Alta, PR 
  Toa Baja, PR 
  Trojillo Alto, PR 
  Vega Alta, PR 
  Vega Baja, PR 
   Yabucoa, PR 
 
 
San Luis Obispo-Atascadero-Paso Robles, CA. ....................................     1.1561 
   San Luis Obispo, CA 
 
Santa Barbara-Santa Maria-Lompoc, CA ..............................................     1.1242 
  Santa Barbara, CA 
 
Santa Cruz-Watsonville, CA. .................................................................     1.3520 
  Santa Cruz, CA 
 
Santa Fe, NM. ........................................................................................     1.0823 
  Los Alamos, NM 
  Santa Fe, NM 
 
Santa Rosa, CA. .....................................................................................     1.2526 
  Sonoma, CA 
 
Sarasota-Bradenton, FL..........................................................................     0.9789 
  Manatee, FL 
  Sarasota, FL 
 
Savannah, GA. .......................................................................................     0.9649 
  Bryan, GA   
  Chatham, GA 
  Effingham, GA 
 
Scranton-Wilkes Barre-Hazleton, PA. ...................................................     0.8752 
  Hazleton, PA 
  Columbia, PA 
  Lackawanna, PA 
  Luzerne, PA 
  Wyoming, PA 
 
Seattle-Bellevue-Everett, WA. ...............................................................     1.1384 
  Island, WA 
  King, WA 
  Snohomish, WA 
 
Sharon, PA. ............................................................................................     0.8885 
  Mercer, PA 
 
 
Rev. 405  28-112.29 



2822 (Cont.) PROSPECTIVE PAYMENTS 07-98 
 
 
 TABLE G-4 (CONT.) 
 
 
Urban Area 
(Constituent Counties or County Equivalents)  Wage Index 
 
 
Sheboygan, WI. ......................................................................................     0.7764 
  Sheboygan, WI 
 
Sherman-Denison, TX ...........................................................................     0.8614 
  Grayson, TX 
 
Shreveport-Bossier City, LA ..................................................................     0.9359 
  Bossier, LA 
  Caddo, LA 
  Webster, LA 
 
Sioux City, IA-NE. .................................................................................     0.8313 
  Woodbury, IA 
  Dakota, NE 
 
Sioux Falls, SD. .....................................................................................     0.8620 
  Lincoln, SD 
  Minnehaha, SD 
 
South Bend, IN. ......................................................................................     0.9934 
  St. Joseph, IN 
 
Spokane, WA. ........................................................................................     1.0524 
  Spokane, WA 
 
Springfield, IL. .......................................................................................     0.8671 
  Menard, IL 
  Sangamon, IL 
 
Springfield, MO. ....................................................................................     0.7823 
  Christian, MO 
  Greene, MO 
  Webster, MO 
 
Springfield, MA. ....................................................................................     1.0586 
  Hampden, MA 
  Hampshire, MA 
 
State College, PA. ..................................................................................     0.9538 
  Centre, PA 
 
Steubenville-Weirton, OH-WV. ............................................................     0.8266 
  Jefferson, OH 
  Brooke, WV 
  Hancock, WV 
 
Stockton-Lodi, CA. ................................................................................     1.1330 
  San Joaquin, CA 
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Sumter, SC. ............................................................................................     0.7699 
  Sumter, SC 
 
Syracuse, NY .........................................................................................     0.9395 
  Cayuga, NY  
  Madison, NY 
  Onondaga, NY 
  Oswego, NY 
 
Tacoma, WA ..........................................................................................     1.0860 
  Pierce, WA 
 
Tallahassee, FL. .....................................................................................     0.8313 
  Gadsden, FL 
  Leon, FL 
 
Tampa-St. Petersburg-Clearwater, FL. ..................................................     0.9250 
  Hernando, FL 
  Hillsborough, FL 
  Pasco, FL 
  Pinellas, FL 
 
Terre Haute, IN. .....................................................................................     0.8591 
  Clay, IN 
  Vigo, IN 
 
Texarkana-TX-Texarkana, AR. .............................................................     0.8503 
  Miller, AR 
  Bowie, TX 
 
Toledo, OH. ...........................................................................................     1.0361 
  Fulton, OH 
  Lucas, OH 
  Wood, OH 
 
Topeka, KS. ...........................................................................................     1.0086 
  Shawnee, KS 
 
Trenton, NJ. ...........................................................................................     1.0549 
  Mercer, NJ 
 
Tucson, AZ. ...........................................................................................     0.9068 
  Pima, AZ 
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Tulsa, OK. ..............................................................................................     0.8095 
  Creeks, OK 
  Osage, OK 
  Rogers, OK 
  Tulsa, OK 
  Wagoner, OK 
 
Tuscaloosa, AL ......................................................................................     0.7784 
   Tuscaloosa, AL 
 
Tyler, TX. ...............................................................................................     0.9996 
  Smith, TX 
 
Utica-Rome, NY. ...................................................................................     0.8413 
  Herkimer, NY 
  Oneida, NY 
 
Vallejo-Fairfield-Napa, CA. ..................................................................     1.3947 
  Napa, CA 
  Solano, CA 
 
Ventura, CA ...........................................................................................     1.1454 
   Ventura, CA 
 
Victoria, TX. ..........................................................................................     0.8393 
  Victoria, TX 
 
Vineland-Millville-Bridgeton, NJ. .........................................................     0.9993 
  Cumberland, NJ 
 
Visalia-Tulare-Porterville, CA. ..............................................................     1.0151 
  Tulare, CA 
 
Waco, TX. ..............................................................................................     0.7772 
  McLennan, TX 
 
Washington, DC-MD-VA-WV. .............................................................     1.0823 
  District of Columbia, DC 
  Calvert, MD 
  Charles, MD 
  Frederick, MD 
  Montgomery, MD 
  Prince Georges, MD 
  Alexandria City, VA 
  Arlington, VA 
  Clarke, VA 
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  Culpepper. VA 
  Fairfax, VA 
  Fairfax City, VA 
  Falls Church City, VA 
  Fauquier, VA  
  Fredericksburg, VA 
  King George, VA 
  Loudoun, VA 
  Manassas City, VA 
  Manassas Park City, VA 
  Prince William, VA 
  Spotsylvania, VA   
  Stafford, VA 
  Warren, VA 
  Berkeley, WV 
  Jefferson, WV 
 
Waterloo-Cedar Falls, IA. ......................................................................     0.8705 
  Black Hawk, IA 
 
Wausau, WI. ...........................................................................................     1.0323 
  Marathon, WI 
 
West Palm Beach-Boca Raton, FL.........................................................     1.0202 
  Palm Beach, FL 
 
Wheeling, WV-OH. ...............................................................................     0.7563 
  Belmont, OH 
  Marshall, WV 
  Ohio, WV 
 
Wichita, KS. ...........................................................................................     0.9369 
  Butler, KS 
  Harvey, KS 
  Sedgwick, KS 
 
Wichita Falls, TX. ..................................................................................     0.8041 
  Archer, TX 
  Wichita, TX 
 
Williamsport, PA. ..................................................................................     0.8467 
  Lycoming, PA 
 
Wilmington-Newark, DE-MD. ..............................................................     1.1315 
  New Castle, DE 
  Cecil, MD 
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Wilmington, NC .................................................................................    0.9046 
  New Hanover, NC 
  Brunswick, NC 
 
Yakima, WA ......................................................................................    1.0026 
  Yakima, WA 
 
Yolo, CA ............................................................................................    1.1444 
  Yolo, CA 
 
York, PA ............................................................................................    0.9104 
  York, PA 
 
Youngstown-Warren, OH. .................................................................    0.9742 
  Columbiana, OH 
  Mahoning, OH 
  Trumbull, OH 
 
Yuba City, CA....................................................................................    1.0414 
  Sutter, CA 
  Yuba, CA 
 
Yuma, AZ. .........................................................................................    0.9497 
  Yuma, AZ 
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Non-Urban Area Wage Index 
 
 
Alabama ......................................................................................................... 0.7122 
Alaska ............................................................................................................ 1.2444 
Arizona ........................................................................................................... 0.7928 
Arkansas ......................................................................................................... 0.6954 
California ....................................................................................................... 1.0002 
Colorado ......................................................................................................... 0.8092 
Connecticut .................................................................................................... 1.2759 
Delaware ........................................................................................................ 0.9447 
Florida ............................................................................................................ 0.8668 
Georgia ........................................................................................................... 0.7653 
Hawaii ............................................................................................................ 1.0245 
Idaho............................................................................................................... 0.8277 
Illinois ............................................................................................................ 0.7553 
Indiana ............................................................................................................ 0.8124 
Iowa ................................................................................................................ 0.7373 
Kansas ............................................................................................................ 0.7107 
Kentucky ........................................................................................................ 0.7753 
Louisiana ........................................................................................................ 0.7232 
Maine ............................................................................................................. 0.8317 
Maryland ........................................................................................................ 0.8427 
Massachusetts ................................................................................................ 1.0070 
Michigan ........................................................................................................ 0.8830 
Minnesota ....................................................................................................... 0.8144 
Mississippi ..................................................................................................... 0.6793 
Missouri ......................................................................................................... 0.7261 
Montana ......................................................................................................... 0.8128 
Nebraska ........................................................................................................ 0.7214 
Nevada ........................................................................................................... 0.8775 
New Hampshire ............................................................................................. 0.9745 
New Jersey1/ 
New Mexico ................................................................................................... 0.8000 
New York ....................................................................................................... 0.8558 
North Carolina ............................................................................................... 0.7950  
North Dakota .................................................................................................. 0.7358 
Ohio................................................................................................................ 0.8332 
Oklahoma ....................................................................................................... 0.6942 
Oregon ............................................................................................................ 0.9664 
Pennsylvania .................................................................................................. 0.8453 
Puerto Rico..................................................................................................... 0.4026  
Rhode Island 1/ .............................................................................................. -------- 
South Carolina ............................................................................................... 0.7668 
South Dakota .................................................................................................. 0.7063 
Tennessee ....................................................................................................... 0.7341 
Texas .............................................................................................................. 0.7462 
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 TABLE G-5 - Wage Index For Rural Areas (CONT.) 
 
 
Non-Urban Area Wage Index 
 
 
Utah ................................................................................................................ 0.8848 
Vermont ......................................................................................................... 0.8921 
Virginia .......................................................................................................... 0.7713 
Virgin Islands ................................................................................................. 0.5660 
Washington .................................................................................................... 0.9933 
West Virginia ................................................................................................. 0.7904 
Wisconsin ....................................................................................................... 0.8430 
Wyoming ........................................................................................................ 0.8177 
 
 
1/  All counties within the State are classified urban. 
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 TABLE G-6 
 
 Routine Service Cost Limits  
 Reporting Periods Beginning On or After October 1, 1997 
 
 
Provider  Labor-Related  NonLabor-Related  OBRA/OSHA Add- 
Type/Location  Component  Component  ons 
 
Freestanding:           $2.27 
 
  MSA   $91.23   $19.59    
  Non-MSA  $92.64   $15.64 
 
Hospital Based:          $2.27 
 
  MSA   $128.68  $27.28 
  Non-MSA     $117.91  $19.61 
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2830. PAYMENT FOR HOSPITAL OUTPATIENT SERVICES 
 
2830.1  General.--Section 9343 of the Omnibus Budget Reconciliation Act of 1986 (Public Law 
99-509) contains a number of provisions that have an impact on payments to hospitals for outpatient 
services.  Section 9343(a) imposes a new payment methodology for certain ambulatory surgical 
procedures performed on an outpatient basis by hospitals. Section 9343(c) prevents unbundling of 
services furnished to hospital outpatients by requiring that hospitals furnish services to its Medicare 
patients either directly or under arrangements.  Section 9343(f) requires that the Secretary develop 
designs and models for a prospective payment system for ambulatory surgery performed by hospitals 
on an outpatient basis by 1989 and to develop designs and models for a prospective payment system 
for other hospital outpatient services by 1991.  Section 9343(g) requires hospitals to report claims for 
outpatient services using a HCFA Common Procedure Coding System. These provisions serve as the 
basis for a change in program payment for hospital outpatient services from a cost-based system to a 
prospective payment system. 
 
Section 4066 of the Omnibus Budget Reconciliation Act of 1987 (Public Law 100-203) establishes a 
new payment methodology for hospital outpatient radiology services furnished on or after October 1, 
1988 and other diagnostic procedures performed by hospitals on an outpatient basis on or after 
October 1, 1989. 
 
2830.2  Bundling of Services Furnished to Hospital Outpatients.--Effective for services furnished 
on or after July 1, 1987, all hospitals must agree to furnish either directly or under arrangements (as 
described in '1861(w)(1) of the Act) all items and nonphysician services received by Medicare 
patients that can be covered as hospital outpatient services when these services are (1) furnished 
during an encounter with a patient registered by the hospital as an outpatient, or (2) diagnostic 
procedures or tests (e.g., magnetic resonance imaging (MRI) procedures) furnished outside the 
hospital but ordered during or as a result of an encounter with an outpatient, if the results of the 
procedure or test must be returned to the hospital for evaluation.  Bundling is required not only for 
diagnostic and therapeutic services furnished during such an encounter, but also for prosthetic 
devices (e.g., intraocular lenses (IOLs) implanted or fitted during an encounter in the hospital). 
 
Ambulance service to or from a patient's residence is not subject to the bundling requirement.  
However, bundling is required for transportation of patients by ambulance or other vehicle regularly 
used between the hospital and a diagnostic testing site for a test that is bundled. 
 
An encounter is defined as a direct personal exchange, for the purpose of seeking care and rendering 
health care services, between a patient, who is not an inpatient, and a physician or other practitioner 
operating within hospital staff bylaws and State licensure law. 
 
The services of certified registered nurse anesthetists (CRNAs) employed by a physician as described 
in 42 CFR 405.553(b)(4) are not required to be furnished directly or under arrangements by a 
hospital.  If the physician's practice has been to employ CRNAs and bill their services under Part B 
on a reasonable charge basis, the physician may continue to do so for CRNA services furnished 
before January 1, 1989. 
 
2830.3  Ambulatory Surgical Procedures Performed On An Outpatient Basis by Hospitals.--
Effective for cost reporting periods beginning on or after October 1, 1987, payment for covered 
ambulatory surgical center (ASC) procedures performed in a hospital 
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on an outpatient basis are based, in part, on what the program pays for the same surgical procedures 
if performed in an approved ASC.  See '2830.20 Exhibit A for the list of covered ASC procedures. 
 
Payments to ASCs for covered ASC procedures are made on the basis of prospectively set rates 
known as the standard overhead amount, as provided in regulations at 42 CFR 416.125.  The ASC 
facility services covered by the standard overhead amount are generally described in 42 CFR 416.61 
and '424 of the Hospital Manual.  Covered ASC procedures are classified into four standard 
overhead amounts or payment groups.  The rates applicable to the payment groups are as follows: 
 

Group 1 Procedures $ 274.00 
Group 2 Procedures $ 326.00 
Group 3 Procedures $ 351.00 
Group 4 Procedures $ 399.00 

 
NOTE: These are the rates which are effective July 1, 1987.  ASC payment rates are reviewed and 

updated annually.  
 
In general, facility services include, but are not limited to, nursing and technician services; use of the 
facility; drugs; biologicals; surgical dressings; splints, casts and equipment directly related to 
provision of the surgical procedure; materials for anesthesia; and administrative, recordkeeping and 
housekeeping items and services. Facility services do not include items and services such as 
physicians' services; laboratory, X-rays or diagnostic procedures (other than those directly related to 
the performance of the surgical procedure); prosthetic devices; ambulance services; leg, arm, back 
and leg braces; artificial limbs; and durable medical equipment for use in the patient's home. 
 
Some providers perform simple diagnostic tests just before surgery, e.g.,  urinalysis and blood 
hemoglobin or hematocrit.  To the extent that such simple tests are provided by the hospital and the 
charges are included in the operating room or comparable revenue center, they are included in the 
definition of outpatient hospital facility services. 
 
All nonphysician medical and other health services furnished by an ASC that do not meet the 
definition of facility services are paid for in accordance with '1833(a)(1) of the Act, based on 
reasonable charges except for clinical diagnostic laboratory tests which are paid based on a fee 
schedule. 
 
Effective for hospital cost reporting periods beginning on or after October 1, 1987, the aggregate 
amount of payment for facility services furnished by a hospital in connection with covered ASC 
procedures is based on a comparison between two amounts.  The payment is the lesser of: 
 

1. The amount that is paid to the hospital for the services under '1833(a)(2)(B) of the Act 
(i.e., the lower of the hospital's reasonable costs or customary charges for the services, 
reduced by deductibles and coinsurance); or 

 
2. An amount based on a blend of 

 
o The amount that is paid to the hospital for the services under '1833(a)(2)(B) of the 

Act (referred to as the hospital-specific amount); and 
 
 
 
 
 
 
 
 
28-140 Rev. 350 



12-87 PROSPECTIVE PAYMENTS 2830.3 (Cont.) 
 
   o the amount that is paid to a freestanding ASC for the same procedure in the same 

geographic area, in accordance with '1833(i)(2)(A) of the Act, which is equal to 80 
percent of the standard overhead amount net of deductibles (referred to below as the 
ASC payment amount). 

 
For cost reporting periods beginning on or after October 1, 1987 but before October 1, 1988, the 
blended amount is determined by using 75 percent of the hospital-specific amount and 25 percent of 
the ASC payment amount attributable to the procedure.  For cost reporting periods beginning on or 
after October 1, 1988, the blended payment amount is based on 50 percent of the hospital-specific 
amount and 50 percent of the ASC payment amount.  All covered ASC surgical procedures (see 
Exhibit A) performed in a hospital on an outpatient basis during a cost reporting period are 
aggregated for purposes of determining the proper payment amount. 
 
For purposes of determining which hospital services are included in the definition of facility services 
and are subject to the payment limit, hospitals use the same definition of facility services that applies 
to ASCs.  Any services furnished by a hospital in connection with a covered ASC procedure, but 
which are not within the definition of facility services continue to be paid based either on the lesser 
of the hospital's reasonable costs or customary charges, or the fee schedule applicable to clinical 
diagnostic laboratory tests. 
 
The prospectively determined ASC payment rates used to pay ASC facility services are based on data 
that have been adjusted to remove the effects of differences in wage levels from area to area.  
Consequently, a wage index developed by the Bureau of Labor Statistics (see '2830.20 Exhibit B) 
must be applied to the labor component of the ASC payment amount to determine the ASC portion 
of the blend. 
 
Consistent with payment for freestanding ASCs, if more than one covered ASC surgical procedure is 
performed on an outpatient by a hospital at one time, the ASC portion of the blended payment 
amount is based on the full ASC payment amount for the procedure with the highest standard 
overhead payment amount and 50 percent of the applicable amounts for the remaining procedures. 
 
ASCs operated by hospitals that have an agreement with HCFA to be paid in accordance with 42 
CFR 416.30(f) are unaffected by this rule.  That is, if a hospital operates a separately certified 
ambulatory surgical center, the ASC continues to be paid as an ASC. 
 
Surgical procedures furnished by a hospital on an outpatient basis that are not included in the 
covered ASC surgical procedure listing are reimbursed under existing regulations without regard to 
the blended payment amount.  If any of these surgical procedures are subsequently included in the 
covered ASC surgical procedure listing, the payment methodology described in this section is 
applied. 
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 2830.4 Illustration of Payment Method for ASC Procedures Performed by a Hospital.--In a 
hospital with a cost reporting period beginning on October 1, 1987, 100 covered ASC surgical 
procedures are performed on an outpatient basis during the cost reporting period. The facts relating 
to these procedures are as follows (all figures are hypothetical): 
 

Medicare Customary Charges    (Total Medicare customary charges for facility  
$30,000        services for 100 procedures)1/ 

 
Reasonable Cost $35,000    (Cost of facility services for 100 procedures 

based on Medicare cost finding and 
apportionment principles) 

 
Standard Overhead Amounts    (100 procedures X $250, the ASC standard 

 overhead $25,000 amount per procedure)2/ 
 

Deductibles $7,500      (100 procedures X $75, the Part B deductible)3/ 
 

Coinsurance $4,500     ($30,000 - $7,500 (total deductibles) = $22,500 
X 20 percent coinsurance) 

 
Wage Index 1.1698      (Based on Bureau of Labor Statistics Index for 

an ASC located in Baltimore, Maryland) 
                    

 
1/ The customary charges reflect the accumulation of various hospital departmental charges 

such as operating room, anesthesia, recovery room, sterile supplies, etc. 
 

2/ Example only - There are four different payment rates depending upon the procedures 
furnished. 

 
3/ The deductible is charged only if it has not already been met. 

 
The payment for outpatient facility services relating to covered ASC surgical procedures is the 
blended payment amount of $17,281 calculated as follows: 
 
Lower of Cost/Charge 
 
Customary Charges $30,000 (Charges less than Cost-$35,000) 
 
Deductibles and Coinsurance -12,000 ($7,500 + $4,500) 
Customary Charges Net of Deductibles $18,000 
    and Coinsurance  
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 Blended Payment Amount 
 
Standard Overhead Amounts $25,000 
 

Labor Component = 1/3 X $25,000 = 8,333 X 1.1698 
    (Wage Index) $ 9,741 
Non-Labor Component = 2/3 X $25,000 = $16,666  +16,666 
Adjusted Standard Overhead Amounts $ 26,407 
Deductibles    -7,500 
Net Standard Overhead Amounts $ 18,907 

       80% 
ASC Payment Rates $ 15,126 
ASC Percentage of Blend        25% 
ASC Portion of Blend $ 3,781 

 
Customary Charges Net of Deductibles and Coinsurance $ 18,000 
Hospital-Specific Percentage of Blend        75% 
Hospital-Specific Portion of Blend $ 13,500 

 
Hospital-Specific Portion $ 13,500 
ASC Portion    +3,781 
Blended Payment Amount $ 17,281 

                                        
                                                      
 

In this example, the blended payment amount of $17,281 is less than the $18,000 amount 
determined as being the lower of reasonable cost or customary charges, reduced by deductibles 
and coinsurance.  Therefore, the Medicare payment is $17,281. 

 
2830.5  Treatment of Intraocular Lenses (IOLs) Furnished by a Hospital in Connection With An 
ASC Covered Procedure.--IOLs are subject to the bundling requirements of '2830.2, and must be 
furnished directly by a hospital or under arrangements.  When an IOL is furnished in connection with 
a covered ASC procedure, the IOL is not considered to be a facility service and is not subject to the 
payment method described in '2830.3. 
 
Hospitals are subject to the prudent buyer principle (see '2103) and should seek to minimize costs of 
purchasing IOLs, whenever possible.  If a hospital purchases IOLs from a physician or other supplier 
rather than directly from a manufacturer, the burden of proof rests with the hospital to establish that 
its purchase is in conformance with the prudent buyer concept.  That is, in the absence of extenuating 
circumstances, the hospital's costs of IOLs cannot exceed the cost of purchasing directly from the 
manufacturer. 
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2830.6  Application of ASC Payment Method to All-Inclusive Rate Hospitals.--All-inclusive rate 
hospitals are subject to the payment method for covered ASC procedures performed by a hospital on 
an outpatient basis described in '2830.3.  That is, as with all other hospitals, facility services 
furnished in connection with covered ambulatory surgical procedures furnished by all-inclusive rate 
hospitals on an outpatient basis are reimbursed based on the lower of cost or charges or a blended 
payment amount.  The blended payment amount is partially based on the standard overhead amounts 
paid to free-standing ambulatory surgical centers for the same surgical procedures. 
 
All-inclusive rate hospitals may be using charges, occasions of service or other statistics to apportion 
outpatient service costs.  Because the ASC payment method applies only to facility services 
furnished in connection with a covered ASC procedure, an all-inclusive rate hospital, regardless of 
which method of cost apportionment (i.e., Method A, B or E) it uses, must be able to separate its 
apportionment statistics (charges, occasions of service, etc.) for a covered ASC procedure to 
differentiate between the cost attributable to facility services and the cost attributable to other 
services furnished in connection with the procedure. A hospital must determine the cost of facility 
services based on appropriate statistics that are consistent with the hospital's current billing and cost 
apportionment method.  Intermediaries are available to assist hospitals in this endeavor.  
Intermediaries will assure that the cost of facility services thus determined is reasonable in relation to 
the cost of total hospital outpatient services. 
 
In addition, whether or not a hospital is using charges to apportion its costs, it must determine a 
charge(s) applicable to ASC facility services for purposes of applying the "lower of cost or charges" 
reimbursement provision to ASC facility services separately from the "lower of cost or charge" 
determination for all other Part B services.  The separate charges applicable to ASC facility services 
are also needed for application of blended payment amount.  (See '2830.3.) 
 
2830.7  Adjustment of the Outpatient Interim Rate to Recognize the Change in Payment for 
Ambulatory Surgical Center (ASC) Procedures.--As explained in more detail in ''2830.3 and 2830.4, 
effective for hospital cost reporting periods beginning on or after October 1, 1987, the aggregate 
amount of payment for facility services furnished by a hospital in connection with covered ASC 
procedures (ASC facility services) is based on a comparison between two amounts.  The payment is 
the lesser of: 
 

1. The amount that is paid to the hospital for the services under '1833(a)(2)(B) of the Act (i.e., 
the lower of the hospital's reasonable costs or customary charges for the services, reduced by 
deductibles and coinsurance); or 
 

2. An amount based on a blend of 
 

o The amount that is paid to the hospital for the services under '1833(a)(2)(B) of the Act 
(referred to below as the hospital-specific amount); and 
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o the amount that is paid to an ASC for the same procedure in the same geographic 
area, in accordance with '1833(i)(2)(A) of the Act, which is equal to 80 percent of the standard 
overhead amount net of deductibles (referred to below as the ASC payment amount). 
 
For cost reporting periods beginning on or after October 1, 1987 but before October 1, 1988, the 
blended amount is determined by using 75 percent of the hospital-specific amount and 25 percent of 
the ASC payment amount attributable to the procedure.  For cost reporting periods beginning on or 
after October 1, 1988, the blended payment amount is based on 50 percent of hospital-specific 
amount and 50 percent of the ASC payment amount.  All covered ASC surgical procedures 
performed in a hospital on an outpatient basis during a cost reporting period are aggregated for 
purposes of determining the proper payment  amount. 
 
Because the method described above results in payment based on the least of costs, charges or a 
blended amount, payments for ASC facility services may be reduced. Therefore, a hospital's 
outpatient interim payment rate may need to be adjusted to reflect a change in payment for ASC 
facility services.  The hospital outpatient interim rate is a single rate applicable to all outpatient 
services and represents an estimate of the relationship between a hospital's customary charges and its 
reasonable cost of the services rendered.  Therefore, program interim payments for hospital 
outpatient services are determined on a bill-by-bill basis by applying the interim rate to the hospitals' 
billed customary charges and subtracting therefrom any applicable deductible and coinsurance 
amounts. 
 
If it is anticipated that the final program payment for ASC facility services is based on the blended 
payment amount, a revised interim rate applicable to all outpatient services (ASC facility services 
and other outpatient services) is determined by substituting the estimated payment for ASC facility 
services under the new blended payment method for the estimated cost of those services originally 
used in setting the interim rate.  Generally, the adjustment is based on data for at least two months.  
In order to determine the estimated payment for ASC facility services to be used in calculating a new 
outpatient interim payment rate, it is necessary to add the estimated beneficiary deductible and 
coinsurance amounts applicable to the ASC facility services to the estimated blended payment 
amount. 
 
The following illustrates calculation of payment for ASC facility services and recalculation of the 
outpatient interim rate based on data for three months: 
 
Facts: 
 

Outpatient interim rate prior to adjustment: 
 

Estimated allowable outpatient Medicare costs  $144,000 
Estimated outpatient Medicare charges          = $160,000 =90% 
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Data accumulated for three months from the beginning of the cost reporting
 period to the date of recalculation: 
 

Medicare charges for ASC facility services         $20,000 
   (obtained from the Provider Statistical 

and Reimbursement Report (PS&R)) 
 

Medicare estimated Cost of ASC facility services $18,000 
($20,000 x 90% interim rate) 

 
ASC payment rates                                  $15,000 

(obtained from PS&R) 
 

Deductibles (obtained from the PS&R)             $ 2,000 
 
Calculation of ASC Payment: 
 
Hospital Specific Portion  ASC Portion 
 
Estimated cost $18,000 ASC payment rates $15,000 
Deductibles  (2,000) Deductibles   (2,000)  

 16,000   13,000 
Coinsurance  (3,600) ASC coinsurance x    80% 

 12,400 reduction  10,400 
 
Hospital specific 
  proportion x   75% ASC proportion x   25% 
 

$ 9,300  $ 2,600 
 
Blend = $9,300 + $2,600 = $11,900 
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Recalculation of Interim Rate: 
 
Projected payment for ASC facility services                       $ 11,900 
 
Add back coinsurance and deductibles (for 
  interim rate setting purposes)                              + 5,600 
 
Interim payment for ASC facility services based 
  on the ASC payment amount                                     17,500 
 
Interim payment for ASC facility services based 
  on the lower of costs or charges ($20,000 x 90%)             18,000 
 
Excess interim payments attributable to ASC facility  
  services for 3 months (Note:  This amount is  
  recovered by the intermediary at time of adjustment)                500 
 
Projected reduction in interim payment for ASC 
  facility services for the cost reporting period 
  (4 quarters x $500)                                                 2,000 
 
Revised estimated outpatient Medicare payment for 
  the cost reporting period ($144,000 - $2,000)             142,000 
 
Revised outpatient interim rate applicable to  
  customary charges billed for all Medicare  
  outpatient services, including ASC facility  
  services ($142,000 ÷ $160,000)                         =   88.75% 
 
2830.8 Special Extension for Eye and Eye and Ear Specialty Hospitals.--Under '1833(i)(4) 
(previously '1833(i)(3)(B)(ii)) of the Act, a hospital is allowed an extension of the present blended 
payment of a 75 percent hospital-specific amount and a 25 percent ASC amount if the hospital meets 
specific requirements.   
 

A. Qualifying for Extension Under OBRA 1987.--This extension is for cost reporting periods 
beginning on or after October 1, 1988, and before January 1, 1995.  The requirements are: 
 

o The hospital specializes in eye or eye and ear services to the extent that more than 60 
percent of its total Medicare inpatient DRGs during the cost reporting period are DRGs 36 through 
74; 
 

o The hospital receives more than 30 percent of its total revenues from outpatient 
services; and  
 

o The hospital was an eye or eye and ear specialty hospital on October 1, 1987. 
 
For hospitals that qualified under the October 1, 1988, effective date, the above criteria are based on 
the hospital's cost reporting period beginning on or after October 1, 1986, and before October 1, 
1987. 
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B. Qualifying for Extension Under OBRA 1993.--Effective for portions of cost reporting 
periods beginning on or after January 1, 1994, a hospital which operated as an eye or eye and ear 
specialty unit (an eye or eye and ear specialty unit is a physically separate or distinct unit containing 
separate surgical suites devoted solely to eye or eye and ear services) of a general acute hospital on 
October 1, 1987, may also apply for the 75/25 blended payment amount if it: 
 

o As of the date of application, operates fewer than 20 percent of the beds it operated on 
October 1, 1987, and has sold or otherwise disposed of at least 60 percent of its other acute care 
operations; 
 

o Specializes in eye or eye and ear services to the extent that more than 60 percent of its 
total Medicare inpatient DRGs during the cost reporting period are DRGs 36 through 74; and 
 

o Receives more than 30 percent of its total revenues from outpatient services. 
 
The criteria are based on the most recent cost reporting period ending before January 1, 1994. 
 
For all hospitals that qualify for the payment extension under subsections A and B, for cost reporting 
periods beginning after January 1, 1995, the blended payment amount reverts to a 50 percent 
hospital-specific amount and a 50 percent ASC amount. 
 
For a hospital in a State receiving payment under a State reimbursement control system under 
'1814(b)(3) or 1886(c) of the Act, inpatient data comparable to the DRG data cited above must be 
used to demonstrate that this hospital meets the above requirements. 
 
If you believe you qualify as an eye or eye and ear specialty hospital but are not subject to the 
prospective payment system, you may demonstrate that you specialize in eye or eye and ear services 
by demonstrating to your intermediary that more than 60 percent of your inpatient revenues are 
attributable to admissions pertaining to eye or eye and ear diagnoses. 
 
In addition to meeting the requirements, you must submit a written request to your fiscal 
intermediary as soon as possible before you can begin to receive the 75/25 blended payment amount. 
After reviewing your request, the intermediary sends you written notification of an 
approval/disapproval. 
 
 
2830.20 Exhibits.-- 
 
Exhibit A - List of Covered ASC Procedures 
Exhibit B - Bureau of Labor Statistics Wage Index 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
28-144.4 Rev. 377 



 EXHIBIT A  
 
 LIST OF COVERED SURGICAL PROCEDURES 
 
NOTE: Procedure codes preceded by an asterisk indicate that the procedure has been covered 

since August 5, 1982. 
 

Procedure codes without an asterisk indicate additions to the list of surgical procedures 
which are covered effective May 21, 1987.  The covered procedures, listed by body 
system and payment, together with applicable CPT-4 codes, are as follows: 

 
INTEGUMENTARY SYSTEM 
 
SKIN, SUBCUTANEOUS AND AREOLAR TISSUES 
 
INCISION 
10141 2 Incision and drainage of hematoma; complicated 
 
EXCISION DEBRIDEMENT 
11042 1 Debridement; skin, and subcutaneous tissue 
11043 1 Debridement; skin, subcutaneous tissue, and muscle 
11044 1 Debridement; skin, subcutaneous tissue, muscle, and bone 
 
EXCISION-BENIGN LESIONS 
* 11200 1 Excision, skin tags, multiple fibrocutaneous tags, any area; up to 15 
* 11201 1 Each additional ten lesions 
* 11401 1 Excision, benign lesion, except skin tag (unless listed elsewhere), trunk, or legs; 

lesion diameter 0.6 to 1.0 cm 
* 11402 1 Excision, benign lesion, except skin tag (unless listed elsewhere), trunk, arms or 

legs; lesion diameter 1.1 to 2.0 cm 
* 11403 1 Excision, benign lesion, except skin tag (unless listed elsewhere), trunk, arms or 

legs; lesion diameter 2.1 to 3.0 cm 
* 11404 1 Excision, benign lesion, except skin tag (unless listed elsewhere), trunk, arms or 

legs; lesion diameter 3.1 to 4.0 cm 
* 11406 1 Excision, benign lesion, except skin tag (unless listed elsewhere), trunk, arms or 

legs; lesion diameter over 4.0 cm 
* 11421 1 Excision, benign lesion, except skin tag (unless listed elsewhere), scalp, neck, 

hands, feet, genitalia; lesion diameter 0.6 to 1.0 cm 
* 11422 1 Excision, benign lesion, except skin tag (unless listed elsewhere), scalp, neck, 

hands, feet, genitalia; lesion diameter 1.1 to 2.0 cm 
* 11423 1 Excision, benign lesion, except skin tag (unless listed elsewhere), scalp, neck, 

hands, feet, genitalia; lesion diameter 2.1 to 3.0 cm 
* 11424 1 Excision, benign lesion, except skin tag (unless listed elsewhere), scalp, neck, 

hands, feet, genitalia; lesion diameter 3.1 to 4.0 cm 
* 11426 1 Excision, benign lesion, except skin tag (unless listed elsewhere), scalp, neck, 

hands, feet, genitalia; lesion diameter over 4.0 cm 
* 11441 1 Excision, other benign lesion (unless listed elsewhere), face, ears, eyelids, nose, 

lips, mucous membrane; lesion diameter 0.6 to 1.0 cm 
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* 11442 1 Excision, other benign lesion (unless listed elsewhere), face, ears, eyelids, nose, 

lips, mucous membrane; lesion diameter 1.1 to 2.0 cm 
* 11443 1 Excision, other benign lesion (unless listed elsewhere), face, ears, eyelids, nose, 

lips, mucous membrane; lesion diameter 2.1 to 3.0 cm 
* 11444 1 Excision, other benign lesion (unless listed elsewhere), face, ears, eyelids, nose, 

lips, mucous membrane; lesion diameter 3.1 to 4.0 cm 
* 11446 1 Excision, other benign lesion (unless listed elsewhere), face, ears, eyelids, nose, 

lips, mucous membrane; lesion diameter over 4.0 cm 
11471 2 Excision of skin and subcutaneous tissue for hidradenitis, perianal, perineal, or 

umbilical; with other closure 
 
EXCISION-MALIGNANT LESIONS 
* 11600 1 Excision, malignant lesion, trunk, arms, or legs; lesion diameter 0.5 cm or less 
* 11601 1 Excision, malignant lesion, trunk, arms, or legs; lesion diameter 0.6 to 1.0 cm 
* 11602 1 Excision, malignant lesion, trunk, arms, or legs; lesion diameter 1.1 to 2.0 cm 
* 11603 1 Excision, malignant lesion, trunk, arms, or legs; lesion diameter 2.1 to 3.0 cm 
* 11604 1 Excision, malignant lesion, trunk, arms, or legs; lesion diameter 3.1 to 4.0 cm 
* 11606 2 Excision, malignant lesion, trunk, arms, or legs; lesion diameter over 4.0 cm 
* 11620 1 Excision, malignant lesion, scalp, neck, hands, feet, genitalia; lesion diameter 

0.5 cm or less 
* 11621 1 Excision, malignant lesion, scalp, neck, hands, feet, genitalia; lesion diameter 

0.6 to 1.0 cm 
* 11622 1 Excision, malignant lesion, scalp, neck, hands, feet, genitalia; lesion diameter 

1.1 to 2.0 cm 
* 11623 1 Excision, malignant lesion, scalp, neck, hands, feet, genitalia; lesion diameter 

2.1 to 3.0 cm 
* 11624 1 Excision, malignant lesion, scalp, neck, hands, feet, genitalia; lesion diameter 

3.1 to 4.0 cm 
* 11626 2 Excision, malignant lesion, scalp, neck, hands, feet, genitalia; lesion diameter 

over 4.0 cm 
* 11640 1 Excision, malignant lesion, face, ears, eyelids, nose, lips; lesion diameter 0.5 cm 

or less 
* 11641 1 Excision, malignant lesion, face, ears, eyelids, nose, lips; lesion diameter 0.6 to 

1.0 cm 
* 11642 1 Excision, malignant lesion, face, ears, eyelids, nose, lips; lesion diameter 1.1 to 

2.0 cm 
* 11643 1 Excision, malignant lesion, face, ears, eyelids, nose, lips; lesion diameter 2.1 to 

3.0 cm 
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* 11644 1 Excision, malignant lesion, face, ears, eyelids, nose, lips; lesion diameter 3.1 to 

4.0 cm 
* 11646 2 Excision, malignant lesion, face, ears, eyelids, nose, lips; lesion diameter over 

4.0 cm 
 
NAILS 
* 11750 1 Excision of nail and nail matrix, partial or complete, (e.g., ingrown or deformed 

nail) for permanent removal 
 
MISCELLANEOUS 
* 11770 3 Excision of pilonidal cyst or sinus; simple 
* 11771 3 Excision of pilonidal cyst or sinus; extensive 

11772 3 Excision of pilonidal cyst or sinus; complicated 
 
REPAIR-SIMPLE 

12006 2 Simple repair of superficial wounds of scalp, neck, axillae, external genitalia, 
trunk and/or extremities (including hands and feet); 20.1 cm to 30.0 cm 

12007 2 Simple Repair of superficial wounds of scalp, neck, axillae, external genitalia, 
trunk and/or extremities (including hands and feet); over 30.0 cm 

12017 2 Simple repair of superficial wounds of face, ears, eyelids, nose, lips and/or 
mucous membranes; 20.1 cm to 30.0 cm 

12018 2 Simple repair of superficial wounds of face, ears, eyelids, nose, lips and/or 
mucous membranes; over 30.0 cm 

 
REPAIR-INTERMEDIATE 

12036 2 Layer closure of wounds of scalp, axillae, trunk and/or extremities (excluding 
hands and feet); 20.1 cm to 30.0 cm 

12037 2 Layer closure of wounds of scalp, axillae, trunk and/or extremities (excluding 
hands and feet); over 30.0 cm 

12046 2 Layer closure of wounds of neck, hands, feet and/or external genitalia; 20.1 cm 
to 30.0 cm 

12047 2 Layer closure of wounds of neck, hands, feet and/or external genitalia; over 30.0 
cm 

12056 2 Layer closure of wounds of face, ears, eyelids, nose, lips and/or mucous 
membranes; 20.1 cm to 30.0 cm 

12057 2 Layer closure of wounds of face, ears, eyelids, nose, lips and/or mucous 
membranes; over 30.0 cm 

 
REPAIR-COMPLEX 

13101 1 Repair, complex, trunk; 2.6 cm to 7.5 cm  
13121 1 Repair, complex, scalp, arms, and/or legs; 2.6 cm to 7.5 cm 
13132 2 Repair, complex, forehead, cheeks, chin, mouth, neck, axillae, genitalia, hands 

and/or feet; 2.6 cm to 7.5 cm 
13152 3 Repair, complex, eyelids, nose, ears, and/or lips;  2.6 cm to 7.5 cm 
13300 3 Repair, unusual, complicated, over 7.5 cm, any area 
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ADJACENT TISSUE TRANSFER OR REARRANGEMENT 
14001 3 Adjacent tissue transfer or rearrangement, trunk; defect 10.1 sq cm to 30.0 sq 

cm 
14020 3  Adjacent tissue transfer or rearrangement, scalp, arms and/or legs; defect 10 

sq cm or less 
14021 3 Adjacent tissue transfer or rearrangement, scalp, arms and/or legs; defect 

10.1 sq cm to 30.0 sq cm 
14041 3 Adjacent tissue transfer or rearrangement, forehead, cheeks, chin, mouth, 

neck, axillae, genitalia, hands and/or feet; defect 10.1 sq cm to 30.0 sq cm 
14060 3 Adjacent tissue transfer or rearrangement, eyelids, nose, ears and/or lips; 

defect 10 sq cm or less 
14061 3 Adjacent tissue transfer or rearrangement, eyelids, nose, ears and/or lips; 

defect 10.1 sq cm to 30.0 sq cm 
14300 3 Adjacent tissue transfer or rearrangement, more than 30 sq cm, unusual or 

complicated, any area 
14350 3 Filleted finger or toe flap, including preparation of recipient site 

         
FREE SKIN GRAFTS 
* 15000 3 Excisional preparation or creation of recipient site by excision of essentially 

intact skin (including subcutaneous tissues), scar, or other lesion prior to 
repair with free skin graft (list as separate service in addition to skin graft) 

* 15050 3 Pinch graft, single or multiple, to cover small ulcer, tip of digit, or minimal 
open area (except on face), up to defect size 2 cm diameter 

* 15100 3 Split graft, trunk, scalp, arms, legs, hands, and/or feet (except multiple 
digits); 100 sq cm or less, or each one percent of body area of infants and 
children (except 15050) 

* 15101 3 Split graft, trunk, scalp, arms, legs, hands, and/or feet (except multiple 
digits); each additional 100 sq cm, or each one percent body area of infants 
and children, or part thereof 

15200 3 Full thickness graft, free, including direct closure of donor site, trunk; 20 sq 
cm or less 

15201 3 Full thickness graft, free, including direct closure of donor site, trunk; each 
additional 20 sq cm 

15220 3 Full thickness graft, free, including direct closure of donor site, scalp, arms, 
and/or legs; 20 sq cm or less 

15221 3 Full thickness graft, free, including direct closure of donor site, scalp, arms, 
and/or legs; each additional 20 sq cm 

15240 3 Full thickness graft, free, including direct closure of donor site, forehead, 
cheeks, chin, mouth, neck, axillae, genitalia, hands and/or feet; 20 sq cm or 
less 

15241 3 Full thickness graft, free, including direct closure of donor site, forehead, 
cheeks, chin, mouth, neck, axillae, genitalia, hands and/or feet; each 
additional 20 sq cm 
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15260 3 Full thickness graft, free, including direct closure of donor site, nose, ears, 
eyelids, and/or lips; 20 sq cm or less 

15261 3 Full thickness graft, free, including direct closure of donor site, nose, ears, 
eyelids, and/or lips; each additional 20 sq cm 

15350 3 Application of allograft (homograft), skin 
15410 3 Free transplantation of skin flap by microsurgical technique, including 

microvascular anastomosis; 100 sq cm or less  
15412 3 Free transplantation of skin flap by microsurgical technique, including 

microvascular anastomosis; between 101 and 160 sq cm 
15414 3 Free transplantation of skin flap by microsurgical technique, including 

microvascular anastomosis; between 161 and 230 sq cm 
15416 3 Free transplantation of skin flap by microsurgical technique, including 

microvascular anastomosis; over 230 sq cm 
REPAIR 
 
PEDICLE FLAPS (SKIN AND DEEP TISSUES) 

15500 4 Formation of tube pedicle without transfer, or major "delay" of large flap 
without transfer; on trunk 

15505 4 Formation of tube pedicle without transfer, or major "delay" of large flap 
without transfer; on scalp, arms, or legs 

15510 4 Formation of tube pedicle without transfer, or major "delay" of large flap 
without transfer; on forehead, cheeks, chin, mouth, neck, axillae genitalia, 
hands, or feet 

15515 4 Formation of tube pedicle without transfer, or major "delay" of large flap 
without transfer; on eyelids, nose, ears, or lips 

15540 4 Primary attachment of open or tubed pedicle flap to recipient site requiring 
minimal preparation; to trunk 

15545 4 Primary attachment of open or tubed pedicle flap to recipient site requiring 
minimal preparation; to scalp, arms, or legs 

15550 4 Primary attachment of open or tubed pedicle flap to recipient site requiring 
minimal preparation; to forehead, cheeks, chin, mouth, neck, axillae, 
genitalia, or hands, feet 

15555 4 Primary attachment of open or tubed pedicle flap to recipient site requiring 
minimal preparation; to eyelids, nose, ears, or lips 

15580 4 Primary attachment of open or tubed pedicle flap to recipient site requiring 
minimal preparation; cross finger pedicle flap, including free graft to donor 
site 

15600 4 Intermediate "delay" of any flap, primary "delay" of small flap, or sectioning 
pedicle of tubed or direct flap; at trunk 

15610 4 Intermediate "delay" of any flap, primary "delay" of small flap, or sectioning 
pedicle of tubed or direct flap; at scalp, arms, or legs 
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15620 4 Intermediate "delay" of any flap, primary "delay" of small flap, or sectioning 
pedicle of tubed or direct flap; at forehead, cheeks, chin, neck, axillae, 
genitalia, hands (except 15625), or feet 

15625 4 Intermediate "delay" of any flap, primary "delay" of small flap, or sectioning 
pedicle of tubed or direct flap; section pedicle of cross finger flap 

15630 4 Intermediate "delay" of any flap, primary "delay" of small flap, or sectioning 
pedicle of tubed or direct flap; at eyelids, nose, ears. or lips 

15650 4 Transfer, intermediate, of any pedicle flap (e.g., abdomen to wrist, Walking 
tube), any location 

15700 4 Excision of lesion and/or excisional preparation of recipient site and 
attachment of direct or tubed pedicle flap; trunk 

15710 4 Excision of lesion and/or excisional preparation of recipient site and 
attachment of direct or tubed pedicle flap; scalp, arms, or legs 

15720 4 Excision of lesion and/or excisional preparation of recipient site and 
attachment of direct or tubed pedicle flap; forehead, cheeks, chin, mouth, 
neck, axillae, genitalia, hands, or feet 

15730 4 Excision of lesion and/or excisional preparation of recipient site and 
attachment of direct or tubed pedicle flap; eyelids, nose, ears, or lips 

 
OTHER GRAFTS 

15740 3 Graft; island pedicle flap 
15745 4 Graft; myocutaneous flap 
15750 4 Graft; neurovascular pedicle flap 
15755 4 Graft; free flap (microvascular transfer) 
15760 3 Graft; composite (full thickness of external ear or nasal ala), including 

primary closure, donor area 
15770 3 Graft; derma-fat-fascia 

 
MISCELLANEOUS PROCEDURES 

15840 4 Graft for facial nerve paralysis; free fascia graft (including obtaining fascia) 
15841 4 Graft for facial nerve paralysis; free muscle graft (including obtaining graft) 
15842 4 Graft for facial nerve paralysis; free muscle graft by microsurgical technique 
15845 4 Graft for facial nerve paralysis; regional muscle transfer 

 
PRESSURE ULCERS (DECUBITUS ULCERS) 

15920 3 Excision, coccygeal pressure ulcer, with coccygectomy; with primary suture 
15922 3 Excision, coccygeal pressure ulcer, with coccygectomy; with local or 

regional skin flap closure 
15931 3 Excision, sacral pressure ulcer, with primary suture;  
15933 3 Excision, sacral pressure ulcer, with primary suture; with ostectomy 
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15941 3 Excision, ischial pressure ulcer, with primary suture; with ostectomy 
(ischiectomy) 

15944 3 Excision, ischial pressure ulcer, with local or regional skin flap closure 
15945 3 Excision, ischial pressure ulcer, with local or regional skin flap closure; with 

ostectomy  
15946 3 Excision, ischial pressure ulcer, with ostectomy, with muscle flap or 

myocutaneous flap closure 
15950 3 Excision, trochanteric pressure ulcer, with primary suture 
15951 3 Excision, trochanteric pressure ulcer, with primary suture; with ostectomy 
15952 3 Excision, trochanteric pressure ulcer, with local rotation skin flap closure 
15953 3 Excision, trochanteric pressure ulcer, with local rotation skin flap closure; 

with ostectomy 
15954 3 Excision, trochanteric pressure ulcer, with bipedicle flap closure 
15955 3 Excision, trochanteric pressure ulcer, with bipedicle flap closure; with 

ostectomy 
15956 3 Excision, trochanteric pressure ulcer, with muscle or myocutaneous flap 

closure  
15958 3 Excision, trochanteric pressure ulcer, with muscle or myocutaneous flap 

closure; with ostectomy 
15960 3 Excision, heel pressure ulcer, with primary suture 
15961 3 Excision, heel pressure ulcer, with primary suture; with ostectomy 
15964 3 Excision, heel pressure ulcer, with skin flap closure 
15965 3 Excision, heel pressure ulcer, with skin flap closure; with ostectomy 
15966 3 Excision, heel pressure ulcer, with other flap closure 
15967 3 Excision, heel pressure ulcer, with other flap closure; with ostectomy 
15970 3 Excision, leg pressure ulcer, with primary suture 
15971 3 Excision, leg pressure ulcer, with ostectomy 
15972 3 Excision, leg pressure ulcer, with local skin flap(s) 
15973 3 Excision, leg pressure ulcer, with local skin flap(s); with ostectomy 
15974 3 Excision, leg pressure ulcer, with muscle or myocutaneous flap closure 
15975 3 Excision, leg pressure ulcer, with muscle or myocutaneous flap closure; with 

ostectomy 
15980 3 Excision, knee pressure ulcer, with local skin flap closure 
15981 3 Excision, knee pressure ulcer, with local skin flap closure; with ostectomy 
15982 3 Excision, knee pressure ulcer, with other flap closure 
15983 3 Excision, knee pressure ulcer, with other flap closure; with ostectomy 

 
BURNS, LOCAL TREATMENT 

16015 1 Dressing and/or debridement, initial or subsequent; under anesthesia, 
medium or large, or with major debridement 
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BREAST 
 
INCISION 

19020 1 Mastotomy with exploration or drainage of abscess, deep 
 
EXCISION 
* 19101 3 Biopsy of breast; incisional 
* 19120 3 Excision of cyst, fibroadenoma, or other benign or malignant tumor, aberrant 

breast tissue, duct lesion or nipple lesion (except 19140), male or female, one 
or more lesions 

* 19140 4 Mastectomy for gynecomastia through circumareolar or other incision 
19160 4 Mastectomy, partial 
19180 4 Mastectomy, simple, complete 
19182 4 Mastectomy, subcutaneous 

 
MUSCULOSKELETAL SYSTEM 
 
GENERAL 
 
INCISION 

20005 1 Incision of soft tissue abscess (e.g., secondary to osteomyelitis); deep or 
complicated 

 
EXCISION 

20205 1 Biopsy, muscle; deep 
20225 3 Biopsy, bone, trocar or needle; deep (vertebral body, femur) 
20240 2 Biopsy, excisional; superficial (e.g., ilium, sternum, spinous process, ribs, 

trochanter of femur) 
20245 3 Biopsy, excisional, deep (e.g., humerus, ischium, femur) 
20250 4 Biopsy, vertebral body, open; thoracic 
20251 4 Biopsy, vertebral body, open; lumbar or cervical 

 
INTRODUCTION OR REMOVAL 

20525 2 Removal of foreign body in muscle; deep or complicated 
20650 2 Insertion of wire or pin with application of skeletal traction, including 

removal (separate procedure) 
20660 2 Application of tongs or caliper, including removal (separate procedure) 
20661 2 Application of halo; including removal cranial 
20662 2 Application of halo; pelvic 
20663 2 Application of halo; femoral 
20665 2 Removal of tongs or halo applied by another physician 
20680 3 Removal of implant; deep (e.g., buried wire, pin, screw, metal band, nail, rod 

or plate) 
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GRAFTS (OR IMPLANTS) 

20900 3 Bone graft, any donor area; minor or small (e.g., dowel or button) 
20902 4 Bone graft, any donor area; major or large 
20912 4 Cartilage graft; nasal septum 
20920 4 Fascia lata graft; by stripper 
20922 4 Fascia lata graft; by incision and area exposure, complex or sheet 
20926 4 Tissue grafts, other (e.g., paratenon, fat, dermis, etc.) 

 
MISCELLANEOUS 

20955 4 Bone graft with microvascular anastomosis; fibula 
20960 4 Bone graft with microvascular anastomosis; rib 
20962 4 Bone graft with microvascular anastomosis; other bone graft (specify) 
20969 4 Free osteocutaneous flap with microvascular anastomosis; other than iliac 

crest, rib, metatarsal, or great toe 
20970 4 Free osteocutaneous flap with microvascular anastomosis; iliac crest  
20971 4 Free osteocutaneous flap with microvascular anastomosis; rib 
20972 4 Free osteocutaneous flap with microvascular anastomosis; metatarsal 
20973 4 Free osteocutaneous flap with microvascular anastomosis; great toe with web 

space 
20975 2 Electrical stimulation to aid bone healing; invasive (operative) 

 
HEAD 
 
INCISION 

21010 3 Arthrotomy, temporomandibular joint; unilateral 
21011 3 Arthrotomy, temporomandibular joint; bilateral 

 
GENERAL 
 
EXCISION 

21034 4 Excision of malignant tumor of facial bone other than mandible 
* 21040 3 Excision of benign cyst or tumor of mandible; simple 

21044 4 Excision of malignant tumor of mandible 
21050 4 Arthrectomy, temporomandibular joint; unilateral 
21060 4 Meniscectomy, temporomandibular joint; unilateral 
21061 4 Meniscectomy, temporomandibular joint; bilateral 

 
INTRODUCTION OR REMOVAL 

21100 4 Application of halo type appliance for maxillofacial fixation, includes 
removal (separate procedure) 

 
FRACTURE AND/OR DISLOCATION 
* 21310 1 Treatment of closed or open nasal fracture without manipulation 
* 21315 1 Manipulative treatment, nasal bone fracture; without stabilization 

21320 1 Manipulative treatment, nasal bone fracture; with stabilization 
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21325 3 Open treatment of nasal fracture; uncomplicated 
21330 4 Open treatment of nasal fracture; complicated, with internal and/or external 

skeletal fixation 
21335 4 Open treatment of nasal fracture; with concomitant open treatment of 

fractured septum 
21338 4 Open treatment of nasoethmoid fracture; without external fixation 
21340 4 Treatment of closed or open nasoethmoid complex fracture, with splint, wire 

or headcap fixation, including repair of canthal ligaments and/or the 
nasolacrimal apparatus 

* 21355 2 Manipulative treatment of closed or open fracture of malar area, including 
zygomatic arch and malar tripod, towel clip technique 

* 21360 2 Open treatment of closed or open depressed malar fracture, including 
zygomatic arch and malar tripod 

21365 4 Open treatment of closed or open complicated, (e.g., multiple fractures), of 
malar area, including zygomatic arch and malar tripod, with internal skeletal 
fixation and multiple surgical approaches 

21450 4 Treatment of closed or open mandibular fracture; without manipulation 
21451 4 Treatment of closed or open mandibular fracture; with manipulation, may 

include external fixation 
21452 4 Treatment of open mandibular fracture; without manipulation 
21453 4 Treatment of open mandibular fracture; with manipulation 
21480 2 Uncomplicated treatment of temporomandibular dislocation, initial or 

subsequent 
21485 3 Complicated manipulative treatment of temporomandibular dislocation, 

initial or subsequent 
21490 4 Open treatment of temporomandibular dislocation 
21494 3 Treatment of closed or open hyoid fracture; with manipulation 
21495 4 Open treatment of closed or open hyoid fracture 

 
NECK (SOFT TISSUES) AND THORAX 
 
INCISION 

21501 1 Incision and drainage, deep abscess or hematoma 
21502 3 Incision and drainage, deep abscess or hematoma; with partial rib ostectomy 
21510 3 Incision, deep, with opening of bone cortex (e.g., for osteomyelitis or bone 

abscess) 
21555 1 Excision benign tumor; subcutaneous 

 
EXCISION 

21556 2 Excision, benign tumor; deep, subfascial, intramuscular 
21600 3 Excision of rib, partial 
21610 3 Costotransversectomy (separate procedure) 
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ABDOMEN 
EXCISION 

22900 2 Excision, abdominal wall tumor, subfascial (e.g., desmoid) 
 

SHOULDER 
INCISION 

23000 3 Removal of subdeltoid (or intratendinous) calcareous deposits 
23020 3 Capsular contracture release (Sever type procedure) for Erb's palsy 
23030 1 Incision and drainage; deep abscess or hematoma 
23035 2 Incision, deep, with opening of cortex (e.g., for osteomyelitis or bone 

abscess) 
23040 4 Arthrotomy, glenohumeral joint, for infection, with exploration, drainage or 

removal of foreign body 
23044 4 Arthrotomy with exploration, drainage or removal of foreign body, 

acromioclavicular, sternoclavicular joint 
 
EXCISION 

23066 1 Biopsy, soft tissues; deep 
23076 1 Excision, benign tumor; deep, subfascial or intramuscular 
23100 4 Arthrotomy for biopsy, glenohumeral joint 
23101 4 Arthrotomy for biopsy or for excision of torn cartilage, acromioclavicular, 

sternoclavicular joint 
23130 4 Acromionectomy, partial or total 
23140 4 Excision or curettage of bone cyst or benign tumor of clavicle or scapula 
23150 4 Excision or curettage of bone cyst or benign tumor of proximal humerus 

* 23170 2 Sequestrectomy (e.g. for osteomyelitis or bone abscess), clavicle; 
* 23172 2 Sequestrectomy (e.g. for osteomyelitis or bone abscess),scapula; 
* 23174 2 Sequestrectomy (e.g. for osteomyelitis or bone abscess), humeral head to 

surgical neck; 
23180 3 Partial excision (craterization, saucerization, or diaphysectomy) of bone (e.g., 

for osteomyelitis), clavicle 
23182 3 Partial excision (craterization, saucerization, or diaphysectomy) of bone (e.g., 

for osteomyelitis), scapula 
23184 3 Partial excision (craterization, saucerization, or diaphysectomy) of bone (e.g., 

for osteomyelitis), proximal humerus 
23190 3 Ostectomy of scapula, partial (e.g., superior medial angle) 
23195 3 Resection humeral head 

 
INTRODUCTION OR REMOVAL 

23331 2 Removal of foreign body; deep (e.g., Neer prosthesis removal) 
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REPAIR, REVISION OR RECONSTRUCTION 

23405 3 Tenomyotomy; single 
23406 3 Tenomyotomy; multiple through same incision 

 
FRACTURE AND/OR DISLOCATION 

23505 2 Treatment of closed clavicular fracture; with manipulation 
23515 4 Open treatment of closed or open clavicular fracture, with or without internal 

or external skeletal fixation 
23605 2 Treatment of closed humeral (surgical or anatomical neck) fracture; with 

manipulation 
23610 4 Treatment of open humeral (surgical or anatomical neck) fracture, with 

uncomplicated soft tissue closure 
23625 2 Treatment of closed greater tuberosity fracture; with manipulation 
23630 4 Open treatment of closed or open greater tuberosity fracture, with or without 

internal or external skeletal fixation 
23655 1 Treatment of closed shoulder dislocation, with manipulation; requiring 

anesthesia 
23658 4 Treatment of open shoulder dislocation, with uncomplicated soft tissue 

closure 
23660 4 Open treatment of closed or open shoulder dislocation 
23665 2 Treatment of closed shoulder dislocation, with fracture of greater tuberosity, 

with manipulation 
23670 4 Open treatment of closed or open shoulder dislocation, with fracture of 

greater tuberosity 
23675 2 Treatment of closed shoulder dislocation, with surgical or anatomical neck 

fracture, with manipulation 
23680 4 Open treatment of closed or open shoulder dislocation, with surgical or 

anatomical neck fracture 
 
MANIPULATION 

23700 2 Manipulation under anesthesia, including application of fixation apparatus 
(dislocation excluded) 

 
HUMERUS (UPPER ARM) AND ELBOW 

INCISION 
23930 1 Incision and drainage; deep abscess or hematoma 
23935 2 Incision, deep, with opening of (e.g., cortex for osteomyelitis or bone 

abscess) 
24000 2 Arthrotomy, elbow, for infection, with exploration, drainage or removal of 

foreign body 
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EXCISION 

24075 2 Excision, benign tumor; subcutaneous 
24076 2 Excision, benign tumor; deep, subfascial or intramuscular 
24100 4 Arthrotomy, elbow; for synovial biopsy only 
24101 4 Arthrotomy, elbow; with joint exploration, with or without biopsy, with or 

without removal of foreign body 
* 24105 3 Excision, olecranon bursa 

24110 3 Excision, or curettage of bone cyst or benign tumor, humerus 
24115 4 Excision or curettage of bone cyst or benign tumor, humerus; with primary 

autogenous graft (includes obtaining graft) 
24116 4 Excision or curettage of bone cyst or benign tumor, humerus; with 

homogenous or other nonautogenous graft 
24120 3 Excision or curettage of bone cyst or benign tumor of head or neck of radius 

or olecranon process  
24125 4 Excision or curettage of bone cyst or benign tumor of head or neck of radius 

or olecranon process; with primary autogenous graft (includes obtaining 
graft) 

24126 4 Excision or curettage of bone cyst or benign tumor of head or neck of radius 
or olecranon process; with homogenous or other nonautogenous graft 

24130 3 Excision, radial head 
* 24134 2 Sequestrectomy (e.g. for osteomyelitis or bone abscess), shaft or distal 

humerus; 
* 24136 2 Sequestrectomy (e.g. for osteomyelitis or bone abscess), radial head or neck; 
* 24138 2 Sequestrectomy (e.g. for osteomyelitis or bone abscess), olecranon process; 

24140 2 Partial excision (craterization, saucerization or diaphysectomy) of bone (e.g., 
for osteomyelitis), humerus 

24145 2 Partial excision (craterization, saucerization or diaphysectomy) of bone (e.g., 
for osteomyelitis), radial head or neck 

24147 2 Partial excision (craterization, saucerization or diaphysectomy) of bone (e.g., 
for osteomyelitis), olecranon process; 

24155 4 Resection of elbow joint (arthrectomy) 
 
INTRODUCTION OR REMOVAL 

24160 2 Implant removal; elbow joint 
24164 2 Implant removal; radial head 
24201 1 Removal of foreign body; deep 

 
REPAIR REVISION AND RECONSTRUCTION 

24301 3 Muscle or tendon transfer, any type, single (excluding 24320-24331) 
24310 3 Tenotomy, open, elbow to shoulder, single, each 

* 24320 4 Tenoplasty, with muscle transfer, with or without free graft, elbow to 
shoulder, single (Seddon-Brookes type procedure) 

24330 4 Flexor-plasty, elbow, (e.g., Steindler type advancement) 
24331 4 Flexor-plasty, elbow, (e.g., Steindler type advancement); with extensor 

advancement 
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24340 4 Tenodesis for rupture of biceps tendon at elbow 
24342 4 Reinsertion of ruptured biceps tendon, distal, with or without tendon graft 

(includes obtaining graft) 
* 24350 4 Fasciotomy, lateral or medial (e.g., "tennis elbow" or epicondylitis) 
* 24351 4 Fasciotomy, lateral or medial (e.g., "tennis elbow" or epicondylitis); with 

extensor origin detachment 
* 24352 4 Fasciotomy, lateral or medial (e.g., "tennis elbow" or epicondylitis); with 

annular ligament resection 
* 24354 4 Fasciotomy, lateral or medial (e.g., "tennis elbow" or epicondylitis); with 

stripping 
24356 4 Fasciotomy, lateral or medial (e.g., "tennis elbow" or epicondylitis); with 

partial ostectomy 
24420 4 Osteoplasty, humerus (e.g., shortening or lengthening)(excluding 64876) 
24470 4 Hemiepiphyseal arrest (e.g., for cubitus varus or valgus, distal humerus) 
24495 3 Decompression fasciotomy, forearm, with brachial artery exploration 

 
FRACTURE AND/OR DISLOCATION 

24505 1 Treatment of closed humeral shaft fracture; with manipulation 
24506 2 Treatment of closed humeral shaft fracture; percutaneous insertion of pin or 

rod 
24510 3 Treatment of open humeral shaft fracture, with uncomplicated soft tissue 

closure 
24515 4 Open treatment of closed or open humeral shaft fracture, with or without 

internal or external skeletal fixation 
24530 1 Treatment of closed supracondylar or transcondylar fracture, without 

manipulation 
24531 2 Treatment of closed supracondylar or transcondylar fracture, without 

manipulation; with traction (pin or skin) 
24535 1 Treatment of closed supracondylar or transcondylar fracture, with 

manipulation 
24536 2 Treatment of closed supracondylar or transcondylar fracture, with 

manipulation; with traction (pin or skin) 
24538 2 Treatment of closed supracondylar or transcondylar fracture, with 

manipulation; with percutaneous skeletal fixation 
24540 4 Treatment of open supracondylar or transcondylar fracture, with 

uncomplicated soft tissue closure 
24542 4 Treatment of open supracondylar or transcondylar fracture, with 

uncomplicated soft tissue closure; with traction (pin or skin) 
24545 4 Open treatment of closed or open supracondylar or transcondylar fracture, 

with or without internal or external skeletal fixation 
24565 1 Treatment of closed epicondylar fracture, medial or lateral; with 

manipulation 
24570 3 Treatment of open epicondylar fracture, medial or lateral, with 

uncomplicated soft tissue closure 
24575 4 Open treatment of closed or open epicondylar fracture, medial or lateral, with 

or without internal or external skeletal fixation 
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24577 1 Treatment of closed condylar fracture, medial or lateral; with manipulation 
24578 3 Treatment of open condylar fracture, medial or lateral, with uncomplicated 

soft tissue closure 
24579 4 Open treatment of closed or open condylar fracture, medial or lateral, with or 

without internal or external skeletal fixation 
24580 1 Treatment of closed comminuted elbow fracture (fracture distal humerus 

and/or proximal ulna and/or proximal radius), treatment with traction, (pin or 
skin); without manipulation 

24581 1 Treatment of closed comminuted elbow fracture (fracture distal and/or 
proximal ulna and/or proximal radius), treatment with traction, (pin or skin); 
with manipulation 

24583 4 Treatment of open comminuted elbow fracture (fracture distal humerus 
and/or proximal ulna and/or proximal radius), with uncomplicated soft tissue 
closure 

24585 4 Open treatment of closed or open comminuted elbow fracture (fracture distal 
humerus and/or proximal ulna/radius), with or without internal or external 
skeletal fixation 

24586 4 Open treatment of closed or open comminuted elbow fracture (fracture distal 
humerus and/or proximal ulna/radius), with or without internal or external 
skeletal fixation; with elbow resection 

24605 1 Treatment of closed elbow dislocation; requiring anesthesia 
24610 3 Treatment of open elbow dislocation, with uncomplicated soft tissue closure 
24615 3 Open treatment of closed or open elbow dislocation 
24620 2 Treatment of closed Monteggia type of fracture dislocation at elbow (fracture 

proximal end of ulna with dislocation of radial head) 
24625 4 Treatment of open Monteggia type of fracture dislocation at elbow (fracture 

proximal end of ulna with dislocation of radial head), with uncomplicated 
soft tissue closure 

24635 4 Open treatment of closed or open Monteggia type of fracture dislocation at 
elbow (fracture proximal end of ulna with dislocation of radial head), with or 
without internal or external skeletal fixation 

24655 1 Treatment of closed radial head or neck fracture; with manipulation with 
complicated soft tissue closure 

24665 4 Open treatment of closed or open radial head or neck fracture, with or 
without internal fixation or radial head excision 

24666 4 Open treatment of closed or open radial head or neck fracture, with or 
without internal fixation or radial head excision; with implant 

24675 1 Treatment of closed ulnar fracture, proximal end (olecranon process); with 
manipulation 

24680 3 Treatment of open ulnar fracture, proximal end (olecranon process), with 
uncomplicated soft tissue closure 

24685 4 Open treatment of closed or open ulnar fracture proximal end (olecranon 
process), with or without internal or external skeletal fixation 
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FOREARM AND WRIST 
 
INCISION 
* 25000 2 Tendon sheath incision; at radial styloid for deQuervain's disease  

25005 2 Tendon sheath incision; at wrist for other stenosing tenosynovitis 
* 25020 4 Decompression fasciotomy, flexor and/or extensor compartment 
* 25023 4 Decompression fasciotomy, flexor and/or extensor compartment; with 

debridement of nonviable muscle and/or nerve 
25028 1 Incision and drainage, deep abscess or hematoma  
25035 2 Incision, deep, with opening of cortex (e.g., for osteomyelitis or bone 

abscess) 
25040 2 Arthrotomy, radiocarpal or mediocarpal joint, for infection, with exploration, 

drainage, or removal of loose or foreign body 
 
EXCISION 

25066 1 Biopsy, soft tissues; deep 
25076 1 Excision, benign tumor, deep, subfascial or intramuscular 
25085 3 Capsulotomy, wrist (e.g., for contracture) 
25100 2 Arthrotomy, wrist joint; for biopsy 
25101 3 Arthrotomy, wrist joint; with joint exploration, with or without biopsy, with 

or without removal of foreign body 
25107 3 Arthrotomy distal radioulnar joint for repair of triangular cartilage complex 
25110 3 Excision, lesion of tendon sheath 

* 25111 3 Excision of ganglion, wrist (dorsal or volar); primary 
* 25112 3 Excision of ganglion, wrist (dorsal or volar); recurrent 

25120 3 Excision or curettage of bone cyst or benign tumor of radius or ulna 
(excluding head or neck of radius and olecranon process) 

25125 4 Excision or curettage of bone cyst or benign tumor of radius or ulna 
(excluding head or neck of radius and olecranon process); with primary 
autogenous graft (includes obtaining graft) 

25126 4 Excision or curettage of bone cyst or benign tumor of radius or ulna 
(excluding head or neck of radius and olecranon process); with homogenous 
or other nonautogenous graft 

25130 3 Excision or curettage of bone cyst or benign tumor of carpal bones 
25135 3 Excision or curettage of bone cyst or benign tumor of carpal bones; with 

primary autogenous graft (includes obtaining graft) 
25136 4 Excision or curettage of bone cyst or benign tumor of carpal bones; with 

homogenous or other nonautogenous graft 
25145 2 Sequestrectomy (e.g. for osteomyelitis or bone abscess); 
25150 2 Partial excision (craterization, saucerization or diaphysectomy) of bone (e.g., 

for osteomyelitis); ulna 
25151 2 Partial excision (craterization, saucerization or diaphysectomy) of bone (e.g., 

for osteomyelitis); radius 
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25210 3 Carpectomy; one bone 
25215 3 Carpectomy; all bones of proximal row 
25230 3 Radial styloidectomy (separate procedure) 
25240 3 Excision distal ulna (Darrach type procedure) 
25248 2 Exploration for removal of deep foreign body 

 
REPAIR, REVISION OR RECONSTRUCTION 
* 25260 3 Repair, tendon or muscle, flexor; primary, single, each tendon or muscle 
* 25263 3 Repair, tendon or muscle, flexor; secondary, single, each tendon or muscle 
* 25265 4 Repair tendon or muscle, flexor; secondary, with free graft (includes 

obtaining graft), each tendon or muscle 
* 25270 3 Repair, tendon or muscle, extensor; primary, single, each tendon or muscle 
* 25272 3 Repair, tendon or muscle, extensor; secondary, single, each tendon or muscle 

25274 4 Repair, tendon or muscle, extensor, secondary, with tendon graft (includes 
obtaining graft), each tendon 

25280 3 Lengthening or shortening of flexor or extensor tendon, single, each tendon 
25290 3 Tenotomy, open, single, flexor or extensor tendon, each tendon 
25295 3 Tenolysis, single flexor or extensor tendon, each tendon 
25300 3 Tenodesis at wrist; flexors of fingers 
25301 3 Tenodesis at wrist; extensors of fingers 

* 25310 4 Tendon transplantation or transfer, flexor or extensor, single; each tendon 
* 25312 4 Tendon transplantation or transfer, flexor or extensor, single; with tendon 

graft(s) (includes obtaining graft), each tendon 
25315 3 Flexor origin slide for cerebral palsy 
25316 3 Flexor origin slide for cerebral palsy; with tendon(s) transfer 
25317 3 Flexor origin slide for Volkmann contracture 
25318 3 Flexor origin slide for Volkmann contracture; with tendon(s) transfer 
25320 4 Capsulorrhaphy or reconstruction, capsulectomy, wrist (includes 

synovectomy, resection of capsule, tendon insertions) 
25390 4 Osteoplasty radius OR ulna; shortening 
25391 4 Osteoplasty, radius OR ulna; lengthening with autogenous bone graft 
25392 4 Osteoplasty, radius AND ulna; shortening (excluding 64876) 
25393 4 Osteoplasty, radius AND ulna; lengthening with autogenous bone graft 
25450 4 Epiphyseal arrest by epiphysiodesis or stapling; distal radius OR ulna 
25455 4 Epiphyseal arrest by epiphysiodesis or stapling; distal radius AND ulna 
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FRACTURE AND/OR DISLOCATION 

25505 1 Treatment of closed radial shaft fracture; with manipulation 
25510 3 Treatment of open radial shaft fracture, with uncomplicated soft tissue 

closure 
25515 4 Open treatment of closed or open radial shaft fracture, with or without 

internal or external skeletal fixation 
25535 1 Treatment of closed ulnar shaft fracture; with manipulation 
25540 3 Treatment of open ulnar shaft fracture, with uncomplicated soft tissue 

closure 
25545 4 Open treatment of closed or open ulnar shaft fracture, with or without 

internal or external skeletal fixation 
25565 1 Treatment of closed radial and ulnar shaft fractures; with manipulation 
25570 3 Treatment of open radial and ulnar shaft fractures, with uncomplicated soft 

tissue closure 
25575 4 Open treatment of closed or open radial and ulnar shaft fractures, with or 

without internal or external skeletal fixation 
25605 1 Treatment of closed distal radial fracture (e.g., Colles or Smith type) or 

epiphyseal separation, with or without fracture of ulnar styloid; with 
manipulation 

25610 2 Treatment of closed, complex, distal radial fracture (e.g., Colles or Smith 
type) or epiphyseal separation, with or without fracture of ulnar styloid, 
requiring manipulation; without external skeletal fixation or percutaneous 
pinning 

25611 2 Treatment of closed, complex, distal radial fracture (e.g., Colles or Smith 
type) or epiphyseal separation, with or without fracture of ulnar styloid, 
requiring manipulation; percutaneous pinning or pins and plaster technique 

25615 3 Treatment of open distal radial fracture (e.g., Colles or Smith type) or 
epiphyseal separation, with or without fracture of ulnar styloid, with 
uncomplicated soft tissue closure 

25620 4 Open treatment of closed or open distal radial fracture (e.g., Colles or Smith 
type) or epiphyseal separation, with or without fracture of ulnar styloid, with 
or without internal or external skeletal fixation 

25626 3 Treatment of open carpal scaphoid (navicular) fracture, with uncomplicated 
soft tissue closure 

25628 4 Open treatment of closed or open carpal scaphoid (navicular) fracture, with 
or without skeletal fixation 

25635 1 Treatment of closed carpal bone fracture (excluding carpal scaphoid 
(navicular)); with manipulation, each bone 

25640 4 Treatment of open carpal bone fracture (excluding carpal scaphoid 
(navicular)), with uncomplicated soft tissue closure, each bone 

25645 4 Open treatment of closed or open carpal bone fracture (excluding carpal 
scaphoid (navicular)), each bone 

25660 1 Treatment of closed radiocarpal or intercarpal dislocation, one or more 
bones, with manipulation 
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25665 3 Treatment of open radiocarpal or intercarpal dislocation, one or more bones, 
with uncomplicated soft tissue closure 

25670 4 Open treatment of closed or open radiocarpal or intercarpal dislocation, one 
or more bones 

25675 1 Treatment of closed distal radioulnar dislocation with manipulation 
25676 3 Open treatment of closed or open distal radioulnar dislocation, acute or 

chronic 
25680 1 Treatment of closed trans-scaphoperilunar type of fracture dislocation, with 

manipulation 
25685 3 Open treatment of closed or open trans-scaphoperilunar type of fracture 

dislocation 
25690 1 Treatment of lunate dislocation, with manipulation 
25695 3 Open treatment of lunate dislocation 

 
HANDS AND FINGERS 
 
INCISION 

26011 1 Drainage of finger abscess; complicated (e.g., felon, etc) 
26020 1 Drainage of tendon sheath, one digit and/or palm 
26025 1 Drainage of palmar bursa; single, ulnar or radial 
26030 1 Drainage of palmar bursa; multiple or complicated 
26034 2 Incision, deep, with opening of cortex (e.g., for osteomyelitis or bone 

abscess) 
26035 2 Decompression fingers and/or hand, injection injury (e.g., grease gun, etc.) 

* 26040 4 Fasciotomy, palmar, for Dupuytren's contracture; closed (subcutaneous) 
* 26045 4 Faciotomy, palmar, for Dupuytren's contracture; open, partial 
* 26055 1 Tendon sheath incision for trigger finger 
* 26060 1 Tenotomy, subcutaneous, single, each digit 

26070 2 Arthrotomy, for infection, with exploration, drainage or removal of loose or 
foreign body; carpometacarpal joint 

26075 2 Arthrotomy with exploration, drainage or removal of loose or foreign body; 
metacarpophalangeal joint 

26080 2 Arthrotomy with exploration, drainage or removal of loose or foreign body; 
interphalangeal joint, each 

 
EXCISION 

26100 3 Arthrotomy for synovial biopsy; carpometacarpal joint 
26105 3 Arthrotomy for synovial biopsy; metacarpophalangeal joint 
26110 3 Arthrotomy for synovial biopsy; interphalangeal joint, each 
26115 3 Excision of benign tumor; subcutaneous 
26116 3 Excision of benign tumor; deep, subfascial, intramuscular 

* 26120 4 Fasciectomy, palmar, simple, for Dupuytren's contracture; partial excision 
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* 26122 4 Fasciectomy, palmar, simple, for Dupuytren's contracture; up to one-half 

palmar fascia, with single digit involvement, with or without Z-plasty or 
other local tissue rearrangement 

26124 4 Fasciectomy, palmar, complicated, requiring skin grafting (includes 
obtaining graft); with single digit involvement 

26126 4 Fasciectomy, palmar, complicated, requiring skin grafting (includes 
obtaining graft); each additional digit 

* 26128 4 Fasciectomy, palmar, complicated, requiring skin grafting (includes 
obtaining graft); each finger joint release 

26135 4 Synovectomy, metacarpophalangeal joint including intrinsic release and 
extensor hood reconstruction, each digit 

* 26140 4 Synovectomy, proximal interphalangeal joint, including extensor 
reconstruction, each interphalangeal joint 

* 26145 4 Synovectomy tendon sheath, radical (tenosynovectomy), flexor, palm or 
finger, single, each digit 

26160 3 Excision of lesion of tendon sheath or capsule (e.g., cyst or ganglion) 
26170 3 Excision of tendon, palm, flexor, single (separate procedure), each 
26180 3 Excision of tendon, finger, flexor (separate procedure) 
26200 3 Excision or curettage of bone cyst or benign tumor of metacarpal 
26205 3 Excision or curettage of bone cyst or benign tumor of metacarpal; with 

autogenous graft (includes obtaining graft) 
26210 3 Excision or curettage of bone cyst or benign tumor of proximal, middle or 

distal phalanx 
26215 3 Excision or curettage of bone cyst or benign tumor of proximal, middle or 

distal phalanx; with autogenous graft (includes obtaining graft) 
26230 3 Partial excision (craterization, saucerization, or diaphysectomy) of bone (e.g., 

for osteomyelitis); metacarpal 
26235 3 Partial excision (craterization, saucerization, or diaphysectomy) of bone (e.g., 

for osteomyelitis); proximal or middle phalanx 
26250 4 Radical resection (ostectomy) for tumor, metacarpal 
26255 4 Radical resection (ostectomy) for tumor, metacarpal; with autogenous graft 

(includes obtaining graft) 
26261 4 Radical resection (ostectomy) for tumor, proximal or middle phalanx; with 

autogenous graft (includes obtaining graft) 
 
REPAIR, REVISION OR RECONSTRUCTION 
 
* 26350 3 Flexor tendon repair or advancement, single, not in "no man's land"; primary 

or secondary without free graft, each tendon 
* 26352 4 Flexor tendon repair or advancement, single, not in "no man's land"; 

secondary with free graft (includes obtaining graft), each tendon 
* 26356 3 Flexor tendon repair or advancement, single, in "no man's land"; primary, 

each tendon 
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* 26358 4 Flexor tendon repair or advancement, single, in "no man's land"; secondary 

with free graft (includes obtaining graft), each tendon 
* 26370 3 Profundus tendon repair or advancement, with intact sublimis; primary 
* 26372 4 Profundus tendon repair or advancement, with intact sublimis; secondary 

with free graft (includes obtaining graft) 
* 26373 3 Profundus tendon repair or advancement, with intact sublimis; secondary 

without free graft 
* 26390 3 Flexor tendon excision, implantation of plastic tube or rod for delayed tendon 

graft 
* 26392 4 Removal of tube or rod and insertion of tendon graft (includes obtaining 

graft) 
* 26410 3 Extensor tendon repair, dorsum of hand, single, primary or secondary; 

without free graft, each tendon 
* 26412 4 Extensor tendon repair, dorsum of hand, single, primary or secondary; with 

free graft (includes obtaining graft), each tendon  
* 26418 3 Extensor tendon repair, dorsum of finger, single, primary or secondary; 

without free graft, each tendon 
* 26420 4 Extensor tendon repair, dorsum of finger, single, primary or secondary; with 

free graft (includes obtaining graft), each tendon 
* 26426 4 Extensor tendon repair, central slip repair, secondary (boutonniere 

deformity); using local tissues 
* 26428 4 Extensor tendon repair, central slip repair, secondary (boutonniere 

deformity); with free graft (includes obtaining graft) 
* 26432 4 Extensor tendon repair, distal insertion ("mallet finger"), closed, splinting 

with or without percutaneous pinning 
* 26433 3 Extensor tendon repair, open, primary or secondary repair; without graft 
* 26434 4 Extensor tendon repair, open, primary or secondary repair; with free graft 

(includes obtaining graft) 
26440 3 Tenolysis, simple, flexor tendon; palm OR finger, single, each tendon 
26442 3 Tenolysis, simple, flexor tendon; palm AND finger, each tendon 
26445 3 Tenolysis, extensor tendon, dorsum of hand or finger; each tendon 
26449 4 Tenolysis, complex, extensor tendon, dorsum of hand or finger, including 

hand and forearm 
* 26450 1 Tenotomy, flexor, single, palm, open, each 
* 26455 1 Tenotomy, flexor, single finger, open, each 
* 26460 1 Tenotomy, extensor, hand or finger, single, open, each 

26471 2 Tenodesis; for proximal interphalangeal joint stabilization 
26474 2 Tenodesis; for distal joint stabilization 
26476 3 Tendon lengthening, extensor, single, each 
26477 3 Tendon shortening, extensor, single, each 

* 26480 4 Tendon transfer or transplant, carpometacarpal area 
* 26483 4 Tendon transfer or transplant, carpometacarpal area 
* 26485 4 Tendon transfer or transplant, palmar, single, each tendon; without free 

tendon graft 
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* 26489 4 Tendon transfer or transplant, palmar, single, each tendon; with free tendon 

graft (includes obtaining graft), each tendon 
26490 4 Opponens plasty; sublimis tendon transfer type 
26492 4 Opponens plasty; tendon transfer with graft (includes obtaining graft) 
26494 4 Opponens plasty; hypothenar muscle transfer 
26496 4 Opponens plasty; other methods 
26497 4 Tendon transfer to restore intrinsic function; ring and small finger 
26498 4 Tendon transfer to restore intrinsic function; all four fingers 
26499 4 Correction claw finger; other methods 
26500 4 Tendon pulley reconstruction; with local tissues (separate procedure) 
26502 4 Tendon pulley reconstruction; with tendon or fascial graft (includes obtaining 

graft) (separate procedure) 
26508 4 Thenar muscle release for thumb contracture 
26510 4 Cross intrinsic transfer 
26516 2 Capsulodesis for M-P joint stabilization; single digit 
26517 2 Capsulodesis for M-P joint stabilization; two digits 
26518 3 Capsulodesis for M-P joint stabilization; three or four digits 

* 26520 3 Capsulectomy for contracture; metacarpophalangeal joint, single, each 
* 26525 3 Capsulectomy for contracture; interphalangeal joint, single, each 
* 26530 4 Arthroplasty, metacarpophalangeal joint; single, each 
* 26531 4 Arthroplasty, metacarpophalangeal joint; with prosthetic implant, single, 

each 
* 26535 4 Arthroplasty interphalangeal joint; single, each  
* 26536 4 Arthroplasty interphalangeal joint; with prosthetic implant, single, each 
* 26540 4 Primary repair of collateral ligament, metacarpophalangeal joint 
* 26541 4 Reconstruction, collateral ligament, metacarpophalangeal joint; with tendon 

or fascial graft (includes obtaining graft) 
26542 4 Primary repair of collateral ligament, metacarpophalangeal joint; with local 

tissue 
* 26545 4 Reconstruction, collateral ligament, interphalangeal joint, single, including 

graft, each joint 
26552 4 Reconstruction thumb with toe 
26555 4 Positional change of other finger 
26557 4 Toe to finger transfer; first stage 
26558 4 Toe to finger transfer; each delay 
26559 4 Toe to finger transfer; second stage 

* 26567 4 Osteotomy for correction of deformity; phalanx 
26568 4 Osteoplasty for lengthening of metacarpal or phalanx 
26570 4 Bone graft, (includes obtaining graft); metacarpal 
26574 4 Bone graft, (includes obtaining graft); phalanx 

 
FRACTURES AND/OR DISLOCATIONS 

26605 1 Treatment of closed metacarpal fracture, single; with manipulation, each 
bone 

26607 2 Treatment of closed metacarpal fracture, single, with manipulation, with 
skeletal fixation, each bone 
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26610 2 Treatment of open metacarpal fracture, single, with uncomplicated soft tissue 
closure, each bone 

26645 1 Treatment of closed carpometacarpal fracture dislocation, thumb (Bennett 
fracture), with manipulation 

26650 2 Treatment of closed carpometacarpal fracture dislocation, thumb (Bennett 
fracture), with manipulation; with skeletal fixation 

26655 3 Treatment of open carpometacarpal fracture dislocation, thumb (Bennett 
fracture), with uncomplicated soft tissue closure 

26660 3 Treatment of open carpometacarpal fracture dislocation, thumb (Bennett 
fracture), with uncomplicated soft tissue closure; with skeletal fixation 

26665 3 Open treatment of closed or open carpometacarpal fracture dislocation, 
thumb (Bennett fracture), with or without internal or external skeletal 
fixation  

26675 1 Treatment of closed carpometacarpal dislocation, other than Bennett fracture, 
single, with manipulation; requiring anesthesia 

26676 2 Treatment of closed carpometacarpal dislocation, other than Bennett fracture, 
single, with manipulation; with percutaneous pinning 

26680 2 Treatment of open carpometacarpal dislocation, other than Bennett 
fracture,single, with uncomplicated soft closure 

26685 3 Open treatment of closed or open carpometacarpal dislocation, other than 
Bennett fracture; single, with or without internal or external skeletal fixation 

26686 3 Open treatment of closed or open carpometacarpal dislocation, other than 
Bennett fracture; complex, multiple or delayed reduction 

26705 1 Treatment of closed metacarpophalangeal dislocation, single, with 
manipulation; requiring anesthesia 

26706 2 Treatment of closed metacarpalphalangeal dislocation, single, with 
manipulation; with percutaneous pinning 

26710 2 Treatment of open metacarpophalangeal dislocation, single, with 
uncomplicated soft tissue closure 

26715 3 Open treatment of closed or open metacarpophalangeal dislocation, single, 
with or without internal or external skeletal fixation 

26727 2 Treatment of unstable phalangeal shaft fracture, proximal or middle phalanx, 
finger or thumb, with manipulation, requiring traction or fixation, each 

26730 2 Treatment of open phalangeal shaft fracture, proximal or middle phalanx, 
finger or thumb, with uncomplicated soft tissue closure, each 

26735 3 Open treatment of closed or open phalangeal shaft fracture, proximal or 
middle phalanx, finger or thumb, with or without internal or external skeletal 
fixation, each 

26744 2 Treatment of open articular fracture, involving metacarpophalangeal or 
proximal interphalangeal joint; with uncomplicated soft tissue closure, each 

26746 3 Open treatment of closed or open articular fracture, involving 
metacarpophalangeal or proximal interphalangeal joint, each 

 
 
 
 
 
 
 
 
 
 
Rev. 340 28-167 



 
 
 EXHIBIT A (CONT.) 
 
 LIST OF COVERED SURGICAL PROCEDURES 
 
 

26765 3 Open treatment of closed or open distal phalangeal fracture, finger or thumb, 
each 

26780 2 Treatment of open interphalangeal joint dislocation, single, with 
uncomplicated soft tissue closure 

26785 3 Open treatment of closed or open interphalangeal joint dislocation, single 
 
ARTHRODESIS 
* 26820 4 Fusion in opposition, thumb, with autogenous graft (includes obtaining graft) 
* 26841 4 Arthrodesis, carpometacarpal joint, thumb, with or without internal fixation 
* 26842 4 Arthrodesis, carpometacarpal joint, thumb, with or without internal fixation; 

with autogenous graft (includes obtaining graft) 
* 26843 4 Arthrodesis, carpometacarpal joint, digits, other than thumb 
* 26844 4 Arthrodesis, carpometacarpal joint, digits, other than thumb; with autogenous 

graft (includes obtaining graft) 
* 26860 4 Arthrodesis, interphalangeal joint, with or without internal fixation 
* 26861 4 Arthrodesis, interphalangeal joint, with or without internal fixation; each 

additional interphalangeal joint 
* 26862 4 Arthrodesis, interphalangeal joint, with or without internal fixation; with 

autogenous graft (includes obtaining graft) 
* 26863 4 Arthrodesis, interphalangeal joint, with or without internal fixation; with 

autogenous graft (includes obtaining graft), each additional joint 
 
AMPUTATION 
* 26910 2 Amputation, metacarpal, with finger or thumb (ray amputation), single, with 

or without interosseus transfer 
* 26951 2 Amputation, finger or thumb, primary or secondary, any joint or phalanx, 

single, including neurectomies; with direct closure 
* 26952 4 Amputation, finger or thumb, primary or secondary, any joint or phalanx, 

single, including neurectomies; with local advancement flaps (V-Y, hood) 
 
PELVIS AND HIP JOINT 
 
INCISION 

26990 2 Incision and drainage; deep abscess or hematoma 
26991 2 Incision and drainage; infected bursa 
26992 2 Incision, deep, with opening of bone cortex (e.g., for osteomyelitis or bone 

abscess) 
27000 3 Tenotomy, adductor, subcutaneous, closed (separate procedure) 
27001 4 Tenotomy, adductor, subcutaneous, open; unilateral 
27002 4 Tenotomy, adductor, subcutaneous, open; bilateral 
27003 4 Tenotomy, adductor, subcutaneous, open, with obturator neurectomy; 

unilateral 
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27004 4 Tenotomy, adductor, subcutaneous, open, with obturator neurectomy; 
bilateral 

27030 4 Arthrotomy, hip, for infection, with drainage 
27033 4 Arthrotomy, hip, for exploration or removal of loose or foreign body 
27035 4 Hip joint denervation, intrapelvic or extrapelvic intra-articular branches of 

sciatic, femoral or obturator nerves 
 
EXCISION 

27040 4 Biopsy, soft tissues; superficial 
27041 4 Biopsy, soft tissues; deep 
27047 4 Excision, benign tumor; subcutaneous 
27048 4 Excision, benign tumor; deep, subfascial, intramuscular 
27052 4 Arthrotomy for biopsy; hip joint 
27065 4 Excision of bone cyst or benign tumor; superficial (wing of ilium, symphysis 

pubis, or greater trochanter of femur) with or without autogenous bone graft 
27066 4 Excision of bone cyst or benign tumor; deep, with or without bone graft 
27080 4 Coccygectomy, primary 

 
INTRODUCTION AND/OR REMOVAL 

27087 2 Removal of foreign body; deep 
27095 1 Injection procedure for hip arthrography; with anesthesia 

 
FRACTURES AND/OR DISLOCATIONS 

27201 4 Treatment of open coccygeal fracture 
27202 4 Open treatment of closed or open coccygeal fracture 

 
MANIPULATION 

27275 2 Manipulation, hip joint, requiring general anesthesia 
 
FEMUR (THIGH REGION) AND KNEE JOINT 
 
INCISION 

27301 2 Incision and drainage of deep abscess, infected bursa, or hematoma 
27303 2 Incision, deep, with opening of bone cortex (e.g., for osteomyelitis or bone 

abscess) 
* 27305 4 Fasciotomy, iliotibial (tenotomy), open 
* 27306 1 Tenotomy, subcutaneous, closed, adductor or hamstring, (separate 

procedure); single 
* 27307 1 Tenotomy, subcutaneous, closed, adductor or hamstring, (separate 

procedure); multiple 
27310 4 Arthrotomy, knee, for infection, with exploration, drainage or removal of 

foreign body 
* 27315 4 Neurectomy, hamstring muscle 
* 27320 4 Neurectomy, popliteal (gastrocnemius) 
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EXCISION 

27324 2 Biopsy, soft tissues; deep 
27327 1 Excision, benign tumor; subcutaneous 
27328 2 Excision, benign tumor; deep, subfascial, or intramuscular 
27330 4 Arthrotomy, knee; for synovial biopsy only 
27345 4 Excision of synovial cyst of popliteal space (Baker's cyst) 
27350 4 Patellectomy or hemipatellectomy 
27355 4 Excision or curettage of bone cyst or benign tumor of femur 
27360 4 Partial excision (craterization, saucerization or diaphysectomy) of bone, (e.g., 

for osteomyelitis), femur, proximal tibia and/or fibula 
 
INTRODUCTION AND/OR REMOVAL 

27372 3 Removal foreign body, deep 
 
REPAIR, REVISION OR RECONSTRUCTION 

27390 4 Tenotomy, open, hamstring, knee to hip; single 
27391 4 Tenotomy, open, hamstring, knee to hip; multiple, one leg 
27392 4 Tenotomy, open, hamstring, knee to hip; multiple, bilateral 
27393 4 Lengthening of hamstring, tendon; single 
27394 4 Lengthening of hamstring, tendon; multiple, one leg 
27395 4 Lengthening of hamstring, tendon; multiple, bilateral 
27396 4 Transplant, hamstring tendon to patella; single 
27397 4 Transplant, hamstring tendon to patella; multiple 
27400 4 Tendon or muscle transfer, hamstrings to femur (Eggers type procedure) 
27420 4 Reconstruction for recurrent dislocating patella; (Hauser type procedure) 
27422 4 Reconstruction for recurrent dislocating patella; with extensor realignment 

and/or muscle advancement or release (Campbell, Goldwaite, etc., type 
procedure) 

27424 4 Reconstruction for recurrent dislocating patella; with patellectomy 
27425 4 Lateral retinacular release (any method) 
27430 4 Quadriceps plasty (Bennett or Thompson type) 
27435 4 Capsulotomy, knee, posterior capsular release 

 
FRACTURES AND/OR DISLOCATIONS 

27522 3 Treatment of open pateller fracture, with uncomplicated soft tissue closure 
27524 4 Open treatment of closed or open patellar fracture, with repair and/or 

excision 
 
EXCISION 

27532 1 Treatment of closed tibial fracture, proximal (plateau); with manipulation 
 
FRACTURES AND/OR DISLOCATIONS 

27534 3 Treatment of open tibial fracture, proximal (plateau), with uncomplicated 
soft tissue closure 
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EXCISION 

27552 1 Treatment of closed knee dislocation; requiring anesthesia 
27562 1 Treatment of closed patellar dislocation; requiring anesthesia 

 
FRACTURES AND/OR DISLOCATIONS 

27564 4 Treatment of open patellar dislocation, with uncomplicated soft tissue 
closure 

27566 4 Open treatment of closed or open patellar dislocation, with or without partial 
or total patellectomy 

 
MANIPULATION 

27570 2 Manipulation of knee joint under general anesthesia (includes application of 
traction or other fixation devices) 

 
LEG (TIBIA AND FIBULA) AND ANKLE JOINT 
 
INCISION 

27603 2 Incision and drainage; deep abscess or hematoma 
* 27605 1 Tenotomy, Achilles tendon, subcutaneous (separate procedure); local 

anesthesia 
* 27606 1 Tenotomy, Achilles tendon, subcutaneous (separate procedure); general 

anesthesia 
27607 2 Incision, deep, with opening of bone cortex (e.g., for osteomyelitis or bone 

abscess) 
27610 2 Arthrotomy, ankle, with exploration, drainage or removal of loose or foreign 

body 
27612 4 Arthrotomy, ankle, posterior capsular release, with or without Achilles 

tendon lengthening 
 
EXCISION 

27620 3 Arthrotomy, ankle, for biopsy 
27630 3 Excision of lesion of tendon sheath or capsule (e.g., cyst or ganglion) 
27635 3 Excision or curettage of bone cyst or benign tumor, tibia or fibula 
27637 4 Excision or curettage of bone cyst, or benign tumor, tibia or fibula; with 

primary autogenous graft (includes obtaining graft) 
27638 4 Excision or curettage of bone cyst, or benign tumor, tibia or fibula; with 

primary homogenous graft 
27640 4 Partial excision (craterization, saucerization, or diaphysectomy) of bone, 

(e.g., for osteomyelitis); tibia 
27641 4 Partial excision (craterization, saucerization, or diaphysectomy) of bone, 

(e.g., for osteomyelitis); fibula 
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REPAIR, REVISION OR RECONSTRUCTION 
* 27650 3 Repair, primary, open or percutaneous, ruptured Achilles tendon 
* 27652 4 Repair, primary, open or percutaneous, ruptured Achilles tendon; with graft 

(includes obtaining graft) 
* 27654 4 Suture, secondary, ruptured Achilles tendon, with or without graft 
* 27656 3 Repair, fascial defect of leg 
* 27658 3 Repair or suture of flexor tendon of leg; primary, without free graft, single, 

each 
* 27659 4 Repair or suture of flexor tendon of leg; secondary with or without free graft, 

single tendon, each 
* 27664 3 Repair or suture of extensor tendon of leg; primary, without free graft, single, 

each 
* 27665 4 Repair or suture of extensor tendon of leg; secondary with or without free 

graft, single tendon, each 
* 27675 3 Repair for dislocating peroneal tendons; without fibular osteotomy 
* 27676 4 Repair for dislocated peroneal tendons; with fibular osteotomy 

27680 3 Tenolysis, including tibia, fibula and ankle flexor; single 
27681 4 Tenolysis, including tibia, fibula and ankle flexor; multiple (through same 

incision), each 
27685 3 Lengthening or shortening of tendon; single (separate procedure) 
27686 4 Lengthening or shortening of tendon; multiple (through same incision), each 
27690 4 Transfer or transplant of single tendon (with muscle redirection or rerouting); 

superficial (e.g., anterior tibial extensors into midfoot) 
27691 4 Transfer or transplant of single tendon (with muscle redirection or rerouting); 

anterior tibial or posterior tibial through interosseous space 
27692 4 Transfer or transplant of single tendon (with muscle redirection or rerouting); 

each additional tendon 
 
FRACTURES AND/OR DISLOCATIONS 

27756 4 Open treatment of closed or open tibial shaft fracture, with internal skeletal 
fixation; simple 

27758 4 Open treatment of closed or open tibial shaft fracture, with internal or 
external skeletal fixation; complicated 

27764 3 Treatment of open distal tibial fracture (medial malleolus), with 
uncomplicated soft tissue closure 

27766 3 Open treatment of closed or open distal tibial fracture (medial malleolus), 
with fixation 

27781 1 Treatment of closed proximal fibula or shaft fracture; with manipulation 
27782 3 Treatment of open proximal fibula or shaft fracture, with uncomplicated soft 

tissue closure 
27784 4 Open treatment of closed or open proximal fibula or shaft fracture, with or 

without internal or external skeletal fixation 
27790 3 Treatment of open distal fibular fracture (lateral malleolus), with 

uncomplicated soft tissue closure 
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27792 4 Open treatment of closed or open distal fibular fracture (lateral malleolus), 
with fixation 

27802 1 Treatment of closed tibia and fibula fractures, shafts; with manipulation 
27804 3 Treatment of open tibia and fibula fractures, shafts, with uncomplicated soft 

tissue closure (e.g., "pins above and below") 
27842 1 Treatment of ankle dislocation; requiring anesthesia 
27844 3 Treatment of open ankle dislocation, with uncomplicated soft tissue closure 
27846 4 Open treatment of closed or open ankle dislocation 
27848 4 Open treatment of closed or open ankle dislocation; with fixation 

 
MANIPULATION 

27860 1 Manipulation of ankle under general anesthesia (includes application of 
traction or other fixation apparatus) 

 
FOOT 
 
INCISION 

28002 2 Deep infection, below fascia, requiring deep dissection, with or without 
tendon sheath involvement; single bursal space, specify 

28003 2 Deep infection, below fascia, requiring deep dissection, with or without 
tendon sheath involvement; multiple areas 

28005 2 Incision, deep, with opening of bone cortex (e.g., for osteomyelitis or bone 
abscess) 

* 28008 4 Fasciotomy, plantar and/or toe, subcutaneous 
* 28010 1 Tenotomy, subcutaneous, toe; single 
* 28011 1 Tenotomy, subcutaneous, toe; multiple 
* 28030 4 Neurectomy of intrinsic musculature of foot 

28035 4 Tarsal tunnel release (posterior tibial nerve decompression) 
 
EXCISION 

28045 2 Excision, benign tumor; deep, subfascial, intramuscular 
28050 3 Arthrotomy for synovial biopsy; intertarsal or tarsometatarsal joint 
28062 4 Fasciectomy, excision of plantar fascia; radical (separate procedure) 

* 28072 4 Synovectomy; metatarsophalangeal joint, each 
* 28080 3 Excision of Morton neuroma, single, each 
* 28086 4 Synovectomy, tendon sheath; flexor 
* 28088 4 Synovectomy, tendon sheath; extensor 
* 28090 4 Excision of lesion of tendon or fibrous sheath or capsule (including 

synovectomy) cyst or ganglion); foot 
* 28092 4 Excision of lesion of tendon or fibrous sheath or capsule (including 

synovectomy) (cyst or ganglion); toes 
28102 4 Excision or curettage of bone cyst or benign tumor, talus or calcaneus; with 

iliac or other autogenous bone graft (includes obtaining graft) 
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28103 4 Excision or curettage of bone cyst or benign tumor, talus or calcaneus; with 
homogenous bone graft 

28107 3 Excision or curettage of bone cyst or benign tumor, tarsal or metatarsal 
bones, except talus or calcaneus; with homogenous bone graft 

* 28110 3 Ostectomy, partial excision, fifth metatarsal head (bunionette) (separate 
procedure) 

* 28111 3 Ostectomy; complete excision; first metatarsal head 
* 28112 3 Ostectomy; complete excision other metatarsal head (second, third, or fourth) 
* 28113 3 Ostectomy; complete excision fifth metatarsal head 
* 28114 3 Ostectomy; complete excision all metatarsal heads, with proximal 

phalangectomy, excluding first metatarsal (Clayton type procedure) 
28118 3 Ostectomy, calcaneus; partial  
28120 3 Partial excision (craterization, saucerization, sequestrectomy, or 

diaphysectomy) of bone (e.g., for osteomyelitis), talus or calcaneus 
28122 3 Partial excision (craterization, saucerization, or diaphysectomy) of bone (e.g., 

for osteomyelitis), tarsal or metatarsal bone, except talus or calcaneus 
28140 3 Metatarsectomy 
28171 3 Radical resection for tumor; tarsal (except talus or calcaneus) 
28173 3 Radical resection for tumor; metatarsal 
28175 3 Radical resection for tumor; phalanx 

 
INTRODUCTION AND/OR REMOVAL 

28193 2 Remove foreign body; complicated 
 
REPAIR, REVISION OR RECONSTRUCTION 
* 28200 3 Repair or suture of tendon, foot, flexor, single; primary or secondary, without 

free graft, each tendon 
* 28202 4 Repair or suture of tendon, foot, flexor, single; secondary with free graft, 

each tendon (includes obtaining graft) 
* 28208 3 Repair or suture of tendon, foot, extensor, single; primary or secondary, each 

tendon 
* 28210 4 Repair or suture of tendon, foot, extensor, single; secondary with free graft, 

each tendon (includes obtaining graft) 
* 28222 3 Tenolysis, flexor; multiple (through same incision) 
* 28225 3 Tenolysis, extensor; single 
* 28226 3 Tenolysis, extensor; multiple (through same incision),  
* 28230 1 Tenotomy, open, flexor; foot, single or multiple (separate procedure) 
* 28232 1 Tenotomy, open, flexor; toe, single (separate procedure) 
* 28234 1 Tenotomy, open, extensor, foot or toe 
* 28240 1 Tenotomy or release, abductor hallucis muscle 

28250 2 Division of plantar fascia and muscle ("Steindler stripping") (separate 
procedure) 

28260 3 Capsulotomy, midfoot; medial release only (separate procedure) 
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28261 3 Capsulotomy, midfoot; with tendon lengthening  
* 28264 3 Capsulotomy, midtarsal (Heyman type procedure) 
* 28270 3 Capsulotomy for contracture; metatarsophalangeal joint, with or without 

tenorrhaphy, single, each joint (separate procedure) 
* 28272 3 Capsulotomy for contracture; interphalangeal joint, single, each joint 

(separate procedure) 
* 28285 4 Hammertoe operation; one toe (e.g., interphalangeal fusion, filleting, 

phalangectomy) (separate procedure) 
* 28286 4 Hammertoe operation; for cock-up fifth toe with plastic skin closure, (Ruiz-

Mora type procedure) 
* 28290 4 Hallux valgus (bunion) correction, with or without sesamoidectomy; simple 

exostectomy (Silver type procedure) 
* 28292 4 Hallux valgus (bunion) correction, with or without sesamoidectomy; Keller, 

McBride or Mayo type procedure 
* 28293 4 Hallux valgus (bunion) correction, with or without sesamoidectomy; 

resection of joint with implant 
* 28294 4 Hallux valgus (bunion) correction, with or without sesamoidectomy; with 

tendon transplants (Joplin type procedure) 
28296 4 Hallux valgus (bunion) correction, with or without sesamoidectomy; with 

metatarsal osteotomy (e.g., Mitchell, Chevron, or concentric type procedures) 
28297 4 Hallux valgus (bunion) correction, with or without sesamoidectomy; Lapidus 

type procedure 
* 28298 4 Hallux valgus (bunion) correction with or without sesamoidectomy; by 

phalanx osteotomy 
* 28299 4 Hallux valgus (bunion) correction with or without sesamoidectomy; by other 

methods (e.g., double osteotomy) 
* 28306 4 Osteotomy, metatarsal, base or shaft, single, for shortening or angular 

correction; first metatarsal 
* 28308 4 Osteotomy, metatarsal, base or shaft, single, for shortening or angular 

correction; other than first metatarsal 
* 28310 4 Osteotomy for shortening, angular or rotational correction; proximal phalanx, 

first toe (separate procedure) 
* 28312 4 Osteotomy for shortening, angular or rotational correction; other phalanges, 

any toe 
28315 3 Sesamoidectomy, first toe (separate procedure) 
28320 4 Repair of nonunion or malunion; tarsal bones (calcaneus, talus, etc) 
28322 4 Repair of nonunion or malunion; metatarsal, with or without bone graft 

(includes obtaining graft) 
 
FRACTURE AND/OR DISLOCATION 

28405 1 Treatment of closed calcaneal fracture; with manipulation including Cotton 
or Bohler type reductions 

28406 2 Treatment of closed calcaneal fracture; with manipulation and skeletal 
fixation 
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28420 4 Open treatment of closed or open calcaneal fracture, with or without internal 
or external skeletal fixation; with primary iliac or other autogenous bone 
graft (includes obtaining graft) 

28435 1 Treatment of closed talus fracture; with manipulation 
28436 2 Treatment of closed talus fracture; with manipulation and percutaneous 

pinning 
28465 4 Open treatment of closed or open tarsal bone fracture (except talus and 

calcaneus), with or without internal or external skeletal fixation, each  
 
 

28485 4 Open treatment of closed or open metatarsal fracture, with or without internal 
or external skeletal fixation, each 

28500 3 Treatment of open fracture great toe, phalanx or phalanges, with 
uncomplicated soft tissue closure 

28505 3 Open treatment of closed or open fracture great toe, phalanx or phalanges, 
with or without internal or external skeletal fixation 

28520 2 Treatment of open fracture, phalanx or phalanges, other than great toe, with 
uncomplicated soft tissue closure, each 

28525 3 Open treatment of closed or open fracture, phalanx or phalanges, other than 
great toe, with or without internal or external skeletal fixation, each 

28545 1 Treatment of closed tarsal bone dislocation; requiring anesthesia 
28546 2 Treatment of closed tarsal bone dislocation, with percutaneous skeletal 

fixation 
28555 4 Open treatment of closed or open tarsal bone dislocation, with or without 

internal or external skeletal fixation 
28575 1 Treatment of closed talotarsal joint dislocation; requiring anesthesia 
28585 4 Open treatment of closed or open talotarsal joint dislocation, with or without 

internal or external skeletal fixation 
28605 1 Treatment of closed tarsometatarsal joint dislocation; requiring anesthesia 
28606 2 Treatment of closed tarsometatarsal joint dislocation, with percutaneous 

skeletal fixation 
28615 4 Open treatment of closed or open tarsometatarsal joint dislocation, with or 

without internal or external skeletal fixation 
28645 4 Open treatment of closed or open metatarsophalangeal joint dislocation 
28670 3 Treatment of open interphalangeal joint dislocation, with uncomplicated soft 

tissue closure 
28675 4 Open treatment of closed or open interphalangeal joint dislocation 

 
ARTHRODESIS 
* 28750 4 Arthrodesis, great toe; metatarsophalangeal joint 
* 28755 4 Arthrodesis, great toe; interphalangeal joint 
* 28760 4 Arthrodesis, great toe, interphalangeal joint, with extensor hallucis longus 

transfer to first metatarsal neck (Jones type procedure) 
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AMPUTATION 
* 28810 2 Amputation, metatarsal, with toe, single 
* 28820 2 Amputation, toe; metatar sophalangeal joint 
* 28825 2 Amputation, toe; interphalanged joint  
 
ARTHROSCOPY 

29870 4 Arthroscopy, knee, diagnostic, with or without synovial biopsy (separate 
procedure) 

29874 4 Arthroscopy, knee, surgical; for removal of loose body or foreign body (e.g., 
osteochondritis dissecans fragmentation, chondral fragmentation) 

29875 4 Arthroscopy, knee, surgical; synovectomy, limited (e.g., plica or shelf 
resection) 

29876 4 Synovectomy, major, two or more compartments (e.g., medial or lateral) 
29877 4 Debridement/shaving of articular cartilage (chondroplasty) 
29881 4 Arthroscopy, knee, surgical; with meniscectomy (medial or lateral including 

any meniscal shaving) 
29887 4 Drilling for intact osteochondritis dissecans lesion with internal fixation 

 
RESPIRATORY SYSTEM 
 
NOSE 
 
EXCISION 
* 30115 2 Excision, nasal polyp(s), extensive; unilateral 

30116 2 Excision, nasal polyp(s), extensive; bilateral 
30117 2 Excision, intranasal lesion; internal approach 
30118 2 Excision, intransal lesion; external approach (lateral rhinotomy) 
30125 3 Excision dermoid cyst, nose; complex, under bone or cartilage 

* 30130 1 Excision turbinate, partial or complete 
* 30140 4 Submucous resection turbinate, partial or complete 

30150 4 Rhinectomy; partial 
30160 4 Rhinectomy; total 

 
REMOVAL FOREIGN BODY 

30310 1 Removal of foreign body, intranasal; requiring general anesthesia,  
30320 2 Removal foreign body; by lateral rhinotomy 

 
REPAIR 

30400 4 Rhinoplasty, primary; lateral and alar cartilages and/or elevation of nasal tip 
30410 4 Rhinoplasty, primary; complete, external parts including bony pyramid, 

lateral and alar cartilages, and/or elevation of nasal tip 
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30420 4 Rhinoplasty, primary; including major septal repair 
30430 4 Rhinoplasty, secondary; minor revision (small amount of nasal tip work) 
30435 4 Rhinoplasty, secondary; intermediate revision (bony work with osteotomies) 
30450 4 Rhinoplasty, secondary; major revision (nasal tip work and osteotomies) 
30520 4 Septoplasty or submucous resection, with or without cartilage scoring, 

contouring or replacement with graft 
30580 4 Repair fistula; oromaxillary (combine with 31030 if antrotomy is included) 
30600 4 Repair fistula; oronasal 

* 30620 4 Reconstruction, functional, internal nose (septal or other intranasal 
dermatoplasty) (does not include obtaining graft) 

* 30630 4 Repair nasal septal perforations 
 
OTHER PROCEDURES 

30915 4 Ligation arteries; ethmoidal 
30920 4 Ligation arteries; internal maxillary artery, transantral 

 
ACCESSORY SINUSES 
 
INCISION 
* 31020 2 Sinusotomy, maxillary (antrotomy); intranasal, unilateral 
* 31021 2 Sinusotomy, maxillary (antrotomy); intranasal, bilateral 
* 31030 2 Sinusotomy, maxillary (antrotomy); radical, unilateral (Caldwell-Luc) 

without removal of antrochoanal polyps 
* 31031 2 Sinusotomy, maxillary (antrotomy); radical, bilateral (Caldwell-Luc) without 

removal of antrochoanal polyps 
31032 4 Sinusotomy, maxillary (antrotomy); radical unilateral (Caldwell-Luc) with 

removal antrochoanal polyps 
31033 4 Sinusotomy, maxillary (antrotomy); radical, bilateral (Caldwell-Luc) with 

removal antrochoanal polyps 
31070 2 Sinusotomy frontal; external, simple (trephine operation) 

 
EXCISION 
* 31200 3 Ethmoidectomy; intranasal, anterior 
* 31201 3 Ethmoidectomy; intranasal, total 
* 31205 3 Ethmoidectomy; extranasal, total 
 
LARYNX 
 
ENDOSCOPY 
* 31505 1 Laryngoscopy, indirect (separate procedure); diagnostic 
* 31510 1 Laryngoscopy, indirect (separate procedure); with biopsy 
* 31511 1 Laryngoscopy, indirect (separate procedure); with removal of foreign body 
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* 31512 1 Laryngoscopy, indirect (separate procedure); with removal of lesion 

31513 2 Laryngoscopy, indirect (separate procedure); with vocal cord injection 
* 31515 1 Laryngoscopy direct; for aspiration 
* 31525 1 Laryngoscopy, direct; diagnostic, except newborn 
 
* 31526 1 Laryngoscopy, indirect; diagnostic, with operating microscope 

31527 2 Laryngoscopy, direct; with insertion of obturator 
* 31530 1 Laryngoscopy, direct, operative, with foreign body removal 
* 31531 1 Laryngoscopy, direct, operative, with foreign body removal; with operating 

microscope 
* 31535 1 Laryngoscopy, direct, operative, with biopsy 
* 31536 1 Laryngoscopy, direct, operative, with biopsy; with operating microscope 
* 31540 1 Laryngoscopy, direct, operative, with excision of tumor and/or stripping of 

vocal cords or epiglottis 
* 31541 1 Laryngoscopy, direct, operative, with excision of tumor and/or stripping of 

vocal cords or epiglottis; with operating microscope 
* 31560 1 Laryngoscopy, direct, operative, with arytenoidectomy 
* 31561 1 Laryngoscopy, direct, operative, with arytenoidectomy; with operating 

microscope 
* 31570 1 Laryngoscopy, direct, with injection into vocal cord(s), therapeutic 
* 31571 1 Laryngoscopy, direct, with injection into vocal cord(s), therapeutic; with 

operating microscope 
31576 1 Laryngoscopy, flexible fiberscopic; with biopsy 
31577 1 Laryngoscopy, flexible fiberscopic; with removal of foreign body 
31578 1 Laryngoscopy, flexible fiberscopic; with removal of lesion 

 
TRACHEA AND BRONCHI 
 
INCISION 

31600 2 Tracheostomy, planned (separate procedure) 
31612 1 Tracheal puncture, percutaneous for aspiration of mucus (transtracheal 

aspiration) 
31613 2 Tracheostoma revision; simple, without flap rotation 
31614 2 Tracheostoma revision; complex, with flap rotation 

 
ENDOSCOPY 

31615 1 Tracheobronchoscopy through established tracheostomy incision 
31622 1 Bronchoscopy; diagnostic, (flexible original), with or without cell washing or 

brushing 
* 31625 1 Bronchoscopy; with biopsy 

31628 1 Bronchoscopy; with transbronchial lung biopsy, with or without fluoroscopic 
guidance 

* 31630 1 Bronchoscopy; with tracheal or bronchial dilation or closed reduction of 
fracture  

 
 
 
 
 
 
 
 
Rev. 340 28-179 



 
 
 EXHIBIT A (CONT.) 
 
 LIST OF COVERED SURGICAL PROCEDURES 
 
 

31631 1 Bronchoscopy; with tracheal dilation and placement of tracheal stent 
* 31635 1 Bronchoscopy; with removal of foreign body 
* 31640 1 Bronchoscopy; with excision of tumor 

31641 1 Bronchoscopy; with destruction of tumor or relief of stenosis by any method 
other than excision (e.g., laser) 

* 31645 1 Bronchoscopy; with therapeutic aspiration of tracheobronchial tree, initial 
(e.g., drainage of lung abscess) 

31646 1 Bronchoscopy; with therapeutic aspiration of tracheobronchial tree, 
subsequent 

31656 1 Bronchoscopy; with injection of contrast material for segmental 
bronchography (fiberscope only) 

31659 1 Bronchoscopy; with other bronchoscopic procedures 
 
INTRODUCTION 

31700 1 Catheterization, transglottic (separate procedure) 
31708 1 Instillation of contrast material for laryngography or bronchography, without 

catheterization 
31710 1 Catheterization for bronchography, with or without instillation of contrast 

material 
31715 1 Transtracheal injection for bronchography 
31717 1 Catheterization with bronchial brush biopsy 
31719 1 Transtracheal (percutaneous) introduction of indwelling tube for therapy 

(tickle tube) 
31720 1 Catheter aspiration (separate procedure); nasotracheobronchial 

 
CARDIOVASCULAR SYSTEM 
 
REPAIR, LIGATION AND OTHER PROCEDURES 

37609 1 Ligation or biopsy, temporal artery 
* 37700 4 Ligation and division of long saphenous vein at saphenofemoral junction, or 

distal interruptions, unilateral 
* 37701 4 Ligation and division of long saphenous vein at saphenofemoral junction, or 

distal interruptions, unilateral; bilateral 
* 37720 4 Ligation and division and complete stripping of long or short saphenous 

veins; unilateral 
* 37721 4 Ligation and division and complete stripping of long or short saphenous 

veins; bilateral 
* 37730 4 Ligation and division and complete stripping of long and short saphenous 

veins; unilateral 
* 37731 4 Ligation and division and complete stripping of long and short saphenous 

veins: bilateral 
37735 4 Ligation and division and complete stripping of long or short saphenous 

veins with radical excision of ulcer and skin graft and/or interruption of 
communicating veins of lower leg, with excision of deep fascia; unilateral 
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37737 4 Ligation and division and complete stripping of long or short saphenous 
veins with radical excision of ulcer and skin graft and/or interruption of 
communicating veins of lower leg, with excision of deep facia; bilateral 

37760 4 Ligation and perforators, subfascial, radical (Linton Type), with or without 
skin graft 

* 37780 4 Ligation and division of short saphenous vein at saphenopopliteal junction 
(separate procedure); unilateral 

* 37781 4 bilateral.  Ligation and division of short saphenous vein at saphenopopliteal 
junction (separate procedure) 

37785 3 Ligation, division and/or excision of secondary varicose veins (clusters) of 
leg; unilateral 

37787 3 Ligation, division and/or excision of secondary varicose veins (clusters) of 
leg; bilateral 

 
HEMIC AND LYMPHATIC SYSTEM 
 
LYMPH NODES AND LYMPHATIC CHANNELS 
 
INCISION 

38305 1 Drainage of lymph node abscess or lymphadenitis; extensive 
38308 1 Lymphangiotomy or other operations on lymphatic channels 

EXCISION 
* 38500 2 Biopsy or excision of lymph node(s); superficial (separate procedure) 
* 38510 2 Biopsy or excision of lymph node(s); deep, cervical node(s) 
* 38520 2 Biopsy or excision of lymph node(s); deep cervical node(s) with excision 

scalene fat pad 
38530 3 Biopsy or excision of lymph node(s); internal mammary node(s) (separate 

procedure) 
38542 3 Dissection; deep jugular node(s) 
38550 3 Excision of cystic hygroma, axillary or cervical, without deep neurovascular 

dissection; simple 
38555 4 Excision of cystic hygroma, axillary or cervical, without deep neurovascular 

dissection; complex 
 
RADICAL LYMPHADENECTOMY (RADICAL RESECTION OF LYMPH NODES) 

38700 4 Suprahyoid lymphadenectomy; unilateral 
38701 4 Suprahyoid lymphadenectomy; bilateral 
38740 3 Axillary lymphadenectomy; superficial 
38745 3 Axillary lymphadenectomy; complete 
38760 3 Inguinofemoral lymphadenectomy, superficial, including Cloquet's node 

(separate procedure); unilateral 
38761 3 Inguinofemoral lymphadenectomy, superficial, including Cloquet's node 

(separate procedure); bilateral 
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INTRODUCTION 

38790 1 Injection procedure for lymphangiography; unilateral 
38791 1 Injection procedure for lymphangiography; bilateral 

 
DIGESTIVE SYSTEM 
 
LIPS 
 
EXCISION 
* 40500 2 Vermilionectomy (lip shave), with mucosal advancement 
* 40510 3 Excision of lip; transverse wedge excision with primary closure 
* 40520 3 Excision lip; V-excision with primary direct linear closure 

40525 3 Excision lip; full thickness, reconstruction with local flap (Estlander or fan) 
40527 3 Excision lip; full thickness, reconstruction with cross lip flap (Abbe-

Estlander) 
40530 3 Resection of lip, more than one-fourth, without reconstruction 

 
REPAIR (CHEILOPLASTY) 

40650 3 Repair lip, full thickness; vermilion only 
40654 4 Repair lip, full thickness; over one half vertical height, or complex 

 
VESTIBULE OF MOUTH 
 
INCISION 

40801 1 Drainage of abscess, cyst, hematoma, vestibule of mouth; complicated 
40805 1 Removal of embedded foreign body; complicated 

 
EXCISION, DESTRUCTION 

40814 2 Excision of lesion of mucosa and submucosa; with complex repair 
40816 2 Excision of lesion of mucosa and submucosa; complex with excision of 

underlying muscle 
40818 2 Excision of mucosa as donor graft 

 
REPAIR 

40831 2 Closure of laceration; over 2.6 cm or complex 
40840 2 Vestibuloplasty; anterior 
40842 2 Vestibuloplasty; posterior, unilateral 
40843 2 Vestibuloplasty; posterior, bilateral 
40844 3 Vestibuloplasty; entire arch 
40845 4 Vestibuloplasty; complex 

 
TONGUE, FLOOR OF MOUTH 
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INCISION 
* 41000 1 Intraoral incision and drainage of abscess, cyst, or hematoma of tongue or 

floor of mouth; lingual 
* 41005 1 Intraoral incision and drainage of abscess, cyst, or hematoma of tongue or 

floor of mouth; sublingual, superficial 
 
EXCISION 
* 41100 1 Biopsy of tongue; anterior two-thirds 
* 41105 1 Biopsy of tongue; posterior one-third 

41114 2 Excision of lesion of tongue with closure; with local tongue flap 
41115 1 Excision of lingual frenum (frenectomy) 
41116 1 Excision lesion of floor of mouth 
41120 3 Glossectomy; less than one-half tongue 

 
REPAIR 

41251 3 Repair laceration up to 2 cm; posterior one-third of tongue 
 

DENTOALVEOLAR STRUCTURES 
INCISION 

41806 2 Removal embedded foreign body; from bone 
 
EXCISION, DESTRUCTION 

41826 2 Excision of lesion or tumor (except listed above); with simple repair 
41827 3 Excision of lesion or tumor (except listed above); with complex repair 

PALATE, UVULA 
 
INCISION 
* 42000 1 Drainage of abscess of palate, uvula 
 
EXCISION, DESTRUCTION 

42104 1 Excision, lesion of palate, uvula; without closure 
42106 1 Excision, lesion of palate, uvula; with simple primary closure 
42107 1 Excision, lesion of palate, uvula; with local flap closure 
42120 2 Resection of palate or extensive resection of lesion 
42140 2 Uvulectomy, excision of uvula 

 
REPAIR 

42182 1 Repair laceration of palate; over 2 cm or complex 
 
SALIVARY GLAND AND DUCTS 
 
INCISION 

42305 1 Drainage of abscess; parotid, complicated 
42320 1 Drainage of abscess; submaxillary external 

 
 
 
 
 
 
 
 
Rev. 340 28-183 



 
 
 EXHIBIT A (CONT.) 
 
 LIST OF COVERED SURGICAL PROCEDURES 
 
 

42325 2 Fistulization of sublingual salivary cyst (ranula) 
42335 2 Sialolithotomy; submandibular (submaxillary), complicated, intraoral 
42340 2 Sialolithotomy; parotid, extraoral or complicated intraoral 

 
EXCISION 

42408 2 Excision of sublingual salivary cyst (ranula) 
42410 4 Excision of parotid tumor or parotid gland; lateral lobe, without nerve 

dissection 
42440 4 Excision of submandibular (submaxillary) gland 
42450 4 Excision of sublingual gland 

 
REPAIR 

42500 3 Plastic repair of salivary duct, sialodochoplasty; primary or simple 
42505 4 Plastic repair salivary duct, sialodochoplasty; secondary or complicated 
42507 4 Parotid duct diversion, bilateral (Wilke type procedure) 
42508 4 Parotid duct diversion, bilateral (Wilke type procedure); with excision of one 

submandibular gland 
42509 4 Parotid duct diversion, bilateral (Wilke type procedure); with excision of 

both submandibular glands 
 
OTHER PROCEDURES 

42600 1 Closure salivary fistula 
42665 1 Ligation salivary duct, intraoral 

 
PHARYNX, ADENOIDS, AND TONSILS 
 
INCISION 

42720 1 Incision and drainage abscess; retropharyngeal or parapharyngeal, intraoral 
approach 

42725 1 Incision and drainage abscess; retropharyngeal or parapharyngeal, external 
approach 

 
EXCISION 

42806 2 Biopsy; nasopharynx, survey for unknown primary lesion 
42808 1 Excision of lesion of pharynx 

* 42810 2 Excision branchial cleft cyst or vestige; confined to skin and subcutaneous 
tissues 

* 42815 2 Excision branchial cleft cyst or vestige; extending beneath subcutaneous 
tissues 

42860 2 Excision of tonsil tags 
42870 2 Excision lingual tonsil (separate procedure) 
42880 2 Excision nasopharyngeal lesion (e.g., fibroma) 

 
REPAIR 

42900 2 Suture pharynx for wound or injury 
42950 4 Pharyngoplasty (plastic or reconstructive operation on pharnyx) 
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OTHER PROCEDURES 

42955 2 Pharyngostomy (fistulization of pharynx, external for feeding) 
 
ESOPHAGUS 
 
ENDOSCOPY 
* 43200 1 Esophagoscopy, rigid or flexible fiberoptic (specify); diagnostic procedure 
* 43202 1 Esophagoscopy, rigid or flexible fiberoptic (specify); for biopsy and/or 

collection of specimen by brushing or washing 
43204 1 Esophagoscopy, rigid or flexible fiberoptic (specify); for injection sclerosis 

of esophageal varices 
* 43215 1 Esophagoscopy, rigid or flexible fiberoptic (specify); for removal of foreign 

body 
* 43217 1 Esophagoscopy, rigid or flexible fiberoptic (specify); for removal of polypoid 

lesion(s) 
43219 1 Esophagoscopy, rigid or flexible fiberoptic (specify); for insertion of plastic 

tube or stent 
* 43220 1 Esophagoscopy, rigid or flexible fiberoptic (specify); for dilation, direct 

43226 1 Esophagoscopy, rigid or flexible fiberoptic (specify); for insertion of wire to 
guide dilation 

43227 1 Esophagoscopy, rigid or flexible fiberoptic (specify); for control of 
hemorrhage (e.g., electrocoagulation, laser photocoagulation) 

43228 1 Esophagoscopy, rigid or flexible fiberoptic (specify); for ablation of tumor or 
mucosal lesion 

43235 1 Upper gastrointestinal endoscopy including esophagus, stomach, and either 
the duodenum and/or jejunum as appropriate; complex diagnostic 

43239 1 Upper gastrointestinal endoscopy including esophagus, stomach, and either 
the duodenum and/or jejunum as appropriate; for biopsy and/or collection of 
specimen by brushing or washing 

43247 1 Upper gastrointestinal endoscopy including esophagus, stomach, and either 
the duodenum and/or jejunum as appropriate; for removal of foreign body 

43251 1 Upper gastrointestinal endoscopy including esophagus, stomach, and either 
the duodenum and/or jejunum as appropriate; for removal of polypoid 
lesion(s) 

43255 1 Upper gastrointestinal endoscopy including esophagus, stomach, and either 
the duodenum and/or jejunum as appropriate; for control of hemorrhage (e.g., 
electrocoagulation, laser photocoagulation) 

43258 1 Upper gastrointestinal endoscopy including esophagus, stomach, and either 
the duodenum and/or jejunum as appropriate; for ablation of tumor or 
mucosal lesion (e.g., electrocoagulation, with laser photocoagulation) 

43260 2 Endoscopic retrograde cholangiopancreatography (ERCP), with or without 
specimen collection 
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43262 2 Endoscopic retrograde cholangiopancreatography (ERCP), with or without 
specimen collection; for sphincterotomy/papillotomy 

43263 2 Endoscopic retrograde cholangiopancreatography (ERCP), with or without 
specimen collection; for pressure measurement of sphincter of Oddi 

43264 2 Endoscopic retrograde cholangiopancreatography (ERCP), with or without 
specimen collection; for removal of stone(s) from biliary and/or pancreatic 
ducts 

 
MANIPULATION 

43450 1 Dilation of esophagus, by unguided sound or bougie single or multiple 
passes; initial session 

43451 1 Dilation of esophagus, by unguided sound or bougie single or multiple 
passes; subsequent session 

43453 1 Dilation of esophagus, over guide wire or string 
43455 1 Dilation of esophagus, by balloon or Stark dilator 
43456 1 Dilation of esophagus by balloon or Stark dilator; retrograde 

 
INTESTINES (EXCEPT RECTUM) 
 
ENTEROSTOMY-EXTERNAL FISTULIZATION OF INTESTINES (SEPARATE 
PROCEDURE) 
* 44340 3 Revision of colostomy; simple (release of superficial scar)  

44345 4 Revision of colostomy; complicated reconstruction in depth 
44346 4 Revision of colostomy; with repair of paracolostomy Lernia 

 
ENDOSCOPY, SMALL BOWEL AND STOMAL 

44360 1 Small intestinal endoscopy, enteroscopy beyond second portion of 
duodenum; diagnostic 

44361 1 Small intestinal endoscopy, enteroscopy beyond second portion of 
duodenum; for biopsy and/or collection of specimen by brushing or washing 

44363 1 Small intestinal endoscopy, enteroscopy beyond second portion of 
duodenum; for removal of foreign body 

44364 1 Small intestinal endoscopy, enteroscopy beyond second portion of 
duodenum; for removal of polypoid lesion(s) 

44366 1 Small intestinal endoscopy, enteroscopy beyond second portion of 
duodenum; for control of hemorrhage (e.g., electrocoagulation, laser 
photocoagulation) 

44369 1 Small intestinal endoscopy, enteroscopy beyond second portion of 
duodenum; for ablation of tumor or mucosal lesion (e.g., laser) 

44380 1 Fiberoptic ileoscopy through stoma 
44382 1 Fiberoptic ileoscopy through stoma; with biopsy and/or collection of 

specimen by brushing or washing 
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44388 1 Fiberoptic colonoscopy through colostomy 
44389 1 Fiberoptic colonoscopy through colostomy; for biopsy and/or collection of 

specimen by brushing or washing 
44390 1 Fiberoptic colonoscopy through colostomy; for removal of foreign body 
44391 1 Fiberoptic colonoscopy through colostomy; for control of hemorrhage (e.g., 

electrocoagulation, laser photocoagulation) 
44392 1 Fiberoptic colonoscopy through colostomy; for removal of polypoid lesion(s) 

 
RECTUM 
 
INCISION 

45000 3 Transrectal drainage of pelvic abscess 
45005 1 Incision and drainage of submucosal abscess, rectum 
45020 2 Incision and drainage of deep supralevator, pelvirectal, or retrorectal abscess 

 
EXCISION 

45170 3 Excision of rectal tumor, simple, transanal approach 
45180 3 Excision and/or electrodesiccation of malignant tumor of rectum, transanal 

approach; palliative 
45181 3 Excision and/or electrodesiccation of malignant tumor of rectum, transanal 

approach; therapeutic 
 
ENDOSCOPY 

45355 1 Colonoscopy, with standard sigmoidoscope, transabdominal via colotomy, 
single or multiple  

45360 1 Colonoscopy, fiberoptic, beyond 25 cm to splenic flexure; diagnostic 
procedure 

45365 1 Colonoscopy, fiberoptic, beyond  25 cm to splenic flexure; for biopsy and/or 
collection of specimen by brushing or washing 

45367 1 Colonoscopy, fiberoptic, beyond 25 cm to splenic flexure; for removal of 
foreign body 

45368 1 Colonoscopy, fiberoptic, beyond 25 cm to splenic flexure; for control of 
hemorrhage (e.g., electrocoagulation, laser photocoagulation) 

45370 1 Colonoscopy, fiberoptic, beyond 25 cm to splenic flexure; for removal of 
polypoid lesion(s) 

45378 1 Colonoscopy, fiberoptic, beyond splenic flexure; diagnostic procedure 
45379 1 Colonoscopy, fiberoptic, beyond splenic flexure; for removal of foreign body 
45380 1 Colonoscopy, fiberoptic, beyond splenic flexure; for biopsy and/or collection 

of specimen by brushing or washing 
45382 1 Colonoscopy, fiberoptic, beyond splenic flexure; for control of hemorrhage 

(e.g., electrocoagulation, laser photocoagulation) 
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45385 1 Colonoscopy, fiberoptic, beyond splenic flexure; for removal of polypoid 
lesion(s) 

 
REPAIR 

45500 4 Proctoplasty; for stenosis 
45505 4 Proctoplasty; for prolapse of mucous membrane 
45521 1 Perirectal injection of sclerosing solution for prolapse; hospital  
45560 4 Repair of rectocele (separate procedure) 

 
MANIPULATION 

45900 1 Reduction of procidentia (separate procedure) under anesthesia 
* 45910 1 Dilation of rectal structure (separate procedure) under anesthesia other than 

local 
45915 1 Removal of fecal impaction or foreign body (separate procedure) under 

anesthesia 
 
ANUS 
 
INCISION 

46000 2 Fistulotomy, subcutaneous 
46040 2 Incision and drainage of ischiorectal and/or perirectal abscess (separate 

procedure) 
46045 2 Incision and drainage of intramural, intramuscular or submucosal abscess, 

transanal, under anesthesia 
* 46060 2 Incision and drainage of ischiorectal or intramural abscess, with fistulectomy, 

submuscular 
46080 2 Sphincterotomy, anal, division of sphincter (separate procedure) 

 
EXCISION 

46200 2 Fissurectomy, with or without sphincterotomy 
46211 2 Cryptectomy; multiple (separate procedure) 

* 46250 3 Hemorrhoidectomy, external, complete 
* 46255 3 Hemorrhoidectomy internal and external, simple 
* 46257 3 Hemorrhoidectomy internal and external, simple; with fissurectomy 
* 46258 3 Hemorrhoidectomy internal and external, simple; with fistulectomy, with or 

without fissurectomy 
46260 2 Hemorrhoidectomy, internal and external, complex or extensive 
46261 2 Hemorrhoidectomy, internal and external, complex or extensive; with 

fissurectomy 
* 46262 2 Hemorrhoidectomy, internal and external, complex or extensive; with 

fistulectomy, with or without fissurectomy 
* 46270 2 Fistulectomy; subcutaneous 
* 46275 2 Fistulectomy; submuscular 
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* 46280 2 Fistulectomy; complex or multiple 

46285 2 Fistulectomy; second stage 
 
ANUS 
 
INTRODUCTION 

46750 4 Sphincteroplasty, anal, for incontinence or prolapse; adult 
46753 4 Graft (Thiersch operation) for rectal incontinence and/or prolapse 
46754 4 Removal of Thiersch wire or suture 
46760 4 Sphincteroplasty, anal, for incontinence, adult, muscle transplant 

 
DESTRUCTION 

46924 1 Destruction of lesion(s), anus (e.g., condyloma, papilloma, molluscum 
contagiosum, herpetic vesicle), extensive, any method 

46937 2 Cryosurgery of rectal tumor; benign 
46938 2 Cryosurgery of rectal tumor; malignant 

 
LIVER 

INCISION 
* 47000 2 Biopsy of liver, percutaneous needle 
 

ABDOMEN, PERITONEUM, AND OMENTUM 
INCISION 

49000 4 Exploratory laparotomy, exploratory celiotomy (separate procedure) 
 
ENDOSCOPY 
* 49300 4 Peritoneoscopy; without biopsy 
* 49301 4 Peritoneoscopy; with biopsy 

49302 4 Peritoneoscopy with guided transhepatic cholangiography; without biopsy 
49303 4 Peritoneoscopy with guided transhepatic cholangiography; with biopsy 

 
INTRODUCTION 

49400 1 Pneumoperitoneum; initial 
49401 1 Pneumoperitoneum; subsequent 
49420 1 Insertion of intraperitoneal cannula or catheter for drainage or dialysis; 

temporary 
49421 1 Insertion of intraperitoneal cannula or catheter for drainage or dialysis; 

permanent 
49425 1 Peritoneal-venous shunt (e.g., Le Veen shunt) 
49426 1 Revision of peritoneal-venous shunt 

 
REPAIR 
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HERNIOPLASTY, HERNIORRHAPHY, HERNIOTOMY 
* 49505 4 Repair inguinal hernia, age 5 or over 

49510 4 Repair inguinal hernia, age 5 or over; with orchiectomy, with or without 
implantation of prosthesis 

* 49515 4 Repair inguinal hernia, age 5 or over; with excision of hydrocele or 
spermatocele 

* 49520 4 Repair inguinal hernia, any age; recurrent 
* 49525 4 Repair inguinal hernia, any age; sliding 

49540 4 Repair lumbar hernia 
* 49550 4 Repair femoral hernia, groin incision 

49552 4 Repair femoral hernia, Henry approach 
* 49555 4 Repair femoral hernia, recurrent, any approach 
* 49560 4 Repair ventral (incisional) hernia (separate procedure) 
* 49565 4 Repair ventral (incisional) hernia (separate procedure); recurrent 

49570 4 Repair epigastric hernia, properitoneal fat (separate procedure); simple 
49575 4 Repair epigastric hernia, properitoneal fat (separate procedure); complex 
49581 4 Repair umbilical hernia; age 5 or over 
49590 4 Repair spigelian hernia 

 
URINARY SYSTEM 
 
KIDNEY 
 
INCISION 

50020 3 Drainage of perirenal or renal abscess (separate procedure) 
50040 4 Nephrostomy, nephrotomy with drainage 

 
EXCISION 

50200 1 Renal biopsy, percutaneous by trocar or needle 
50205 4 Renal  biopsy, percutaneous; by surgical exposure of kidney 

 
INTRODUCTION 

50390 1 Aspiration and/or injection of renal cyst or pelvis by needle, percutaneous 
50392 1 Introduction of intracatheter or catheter into renal pelvis for drainage and/or 

injection, percutaneous 
50393 1 Introduction of ureteral catheter or stent into  ureter through renal pelvis for 

drainage and/or injection, percutaneous 
50394 1 Injection procedure for pyelography (as nephrostogram, pyelostogram, 

antegrade pyeloureterograms) through nephrostomy or pyelostomy tube, or 
indwelling ureteral catheter (separate procedure) 

50396 1 Manometric studies through nephrostomy or pyelostomy tube, or indwelling 
ureteral catheter 

50398 1 Change of nephrostomy or pyelostomy tube 
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ENDOSCOPY 

50553 1 Renal endoscopy through established nephrostomy or pyelostomy, with or 
without irrigation, instillation, or ureteropyelography, exclusive of radiologic 
service; with ureteral catheterization 

50559 1 Renal endoscopy through established nephrostomy or pyelostomy, with or 
without irrigation, instillation, or ureteropyelography, exclusive of radiologic 
service; with insertion of radioactive substance with or without biopsy and/or 
fulguration 

50561 1 Renal endoscopy through established nephrostomy or pyelostomy, with or 
without irrigation, instillation, or ureteropyelography, exclusive of radiologic 
service; with removal of foreign body or calculus 

50570 1 Renal endoscopy through nephrotomy or pyelotomy, with or without 
irrigation, instillation, or ureteropyelography, exclusive of radiologic service 

50572 1 Renal endoscopy through nephrotomy or pyelotomy, with or without 
irrigation, instillation, or ureteropyelography, exclusive of radiologic service; 
with ureteral catheterization 

50576 1 Renal endoscopy through nephrotomy or pyelotomy, with or without 
irrigation, instillation, or ureteropyelography, exclusive of radiologic service; 
with fulguration, with or without biopsy 

50578 1 Renal endoscopy through nephrotomy or pyelotomy, with or without 
irrigation, instillation, or ureteropyelography, exclusive of radiologic service; 
with insertion of radioactive substance, with or without biopsy and/or 
fulguration 

50580 1 Renal endoscopy through nephrotomy or pyelotomy, with or without 
irrigation, instillation, or ureteropyelography, exclusive of radiologic service; 
with removal of foreign body or calculus 

 
URETER 
 
INTRODUCTION 

50684 1 Injection procedure for ureterography or ureteropyelography through 
ureterostomy or indwelling ureteral catheter (separate procedure) 

50690 1 Injection procedure for visualization of ilial conduit and/or 
ureteropyelography, exclusive of radiologic service (separate procedure) 

 
ENDOSCOPY 

50953 1 Ureteral endoscopy through established ureterostomy, with or without 
irrigation, instillation, or ureteropyelography, exclusive of radiologic service; 
with ureteral catheterization 

50955 1 Ureteral endoscopy through established ureterostomy, with or without 
irrigation, instillation, or ureteropyelography, exclusive of radiologic service; 
with biopsy 
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50957 1 Ureteral endoscopy through established ureterostomy, with or without 
irrigation, instillation, or ureteropyelography, exclusive of radiologic service; 
with fulguration, with or without biopsy 

50959 1 Ureteral endoscopy through established ureterostomy, with or without 
irrigation, instillation, or ureteropyelography, exclusive of radiologic service; 
with insertion of radioactive substance with or without biopsy and/or 
fulguration (not including provision of material) 

50961 1 Ureteral endoscopy through established ureterostomy, with or without 
irrigation, instillation, or ureteropyelography, exclusive of radiologic service; 
with removal of foreign body or calculus 

50970 1 Ureteral endoscopy through ureterotomy, with or without irrigation, 
instillation, or ureteropyelography, exclusive of radiologic service 

50972 1 Ureteral endoscopy through ureterotomy, with or without irrigation, 
instillation, or ureteropyelography, exclusive of radiologic service; with 
ureteral catheterization 

50974 1 Ureteral endoscopy through ureterotomy, with or without irrigation, 
instillation, or ureteropyelography, exclusive of radiologic service; with 
biopsy 

50976 1 Ureteral endoscopy through ureterotomy, with or without irrigation, 
instillation, or ureteropyelography, exclusive of radiologic service; with 
fulguration, with or without biopsy 

50978 1 Ureteral endoscopy through ureterotomy, with or without irrigation, 
instillation, or ureteropyelography, exclusive of radiologic service; with 
insertion of radioactive substance, with or without biopsy and/or fulguration 
(not including provision of materal) 

50980 1 Ureteral endoscopy through ureterotomy, with or without irrigation, 
instillation, or ureteropyelography, exclusive of radiologic service; with 
removal of foreign body or calculus 

 
BLADDER 
 
INCISION 

51005 1 Aspiration of bladder; by trocar or intracatheter 
51010 1 Aspiration of bladder; with insertion of suprapubic catheter 

 
INTRODUCTION 

51600 1 Injection procedure for cystography or voiding urethrocystography 
51605 1 Injection procedure and placement of chain for contrast and/or chain 

urethrocystography 
51610 1 Injection procedure for retrograde urethrocystography 
51710 1 Change of cystostomy tube; complicated 

 
BLADDER 
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REPAIR 

51865 4 Cystorrhaphy, suture of bladder wound, injury or rupture; complicated  
51900 4 Closure of vesicovaginal fistula, abdominal approach 

 
URETER 
 
ENDOCOPY-CYSTOSCOPY, URETHROSCOPY CYSTOURETHROSCOPY NOTES 
* 52000 1 Cystourethroscopy; (separate procedure) 

52005 1 Cystourethroscopy; with ureteral catheterization, with or without irrigation, 
instillation, or ureteropyelography, exclusive of radiologic service 

52007 1 Cystourethroscopy; with ureteral catheterization and brush biopsy of ureter 
and/or renal pelvis 

52010 1 Cystourethroscopy: with ejaculatory duct catheterization, with or without 
irrigation, instillation, or duct radiography, exclusive of radiologic service 

 
BLADDER 
 
TRANSURETHRAL SURGERY (URETHRA, AND BLADDER) 

52204 3 Cystourethroscopy, with biopsy 
52214 3 Cystourethroscopy, with fulguration (including cryosurgery or laser surgery) 

of trigone, bladder neck, prostatic fossa, urethra, or periurethral glands 
52224 3 Cystourethroscopy, with fulguration (including cryosurgery or laser surgery) 

or treatment of MINOR (less than 0.5 cm) lesion(s), with or without biopsy 
52234 3 Cystourethroscopy, with fulguration (including cryosurgery or laser surgery) 

and/or resection of; SMALL bladder tumor(s) (0.5 to 2.0 cm) 
52235 3 Cystourethroscopy, with fulguration (including cryosurgery) and/or resection 

of; MEDIUM bladder tumor(s) (2.0 to 5.0 cm) 
52240 3 Cystourethroscopy, with fulguration (including cryosurgery) and/or resection 

of; LARGE bladder tumor(s) 
52250 3 Cystourethroscopy with insertion of radioactive substance, with or without 

biopsy or fulguration 
52260 3 Cystourethroscopy, with dilation of bladder for interstitial cystitis; general or 

conduction (spinal) anesthesia 
52270 3 Cystourethroscopy, with internal urethrotomy; female  
52275 3 Cystourethroscopy, with internal urethrotomy; male  
52276 3 Cystourethroscopy with direct vision internal urethrotomy 
52277 3 Cystourethroscopy, with resection of external sphincter (sphincterotomy) 
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52281 3 Cystourethroscopy, with calibration and/or dilation of urethral stricture or 
stenosis, with or without meatotomy and injection procedure for cystography, 
male or female 

52283 3 Cystourethroscopy, with steroid injection into stricture 
52285 3 Cystourethroscopy for treatment of the female urethral syndrome with any or 

all of the following:  urethral meatotomy, urethral dilation, internal 
urethrotomy, lysis of urethrovaginal septal fibrosis, lateral incisions of the 
bladder neck, and fulguration of polyp(s) of urethra, bladder neck, and/or 
trigone 

52290 3 Cystourethroscopy; with ureteral meatotomy, unilateral or bilateral 
52300 3 Cystourethroscopy; with resection or fulguration of ureterocele(s), unilateral 

or bilateral 
52305 3 Cystourethroscopy; with incision or resection of orifice of bladder 

diverticulum, single or multiple 
52310 4 Cystourethroscopy, with removal of foreign body calculus or ureteral stent 

from urethra or bladder; simple 
52315 4 Cystourethroscopy, with removal of foreign body calculus or ureteral stent 

from urethra or bladder; complicated 
52317 4 Litholapaxy: crushing of fragmentation or calculus by any means in bladder 

and removal of fragments, simple; small (less than 2.5 c.m.) 
52318 4 Litholapaxy: crushing of fragmentation or calculus by any means in bladder 

and removal of fragments, simple; complicated or large (over 2.5 c.m.) 
52320 4 Cystourethroscopy (including ureteral catheterization); with removal of 

ureteral calculus 
52330 4 Cystourethroscopy (including ureteral catheterization); with manipulation, 

without removal of ureteral calculus 
52332 4 Cystourethroscopy, with insertion of indwelling ureteral stent (e.g., Gibbons 

or double-J type) 
52335 3 Cystourethroscopy, with ureteroscopy and/or pyeloscopy (includes dilation of 

the ureter by any method) 
 
TRANSURETHERAL SURGERY (VESICAL NECK AND PROSTATE) 

52340 3 Cystourethroscopy with incision, fulguration, or resection of bladder neck 
and/or posterior urethra (congenital valves, obstructive hypertrophic mucosal 
folds) 

52500 3 Transurethral resection of bladder neck (separate procedure) 
 
TRANSURETHRAL SURGERY(URETHA AND BLADDER)  

52601 4 Transurethral resection of prostate, including control of postoperative 
bleeding, complete (vasectomy, meatotomy, cystourethroscopy, urethral 
calibration and/or dilation, and internal urethrotomy are included) 
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52606 4 Transurethral fulguration for postoperative bleeding occurring after the usual 
follow-up time 

52612 4 Transurethral resection of prostate; first stage of two-stage resection (partial 
resection) 

52614 4 Transurethral resection of prostate; second stage of two-stage resection 
(resection completed) 

52620 4 Transurethral resection; of residual obstructive tissue after 90 days 
postoperative 

52630 4 Transurethral resection; of regrowth of obstructive tissue longer than one 
year postoperative 

52640 4 Transurethral resection; of postoperative bladder neck contracture 
52650 4 Transurethral cryosurgical removal of prostate (postoperative irrigations and 

aspiration of sloughing tissue included) 
52700 4 Transurethral drainage of prostatic abscess 

 
URETHRA 
 
INCISION 

53000 2 Urethrotomy or urethrostomy, external (separate procedure); pendulous 
urethra 

53010 2 Urethrotomy or urethrostomy, external (separate procedure); perineal urethra, 
external 

53020 2 Meatotomy, cutting of meatus (separate procedure); except infant 
53040 2 Drainage of deep periurethral abscess 

 
EXCISION 

53220 3 Excision or fulguration of carcinoma of urethra 
53230 3 Excision of urethral diverticulum (separate procedure); female 
53235 3 Excision of urethral diverticulum (separate procedure); male 
53240 3 Marsupialization of urethral diverticulum, male or female 
53265 3 Excision or fulguration; urethral caruncle 
53275 3 Excision or fulguration; urethral prolapse 

 
REPAIR 

53400 4 Urethroplasty; first stage, for fistula, diverticulum, or stricture, e.g., 
Johannsen type 

53405 4 Urethroplasty; second stage (formation of urethra), including urinary 
diversion 

53410 4 Urethroplasty, one-stage reconstruction of male anterior urethra 
53420 4 Urethroplasty, two-stage reconstruction or repair of prostatic or membranous 

urethra; first stage 
53425 4 Urethroplasty, two-stage reconstruction or repair of prostatic or membranous 

urethra; second stage 
53430 4 Urethroplasty, reconstruction of female urethra 
53440 4 Operation for correction of male urinary incontinence, with or without 

introduction of prosthesis 
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53447 4 Removal, repair or replacement of inflatable sphincter including pump and/or 
reservoir and/or cuff 

53449 4 Surgical correction of hydraulic abnormality of inflatable sphincter device 
53450 4 Urethromeatoplasty, with mucosal advancement 
53460 4 Urethromeatoplasty, with partial excision of distal urethral segment 

(Richardson type procedure) 
SUTURE 

53502 4 Urethrorrhaphy, suture of urethral wound or injury, female 
53510 4 Urethrorrhaphy, suture of urethral wound or injury; perineal 
53515 4 Urethrorrhaphy, suture of urethral wound or injury; prostatomembranous 
53520 4 Closure of urethrostomy or urethrocutaneous fistula, male (separate 

procedure) 
 
MANIPULATION 
* 53600 1 Dilation of urethral stricture by passage of sound or urethral dilator male; 

initial 
* 53601 1 Dilation of urethral stricture by passage of sound or urethral dilator, male; 

subsequent 
* 53605 1 Dilation of urethral stricture of vesical neck by passage of sound or urethral 

dilator, male, general or conduction (spinal) anesthesia 
* 53620 1 Dilation of urethral stricture by passage of filiform and follower, male; initial 
* 53621 1 Dilation of urethral stricture by passage of filiform and follower, male; 

subsequent 
* 53660 1 Dilation of female urethra including suppository and/or instillation; initial 
* 53661 1 Dilation of female urethra including suppository and/or instillation; 

subsequent 
* 53665 1 Dilation of female urethra, general or conduction (spinal) anesthesia 
 
MALE GENITAL SYSTEM 
 
PENIS 
 
INCISION 

54001 1 Slitting of prepuce, dorsal or lateral, (separate procedure); except newborn 
 
EXCISION 

54105 1 Biopsy of penis; deep structures 
54110 3 Excision of penile plaque (Peyronie disease) 
54115 3 Removal foreign body from deep penile tissue (e.g., plastic implant) 
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54120 3 Amputation of penis; partial 
54125 4 Amputation of penis; complete 
54152 2 Circumcision, clamp procedure; except newborn 
54161 2 Circumcision, surgical excision other than clamp or dorsal slit; except 

newborn 
 
INTRODUCTION 

54205 1 Injection procedure for Peyronie disease; with surgical exposure of plaque 
54220 1 Irrigation of corpora cavernosa for priapism 
54230 1 Injection procedure for corpora cavernosography 

 
REPAIR 

54440 4 Plastic operation of penis for injury 
 
TESTIS 
 
EXCISION 

54505 1 Biopsy of testis, incisional (separate procedure; unilateral  
54506 1 bilateral 
54510 1 Excision of local lesion of testis 

* 54520 2 Orchiectomy, simple (including subcapsular), with or without testicular 
prosthesis, scrotal or inguinal approach; unilateral 

* 54521 2 Orchiectomy, simple (including subcapsular), with or without testicular 
prosthesis, scrotal or inguinal approach; bilateral 

54530 3 Orchiectomy, radical, for tumor; inguinal approach 
 
REPAIR 

54670 2 Suture or repair of testicular injury 
54680 4 Transplantation of testis(es) to thigh (because of scrotal destruction) 

 
EPIDIDYMIS 
 
EXCISION 

54700 2 Incision and drainage of epididymis, testis and/or scrotal space (e.g., abscess 
or hematoma) 

54820 1 Exploration of epididymis, with or without biopsy 
54830 2 Excision of local lesion of epididymis 

* 54840 3 Excision of spermatocele, with or without epididymectomy 
54860 3 Epididymectomy; unilateral 
54861 3 Epididymectomy; bilateral 
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REPAIR 

54900 3 Epididymovasostomy, anastomosis of epididymis to vas deferens; unilateral 
54901 3 Epididymovasostomy, anastomosis of epididymis to vas deferens; bilateral 

TUNICA VAGINALIS 
 
EXCISION 
* 55040 3 Excision of hydrocele; unilateral 
* 55041 3 Excision of hydrocele; bilateral 
 
REPAIR 

55060 3 Repair of hydrocele (Bottle type) 
 
INCISION 

55120 1 Removal of foreign body in scrotum 
 
SCROTUM 
 
EXCISION 

55150 3 Resection of scrotum 
 
REPAIR 

55175 3 Scrotoplasty; simple 
55180 3 Scrotoplasty; complicated 

 
VAS DEFERENS 
 
REPAIR 

55400 3 Vasovasostomy, vasovasorrhaphy; unilateral 
55401 3 Vasovasostomy, vasovasorrhaphy; bilateral 

 
SPERMATIC CORD 
 
EXCISION 

55500 3 Excision of hydrocele of spermatic cord, unilateral (separate procedure) 
55520 3 Excision of lesion of spermatic cord (separate procedure) 

* 55530 4 Excision of varicocele or ligation of spermatic veins for varicocele; (separate 
procedure) 

55535 4 Excision of varicocele or ligation of spermatic veins for varicocele; 
abdominal approach 

55540 4 Excision of varicocele or ligation of spermatic veins for varicocele; with 
hernia repair 
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SEMINAL VESICLES 
 
INCISION 

55605 1 Vesiculotomy; complicated 
EXCISION 

55650 4 Vesiculectomy, any approach; unilateral 
55651 4 Vesiculectomy, any approach; bilateral 
55680 4 Excision of Mullerian duct cyst 

 
PROSTATE 
 
INCISION 
 
* 55700 1 Biopsy, prostate; needle or punch, single or multiple, any approach 
* 55705 1 Biopsy, prostate; incisional any approach 

55720 1 Prostatotomy, external drainage of prostatic abscess, any approach; simple 
 
FEMALE GENITAL SYSTEM 
 
VAGINA 
 
PERINEUM 

56000 2 Incision and drainage of perineal abscess (nonobstetrical) 
 
VULVA AND INTROITUS 
 
INCISION 

56440 3 Marsupialization of Bartholin's gland cyst 
 
DESTRUCTION 

56515 3 Destruction of lesion(s), vulva; extensive, any method 
 
EXCISION 

56740 3 Excision of Bartholin's gland or cyst 
 
VAGINA 
 
INCISION 

57020 1 Colpocentesis (separate procedure) 
 
EXCISION 

57105 3 Biopsy of vaginal mucosa; extensive, requiring suture (including cysts) 
57130 3 Excision of vaginal septum 
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REPAIR 

57268 4 Repair of enterocele, vaginal approach (separate procedure) 
 
MANIPULATION 
* 57400 1 Dilation of vagina under anesthesia 
* 57410 1 Pelvic examination under anesthesia 
ENDOSCOPY 
* 57450 1 Culdoscopy, diagnostic 
 
CERVIX UTERI 
 
EXCISION 

57520 2 Biopsy of cervix, circumferential (cone), with or without dilation and 
curettage, with or without Sturmdorff type repair 

 
REPAIR 

57720 3 Trachelorrhaphy, plastic repair of uterine cervix, vaginal approach 
 
MANIPULATION 

57820 2 Dilation and curettage of cervical stump 
 
CORPUS UTERI 
 
EXCISION 
* 58120 3 Dilation and curettage, diagnostic and/or therapeutic (nonobstetrical) 
 
OVARY 
 
EXCISION 

58900 4 Biopsy of ovary, unilateral or bilateral (separate procedure) 
 
ENDOSCOPY-LAPAROSCOPY 
* 58980 4 Laparoscopy for visualization of pelvic viscera 
* 58984 4 Laparoscopy for visualization of pelvic viscera; with fulguration of ovarian 

or peritoneal lesions 
* 58985 4 Laparoscopy for visualization of pelvic viscera; with lysis of adhesions 
* 58986 4 Laparoscopy for visualization of pelvic viscera; with biopsy (single or 

multiple) 
* 58987 4 Laparoscopy for visualization of pelvic viscera; with aspiration (single or 

multiple) 
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ENDOCRINE SYSTEM 
 
THYROID GLAND 
 
EXCISION 

60200 3 Excision of cyst or adenoma of thyroid, or transaction of isthmus  
60220 4 Total thyroid lobectomy, unilateral 
60225 4 Total thyroid lobectomy, unilateral; with contralateral subtotal lobectomy, 

including isthmus 
* 60280 3 Excision of thyroglossal duct cyst or sinus 
NERVOUS SYSTEM 
 
SKULL, MENINGES, AND BRAIN 
 
PUNCTURE FOR INJECTION, DRAINAGE OR ASPIRATION 

61020 1 Ventricular puncture through previous burr hole, fontanelle, suture, or 
implanted ventricular catheter/reservoir; without injection 

61026 1 Ventricular puncture through previous burr hole, fontanelle, suture, or 
implanted ventricular chatheter/reservoir; with injection of drug or other 
substance for diagnosis or treatment 

61050 1 Cisternal or lateral cervical puncture; without injection (separate procedure) 
61070 1 Puncture of shunt tubing or reservoir for aspiration or injection procedure 

 
SPINE AND SPINAL CORD 
 
PUNCTURE FOR INJECTION, DRAINAGE, OR ASPIRATION 

62270 1 Spinal puncture, lumbar, diagnostic 
62273 1 Injection, lumbar epidural, of blood or clot patch 
62274 1 Injection of anesthetic substance, diagnostic or therapeutic; subarachnoid or 

subdural, simple 
62276 1 Injection of anesthetic substance, diagnostic or therapeutic; subarachnoid or 

subdural, differential 
62277 1 Injection of anesthetic substance, diagnostic or therapeutic; subarachnoid or 

subdural, continuous 
62278 1 Injection of anesthetic substance, diagnostic or therapeutic; epidural or 

caudal, single 
62279 1 Injection of anesthetic substance, diagnostic or therapeutic; epidural or 

caudal, continuous 
62288 1 Injection of substance other than anesthetic, contrast, or neurolytic solutions; 

subarachnoid (separate procedure) 
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62289 1 Injection of substance other than anesthetic, contrast, or neurolytic solutions; 
epidural or caudal 

 
EXTRACRANIAL NERVES, PERIPHERAL NERVES, AND AUTONOMIC NERVOUS 
SYSTEM 
 
INTRODUCTION/INJECTION OF ANESTHETIC AGENT (NERVE BLOCK), DIAGNOSTIC 
OR THERAPEUTIC 
 
SOMATIC NERVES 
 

64408 1 Injection, anesthetic agent; vagus nerve 
64410 1 Injection, anesthetic agent; phrenic nerve 
64415 1 Injection, anesthetic agent; brachial plexus 
64417 1 Injection, anesthetic agent; axillary nerve 
64420 1 Injection, anesthetic agent; intercostal nerve, single 
64421 1 Injection, anesthetic agent; intercostal nerves, multiple, regional block 
64430 1 Injection, anesthetic agent; pudendal nerve 
64442 1 Injection, anesthetic agent; paravertebral facet joint nerve, lumbar, single 

level  
64443 1 Injection, anesthetic agent; paravertebral facet joint nerve, lumbar, each 

additional level 
 
SYMPATHETIC NERVES 
 

64510 2 Injection, anesthetic agent; stellate ganglion (cervical sympathetic) 
64520 2 Injection, anesthetic agent; lumbar or thoracic (paravertebral sympathetic) 
64530 2 Injection, anesthetic agent; celiac plexus, with or without radiologic 

monitoring 
DESTRUCTION BY NEUROLYTIC AGENT (E.G., CHEMICAL, THERMAL, ELECTRICAL, 
RADIOFREQUENCY) 
 
SOMATIC NERVES 
 

64600 2 Destruction by neurolytic agent, trigeminal nerve; supraorbital, infraorbital, 
mental, or inferior alveolar branch 

64605 2 Destruction by neurolytic agent, trigeminal nerve; second and third division 
branches at foramen ovale  

64610 2 Destruction by neurolytic agent, trigeminal nerve; second and third division 
branches at foramen ovale under radiologic monitoring  

64622 2 Destruction by neurolytic agent; paravertebral facet joint nerve, lumbar, 
single level 

 
 
 
 
 
 
 
 
 
 
28-202 Rev. 340 



 
 
 EXHIBIT A (CONT.) 
 
 LIST OF COVERED SURGICAL PROCEDURES 
 
 

64630 2 Destruction by neurolytic agent; pudendal nerve 
 
EXPLORATION, NEUROLYSIS OR NERVE DECOMPRESSION (NEUROPLASTY) 
* 64702 3 Neurolysis; digital, one or both, same digit 
* 64704 3 Neurolysis; nerve of hand or foot 
* 64708 3 Neurolysis, major peripheral nerve, arm or leg; other than specified 

64712 3 Neurolysis, major peripheral nerve, arm or leg; sciatic nerve 
64713 3 Neurolysis, major peripheral nerve, arm or leg; brachial plexus 
64714 3 Neurolysis, major peripheral nerve, arm or leg; lumbar plexus 

* 64716 4 Neurolysis and/or transposition; cranial nerve (specify) 
* 64718 4 Neurolysis and/or transposition; ulnar nerve at elbow 
* 64719 4 Neurolysis and/or transposition; ulnar nerve at wrist 
* 64721 3 Neurolysis and/or transposition; median nerve at carpal tunnel 

64722 3 Decompression; unspecified nerve(s) (specify) 
64726 3 Decompression; plantar digital nerve 
64727 4 Internal neurolysis by dissection, with or without microdissection (list 

separately in addition to code for primary neuroplasty) 
 
TRANSECTION OR AVULSION OF NERVE 

64732 3 Transection or avulsion of; supraorbital nerve 
64734 3 Transection or avulsion of; infraorbital nerve 
64736 3 Transection or avulsion of; mental nerve 
64738 3 Transection or avulsion of; inferior alveolar nerve by osteotomy 
64740 3 Transection or avulsion of; lingual nerve 
64742 3 Transection or avulsion of; facial nerve, differential or complete 
64744 3 Transection or avulsion of; greater occipital nerve 
64772 3 Transection or avulsion of other spinal nerve, extradural 

 
EXCISION-SOMATIC NERVES 

64774 3 Excision of neuroma; cutaneous nerve, surgically identifiable 
64776 3 Excision of neuroma; digital nerve, one or both, same digit 
64778 3 Excision of neuroma; digital nerve, each additional digit (list separately by 

this number) 
* 64782 3 Excision of neuroma; hand or foot, except digital nerve 

64784 3 Excision of neuroma; major peripheral nerve, except sciatic 
64786 3 Excision of neuroma; sciatic nerve 
64787 3 Insertion of plastic cap on nerve end 
64788 3 Excision of neurofibroma or neurolemmoma; cutaneous nerve 
64790 3 Excision of neurofibroma or neurolemmoma; major peripheral nerve 
64795 3 Biopsy of nerve 

 
EXCISION-SYMPATHETIC NERVES 

64802 4 Sympathectomy, cervical; unilateral 
64803 4 Sympathectomy, cervical; bilateral 
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NERVE REPAIR BY SUTURE (NEURORRHAPHY) 

64830 4 Microdissection and/or microrepair of nerve (list separately in addition to 
code for nerve repair) 

64831 4 Suture of digital nerve, hand or foot; one nerve 
64832 4 Suture of digital nerve, hand or foot; each additional digital nerve 
64834 4 Suture of one nerve, hand or foot; common sensory nerve 
64835 4 Suture of one nerve, hand or foot; median motor thenar 
64836 4 Suture of one nerve, hand or foot; ulnar motor 
64837 4 Suture of each additional nerve, hand or foot 
64840 4 Suture of posterior tibial nerve 
64856 4 Suture of major peripheral nerve, arm or leg, except sciatic; including 

transposition 
64857 4 Suture of major peripheral nerve, arm or leg, except sciatic; without 

transposition 
64872 4 Suture of nerve; requiring secondary or delayed suture (list separately in 

addition to code for primary neurorrhaphy) 
64874 4 Suture of nerve; requiring extensive proximal mobilization, or transposition 

of nerve (list separately in addition to code for nerve suture) 
64876 4 Suture of nerve; requiring shortening of bone of extremity (list separately in 

addition to code for nerve suture) 
 
NEURORRHAPHY WITH NERVE GRAFT 

64890 4 Nerve graft (includes obtaining graft), single strand, hand or foot; up to 4 cm 
length 

64891 4 Nerve graft (includes obtaining graft), single strand, hand or foot; more than 
4 cm length 

64892 4 Nerve graft (includes obtaining graft), single strand, arm or leg; up to 4 cm 
length 

64893 4 Nerve graft (includes obtaining graft), single strand, arm or leg; more than 4 
cm length 

64895 4 Nerve graft (includes obtaining graft), multiple strands (cable), hand or foot; 
up to 4 cm length 

64896 4 Nerve graft (includes obtaining graft), multiple strands (cable), hand or foot; 
more than 4 cm length 

64897 4 Nerve graft (includes obtaining graft), multiple strands (cable), arm or leg; up 
to 4 cm length 

64898 4 Nerve graft (includes obtaining graft), multiple strands (cable), arm or leg; 
more than 4 cm length 

64901 4 Nerve graft, each additional nerve; single strand 
64902 4 Nerve graft, each additional nerve; multiple strands (cable) 
64905 4 Nerve pedicle transfer; first stage 
64907 4 Nerve pedicle transfer; second stage 

 
EYE/OCULAR ADNEXA 
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EYEBALL 
 
REMOVAL OF EYE 
* 65091 4 Evisceration of ocular contents; without implant 
* 65093 4 Evisceration of ocular contents; with implant 
* 65101 4 Enucleation of eye; without implant 
* 65103 4 Enucleation of eye; with implant, muscles not attached to implant 
* 65105 4 Enucleation of eye; with implant, muscles attached to implant 

65110 4 Exenteration of orbit (does not include skin graft), removal of orbital 
contents; only 

 
SECONDARY IMPLANT PROCEDURES 

65130 3 Insertion of ocular implant secondary; after evisceration, in scleral shell 
65135 3 Insertion of ocular implant secondary; after enucleation, muscles not attached 

to implant 
65140 3 Insertion of ocular implant secondary; after enucleation, muscles attached to 

implant 
65150 3 Reinsertion of ocular implant; with or without conjunctival graft 
65155 3 Reinsertion of ocular impant; with use of foreign material for reinforcement 

and/or attachment of muscles to implant 
65175 3 Removal of ocular implant 

 
REMOVAL OF OCULAR FOREIGN BODY 
* 65230 1 Removal of foreign body, intraocular; from anterior chamber, magnetic 

extraction 
* 65235 1 Removal of foreign body, intraocular; from anterior chamber, nonmagnetic 

extraction 
65245 4 Removal of foreign body, intraocular; from lens (without extraction lens), 

nonmagnetic extraction 
65260 4 Removal of foreign body, intraocular; from posterior segment, magnetic 

extraction, anterior or posterior route 
65265 4 Removal of foreign body, intraocular; from posterior segment, nonmagnetic 

extraction 
 
REPAIR OF LACERATION OF EYEBALL 

65272 2 Repair of laceration; conjunctiva, by mobilization and rearrangement, 
without hospitalization 

65280 4 Repair of laceration; cornea and/or sclera, perforating, not involving uveal 
tissue 

65285 4 Repair of laceration; cornea and/or sclera, perforating, with reposition or 
resection of uveal tissue 

65290 3 Repair of wound, extraocular muscle, tendon and/or Tenon's capsule 
 
 
 
 
 
 
 
 
 
 
Rev. 340 28-205 



 
 
 EXHIBIT A (CONT.) 
 
 LIST OF COVERED SURGICAL PROCEDURES 
 
 
ANTERIOR SEGMENT - CORNEA 
 
EXCISION 

65400 1 Excision of lesion, cornea (keratectomy, lamellar, partial), except pterygium 
65410 1 Biopsy of cornea 

* 65420 1 Excision or transposition of pterygium; without graft 
65426 1 Excision or transposition of pterygium; with graft 

 
KERATOPLASTY 

65710 4 Keratoplasty (corneal transplant), lamellar; autograft 
65720 4 Keratoplasty (corneal transplant), lamellar; homograft, fresh 
65725 4 Keratoplasty (corneal transplant), lamellar; homograft, preserved 
65730 4 Keratoplasty (corneal transplant), penetrating (except in aphakia); autograft 
65740 4 Keratoplasty (corneal transplant), penetrating (except in aphakia); homograft, 

fresh 
65745 4 Keratoplasty (corneal transplant), penetrating (except in aphakia); homograft, 

preserved 
65750 4 Keratoplasty (corneal transplant), penetrating, in aphakia 

 
ANTERIOR SEGMENT-ANTERIOR CHAMBER 
 
INCISION 

65800 1 Paracentesis of anterior chamber of eye (separate procedure); with diagnostic 
aspiration of aqueous 

65805 1 Paracentesis of anterior chamber of eye (separate procedure); with 
therapeutic release of aqueous 

65810 4 Paracentesis of anterior chamber of eye (separate procedure); with removal 
of vitreous and/or discission of anterior hyaloid membrane, with or without 
air injection 

65815 1 Paracentesis of anterior chamber of eye (separate procedure); with removal 
of blood, with or without irrigation and/or air injection 

 
OTHER PROCEDURES 

65865 1 Severing adhesions of anterior segment of eye, incisional technique (with or 
without injection of air or liquid) (separate procedure; goniosynechiae 

65870 1 Severing adhesions of anterior segment of eye, incisional technique (with or 
without injection of air or liquid) (separate procedure); anterior synechiae, 
except goniosynechiae 

65875 1 Severing adhesions of anterior segment of eye, incisional technique (with or 
without injection of air or liquid) (separate procedure); posterior synechiae 
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65880 1 Severing adhesions of anterior segment of eye, incisional technique (with or 
without injection of air or liquid) (separate procedure); corneovitreal 
adhesions 

65900 4 Removal of epithelial downgrowth, anterior chamber eye 
65920 4 Removal of implanted material, anterior segment eye 
65930 4 Removal of blood clot, anterior segment eye 
66020 1 Injection, anterior chamber (separate procedure); air or liquid 
66030 1 Injection, anterior chamber (separate procedure); medication 

 
ANTERIOR SEGMENT-ANTERIOR SCLERA 
 
EXCISION 

66130 4 Excision of lesion, sclera 
66150 4 Fistulization of sclera for glaucoma; trephination with iridectomy 
66155 4 Fistulization of sclera for glaucoma; thermocauterization with iridectomy 
66160 4 Fistulization of sclera for glaucoma; sclerectomy with punch or scissors, with 

iridectomy 
66165 4 Fistulization of sclera for glaucoma; iridencleisis or iridotasis 
66170 4 Fistulization of sclera for glaucoma; trabeculectomy ab externo 

 
REPAIR 

66220 4 Repair of scleral staphyloma; without graft 
66225 4 Repair of scleral staphyloma; with graft 

 
REVISION OPERATION WOUND 

66250 4 Revision or repair of operative wound of anterior segment, any type, early or 
late, major or minor procedure 

 
ANTERIOR SEGMENT-IRIS, CILIARY BODY 
 
IRIDOTOMY, IRIDECTOMY 

66500 1 Iridotomy by stab incision (separate procedure); except transfixion 
66505 1 Iridotomy by stab incision (separate procedure); with transfixion as for iris 

bombe 
* 66600 4 Iridectomy, with corneoscleral or corneal section; for removal of lesion 

66605 3 Iridectomy with corneoscleral or corneal section; with cyclectomy 
* 66625 4 Iridectomy, with corneoscleral or corneal section; peripheral for glaucoma 

(separate procedure) 
* 66630 4 Iridectomy, with corneoscleral or corneal section; sector for glaucoma 

(separate procedure) 
* 66635 4 Iridectomy, with corneoscleral or corneal section; "optical" (separate 

procedure) 
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REPAIR 

66680 4 Repair of iris, ciliary body (as for iridodialysis) 
66682 4 Suture of iris, ciliary body (separate procedure) with retrieval of suture 

through small incision (e.g., McCannel suture) 
 
DESTRUCTION 

66700 1 Cyclodiathermy; initial 
66701 1 Cyclodiathermy; subsequent 
66720 1 Cyclocryotherapy; initial 
66721 3 Cyclocryotherapy; subsequent 
66741 3 Cyclodialysis; subsequent 
66762 3 Coreoplasty by photocoagulation (one or more sessions) (e.g., for 

improvement of vision) 
 
ANTERIOR SEGMENT-LENS 
 
INCISION 
* 66800 1 Discission of lens capsule; incisional technique (needling of lens); initial 
* 66801 1 Discission of lens capsule; incisional technique (needling of lens); 

subsequent 
66821 1 Discission of secondary membraneous cataract ("after cataract") and/or 

anterior hyaloid; laser surgery (one or more stages) 
 
REMOVAL CATARACT 
* 66830 4 Removal of secondary membranous cataract ("after cataract"), with 

corneoscleral section, with or without iridectomy (iridocapsulotomy, 
iridocapsulectomy) 

* 66840 4 Removal of lens material; aspiration technique, one or more stages 
* 66850 4 Removal of lens material; phacofragmentation technique (mechanical or 

ultrasonic, e.g., phacoemulsification), with aspiration 
66915 4 Expression of lens, linear, one or more stages 

* 66920 4 Extraction of lens with or without iridectomy; intracapsular, with or without 
enzymes 

* 66930 4 Extraction of lens with or without iridectomy; intracapsular, for dislocated 
lens 

* 66940 4 Extraction of lens with or without iridectomy; extracapsular (other than 
66840, 66850, 66915) 

66945 4 Extraction of lens with or without iridectomy; in presence of fistulization 
bleb and/or by temporal, inferior or inferotemporal route, intracapsular or 
extracapsular 

* 66983 4 Intracapsular cataract extraction with insertion of intraocular lens prosthesis 
(one stage procedure) 
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66984 4 Extracapsular cataract removal with insertion of intraocular lens prosthesis 
(one stage procedure), manual or phacoemulsification technique 

* 66985 4 Insertion of intraocular lens subsequent to cataract removal (separate 
procedure) 

 
POSTERIOR SEGMENT-VITREOUS 

67005 4 Removal of vitreous, anterior approach (open sky technique or limbal 
incision); partial removal 

67010 4 Removal of vitreous, anterior approach (open sky technique or limbal 
incision); subtotal removal with mechanical vitrectomy (such as VISC or 
Rotoextractor) 

67015 2 Aspiration or release of vitreous, subretinal or choroidal fluid, pars plana 
approach (posterior sclerotomy) 

67025 2 Injection of vitreous substitute, pars plana approach (separate procedure) 
excludes air or balanced salt solutions 

67030 2 Discission of vitreous strands (without removal), pars plana approach 
67036 4 Virectomy, mechanical, pars plana approach 

 
POSTERIOR SEGMENT-RETINAL DETACHMENT 
 
REPAIR 

67101 4 Repair of retinal detachment, one or more sessions, same hospitalization, 
cryotherapy or diathermy, with or without drainage or subretinal fluid 

67107 4 Repair of retinal detachment (one or more stages, same hospitalization); 
scleral buckling (such as lamella excision, imbrication or encircling 
procedure), with or without implant, may include procedures 67101-67105 

67108 4 Repair of retinal detachment (one or more stages, same hospitalization); with 
vitrectomy, any method, with or without air tamponade, may include 
procedures 67101-67107 and/or removal of lens by same technique 

67109 4 Repair of retinal detachment (one or more stages, same hospitalization); by 
technique other than 67101-67108 

67120 4 Removal of implanted material, posterior segment, extraocular 
 
POSTERIOR SEGMENT-OTHER PROCEDURES 
 
DESTRUCTION-RETINA, CHOROID 

67208 1 Destruction of localized lesion of retina (e.g., maculopathy, choroidopathy, 
small tumors), one or more sessions; cryotherapy, diathermy 
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 LIST OF COVERED SURGICAL PROCEDURES 
 
 

67218 4 Destruction of localized lesion, retina or choroid (e.g., choroidopathy), one or 
more stages; radiation by implantation of source (includes removal of source) 

67227 1 Destruction of extensive or progressive retinopathy (e.g., diabetic 
retinopathy), one or more sessions; cryotherapy, diathermy  

 
SCLERAL REPAIR 

67250 4 Scleral reinforcement (separate procedure); without graft 
67255 4 Scleral reinforcement (separate procedure); with graft 

* 67311 4 Strabismus surgery on patient not previously operated on, any procedure, any 
muscle (may include minor displacement, e.g., for A or V pattern); one 
muscle 

* 67312 4 Strabismus surgery on patient not previously operated on, any procedure, any 
muscle (may include minor displacement, e.g., for A or V pattern); two 
muscles, one or both eyes 

* 67313 4 Strabismus surgery on patient not previously operated on, any procedure, any 
muscle (may include minor displacement, e.g., for A or V pattern); three or 
more muscles, and/or adjustable suture, one or both eyes 

 
OCULAR ADNEXA-EXTRAOCULAR MUSCLES 

67320 3 Transposition of extraocular muscle (e.g., for paretic muscle), one or more 
stages, one or more muscles, with displacement of plane of action more than 
5mm 

67331 3 Strabismus surgery on patient previously operated on; not involving 
reoperation of muscles 

67332 3 Strabismus surgery on patient previously operated on; involving reoperation 
of muscles 

 
OTHER PROCEDURES 

67350 3 Biopsy of extraocular muscle 
 
OCULAR ADNEXA-ORBIT 
 
EXPLORATION, EXCISION 

67400 4 Orbitotomy without bone flap (frontal approach); for exploration, with or 
without biopsy 

67405 4 Orbitotomy without bone flap (frontal approach); with drainage only 
67412 4 Orbitotomy without bone flap (frontal approach); with removal of lesion 
67413 4 Orbitotomy without bone flap (frontal approach); with removal of foreign 

body 
67415 1 Transconjunctival or aspirational biopsy 
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 LIST OF COVERED SURGICAL PROCEDURES 
 
 
OTHER PROCEDURES 

67550 4 Orbital implant (implant outside muscle cone); insertion 
67560 4 Orbital implant (implant outside muscle cone); removal or revision 

 
OCULAR ADNEXA-EYELIDS 
 
INCISION 

677l5 1 Canthotomy (separate procedure) 
 
EXCISION OR REMOVAL OF LESION INVOLVING MORE THAN SKIN (I.E., 
INVOLVING LID MARGIN, TARSUS, AND/OR PALPEBRAL CONJUNCTIVA) 
 
* 67801 1 Excision of chalazion; multiple, same lid 
* 67808 1 Excision of chalazion; under general anesthesia and/or requiring 

hospitalization, single or multiple 
67830 3 Correction of trichiasis; incision of lid margin 
67835 2 Correction of trichiasis; incision of lid margin, with free mucous membrane 

graft 
 
TARSORRHAPHY 

67880 1 Construction of intermarginal adhesions, median tarsorrhaphy, or 
canthorrhaphy; 

67882 3 Construction of intermarginal adhesions, median tarsorrhaphy, or 
canthorrhaphy; with transposition of tarsal plate 

 
REPAIR BLEPHAROPTOSIS, LID RETRACTION 

67901 1 Repair of blepharoptosis; frontalis muscle technique with suture 
67902 3 Repair of blepharoptosis; frontalis muscle technique with fascial sling 

(includes obtaining fascia) 
67903 3 Repair of blepharoptosis; (tarso)levator resection, internal approach 
67904 3 Repair of blepharoptosis; (tarso)levator resection, external approach 
67906 3 Repair of blepharoptosis; superior rectus technique with fascial sling 

(includes obtaining fascia) 
67907 3 Repair of blepharoptosis; superior rectus tendon transplant 
67908 1 Repair of blepharoptosis; conjunctivo-tarso-levator resection (Fasanella-

Servat type) 
67909 1 Reduction of overcorrection of ptosis 

 
REPAIR ECTROPION, ENTROPION 
* 67914 3 Repair of ectropion; suture 
* 67916 3 Repair of ectropion; blepharoplasty, excision tarsal wedge 
* 67917 3 Repair of ectropion; blepharoplasty, extensive (e.g., Kuhnt-Szymanowski 

operation) 
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 LIST OF COVERED SURGICAL PROCEDURES 
 
 
* 67921 3 Repair of entropion; suture 
* 67923 3 Repair of entropion; blepharoplasty, excision tarsal wedge 
* 67924 3 Repair of entropion; blepharoplasty, extensive (e.g., Wheeler operation) 
 
RECONSTRUCTIVE SURGERY, BLEPHAROPLASTY INVOLVING MORE THAN SKIN 
(I.E., INVOLVING LID MARGIN, TARSUS, AND/OR PALPEBRAL CONJUNCTIVA) 

67935 2 Suture of recent wound, eyelid, involving lid margin, tarsus, and/or palpebral 
conjunctiva) direct closure; full thickness 

* 67950 2 Canthoplasty (reconstruction of canthus) 
67961 3 Excision and repair of eyelid, involving lid margin, tarsus, conjunctiva, 

canthus, or full thickness, may include preparation for skin graft or pedicle 
flap with adjacent tissue transfer or rearrangement; up to one-fourth of lid 
margin 

67966 3 Excision and repair of eyelid, involving lid margin, tarsus, conjunctiva, or 
full thickness, may include preparation for skin graft or pedicle flap with 
adjacent tissue transfer or rearrangement; over one-fourth of lid margin 

67971 3 Reconstruction of eyelid, full thickness by transfer of tarsoconjunctival flap 
from opposing eyelid; up to two-thirds of eyelid, one stage or first stage 

67973 3 Reconstruction of eyelid, full thickness by transfer of tarsoconjunctival flap 
from opposing eyelid; total eyelid, lower, one stage or first stage 

67974 3 Reconstruction of eyelid, full thickness by transfer of tarsoconjunctival flap 
from opposing eyelid; total eyelid, upper, one stage or first stage 

67975 3 Reconstruction of eyelid, full thickness by transfer of tarsoconjunctival flap 
from opposing eyelid; second stage 

 
OCULAR ADNEXA-CONJUNCTIVA 
 
EXCISION, DESTRUCTION 

68130 1 Excision of lesion, conjunctiva; with adjacent sclera 
 
CONJUNCTIVOPLASTY 

68320 2 Conjunctivoplasty; with conjunctival graft or extensive rearrangement 
68325 2 Conjunctivoplasty; with buccal mucous membrane graft (includes obtaining 

graft) 
68326 2 Conjunctivoplasty, reconstruction cul-de-sac; with conjunctival graft or 

extensive rearrangement 
68328 3 Conjunctivoplasty, reconstruction cul-de-sac; with buccal mucous membrane 

graft (includes obtaining graft) 
 
OTHER PROCEDURES 

68360 2 Conjunctival flap; bridge or partial (separate procedure) 
68362 2 Conjunctival flap; total (such as Gunderson thin flap or purse string flap)  
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 LIST OF COVERED SURGICAL PROCEDURES 
 
 
OCULAR ADNEXA-LACRIMAL SYSTEM 
 
EXCISION 

68500 3 Excision of lacrimal gland (dacryoadenectomy), except for tumor; total 
68505 3 Excision of lacrimal gland (dacryoadenectomy), except for tumor; partial 
68510 3 Biopsy of lacrimal gland 
68520 3 Excision of lacrimal sac (dacryocystectomy) 

 
EXCISION 

68540 4 Excision of lacrimal gland tumor; frontal approach 
involving osteotomy.   

68550 4 Excision of lacrimal gland tumor; frontal approach 
 
REPAIR 
* 68700 1 Plastic repair of canaliculi 

68720 3 Dacryocystorhinostomy (fistulization of lacrimal sac to nasal cavity) 
68745 3 Conjunctivorhinostomy (fistulization of conjunctiva to nasal cavity); without 

tube 
68750 3 Conjunctivorhinostomy (fistulization of conjunctiva to nasal cavity); with 

insertion of tube or stent 
 
PROBING AND RELATED PROCEDURES 
* 68830 1 Probing of nasolacrimal duct, with or without irrigation, unilateral or 

bilateral; with insertion of tube or stent (without general anesthesia) 
 
AUDITORY SYSTEM 
 
EXTERNAL EAR 
 
EXCISION 

69105 1 Biopsy external auditory canal 
69110 2 Excision external ear; partial, simple repair 
69120 3 Excision external ear; complete amputation 
69140 2 Excision exostosis(es), external auditory canal 
69145 2 Excision soft tissue lesion, external auditory canal 
69150 4 Radical excision external auditory canal lesion;  

without neck dissection 
 
MIDDLE EAR 
 
INCISION 
* 69420 1 Myringotomy including aspiration and/or eustachian tube inflation 

69440 3 Middle ear exploration through postauricular or ear canal incision 
69450 3 Tympanolysis, transcanal 
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 LIST OF COVERED SURGICAL PROCEDURES 
 
 
EXCISION 
* 69501 4 Transmastoid antrotomy ("simple" mastoidectomy) 
 
REPAIR 
* 69620 4 Myringoplasty (surgery confined to drumhead and donor area) 
* 69631 4 Tympanoplasty without mastoidectomy (including canalplasty, atticotomy 

and/or middle ear surgery), initial or revision; without ossicular chain 
reconstruction 

69632 4 Tympanoplasty without mastoidectomy (including canalplasty, atticotomy 
and/or middle ear surgery), initial or revision; with ossicular chain 
reconstruction, e.g., postfenestration 

69633 4 Tympanoplasty without mastoidectomy (including canalplasty, atticotomy 
and/or middle ear surgery), initial or revision; with ossicular chain 
reconstruction and synthetic prosthesis (e.g., total ossicular replacement 
prosthesis, TORP) 

69635 4 Tympanoplasty with antrotomy or mastoidotomy (including canalplasty, 
atticotomy, middle ear surgery, and/or tympanic membrane repair); without 
ossicular chain reconstruction 

69636 4 Tympanoplasty with antrotomy or mastoidotomy (including canalplasty, 
atticotomy, middle ear surgery, and/or tympanic membrane repair); with 
ossicular chain reconstruction 

69637 4 Tympanoplasty with antrotomy or mastoidotomy (including canalplasty, 
atticotomy, middle ear surgery, and/or tympanic membrane repair); with 
ossicular chain reconstruction and synthetic prosthesis (e.g., total ossicular 
replacement prosthesis, TORP) 

69641 4 Tympanoplasty with mastoidectomy (including canalplasty, middle ear 
surgery, tympanic membrane repair); without ossicular chain reconstruction 

69642 4 Tympanoplasty with mastoidectomy (including canalplasty, middle ear 
surgery, tympanic membrane repair); with ossicular chain reconstruction 

69643 4 Tympanoplasty with mastoidectomy (including canalplasty, middle ear 
surgery, tympanic membrane repair); with intact or reconstructed wall, 
without ossicular chain reconstruction 

69644 4 Tympanoplasty with mastoidectomy (including canalplasty, middle ear 
surgery, tympanic membrane repair); with intact or reconstructed canal wall, 
with ossicular chain reconstruction 

69645 4 Tympanoplasty with mastoidectomy (including canalplasty, middle ear 
surgery, tympanic membrane repair); radical or complete, without ossicular 
chain reconstruction 

69646 4 Tympanoplasty with mastoidectomy (including canalplasty, middle ear 
surgery, tympanic membrane repair); radical or complete, with ossicular 
chain reconstruction 

* 69650 4 Stapes mobilization 
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* 69660 4 Stapedectomy with reestablishment of ossicular continuity, with or without 

use of foreign material; 
69661 4 Stapedectomy with reestablishment of ossicular continuity, with or without 

use of foreign material; with footplate drill out 
69666 4 Repair oval window fistula 
69667 4 Repair round window fistula 
69670 4 Mastoid obliteration (separate procedure) 
69676 4 Tympanic neurectomy; unilateral 
69677 4 Tympanic neurectomy; bilateral 

 
EXTERNAL EAR 
 
OTHER PROCEDURES 

69700 2 Closure postauricular fistula, mastoid (separate procedure) 
 
MIDDLE EAR 
 
OTHER PROCEDURES 

69720 4 Decompression facial nerve, intratemporal; lateral to geniculate ganglion 
69725 4 Decompression facial nerve, intratemporal; including medial to geniculate 

ganglion 
69740 4 Suture facial nerve, intratemporal, with or without graft or decompression; 

lateral to geniculate ganglion 
69745 4 Suture facial nerve, intratemporal, with or without graft or decompression; 

including medial to geniculate ganglion 
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06-89 PROSPECTIVE PAYMENTS 2830.31  
 
 
 
2830.30 Radiology Services and Other Diagnostic Procedures.--Payment for hospital outpatient 
radiology services furnished on or after October 1, 1988 and for other diagnostic procedures 
furnished by hospitals on an outpatient basis on or after October 1, 1989, is based, in part, on what 
the program pays for the same services and procedures as if they were furnished in a physician's 
office in the same locality. 
 
2830.31 Payment for Hospital Outpatient Radiology Services.--For purposes of this provision, 
radiology services include diagnostic and therapeutic radiology, nuclear medicine, CAT scan 
procedures, MRI (magnetic resonance imaging), ultrasound and other imaging services.  (See §IM 
423.1 G of the Hospital Manual for a detailed list of the radiology services that are subject to this 
payment method.)  Also considered to be part of the radiology procedure and subject to the payment 
method are any items or services that are furnished in conjunction with the radiological procedure 
being performed, such as contrast agents or media, anesthesiology and other supplies.   
 
Effective for services furnished on or after October 1, 1988, the aggregate amount of payment for 
hospital outpatient radiology services furnished during a cost reporting period is based on a 
comparison between two amounts.  The payment is the lesser of: 
 

1. The amount that is paid to the hospital for the services under §1833(a)(2)(B) of the Act 
(i.e., the lower of the hospital's reasonable costs or customary charges for the services, reduced by 
deductibles and coinsurance); or 
 

2. An amount based on a blend of 
 

o The amount that is paid to the hospital for the services under §1833(a)(2)(B) of the 
Act (referred to as the hospital-specific amount); and 
 

o An amount equal to 80 percent of the amount determined by subtracting deductibles 
from 62 percent of the amount that is paid to participating physicians for the same services as if they 
were furnished in a physician's office in the same locality. (NOTE:  The calculation uses 62 percent 
of the prevailing charge in order to recognize the facility or technical component and exclude the 
physician component.  The calculation also applies an 80 percent factor in order to exclude 
beneficiary coinsurance.) 
 
Effective for services furnished on or after April 1, 1989, radiologists are paid for services furnished 
in their offices based on a fee schedule amount instead of prevailing charges.  Therefore, for hospital 
outpatient radiology services furnished on or after April 1, 1989, the blend is based on the radiology 
fee schedule amounts instead of prevailing charges.   
 
For radiology services furnished on or after October 1, 1988 and before October 1, 1989, the blended 
amount is calculated as 65 percent of the hospital-specific amount plus 35 percent of the prevailing 
charge or fee schedule amount.  For radiology services furnished on or after October 1, 1989, the 
blended amount is calculated as 50 percent of the hospital-specific amount plus 50 percent of the fee 
schedule amount.   
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2830.32 PROSPECTIVE PAYMENTS 06-89 
 
 
2830.32 Illustration of Payment Method for Hospital Outpatient Radiology Services.-- 
 
Assumptions (For radiology services furnished from 10/1/88 through 12/31/88): 
 
Hospital's customary charges for outpatient radiology services $ 55,000 
 
Hospital's reasonable costs for outpatient radiology services    50,000 
 
Deductibles        7,000 
 
Coinsurance(($55,000 charges - $7,000 deductibles) x 20%)      9,600 
 
Prevailing charges for radiology services    72,000 
 
Calculation of Aggregate Payment for Outpatient Radiology Services for Cost Reporting Period 
Ending 12/31/88: 
 
Payment is the lesser of: 
 

(1) Lower of hospital's cost or charges $ 50,000 
(Net of coinsurance and deductibles)  -16,600 

$ 33,400 
 

OR 
 

(2) Blended amount: 
 

65% x hospital specific amount 
(65% x $33,400) $ 21,710 

 
35% x 80% x ((62% x prevailing charges) - deductibles) 
35% x 80% x ((62% x $72,000) - $7,000)  +10,539 

$ 32,249 
 
In this example, the blended amount of $32,249 is less than the amount determined as the lower of 
the hospital's reasonable costs or customary charges, reduced by deductibles and coinsurance of 
$33,400.  Therefore, Medicare payment is $32,249. 
 
2830.33 Payment for Other Diagnostic Procedures.--Although the other diagnostic procedures 
subject to the new payment method have not yet been identified, they include diagnostic procedures 
other than diagnostic laboratory tests and diagnostic radiology procedures. 
 
Effective for other diagnostic procedures furnished by hospitals on an outpatient basis on or after 
October 1, 1989, the aggregate payment is based on a comparison between two amounts.  The 
aggregate payment is the lesser of: 
 

1. The amount that is paid to the hospital for the procedures under §1833(a)(2)(B) of the 
Act (i.e., the lower of the hospital's reasonable costs or customary charges for the services, reduced 
by deductibles and coinsurance); or 
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2. An amount based on a blend of 
 

o The amount that is paid to the hospital for the services under §1833(a)(2)(B) of 
the Act (referred to as the hospital-specific amount); and 
 

o An amount equal to 80 percent of the amount determined by subtracting 
deductibles from 42 percent of the prevailing charge amount established for participating physicians 
for the same services as if they were furnished in a physician's office in the same locality (referred to 
as the prevailing charge amount).  (NOTE:  The calculation of the prevailing charge amount uses 42 
percent of the prevailing charge in order to recognize the facility or technical component and exclude 
the physician component.  The calculation also applies an 80 percent factor in order to exclude 
beneficiary coinsurance.) 
 
For other diagnostic procedures furnished on or after October 1, 1989 and before October 1, 1990, 
the blended amount is calculated as 65 percent of the hospital-specific amount plus 35 percent of the 
prevailing charge amount.  For other diagnostic procedures furnished on or after October 1, 1990, the 
blended amount is calculated as 50 percent of the hospital-specific amount plus 50 percent of the 
prevailing charge amount. 
 
2830.34 Illustration of Payment Method for Other Diagnostic Procedures Furnished by Hospitals on 
an Outpatient Basis.-- 
 
Assumptions (For other diagnostic procedures furnished from 10/1/89 through 12/31/89): 
 
Hospital's customary charges for outpatient other diagnostic 

procedures   $ 19,000 
 
Hospital's reasonable costs for outpatient other diagnostic 

procedures      25,000 
 
Deductibles        3,000 
 
Coinsurance (($19,000 charges - $3,000 deductibles) x 20%)      3,200 
 
Prevailing charges for other diagnostic procedures     50,000 
 
Calculation of Aggregate Payment for Outpatient "Other Diagnostic" Procedures for Cost Reporting 
Period Ending 12/31/89: 
 
Payment is the lesser of: 
 

(1) Lower of hospital's cost or charges $ 19,000 
(Net of coinsurance and deductibles)   - 6,200 

$ 12,800 
 

OR 
 

(2) Blended amount: 
 

65% x hospital specific amount 
(65% x $12,800) $  8,320 

 
35% x 80% x ((42% prevailing charges) - deductibles) 
35% x 80% x ((42% x $50,000) - $3,000)  + 5,040 

$ 13,360 
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2830.34(Cont.) PROSPECTIVE PAYMENTS 06-89 
 
 
In this example, the amount of $12,800 determined as the lower of the hospital's reasonable cost or 
customary charges, reduced by deductibles and coinsurance, is less than the blended amount of 
$13,360.  Therefore, Medicare payment is $12,800. 
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EXHIBIT B 
 

BUREAU OF LABOR STATISTICS WAGE INDEX FOR URBAN AREAS 
                                                              
 

MSA AREA           WAGE   
INDEX  

                   
 
Abilene, TX. ........................................................................................................      .8485 
Akron, OH. .........................................................................................................     1.0417 
Albany, GA. ........................................................................................................      .8566 
Albany-Schenectady-Troy, NY. ..........................................................................      .9624 
Albuquerque, NM. .............................................................................................     1.0009 
Alexandria, LA. ...................................................................................................      .92185/ 
Allentown-Bethlehem-Easton, PA-NJ. ................................................................    1.0569 
Altoona, PA. .......................................................................................................     1.0219 
Amarillo, TX. ......................................................................................................      .9233 
Anaheim-Santa Ana-Garden Grove, CA. ............................................................    1.2115 
Anchorage, AK. ..................................................................................................    1.6461 
Anderson, IN. ......................................................................................................      .9812 
Anderson, SC. .....................................................................................................      .88142/ 
Ann Arbor, MI. ...................................................................................................    1.24465/ 
Anniston, AL. ......................................................................................................      .8400 
Appleton-Oshkosh, WI. .......................................................................................    1.0124 
Asheville, NC. .....................................................................................................      .9678 
Athens, GA. ........................................................................................................      .88122/ 
Atlanta, GA. ........................................................................................................      .9162 
Atlantic City, NJ. .................................................................................................    1.0174 
Augusta, GA-SC. ................................................................................................      .9237 
Austin, TX. ..........................................................................................................      .9589 
Bakersfield, CA. ..................................................................................................    1.1223 
Baltimore, MD. ...................................................................................................    1.1698 
Bangor, ME. ........................................................................................................      .92393/ 
Baton Rouge, LA. ...............................................................................................      .8813 
Battle Creek, MI. .................................................................................................    1.0229 
Bay City, MI. .......................................................................................................    1.1238  
Beaumont-Port Arthur-Orange, TX. ....................................................................      .8530 
Bellingham, WA. ................................................................................................    1.01242/ 
Benton Harbor, MI. .............................................................................................      .85692/ 
Billings, MT. .......................................................................................................      .9506*5/ 
Biloxi-Gulfport, MS. ...........................................................................................      .8143 
Binghamton, NY-PA. ..........................................................................................      .9769 
Birmingham, AL. ................................................................................................      .9658 
Bismarck, ND. .....................................................................................................      .91185/ 
Bloomington, IN..................................................................................................      .9481* 
Bloomington-Normal, IL. ....................................................................................      .89135/ 
Boise City, ID. .....................................................................................................      .9334 
Boston-Lowell-Brockton-Lawrence-Haverhill,MA-NH .....................................     1.12773/ 
Bradenton, FL. ....................................................................................................      .8631* 
Bremmerton, WA. ...............................................................................................      .88992/ 
Bridgeport-Stamford-Norwalk-Danbury, CT. .....................................................    1.1647 
Brownsville-Harlingen-San Benito, TX. .............................................................      .9312 
Bryan-College Station, TX. .................................................................................      .8377 
Buffalo, NY. ........................................................................................................      .9926 
Burlington, NC. ...................................................................................................      .8899 
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 EXHIBIT B (CONT.) 
 

BUREAU OF LABOR STATISTICS WAGE INDEX FOR URBAN AREAS 
                   
 

MSA AREA           WAGE   
INDEX  

                   
 
Burlington, VT. ...................................................................................................      .94413/ 
Canton, OH. ........................................................................................................      .9447 
Casper, WY. ........................................................................................................    1.05062/ 
Cedar Rapids, IA. ................................................................................................      .9193* 
Champaign-Urbana-Rantoul, IL. .........................................................................    1.1197 
Charleston-North Charleston, SC. .......................................................................      .9751 
Charleston, WV. ..................................................................................................    1.0628 
Charlotte-Gastonia, NC. ......................................................................................      .9456 
Charlottesville, VA. .............................................................................................      .99432/ 
Chattanooga, TN-GA. .........................................................................................    1.0226 
Chicago, IL. .........................................................................................................    1.20615/ 
Chico, CA. ..........................................................................................................    1.03272/ 
Cincinnati, OH-KY-IN. .......................................................................................    1.08195/ 
Clarksville-Hopkinsville, TN-KY. ......................................................................      .8397 
Cleveland, OH. ....................................................................................................    1.1957 
Colorado Springs, CO. ........................................................................................      .9743 
Columbia, MO. ...................................................................................................    1.1712 
Columbia, SC. .....................................................................................................      .9743 
Columbus, GA-AL. .............................................................................................      .9021 
Columbus, OH. ...................................................................................................    1.1184 
Corpus Christi, TX. .............................................................................................      .9337 
Cumberland, MD-WU. ........................................................................................      .85942/ 
Dallas-Fort Worth, TX. .......................................................................................      .9403 
Danville, VA. ......................................................................................................      .88072/ 
Davenport-Rock Island-Moline, IA-IL. ...............................................................      .96955/ 
Dayton, OH. ........................................................................................................    1.1064 
Daytona Beach, FL. .............................................................................................      .9423 
Decatur, IL. .........................................................................................................      .95065/ 
Denver-Boulder, CO. ..........................................................................................    1.0960 
Des Moines, IA. ..................................................................................................    1.0156 
Detroit, MI...........................................................................................................    1.2280 
Dubuque, IA. .......................................................................................................      .9426 
Duluth-Superior, MN-WI. ...................................................................................      .9193 
Eau Claire, WI. ....................................................................................................      .9806 
El Paso, TX. ........................................................................................................      .8714 
Elkhart, IN. ..........................................................................................................      .8372*5/ 
Elmira, NY. .........................................................................................................      .9642 
Enid, OK. ............................................................................................................      .87855/ 
Erie, PA  ............................................................................................................      .9652 
Eugene-Springfield, OR. .....................................................................................      .9639 
Evansville, IN-KY. ..............................................................................................    1.0742 
Fargo-Moorehead, ND-MN. ................................................................................      .94785/ 
Fayetteville, NC. .................................................................................................      .8353* 
Fayetteville-Springdale, AR. ...............................................................................      .7997 
Flint, MI .............................................................................................................     1.1919 
Florence, AL. ......................................................................................................      .8056 
Florence, SC. .......................................................................................................      .83282/ 
Fort Collins, CO. .................................................................................................      .8353 
Fort Lauderdale-Hollywood, FL. .........................................................................    1.0506 
Fort Myers, FL. ...................................................................................................      .9391 
Fort Smith, AR-OK. ............................................................................................      .8899 
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 EXHIBIT B (CONT.) 
 

BUREAU OF LABOR STATISTICS WAGE INDEX FOR URBAN AREAS 
                   
 

MSA AREA           WAGE   
INDEX  

                   
 
Fort Wayne, IN. ...................................................................................................      .89855/ 
Fort Walton Beach ,FL. .......................................................................................      .79972/ 
Fresno, CA. .........................................................................................................    1.1265 
Gadsden, AL. ......................................................................................................      .9264 
Gainsville, FL. .....................................................................................................      .9019 
Galveston-Texas City, TX. ..................................................................................    1.0607 
Gary-Hammond-East Chicago, IN. .....................................................................    1.1664 
Glen Falls, NY. ...................................................................................................      .90232/ 
Grand Forks, ND-MN. ........................................................................................      .8779 
Grand Rapids, MI. ...............................................................................................      .9463 
Great Falls, MT. ..................................................................................................      .9162* 
Greeley, CO. ........................................................................................................      .9312* 
Green Bay, WI.....................................................................................................      .9740 
Greensboro-Winston-Salem-High Point, NC. .....................................................      .9232 
Greenville-Spartanburg, SC. ...............................................................................      .9371 
Hagerstown MD. .................................................................................................    1.07422/ 
Hamilton-Middleton, OH. ...................................................................................    1.0620 
Harrisburg, PA. ...................................................................................................    1.0534 
Hartford-New Britain-Bristol, CT. ......................................................................    1.16013/ 
Hickory, NC. .......................................................................................................      .84542/ 
Honolulu, HI. ......................................................................................................    1.1645 
Houston, TX. .......................................................................................................    1.0630 
Huntington-Ashland, WV-KY-OH. ....................................................................      .9270 
Huntsville, AL. ....................................................................................................      .8593 
Indianapolis, IN. ..................................................................................................    1.05195/ 
Iowa City, IA. ......................................................................................................    1.17805/ 
Jackson, MI. ........................................................................................................    1.0173* 
Jackson, MS. .......................................................................................................      .8699 
Jacksonville, FL. .................................................................................................      .9331 
Jacksonville, NC. ................................................................................................      .89362/ 
Janesville-Beloit, WI. ..........................................................................................      .8579 
Jersey City, NJ. ....................................................................................................    1.1180 
Johnson City-Kingsport-Bristol, TN-VA ...........................................................       .87865/ 
Johnstown, PA. ...................................................................................................    1.0445 
Joplin, MO. .........................................................................................................      .85002/ 
Kalamazoo-Portage, MI.......................................................................................    1.1695 
Kankakee, IL. ......................................................................................................    1.0073 
Kansas City, MO-KS. ..........................................................................................      .94275/ 
Kenosha, WI. .......................................................................................................    1.0789*5/ 
Killeen-Temple, TX. ...........................................................................................      .8868 
Knoxville, TN. ....................................................................................................      .9100 
Kokomo, IN. ........................................................................................................      .98465/ 
La Crosse, WI. .....................................................................................................      .9016* 
Lafayette, LA. .....................................................................................................      .8622 
Lafayette-West Lafayette, IN. ..............................................................................      .9141 
Lake Charles, LA. ...............................................................................................      .8706 
Lakeland-Winter Haven, FL. ...............................................................................      .9749 
Lancaster, PA. .....................................................................................................    1.0674 
Lansing-East Lansing MI. ...................................................................................    1.0811 
Laredo, TX. .........................................................................................................      .8593* 
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Las Cruces, NM. .................................................................................................      .8129* 
Las Vegas, NV. ...................................................................................................    1.1884 
Lawrence, KS. .....................................................................................................      .9193* 
Lawton, OK. ........................................................................................................      .8377* 
Lewiston-Auburn, ME. .......................................................................................      .8899* 
Lexington-Fayette, KY. .......................................................................................      .9016 
Lima, OH. ...........................................................................................................      .9932 
Lincoln, NE. ........................................................................................................      .9259 
Little Rock-North Little Rock, AR. .....................................................................    1.0205 
Long Branch-Asbury Park, NJ. ...........................................................................    1.0648 
Long View, TX. ..................................................................................................      .8129 
Lorain-Elyrie, OH. ..............................................................................................    1.0207 
Los Angeles-Long Beach, CA. ............................................................................    1.2899 
Louisville, KY-IN. ..............................................................................................      .99205/ 
Lubbock, TX. ......................................................................................................      .9042 
Lynchburg, VA. ..................................................................................................      .8876 
Macon, GA. .........................................................................................................      .9637 
Madison, WI. .......................................................................................................    1.0257 
Manchester-Nashua, NH. ....................................................................................      .94413/ 
Mansfield, OH. ....................................................................................................      .9196 
McAllen-Pharr-Edinburg, TX. ............................................................................      .8165 
Medford, OR. ......................................................................................................      .96682/ 
Melbourne-Titusville-Cocoa, FL. ........................................................................      .9374 
Memphis, TN-AR-MS. .......................................................................................    1.0371 
Miami, FL. ..........................................................................................................    1.1050 
Midland, TX. .......................................................................................................      .9141* 
Milwaukee, WI. ...................................................................................................    1.0080 
Minneapolis-St. Paul, MN-WI. ...........................................................................      .9802 
Mobile, AL. .........................................................................................................      .9416 
Modesto, CA. ......................................................................................................    1.05085/ 
Monroe, LA. ........................................................................................................      .9451 
Montgomery, AL. ................................................................................................      .9626 
Muncie, IN. .........................................................................................................      .9852* 
Muskegon-Norton Shores-Muskegon Heights, MI. .............................................      .9658 
Nashville-Davidson, TN. .....................................................................................    1.0187 
Nassau-Suffolk, NY. ...........................................................................................    1.2758 
New Bedford-Fall River, MA..............................................................................      .9687 
New Brunswick-Perth Amboy-Sayreville, NJ. ....................................................    1.0409 
New Haven-Waterbury-Meriden, CT. .................................................................    1.0990 
New London-Norwich, CT. .................................................................................    1.0903 
New Orleans, LA. ...............................................................................................      .9644 
New York, NY-NJ. .............................................................................................    1.3956 
Newark, NJ. .........................................................................................................    1.2099 
Newark, OH. .......................................................................................................      .95922/ 
Newburgh-Middletown, NY. ..............................................................................    1.07892/ 
Newport News-Hampton, VA. ............................................................................      .89745/ 
Norfolk-Virginia Beach-Portsmouth, VA-NC. ....................................................      .98875/ 
Northeast Pennsylvania. ......................................................................................    1.0598 
Ocala, FL. ............................................................................................................      .93062/ 
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Odessa, TX. .....................................................................................................................      .9506*5/ 
Oklahoma City, OK. ........................................................................................................      .9252 
Olympia, WA. ..................................................................................................................    1.01422/ 
Omaha, NE-IA. ................................................................................................................      .94255/ 
Orlando, FL. ....................................................................................................................      .9087 
Owensboro, KY. ..............................................................................................................      .8377*5/ 
Oxnard-Simi Valley-Ventura, CA....................................................................................    1.3788 
Panama City, FL. .............................................................................................................      .8777* 
Parkersburg-Marietta, WV-OH. ......................................................................................    1.0461 
Pascagoula-Moss Point, MS. ...........................................................................................    1.1547*5/ 
Patterson-Clifton-Passaic, NJ. .........................................................................................    1.0959 
Pensacola, FL...................................................................................................................      .8841 
Peoria, IL.    1.11305/ 
Petersburg-Colonial Heights-Hopewell, VA. ...................................................................      .9484 
Philadephia, PA-NJ. ........................................................................................................    1.1810 
Phoenix, AZ. ....................................................................................................................    1.1100 
Pine Bluff, AR. ................................................................................................................      .7997* 
Pittsburgh, PA. .................................................................................................................    1.1275 
Pittsfield, MA. .................................................................................................................    1.02765/ 
Portland, ME....................................................................................................................    1.00323/ 
Portland, OR-WA. ...........................................................................................................    1.10345/ 
Portsmouth-Dover-Rochester, NH-ME............................................................................      .81153/ 
Poughkeepsie, NY. ..........................................................................................................    1.11515/ 
Providence-Warwick-Pawtucket, RI. ...............................................................................    1.03493/ 
Provo-Orem, UT. .............................................................................................................      .9454 
Pueblo, CO. .....................................................................................................................    1.09815 
Racine, WI. ......................................................................................................................      .9240 
Raleigh-Durham, NC. ......................................................................................................    1.0173 
Rapid City, SD. ................................................................................................................      .8680*1/ 
Reading, PA. ....................................................................................................................    1.0101 
Redding, CA. ...................................................................................................................    1.02712/ 
Reno, NV.    1.2428* 
Richland-Kennewick, WA. ..............................................................................................      .99355/ 
Richmond, VA. ................................................................................................................      .9252 
Riverside-San Bernadino-Ontario, CA. ...........................................................................    1.1729 
Roanoke, VA. ..................................................................................................................      .9614 
Rochester, MN. ................................................................................................................      .9852 
Rochester, NY. ................................................................................................................    1.0653 
Rockford, IL. ...................................................................................................................    1.02225/ 
Rock Hill, SC. ..................................................................................................................      .91362/ 
Sacremento, CA. ..............................................................................................................    1.22315/ 
Saginaw, MI. ....................................................................................................................    1.1279 
St. Cloud, MN. .................................................................................................................      .8680 
St. Joesph, MO. ...............................................................................................................      .9749 
St. Louis, MO-IL. ............................................................................................................      .9977(.99754/) 
Salem, OR. .......................................................................................................................    1.1083 
Salinas-Seaside-Monterey, CA. .......................................................................................    1.2428 
Salisbury-Concord, NC. ...................................................................................................    1.03682/ 
Salt Lake City-Ogden, UT. ..............................................................................................      .8550 
San Angelo, TX. ..............................................................................................................      .8364 
San Antonio, TX. .............................................................................................................      .9509 
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San Diego, CA. ................................................................................................................    1.14265/ 
San Francisco-Oakland, CA. ............................................................................................    1.3153 
San Jose, CA. ...................................................................................................................    1.3055 
Santa Barbara-Santa Maria-Lompoc, CA. .......................................................................    1.06285/ 
Santa Cruz, CA. ...............................................................................................................    1.09855/ 
Santa Rosa, CA. ...............................................................................................................    1.4037 
Sarasota, FL. ....................................................................................................................      .98355/ 
Savannah, GA. .................................................................................................................      .9414 
Seattle-Everett, WA. ........................................................................................................    1.0500 
Sharon, PA. ......................................................................................................................      .96182/ 
Sheboygan, WI. ...............................................................................................................      .84392/ 
Sherman-Denison, TX. ....................................................................................................      .8277 
Shreveport, LA. ...............................................................................................................      .9292 
Sioux City, IA-NE. ..........................................................................................................      .9306 
Sioux Falls, SD. ...............................................................................................................      .8844 
South Bend, IN. ...............................................................................................................      .91565/ 
Spokane, WA. ..................................................................................................................    1.0921 
Springfield, IL. ................................................................................................................    1.02305/ 
Springfield, MO. ..............................................................................................................      .8933(.89324/) 
Springfield, OH. ..............................................................................................................      .9821 
Springfield-Chicopee-Holyoke, MA. ...............................................................................    1.02855/ 
State College, PA. ............................................................................................................    1.10342/ 
Steubenville-Weirton, OH-WV. ......................................................................................      .97505/ 
Stockton, CA. ..................................................................................................................    1.3046 
Syracuse, NY. ..................................................................................................................    1.3209 
Tacoma, WA. ...................................................................................................................    1.05585/ 
Tallahasee, FL. ................................................................................................................      .9264*5/ 
Tampa-St. Petersburg, FL. ...............................................................................................      .9898 
Terre Haute, IN. ...............................................................................................................      .87345/ 
Texarkana-TX-Texarkana, AR. .......................................................................................    1.0929 
Toledo, OH-MI. ...............................................................................................................    1.1157 
Topeka, KS. .....................................................................................................................    1.0602 
Trenton, NJ. .....................................................................................................................    1.1708 
Tucson, AZ. .....................................................................................................................      .9977 
Tulsa, OK.      .9626 
Tuscaloosa, AL. ...............................................................................................................    1.0142 
Tyler, TX.      .9481 
Utica-Rome, NY. .............................................................................................................    1.0145 
Vallejo-Fairfield-Napa, CA. ............................................................................................    1.5862 
Victoria, TX. ....................................................................................................................      .8356 
Vineland-Millville-Bridgeton, NJ. ...................................................................................    1.0083 
Visalia-Tulare-Portenville, C. ..........................................................................................    1.36272/ 
Waco, TX.      .8593 
Washington, DC-MD-VA. ...............................................................................................    1.15475/ 
Waterloo-Ceder Falls, IA. ................................................................................................      .8631 
Wausau, WI. ....................................................................................................................      .97692/ 
West Palm Beach-Boca Raton, FL. .................................................................................      .9630 
Wheeling, WV-OH. .........................................................................................................    1.01585/ 
Wichita, KS. ....................................................................................................................    1.0248      
Wichita Falls, TX. ...........................................................................................................      .8282 
Williamsport, PA. ............................................................................................................      .9749 
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Wilmington, DE-NJ-MD. ....................................................................................    1.09175/ 
Wilmington, NC. .................................................................................................      .8936 
Worchester-Fitchburg-Leominster, MA. .............................................................      .97695/ 
Yakima, WA. ......................................................................................................      .9523 
York, PA.      .9884 
Youngstown-Warren, OH. ..................................................................................    1.1090 
Yuba City, CA. ....................................................................................................    1.07262/ 
 
 
*Approximate value for area 
 
1/ Eff. 06/19/81 no longer qualified as an SMSA. 
2/ Eff. 06/19/81 newly designated SMSA. 
3/ Eff. 06/19/81 newly and revised NECMA. 
4/ Recomputed wages index in parentheses based on corrected reporting data  .......  
from BLS resulting in lower than published index.  Higher wage index used to compute the limit. 
5/ Revised wage index based on corrected reporting data from BLS. 
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Alabama. .............................................................................................................      .8960 
Alaska..................................................................................................................    1.5579 
Arizona. ...............................................................................................................    1.0289 
Arkansas. .............................................................................................................      .8686 
California. ...........................................................................................................    1.2415 
Colorado. .............................................................................................................      .8990 
Connecticut. ........................................................................................................    1.18173 
Delaware. ............................................................................................................    1.0370 
Florida. ................................................................................................................      .9980 
Georgia. ...............................................................................................................      .9463 
Hawaii. ................................................................................................................    1.34523/ 
Idaho. ..................................................................................................................      .9669 
Illinois. ................................................................................................................      .96503/ 
Indiana. ................................................................................................................      .98633/ 
Iowa. ....................................................................................................................      .9220 
Kansas. ................................................................................................................      .90093/ 
Kentucky. ............................................................................................................      .92333/ 
Louisiana. ............................................................................................................      .9216 
Maine. .................................................................................................................      .9926 
Maryland. ............................................................................................................    1.1028 
Massachusetts. .....................................................................................................    1.1722 
Michigan. ............................................................................................................    1.15353/ 
Minnesota. ...........................................................................................................      .9052 
Mississippi. .........................................................................................................      .8751 
Missouri. .............................................................................................................      .9156(.91512/) 
Montana. .............................................................................................................      .95953/ 
Nebraska. .............................................................................................................      .8130 
Nevada. ...............................................................................................................    1.0790 
New Hampshire. ..................................................................................................    1.13013/ 
New Jersey. .........................................................................................................    1.0820 
New Mexico. .......................................................................................................    1.0073 
New York. ...........................................................................................................    1.0327 
North Carolina. ....................................................................................................      .9917 
North Dakota. ......................................................................................................      .9045 
Ohio.....................................................................................................................    1.0086 
Oklahoma. ...........................................................................................................      .9111 
Oregon. ................................................................................................................    1.0673 
Pennsylvania. ......................................................................................................    1.13713/ 
Rhode Island. .....................................................................................................        (1) 
South Carolina. ....................................................................................................      .9180 
South Dakota. ......................................................................................................      .82373/ 
Tennessee. ...........................................................................................................      .8779 
Texas. ..................................................................................................................      .8979 
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Utah .....................................................................................................................      .85523/ 
Vermont. .............................................................................................................      .9993 
Virginia. ..............................................................................................................      .9792 
Washington. ........................................................................................................    1.0465 
West Virginia. .....................................................................................................    1.01233/ 
Wisconsin. ...........................................................................................................      .9179 
Wyoming. ............................................................................................................    1.0402 
 
                                                              
 
1/ Not Applicable.  All of Rhode Island is classified as urban. 
2/ Recomputed wage index lower than the published index. 
3/ Revised wage index based on corrected reporting data from BLS. 
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07-98 PROSPECTIVE PAYMENTS 2832 
 
 
 Skilled Nursing Facility Prospective Payment System 
 
2831. GENERAL PROVISIONS  
 
Section 4432 of the Balanced Budget Act  of 1997 (BBA) established provisions for a prospective 
payment system (PPS) for skilled nursing facilities (SNF) under Section 1888(e) of the Social 
Security Act (the Act) effective with cost reporting periods beginning on or after July 1, 1998.  
Under these provisions, covered Medicare Part A SNF services will no longer be paid based on 
reasonable cost or through low volume prospectively determined rates, but rather through case-mix 
adjusted per-diem prospective payment rates for all SNFs.   The payment rates (i.e., full Federal rate 
or transition rate) represent payment in full (subject to applicable coinsurance as described in subpart 
G of part 409 of 42 CFR (Code of Federal Regulations)) for all costs (routine, ancillary, and capital-
related) associated with furnishing covered SNF services to Medicare beneficiaries other than costs 
associated with operating approved educational activities as described in §413.85 of 42 CFR.  
Covered SNF services include posthospital SNF services for which benefits are provided under Part 
A and all items and services for which prior to July 1, 1998, payment had been made under Part B 
(other than physicians’s services, physician assistant services, nurse practitioner and clinical nurse 
specialist services, certified mid-wife services, qualified psychologist services, certified registered 
nurse anesthetist services, certain dialysis-related services, erythropoietin (EPO) for certain dialysis 
patients, hospice care related to a terminal condition, ambulance trips that covey the beneficiary to 
the SNF for admission or from the SNF following discharge, and for services furnished during 1998 
only, the transportation costs of electrocardiogram equipment for electrocardiogram test services 
furnished to SNF residents during a Part A covered stay) but furnished to SNF residents during a Part 
A covered stay, regardless of source.   
 
This section describes policies related to the establishment of the Federal rate and the transition rate. 
 The transition rate is the sum of the provider’s Part A cost and the Part B add-on, more commonly 
referred to as the facility-specific per diem.  This section also provides operational instructions and 
further clarification of the applicable rules contained in 42 CFR 413 Subpart J.    For the initial 
period of the PPS beginning on July 1, 1998 and ending on September 30, 1999,  payment rates and 
associated rules were published in the Federal register (FR) on May 12, 1998 (see FR Vol. 63, No. 
91 page 26252) .  For each succeeding fiscal year, the rates are published in the Federal Register 
before August 1 of the year preceding the affected fiscal year. 
 
2832.  METHODOLOGY FOR DETERMINING PER DIEM PROSPECTIVE PAYMENT RATES 

EFFECTIVE FOR COST REPORTING PERIODS BEGINNING ON OR AFTER JULY 1, 
1998 

 
The BBA sets forth the formula for establishing the rates as well as the data on which they are based. 
 In addition, it requires adjustments to such rates based on geographic variation and case-mix and 
prescribes the methodology for updating the rates in future years.  Under PPS, the resident 
classification system is the means by which residents are classified into mutually exclusive groups 
based on clinical, functional and resource-based criteria.  For purposes of SNF PPS, this term refers 
to the current version of the  Resource Utilization Group  ( RUG) as set out in the annual publication 
of the Federal prospective rates for SNFs in the Federal Register.  For cost reporting periods 
beginning on or after July 1, 1998 a SNF is paid based either on a full Federal rate or on the basis of 
a transition rate, whichever applies, as described below. 
 
Providers currently enrolled in the Multi-State Case Mix and Quality Demonstration can remain in 
the demonstration until the end of their current fiscal year.  Providers with fiscal years that end on 
June 30, 1998, will convert to PPS payment, on the first day of their fiscal year beginning with the 
cost reporting year July 1, 1998, with all providers transitioning by June 30, 1999. 
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A.  Establishment of Federal Per Diem.--Section 1888(e) of the Act provides the basis for the 
establishment of the per diem Federal payment rates applied under PPS to SNFs that received their 
first payment (interim, PIP or final) from Medicare on or after October 1, 1995, under past or present 
ownership.   The PPS utilizes per diem Federal payment rates based on mean SNF costs in a base 
year updated for inflation to the first effective period of the system.  The Federal payment rates were 
developed by HCFA using allowable costs from hospital-based and freestanding SNF cost reports for 
reporting periods beginning in fiscal year 1995.  The data used in developing the Federal rates  also 
incorporates an estimate of the amount payable under Part B for covered SNF services furnished 
during fiscal year 1995 to individuals who were residents of the facility and receiving Part A covered 
services.  Costs were updated to the first effective year of PPS (15 month period beginning July 1, 
1998) by using a SNF market basket index and were standardized for facility differences in case mix 
and for geographic variations in wages.  Providers that received “new provider” exemptions from the 
routine cost limits are excluded from the data base used to compute the Federal payment rates.  In 
addition, costs related to payment for exceptions to the routine cost limits are excluded from the data 
base used to compute the Federal payment rates.  In accordance with the formula prescribed in the 
Act, the Federal rates are set at a level equal to the weighted mean of freestanding costs plus 50 
percent of the difference between the freestanding mean and a weighted mean of all SNF costs 
(hospital-based and freestanding) combined.  Payment rates are computed and applied separately for 
facilities located in urban and rural areas.  In addition, the portion of the Federal rate attributable to 
wage-related costs is adjusted by an appropriate wage index. 
 
The Federal rate incorporates adjustments to account for facility case-mix using Resource Utilization 
Groups (RUGs), a patient classification system that accounts for the relative resource utilization of 
different patient types.  RUGs utilizes resident assessment data (from the Minimum Data Set, or 
MDS) completed by SNFs to assign residents into one of 44 groups.  The RUG groups are the basis 
for the payment indices (or relative payment weights) used both for standardization of the Federal 
rates and subsequently to establish case-mix adjustments to the rates for patients with different 
service use.  Care provided directly to, or for, a patient is represented by an index score that is based 
on the amount of staff time, weighted by salary levels, associated with each group.  That is, each 
RUG group is assigned an index score that represents the amount of nursing time and rehabilitation 
time associated with caring for patients who qualify for the group.  The nursing weight includes both 
patient-specific time spent daily on behalf of each patient type by registered nurses, licensed practical 
nurses, and certified nursing assistants, as well as patient non-specific time spent by these staff 
members on other necessary functions such as staff education, administrative duties, and other tasks 
associated with maintenance of the care giving environment. 
 
A case-mix adjusted payment system, measures the intensity of care  (i.e., hours of nursing or 
therapy time needed per day) and services required (i.e., requirement of a ventilator) for each resident 
and then translates it into a specific payment level.  As noted above, resident assessment data from 
the most recent version of the Minimum Data Set (MDS),  resident assessment instrument (RAI), is 
used by SNFs to classify residents into one of 44 RUG groups.  SNFs complete these assessments 
according to an assessment schedule specifically designed for Medicare payment (that is, on the 5th, 
14th, 30th, 60th, and 90th days after admission to the SNF.  For Medicare billing purposes, there is a 
Health Insurance Prospective Payment System rate code (HIPPS)  associated with each of the 44 
RUG groups, and each assessment applies to specific days within a resident’s SNF stay.  SNFs that 
fail to perform assessments timely are paid a default payment for the days of a resident’s care for 
which they are not in compliance with this schedule.      
 
The Federal per diem rates effective July 1, 1998 are effective through September 30, 1999.  For 
fiscal years 2000 though 2002 the SNF PPS rates will be calculated by taking the rates in effect in the 
previous year  and updating those rates by a factor equal to the SNF market basket index amount 
minus 1 percentage point.  For subsequent fiscal years, the rates will be calculated by taking the rates 
in effect in the previous year and updating those rates by the applicable SNF market basket index  
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amount.  The revised Federal rates are scheduled to be published in the Federal Register before 
August 1 of the year preceding the affected Federal fiscal year. 
 
Section 1888(e)(8) of the BBA prohibits judicial or administrative review on matters relating to the 
establishment of the Federal rates.  This includes, but is not limited to, the methodology used in the 
computation of the Federal rates, the case mix methodology, and the development and application of 
the wage index.  This limitation on judicial and administrative review also extends to the 
establishment of the facility-specific rates, except the determinations of reasonable cost in the fiscal 
year 1995 cost reporting period used as the basis for these rates. 
 

B. Establishment of Facility-Specific Per Diem.--During a 3-year transition period, those 
SNFs who first accepted payment under the Medicare program (interim, or otherwise) prior to 
October 1, 1995 will receive a payment rate comprised of a blend between the 1) adjusted Federal 
per diem and 2) an adjusted facility-specific per diem based on each facility’s FY 1995 cost report 
(the base year).  The base year cost report used to compute the facility-specific per diem rate in the 
transition period must be the most recent version of the cost report  available (i.e., the settled (either 
tentative or final) or as-submitted).  Adjustments made in subsequent cost report versions, through 
the settlement or reopening process, will result in a revision to the facility-specific rate.  Examples of 
those adjustments include exception amounts or other post-settlement adjustments. 
 
The facility specific payment rate utilized for the transition is computed using the allowable costs of 
SNF services for cost reporting periods beginning in fiscal year 1995 (cost reporting periods 
beginning on or after October 1, 1994 and before September 30, 1995).  Included in the facility 
specific per diem rate is an estimate of the amount payable under Part B for covered SNF services 
furnished during fiscal year 1995 to individuals who were residents of the facility and receiving Part 
A covered services.  In contrast to the Federal rate, the facility specific rate includes amounts paid to 
SNFs for exceptions to the routine cost limits.  “New Provider” exemptions from the routine cost 
limits are also taken into account but only to the extent that routine costs do not exceed 150 percent 
of the applicable cost limits.  Part A Medicare costs associated with approved educational activities, 
as defined in §413.85, are not included in the facility-specific per diem rate.  A facility's actual 
reasonable costs of approved educational activities are to be separately identified and apportioned to 
the Medicare program for payment purposes on the Medicare cost report effective for cost reporting 
periods beginning on or after July 1, 1998. 
 
For facilities participating in the Nursing Home Case-Mix and Quality Demonstration (NHCMQ), 
the Part A Medicare costs used to compute the facility-specific per diem rate will be the aggregate 
RUG-III payment received for services furnished during the cost reporting period beginning  calendar 
year 1997 plus the routine capital costs plus ancillary costs (other than costs for Occupational 
Therapy, Physical Therapy, and Speech Pathology) as reported on the SNF’s Medicare cost report 
that begins in calendar year 1997. 
 
For those low volume SNFs that received a prospectively determined payment rate for SNF routine 
services under section 1888(d) of the Act and part 413, subpart I, the payment for the facility-specific 
per diem will be the applicable prospectively determined payment plus Medicare ancillary cost per 
diem for cost reporting periods beginning in fiscal year 1995 (cost reporting periods beginning on or 
after October 1, 1994 and before September 30, 1995). 
 
The facility-specific rate is updated for each cost reporting period after fiscal year 1995 to the first 
cost reporting period beginning on or after July 1, 1998 by a factor equal to the SNF market basket 
percentage minus 1 percentage point.  For the fiscal years 1998 and 1999, this rate will be updated by 
a factor equal to the SNF market basket amount minus 1 percentage point, and for each subsequent 
year, it will be updated by the applicable SNF market basket index amount. 
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2833.  DETERMINATION OF FACILITY-SPECIFIC PER DIEM RATES 
 
The facility-specific per diem rate is equal to the sum of Medicare Part A costs, updated for inflation 
using the SNF market basket rates described in Table 1 below, and the Medicare Part B estimate 
which HCFA will supply to each intermediary for each provider that it serves divided by the total 
Medicare days for the base year cost reporting period. (i.e., cost reporting period beginning on or 
after October 1, 1994 and before September 30, 1995).   
 
Calculations to determine Medicare Part A costs have been established for the following types of 
providers.    
 
o Freestanding SNFs without an exception for medical or paramedical education 

(§413.30(f)(4))  or a new provider exemption in the base year. 
 
o Freestanding SNFs with an exception for medical or paramedical education 

(§413.30(f)(4) in the base year. 
 
o Freestanding SNFs with new provider exemptions from the cost limits in the base year. 
 
o Hospital-based SNFs without an exception for medical and paramedical education or a 

new provider exemption. 
 
o Hospital-based SNFs with an exception for medical and paramedical education in the 

base year. 
 
o Hospital-based SNFs with new provider exemptions from the cost limits in the base year. 
 
o Medicare low volume SNFs electing prospectively determined payment rate (fewer than 

1500 days) in the base year. 
 
o Providers participating in the Multistate Nursing Home Case-Mix and Quality 

Demonstration. 
 

A. Freestanding Skilled Nursing Facilities.--The following instructions are to be used in 
calculating the Medicare Part A costs for freestanding skilled nursing facilities who filed either the 
HCFA-2540-92 or the HCFA-2540-96.     
 

1 Determination of Medicare Part A Costs for Freestanding SNFs Without an 
Exception for Medical and Paramedical Education (§ 413.30(f)(4)) or a New Provider Exemption in 
the Base Year.--Part A cost is equal to the amount in i. Step 5. plus the amount in ii. Step 3.  
 
i.  Calculate routine costs utilizing the following steps: 
 

Step 1. Determine total program routine service costs for comparison to the cost 
limitation (HCFA-2540-92, worksheet D-1, line 23 or HCFA-2540-96, worksheet D-
1, line 25). 

 
Step 2. Determine Medicare Routine medical education costs--worksheet B, part I, 
line 16, column 14 divided by total patient days (Worksheet S-3, line 1, column 7) 
then multiplied by total Medicare days (Worksheet S-3, line 1, column 4). 

 
Step 3. Subtract amount in Step 2. from amount in Step 1. above. 
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Step 4. Compare amount in Step 3. above to the inpatient routine service cost 
limitation, including exception amounts other than Medical and Paramedical 
Education:  see (2) below, (HCFA-2540-92, worksheet D-1, line 24 or HCFA-2540-
96, worksheet D-1, line 27) and take the lesser of the two amounts. 

 
Step 5. Add the amount in Step 4. to the program capital related cost (HCFA-2540-
92, worksheet D-1, line 20 or HCFA-2540-96, worksheet D-1, line 22). 

 
ii.  Calculate Part A ancillary costs utilizing the following steps: 
 

Step 1. Determine total program inpatient ancillary services (HCFA-2540-92 or 
HCFA-2540-96, Worksheet E, part I, line 1). 

 
Step 2. Determine Medicare Ancillary medical education costs--worksheet B, part I, calculate 
separately each line 21-33, dividing column 14 by column 18.  Multiply the resulting 
percentage by the corresponding line (lines 21-33) on worksheet D, column 4.  Total the 
resulting amounts calculated for lines 21-33. 

 
Step 3. Subtract amount in Step 2. from the amount in Step 1. above. 

 
2. Determination of Medicare Part A Costs for Freestanding SNFs With an 

Exception for Medical and Paramedical Education (413.30(f)(4)) in the Base Year.--Part A cost 
equals the amount in i. Step 6. plus the amount in ii. Step 3.  
 
i. Calculate routine costs utilizing the following steps: 
 

Step 1. Determine total program routine service costs for comparison to the cost 
limitation (HCFA-2540-92, worksheet D-1, line 23 or HCFA-2540-96, worksheet D-
1, line 25). 

 
Step 2. Determine Medicare Routine medical education costs--worksheet B, part I, 
line 16, column 14 divided by total patient days (Worksheet S-3, line 1, column 7) 
then multiplied by total Medicare days (Worksheet S-3, line 1, column 4). 
 
Step 3. Subtract the amount in Step 2. from the amount in Step 1. above 
 
Step 4. From the inpatient routine service cost limitation, including all exception 
amounts granted, (HCFA-2540-92, worksheet D-1, line 24 or HCFA-2540-96, 
worksheet D-1, line 27) subtract the exception amount granted for medical and 
paramedical education costs. 
 
Step 5. Compare amount in Step 3. above with the amount in Step 4. above and take 
the lesser of the two amounts. 

 
Step 6. Add amount in Step 5. to the program capital related cost (HCFA-2540-92, 
worksheet D-1, line 20 or HCFA-2540-96, worksheet D-1, line 22). 

 
ii. Calculate Part A Ancillary Costs utilizing the following steps: 
 

Step 1. Determine total program inpatient ancillary services (HCFA-2540-92 or 
HCFA-2540-96, Worksheet E, part I, line 1). 
 
Step 2. Determine Medicare Ancillary medical education costs--worksheet B, part I, 
calculate separately each line 21-33, dividing column 14 by column 18.  Multiply the 
resulting percentage by the corresponding line (lines 21-33) on worksheet D, column 
4.  Total the amounts calculated for lines 21-33. 

 
 
Rev. 405 28-235 



2833 (Cont.) PROSPECTIVE PAYMENTS 07-98 
 
 

Step 3. Subtract amount in Step 2. from the amount in Step 1. above. 
 

3. Determination of Medicare Part A Costs for Freestanding SNFs With New 
Provider Exemptions From the Cost Limits in the Base Year.--Part A cost equals the amount in i. 
Step 6. plus the amount in ii. Step 3. 
 
i. Calculate routine costs utilizing the following steps: 
 

Step 1. Determine total program routine service costs for comparison to the cost limitation 
(HCFA-2540-92, worksheet D-1, line 23 or HCFA-2540-96, worksheet D-1, line 25). 

 
Step 2. Determine Medicare Routine medical education costs--worksheet B, part I, line 16, 
column 14 divided by total patient days (Worksheet S-3, line 1, column 7) then multiplied by 
total Medicare days (Worksheet S-3, line 1, column 4). 

 
Step 3. Subtract amount in Step 2. from the amount in Step 1. above. 

 
Step 4. Multiply the unadjusted inpatient routine service cost limitation (the cost limit 
amount had the SNF not received an exemption, which is normally reported on HCFA-2540-
92, worksheet D-1, line 24 or HCFA-2540-96, worksheet D-1, line 27) by 1.5. 

 
Step 5. Compare amount in Step 3. above with the amount in Step 4. above and take the 
lesser of the two amounts. 
 
Step 6. Add to the amount in Step 5. the program capital related cost (HCFA-2540-
92, worksheet D-1, line 20 or HCFA-2540-96, worksheet D-1, line 22). 

 
ii. Calculate Part A Ancillary Costs utilizing the following steps: 
 

Step 1. Determine total program inpatient ancillary services (HCFA-2540-92 or HCFA-2540-
96, Worksheet E, part I, line 1). 

 
Step 2. Determine Medicare Ancillary medical education costs--worksheet B, part I, calculate 
separately each line 21-33, dividing column 14 by column 18.  Multiply the resulting 
percentage by the corresponding line (lines 21-33) on worksheet D, column 4.  Total the 
amounts calculated for lines 21-33. 

 
Step 3. Subtract amount in Step 2. from the amount in Step 1. above. 

 
B. Hospital-Based Skilled Nursing Facilities.--The following instructions are to be used in 

calculating the Medicare Part A costs for hospital-based skilled nursing facilities who filed either the 
HCFA-2552-92 or HCFA-2552-96..     
 

1. Determination of Medicare Part A Costs for Hospital-Based Skilled Nursing 
Facilities Without an Exception for Medical and Paramedical Education or a New Provider 
Exemption.--Part A cost equals the amount in i. Step 5. plus the amount in ii. Step 3.  
 
i. Calculate routine costs utilizing the following steps: 
 

Step 1. Determine total program routine service costs for comparison to the cost limitation 
(HCFA-2552-92 or HCFA-2552-96, worksheet D-1, part III, line 76). 
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Step 2. Determine Medicare Routine medical education costs--worksheet B part I, 
line 34, sum of columns 21 and 24 (only amounts that are for approved education 
programs), divided by total patient days (worksheet S-3, part I, line 11 (HCFA-2552-
92) or part I, line 15 (HCFA-2552-96) column 6) then multiplied by total Medicare 
days (worksheet S-3, part I, line 11 (HCFA-2552-92) or part I, line 15 (HCFA-2552-
96), column 4). 

 
Step 3. Subtract amount in Step 2. from the amount in Step 1. above. 

 
Step 4. Compare amount in Step 3. above to the inpatient routine service cost limitation, 
including exception amounts other than Medical and Paramedical education; see (2) below, 
(HCFA-2552-92 or HCFA-2552-96, worksheet D-1, part III, line 78) and take the lesser of 
the two amounts. 
 
Step 5. Add to amount in Step 4. The program capital related cost (HCFA-2552-92 or 
HCFA-2552-96, worksheet D-1, part III, line 73). 

 
ii. Calculate Part A ancillary costs utilizing these steps: 
 

Step 1. Determine total program inpatient ancillary services (HCFA-2552-92 or HCFA-2552-
96, worksheet D-1, part III, line 80). 

 
Step 2. Determine Medicare Ancillary medical education costs--worksheet B, part I, 
(calculate separately each line 37-59 ), dividing the sum of columns 21 and 24 (approved 
programs only) by column 27.  Multiply the resulting percentage by the corresponding line 
(lines 37-59) on worksheet D-4 (SNF), column 3.  Total the amounts calculated for lines 37-
59. 

 
Step 3. Subtract amount in Step 2. from the amount in Step 1. above. 

 
2. Determination of Medicare Part A Costs for Hospital-Based Skilled Nursing 

Facilities With an Exception for Medical and Paramedical Education in the Base Year.---Part A cost 
equals the amount in i. Step 6. plus the amount in ii. Step 3. 
 
i. Calculate routine costs utilizing the following steps: 
 

Step 1. Determine total program routine service costs for comparison to the cost limitation 
(HCFA-2552-92 or HCFA-2552-96, worksheet D-1, part III, line 76). 

 
Step 2. Determine Medicare Routine medical education costs--worksheet B part I, line 34, 
sum of columns 21 and 24 (only amounts that are for approved education programs), divided 
by total patient days (worksheet S-3, part I, line 11 (HCFA-2552-92) or part I, line 15 
(HCFA-2552-96) column 6) then multiplied by total Medicare days (worksheet S-3, part I, 
line 11 (HCFA-2552-92) or part I, line 15 (HCFA-2552-96), column 4). 

 
Step 3. Subtract amount in Step 2. from the amount in Step 1. above. 

 
Step 4. From the inpatient routine service cost limitation, including all exception amounts 
granted, (HCFA-2552-92 or HCFA-2552-96, worksheet D-1, part III, line 78) subtract the 
exception amount granted for medical and paramedical education costs. 

 
Step 5. Compare amount in Step 3. above with the amount in Step 4. above and take the 
lesser of the two amounts. 

 
Step 6. Add to the amount in Step 5. the program capital  
related cost (HCFA-2552-92 or HCFA-2552-96, worksheet D-1, part III, line 73). 
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ii. Calculate Part A ancillary costs utilizing the following steps: 
 

Step 1. Determine total program inpatient ancillary services (HCFA-2552-92 or HCFA-2552-
96, worksheet D-1, part III, line 80). 

 
Step 2. Determine Medicare Ancillary medical education costs--worksheet B, part I, calculate 
separately each line 37-59 ), dividing the sum of columns 21 and 24 (approved programs 
only) by column 27.  Multiply the resulting percentage by the corresponding line (lines 37-
59) on worksheet D-4 (SNF), column 3.  Total the amounts calculated for lines 37-59. 

 
Step 3. Subtract amount in Step 2. from the amount in Step 1. above. 

 
3. Determination of Medicare Part A Costs for Hospital-Based Skilled Nursing 

Facilities With Exemptions From the Cost Limits in the Base Year.---Part A cost equals the amount 
in i. Step 6. plus the amount in ii. Step 3.  
 
i. Calculate routine costs utilizing the following steps: 
 

Step 1. Determine total program routine service costs for comparison to the cost limitation 
(HCFA-2552-92 or HCFA-2552-96, worksheet D-1, part III, line 76). 

 
Step 2. Determine Medicare Routine medical education costs--worksheet B part I, line 34, 
sum of columns 21 and 24 (only amounts that are for approved education programs), divided 
by total patient days (worksheet S-3, part I, line 11 (HCFA-2552-92) or part I, line 15 
(HCFA-2552-96), column 6) then multiplied by total Medicare days (worksheet S-3, part I, 
line 11 (HCFA-2552-92) or part I, line 15 (HCFA-2552-96), column 4). 

 
Step 3. Subtract amount in Step 2. from the amount in Step 1. above. 

 
Step 4. Multiply the unadjusted inpatient routine service cost limitation (the cost limit 
amount had the SNF not received an exemption, which is normally reported on HCFA-2552-
92 or HCFA-2552-96, worksheet D-1, part III, line 78) by 1.5. 

 
Step 5. Compare the amount in Step 3. above with the amount in  
 
Step 4. above and take the lesser of the two amounts. 
 
Step 6. Add to the amount in Step 4. the program capital related cost (HCFA-2552-92 
or HCFA-2552-96, worksheet D-1, part III, line 73). 

 
ii. Calculate Part A ancillary costs utilizing the following steps:   
 

Step 1. Determine total program inpatient ancillary services (HCFA-2552-92 or HCFA-2552-
96, worksheet D-1, part III, line 80). 

 
Step 2. Determine Medicare Ancillary medical education costs--worksheet B, part I, 
(calculate separately each line 37-59 ), dividing the sum of columns 21 and 24 (approved 
programs only) by column 27.  Multiply the resulting percentage by the corresponding line 
(lines 37-59) on worksheet D-4 (SNF), column 3.  Total the amounts calculated for lines 37-
59. 
Step 3. Subtract the amount in Step 2. from the amount in Step 1. above. 
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C. Determination of Medicare Part A Costs for Medicare Low Volume Skilled Nursing 
Facilities Electing Prospectively Determined Payment Rate (Fewer Than 1500 Medicare Days.- 
 
To calculate the Medicare Part A costs for low volume providers, first determine if  the HCFA-2540-
S-87, the HCFA-2540 or the HCFA-2552 was filed for the cost reporting period beginning on or 
after October 1, 1994 and before September 30, 1995.  Instructions for calculating the Medicare Part 
A costs for low volume providers based upon the HCFA-2540-S-87 are different than for those for 
providers who filed a HCFA 2540 or a HCFA-2552.    
 
For providers who filed a HCFA-2540-S-87 use the following steps to calculate Part A costs: 
 

Step 1. Determine inpatient ancillary services Part A (HCFA-2540-S-87, worksheet E, part 
A, line 1). 

 
Step 2. Determine inpatient routine PPS amount (HCFA-2540-S-87, worksheet E, part A, 
line 6). 

 
Step 3. Part A cost equals the amount in Step 1. plus the amount in Step 2. above. 

 
For providers who filed a HCFA-2540 or HCFA-2552 use the following steps to calculate Part A 
costs: 
 

Step 1. Determine the prospective payment amount that is used as the routine cost. 
 

Step 2. Follow the steps under A.(1)(ii) above if you are a freestanding SNF or B.(1)(ii) 
above if you are a hospital-based SNF to calculate the ancillary costs. 

 
Step 3. Part A cost equals the amount in Step 1. plus the amount in Step 2. above. 

 
D. Calculation of the Prospective Payment System Rate for Providers Participating in the 

Multistate Nursing Home Case-Mix and Quality Demonstration.--To calculate the facility-specific 
per diem for providers that received payment under the RUGs-III demonstration during a cost 
reporting period that began in calendar year 1997 use the instructions below.  It is possible that some 
providers participated in the demonstration but did not have a cost reporting period under the 
demonstration that began in calendar year 1997.  Accordingly, for those providers determine the 
facility-specific per diem rate by using the calculations in A, B, or C above.  As to the facility-
specific per diem applicable to other providers, the allowable costs will be subject to change based 
on the settlement of the cost report used to determine the total cost report used to determine the total 
payment under the demonstration.  In addition, a special market basket inflation factor has been 
derived to adjust the 1997 costs to the midpoint of the rate setting period (July 1, 1998 to September 
30, 1999). 
 

Step 1. Determine the aggregate payment received for services furnished during the cost 
reporting period that began in calendar year 1997 - RUGs-III payment plus routine capital 
costs plus ancillary costs (other than costs for Occupational Therapy, Physical Therapy, and 
Speech Pathology). 
 
Step 2. Divide the amount in Step 1. by the applicable total inpatient days for the cost 
reporting period. 

 
Step 3. Adjust the amount in Step 2. by 1.031532 (inflation factor) - Do not use Table I. 
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The amount in Step 3. is the facility-specific rate that is applicable for the facility's first cost 
reporting period beginning after July 1, 1998. A separate calculation for Part B services is not 
required.  The facility-specific rate may be based on interim payment rates if the FY 1997 cost report 
has not been filed prior to the provider’s first cost reporting period under SNF PPS. 
 
2834.  CALCULATING PAYMENT UNDER SNF PPS  
 

A.  Steps to Calculate Payment Under SNF PPS.--The intermediary will use the following 
steps in order to determine how to make payment to provider’s under SNF PPS. 
 

Step 1. Determine if the SNF qualifies for Federal rate or transition rate using the following 
rules. 
 

SNFs Receiving the Federal Rate.--SNFs who first received payment from Medicare 
(i.e., based on when the payment was issued by the intermediary), under its current provider number, 
on or after October 1, 1995 are paid based on the Federal rate only.  For example, an institution that 
was assigned a Medicare provider number prior to October 1, 1995, but did not receive its first 
payment from Medicare until after October 1, 1995,  would receive the Federal rate.  Where a merger 
or a consolidation has occurred, a determination is made based on the payment history of the 
surviving entity as indicated by the surviving SNF provider number.  
 

SNFs Receiving the Transition Period Rate.-SNFs who first received payment from 
Medicare (i.e., based on when the payment was issued by the intermediary), under its current 
provider number, prior to October 1, 1995 are paid based on the transition rate only and are excluded 
from receiving the Federal rate.  For example, an institution that  was assigned a Medicare provider 
number prior to October 1, 1995, and received its first payment from Medicare on or before 
September 30, 1995,  would receive the transition rate.   Where a merger or a consolidation has 
occurred, a determination is made based on the payment history of the surviving entity as indicated 
by the surviving SNF provider number. 
 

SNFs Who Do Not Have a Cost Report Beginning on or After October 1, 1994 and 
before September 30, 1995.--Payment to those SNFs who do not have a cost reporting beginning on 
or after October 1, 1994 and before September 30, 1995 will be made based on the federal rate only.  
For example, a  SNF had a no Medicare utilization cost report for the cost reporting period beginning 
November 1, 1994 and ending October 31, 1995 or, the provider had a 13 month cost reporting 
period that began prior to October 1, 1994 and included the entire base year.     
 

Step 2. Calculate the Federal rate. 
 
Section 1888(e)(4)(G)(ii) of the Act requires that we provide for adjustments to the Federal rates to 
account for differences in area wage levels using “an appropriate wage index” as determined by the 
Secretary.   The wage index factors to be used for subsequent years will be included in the Federal 
Register notice for that year.  See Appendix II for the wage indexes applicable to urban and rural 
areas for use in making geographic adjustments to the federal rate. 
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To compute a wage adjusted Federal rate, take the labor-related portion of the payment rate 
applicable to the RUG category in which the beneficiary classified and multiply this amount by the 
SNF’s appropriate wage index factor.  The product of the calculation is added to the corresponding 
non-labor related portion.  The resulting amount is the Federal rate applicable to a beneficiary in that 
RUG group for that SNF.  See Appendix I for the rates associated with the labor and non-labor 
portions. 
 
If the SNF qualifies for the Federal Rate no further calculations are necessary. 
 

Step 3 Calculate the Transition Rate. 
 
To compute a transition rate, first calculate the facility-specific per diem by calculating the Part A 
cost for the specific type of provider in accordance with the instructions in §2833 above and add to 
the product of that calculation, the Part B estimate provided by HCFA for the specific provider.  
Next, update the facility-specific per diem  (i.e., Part A Cost + Part B estimate) for inflation using the 
SNF market basket.  The SNF market basket factors are presented in Appendix 3.  If the provider had 
a short period in the base year or has a short period in its initial cost reporting period under SNF PPS, 
see B. below.   The SNF market basket adjustment does not apply to the Federal per diem because 
the Federal per diem has already been adjusted accordingly.  
 
A twelve month cost reporting period that begins on July 1, August 1, or September 1 will have two 
cost reporting periods within the initial period.  The 1998 cost reporting period is considered the first 
cost reporting period for the purposes of applying the facility-specific percentage in the transition 
period.  The 1999 cost reporting period, for the same provider, is considered the second cost 
reporting period for the purposes of applying the facility-specific percentage in the transition period.  
The SNF Market basket factors in Appendix 3 are to be used to adjust the costs for both of these cost 
reporting periods. 
 
Where a merger or consolidation of two or more SNFs takes place on or after October 1, 1994, 
resulting in a single SNF, calculate the facility-specific per diem using the surviving entity’s cost 
report for the affected period as indicated by the surviving entity’s provider number.  Add the Part B 
estimate received for the surviving entity to compute the Part A cost.  To update this amount for 
inflation, use the cost reporting period of the surviving entity to determine which factor in Appendix 
3 should be applied.        
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A portion of the adjusted facility-specific per-diem as calculated above is then added to a portion of 
the adjusted Federal per diem (see rule 2 for instructions on calculating the Federal per diem)  to 
yield a blended rate in accordance with the formulas presented below.   The final amount represents  
the transition rate for a provider  The composition of the blended rate varies depending on the year of 
the transition. 
 
o In the first cost reporting period beginning on or after July 1, 1998, payment is made 

based on 75 percent of the facility-specific per diem rate and 25 percent of the 
Federal per diem rate. 

 
o In the second cost reporting period, payment is made based on 50 percent of the 

facility-specific per diem rate and 50 percent of the Federal per diem rate.  
 
o In the third cost reporting period, payment is made based on 25 percent of the 

facility-specific per diem rate and 75 percent of the Federal per diem rate. 
 
For all subsequent cost reporting periods, payment is based on the Federal rate only.   
 

B. Short Period Adjustments.--SNFs may have cost reporting periods that are fewer than 12 
months in duration (short period).  This may occur for example, when a provider enters the Medicare 
program after its selected fiscal year has already begun, or when a provider experiences a change of 
ownership before the end of the cost reporting period.  The following instructions provide guidance 
to update the transition rate where the provider has  1) a short period in the base year or 2) a short 
period in the initial period. 
 

1. SNFs with Short Periods in the Base Year.--Since short 
periods affect a small number of providers, relative to the 
total number of SNFs, and the facility-specific portion of the 
SNF PPS rate is subject to the transition period, we did not 
believe consideration of computing a “short period specific” 
update factor was warranted.  Accordingly,  a provider must 
use the following rules when using the SNF market basket 
factors that appear in Appendix 3 to update its transition rate 
to the base year: 

 
Step 1.  Select the later short period in the base year for the affected 

provider. 
 

  Step 2.  If necessary, adjust the beginning or end of the short period as 
follows: 

 
-- If the short period begins before the 16th of the month, adjust 

it to the beginning date of the 1st of that month. 
 

-- If the short period begins on or after the 16th of the month, 
adjust it to the beginning of the next month. 
 

-- If the short period ends before the 16th of the moth, adjust it 
to the end of the preceding month. 
 

-- If the short period ends on or after the 16th of the month 
adjust it to the end of that month.   
 

Step 3.  Determine the midpoint of the short period. 
 

Step 4.  Use the following midpoint guidelines to determine which 12 
month factor that appears in Appendix 3 is to be used. 
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If the midpoint of short       Use Factor for this 
period falls between:        12-moth period: 
 
March 16, 1995-April 15, 1995     October 1994-September 1995 

 
April 16, 1995-May 15, 1995      November 1994-October 1995 
 
May 16, 1995-June 15, 1995      December 1994-November 1995 
 
June 16, 1995-July 15, 1995      January 1995-December 1995 
 
July 16, 1995-August 15, 1995     February 1995-January 1996 
 
August 16, 1995-September 15, 1995    March 1995-February 1996 
 
September 16, 1995-October 15, 1995   April 1995-March 1996 
 
October 16, 1995-November 15, 1995   May 1995-April 1996 
 
November 16, 1995-December 15, 1995   June 1995-May 1996 
 
December 16, 1995-January 15, 1996   July 1995-June 1996 
 
January 16, 1996-February 15, 1996    August 1995-July 1996 
 
February 16, 1996-March 15, 1996    September 1995-August 1996 
 

2. Providers with a Short Period in the Initial Period.--For providers with short periods 
that begin on or after July 1, 1998 and before October 1, 1999 (initial period) use the instructions 
above to adjust the beginning date of the short period and then use the 12-month factor that 
corresponds to the beginning date of the “adjusted to period.” See Appendix 3 for the appropriate 
adjustment factor.  The first short period in the initial period is considered the first cost reporting 
period for the purposes of applying the facility-specific percentage in the transition period.  Each 
subsequent short period, for the same provider, is considered the second or third cost reporting 
period for the purposes of applying the facility-specific percentage during the transition period.   
 

3. Providers with a Short Period Between the Base Year and the Initial Period.--A 
provider may experience a change of ownership or may receive proper approval to change its cost 
reporting period between the base year cost reporting period and the initial period.  If this occurs, the 
base year cost reporting period may begin on a date that is different than that of the initial period.  In 
these instances, use the beginning date of the initial period to determine the 12-month factor that 
corresponds to the beginning date of the “adjusted to period.” See Appendix 3 for the appropriate 
adjustment factor. 
  
2835. USE OF SNF PRICER 
 
HCFA has developed a SNF PRICER program that calculates the daily Medicare rate upon which the 
Medicare SNF prospective payment is made.  PRICER uses the facility’s Provider Specific Rate, 
MSA and blend indicator with the Statement Covers Through Date on the claim and a HIPPS rate 
code to calculate the payment rate.  For every revenue code 0022 on the SNF bill, the FI standard 
system multiplies the payment rate by the number of days (units) associated with that revenue code. 
The FI standard system then sums the amount payable for each PPS revenue code and determines the 
proper payment amount.   
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2836. SKILLED NURSING FACILITY PROSPECTIVE PAYMENT SYSTEM -  PAYMENT 

REQUIREMENTS AND ADJUSTMENTS 
 
Payment is to be made to SNFs for services rendered to Medicare beneficiaries for cost reporting 
periods beginning on or after July 1, 1998 based upon a prospective payment system (PPS) using a 
case mix classification system entitled Resource Utilization Groups  (RUG).  Those beneficiaries 
who classify to one of the upper 26 groups are considered to meet the SNF level of care definition 
found in  the Medicare Intermediary Manual (MIM).  Beneficiaries who fall into one of the lower 18 
groups do not automatically meet the SNF level of care definition.  Instead, they must receive an 
individual level of care determination using the criteria outlined in  the MIM.  Thus, the RUG 
classification system allows for an expedited determination that a beneficiary in one of the upper 26 
groups meets the SNF level of care requirements, and for assignment to an appropriate payment 
category.  However, it does not supersede any coverage requirements related to a specific service, or 
the overall requirement that the services provided to the beneficiary be reasonable and necessary for 
the diagnosis or treatment of illness or injury or to improve the functioning of a malformed body 
member.  
 

A. General Requirements.--All SNFs that are currently paid on the basis of an all-inclusive 
rate, must have a charge structure in place by their first cost reporting period beginning on or after 
July 1, 1998, that allows for detail billing of UB-92 inpatient accommodation/resources and inpatient 
ancillary revenue codes for posting to the Provider Statistical and Reimbursement Report (PS&R) for 
cost reporting purposes,  in order to meet operational requirements for consolidated billing and SNF 
PPS.   This requirement relates to payment for Part B items or services, under the fee schedule and 
listing charges for certain services on the Part A bill.   
 

B. Health Insurance Prospective Payment System Rate Code (HIPPS) Defined.--The HIPPS 
rate code consists of the RUG code which is obtained from the “Grouper” software program and a 
two digit assessment indicator.     SNFs must use the version of the Grouper software program 
identified by HCFA for national PPS as described in the Federal Register for that year.  The Grouper 
translates the minimum data set (MDS) data into a case-mix group and assigns the correct RUG 
code. The assessment indicators were derived by HCFA using the codes in Section AA8 in the 
current version of the Resident Assessment Instrument, Minimum Data Set (MDS) by combining a 
code from section AA8a and AA8b.  A SNF will find these codes on the initial assessment in section 
AA8 and on full assessments in section A8.  Both components of the HIPPS rate code must be 
present on a claim or the claim will be rejected.  The grouper will not automatically assign the two 
digit assessment indicator.  The assessment indicator must be assigned manually , unless the software 
used by the provider has been updated to include this feature.  The HIPPS rate code that appears on 
the UB-92 must match the locked assessment.  The SNF cannot put a HIPPS rate code on the UB-92 
that does not match the locked assessment.     The first 3 digits of itemT3 (Medicare case-mix) in the 
current version of the MDS  and the first 3 digits of the HIPPS rate code on the UB-92 must be 
identical.  The last 2 digits of item T3 in the current version of the MDS will be A07" while the last 
two digits of the HIPPS rate code on the UB-92 will be the two digit assessment indicator which 
describes the reason for assessment referred to above and more fully described in Appendix 4.  An 
assessment cannot be unlocked once it is locked.  Moreover, a SNF cannot bill for a covered day 
until that day has actually been used.  
                                

C. Assessment Completion Dates and Locking Requirements.--The following rules govern 
when an MDS must be completed for purposes of payment and establishes the process and allotted 
time that a SNF must follow to “lock” an assessment prior to entering the HIPPS rate code that 
matches the locked assessment on the UB-92. 
 

Completion Rule 1. The Medicare required 5 day assessment must be completed 
within 14 calendar days of the assessment reference date (Item A3a)(i.e., no later than the 22nd day 
of the covered stay.  The completion date is the date recorded in item R2b on the current version of 
the MDS.   
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Completion Rule 2. The Medicare required 14 day assessment must be completed 
within 14 calendar days of the assessment reference date (Item A3a) (i.e., no later than the 33rd day 
of the covered stay).   
 

NOTE: If the 5 day or 14 day Medicare required assessment is also 
used as the initial admission assessment to meet the clinical 
MDS requirements, then the assessment must include the 
resident assessment protocols (RAPs) and care plan review 
and must be completed within 14 calendar days of admission. 
 Day of admission is day 1.  

 
Completion Rule 3. The Medicare required 30 day assessment must be completed 

within 14 calendar days of the assessment reference date (Item A3a) ( i.e., no later than the 48th day 
of the covered stay). 
 

Completion Rule 4. The Medicare required 60 day assessment must be completed 
within 14 calendar days of the assessment reference date (Item A3a) (i.e., no later than day 78 of the 
covered stay). 
 

Completion Rule 5. The Medicare required 90 day assessment must be completed 
within 14 calendar days of the assessment reference date (Item A3a) (i.e., no later than 108 days after 
the beneficiary began their covered stay). 
 

Completion Rule 6. A Significant Change in Status Assessment (SCSA) must be 
completed within 14 calendar days of the date that the SNF determines that there has been a 
significant change in the resident’s  condition in accordance with the guidelines for an SCSA that 
appear in the current version of the Long Term Care Resident Assessment Instrument Users Manual. 
 A significant change in status assessment cannot be completed unless the SNF has first performed 
the comprehensive initial admission assessment that is required by day 14 of the resident’s stay.  
Therefore, if the SNF performs a full assessment instead of a comprehensive assessment for the 
Medicare required 5 day assessment, it cannot perform a significant change in status assessment until 
is has completed the comprehensive initial admission assessment (i.e., the Medicare required 14 day 
assessment). 
 

Completion Rule 7. AN Other Medicare Required Assessment must have an 
assessment reference date that is set not before 8 calendar days and by 10 calendar days after the SNF 
determines that all rehabilitative therapies (i.e., occupational, speech and physical therapy) were 
discontinued.  It must be completed within 14 calendar days of the assessment reference date. 
 
Within 7 days of completing the assessment in accordance with the completion dates specified 
above, the SNF must: 
 

o Encode the MDS and Resident Assessment Protocol (RAP) (where applicable) 
summary in a machine readable format; 
 

o Run the encoded MDS through edits specified by HCFA.  The SNF must correct 
any information on the encoded MDS that does not pass HCFA-specified edits; 
 

o “Lock” the edited MDS record; 
 

o Certify that the MDS meets HCFA specified edits; and 
 

o Print the edited MDS and RAP Summary form and place them in the resident’s 
record.  The hard copy of the assessment must match the assessment that the SNF transmits to the 
State.  A SNF must therefore, correct the hard copy to reflect changes associated with the edit 
correction process and;  
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o Be able to transmit the edited MDS and RAP Summary form to the State within which 
the SNF is located within 31 days of the “lock” date. 
 

D. Payment Procedures Using the HIPPS Rate Code.--The FI makes payment to the SNF 
using the HIPPS rate code(s), the units of service (covered days) and the assessment reference date 
that is transmitted by the SNF on the UB-92.  The HIPPS code(s) in FL 44 (RT60, field 5), the 
number of covered days, and if applicable, the number of visits for each rehabilitation therapy code 
in FL 46 (RT60, field 8), and the assessment reference date found in FL45 (RT60, field 12) are used 
by the  SNF Pricer to calculate the appropriate payment rate for each RUG group.  The FI will 
determine if a co-pay amount is due and deduct the applicable amount from the reimbursement 
amount calculated.  The FI will retain the original customary accommodation rate for each HIPPS 
rate code on the system’s master claim history file for audit trail monitoring and/or adjustment bill 
processing.  The HIPPS rate will also be saved for each HIPPS rate code.  The customary 
accommodations rate remains on the paper bill.  The FI will send the claim including the HIPPS rate 
code(s) and rate(s), all ancillary revenue codes and the SNF’s total charges (FL 47) to the Common 
Working File (CWF) for eligibility utilization information.  A remittance notice will be sent to the 
SNF. 
 

1. MDS/Payment Procedure.--SNFs are required to perform a full MDS by the 5th 
day of the Medicare Part A covered stay, again by the 14th day, by the 30th day, and every 30 days 
thereafter as long as the resident is in a Medicare Part A stay.  There is a grace period for each 
assessment as described in c. below.  The start of Medicare payment is signified by the first day of 
Medicare coverage which can occur upon admission, readmission, following another payer, or at 
reinstatement of coverage within 30 days following a notice of noncoverage.  The Medicare required 
assessment schedule begins no earlier and no later than the first day of covered care. 
 
The FI makes payment according to the schedule outlined in a. below for new admissions and 
readmissions UNLESS: 
 

o  an off-cycle MDS is performed that results in a new HIPPS rate code.  
Off-cycle MDSs include a Significant Change In Status Assessment or an 
Other Medicare Required Assessment; 

 
o the SNF has failed to perform the MDS in accordance with the timeliness 

requirements found in c below; or   
 

o prior to day 8 of the covered stay, the SNF discharges a beneficiary or the 
beneficiary dies.  

` 
Instructions for payment under these circumstances are presented in b., c., d., and e. below.  The 
MDS is not submitted with the claim to the intermediary.  Instead, it is submitted to the repository in 
the State in which the SNF is located.  MDS data in the State MDS database is transmitted to a 
central MDS repository at HCFA.  Claims are transmitted to the National Claims History file.  All 
MDS’s are matched to the claim during post-pay review by HCFA.   
 

a. Payment Schedule For Routine Admission and Readmission 
Claims.--Payment is authorized for a Medicare required assessment based upon a predetermined 
number of days during the covered stay, which may result in retroactive payments depending on the 
assessment reference date.  For example, the assessment reference date for a 5 day assessment is day 
8 of the covered stay, however payment is made for up to 14 days of the beneficiary’s covered stay, 
including days 1-7 using the HIPPS rate code on the claim.  Payment Rules 1 through 5 below 
indicate the maximum number of days that may be paid, by the FI, depending on which Medicare 
required  assessment is being billed. 
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Payment Rule 1. The claim indicates a day 5 assessment (i.e., the last two 
digits of the HIPPS rate code are 01 or 11 or 31).  Payment can be made for up to 14 days of the 
beneficiary’s covered stay using the HIPPS rate code found in FL 44.       
 

Payment Rule 2. The claim indicates a day 14 assessment (i.e., the last two 
digits of the HIPPS rate code are 07 or 37).  Payment is made for up to 16 days of the beneficiary’s 
covered stay between day 15 and day 30 using the HIPPS rate code found in FL 44. 
 

Payment Rule 3. The claim indicates a day 30 assessment (i.e., the last two 
digits of the HIPPS rate code are 02 or 32).  Payment can be made for up to 30 days of the 
beneficiary’s covered stay between day 31 and 60 using the HIPPS rate code found in FL 44. 
 

Payment Rule 4. The claim indicates a day 60 assessment (i.e., the last two 
digits of the HIPPS rate code are 03 or 33).  Payment can be made for up to 30 days of the 
beneficiary’s covered stay between day 61 and 90 using the HIPPS rate code found in FL 44.  
 

Payment Rule 5. The claim indicates a day 90 assessment (i.e., the last two 
digits of the HIPPS rate code are 04 or 54 or 34).  Payment can be made for up to 10 days of the 
beneficiary’s covered stay between day 91 and 100  using the HIPPS rate code found in FL 44.   
 

b. Payment Schedule When An Off-Cycle MDS is Performed by SNF.--An 
off cycle MDS will not always result in a change in the HIPPS rate code assigned to the beneficiary.  
There are two off-cycle assessments that a beneficiary may require 1) an Other Medicare Required 
Assessment (OMRA) or 2) a Significant Change in Status Assessment (SCSA).  The HIPPS rate 
code that is established by the assessment reference date on the OMRA or SCSA will determine at 
what HIPPS rate continued payment will be made.  An OMRA is completed only when a beneficiary 
discontinues all occupational, physical and speech therapy.  An SCSA is completed when triggered 
by the guidelines in the current version of the Long Term Care Resident Assessment Instrument 
Users Manual. 
 

1. If the information from the off-cycle assessment results in a change in the 
RUG classification, and the beneficiary still meets the SNF level of care definition, the SNF must 
submit a claim showing the new HIPPS rate code effective with the assessment reference date on the 
OMRA or SCSA.  Payment is made for up to the number of days (units of service) between the 
OMRA or SCSA assessment reference date and the next Medicare required assessment or off-cycle 
assessment, whichever comes first. 
 
EXAMPLE: A beneficiary’s covered stay began on 1/1/99.  The assessment reference date for the 
Medicare 5 day required assessment was 1/4/99 (the assessment was a full assessment) and resulted 
in a HIPPS rate code of SE301.  The assessment reference date for the Medicare 14 day required 
assessment was 1/14/99 (the assessment was a comprehensive assessment) and resulted in a HIPPS 
rate code of CC207.  On day 20 of the covered stay, the SNF determined that the beneficiary had a 
significant change in status in accordance with the guidelines in the current version of the Long Term 
Care Resident Assessment Instrument Users Manual.   The assessment reference date for the 
significant change in status assessment was 1/20/98 and resulted in a HIPPS rate code of CA138.  On 
day 27 of the covered stay the beneficiary is discharged.  No 30 day Medicare required assessment 
was completed.  Payment would be made for days 1 through 14 of the covered stay using the HIPPS 
rate code of SE301.  Day 15 through 19 of the covered stay would be paid using the HIPPS rate code 
of CC207.  Day 20 through day 27 would be paid using the HIPPS rate code of  CA138. 
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           2. If the assessment reference date of the OMRA or SCSA is set on any day from day 1 
through day 8 of the covered stay, it replaces the Medicare 5 day Required Assessment; from day 11 
through day 19 of the covered stay, it replaces the Medicare 14 day Required Assessment; from day 
21 through day 34 of the covered stay, it replaces the Medicare 30 day Required Assessment; from 
day 50 through day 64 of the covered stay, it replaces the Medicare 60 day Required Assessment; or 
from day 80 through day 94 of the covered stay, it replaces the Medicare 90 day Required 
Assessment.  Payment is authorized for a Medicare required assessment based upon a predetermined 
number of days during the covered stay, which may result in retroactive payments depending on the 
assessment reference date.  For example, the assessment reference date for a 5 day Medicare required 
assessment is day 4 of the covered stay, payment is made for up to 14 days of the beneficiary’s 
covered stay, including days 1- 3 using the HIPPS rate code on the claim.   
 
EXAMPLE: The beneficiary’s covered stay began on 1/1/99.  The assessment reference date for 

the Medicare 5 day required assessment was 1/4/99 (this was a comprehensive 
assessment) and resulted in a HIPPS rate code of RHB01.  On day 10 of the 
beneficiary’s covered stay all therapies ended and the SNF set the assessment 
reference date for the Other Medicare Required Assessment (OMRA) on day 18 of 
the beneficiary’s covered stay.  The facility chose to have the OMRA replace the 
Medicare Required 14 day assessment.  The OMRA changed the RUG group that the 
beneficiary was assigned to and  resulted in a HIPPS rate code of CA137. The 
OMRA with an assessment reference date of 1/18/99 replaced the Medicare 14 day 
required assessment because it was performed within the window (i.e., between days 
11-19 of the covered stay).   On day 20 of the covered stay the SNF determines that 
the beneficiary no longer requires a skilled level of care and notifies the beneficiary 
in writing of noncoverage.   Payment would be made for days 1 through 14 of the 
covered stay using the HIPPS rate code of RHBO1.  Day 15 through 20 of the 
covered stay would be paid using the HIPPS rate code of CA137.   

 
3. If the assessment reference date of the OMRA or SCSA is day 9, 10, or 20, 

day 36 through 49, 65 through 79 or 95 through 100 of the covered stay, payment is made for up to 
the number of days (units of service) between the OMRA or SCSA assessment reference date and the 
next Medicare required assessment (i.e., the day 14, 30, 60, or 90 day assessment) or off-cycle 
assessment, whichever comes first. These days fall in between the assessment windows for the 
assessment reference date for any of the Medicare required assessments, making it impossible to use 
an assessment done on any of these days to replace a Medicare required assessment. 
 

c. Timeliness Requirements for Setting the Assessment Reference Date Within the Required 
Schedule--A SNF must submit a claim using the HIPPS default rate code (i.e., AAA00), and 
sufficient documentation, in lieu of a completed assessment, to enable the fiscal intermediary to 
establish coverage under the existing administrative criteria when it fails to assess a resident within 
the assessment window.  This includes a copy of the beneficiary’s medical record.  The assessment 
window is defined as the allotted days during the covered stay in which the SNF must set the 
assessment reference date for each Medicare required assessment.  The rules below indicate how 
payment will be made  when the assessment reference date on the MDS is beyond the last day of the 
allotted assessment window for a Medicare required assessment and, therefore, is not  timely.  No 
retroactive adjustments are made to bills that indicate the default code.  The HIPPS rate calculated 
from the late assessment will be paid starting on the assessment reference date entered on the late 
assessment.  Where a SNF is paid based on the transition rate, a portion of the facility-specific rate is 
added to a portion of the default rate when the SNF bills using the HIPPS default rate code.  For 
those SNFs who are receiving the Federal rate only, the default rate represents payment in full.  The 
HIPPS default rate is at a level that may be lower than the Federal rate or transition rate paid for a 
beneficiary had the SNF submitted an MDS with an assessment reference date within the assessment 
window. 
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Timeliness Rule 1. The 5-day assessment reference date must be set on any day from day 1 
through day 8 of the covered stay (i.e., the assessment window for the 5 day assessment including the 
3 day grace period). 
 
A 5-day assessment with an assessment reference date of day 9 or later will be paid at the HIPPS  
default rate for all 8 or more days of service provided before the assessment reference date of the late 
assessment.  The HIPPS rate calculated from the late assessment will be paid starting on the 
assessment reference date entered on the late assessment through day 14. 
 

Timeliness Rule 2. The 14-day assessment reference date must be set on any day from day 
11 through day 19 of the covered stay (i.e., the assessment window for the 14 day assessment 
including the 5 day grace period). 
 
A 14-day assessment with an assessment reference date of day 20 or later will be paid at the HIPPS 
default rate for those five or more days of service without a current assessment.  The HIPPS rate 
calculated from the late assessment will be paid starting the day of the assessment reference date 
entered on the late assessment. 
 

Timeliness Rule 3. The 30-day assessment reference date must be set on any day from day 
21 through day 34 of the covered stay (i.e., the assessment window for the 30 day assessment 
including the 5 day grace period). 
 
A 30-day assessment with an assessment reference date of day 35 or later will be paid at the HIPPS 
default rate for those five or more days of service without a current assessment.  The HIPPS rate 
calculated from the late assessment will be paid starting the day of the assessment reference date 
entered on the late assessment. 
 

Timeliness Rule 4. The 60-day assessment reference date must be set on any day from day 
50 through day 64 of the covered stay (i.e., the assessment window for the 60 day assessment 
including the 5 day grace period). 
 
A 60-day assessment with an assessment reference date of day 65 or later will be paid at the HIPPS 
default rate for those five or more days of service without a current assessment.  The HIPPS rate 
calculated from the late assessment will be paid starting the day of the assessment reference date 
entered on the late assessment. 
 

Timeliness Rule 5. The 90-day assessment reference date must be set on any day from day 
80 through day 94 of the covered stay (i.e., the assessment window for the 90 day assessment 
including the 5 day grace period). 
 
A 90-day assessment with an assessment reference date of day 95 or later will be paid at the HIPPS 
default rate for those five or more days of service without a current assessment. The HIPPS rate 
calculated from the late assessment will be paid starting the day of the assessment reference date 
entered on the late assessment. 
 

d. SNF discharges a beneficiary or the beneficiary dies before day 8 of the 
covered stay.--A SNF must prepare an MDS as completely as possible to assign a HIPPS rate code 
for Medicare payment purposes within the required assessment schedule, for a beneficiary who is 
discharged or dies before day 8 of the covered stay.  If no MDS is completed or the MDS is 
submitted on an untimely basis, the SNF must submit a claim using the HIPPS default rate code (i.e., 
AAA00).  The HIPPS default rate is at a level that may be lower than the Federal rate or transition 
rate paid for a beneficiary, had the SNF submitted an MDS in accordance with the prescribed 
assessment schedule.  When the SNF submits the default code it must submit sufficient 
documentation in lieu of a completed assessment to enable the fiscal intermediary to establish 
coverage under the existing administrative criteria. This includes a copy of the beneficiary’s medical 
record 
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2. Determining Appropriate Payment Under SNF PPS when the Beneficiary is Discharged, 
Exhausts Benefits, Dies, or has Benefit Days Available because of Prior Leave of Absence or where 
the SNF has determined that the Beneficiary is Noncovered and Issues a Notice of Noncoverage.-- 
 

a. The beneficiary is discharged from the SNF after day 8 of the covered stay, 
exhausts benefits, or dies--When a beneficiary is discharged from the SNF, exhausts benefits, or dies, 
the SNF bills for up to the number of days in between the last assessment completed (i.e., either a 
Medicare required or an off-cycle assessment) and the date of discharge, date of death or date that 
benefits were exhausted, whichever applies, so long as the beneficiary required covered care.  
  

b. The beneficiary has benefit days still available because of prior leave of 
absence.--No benefit days may be billed when a beneficiary is on leave of absence from a SNF.  For 
example the beneficiary was on a leave of absence from day 10 to 14 of the covered stay.  Therefore, 
the SNF would only bill for days 1 through 9 at the HIPPS rate code established by the Medicare 
Required 5 day assessment.  The assessment schedule is not altered by leave of absence days.  Any 
benefit days not utilized during the course of a stay could be billed based on the last assessment for 
that beneficiary.   
 

c. Beneficiary no longer requires a covered level of care.--As required under 
the current rules, an SNF must determine if a beneficiary continues to require a covered level of care 
during the entire course of the stay.  The SNF must issue a written notice of noncoverage at any time 
that it determines that the beneficiary no longer requires a covered level of care.  An assessment is 
not required to determine noncovered status.  Where the SNF fails to give the beneficiary such timely 
notice, the beneficiary is protected from liability until he/she receives this notice.  The SNF is 
entitled to program payment only through the date on which it gave notice.   For example, a 
beneficiary  classified into the clinically complex group on the Medicare required 5 day assessment, 
primarily because in addition to his ADL limitations, he was exhibiting signs of depression and was 
receiving enteral nutrition that represented at least 26% of daily caloric intake and 501 milliliters of 
fluid through the tube per day.  On day 10 of the covered stay the SNF determines that the  resident is 
able to take food by mouth and has resumed normal eating habits and, therefore, no longer requires a 
covered level of care.  On day  10, the day the SNF determined that the beneficiary no longer 
required covered care, they notified the beneficiary of non-coverage in writing.  
 

3. MDS Correction Policy.--The SNF may submit a significant correction of a prior full 
assessment (SCPFA) only to correct a major error (as defined below) for a 5 day, 14 day, 30 day, 60 
day, or 90 day Medicare Required Assessment or for a; 14 day, 30 day, 60 day, or 90 day SCSA 
replacement assessment or for a; 14 day, 30 day, 60 day, or 90 day OMRA replacement assessment 
that has been completed, locked, and submitted to the State repository.  Payment is not adjusted 
retroactively.  Payment is adjusted prospectively, from the assessment reference date on the SCPFA, 
ONLY IF the SCPFA assessment reference date falls after the assessment reference date of the 
corrected assessment and before the last day paid under the corrected Medicare required assessment 
(i.e., the Medicare 5 day required assessment authorizes payment for up to the 14th day of the 
covered stay).  The SNF is paid using the HIPPS rate code identified with the SCPFA for up to the 
number of days (units of service) between the SCPFA  assessment reference date and the next 
regularly scheduled Medicare Required assessment or off-cycle assessment, whichever comes first.  
This is a separate assessment and does not take the place of any Medicare Required Assessment. 

 
A major error occurs if a resident’s status has been misrepresented on the MDS, and the impact of 
the erroneous data is such that a correction is warranted.  A SCPFA is completed only if the 
resident’s status has not actually changed, but the MDS assessment differs significantly from the 
resident’s actual status as determined by the assessment reference date.     
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E. Post Pay Adjustments.-- 
 

1. HCFA finds that the beneficiary was assigned to an incorrect HIPPS rate code. 
 

HCFA matches the MDS to the claim using the assessment reference date found in FL 44.  When 
HCFA finds that the beneficiary was assigned to an incorrect HIPPS rate code, it will send a list of 
these claims to the fiscal intermediary for resolution.  If the SNF disagrees with the intermediary's 
actions, the SNF must submit the necessary documentation to the fiscal intermediary in support of its 
position. 
 

2. The Intermediary or HCFA finds that services provided to the beneficiary do not 
meet medical necessity requirements. 
 
Fiscal intermediaries shall conduct a review of those claims where a beneficiary does not meet 
medical necessity requirements using the current SNF bill review instructions, including §3900 of 
the MIM, fiscal intermediary standard operating procedures for soliciting additional documentation, 
time limitations for receipt of the solicited documentation, claim adjudication, and recoupment of 
overpayments.  The only exception to the current medical review guidelines is that fiscal 
intermediaries must use the minimum data set as part of the medical documentation used to help 
determine medical necessity of services billed.  When the fiscal intermediary determines that the 
review of the associated medical documentation does not support the level of services billed (e.g., 
review of the MDS, nursing and therapy documentation does not support the medical necessity or 
appropriateness of care reflected in the billed HIPPS rate code) the fiscal intermediary adjusts the 
billed HIPPS rate code to the HIPPS rate code that most accurately describes the RUG that the 
beneficiary classifies into, so long as the beneficiary meets all eligibility and coverage requirements.  
However, the entire claim could be denied if it is determined that the none of the services were found 
to be  reasonable and necessary for the diagnosis or treatment or injury or to improve the functioning 
of a malformed body member. 
 

F. Payment Rules for Beneficiaries Already in a Part A Stay Prior to Implementation of 
PPS.--Any beneficiary who, upon the date a SNF comes under SNF PPS, is currently in a covered 
SNF stay will not have his or her coverage terminated on the basis of the change in the method of 
payment or the changes to coverage under SNF PPS for the duration of that covered stay.  Follow the 
specific instructions as detailed below to obtain payment for those beneficiaries who were already in 
a Part A stay prior to the implementation of SNF PPS in the facility. 
 

1. Medicare Beneficiaries Receiving Part A Benefits Admitted Within the Past 30 
Days 
 
For a Medicare beneficiary in a Part A covered stay, admitted in the 30 days before the SNF became 
subject to PPS, who has had a full MDS completed during those 30 days, the facility staff may 
choose to either:   
 

a. Submit a HIPPS rate code based on the most recent full MDS completed 
(within the past 30 days) or,   

 
b. Submit a HIPPS rate code based on a Medicare required 5 day assessment 

with an assessment reference date set within the first 8 days following the 
SNF’s entry into PPS. 

 
# Payment is made using the HIPPS rate code submitted on the claim for up to the first 14 days 

the facility is paid under PPS.  Where the SNF submits a HIPPS rate code based on the most 
recent full MDS completed (within the past 30 days), the next payment to the SNF will be 
based on the HIPPS rate code that is based on the  MDS that must be completed by the 14th 
calendar day of the month the SNF enters PPS.  Where the SNF submits a HIPPS rate code 
based on a Medicare required 5 day assessment, the next payment will be based on the 
Medicare required 14 day assessment or an off-cycle assessment, whichever comes first. 
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2. Medicare Beneficiaries Receiving Part A Benefits Admitted Over 30 Days Prior 
 
For a beneficiary who has been in a Part A covered stay for more than 30 days prior to the date the 
SNF enters PPS, for whom no MDS has been completed within the past 30 days, the SNF must 
submit a HIPPS rate code based on a Medicare required 5 day assessment with an assessment 
reference date set within the first 8 days following the SNF’s entry into PPS. 
  
# Payment is made using the HIPPS rate code submitted on the claim for up to the first 14 days 

the SNF is paid under PPS.  The next payment to the SNF will be based on the HIPPS rate 
code that is based on the Medicare required 14 day assessment or an off-cycle assessment, 
whichever comes first. 

 
3. Medicare Beneficiaries receiving Part A Benefits with 

less than 14 days of Medicare Eligibility Remaining 
 
The facility may use either: 1) an Other Medicare Required Assessment or 2) the most recent full 
MDS to establish the HIPPS rate code. 
 
# Payment is made using the HIPPS rate code submitted on the claim for the remaining days of 

coverage. 
 

G. Demand Bills.--Demand bills (HIM 13-3, §3630) should be submitted with a Condition 
Code 20 in the FL position 24 indicating the beneficiary requested the non-covered claim to be 
submitted by the SNF to the FI for consideration and approval after the beneficiary was issued a 
written notice of noncoverage by the SNF.  A HIPPS rate code (s) must be present on the demand 
bill.  This  requires that the SNF perform an assessment of the beneficiary in order to classify the 
beneficiary for purposes of payment.  A SNF does not have to classify a beneficiary into a RUG 
group if he or she  does not meet the eligibility requirement for a three day hospital stay.  When 
disposition of the demand bill has been completed, and if the demand bill is approved, it will be paid 
based on the HIPPS rate code corresponding to the RUG group (s) the resident was in for the 
approved covered days.  Where the fiscal intermediary determines during its review of the associated 
medical documentation that the medical record does not support the level of services billed (e.g., 
review of the MDS, nursing and therapy documentation does not support the medical necessity or 
appropriateness of care reflected in the billed HIPPS rate code) the fiscal intermediary denies the 
demand bill.  If the beneficiary disagrees with the intermediary’s denial of the demand bill, the 
beneficiary can appeal the determination. 
 

H. Payment for Services Provided to Beneficiaries Who Have Elected Hospice Who are 
Admitted to a SNF.--Medicare beneficiaries who have elected the hospice benefit are not covered by 
the inpatient Part A SNF ̀ benefit, therefore, the SNF PPS rules do not apply, unless that beneficiary 
is admitted for a non-hospice related illness.  If the beneficiary is admitted for a non-hospice related 
illness, the SNF must follow the Medicare required assessment schedule and also must perform off-
cycle assessments, when required,  in order to bill the fiscal intermediary using the HIPPS rate code. 
 

I. Medicare Beneficiaries Enrolled In HMOs Who are Admitted to a SNF.--A Medicare 
beneficiary in a RISK HMO (Option C) will be covered (or not) based on the policies of the insurer; 
however, the risk HMO may never offer the beneficiary anything less that what is provided to the 
fee-for-service beneficiary.  If a beneficiary who is enrolled in a risk HMO enters a SNF, the risk 
HMO must preauthorize coverage and make payment to the SNF based on the contract, not based on 
the SNF PPS rates.  Furthermore, the assessment rules do not apply to Medicare beneficiaries 
enrolled in risk HMOs receiving SNF services. 
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A Medicare beneficiary who is enrolled in a COST HMO (Option1) has a choice of where to receive 
services.  If a beneficiary who is enrolled in a cost HMO enters a SNF, the cost HMO must submit 
the claim to the fiscal intermediary for processing using the HIPPS rate code.  Consequently, the 
assessment rules do apply to Medicare beneficiaries who are admitted to a SNF and are enrolled in a 
cost HMO.  
 

J. Medicare Secondary Payer (MSP).--Medicare regulations require SNFs to follow 
admission practices which include a survey for coverage by another insurer.  If another insurer is 
responsible for the payment of the SNF stay, the SNF will bill the insurer according to the rules of 
the insurer.  When a specific time period is guaranteed by an insurer other than Medicare, the 
assessment schedule for purposes of Medicare coverage and payment begins when that coverage 
ends.  When the time paid by another insurer is based on dollars available on the policy or medical 
limitations of the policy, it is recommended (but not required) that the SNF follow the Medicare 
required assessment schedule during the period of coverage by another insurer to insure correct 
billing to Medicare if the other insurer denies payment.  If the SNF does not follow the Medicare 
required schedule, and payment is retroactively denied by the primary insurer, the SNF may use the 
most recent assessment that was completed in accordance with the schedule outlined in 42 CFR 
483.20(b)(4) in order to receive payment under the Medicare program for those days that were 
denied by the secondary insurer, as long as the beneficiary meets all applicable eligibility and 
coverage requirements. 
 
2837. REPORTING REHABILITATIVE THERAPY MINUTES ON THE MDS FOR 

PURPOSES OF MEDICARE PAYMENT 
 
In Section P of the MDS, the clinician records the number of days and  minutes of rehabilitative 
therapy (PT, OT, ST) received by the individual beneficiary during the past 7 days, and in the case of 
the Medicare 5 day assessment, since admission to the SNF.  The rehabilitative therapy time reported 
on the MDS is a record of the time the patient spent receiving therapy services, not a record of the 
therapist’s time.  As stated in the August 1996 publication, Long Term Care Resident Assessment 
Instrument Questions and Answers, Version 2.0, the patient’s “therapy time starts when he begins the 
first treatment activity or task and ends when he finishes with the last apparatus and the treatment is 
ended.”  Set-up time is included, as is time under the therapist’s or therapy assistant’s  direct 
supervision.  
 
Whether the time spent evaluating the patient is counted depends on  whether it is an initial 
evaluation or an evaluation performed after the course of therapy has begun.  The time it takes to 
perform an initial evaluation and developing the treatment goals and the plan of care for the patient 
cannot be counted as minutes of therapy received by the patient.  However, reevaluations that are 
performed once a therapy regimen is underway (e.g., evaluating goal achievement as part of the 
therapy session)  may be counted as minutes of therapy received.  This policy was established 
because we do not wish to give an incentive to perform initial evaluations for therapy services for 
patients who have no need of those specialized services.  However, we believe that the initial 
assessment is an appropriate cost of doing business.  Therefore, the cost of the initial assessment is 
included in the payment rates. 
 
Likewise, throughout the course of treatment, the time it takes for the therapist to perform the 
required documentation may not be counted as time provided to the beneficiary.  
 

NOTE: The example for counting therapy time on page 3-170 of the Long Term Care 
Resident Assessment Instrument User’s Manual, Version 2.0 is incorrect.  Cross out 
that example.  A new example will be included in the revised version. 
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The Long Term Care Resident Assessment Instrument Questions and Answers Version 2.0, also 
clarifies how to account for therapy provided to an individual within a group setting.  It states that if 
the group has four or fewer participants per supervising therapist (or therapy assistant) then it is 
appropriate to report the full time as therapy for each patient.  The example used is that of a therapist 
working with three patients for 45 minutes on training to return to the community.  Each patient’s 
MDS would reflect receipt of 45 minutes of therapy for this session. 
 
Although we recognize that receiving physical, occupational or speech therapy as part of a group has 
clinical merit in select situations, we do not believe that services received within a group setting 
should account for more than 25 percent of the Medicare patient’s therapy regimen during his SNF 
stay.  For this reason, no more than 25 percent of the minutes reported in Section P may be provided 
within a group setting.  To summarize: the minutes of therapy provided by at least one supervising 
therapist (or therapy assistant) within a group of 4 or fewer participants, may be fully counted, 
provided that those minutes account for no more than 25 percent of the patient’s weekly therapy as 
reported in section P of the MDS.  The supervising therapist may not be supervising any individuals 
other than the 4 or fewer individuals who are in the group at the time of the therapy session.  Group 
therapy time in excess of the 25 percent threshold cannot be counted.   
 
In addition, all therapy services must meet each of the following criteria in order to be coded on the 
MDS as rehabilitative therapy: 
 

o The service must be ordered by a physician. 
 

o The therapy intervention must be based on a qualified therapist’s 
evaluation and plan of care as documented in the resident’s record. 

 
o An appropriate licensed or certified individual must provide or directly 

supervise the therapeutic service and coordinate the intervention with 
nursing service.  

 
Reporting minutes of therapy in Section T is somewhat different.  Section T must be completed with 
each Medicare PPS assessment, but in the case of a Medicare 5 day assessment, the clinician 
captures minutes of therapy that are anticipated for the patient during the first 15 days of his nursing 
home stay.  This makes it possible for the patient to classify into the appropriate RUG rehabilitation 
group based on his anticipated receipt of rehabilitative therapy when the assessment is done during 
the first few days of the SNF stay and there has not been enough time to provide more than the 
beginning of a course of rehabilitative therapy.  The RUG grouper takes into consideration both the 
days and  minutes already received by the patient as reported in Section P and the days and minutes 
expected to be received in the first 15 days of the stay.  The number of days and minutes expected, as 
reported in section T should include those already received.  For example, if the patient received an 
hour of therapy on both the fourth and fifth days (a Monday and Tuesday) of his SNF stay and the 
prescribed regimen is for him to receive an hour of therapy daily, Monday through Friday, during his 
first 2 weeks in the SNF; 2 days and 120 minutes would be reported in Section P, and 10 days and 
600 minutes would be reported in Section T.  The 10 days and 600 minutes includes the 2 days and 
120 minutes already received plus the upcoming 3 days and 180 minutes in the first week and the 5 
days and 300 minutes of therapy in the second week. 
 
The directions for completion of Section P instruct the assessor to look back over the “last 7 calendar 
days”, counting only post admission days and  minutes of therapy, when counting the days and  
minutes of rehabilitation therapy administered.  Seven calendar days are, by definition, consecutive 
days.  In the case of a Medicare 5 day assessment, however, the assessor will choose as the 
assessment reference date (MDS item A3a) any day 1 - 8 of the stay, and will look back over the last 
7 calendar days (or over the days since admission if the assessment reference date is earlier than day 
7) and count the number of days upon which more than 15 minutes of therapy were administered, 
and will count the number of minutes that were provided to the individual patient during those days.   
28-254   Rev. 405 



07-98 PROSPECTIVE PAYMENT 2837 (Cont.) 
 
 
It is irrelevant if there is a break in therapy for a weekend or holiday during that time.  For example, 
if day 5 of the stay is chosen as the assessment reference date, the assessor would look back to 
admission to count the patient’s OT, PT, and ST time. If PT was provided for 50 minutes on both the 
second and fifth days of the stay, that would be recorded as 2 days of PT and 100 minutes of PT.  
The actual time that therapy was provided should be recorded.  It does NOT have to be expressed in 
multiples of 15 or 10.    
 
Further clarification of Section T:   
 
1) In order to complete the last part of Section T, item 3, ‘Case Mix Group’ put the three digit 
character code for the RUG group into the first 3 spaces of the 5 space Medicare case-mix item and 
‘07' into the last 2 spaces.  For example, a patient who classifies into the least intensive Clinically 
Complex group would be coded in item T3 (Medicare case-mix) as ACA107" in the Medicare 
blocks.  Instructions for completion of the State blocks will be issued to providers by their States. 
 
2) Physical, speech and occupational therapy provided outside the facility IS captured in Section T, 
as long as the staff providing therapy meet the qualifiers.  See SOM Transmittal #272, pp. R64, “The 
therapy treatment may occur insider or outside the facility.” 
 
3) Pay attention to the skip instructions for item T2 in italics at the top of the item.  Be sure you are 
using the MDS 2.0, 1/30/98 version. 
 
4) The items at T2a-e capture information based on the same episode when the resident walked the 
farthest without sitting down, regardless of the need for assistance to get to a standing position.  This 
episode may be a time during therapy.  This observation item captures the single HIGHEST level of 
independence in the observation period (in contrast to capturing the most assistance needed in the 
observation period, as in Section G of the MDS). 
 
Since this most independent episode may have occurred in therapy (even if the patient was using 
parallel bars at the time) or on the nursing unit, the communication between therapists and nursing 
staff ON ALL SHIFTS is essential. 
 
5) Section T1b of the MDS, the item in which expected therapy is reported, may only be completed 
for the 5 day Medicare required assessment or on a Medicare readmission/return assessment 
(AA8b=1or5). 
 
6) If your MDS automation software incorrectly requires that MDS item T1b, c and d be addressed 
on the Initial Admission Assessment (AA8a=01), then the following “work-around” can be used 
until the software is corrected: 
 
Enter A0" at MDS item T1b.  This will allow MDS items T1c and d to be skipped.  One validation 
error will occur indicating that T1b should be skipped.  This error can be ignored until the software is 
corrected.  Note that if this work-around is not used, the facility will receive 3 error messages (one 
for each MDS item T1b, c, and d).  
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 APPENDIX I 
 
 Table 1 

 
Case Mix Adjusted Federal Rates For Urban SNFs 

By Labor and Non-labor Component 
Effective July 1, 1998 through September 30, 1999 

 
 

 
RUG 
Category 

 
Labor-
Related  

 
Non-Labor 
Related 

 
Total Federal 
Rate 

 
RUC 

 
$291.57 

 
$ 92.64 

 
$384.21 

 
RUB 

 
$262.50 

 
$ 83.40 

 
$345.90 

 
RUA 

 
$248.37 

 
$ 78.91 

 
$327.28 

 
RVC 

 
$224.74 

 
$ 71.41 

 
$296.15 

 
RVB 

 
$217.27 

 
$ 69.03 

 
$286.30 

 
RVA 

 
$198.16 

 
$ 62.96 

 
$261.12 

 
RHC 

 
$206.06 

 
$ 65.47 

 
$271.53 

 
RHB 

 
$189.45 

 
$ 60.19 

 
$249.64 

 
RHA 

 
$173.66 

 
$ 55.18 

 
$228.84 

 
RMC 

 
$202.88 

 
$ 64.46 

 
$267.34 

 
RMB 

 
$181.27 

 
$ 57.60 

 
$238.87 

 
RMA 

 
$170.47 

 
$ 54.17 

 
$224.64 

 
RLB 

 
$161.60 

 
$ 51.35 

 
$212.95 

 
RLA 

 
$135.85 

 
$ 43.16 

 
$179.01 

 
SE3 

 
$191.93 

 
$ 60.98 

 
$252.91 

 
SE2 

 
$166.17 

 
$ 52.80 

 
$218.97 

 
SE1 

 
$147.89 

 
$ 46.99 

 
$194.88 

 
SSC 

 
$144.57 

 
$ 45.93 

 
$190.50 

 
SSB 

 
$137.92 

 
$ 43.82 

 
$181.74 

 
SSA 

 
$134.59 

 
$ 42.77 

 
$177.36 

 
CC2 

 
$143.74 

 
$ 45.67 

 
$189.41 

 
CC1 

 
$132.94 

 
$ 42.24 

 
$175.18 
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RUG 
Category 

 
Labor-
Related  

 
Non-Labor 
Related 

 
Total Federal 
Rate 

 
CB2 

 
$126.29 

 
$ 40.13 

 
$166.42 

 
CB1 

 
$120.47 

 
$ 38.28 

 
$158.75 

 
CA2 

 
$119.65 

 
$ 38.01 

 
$157.66 

 
CA1 

 
$113.00 

 
$ 35.90 

 
$148.90 

 
      IB2 

 
$108.01 

 
$ 34.32 

 
$142.33 

 
IB1 

 
$106.35 

 
$ 33.79 

 
$140.14 

 
IA2 

 
$ 98.04 

 
$ 31.15 

 
$129.19 

 
IA1 

 
$ 94.72 

 
$ 30.09 

 
$124.81 

 
BB2 

 
$107.18 

 
$ 34.06 

 
$141.24 

 
BB1 

 
$104.69 

 
$ 33.26 

 
$137.95 

 
BA2 

 
$ 97.21 

 
$ 30.89 

 
$128.10 

 
BA1 

 
$ 90.56 

 
$ 28.78 

 
$119.34 

 
PE2 

 
$116.32 

 
$ 36.96 

 
$153.28 

 
PE1 

 
$114.66 

 
$ 36.43 

 
$151.09 

 
PD2 

 
$110.51 

 
$ 35.11 

 
$145.62 

 
PD1 

 
$108.85 

 
$ 34.58 

 
$143.43 

 
PC2 

 
$104.69 

 
$ 33.26 

 
$137.95 

 
PC1 

 
$103.86 

 
$ 33.00 

 
$136.86 

 
PB2 

 
$ 93.05 

 
$ 29.57 

 
$122.62 

 
PB1 

 
$ 92.23 

 
$ 29.30 

 
$121.53 

 
PA2 

 
$ 91.40 

 
$ 29.04 

 
$120.44 

 
 PA1 

 
$ 88.90 

 
$ 28.25 

 
$117.15 
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Table 2 
 

Case Mix Adjusted Federal Rates For Rural SNFs 
By Labor and Non-labor Component 

Effective July 1, 1998 through September 30, 1999 
 

  
RUG 
Category 

 
Labor-
Related  

 
Non-Labor 
Related 

 
Total Federal 
Rate 

 
RUC 

 
$309.77 

 
$ 98.42 

 
$408.19 

 
RUB 

 
$281.92 

 
$ 89.57 

 
$371.49 

 
RUA 

 
$268.39 

 
$ 85.27 

 
$353.66 

 
RVC 

 
$235.35 

 
$ 74.78 

 
$310.13 

 
RVB 

 
$228.20 

 
$ 72.50 

 
$300.70 

 
RVA 

 
$209.88 

 
$ 66.69 

 
$276.57 

 
RHC 

 
$211.64 

 
$ 67.24 

 
$278.88 

 
RHB 

 
$195.72 

 
$ 62.18 

 
$257.90 

 
RHA 

 
$180.60 

 
$ 57.38 

 
$237.98 

 
RMC 

 
$206.48 

 
$ 65.60 

 
$272.08 

 
RMB 

 
$186.78 

 
$ 59.03 

 
$244.81 

 
RMA 

 
$175.43 

 
$ 55.74 

 
$231.17 

 
RLB 

 
$162.73 

 
$ 51.71 

 
$214.44 

 
RLA 

 
$138.06 

 
$ 43.86 

 
$181.92 

 
SE3 

 
$187.38 

 
$ 59.53 

 
$246.91 

 
SE2 

 
$162.70 

 
$ 51.69 

 
$214.39 

 
SE1 

 
$145.19 

 
$ 46.13 

 
$191.32 

 
SSC 

 
$142.00 

 
$ 45.12 

 
$187.12 

 
SSB 

 
$135.63 

 
$ 43.10 

 
$178.73 

 
SSA 

 
$132.45 

 
$ 42.09 

 
$174.54 

 
CC2 

 
$141.21 

 
$ 44.87 

 
$186.08 
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RUG 
Category 

 
Labor-
Related  

 
Non-Labor 
Related 

 
Total Federal 
Rate 

 
CC1 

 
$130.86 

 
$ 41.58 

 
$172.44 

 
CB2 

 
$124.49 

 
$ 39.56 

 
$164.05 

 
CB1 

 
$118.92 

 
$ 37.79 

 
$156.71 

 
CA2 

 
$118.13 

 
$ 37.53 

 
$155.66 

 
CA1 

 
$111.76 

 
$ 35.51 

 
$147.27 

 
      IB2 

 
$106.99 

 
$ 33.99 

 
$140.98 

 
IB1 

 
$105.39 

 
$ 33.49 

 
$138.88 

 
IA2 

 
$ 97.43 

 
$ 30.96 

 
$128.39 

 
IA1 

 
$ 94.25 

 
$ 29.95 

 
$124.20 

 
BB2 

 
$106.19 

 
$ 33.74 

 
$139.93 

 
BB1 

 
$103.80 

 
$ 32.98 

 
$136.78 

 
BA2 

 
$ 96.64 

 
$ 30.70 

 
$127.34 

 
BA1 

 
$ 90.27 

 
$ 28.68 

 
$118.95 

 
PE2 

 
$114.95 

 
$ 36.52 

 
$151.47 

 
PE1 

 
$113.35 

 
$ 36.02 

 
$149.37 

 
PD2 

 
$109.37 

 
$ 34.75 

 
$144.12 

 
PD1 

 
$107.78 

 
$ 34.25 

 
$142.03 

 
PC2 

 
$103.80 

 
$ 32.98 

 
$136.78 

 
PC1 

 
$103.00 

 
$ 32.73 

 
$135.73 

 
PB2 

 
$ 92.66 

 
$ 29.44 

 
$122.10 

 
PB1 

 
$ 91.86 

 
$ 29.19 

 
$121.05 

 
PA2 

 
$ 91.07 

 
$ 28.93 

 
$120.00 

 
 PA1 

 
$ 88.68 

 
$ 28.17 

 
$116.85 
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 APPENDIX II 
 
 Wage Indexes 
 
The wage index values that are being used for the initial period of SNF PPS are based on 
hospital wage data from cost reporting periods beginning in fiscal year 1994--the most 
recent hospital wage data in effect before the effective date of SNF PPS.  Accordingly, 
the wage values used for the initial period of SNF PPS are based on the same wage data 
as used to compute the wage index values for the hospital prospective payment system for 
discharges occurring in fiscal year 1998.  These values are presented in Table 1 for urban 
areas and in Table 2 for rural areas for the cost reporting periods beginning on or after 
July 1, 1998 and before October 1, 1999. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
28-260 Rev. 405 



 APPENDIX II 
 

Table 1 
 
Wage Index For Urban Areas Effective for Cost Reporting Periods Beginning on or After 

July 1, 1998 and before October 1, 1999 
                                                                                                                                                 
Urban Area Wage Index 
(Constituent Counties or County Equivalents) 
                                                                                                                                                 
 
0040  Abilene, TX ....................................................................................  0.8287  
   Taylor, TX 
 
0060  Aguadilla, PR .................................................................................  0.4188     

Aguada, PR 
 Aguadilla, PR 
 Moca, PR 

 
0080  Akron, OH .....................................................................................   0.9772    

   Portage, OH 
     Summit, OH 
 

0120  Albany, GA .....................................................................................  0.7914    
      Dougherty, GA 
      Lee, GA 

 
0160  Albany-Schenectady-Troy, NY ........................................................ 0.8480    

      Albany, NY 
      Montgomery, NY 
      Rensselaer, NY 
      Saratoga, NY 
      Schenectady, NY 
      Schoharie, NY  

 
0200  Albuquerque, NM ............................................................................  0.9309    

      Bernalillo, NM 
      Sandoval, NM  
      Valencia, NM 

 
0220  Alexandria, LA ..................................................................................0.8162    

     Rapides, LA 
 
0240  Allentown-Bethlehem-Easton, PA ....................................................1.0086    

      Carbon, PA 
      Lehigh, PA 
      Northampton, PA 

 
0280  Altoona, PA ......................................................................................  0.9137    

     Blair, PA 
 
0320  Amarillo, TX ..................................................................................... 0.9425    
          Potter, TX 
          Randall, TX 
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 Table 1 (Cont.)  
                                                                                                                                                 
Urban Area Wage Index 
(Constituent Counties or County Equivalents) 
                                                                                                                                                 
 
0380   Anchorage, AK .................. .....................................................   1.2842    
       Anchorage, AK 
 
0440   Ann Arbor, MI ................... ....................................................   1.1785    
    Lenawee, MI 
    Livingston, MI 
    Washtenaw, MI 
 
0450   Anniston, AL ................ ........................................................   0.8266    
    Calhoun, AL 
 
0460   Appleton-Oshkosh-Neenah, WI ..... ......................................  0.8996    
    Calumet, WI 
    Outagamie, WI 
    Winnebago, WI 
 
0470   Arecibo, PR ......................... ................................................   0.4218    
    Arecibo, PR 
    Camuy, PR 
    Hatillo, PR 
 
0480   Asheville, NC ....................... ................................................   0.9072    
    Buncombe, NC 
    Madison, NC 
 
0500   Athens, GA ......................... .................................................   0.9087    
    Clarke, GA 
    Madison, GA 
    Oconee, GA 
 
0520   Atlanta, GA ........................ .................................................   0.9823     
    Barrow, GA 
    Bartow, GA 
    Carroll, GA 
    Cherokee, GA 
    Clayton, GA 
    Cobb, GA 
    Coweta, GA 
    De Kalb, GA 
    Douglas, GA 
    Fayette, GA 
    Forsyth, GA 
    Fulton, GA 
    Gwinnett, GA 
   Henry, GA 
    Newton, GA 
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 Table 1 (Cont.) 
                                                                                                                                                 
Urban Area Wage Index 
(Constituent Counties or County Equivalents) 
                                                                                                                                                 
 
    Paulding, GA 
    Pickens, GA 
    Rockdale, GA 
    Spalding, GA 
    Walton, GA 
 
0560   Atlantic City-Cape May, NJ .... .............................................   1.1155    
    Atlantic City, NJ 
    Cape May, NJ 
 
0600   Augusta-Aiken, GA-SC ...... .................................................   0.9333    
    Columbia, GA 
    McDuffie, GA 
    Richmond, GA 
     Aiken, SC 
    Edgefield, SC 
 
0640   Austin-San Marcos, TX ........ ...............................................    0.9133    
    Bastrop, TX 
    Caldwell, TX 
    Hays, TX 
    Travis, TX 
    Williamson, TX 
 
0680   Bakersfield, CA .............. ......................................................    1.0014    
    Kern, CA 
 
0720   Baltimore, MD ................ ......................................................    0.9689    
    Anne Arundel, MD 
    Baltimore, MD 
    Baltimore City, MD 
    Carroll, MD 
    Harford, MD 
    Howard, MD 
    Queen Annes, MD 
 
0733   Bangor, ME ..................... ....................................................    0.9478    
    Penobscot, ME 
 
0743   Barnstable-Yarmouth, MA ......... ........................................    1.4291    
    Barnstable, MA  
 
0760   Baton Rouge, LA .....................    0.8382    
    Ascension, LA 
    East Baton Rouge, LA 
    Livingston, LA 
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 Table 1 (Cont.) 
                                                                                                                                                 
Urban Area Wage Index 
(Constituent Counties or County Equivalents) 
                                                                                                                                                 
 
    West Baton Rouge, LA 
 
0840   Beaumont-Port Arthur, TX .... .......................................................    0.8593    

    Hardin, TX          
Jefferson, TX 

    Orange, TX 
 
0860   Bellingham, WA ..............................................................................    1.1221    
    Whatcom, WA 
 
0870   Benton Harbor, MI .........................................................................    0.8634    
    Berrien, MI 
 
0875   Bergen-Passaic, NJ ..........................................................................    1.2156    

    Bergen, NJ          
Passaic, NJ 

 
0880   Billings, MT .....................................................................................    0.9783    
    Yellowstone, MT 
 
0920   Biloxi-Gulfport-Pascagoula, MS ......................................................    0.8415    
    Hancock, MS 
    Harrison, MS 
    Jackson, MS 
 
0960   Binghamton, NY ..............................................................................    0.8914    
    Broome, NY 
    Tioga, NY 
 
1000   Birmingham, AL ..............................................................................    0.9005    
    Blount, AL 
    Jefferson, AL 
    St. Clair, AL 
    Shelby, AL 
 
1010   Bismarck, ND ...................................................................................    0.7695    
    Burleigh, ND 
    Morton, ND 
 
1020   Bloomington, IN ..............................................................................    0.9128    
    Monroe, IN 
 
1040   Bloomington-Normal, IL .................................................................    0.8733    
    McLean, IL 
 
1080   Boise City, ID ...................................................................................  0.8856 
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    Ada, ID 
    Canyon, ID 
 
1123   Boston-Worcester-Lawrence-Lowell-..............................................  1.1506 
        Brockton, MA-NH  
    Bristol, MA  
    Essex, MA  
    Middlesex, MA 
    Norfolk, MA  
    Plymouth, MA 
    Suffolk, MA 
    Worcester, MA  
    Hillsborough, NH 
    Merrimack, NH  
    Rockingham, NH 
    Strafford, NH  
 
1125   Boulder-Longmont, CO .............. ..................................................  1.0015    
    Boulder, CO 

 
1145   Brazoria, TX ....................... ...........................................................  0.9341    
    Brazoria, TX 
 
1150   Bremerton, WA .............................................................................    1.0999    
    Kitsap, WA 
 
1240   Brownsville-Harlingen-San Benito, TX............................................ 0.8740    
    Cameron, TX 
 
1260   Bryan-College Station, TX .............................................................   0.8571    
    Brazos, TX 
 
1280   Buffalo-Niagara Falls, NY .... .......................................................    0.9272    
    Erie, NY 
    Niagara, NY 
 
1303   Burlington, VT ................ ................................................................  1.0142    
    Chittenden, VT 
    Franklin, VT 
    Grand Isle, VT 
 
1310   Caguas, PR ......................................................................................   0.4459    
    Caguas, PR 
    Cayey, PR 
    Cidra, PR 
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    Gurabo, PR 
    San Lorenzo, PR 
 
1320   Canton-Massillon, OH .....................................................................   0.8961    
    Carroll, OH 
    Stark, OH 
 
1350   Casper, WY .. ..................................................................................   0.9013    
    Natrona, WY 
 
1360   Cedar Rapids, IA ...............................................................................   0.8529    
    Linn, IA 
 
1400   Champaign-Urbana, IL ......................................................................   0.8824    
    Champaign, IL 
 
1440   Charleston-North Charleston, SC ......................................................   0.8807    
    Berkeley, SC 
    Charleston, SC 
    Dorchester, SC 
 
1480   Charleston, WV .................................................................................   0.9142    
    Kanawha, WV 
    Putnam, WV 
 
1520   Charlotte-Gastonia-Rock Hill, NC-SC.................................................9710    
    Cabarrus, NC 
    Gaston, NC 
    Lincoln, NC 
    Mecklenburg, NC 
    Rowan, NC 
    Stanly, NC  
    Union, NC 
    York, SC 
 
1540   Charlottesville, VA ...........................................................................   0.9051    
    Albemarle, VA 
    Charlottesville City, VA 
    Fluvanna, VA 
    Greene, VA 
 
1560   Chattanooga, TN-GA ........................................................................   0.8658    
    Catoosa, GA 
    Dade, GA 
    Walker, GA 
    Hamilton, TN 
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    Marion, TN 
 
1580   Cheyenne, WY .....................................................................................  0.7555    
    Laramie, WY 
 
1600   Chicago, IL ............................................................................................  1.0860    
    Cook, IL 
    De Kalb, IL 
    Du Page, IL 
    Grundy, IL 
    Kane, IL 
    Kendall, IL 
    Lake, IL 
    McHenry, IL 
    Will, IL 
 
1620   Chico-Paradise, CA ................................................................................. 1.0429    
    Butte, CA 
 
1640   Cincinnati, OH-KY-IN ......... ................................................................  0.9474    
    Dearborn, IN 
    Ohio, IN 
    Boone, KY 
    Campbell, KY 
    Gallatin, KY 
    Grant, KY 
    Kenton, KY 
    Pendleton, KY 
    Brown, OH 
    Clermont, OH 
    Hamilton, OH 
    Warren, OH 
 
1660   Clarksville-Hopkinsville, TN-KY .........................................................  0.7852    
    Christian, KY 
    Montgomery, TN 
 
1680   Cleveland-Lorain-Elyria, OH ...............................................................   0.9804    
    Ashtabula, OH 

    Cuyahoga, OH          
Geauga, OH 

    Lake, OH 
    Lorain, OH 
    Medina, OH 
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1720   Colorado Springs, CO .......................................................................  0.9316    
    El Paso, CO 
 
1740   Columbia, MO ...................................................................................  0.9001    
    Boone, MO 
 
1760   Columbia, SC .................... ........ .......................................................  0.9192    
    Lexington, SC 
    Richland, SC 
 
1800    Columbus, GA-AL ................... .........................................................  0.8288    
    Russell, AL 
    Chattanoochee, GA 
    Harris, GA 
    Muscogee, GA 
 
1840   Columbus, OH .................... ..............................................................  0.9793    
    Delaware, OH 
    Fairfield, OH 
    Franklin, OH 
    Licking, OH 
    Madison, OH 
    Pickaway, OH 
 
1880   Corpus Christi, TX ................ .... ......................................................  0.8945    
    Nueces, TX 
    San Patricio, TX 
 
1900   Cumberland, MD-WV ................ ... .................................................  0.8822    
    Allegany, MD 
    Mineral, WV 
 
1920   Dallas, TX ....................... ................................................................   0.9703    
    Collin, TX 
    Dallas, TX 
    Denton, TX 
    Ellis, TX 
    Henderson, TX 
    Hunt, TX 
    Kaufman, TX 
    Rockwall, TX 
 
1950   Danville, VA .....................................................................................  0.8146    
    Danville City, VA 
    Pittsylvania, VA 
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1960   Davenport-Moline-Rock Island, IA-IL ..  0.8405    
     Scott, IA 

  Henry, IL 
  Rock Island, IL 

 
2000   Dayton-Springfield, OH .......... ...........................................................  0.9584    

  Clark, OH 
  Greene, OH 
  Miami, OH 
  Montgomery, OH 

 
2020   Daytona Beach, FL ............. ................................................................  0.8375    

  Flagler, FL 
  Volusia, FL 

 
2030   Decatur, AL ................ ........................................................................  0.8286    

  Lawrence, AL 
  Morgan, AL 

 
2040   Decatur, IL ............... ..........................................................................  0.7915    

  Macon, IL 
 
2080   Denver, CO ................... .....................................................................  1.0386    

  Adams, CO 
  Arapahoe, CO 
  Denver, CO 
  Douglas, CO 
  Jefferson, CO 

 
2120   Des Moines, IA ............ ......................................................................  0.8837    

  Dallas, IA 
  Polk, IA 
  Warren, IA 

 
2160   Detroit, MI ..................... ...................................................................   1.0825    

  Lapeer, MI 
  Macomb, MI 
  Monroe, MI 
  Oakland, MI 
  St. Clair, MI 
  Wayne, MI 

 
2180   Dothan, AL ....................... .................................................................  0.8070    

  Dale, AL 
  Houston, AL 
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2190   Dover, DE ................ .........................................................................  0.9303    

  Kent, DE 
 
2200   Dubuque, IA ................... ...................................................................  0.8088    

  Dubuque, IA 
 
2240   Duluth-Superior, MN-WI .......... ........................................................  0.9779    

  St. Louis, MN 
  Douglas, WI 

 
2281   Dutchess County, NY .......... ..............................................................  1.0632    

  Dutchess, NY 
 
2290   Eau Claire, WI .................. .................................................................  0.8764    

  Chippewa, WI 
  Eau Claire, WI 

 
2320   El Paso, TX ...................... .................................................................  1.0123    

  El Paso, TX 
 
2330   Elkhart-Goshen, IN ................. ..........................................................  0.9081    

  Elkhart, IN 
 
2335   Elmira, NY ........................ ................................................................  0.8247    

  Chemung, NY 
 
2340   Enid, OK .......................... .................................................................  0.7962    

  Garfield, OK 
 
2360   Erie, PA ....................... ......................................................................  0.8862    

  Erie, PA 
 
2400   Eugene-Springfield, OR ............ ........................................................  1.1435    

  Lane, OR 
 
2440   Evansville-Henderson, IN-KY .... ......................................................  0.8641    

  Posey, IN 
  Vanderburgh, IN 
  Warrick, IN 
  Henderson, KY 

 
2520   Fargo-Moorhead, ND-MN .............. ..................................................  0.8837    

  Clay, MN 
  Cass, ND 
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2560   Fayetteville, NC ........... .....................................................................  0.8734    

  Cumberland, NC 
 
2580   Fayetteville-Springdale-Rogers, AR .. ...............................................  0.7461    

  Benton, AR 
  Washington, AR 

 
2620   Flagstaff, AZ-UT.................. .............................................................  0.9115    
     Coconino, AZ 
     Kane, UT 
 
2640   Flint, MI .......................... ..................................................................  1.1171 

  Genesee, MI 
 
2650   Florence, AL ..................... ................................................................  0.7551    

  Colbert, AL 
  Lauderdale, AL 

 
2655   Florence, SC ....................... ..............................................................  0.8711    

  Florence, SC 
 
2670   Fort Collins-Loveland, CO ...... .........................................................  1.0248    

  Larimer, CO 
 
2680   Ft. Lauderdale, FL ............... ..............................................................  1.0448    

  Broward, FL 
 
2700   Fort Myers-Cape Coral, FL ........ .......................................................  0.8788    

  Lee, FL 
 
2710   Fort Pierce-Port St. Lucie, FL ...... .....................................................  1.0257    

  Martin, FL 
  St. Lucie, FL 

 
2720   Fort Smith, AR-OK .................. ........................................................  0.7769    

  Crawford, AR 
  Sebastian, AR 
  Sequoyah, OK 

 
2750   Fort Walton Beach, FL ............. ........................................................  0.8765    

  Okaloosa, FL 
 
2760   Fort Wayne, IN ..................... ............................................................  0.8901    

  Adams, IN 
  Allen, IN 
  De Kalb, IN 
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  Huntington, IN 
  Wells, IN 
  Whitley, IN 

 
2800   Forth Worth-Arlington, TX .............................................................  0.9979    

  Hood, TX 
  Johnson, TX 
  Parker, TX 
  Tarrant, TX 

 
2840   Fresno, CA .................. ....................................................................  1.0607    

  Fresno, CA 
  Madera, CA 

  
2880   Gadsden, AL . ..................................................................................  0.8815    
     Etowah, AL 
 
2900   Gainesville, FL .................................................................................  0.9616    

  Alachua, FL 
 
2920   Galveston-Texas City, TX ...............................................................  1.0564    

  Galveston, TX 
  

2960   Gary, IN ...........................................................................................  0.9633    
  Lake, IN 
  Porter, IN 

 
2975   Glens Falls, NY ...............................................................................  0.8386    

  Warren, NY 
  Washington, NY 

 
2980   Goldsboro, NC ................................................................................  0.8443    

  Wayne, NC 
 
2985   Grand Forks, ND-MN .....................................................................  0.8745    

  Polk, MN 
  Grand Forks, ND 

 
2995  Grand Junction, CO.........................................................................  0.9090    
      Mesa, CO. 
 
3000   Grand Rapids-Muskegon-Holland, MI ... .......................................  1.0147    

  Allegan, MI 
  Kent, MI 
  Muskegon, MI 
  Ottawa, MI 
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3040   Great Falls, MT ..............................................................................  0.8803    

 Cascade, MT 
 
3060   Greeley, CO ...................................................................................  1.0097    

 Weld, CO 
 
3080   Green Bay, WI ...............................................................................  0.9097    

 Brown, WI 
 
3120   Greensboro-Winston-Salem- 
       High Point, NC................................................................................ 0.9351 
    Alamance, NC 

 Davidson, NC 
 Davie, NC 
 Forsyth, NC  
 Guilford, NC 
 Randolph, NC 
 Stokes, NC 
 Yadkin, NC 

 
3150   Greenville, NC ..............................................................................  0.9064 

 Pitt, NC 
 
3160   Greenville-Spartanburg-Anderson, SC........................................    0.9059    

 Anderson, SC 
 Cherokee, SC 
 Greenville, SC 
 Pickens, SC 
 Spartanburg, SC 

 
3180   Hagerstown, MD ...........................................................................  0.9681    

 Washington, MD 
 
3200   Hamilton-Middletown, OH ...........................................................  0.8767    

 Butler, OH 
 
3240   Harrisburg-Lebanon-Carlisle, PA .................................................  1.0187    

 Cumberland, PA 
 Dauphin, PA 
 Lebanon, PA 
 Perry, PA 

 
3283   Hartford, CT .................................................................................  1.2562    

 Hartford, CT 
 Litchfield, CT 
 Middlesex, CT 
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 Tolland, CT 
 

3285   Hattiesburg, MS ................................................................................  0.7192    
 Forrest, MS 
 Lamar, MS 
 

3290   Hickory-Morganton-Lenoir, NC ......................................................   0.8686    
 Alexander, NC 
 Burke, NC 
 Caldwell, NC 
 Catawba, NC 

 
3320   Honolulu, HI .....................................................................................  1.1816    

 Honolulu, HI 
 
3350   Houma, LA .......................................................................................  0.7854    

 Lafourche, LA 
 Terrebonne, LA 

 
3360   Houston, TX .....................................................................................  0.9855    

 Chambers, TX 
 Fort Bend, TX 
 Harris, TX 

 Liberty, TX 
 Montgomery, TX 
 Waller, TX 

 
3400   Huntington-Ashland, WV-KY-OH ..................................................  0.9160    

 Boyd, KY 
 Carter, KY 
 Greenup, KY 
 Lawrence, OH 
 Cabell, WV 
 Wayne, WV 

 
3440   Huntsville, AL ..................................................................................  0.8485    

 Limestone, AL 
 Madison, AL 

 
3480  I ndianapolis, IN .................................................................................  0.9848    

 Boone, IN 
 Hamilton, IN 
 Hancock, IN 
 Hendricks, IN 
 Johnson, IN 
 Madison, IN 
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 Marion, IN 
 Morgan, IN 
 Shelby, IN 

 
3500   Iowa City, IA .................................................................................  0.9413    

 Johnson, IA 
 
3520   Jackson, MI ...................................................................................  0.9052    

 Jackson, MI 
 
3560   Jackson, MS ....................................................................................  0.7760    

 Hinds, MS 
 Madison, MS 
 Rankin, MS 

 
3580   Jackson, TN ...................................................................................  0.8522    
    Chester, TN 

 Madison, TN 
 
3600   Jacksonville, FL .............................................................................  0.8969    

 Clay, FL 
 Duval, FL 
 Nassau, FL 
 St. Johns, FL 

 
3605   Jacksonville, NC ............................................................................  0.6973    

 Onslow, NC 
 
3610   Jamestown, NY ..............................................................................  0.7552    

 Chautaqua, NY 
 
3620   Janesville-Beloit, WI .....................................................................  0.8824    

 Rock, WI 
 
3640   Jersey City, NJ ..............................................................................  1.1412    

 Hudson, NJ 
 
3660   Johnson City-Kingsport-Bristol, TN-VA.. ..................................... 0.9114    

 Carter, TN 
 Hawkins, TN 
 Sullivan, TN 
 Unicoi, TN 
 Washington, TN 
 Bristol City, VA 
 Scott, VA 
 Washington, VA 
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3680   Johnstown, PA .................................................................................  0.8378    

 Cambria, PA 
 Somerset, PA 

 
3700  Jonesboro, AR ..................................................................................  0.7443 
   Craighead, AR 
 
3710   Joplin, MO .......................................................................................  0.7510    

 Jasper, MO 
 Newton, MO 

 
3720  Kalamazoo-Battlecreek, MI ............ .................................................  1.0668    

 Calhoun, MI 
 Kalamazoo, MI 
 Van Buren, MI 

 
3740   Kankakee, IL .....................................................................................  0.8653    

 Kankakee, IL 
 
3760   Kansas City, KS-MO ........................................................................  0.9564    

 Johnson, KS 
 Leavenworth, KS 
 Miami, KS 
 Wyandotte, KS 
 Cass, MO 
 Clay, MO 
 Clinton, MO 
 Jackson, MO 
 Lafayette, MO 
 Platte, MO 
 Ray, MO 

 
3800   Kenosha, WI .....................................................................................  0.9196    

 Kenosha, WI 
 
3810  Killeen-Temple, TX ........................................................................  1.0252    

 Bell, TX 
 Coryell, TX 

 
3840   Knoxville, TN ..................................................................................  0.8831    

 Anderson, TN 
 Blount, TN 
 Knox, TN 
 Loudon, TN 
 Sevier, TN 
 Union, TN 
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3850   Kokomo, IN .....................................................................................  0.8416    

 Howard, IN 
 Tipton, IN 

 
3870   La Crosse, WI-MN ..........................................................................  0.8749    

 Houston, MN 
 La Crosse, WI 

 
3880   Lafayette, LA ..................................................................................  0.8206    

 Acadia, LA 
 Lafayette, LA 
 St. Landry, LA 
 St. Martin, LA 

 
3920   Lafayette, IN ...................................................................................  0.9174    

 Clinton, IN 
 Tippecanoe, IN 

 
3960   Lake Charles, LA ............................................................................  0.7776    

 Calcasieu, LA 
 
3980   Lakeland-Winter Haven, FL ...........................................................  0.8806    

 Polk, FL 
 
4000   Lancaster, PA ..................................................................................  0.9481    

 Lancaster, PA 
 
4040   Lansing-East Lansing, MI ...............................................................  1.0088    

 Clinton, MI 
 Eaton, MI 
 Ingham, MI 

 
4080   Laredo, TX .......................................................................................  0.7325    

 Webb, TX 
 
4100  Las Cruces, NM ...............................................................................  0.8646    

 Dona Ana, NM 
 
4120   Las Vegas, NV-AZ ..........................................................................  1.0592    

 Mohave, AZ 
 Clark, NV 
 Nye, NV 

 
4150   Lawrence, KS ..................................................................................  0.8608    

 Douglas, KS 
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4200   Lawton, OK .....................................................................................  0.9045    

 Comanche, OK 
 
4243   Lewiston-Auburn, ME .....................................................................  0.9536    

 Androscoggin, ME 
 
4280   Lexington, KY .................................................................................  0.8390    

 Bourbon, KY 
 Clark, KY 
 Fayette, KY 
 Jessamine, KY 
 Madison, KY 
 Scott, KY 
 Woodford, KY 

 
4320   Lima, OH .........................................................................................  0.9185    

 Allen, OH 
 Auglaize, OH 

 
4360   Lincoln, NE .....................................................................................  0.9231    

 Lancaster, NE 
 
4400   Little Rock-North Little Rock, AR .................................................  0.8490    

 Faulkner, AR 
 Lonoke, AR 
 Pulaski, AR 
 Saline, AR 

 
4420   Longview-Marshall, TX .................................................................  0.8613    

 Gregg, TX 
 Harrison, TX 
 Upshur, TX 

 
4480   Los Angeles-Long Beach, CA ........................................................  1.2232    

 Los Angeles, CA 
 
4520   Louisville, KY-IN ..........................................................................  0.9507    

 Clark, IN 
 Floyd, IN 
 Harrison, IN 
 Scott, IN 
 Bullitt, KY 
 Jefferson, KY 
 Oldham, KY 
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4600   Lubbock, TX ....................................................................................  0.8400    

 Lubbock, TX 
 
4640   Lynchburg, VA ................................................................................  0.8228    

 Amherst, VA 
 Bedford City, VA 
 Bedford, VA 
 Campbell, VA 
 Lynchburg City, VA 

 
4680   Macon, GA ......................................................................................  0.9227    

 Bibb, GA 
 Houston, GA 
 Jones, GA 
 Peach, GA 
 Twiggs, GA 

 
4720   Madison, WI ...................................................................................  1.0055    

 Dane, WI 
 
4800   Mansfield, OH ................................................................................  0.8639    

 Crawford, OH 
 Richland, OH 

 
4840   Mayaguez, PR ................................................................................  0.4475    

 Anasco, PR 
 Cabo Rojo, PR 
 Hormigueros, PR 
 Mayaguez, PR 
 Sabana Grande, PR 
 San German, PR 

 
4880   McAllen-Edinburg-Mission, TX ....................................................  0.8371    

 Hidalgo, TX 
 
4890  Medford-Ashland, OR ....................................................................  1.0354    

 Jackson, OR 
 
4900   Melbourne-Titusville-Palm Bay, FL ...............................................  0.8819    

 Brevard, Fl 
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4920   Memphis, TN-AR-MS .....................................................................  0.8589    

 Crittenden, AR 
 De Soto, MS 
 Fayette, TN 
 Shelby, TN 
 Tipton, TN 

 
4940   Merced, CA .....................................................................................  1.0947    

 Merced, CA 
 
5000   Miami, FL ..........................................................................................0.9859    

 Dade, FL 
 
5015   Middlesex-Somerset-Hunterdon, NJ ...............................................  1.1059    

 Hunterdon, NJ 
 Middlesex, NJ 
 Somerset, NJ 

 
5080  Milwaukee-Waukesha, WI ..............................................................  0.9819    

 Milwaukee, WI 
 Ozaukee, WI 
 Washington, WI 
 Waukesha, WI 

 
5120   Minneapolis-St Paul, MN-WI .........................................................  1.0733    

 Anoka, MN 
 Carver, MN 
 Chisago, MN 
 Dakota, MN 
 Hennepin, MN 
 Isanti, MN 
 Ramsey, MN 
 Scott, MN 
 Sherburne, MN 
 Washington, MN 
 Wright, MN 
 Pierce, WI 
 St. Croix, WI 

 
5160   Mobile, AL .....................................................................................  0.8455    

 Baldwin, AL 
 Mobile, AL 

 
5170   Modesto, CA ..................................................................................  1.0794    

 Stanislaus, CA 
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5190   Monmouth-Ocean, NJ .....................................................................  1.0934    

 Monmouth, NJ 
 Ocean, NJ 

 
5200   Monroe, LA .....................................................................................  0.8414    

 Ouachita, LA 
 
 5240  Montgomery, AL .............................................................................  0.7671    

 Autauga, AL 
 Elmore, AL 
 Montgomery, AL 

 
5280   Muncie, IN .......................................................................................  0.9173    

 Delaware, IN 
 
5330   Myrtle Beach, SC ..........................................................................    0.8072    

 Horry, SC 
 
5345   Naples, FL .....................................................................................    1.0109    

 Collier, FL 
 
5360   Nashville, TN ................................................................................    0.9182    

 Cheatham, TN 
 Davidson, TN 
 Dickson, TN 
 Robertson, TN 
 Rutherford TN 
 Sumner, TN 
 Williamson, TN 
 Wilson, TN 

 
5380   Nassau-Suffolk, NY ......................................................................    1.3807    

 Nassau, NY 
 Suffolk, NY 

 
5483   New Haven-Bridgeport-Stamford- 
        Waterbury-Danbury, CT ...............................................................    1.2618   

 Fairfield, CT 
 New Haven, CT 

 
5523   New London-Norwich, CT ............................................................   1.2013    

 New London, CT 
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5560   New Orleans, LA ..........................................................................    0.9566    

 Jefferson, LA 
 Orleans, LA 
 Plaquemines, LA 
 St. Bernard, LA 
 St. Charles, LA 
 St. James, LA 
 St. John The Baptist, LA 
 St. Tammany, LA 

 
5600   New York, NY ..............................................................................    1.4449    

 Bronx, NY 
 Kings, NY 
 New York, NY 
 Putnam, NY 
 Queens, NY 
 Richmond, NY 
 Rockland, NY 
 Westchester, NY 
 

5640   Newark, NJ............................ ........................................................    1.1980    
 Essex, NJ 
 Morris, NJ 
 Sussex, NJ 
 Union, NJ 
 Warren, NJ 

 
5660   Newburgh, NY-PA..........................................................................   1.1283    

 Orange, NY 
 Pike, PA 
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5720   Norfolk-Virginia Beach-Newport  
        News, VA-NC ............................................................................    0.8316    

 Currituck, NC 
 Chesapeake City, VA 
 Gloucester, VA 
 Hampton City, VA 
 Isle of Wight, VA 
 James City, VA 
 Mathews, VA 
 Newport News City, VA 
 Norfolk City, VA 
 Poquoson City, VA 
 Portsmouth City, VA 
 Suffolk City, VA 
 Virginia Beach City VA 
 Williamsburg City, VA 

 York, VA 
 
 
5775   Oakland, CA ...............................................................................    1.5068    

 Alameda, CA 
 Contra Costa, CA 

 
5790   Ocala, FL ....................................................................................    0.9032    

 Marion, FL 
 
5800   Odessa-Midland, TX ...................................................................   0.8660    

 Ector, TX 
 Midland, TX 

 
5880   Oklahoma City, OK ...................................................................    0.8481 

 Canadian, OK 
 Cleveland, OK 
 Logan, OK 
 McClain, OK 
 Oklahoma, OK 
 Pottawatomie, OK 

 
5910   Olympia, WA .......................... ........................................................    1.0901    

 Thurston, WA 
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5920   Omaha, NE-IA ......................... ....................................................    0.9421    

 Pottawattamie, IA 
 Cass, NE 
 Douglas, NE 
 Sarpy, NE 
 Washington, NE 

 
5945  Orange County, CA .................... .................................................    1.1605    

 Orange, CA 
 
5960   Orlando, FL .......................... ........................................................    0.9397    

 Lake, FL 
 Orange, FL 
 Osceola, FL 
 Seminole, FL 

 
5990   Owensboro, KY .............................................................................    0.7480    

 Daviess, KY 
 
6015   Panama City, FL ...................... ....................................................    0.8337    

 Bay, FL 
 
6020   Parkersburg-Marietta, WV-OH .....................................................    0.8046    

 Washington, OH 
 Wood, WV 

 
6080   Pensacola, FL ........................ ........................................................    0.8193    

 Escambia, FL 
 Santa Rosa, FL 

 
6120   Peoria-Pekin, IL .............................................................................    0.8571    

 Peoria, IL 
 Tazewell, IL 
 Woodford, IL 

 
6160   Philadelphia, PA-NJ ......................................................................    1.1398    

 Burlington, NJ 
 Camden, NJ 
 Gloucester, NJ 
 Salem, NJ 
 Bucks, PA 
 Chester, PA 
 Delaware, PA 
 Montgomery, PA 
 Philadelphia, PA 
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6200   Phoenix-Mesa, AZ ......................................................................    0.9606    

 Maricopa, AZ 
 Pinal, AZ 

 
6240   Pine Bluff, AR .............................................................................    0.7826    

 Jefferson, AR 
 
6280   Pittsburgh, PA .............................................................................    0.9725    

 Allegheny, PA 
 Beaver, PA 
 Butler, PA 
 Fayette, PA 
 Washington, PA 
 Westmoreland, PA 

 
6323   Pittsfield, MA ..............................................................................    1.0960    

 Berkshire, MA 
 
6340  Pocatello, ID ................................................................................    0.9586 
   Bannock, ID 
 
6360   Ponce, PR ....................................................................................    0.4589    

 Guayanilla, PR 
 Juana Diaz, PR 
 Penuelas, PR 
 Ponce, PR 
 Villalba, PR 
 Yauco, PR 

 
6403   Portland, ME ................................................................................    0.9627    

 Cumberland, ME 
 Sagadahoc, ME 
 York, ME 

 
6440   Portland-Vancouver, OR-WA ......................................................    1.1344    

 Clackamas, OR 
 Columbia, OR 
 Multnomah, OR 
 Washington, OR 
 Yamhill, OR 
 Clark, WA 
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6483   Providence-Warwick-Pawtucket, RI............................................    1.1049    

 Bristol, RI 
 Kent, RI 
 Newport, RI 
 Providence, RI 
 Washington, RI 

 
6520   Provo-Orem, UT .........................................................................    1.0073    

 Utah, UT 
 
6560   Pueblo, CO ..................................................................................    0.8450    

 Pueblo, CO 
 
6580   Punta Gorda, FL ..........................................................................    0.8725    

 Charlotte, FL 
 
6600   Racine, WI ...................................................................................    0.8934    

 Racine, WI 
 
6640   Raleigh-Durham-Chapel Hill, NC ...............................................    0.9818    

 Chatham, NC 
 Durham, NC 
 Franklin, NC 
 Johnston, NC 
 Orange, NC 
 Wake, NC 

 
6660   Rapid City, SD ..............................................................................    0.8345    

 Pennington, SD 
 
6680   Reading, PA ..................................................................................    0.9516    

 Berks, PA 
 
6690   Redding, CA ..................................................................................    1.1790    

 Shasta, CA 
 
6720   Reno, NV .......................................................................................    1.0768    

 Washoe, NV 
 
6740   Richland-Kennewick-Pasco, WA ..................................................    0.9918    

 Benton, WA 
 Franklin, WA 
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6760   Richmond-Petersburg, VA .............................................................    0.9152    

 Charles City County, VA 
 Chesterfield, VA 
 Colonial Heights City, VA 
 Dinwiddie, VA 
 Goochland, VA 
 Hanover, VA 
 Henrico, VA 
 Hopewell City, VA 
 New Kent, VA 
 Petersburg City, VA 
 Powhatan, VA 
 Prince George, VA 
 Richmond City, VA 

 
6780   Riverside-San Bernardino, CA .......................................................    1.1307    

 Riverside, CA 
 San Bernardino, CA 

 
6800   Roanoke, VA .............................. ...................................................    0.8402    

 Botetourt, VA 
 Roanoke, VA 
 Roanoke City, VA 
 Salem City, VA 

 
6820   Rochester, MN ...............................................................................    1.0502    

 Olmsted, MN 
 
6840   Rochester, NY ................................................................................    0.9524    

 Genesee, NY 
 Livingston, NY 
 Monroe, NY 
 Ontario, NY 
 Orleans, NY 
 Wayne, NY 

 
6880   Rockford, IL ....................................................................................    0.9081    

 Boone, IL 
 Ogle, IL 
 Winnebago, IL 

 
6895   Rocky Mount, NC ...........................................................................    0.9029    

 Edgecombe, NC 
 Nash, NC 
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6920   Sacramento, CA ..........................................................................    1.2202    

 El Dorado, CA 
 Placer, CA 
 Sacramento, CA 

 
6960   Saginaw-Bay City-Midland, MI ..................................................    0.9564    

 Bay, MI 
 Midland, MI 
 Saginaw, MI 

 
6980   St. Cloud, MN .............................................................................    0.9544    

 Benton, MN 
 Stearns, MN 

 
7000   St. Joseph, MO ............................................................................    0.8366    

 Andrews, MO 
 Buchanan, MO 

 
7040   St. Louis, MO-IL .........................................................................    0.9130    

 Clinton, IL 
 Jersey, IL 
 Madison, IL 
 Monroe, IL 
 St. Clair, IL 
 Franklin, MO 
 Jefferson, MO 
 Lincoln, MO 
 St. Charles, MO 
 St. Louis, MO 
 St. Louis City, MO 
 Warren, MO 

    Sullivan City, MO 
 
7080   Salem, OR ....................................................................................    0.9935    

 Marion, OR 
 Polk, OR 

 
7120   Salinas, CA ..................................................................................    1.4513    

 Monterey, CA 
 
7160   Salt Lake City-Ogden, UT ...........................................................    0.9857   

 Davis, UT 
 Salt Lake, UT 
 Weber, UT 
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7200   San Angelo, TX ...........................................................................    0.7780    

 Tom Green, TX 
 
7240   San Antonio, TX ..........................................................................    0.8499    

 Bexar, TX 
 Comal, TX 
 Guadalupe, TX 
 Wilson, TX 

 
7320   San Diego, CA .............................................................................    1.2193    

 San Diego, CA 
 
7360   San Francisco, CA ........................................................................    1.4180    

 Marin, CA 
 San Francisco, CA 
 San Mateo, CA 

 
7400   San Jose, CA .................................................................................    1.4332    

 Santa Clara, CA 
 
7440   San Juan-Bayamon, PR .................................................................    0.4625    

 Aguas Buenas, PR 
 Barceloneta, PR 
 Bayamon, PR 
 Canovanas, PR 
 Carolina, PR 
 Catano, PR 
 Ceiba, PR 
 Comerio, PR 
 Corozal, PR 
 Dorado, PR 
 Fajardo, PR 
 Florida, PR 
 Guaynabo, PR 
 Humacao, PR 
 Juncos, PR 
 Los Piedras, PR 
 Loiza, PR 
 Luguillo, PR 
 Manati, PR 

    Morovis, PR 
    Naguabo, PR   

 Naranjito, PR 
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 Rio Grande, PR 
 San Juan, PR 
 Toa Alta, PR 
 Toa Baja, PR 
 Trujillo Alto, PR 
 Vega Alta, PR 
 Vega Baja, PR 
 Yabucoa, PR 

 
7460   San Luis Obispo-Atascadero- 
  Paso Robles, CA. ................................ .............................................  1.1374  

 San Luis Obispo, CA 
 
7480   Santa Barbara-Santa Maria-Lompoc, CA.. .....................................    1.0688  

 Santa Barbara, CA 
 
7485   Santa Cruz-Watsonville, CA ........... ...............................................    1.4187    

 Santa Cruz, CA 
 
7490   Santa Fe, NM ......................... ........................................................    1.0332    

 Los Alamos, NM 
 Santa Fe, NM 

 
7500   Santa Rosa, CA ....................... .......................................................    1.2815    

 Sonoma, CA 
 
7510   Sarasota-Bradenton, FL ............... ...................................................    0.9757    

 Manatee, FL 
 Sarasota, FL 

 
7520  Savannah, GA ......................... ........................................................    0.8638    

 Bryan, GA   
 Chatham, GA 
 Effingham, GA 

 
7560   Scranton--Wilkes-Barre--Hazleton, PA.. .........................................    0.8539    

 Columbia, PA 
 Lackawanna, PA 
 Luzerne, PA 
 Wyoming, PA 

 
7600   Seattle-Bellevue-Everett, WA ......... ...............................................    1.1339    

 Island, WA 
 King, WA 
 Snohomish, WA 

 
 
 
 
 
28-290   Rev. 405 



APPENDIX II 
 

Table 1 (Cont.) 
                                                                                                                                                 
Urban Area Wage Index 
(Constituent Counties or County Equivalents) 
                                                                                                                                                 
 
 
7610   Sharon, PA ...................................................................................    0.8783    

 Mercer, PA 
 
7620   Sheboygan, WI .............................................................................    0.7862    

 Sheboygan, WI 
 
7640   Sherman-Denison, TX ..................................................................    0.8499    

 Grayson, TX 
 
7680   Shreveport-Bossier City, LA ........................................................    0.9381    

 Bossier, LA 
 Caddo, LA 
 Webster, LA 

 
7720   Sioux City, IA-NE ........................................................................    0.8031    

 Woodbury, IA 
 Dakota, NE 

 
7760   Sioux Falls, SD .............................................................................   0.8712    

 Lincoln, SD 
 Minnehaha, SD 

 
7800   South Bend, IN ............................................................................    0.9868    

 St. Joseph, IN 
 
7840   Spokane, WA ...............................................................................    1.0486    

 Spokane, WA 
 
7880   Springfield, IL ..............................................................................    0.8713    

 Menard, IL 
 Sangamon, IL 

 
7920   Springfield, MO ...........................................................................    0.7989    

 Christian, MO 
 Greene, MO 
 Webster, MO 

 
8003   Springfield, MA ...........................................................................    1.0740    

 Hampden, MA 
 Hampshire, MA 

 
8050   State College, PA .........................................................................    0.9635    

 Centre, PA 
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8080   Steubenville-Weirton, OH-WV ...................................................    0.8645    

 Jefferson, OH 
 Brooke, WV 
 Hancock, WV 

 
8120   Stockton-Lodi, CA ......................................................................    1.1496    

 San Joaquin, CA 
 
8140   Sumter, SC .................................................................................    0.7842    

Sumter, SC 
 
8160   Syracuse, NY ...............................................................................    0.9464    

 Cayuga, NY 
 Madison, NY 
 Onondaga, NY 
 Oswego, NY 

 
8200   Tacoma, WA ................................................................................    1.1016    

 Pierce, WA 
 
8240   Tallahassee, FL ............................................................................    0.8332    

 Gadsden, FL 
 Leon, FL 

 
8280  Tampa-St. Petersburg-Clearwater, FL..........................................    0.9103    
   Hernando, FL 

 Hillsborough, FL 
 Pasco, FL 
 Pinellas, FL 

 
8320   Terre Haute, IN ............................................................................    0.8614    

 Clay, IN 
 Vermillion, IN 
 Vigo, IN 

 
8360   Texarkana,AR-Texarkana, TX ...................................................    0.8664    

 Miller, AR 
 Bowie, TX 

 
8400   Toledo, OH ...................................................................................  1.0390    

 Fulton, OH 
 Lucas, OH 
 Wood, OH 
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8440   Topeka, KS ..................................................................................    0.9438    

 Shawnee, KS 
 
8480   Trenton, NJ ..................................................................................    1.0380    

 Mercer, NJ 
 
8520   Tucson, AZ ..................................................................................    0.9180    

 Pima, AZ 
 
8560   Tulsa, OK ....................................................................................    0.8074    

 Creek, OK 
 Osage, OK 
 Rogers, OK 
 Tulsa, OK 
 Wagoner, OK 

 
8600   Tuscaloosa, AL ............................................................................    0.8187    

 Tuscaloosa, AL 
 
8640   Tyler, TX ......................................................................................    0.9567    

 Smith, TX 
 
8680   Utica-Rome, NY ...........................................................................    0.8398    

 Herkimer, NY 
 Oneida, NY 

 
8720   Vallejo-Fairfield-Napa, CA ..........................................................    1.3754    

 Napa, CA 
 Solano, CA 

 
8735   Ventura, CA ..................................................................................    1.0946    

 Ventura, CA 
 
8750   Victoria, TX ..................................................................................    0.8474    

 Victoria, TX 
 
8760   Vineland-Millville-Bridgeton, NJ .................................................    1.0110    

 Cumberland, NJ 
 
8780   Visalia-Tulare-Porterville, CA ..................................... .................    0.9924    

 Tulare, CA 
 
8800   Waco, TX ............................. ........................................................    0.7696    

 McLennan, TX 
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8840   Washington, DC-MD-VA-WV ...................................................    1.0911    

 District of Columbia, DC 
 Calvert, MD 
 Charles, MD 
 Frederick, MD 
 Montgomery, MD 
 Prince Georges, MD 
 Alexandria City, VA 
 Arlington, VA 
 Clarke, VA 
 Culpepper, VA 
 Fairfax, VA 
 Fairfax City, VA 
 Falls Church City, VA 
 Fauquier, VA 
 Fredericksburg City, VA 
 King George, VA 
 Loudoun, VA 
 Manassas City, VA 
 Manassas Park City, VA 
 Prince William, VA 
 Spotsylvania, VA 
 Stafford, VA 
 Warren, VA 
 Berkeley, WV 
 Jefferson, WV 

 
8920   Waterloo-Cedar Falls, IA ..............................................................  0.8640    

 Black Hawk, IA 
 
8940   Wausau, WI ...................................................................................  1.0545    

 Marathon, WI 
 
8960   West Palm Beach-Boca Raton, FL ................................................  1.0372    

 Palm Beach, FL 
 
9000   Wheeling, OH-WV ........................................................................  0.7707    

 Belmont, OH 
 Marshall, WV 
 Ohio, WV 

 
9040   Wichita, KS ............................................ .......................................  0.9403    

 Butler, KS 
 Harvey, KS 
 Sedgwick, KS 
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9080   Wichita Falls, TX ...........................................................................    0.7646    

 Archer, TX 
 Wichita, TX 

 
9140   Williamsport, PA ...........................................................................    0.8548    

 Lycoming, PA 
 
9160   Wilmington-Newark, DE-MD .........................................................  1.1538    

 New Castle, DE 
 Cecil, MD 

 
9200   Wilmington, NC ..............................................................................  0.9322    

 New Hanover, NC 
 Brunswick, NC 
 

9260   Yakima, WA ...................................................................................  1.0102    
 Yakima, WA 

 
9270   Yolo, CA .........................................................................................  1.1431    

 Yolo, CA 
 
9280   York, PA ................................................ ........................................  0.9415    

 York, PA 
 
9320   Youngstown-Warren, OH ...............................................................  0.9937    

 Columbiana, OH 
 Mahoning, OH 
 Trumbull, OH 

 
9340   Yuba City, CA .................................................................................  1.0324    

 Sutter, CA 
 Yuba, CA 

 
9360   Yuma, AZ ........................................................................................  0.9732    

 Yuma, AZ 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 405 28-295  



 APPENDIX II 
 
 TABLE 2  
 
Wage Index For Rural Areas Effective for Cost Reporting Periods Beginnning on or After 

July 1, 1998 and before October 1, 1999 
                                                                                                                                        
 
Nonurban Area                                                                                           Wage Index 
                                                                                                                                         
 
Alabama . ...........................................................................................    0.7260 
Alaska ................................................................................................ 1.2302 
Arizona ...............................................................................................      0.7989 
Arkansas .............................................................................................      0.6995 
California ...........................................................................................      0.9977 
Colorado .............................................................................................        0.8129 
Connecticut ........................................................................................  1.2617 
Delaware ............................................................................................      0.8925 
Florida ................................................................................................ 0.8838 
Georgia ............................................................................................... 0.7761 
Hawaii ................................................................................................ 1.0229 
Idaho................................................................................................... 0.8221 
Illinois ................................................................................................ 0.7644 
Indiana ................................................................................................ 0.8161 
Iowa .................................................................................................... 0.7391 
Kansas ................................................................................................ 0.7203 
Kentucky ............................................................................................ 0.7772 
Louisiana ............................................................................................ 0.7383 
Maine ................................................................................................. 0.8468 
Maryland ............................................................................................ 0.8617 
Massachusetts .................................................................................... 1.0718 
Michigan ............................................................................................ 0.8923 
Minnesota ........................................................................................... 0.8179 
Mississippi ......................................................................................... 0.6911 
Missouri ............................................................................................. 0.7205 
Montana ............................................................................................. 0.8302 
Nebraska ............................................................................................ 0.7401 
Nevada ............................................................................................... 0.8914 
New Hampshire ................................................................................. 0.9717 
New Jersey  1/ ....................................................................................  
New Mexico ....................................................................................... 0.8070 
New York ........................................................................................... 0.8401 
North Carolina ................................................................................... 0.7937 
North Dakota ...................................................................................... 0.7360 
Ohio.................................................................................................... 0.8434 
Oklahoma ........................................................................................... 0.7072 
Oregon ................................................................................................ 0.9975 
Pennsylvania ...................................................................................... 0.8421 
Puerto Rico......................................................................................... 0.3939 
Rhode Island 1/ .................................................................................. 
South Carolina ................................................................................... 0.7921 
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Nonurban Area                                                                                            Wage Index 
                                                                                                                                             
South Dakota ...................................................................................... 0.6983 
Tennessee ........................................................................................... 0.7353 
Texas .................................................................................................. 0.7404 
Utah .................................................................................................... 0.8926 
Vermont ............................................................................................. 0.9314 
Virginia .............................................................................................. 0.7782 
Washington ........................................................................................ 1.0221 
West Virginia ..................................................................................... 0.7938 
Wisconsin ........................................................................................... 0.8471 
Wyoming ............................................................................................ 0.8247 
 
1/  All counties within the State are classified urban. 
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 APPENDIX 3  
 
UPDATE FACTORS FOR FACILITY-SPECIFIC PORTION OF SNF PPS RATES-
EFFECTIVE FOR COST REPORTING PERIODS BEGINNING ON OR AFTER  
JULY 1, 1998  
 

 
If 12-month Cost 
Reporting Period in 
Initial Period Begins: 

 
Adjust From 12-month Cost 
Reporting Period in Base Year That 
Begins: 

 
Using Update Factor 
of: 

 
July 1, 1998 

 
July 1, 1995 

 
1.05149 

 
August 1, 1998 

 
August 1, 1995 

 
1.05197 

 
September 1, 1998 

 
September 1, 1995 

 
1.05253 

 
October 1, 1998 

 
October 1, 1994 

 
1.07116 

 
November 1, 1998 

 
November 1, 1994 

 
1.07125 

 
December 1, 1998 

 
December 1, 1994 

 
1.07126 

 
January 1, 1999 

 
January 1, 1995 

 
1.07143 

 
February 1, 1999 

 
February 1, 1995 

 
1.07176 

 
March 1, 1999 

 
March 1, 1995 

 
1.07226 

 
April 1, 1999 

 
April 1, 1995 

 
1.07270 

 
May 1, 1999 

 
May 1, 1995 

 
1.07308 

 
June 1, 1999 

 
June 1, 1995 

 
1.07340 

 
July 1, 1999 

 
July 1, 1995 

 
1.07381 

 
August 1, 1999 

 
August 1, 1995 

 
1.07428 

 
September 1, 1999 

 
September 1, 1995 

 
1.07484 
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 APPENDIX IV 
 
 Health Insurance Prospective Payment System (HIPPS) 
 Assessment Indicators 
 
The assessment indicators were developed by HCFA to identify on the claim, which of the scheduled 
Medicare assessments or off-cycle assessments is associated with the assessment reference date and 
the RUG that is included on the claim for payment of Medicare SNF services.  In addition, the 
assessment indicators identify the effective date for the beginning of the covered period and aid in 
ensuring that the number of days billed for each scheduled Medicare assessment or off cycle 
assessment accurately reflect the changes in the beneficiary’s status over time. 
 
The indicators were developed by utilizing codes for the reason for assessment contained in section 
AA8 of the current version of the Resident Assessment Instrument, Minimum Data Set, in order to 
ease the reporting of such information.  A SNF will find these codes in section AA8 or section A8, 
depending on the type of assessment being performed.  The first digit of the two digit assessment 
indicator is the second digit of the two-digit value contained in section AA8a or A8a, whichever 
applies.  The second digit of the two digit assessment indicator is the value contained in section 
AA8b or A8b, whichever applies.  The SNF must never use the first digit in section AA8a or the first 
digit in section A8a when identifying the assessment indicator to be used for purposes of Medicare 
reimbursement.     
 
The first digit of the assessment indicator provides additional information about the assessment.  For 
example, if the SNF encodes the first digit as a 1, the intermediary will know that it can pay for up to 
14 days, since using a 1 can only occur when the SNF performs the Medicare required 5 day 
assessment, also encoded as a 1.  The modifier the SNF would use on the claim for this assessment is 
a 11.   
 
The second digit of the assessment indicator provides information on the type of assessment which 
can and does impact how many days the intermediary may make payment for.  For example, if the 
SNF encodes the first digit as a 3 this would indicate that this assessment is for a significant change 
in status.  The second digit of the modifier is encoded as 8.  An 8 refers to an other Medicare 
required assessment.  When 38 is the modifier, it represents a significant change in status assessment 
NOT an other Medicare required assessment.  
 
The fiscal intermediary does not retroactively change payment when a significant change in status 
assessment is completed.  Instead, the fiscal intermediary makes payment to the SNF based on the 
assessment reference date on the significant change in status assessment, which appears on the claim 
in FL45, from that day forward until the next Medicare required assessment or off-cycle assessment, 
whichever comes first.  Of course, this will change the total number of days the intermediary may 
pay the SNF based on the Medicare required assessment that preceded the significant change in 
status assessment. 
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To aid SNFs in understanding the use of the assessment indicators, each assessment indicator is 
explained below to ensure consistency and proper reporting. 
 
Assessment Indicator 00 - This assessment indicator is only used with RUG code AAA.  It signifies 
that the SNF is billing the default rate either because it did not set the assessment reference date 
within the assessment window or because a resident was discharged or died prior to day 8 and no 
assessment was completed.   
 
Assessment Indicator 11 - This assessment indicator is only used when the SNF does a Medicare 
required 5 day assessment that is also the initial admission assessment with an assessment reference 
date that falls on day 1, 2, 3, 4, 5, 6, 7, or 8 of the covered stay.  It can be used with any valid RUG 
code.  The fiscal intermediary may make payment for up to 14 days when assessment indicator 11 is 
used in combination with a valid RUG code to establish the HIPPS rate code for the assessment 
period. 
 
Assessment Indicator 01 - This assessment indicator is only used when the SNF does a Medicare 
required 5 day assessment that is not the comprehensive initial admission assessment with an 
assessment reference date that falls on day 1, 2, 3, 4, 5, 6, 7, or 8 of the covered stay.  It can be used 
with any valid RUG code.  The fiscal intermediary may make payment for up to 14 days of the 
beneficiary’s covered stay when assessment indicator 01 is used in combination with a valid RUG 
code to establish the HIPPS rate code for the assessment period. 
 
Assessment Indicator 07 - This assessment indicator is only used when the SNF does a Medicare 
required 14 day assessment with an assessment reference date that falls on day 11, 12, 13, 14, 15, 16, 
17, 18, or 19 of the covered stay.  If the SNF did not do the initial admission assessment as the 
Medicare required 5 day assessment and this assessment is the initial admission assessment, it is  
coded 07 because it represents the Medicare required 14 day assessment.  It can be used with any 
valid RUG code.  The fiscal intermediary may make payment for up to 16 days of the beneficiary’s 
covered stay when  assessment indicator 07 is used in combination with a valid RUG code to 
establish the HIPPS rate code for the assessment period. 
 
Assessment Indicator 02 - This assessment indicator is only used when the SNF does a Medicare 
required 30 day assessment with an assessment reference date that falls on day 21, 22, 23, 24, 25, 26, 
27, 28, 29, 30, 31, 32, 33, or 34 of the covered stay.  It can be used with any valid RUG code.  The 
fiscal intermediary may make payment for up to 30 days of the beneficiary’s covered stay when  
assessment indicator 02 is used in combination with a valid RUG code to establish the HIPPS rate 
code for the assessment period. 
 
Assessment Indicator 03 - This assessment indicator is only used when the SNF does a Medicare 
required 60 day assessment with an assessment reference date that falls on day 50, 51, 52, 53, 54, 55, 
56, 57, 58, 59, 60, 61, 62, 63 or 64 of the covered stay.  It can be used with any valid RUG code.  
The fiscal intermediary may make payment for up to 30 days of the beneficiary’s covered stay when 
modifier 03 is combined with a valid RUG code to establish the HIPPS rate code for the assessment 
period. 
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Assessment Indicator  04 - This assessment indicator is only used when the SNF does a Medicare 
required 90 day assessment with an assessment reference date that falls on day 80, 81, 82, 83, 84, 85, 
86, 87, 88, 89, 90, 91, 92, 93, or 94 of the covered stay.  It can be used with any valid RUG code.  
The fiscal intermediary may make payment for up to 10 days of the beneficiary’s covered stay when 
assessment indicator 04 is combined with a valid RUG code to establish the HIPPS rate code for the 
assessment period. 
 
Assessment Indicator 54 - This assessment indicator is only used when the SNF does a Medicare 
required 90 day assessment with an assessment reference date that falls on day 80, 81, 82, 83, 84, 85, 
86, 87, 88, 89, 90, 91, 92, 93, or 94 of the covered stay.  When it represents the quarterly assessment 
it must be completed by day 92.  It can be used with any valid RUG code.  The fiscal intermediary 
may make payment for up to 10 days of the beneficiary’s covered stay when assessment indicator 54 
is combined with a valid RUG code to establish the HIPPS rate code for the assessment period. 
 
Assessment Indicator 38 - This assessment indicator is only used when the SNF does a Significant 
Change in Status Assessment (SCSA) when triggered by the guidelines in the current version of the 
Long Term Care Resident Assessment Instrument, User’s Manual.  A SCSA cannot be performed 
unless the SNF has completed the initial admission assessment.  The fiscal intermediary makes 
payment for up to the number of days in between the assessment reference date on the SCSA and the 
next Medicare required assessment or off-cycle assessment, whichever comes first.  
 
Assessment Indicator 08  - This assessment indicator is only used when the SNF does an Other 
Medicare Required Assessment (OMRA).  An other Medicare required assessment is triggered when 
the SNF determines that all rehabilitative therapies have been discontinued.  This assessment can be 
done no sooner than 8 days and no later than 10 days after all therapies have been discontinued.  The 
fiscal intermediary makes payment for up to the number of days in between the assessment reference 
date on the OMRA and the next Medicare required assessment or off-cycle assessment, whichever 
comes first. 
 
Assessment Indicator 41 - This assessment indicator is only used when the SNF does a Significant 
Correction of a Prior Full Assessment (SCPFA), in this case the Medicare required 5 day assessment. 
 A SCPFA can only be submitted when the original assessment that was completed, locked and 
submitted to the State repository was found to have a major error.   Payment is not adjusted 
retroactively.  Payment is adjusted prospectively, from the assessment reference date on the SCPFA, 
ONLY IF the SCPFA assessment reference date falls after the assessment reference date of the 
corrected assessment and before the last day paid under the corrected Medicare required assessment 
(i.e., the Medicare 5 day required assessment authorizes payment for up to the 14th day of the 
covered stay).  The SNF is paid using the HIPPS rate code identified with the SCPFA for up to the 
number of days (units of service) between the SCPFA  assessment reference date and the next 
regularly scheduled Medicare Required assessment or off-cycle assessment, whichever comes first. 
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Assessment Indicator 47 - This assessment indicator is only used when the SNF does a Significant 
Correction of a Prior Full Assessment (SCPFA), in this case the Medicare required 14 day 
assessment.  A SCPFA can only be submitted when the original assessment that was completed, 
locked and submitted to the state repository was found to have a major error.  Payment is not 
adjusted retroactively.  Payment is adjusted prospectively, from the assessment reference date on the 
SCPFA, ONLY IF the SCPFA assessment reference date falls after the assessment reference date of 
the corrected assessment and before the last day paid under the corrected Medicare required 
assessment (i.e., the Medicare 14 day required assessment authorizes payment for day 15 through 30 
of the covered stay).  The SNF is paid using the HIPPS rate code identified with the SCPFA for up to 
the number of days (units of service) between the SCPFA  assessment reference date and the next 
regularly scheduled Medicare Required assessment or off-cycle assessment, whichever comes first. 
 
Assessment Indicator 42 - This assessment indicator is only used when the SNF does a Significant 
Correction of a Prior Full Assessment (SCPFA), in this case the Medicare required 30 day 
assessment.  A SCPFA can only be submitted when the original assessment that was completed, 
locked and submitted to the state repository was found to have a major error. Payment is not adjusted 
retroactively.  Payment is adjusted prospectively, from the assessment reference date on the SCPFA, 
ONLY IF the SCPFA assessment reference date falls after the assessment reference date of the 
corrected assessment and before the last day paid under the corrected Medicare required assessment  
(i.e., the Medicare 30 day required assessment authorizes payment for day 31 through 60 of the 
covered stay).  The SNF is paid using the HIPPS rate code identified with the SCPFA for up to the 
number of days (units of service) between the SCPFA  assessment reference date and the next 
regularly scheduled Medicare Required assessment or off-cycle assessment, whichever comes first. 
 
Assessment Indicator 43 - This assessment indicator is only used when the SNF does a Significant 
Correction of a Prior Full Assessment (SCPFA), in this case the Medicare required 60 day 
assessment.  A SCPFA can only be submitted when the original assessment that was completed, 
locked and submitted to the state repository was found to have a major error.  Payment is not 
adjusted retroactively.  Payment is adjusted prospectively, from the assessment reference date on the 
SCPFA, ONLY IF the SCPFA assessment reference date falls after the assessment reference date of 
the corrected assessment and before the last day paid under the corrected Medicare required 
assessment (i.e., the Medicare 60 day required assessment authorizes payment for day 61 through 90 
of the covered stay).  The SNF is paid using the HIPPS rate code identified with the SCPFA for up to 
the number of days (units of service) between the SCPFA  assessment reference date and the next 
regularly scheduled Medicare Required assessment or off-cycle assessment, whichever comes first. 
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Assessment Indicator 44 - This assessment indicator is only used when the SNF does a Significant 
Correction of a Prior Full Assessment (SCPFA), in this case the Medicare required 90 day 
assessment.  A SCPFA can only be submitted when the original assessment that was completed, 
locked and submitted to the state repository was found to have a major error.  Payment is not 
adjusted retroactively.  Payment is adjusted prospectively, from the assessment reference date on the 
SCPFA, ONLY IF the SCPFA assessment reference date falls after the assessment reference date of 
the corrected assessment and before the last day paid under the corrected Medicare required 
assessment (i.e., the Medicare 90 day required assessment authorizes payment for day 91 through 
100 of the covered stay).  The SNF is paid using the HIPPS rate code identified with the SCPFA for 
up to the number of days (units of service) between the SCPFA  assessment reference date and the 
next regularly scheduled Medicare Required assessment or off-cycle assessment, whichever comes 
first. 
 
Assessment Indicator 48 - This assessment indicator is not to be used. 
 
Assessment Indicator 31 - This assessment indicator is not to be used. 
 
Assessment Indicator 37 - This assessment indicator is only used when the SNF does a SCSA or an 
OMRA during the assessment window for the 14 day Medicare required assessment (i.e., in between 
day 11 and day 19 of the covered stay), when this assessment will replace the Medicare required 14 
day assessment. 
 
Assessment Indicator 32 - This assessment indicator is only used when the SNF does a SCSA or an 
OMRA during the assessment window for the 30 day Medicare required assessment (i.e., in between 
day 21 and day 34 of the covered stay), when this assessment will replace the Medicare required 30 
day assessment. 
 
Assessment Indicator 33 - This assessment indicator is only used when the SNF does a SCSA or an 
OMRA during the assessment window for the 60 day Medicare required assessment (i.e., in between 
day 50 and day 64 of the covered stay), when this assessment will replace the Medicare required 60 
day assessment. 
 
Assessment Indicator 34 - This assessment indicator is only used when the SNF does a significant 
change in status assessment or an other Medicare required assessment during the assessment window 
for the 90 day Medicare required assessment (i.e., in between day 80 and day 94 of the covered stay), 
when this assessment will replace the Medicare required 90 day assessment. 
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The exhibit on the following page entitled, Assessment Indicator Definition Matrix, has been created 
to assist SNFs in the identification of the appropriate 2-digit assessment indicator that is to be 
combined with the RUG group obtained from the Grouper software program, for purposes of 
establishing the HIPPS rate code on the UB-92.  This is necessary because the reason for assessment 
coded on the MDS by the SNF will not always correspond to the assessment indicator established by 
HCFA.  This table does not enable identification of every possible combination;  it is a guide for the 
most usual combinations of what will be coded on the MDS in Sections AA8a and AA8b or section 
A8a and A8b, whichever applies.  To use the table, use the left column to locate what is coded on the 
MDS in AA8a (or A8a, whichever is appropriate) and use the row across the top to locate what is 
coded in AA8b (or A8b, whichever is appropriate) and look for the value at the location in the table 
where the relevant row and column intersect.  For example, when the AA8a value is 01 (signifying 
an Initial Admission Assessment), and the value in AA8b is 1 (signifying a Medicare 5 day 
assessment), the assessment indicator to use in combination with the RUG group obtained from the 
Grouper software program to establish the HIPPS rate code is 11.    
 
For combinations of AA8a and AA8b or A8a and A8b coding that cannot be replicated using the 
table, the SNF clinical personnel, based on the definitions of the assessment indicators provided 
above and their expertise regarding the reason the assessment was performed, must give guidance 
regarding which assessment indicator is to be used in combination with the RUG group to establish 
the HIPPS rate code to be billed. 
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 EXHIBIT 1 
 
 ASSESSMENT INDICATOR DEFINITION MATRIX 
 
 VALID only when the assessment reference date is timely 
 

 
 

 
AA8b Value (Codes for Medicare and Other State Assessments) 

 
 AA8a Value 
 (Primary reason for 
assessment) 

 
 space 
 

 
 1 
(5 day) 

 
 2 

(30 
day) 

 
 3 

(60 
day) 

 
 4 

(90 
day) 

 
 5 
(Rdm/rt

n) 

 
 6 

(Oth 
St) 

 
 7 

(14 
day) 

 
 8 

(Oth 
Mcr) 

 
01 (Admission assess.) 

 
   

 
 11 

 
  

 
 

 
  

 
 01 

 
  

 
 07 

 
 08 

 
02 (Annual assess.) 

 
  

 
 01 

 
 02 

 
 03 

 
 04 

 
 01 

 
  

 
 07 

 
 08 

 
03 (Sign. change assess.) 

 
  

 
  

 
 32 

 
 33 

 
 34 

 
  

 
  

 
 37 

 
 38 

 
04 (Sign. correct. full 
assess.) 

 
  

 
 41 

 
 42 

 
 43 

 
 44 

 
 41 

 
  

 
 47 

 
  

 
05 (Quarterly assess.) 

 
  

 
 01 

 
 02 

 
 03 

 
 54 

 
 01 

 
  

 
 07 

 
 08 

 
06 (Discharge, return not 
anticip.) 

 
  

 
 

 
 

 
 

 
 

 
 

 
   

 
 

 
 

 
07 (Discharge, return 
anticipated) 

 
  

 
 

 
 

 
 

 
 

 
 

 
  

 
 

 
 

 
08 (Discharge, prior to init. 
assess.) 

 
  

 
 

 
 

 
 

 
 

 
 

 
  

 
 

 
 

 
09 (Reentry) 

 
  

 
 

 
 

 
 

 
 

 
 

 
  

 
 

 
 

 
10 (Sign. correct. quart. 
assess.) 

 
  

 
 41 

 
 42 

 
 43 

 
 44 

 
 41 

 
  

 
 47 

 
  

 
00 [zero] (None of above) 

 
  

 
 01 

 
 02 

 
 03 

 
 04 

 
 01 

 
  

 
 07 

 
 08 
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 General 
 
 
2900. REQUIREMENT FOR A HEARING ON A DISPUTED INTERMEDIARY 

DETERMINATION. 
 
Under the agreements entered into between the Secretary of Health and Human Services and the 
intermediaries pursuant to section 1816 of the Social Security Act, intermediaries are required to 
establish and maintain procedures for resolving payment disputes. However, these agreements do not 
specify the requirements these procedures must meet. Medicare regulations at 42 CFR Part 405, 
Subpart R, and the implementing procedures set out in this chapter are intended to bring uniformity 
to the process by which all intermediaries settle disagreements with providers and other entities.  
(See A2 below.) 
 
Under Section 1878 of the Social Security Act,  the Provider Reimbursement Review Board hears 
appeals from providers (but not other entities) involving $10,000 or more per cost report period 
($50,000 for any group of providers where the matters in controversy involve a common question of 
fact  or  of interpretation of law, regulations or HCFA Rulings).  Medicare regulations at 42 CFR 
Part 405, Subpart R, and the discussion set out in §§ 2920ff. describe the Board and its operation. 
 
Both providers and other entities may request intermediary hearings, but only providers may request 
Board hearings and obtain judicial review of a final administrative decision. 
 

A. Definitions.-- For purposes of the appeal process: 
 

1. "Provider" refers to a hospital, a skilled nursing facility, a home health agency, or a 
comprehensive outpatient rehabilitation facility;  and, for the limited purposes of furnishing 
outpatient physical therapy or speech pathology services, a clinic, rehabilitation agency, or public 
health agency.  The term also refers to an end-stage renal dialysis facility, but only with respect to 
disputes concerning the amount of the facility's allowable Medicare bad debts.  (See 42 CFR 
§405.439(h)(1).) 
 

2. "Other Entities" refers to a health maintenance organization, a group practice 
prepayment plan, a federally funded clinic, or any other organization which is obliged to file periodic 
cost reports and is reimbursed on the basis of information furnished in such reports. 
 

B. Intermediary Procedure on Payment Disputes.--In order to meet their responsibilities in the 
settlement and hearing of disputes, intermediaries must: 
 

1. Issue to each provider and other entity that files an acceptably completed cost report, a 
dated written notice containing the intermediary's determination as to the total amount of payment 
due the provider or other entity under title XVIII for the covered services furnished to Medicare 
beneficiaries during the cost reporting period; 
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2. Afford the provider or other entity a right to a hearing if it is dissatisfied with the 
determination and the amount in controversy (§2910) is at least $1,000.  Where the amount at issue 
is $10,000 or more, the intermediary must advise the provider of its right to a hearing before the 
Provider Reimbursement Review Board (PRRB); 
 

3. Establish procedures for intermediary hearings and the right to a PRRB hearing, 
which meet the standards set out in the regulations and the general instructions in this chapter, and 
supply copies of the procedures to the providers and other entities it serves; 
 

4. Provide an intermediary hearing which is conducted in such a manner, and at a place 
which is reasonably convenient to the provider or other entity as to insure that a fair hearing is 
afforded; 
 

5. Provide for the issuance of a dated written notice of the hearing officer's decision after 
the intermediary hearing; 
 

6. When a request for PRRB hearing has been filed with the Board: 
 

a. Review the materials submitted by the provider; 
 

b. Notify the Provider and the Board if it appears that the request for hearing was 
not timely or where the amount in controversy is not $10,000. 
 

c. Review its record which formed the basis for its determination of the total 
amount of payment due the provider; 
 

d. Attempt to join with the provider in written stipulations setting forth any issues 
that the review has resolved and the issues (and any facts which are not in dispute and relate directly 
to the issue) that remain for Board resolution; and 
 

e. Assure that all available documentary evidence in support of the provider or the 
intermediary is part of the record. 
 
Unless the agreement between the Secretary and the intermediary provides otherwise, the 
responsibility for providing the intermediary hearing, for furnishing written notice to providers and 
other entities of the availability of the hearing, and for designating a hearing officer to conduct the 
hearing, as required by this and following sections, may not be subcontracted by the intermediary. 
 
 Intermediary Determination 
 
2905. ISSUANCE OF INTERMEDIARY DETERMINATION 
 
Upon receipt of a perfected (final) cost report the intermediary, within  a reasonable period of time 
(§2905.1), sends the provider or other entity a written Notice of Amount of Program Reimbursement 
(NPR) (§2906)  setting forth the amounts arrived at in its determination, including any underpayment 
or overpayment made to the provider or other entity.  This NPR is considered the intermediary's final 
determination for purposes of any future appeal rights. 
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The NPR shall be sent even though the intermediary has reason to believe that the provider intends to 
request a hearing on the determination.  Furthermore, where the determination shows that the 
provider,  or other entity,  is indebted to the program,  the intermediary must take the necessary 
action to recover the overpayment, including a suspension of interim payments.  Such action of 
recovery or suspension should continue in accordance with existing instructions even after a request 
for a hearing has been filed.  If necessary, appropriate adjustments will be made upon completion of 
the review process. 
 
2905.1  Time Frame for Issuance of Intermediary Determination.--The intermediary is to make 
every attempt to issue a NPR within 12 months of receipt of a cost report. Regulations provide that 
where the intermediary fails to render a determination within 12 months after receipt of the perfected 
(final) cost report, the provider (as defined in § 2900) may request a hearing before the PRRB, 
provided that (a) the cause of such delay does not lie with the provider and (b) the amount stated on 
the cost report as the amount of intended program payment due is at least $10,000 per cost report 
period. 
 
2905.2  Nonallowable Cost Report Entries.--The intermediary has the responsibility of providing 
necessary guidance to providers in preparing their cost reports.  If certain cost report items are 
discovered during an audit or desk review which are not related to patient care and, therefore, are 
nonallowable, the intermediary will make the necessary adjustments and inform the provider of 
them.  Additionally, the intermediary will document any adjustments made to the cost report 
involving nonallowable items. 
 
If these same nonallowable items appear on a subsequent cost report, the intermediary will inform 
the provider why these costs were disallowed.  This notification will be made by a letter from the 
intermediary advising the provider that any further insistence by the provider on including the same 
nonallowable items in the next cost report could result in referral to the U.S. Attorney for 
consideration of criminal and/or civil prosecution. 
 
There will be no referral to the U.S. Attorney where: 
 

A. The provider clearly indicates this item(s) is being included in the cost report only to 
establish the basis for an appeal and each disputed item and amount is specifically identified. 
 

B. The issue pertains to the cost reporting period for which the cost report is filed. 
 
It is important to note, however, that if there is a suspicion of any intent to defraud the United States 
Government supported by even the initial insertion of a nonallowable item in the cost report, no 
warning is required prior to a prompt referral of the case for investigation and prosecution. 
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2906. NOTICE OF AMOUNT OF PROGRAM REIMBURSEMENT 
 
As a minimum, the intermediary's NPR to a provider or other entity will contain the legend "Notice 
of Amount of Program Reimbursement for Cost Report Period ____________________ for (name of 
provider or other entity)" and will: 
 

A. For providers or other entities, excluding hospitals that receive payment under the 
prospective payment system; 
 

1. Set forth the intermediary's determination of the total Medicare reimbursement 
(including allowable bad debts attributable to deductible and coinsurance amounts) due the provider 
or other entity on a cost reimbursement basis for the reporting period covered by the cost report; 
 

2. Set forth the provider's or other entity's claimed Medicare reimbursement (including 
allowable bad debts attributable to deductible and coinsurance amounts) for this period; 
 

3. Set forth total interim and other payments made to the provider or other entity and 
the net retroactive amount due the provider or other entity (or the program) for this period; and 
 

4. Set forth and explain by use of money amounts and appropriate citation of law, 
regulations, HCFA Rulings or program instructions why the intermediary's determination of total 
Medicare reimbursement due differs from the amounts claimed by the provider or other entity on its 
cost report. 
 
NOTE: An intermediary may use a copy of the audit adjustment report and the explanations of 

adjustment columns of the report with the addition of appropriate citations of law, 
regulations, HCFA Rulings or general instructions as an enclosure of the notice of amount 
of program reimbursement to meet some of the explanation requirements of section 
405.1803 of the regulations. However, the brief explanation of an adjustment and citation 
on such a report may not always suffice where a claimed cost is found unallowable, or if 
allowable, not reasonable.  In that case, detailed rationale for the adjustment may be 
necessary.  Similarly, where the provider or other entity, either as part of the audit process 
or otherwise, has already furnished the intermediary with a written explanation of the 
reasons for its objections to the adjustment(s), the notice of amount of program 
reimbursement should respond to these arguments with an elaboration of the basis of the 
intermediary's actions reasonably consonant with the extent of argumentation furnished by 
the provider or other entity. 

 
B. For hospitals receiving payment under the prospective payment system for cost reporting 

periods beginning on or after October 1, 1983; 
 

1. Set forth the intermediary's determination of the total Medicare reimbursement 
(including allowable bad debts attributable to deductible and coinsurance amounts) due the hospital 
on a cost reimbursement basis for the reporting period covered by the cost report; 
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2. Set forth the total amount payable in accordance with the prospective payment rates 
(DRG rates) for Medicare discharges occurring during the cost reporting period; 
 

3. Set forth the total of the outlier payment amounts determined to be payable to the 
hospital for the cost reporting period; 
 

4. Set forth (with the required computation) the total of any additional payment 
determined to be payable to the hospital for indirect medical education costs for the cost reporting 
period; 
 

5. Set forth the total amount payable to the hospital for the cost reporting period (i.e., the 
total of the amounts determined to be payable in B 1, 2, 3, and 4); 
 

6. Set forth and explain by use of money amounts and appropriate citation of law, 
regulations, HCFA Rulings or program instructions, reductions to the total amount payable to the 
hospital (e.g., for deductibles and coinsurance amounts, no-fault or liability insurance, interim and 
other payments made to the hospital) and the net amount due the hospital (or the program) for the 
cost reporting period.  This explanation should include reference to the total amount of Medicare 
reimbursement claimed by the hospital (including allowable bad debts) on a cost reimbursement 
basis and explain why the intermediary's determination in paragraph B.1 above, differs from the 
amount claimed by the hospital in its cost report.  (See also the "NOTE" in paragraph A above.) 
 

C. Inform the provider (hospital) or other entity as to applicable interest charges/payments on 
overpayment and underpayment, in accordance with existing policy and instructions ; and 
 

D. Inform the provider (see E below for other entitles) that if it is dissatisfied with 
the determination contained in the NPR, it may request a hearing, as follows: 
 

1. The request for hearing must be in writing; 
 

2. The request for hearing must be filed within 180 calendar days from the date of 
receipt of the NPR; 
 

3. If the amount in controversy is at least $1,000 but less than $10,000, the request for 
hearing must be filed with the intermediary; 
 

4. If the amount in controversy is at least $10,000, the request for hearing must be filed 
with the PRRB.  The amount in controversy must be at least $50,000 for any group of providers 
where the matters in controversy involve a common question of fact, law or regulations, or HCFA 
Rulings; 
 

5. Any appeal filed by providers that are under common ownership or control must be 
brought before the PRRB by the providers as a group appeal with respect to any matters involving an 
issue common to the providers and for which the amount in controversy is in the aggregate, $50,000 
or more. 
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E. Inform other entitles that if they are dissatisfied with the determination contained in the 
NPR, they may request a hearing as follows: 
 

1. The request for hearing must be in writing; 
 

2. The request for hearing must be filed with the intermediary within 180 calendar days 
from the date of receipt of the NPR; 
 

3. The amount in controversy must be at least $1,000.  (There is no maximum amount.) 
 

F. Contain information on the requirements the provider or other entity must fulfill in order to 
perfect a request for an intermediary (§2911) or PRRB (§2921) hearing.  (The intermediary may refer 
the provider or other entity to its established hearing procedures.) 
 
The information on the right to hearing, as set forth in items D through F above, should be included 
in all NPRs, even if the intermediary's determination shows that less than $1,000 would be in 
controversy.  It is the responsibility solely of the intermediary hearing officer or the PRRB to 
determine whether the provider or other entity has a right to a hearing, including a determination on 
whether the jurisdictional monetary requirement has been met. 
 
2907. CONTINUATION OF EXISTING SETTLEMENT PRACTICES PRIOR TO AND 

AFTER ISSUANCE OF NOTICE OF AMOUNT OF PROGRAM REIMBURSEMENT 
 
The fact that providers and other entities have a right to a hearing on an intermediary's determination 
does not diminish an intermediary's responsibility under existing program requirements for using its 
customary practices for obtaining agreement or resolving any disagreements that arise before the 
issuance of an NPR.   This responsibility continues regardless of the amount of program payment at 
issue.  Accordingly, prior to the issuance of an NPR, an intermediary will continue to participate in 
the exit conference called for under existing procedures and attempt to resolve any disagreements.  
Similarly, in the case of changes required by an intermediary's desk review of a cost report which 
will not be audited, the intermediary will continue to use the customary procedures for contacting a 
provider or other entity to explain and discuss those changes with a view to reaching agreement.  An 
intermediary must not, however, let these contacts result in an unreasonable delay in issuing the 
NPR.  The provider will have a right to a hearing before the PRRB about any such matter if an 
intermediary's determination is not rendered within 12 months after receipt by the intermediary of the 
perfected (final) or amended cost report.  (See §2905.1 for limitations.)  This right applies also to any 
group of providers where the aggregate amount of requested program payment is at least $50,000. 
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After the NPR has been issued to a provider or other entity, the intermediary may continue efforts to 
seek a resolution of any disagreement.  However, discussions subsequent to the issuance of the NPR 
will not justify a finding of good cause for a late filing of a request for hearing by a provider or other 
entity (See §2911.2.)  Once the provider or other entity has filed a request for intermediary hearing, 
however, contacts between the intermediary and the provider or other entity for purposes of reaching 
agreement may continue only if the hearing office is informed of, and has approved such discussions. 
 
When the provider files a request for Board hearing, the intermediary's role is different from that in 
an intermediary hearing (See §2921.3.)  Upon notification by the PRRB that a request for Board 
hearing has been filed, the intermediary must review promptly the materials filed by the provider and 
review its own record which formed the basis for its determination, expeditiously attempt to resolve 
as many points in controversy as possible, stipulating these in writing, and forward to the Board the 
results of its discussions with the provider. 
 
2908. EFFECT OF DETERMINATION AND NOTICE OF AMOUNT OF PROGRAM 

REIMBURSEMENT 
 
The intermediary's determination contained in an NPR (see §2906) is final and binding unless a 
timely request for hearing is filed with the intermediary or the PRRB (providers only) and a decision 
is rendered, or unless one of the provisions for reopening in §2931.1 is exercised.  Therefore, the 
intermediary's NPR is the base determination for appealing either to the intermediary for an 
intermediary hearing or to the Board (providers only) for a Board hearing, depending on the 
jurisdictional amounts . 
 
 Notice of Base Period Costs/Target Amount 
 
2909. ISSUANCE OF NOTICE OF BASE PERIOD COSTS/TARGET AMOUNT 
 
Upon determination of the base period costs and target amount relative to prospective payment (see 
§2801ff) the intermediary sends the hospital a written notice setting forth the amounts arrived at in 
its determination.  The notice should be issued within the time frames set forth in §2802.D.  This 
notice should not be combined with the NPR issued for the settlement of the base year cost report.  
 
NOTE: An intermediary's written notice of base period costs/target amount (§2909.1) is neither an 

intermediary determination (§2905) nor a Notice of Amount of Program Reimbursement 
(NPR) (§2906) for purposes of the appeals process set out in this chapter. Accordingly, 
matters at issue in a notice of base period costs/target amount may not be appealed until 
such time as the hospital seeking appeal has received its NPR for the cost reporting period 
involved. 

 
2909.1 Content of Notice of Base Period Costs/Target Amount.--As a minimum, the notice of 
base period costs/target amount sent to a hospital or other entity will contain the legend "Notice of 
Base Period Costs and Target Amount for Cost Report Period                     for (Name of provider or 
other entity)" and will include: 
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A. Total base period costs and number of discharges used in the computation; 
 

B. The hospital-specific portion of the target amount adjusted for case mix and inflation; 
 

C. The hospital's case mix index; 
 

D. The inflation factor used to develop the target rate, adjusted for budget neutrality; 
 

E. A statement summarizing intermediary changes to either the cost report or HCFA form 
1008 (or both) affecting the target amount computation; 

 
F. A completed copy of HCFA form 1007; 

 
G. Information concerning the hospital's right to an informal reconsideration and notice that 

the reconsideration must be requested in writing within 3 weeks after the date of the 
intermediary's notice; 

 
H. A statement indicating that, except in the following situations, the adjusted base period 

costs used to calculate the hospital's target amount are final and not subject to any change 
after the beginning of the hospital's first fiscal year under the prospective payment system: 
(1) Hospitals which become subject to the prospective payment system on or after October 
1, 1983, and before November 16, 1983,  may file a written request prior to November 16, 
1983,  to have their intermediary recompute their base period costs to take into account 
corrections in their previous submissions to the intermediary related to changes made by 
the prospective payment legislation for purposes of determining base period costs. The 
intermediary will have 30 days to advise the hospital of its decision to adjust the target 
amount.  If the target amount is adjusted it will be reflected in payments retroactive to the 
beginning of the period. (2) Changes will be permitted to correct mathematical or 
computational errors. The hospital has 90 days from the date of the intermediary's notice to 
inform the intermediary in writing of such errors.  The intermediary, within 30 days of 
receipt of the hospital's  report of an error, will either make an appropriate adjustment or 
notify the hospital that no adjustment is warranted. (3) Where allowable base year costs 
are increased as a result of a reopening and revision, a prehearing order or finding, or an 
intermediary hearing officer, Provider Reimbursement Review Board, Administrator or 
HCFA review, or judicial decision that resolved a matter at issue in the hospital's base year 
NPR, the adjusted base period costs used to compute the hospital's target amount will be 
revised.  The revision will be applied prospectively only; that is, it will be applied only for 
cost reporting periods beginning on or after the date on which the issue is resolved.  (4) 
Where it is determined, by criminal conviction or imposition of a civil money penalty or 
assessment, that a hospital's base year costs included costs which were unlawfully claimed; 
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I. Appropriate references to law, regulations, HCFA rulings or program policies and 
procedures. 

 
 Intermediary Hearing 
 
2910. PROVIDERS AND OTHER ENTITY"S RIGHT TO INTERMEDIARY HEARING 
 
Any provider or other entity dissatisfied with the intermediary's determination for cost reporting 
periods ending December 31, 1971, or later, as set out in an NPR may request and obtain a hearing 
before a hearing officer or panel of hearing officers designated by the intermediary if the amount of 
program payment in controversy with respect to matters for which the provider (entity) has a right to 
review by the hearing authority  is at least $l,000.  For a provider disputing a determination involving 
cost reporting periods ending on or after June 30, 1973, the amount in controversy for purposes of 
obtaining an intermediary hearing must be at least $l,000, but less than $10,000.  Where the dispute 
involves $10,000 or more, jurisdiction lies with the PRRB.  (See §§2920-2928.) Other entities may 
request only an intermediary hearing, but in such cases there is no maximum limit on the amount 
involved.  A provider or other entity's request for hearing must be filed in the manner and within the 
period of time set out in §2911. 
 
2911. REQUEST FOR INTERMEDIARY HEARING. 
 
A provider's or other entity's request for an intermediary hearing must meet the following 
requirements: 
 

A. It must be received by the intermediary, be in writing, and be signed by a responsible 
official or employee of the provider or other entity or by a duly authorized representative of the 
provider or other entity; 
 

B. It must be filed with the intermediary no later than the 180th calendar day following the 
date of the provider's or other entity's receipt of the NPR; and 
 

C. It must identify the specific individual items in the intermediary determination with which 
it disagrees, give the reasons the provider or other entity believes these are incorrect, identify the 
amount in controversy for each item and provide a calculation of that amount, and may include any 
materials it believes will support its position.  (This does not preclude the submission of additional 
material later.)  See § 2918, Exhibit 1, for model format of a request for hearing. 
 
2911.1  Late Filing of Request for Hearing.-- A request for hearing delinquently filed with the 
intermediary will ordinarily be dismissed by the hearing officer (§2914.4). However, where the 
provider or other entity submits an explanation with its request justifying or displaying good cause 
for late filing, and the reasons are found acceptable by the hearing officer, the hearing officer may 
extend the 180 calendar day period set out in §2911.  The time limit may not be extended, however, 
where the request is submitted more than 3 years after the date the NPR is received by the provider 
or other entity. 
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A. Good Cause Not Established.--Where a provider or other entity files a request for a hearing on 
an NPR after the 180th calendar day limit in § 2911, the hearing officer designated by the 
intermediary will dismiss the request (§2914.4.C.2.), unless it is determined that the provider or other 
entity has demonstrated good cause for the late filing. 
 
B. Notice--Good Cause Established.-- Where the hearing officer finds good cause has been 
established for the late filing, the provider or other entity will be advised that the reasons for late 
filing have been found acceptable.  Ordinarily, the notice of acceptance may be included with the 
notice of hearing or prehearing conference.  It may also be included in a notice of dismissal where, 
after accepting the reasons for late filing, the hearing officer dismisses the request for other reasons.  
(See § 2914.) 
 
2911.2
 Intermediary Action on Request for Hearing.--On receipt of a provider's or other entity's request 
for a hearing (including a request for hearing that is not filed timely, see § 2911.1), one copy will be 
forwarded to the HCFA RO serving the provider's or other entity's address. Then the request will be 
acknowledged and a copy of the acknowledgement made a part of the hearing file.  Promptly 
assemble the hearing file for subsequent transfer to the hearing officer for further disposition. 
 
The file transferred should be complete, i.e., contain all the evidence used in making the 
determination.  Failure to transmit a complete file will compromise the hearing officer's ability to 
make an independent reexamination of the determination and issues in dispute. 
 
Include in the hearing file the provider's or other entity's cost report, related audit reports, desk 
review determinations, the NPR, related correspondence with the provider or entity, and related 
payment records maintained and considered by the intermediary in connection with its determination. 
 (Any correspondence relating to the determination or hearing received after the transfer should be 
referred immediately to the hearing officer.) Place a listing of all materials in the hearing file on top 
of the file. 
 
2912.   PARTIES TO THE INTERMEDIARY HEARING. 
 
The parties to the hearing are the provider or other entity, and any other person who makes a 
showing that his rights may be prejudiced by the decision to be rendered at the hearing (for example, 
a related cost organization, or the parent corporation of a chain provider organization).  In addition, 
any other person may be made a party to the hearing if the hearing officer determines that such 
person's rights may also be prejudiced by the decision.  Such person may include a widow or 
widower or representative for a decedent party's estate, or a successor provider if the determination 
which is the subject of the hearing is material to a contract of sale or otherwise prejudices the 
successor provider's rights. 
 
Neither the intermediary, including its audit subcontractors, nor HCFA, whether or not appearing at 
the hearing as witnesses or observers, may be made a party to the hearing. 
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2912.1  Appointment and Authority of a Party's Representative.--A provider, other entity, or other 
party may appear and present its case in person or with an attorney or other representative of its 
choice.  The right of representation includes the right to be accompanied, advised, and represented by 
that person during the entire hearing process. A provider, other entity, or other party may appoint any 
individual to act as its representative at the hearing conducted in accordance with the provisions of 
this chapter unless that individual is disqualified or suspended from acting as a representative in 
proceedings before DHHS or unless otherwise prohibited by any law (such as may apply to an officer 
or employee of the United States). 
 
Any officer or employee of an intermediary or carrier or of a subcontractor of an intermediary or 
carrier responsible for directing or making program payment determinations for such intermediary or 
carrier will be deemed disqualified from acting as a representative of a provider, other entity, or other 
party at a hearing.  In addition, an intermediary's subcontractor audit firm may be precluded by its 
contract with the intermediary from assisting any provider or other entity in the resolution of any 
dispute between the provider or entity and the intermediary or HCFA arising as a result of any 
Medicare audit of the provider or other entity performed by the audit firm under its contract with the 
intermediary. 
 
A provider, other entity, or other party is to notify the hearing officer in writing either in the request 
for hearing, or as soon thereafter as possible before the hearing begins, of the name and address of its 
attorney or other representative so that all hearing notices and correspondence may be sent to the 
representative expeditiously. 
 
A duly authorized and qualified representative may accept, make, or give on behalf of the party 
represented, any request or notice in connection with the hearing, or any other proceeding related to 
the hearing or which is otherwise before the intermediary.  A representative has the right to present 
evidence and allegations as to facts and law, to examine or cross-examine witnesses in any 
proceeding affecting the party represented, and to obtain information with respect to a request for 
hearing made in accordance with the provisions of this chapter and take any other actions to the same 
extent as the party represented.  Notices of any action, determination, or decision, or request for the 
production of evidence with respect to any such proceeding which would ordinarily be sent to a 
provider (entity), or other party appearing without representation will be sent to the representative 
and when sent will have the same force and effect as if it had been sent to such party. 
 
After a party has given notice that it will be represented by an attorney or other representative, 
contacts with the party in connection with the request for hearing, whether written, by telephone, or 
in person, should be through or with the permission of, the representative, except that the original of 
any notice of a determination of an intermediary or decision of a hearing officer(s) will be sent to the 
provider (entity) or other party at its last known address, with a copy to the representative. 
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An organization, as such, cannot qualify as a party's representative.  Where the intermediary is on 
notice that an organization is representing a party, the intermediary or hearing officer will notify the 
organization and party that only an individual is qualified to do so.  A party may, however, appoint a 
qualified individual or individuals within an organization to serve as its representative. 
 
 
2913. SELECTION OF HEARING OFFICER. 
 
There are certain conditions and considerations which apply to an intermediary's selection of 
personnel to act as hearing officers, either sitting alone or on a panel; to the composition of the panel; 
and to the location most convenient to the provider (entity) and the intermediary. 
 

A. Impartiality of Hearing Officers.--The hearing will be conducted by a hearing officer or 
panel of hearing officers as designated by the intermediary in its published procedures.  To assure the 
provider (entity) an impartial hearing, the hearing officer or officers must not have had any 
involvement in the intermediary determination on which the hearing has been requested.  
Furthermore, a hearing officer is not to have advised or given consultation on the determination in 
controversy, and any question as to impartiality which might require disqualification (see § 2913.2) 
should be resolved at the earliest moment.  Subject to these conditions, an intermediary may choose 
any qualified individual, whether within its employ or outside, to serve as a hearing officer. 
 

B. Composition of Panel.--If the intermediary chooses to have the hearing held by a panel of 
hearing officers, the panel designated will consist of an odd number, but not more than five 
members.  If an intermediary believes an exception to this rule may be warranted in a particular case, 
it refers  its request for an exception and the reasons therefore to the HCFA RO.  In the case of a 
five-member panel, three will be appointed from the intermediary's pool of qualified hearing officers, 
and the remaining two members of the panel will be selected from representatives nominated by 
nationally recognized associations of providers or their State affiliates previously designated by the 
intermediary for this purpose.  On a three-member panel, two will be selected from the intermediary's 
hearing officer pool, and the remaining member will be selected from provider association 
representatives.  The intermediary will offer the provider (entity) an opportunity to name the 
association from among those previously designated by the intermediary from which the 
intermediary will invite a representative to serve as a hearing officer on the panel.  The panel itself 
will select one of the hearing officers to be chairperson of the panel and, as such, that person will be 
responsible for the conduct of the hearing.  Until a panel is convened, one of the intermediary's 
hearing officers who will be part of that panel should act as the chairperson.  The panel shall render a 
decision by majority vote, keeping a record of each hearing officer's vote and of the reasoning of the 
dissenting minority on the issue(s) in controversy before the panel. 
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C. Place of Hearing and Use of Panel.--A provider's or other entity's right to a hearing implies 
a fair opportunity to appear (see § 2912) at the hearing.  To the extent that the place set for the 
hearing would require the provider or other party to travel extremely long distances to make that 
appearance, that right is diminished and is not adequately compensated for by the alternative of a 
hearing on the record.  In determining whether and when to use a panel as against a single hearing 
officer, intermediaries use their judgment with the objective of affording a provider (entity) a fair 
hearing in the least expensive way. 
 
An intermediary which chooses to hold hearings at both its main office and local offices in 
accordance with the above conditions shall make this known in its hearing procedures sent to 
providers and other entities with an invitation to express their preferences.  The final determination 
on the use of a panel at various locations is made by the intermediary in accordance with its 
established procedures. 
 

D. Establishment of Joint Intermediary Panel of Hearing Officers.--Intermediaries may wish 
to join together to establish a joint panel or panels of hearing officers which would sit as the common 
and central hearings arm of such intermediaries.  This joint panel might hear all disputes on the cost 
report determinations of any of such intermediaries. Intermediaries interested in establishing such a 
joint panel should submit a proposal to the regional office(s) serving the intermediaries' home 
offices. 
 
2913.1  Qualifications of Hearing Officer.--All individuals selected to serve either alone or on a 
panel as hearing officers should be knowledgeable in the field of health care payment. Hearing 
officers selected from intermediary personnel should have a thorough knowledge of the Medicare 
program and regulations and should be familiar with formal administrative hearings and appeals 
procedures. 
 
2913.2  Disqualification of Hearing Officer.--It can be expected that situations will arise where a 
provider (entity) will object to the hearing officer selected to hear its appeal.  The rationale, notice 
procedures, and intermediary responsibility with respect to disqualification of a hearing officer are 
set out below. 
 

A. Rationale for Disqualification.--A hearing officer is not to conduct a hearing in any case in 
which (1) he is prejudiced or partial with respect to any party, or (2) he has any financial or other 
conflict of interest in the matter to be heard, or (3) a valid objection to his appointment has been 
made by a party to the hearing.  A party is to give notice to the hearing officer in writing of such 
objection at the earliest opportunity. After considering any objection and advising the intermediary, 
the hearing officer will either proceed with the hearing or withdraw.  The controlling  principle 
governing a hearing officer's decision to be disqualified and withdraw is whether he can give the 
provider (entity) a fair hearing.  The hearing officer withdraws only if he believes there are 
circumstances which would prevent him from conducting the hearing or rendering the decision in an 
impartial or objective manner.  A hearing officer does not withdraw solely on the basis of a 
provider's (entity's) objection.  The fact that a hearing officer is an 
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employee of the intermediary is not a cause for disqualification.  Neither would a hearing officer's 
previous participation in a factually similar case, or his participation in a previous hearing decision 
(in a different matter) adverse to the provider (entity), normally be disqualifying. 
 
If a hearing officer withdraws of his own volition prior to setting the case for hearing, no notice to 
the parties of such withdrawal is necessary, since they will not be aware of this action.  When a panel 
hearing officer or a single hearing officer is disqualified as a result of a party's objection, the 
chairperson of the panel or the hearing officer will inform all parties of his withdrawal from the case 
and that in due course he will be replaced on the panel or the case will be heard by another hearing 
officer.  If a notice of hearing has been issued prior to withdrawal, the panel or the single hearing 
officer will notify all parties of the action by letter, inform them that the date set for the hearing has 
been cancelled (if cancellation is necessary) and that they will receive an amended notice of hearing 
from the panel, or in the case of a hearing by a single hearing officer, from the hearing officer to 
whom the case will be reassigned.  If the motion for withdrawal and actual withdrawal occur at the 
hearing, the oral statements made part of the record will be sufficient. 
 
If after considering a party's prehearing protest, the hearing officer concludes he should hear and 
decide the case, the protesting party will be advised in writing of the reasons.  A copy of this action 
is sent to any other party when appropriate.  If a ruling not to withdraw is made during the hearing, a 
statement for inclusion in the record will be sufficient.  If the hearing officer does not withdraw, the 
objecting party may, after the hearing, present relevant objections to an executive official of the 
intermediary, who is to rule on the objection. 
 
If the hearing officer is related to or personally well acquainted with the provider (entity), this would 
be cause for disqualification.  Mere acquaintance with a party,  witness, or representative, however, 
either personally or professionally, is not sufficient basis for disqualification. 
 
If a hearing officer withdraws, the intermediary will as expeditiously as possible designate another 
hearing officer to conduct the hearing or participate on the panel.  If the hearing officer does not 
withdraw, the hearing record is annotated and the objecting party notified.  Further guidance as to the 
appropriateness of the disqualification may be requested from the RO. 
 

B. Notices and Actions Regarding Disqualification.--A  party to a hearing need not make a 
formal motion for disqualification of a hearing officer.  He may indicate dissatisfaction by alleging 
that a hearing officer is biased or make a similar allegation, as opposed to comments on the merits of 
the case.  However, the record should be made clear that the party has, in effect, suggested 
disqualification of the hearing officer.  The record should also show the challenged hearing officer's 
disposition of the allegation. When the hearing officer does disqualify himself from acting in a case 
(whether on his own volition or upon objection of a party), a statement setting forth the reasons 
therefore should be placed in the file. 
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In the opening statement at the hearing (see § 2915.1), the hearing officer mentions, as part of the 
procedural history of the case, the filing of a prehearing protest and the conclusion not to withdraw 
without repeating the reasons for the conclusion.  Similarly, a hearing officer to whom the case has 
been reassigned after withdrawal of another hearing officer, when the party is aware of the 
withdrawal, mentions  the matter without giving reasons for the withdrawal. 
 
2914. RESPONSIBILITY OF HEARING OFFICER. 
 
2914.1  Determination of Amount in Controversy (42 CFR § 405.1839).--When a provider (entity) 
submits a timely request for a hearing (or a late filed request for hearing and the hearing officer has 
accepted the reasons for late filing) which asserts a certain amount of money to be in controversy, the 
 determination of whether that amount is in controversy will be made solely by the intermediary 
hearing officer, even though the NPR indicates that the jurisdictional monetary limitations have not 
been met.  (See § 2910 for jurisdictional amounts.)  Where (for providers only) the request for 
hearing asserts,  or the intermediary hearing officer determines,  that the amount in controversy is 
$10,000 or more,  the intermediary hearing officer will transfer, without prejudice, the provider's 
request to the PRRB where the issue may be properly heard.  Where the matter is transferred to the 
Board by the intermediary hearing officer, notice shall be given to the provider with a copy to the 
intermediary, and to the HCFA RO serving the provider. Where there is difficulty in determining 
whether the $l,000 requirement has been met precisely, but the amount in controversy appears to be 
close to $l,000, any doubt will be resolved in favor of the provider (entity). 
 
The hearing officer will dismiss the request for hearing (see § 2914.4) without holding a hearing or 
prehearing conference if that request clearly shows that less than $l,000 is in controversy.  If a 
prehearing conference or hearing is held and the hearing officer finds that the amount in controversy 
at the time the request for hearing was filed was less than $1,000, the request will be dismissed and 
no decision will be made on any of the substantive issues raised in the request. 
 
2914.2  Prehearing Preparation and Procedures.--Proper conduct of the hearing requires adequate 
prehearing preparation.  To determine whether a provider (entity) is entitled to a hearing, or to 
prepare for the hearing once it is determined that the provider (entity) is so entitled, the hearing 
officer studies the issues thoroughly, reviews  the evidence for its adequacy as proof concerning the 
issues in dispute and, when a hearing is to be held, selects  the pertinent evidence submitted by the 
intermediary and the provider (entity) to be used as exhibits in the hearing record.  (See § 2915.4.)  
If, after  reviewing the file, some points are unclear, or evidence bearing upon an issue is missing, or 
contentions being advanced by the provider (entity) appear not to have been dealt with adequately by 
the intermediary, the hearing officer may request that additional evidence be submitted in writing.  
Submission of the requested information will be required within a 10 day period following receipt of 
the request.  Where the provider (entity) experiences difficulty in complying with the hearing 
officer's request, it should immediately contact the hearing officer for an extension of time.  If the 
provider (entity) fails to submit requested information,  the hearing officer may dismiss the request 
for hearing as provided in §2914.4B.  For these and other purposes, the hearing officer may also 
convene a prehearing conference, calling together the parties and the intermediary. 
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A. Prehearing Conference.--The purpose of the conference, the role of intermediary and 
HCFA representatives, and other requirements for a prehearing conference are covered in the 
following paragraphs. 
 

l. Purpose.--At any time after a request for a hearing has been received, but prior to the 
time of the hearing (see § 2914.3),  the hearing officer may, at his or her discretion, call a prehearing 
conference for the purpose of (a) simplifying, modifying, or more clearly delineating, or reducing the 
number of issues in dispute, (b) identifying the evidence and witnesses to be presented at the hearing, 
(c) resolving if possible any provider or other entity objections to the evidence proposed for inclusion 
in the hearing record, (d) reaching agreement on what additional evidence is to be furnished by the 
intermediary or provider, or entity, if any, (e) considering the advisability of referring an issue for 
audit to obtain additional evidence thereon, and (f) considering any other matters the hearing officer 
believes may aid in the disposition of the request for hearing, and obtaining agreements as to facts 
and issues accordingly. 
 

2. Time and Place of Prehearing Conference.--The hearing officer will fix a time and 
place for the prehearing conference, and will mail notice thereof to the intermediary and provider 
(entity) and other parties not less than 10 days prior to the conference date.  The notice will state the 
purpose of the prehearing conference and the issues to be resolved, stipulated to, or excluded.  If the 
parties or the intermediary have information which will involve additional issues for consideration at 
the prehearing conference, other than those set forth in the provider's (entity's) request for hearing, 
timely notice of such information should be given to the hearing officer and the other participants 
prior to the conference.  The hearing officer may also raise any additional issues by including them in 
the notice of the prehearing conference or during the conference. 
 

3. Conduct of Prehearing Conference.--The prehearing conference will be open to the 
representatives of the provider (entity) or other party, and at the discretion of the hearing officer, to 
the intermediary and to such other persons as the hearing officer deems necessary or proper.  The 
hearing officer may accept the agreement of the intermediary and provider (entity) as to those facts 
which are not in controversy and as to questions which have been resolved favorable to the provider 
(entity) subsequent to the determination in dispute.  After the participants in the conference have had 
full opportunity to consider all the issues introduced at the conference, the hearing officer may accept 
the agreement of the intermediary and provider (entity) as to the remaining issues to be resolved.  
The intermediary and provider (entity) may be requested to indicate that witnesses will be present to 
testify at the hearing, the qualification of such witnesses, and the nature of other evidence to be 
submitted.  This would not preclude the introduction of additional witnesses at the hearing. 
 
In order to achieve its purpose, the prehearing conference will be conducted with less formality than 
the hearing.  Although the hearing officer will control the discussion so that it accomplishes  its  
purpose of finding  areas of agreement between the intermediary 
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and provider (entity), and will record such agreements, the hearing officer will allow any participant 
who has been invited to participate in questioning any other participant. 
 

4. Record of and Finding on the Prehearing Conference.--A record will be made of all 
agreements as to facts and figures entered into at the prehearing conference. The hearing officer will 
issue a proposed finding on the prehearing conference setting forth the results of the conference and 
including the agreements made by the intermediary and provider (entity) as to facts or issues no 
longer in dispute and as to the matters remaining to be considered at the hearing.  Copies of the 
proposed finding will be sent to the intermediary and provider (entity).  They will be granted 10 days 
in which to file their objections to the proposed finding with the hearing officer who will then take 
such action as deemed necessary to reflect such objections in the findings on the prehearing 
conference. 
 
As a result of a prehearing conference, the provider (entity) may decide to withdraw its request for 
hearing, or the intermediary and provider (entity) may come to agreement on the issues to the extent 
that the determination is no longer in dispute.  In that event, the hearing officer will advise the 
provider (entity) that it may withdraw its request for hearing. 
 

5. Effect of Prehearing Conference.--The findings containing the above agreements as to 
facts no longer in dispute, and issues remaining to be resolved, will be binding on the intermediary 
and provider (entity) or other party unless,  in the judgement of the hearing officer,  facts are 
presented which would make the agreements inapplicable.  The fact that agreement is reached on 
issues, resulting in less than $1,000 remaining in controversy will not be cause for dismissal of the 
hearing. 
 

B. Prehearing Discovery.--The hearing officer will afford each party to the hearing or its 
representatives the opportunity to examine all the evidence which was used by the intermediary in 
making the determination.  Such inspection shall be permitted before the hearing to permit 
preparation of the case and at any time during the hearing to permit the proper conduct of the 
hearing.  Inspection also shall be permitted of all other documents which are intended to be 
introduced into evidence.  To that end, prehearing discovery, i.e., discovery and production of 
documents and things for inspection and copying, but not including depositions or interrogatories, 
will be permitted upon timely request of the provider (entity) or its representative.  To be considered 
timely such request must be made before the hearing begins. 
 
The hearing officer will in the notice of hearing or prehearing conference refer the provider (entity) 
to the right of prehearing discovery and advise that such discovery will ordinarily be made available 
at the place (main or local office of the intermediary) where the hearing will be held, or the place 
where the prehearing conference will be held, and at some reasonable time (not less than 3 days) 
prior to the date of the hearing to allow the provider (entity) time for effective preparation of its case. 
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The arrangements for inspection or copying of the record by the provider (entity) or other party or its 
representatives shall provide that such inspection be under the immediate supervision of the hearing 
officer or a delegate. 
 
2914.3  Notice of Time and Place for Hearing.--The hearing officer will provide written notice of 
the time and place set for the hearing to: 
 

A. The provider (entity) or to the representative who requested the hearing on its behalf, 
 

B. Any other proper party to the hearing, 
 

C. The intermediary for the purpose of requesting it to provide representatives to appear 
as witnesses, 
 
     D.  Any other witnesses who are to appear at the request of the hearing officer, and 
 

E. The appropriate HCFA RO for informational purposes. 
 
The hearing will be scheduled and notice thereof will be given as promptly as possible after receipt 
of the request for hearing.  It will be mailed to provide each party to the hearing as much advance 
notice as possible but not less than 30 days notice. 
 

1. Content of the Notice of Hearing.--The notice is to contain sufficient information 
about the hearing and hearing procedure so that a party can effectively prepare for the hearing.  The 
notice will contain the following information either directly or by reference to the intermediary's 
published procedures: 
 

a. The time and place of the hearing; 
 

b. A statement of the purpose of the hearing, the sections of the statute and 
Medicare regulations which establish authority for the hearing, and  the general and specific issues to 
be resolved at the hearing, 
 

c. The particular procedural rights of a party (such as prehearing discovery, 
right to submit briefs or affidavits in lieu of testimony), and the effect of failure to appear at the 
hearing; 
 

d. The right of the parties to be represented by an attorney or other 
representative and to bring witnesses; 
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e. The need to bring any additional evidence in possession of the party, but not 
previously submitted, if he wishes to submit such evidence on the issues in question; and 
 

f. The need to promptly notify the hearing officer in writing of any objection 
to the time and place fixed for the hearing, together with a statement of the reasons therefore, and the 
party's suggestion for a new time and place. 
 
If a provider (entity) has waived the right to appear in person or by representative (§2914.5) and 
requested a hearing on the written evidence or record and the hearing officer finds the request 
acceptable, no notice of hearing need be issued.  In such case, a simple acknowledgement of the 
hearing request would suffice. 
 

2. Place of Hearing.--If an intermediary has decided to hold hearings at both its 
main and local offices in accordance with the conditions in § 2913C and has notified providers 
(entities) accordingly, then the place of hearing should be held at the office requested by the provider 
(entity). 
 

3. Change of Time and Place for Hearing.--The hearing officer may change the 
time and place for the hearing either on his own motion, or at the request of a party for good cause.  
The hearing officer may adjourn or postpone the hearing, or may reopen the hearing record for the 
receipt of additional evidence (see §§ 2915.2 and 2615.5) at any time prior to the mailing of notice to 
a party of the decision.  Reasonable notice shall be given to a party of any change in the time or place 
of hearing or of an adjournment or of a reopening of the record of a hearing.  (See §2918, Exhibit 2 
for model format of "Notice of Hearing.") 
 
2914.4  Notice of Dismissal of Request for Hearing.--There are a number of situations which will 
require the hearing officer to dismiss a request for a hearing.  The dismissal of a request for hearing 
shall be final and binding on a party unless cancelled  by the hearing officer (see paragraph D below) 
or, in the case of denied jurisdiction (see paragraph C below) the dismissal is reviewed by HCFA 
(§2917). The dismissal notices called for in this section shall be in writing and will provide the 
appropriate rationale to explain the basis of the dismissal. 
 

A. By Application of Provider (entity).--The hearing officer may dismiss a request for hearing 
at any time prior to the mailing of the notice of decision where a provider (entity), withdraws its 
request for hearing.  A provider (entity) may request a dismissal or withdraw its request for hearing 
by giving written notice to the hearing officer, or the intermediary, or by oral or written request at the 
hearing or a prehearing conference. 
 

B. Dismissal by Abandonment of Provider (entity).--The hearing officer may dismiss a 
request for hearing upon its abandonment by the provider (entity) who filed the request.  For 
example, a request for hearing may be deemed abandoned if the provider (entity) or its representative 
or other proper official of the provider (entity) fails to submit requested information within the 
period of time directed by the hearing officer or 
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does not appear at the prehearing conference or hearing, as scheduled, and offers no justification for 
its failure. 
 
(The hearing officer may consider using this provision to curtail unreasonable delaying tactics by the 
provider (entity), e.g., one or more requests for postponement of a hearing without good cause.) 
 
Before deeming a request for hearing abandoned, the hearing officer will give written notice to the 
provider (entity) to show cause within 10 days of the date of notice why its request should not be 
dismissed.  If the provider (entity) does not show good cause for failing to submit requested 
information or to appear the request shall be deemed abandoned as of the date of the notice. 
 

C. Dismissal for Cause.--On his own motion, or on the request of the intermediary, the 
hearing officer may dismiss a hearing request under the following circumstances: 
 

1. Previous Hearing.--The intermediary determination in question was the subject of a 
previous hearing where a hearing authority has already rendered a decision on the issue or issues for 
which the hearing is requested. 
 

2. Denied Jurisdiction.--Where the provider (entity) requesting a hearing does not have a 
right to a hearing (e.g., the requirement of $1,000 of program payment in controversy has not been 
met).  (See §2910.)  A decision to dismiss a request for hearing for lack of jurisdiction may be 
reviewed by HCFA.  The hearing officer's notice of dismissal will advise the requesting party of its 
right to review in the manner provided in § 2917D. 
 

D. Cancellation of Dismissal of Request for Hearing.--The hearing officer may cancel a 
dismissal of a request for hearing on his or her own motion or if a provider (entity) files a request for 
cancellation or for withdrawal of the notice of dismissal within 180 calendar days of its receipt of the 
notice of program reimbursement and establishes good cause for the  hearing officer to cancel the 
dismissal.  The hearing officer may not however, cancel a dismissal of a request for hearing that is 
reviewed by HCFA.  (See paragraph C.2 above.) 
 
2914.5  Hearing on Record--Personal Appearance Waived.--In some cases hearing requests may 
be properly processed by a decision on the evidence of record without an oral hearing or an 
appearance by the provider (entity) or other party in person or by a representative.  This procedure 
will ordinarily be followed only in response to a party's written request and then only if the hearing 
officer feels the record will be complete enough to support a sound decision without oral testimony.  
In some cases there may be good reason to proceed with a hearing despite the wishes of a party.  (See 
below.) 
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If the provider (entity) or other party waives its rights to appear before the hearing officer and present 
testimony, it will not be necessary for the hearing officer to give notice of and conduct an oral 
hearing.  A waiver of this right will be made in writing and filed with the hearing officer.  Although a 
waiver of a right to appear in person or by representative may be withdrawn, the scheduling of this 
hearing need not be given priority over hearings already scheduled or of requests for hearings 
received prior to receipt of the withdrawal of the waiver.  Even though a provider (entity) has filed a 
waiver of an oral hearing, the hearing officer may, nevertheless, give notice of a time and place and 
conduct a hearing if he or she believes that personal appearance and testimony of the provider 
(entity) or its representatives, or other persons is needed to clarify the facts in issue, or to develop the 
evidence needed to support a sound decision.  In no case will oral testimony be taken from an 
intermediary witness without the presence of the provider (entity) or other party.  In this situation, 
failure of the provider (entity) to appear as requested will not be cause for a dismissal of the request 
for hearing because of abandonment and the hearing officer will make the decision on the basis of 
the evidence received.  When such a waiver has been filed and no testimony received, the hearing 
officer will make a record of the relevant written evidence, including written statements, cost or audit 
reports, and other documents which were considered in connection with the intermediary's 
determination, and whatever additional relevant and material evidence was submitted by the provider 
(entity) or intermediary for consideration by the hearing officer.  Any additional evidence submitted 
by either the provider (entity) or intermediary will be exchanged between them and each will be 
given a reasonable opportunity to submit statements in rebuttal which also will be exchanged 
between them.  These documents shall constitute all the evidence in the case and the decision will be 
based solely thereon, and such decision will constitute the intermediary hearing authorized by the 
regulations and this chapter. 
 
2914.6  Nature of Hearing.--The intermediary hearing provided by the regulations and the 
implementing instructions in this chapter is non-adversary in nature. 
 
It is a forum for the settlement of a dispute or disagreement which has arisen as a result of one 
person's (provider's or other entity's) dissatisfaction with a decision made by another person 
(intermediary) as to the total amount of program payment determined due for the services furnished 
to Medicare beneficiaries.  However, the interests of these persons are not adverse to each other in 
the same sense as occurs when there is a dispute between two individuals on a private matter. 
 
The purpose of the hearing is not to oppose the provider (entity); it is to ascertain by an independent 
and impartial examination the facts in the case and to make a reasoned judgment on the validity of 
the contentions asserted by the provider (entity). 
 
2914.7  Issues for Determination at Hearing.--The intermediary hearing officer has exclusive 
jurisdiction over provider (entity) payment disputes where the amount in controversy with respect to 
matters for which the provider (entity) has a right to review by the hearing authority is at least $1000 
but less than $10,000 per cost report period. 
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A provider (entity) that requests and has the right to an intermediary hearing may obtain review of 
issues involving the provisions of title XVIII of the Act, implementing regulations, HCFA Rulings or 
program instructions and other authorities that governed the intermediary's actions in determining the 
total amount of program payment due the provider (entity) for a cost reporting period.  The provider 
(entity) may dispute issues arising from the application of the governing authority, as well as issues 
arising from a question concerning the applicability of a governing authority to the provider (entity). 
 
The intermediary hearing officer must guard against the introduction of issues which are beyond the 
scope of review authorized by the regulations.  Where there is doubt as to whether an issue is within 
the intermediary hearing officer's jurisdiction and the problem cannot be resolved from the 
regulations or these instructions, the intermediary hearing officer contacts the HCFA RO for 
assistance. 
 
Although the intermediary hearing officer's authority to review disputes is extensive, the hearing 
officer may not attach jurisdiction to any matter dealing with: 
 

1. A determination which establishes or denies a facility's status as a provider and/or 
establishes the effective date of the provider agreement or termination thereof; 
 

2. Issues as to the validity or invalidity of the provider agreement; 
 

3. A determination that no payment may be made for expenses incurred for items or services 
because they are excluded from coverage under the Medicare program; 
 

4. An interim rate of payment established by the intermediary; 
 

5. A tentative settlement made prior to the issuance of a NPR; 
 

6. The validity or reasonableness of limits, indexes, or geographic classifications established 
by HCFA; 
 

7. The intermediary's authority for recovering provider overpayment by offsetting such 
amounts against (a) monies due the provider (entity) for other cost reporting periods or (b) current 
benefits payable; 
 

8. A determination by the intermediary that a provider's (entity's) cost reports have not been 
prepared in keeping with the provider's (entity's) certification status, e.g., a nursing home fully 
certified as an SNF files cost reports as if it were a distinct part SNF; 
 

9. Issues involving the right to obtain judicial review, where not prescribed by law, or issues 
involving a facility's right to institute court proceedings against the Federal Government where 
governmental or sovereign immunity would be involved; 
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10. A dispute as to the validity of the law, regulations, program instructions, or HCFA 
Rulings; 
 

11. A dispute as to Medicare reimbursement due a provider under an alternative 
reimbursement program, i.e., an approved demonstration project or State reimbursement control 
program, or regional demonstrations; 
 

12. A dispute as to a denial of payments resulting from a determination that a hospital has 
misrepresented admissions, discharge or billing information, or has taken an action that results in the 
unnecessary admission of an individual entitled to Medicare benefits, unnecessary multiple 
admissions of an individual, or other inappropriate medical or other practices with respect to 
beneficiaries or billing for services furnished to beneficiaries; 
 

13. A dispute as to a determination by HCFA to approve or deny a hospital's request for a 
waiver, or a request for the revocation of an approved waiver, of the provider agreement requirement 
that nonphysician inpatient hospital services be furnished by the hospital either directly or under 
arrangements; 
 

14. A dispute as to the determination of the requirement, or the proportional amount, of any 
budget neutrality adjustment in the prospective payment rates for inpatient hospital services; 
 

15. A dispute as to the establishment of diagnosis related groups (DRGs), the methodology for 
 the classification of inpatient discharges within the DRGs, or appropriate weighing factors that 
reflect the relative hospital resources used with respect to discharges within each DRG; 
 

16. A dispute as to the intermediary's modification of a hospital's base year costs, made for 
purposes of determining the hospital-specific rate under the prospective payment system, that is 
based on data, information or arguments not presented to the intermediary at the time of the 
estimation; and 
 

17. A dispute as to errors in the assigned DRG coding of individual patient cases. 
 
2914.8  Authority of Hearing Officer and Limitations.--The hearing officer or panel of hearing 
officers has the authority to affirm, modify, reverse, or otherwise revise, in whole or in part, an 
intermediary's determination contained in a notice of amount of  program reimbursement.  The 
hearing officer acquires jurisdiction of a case when a request for hearing is filed and, therefore, has 
the sole authority to determine the disposition of a request for hearing, whether a right to hearing 
exists and who is or shall be a party to a hearing.  Each request for hearing should be disposed of by 
the hearing officer by formal 
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action, i.e., by dismissal if there is no substantive jurisdiction, or by holding a hearing if there is such 
jurisdiction.  Where the provider (entity) requests a hearing on matters that involve an unaudited cost 
report, the hearing officer has the authority to request the intermediary to perform sufficient audit of 
the cost report to permit a well-documented decision on the issues.  The authority of the hearing 
officer, of course, includes complete responsibility for conduct of the hearing and prehearing 
proceedings. 
 
The description of the scope of the authority in the preceding paragraph is illustrative, not definitive. 
 The hearing officer's authority includes all the functions as specified in the regulations and various 
other sections of this chapter, regardless of any omission from the preceding description. 
 
The hearing officer, however, does not have authority to administer oaths and affirmations, or 
subpoena evidence.  (A recommendation may be made to the HCFA RO that the Regional 
Administrator exercise his subpoena power, but such recommendations are reserved for unusual 
situations.)  Furthermore, in exercising his authority and in rendering a decision, the hearing officer 
must comply with the provisions of title XVIII of the Act, regulations  which implement that title, 
and HCFA Rulings and general instructions.  For example, the hearing officer cannot reverse a 
determination of the intermediary or a regulation of general instruction on the grounds of its 
unconstitutionality, or because it is inconsistent with IRS rulings; further, neither HCFA nor the 
intermediary can be made a party to the hearing.  Where there is a question on the applicability of a 
particular provision in the law or in regulations or a particular HCFA Ruling or general instruction 
issued by HCFA, the hearing officer may ask for advice from the appropriate individual in the 
intermediary.  Such request and response must be in writing, copies of which must be sent to the 
parties with an opportunity to submit a statement on the substance of the matter involved.  (See 
§2915.4.) 
 
2914.9  Hearing Officer Jurisdiction:  Chain Providers.-- 
 

A. Single Intermediary Serves All Providers.--When one intermediary serves all providers in a 
chain organization, that intermediary's hearing officer or panel will conduct any hearings requested 
by those providers.  When an issue is raised relating to home office costs or any other matter 
affecting all or some of the providers in the chain organization, the hearing officer will make all of 
the providers that are affected by the issue parties to the hearing. 
 

B. Several Intermediaries Serve Chain Providers.--The hearing officer or panel of the 
intermediary designated to conduct the audit of home office costs will have jurisdiction of any 
hearing requested by a chain organization provider when the matter in dispute relates to home office 
costs or any other matter affecting all or some of the common cost.  This procedure applies even 
though the provider which initiates the hearing is not served by the intermediary which conducted the 
audit of the home office.  The 
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hearing officer will make all of the providers that are affected by the issue parties to the hearing.  If 
the provider is disputing matters involving home office costs, as well as issues relating to only that 
provider, the issue of home office costs will be the controlling factor as to jurisdiction.  The decision 
of the hearing officer will be binding on any other intermediary(ies) serving providers in the chain.  
Copies of the hearing decision will be sent to all parties and other intermediaries at the same time. 
 
However, where any provider in the chain meets the conditions prerequisite to a hearing before the 
Provider Reimbursement Review Board (see § 2920), the provider may appeal only to the Board. 
 
Any questions regarding jurisdiction in such cases should be referred to the HCFA RO serving the 
intermediary which conducted the audit of home office costs. 
 
2915. INTERMEDIARY HEARING PROCEDURES. 
 
The points made in this section about the conduct of the intermediary hearing and the hearing 
procedures stem from a recognition that a hearing must meet two objectives to be effective.  The first 
is to provide the parties a hearing which safeguards individual rights and adheres to standards of 
fairness; and the second is to create a complete, clear, and accurate record upon which to base the 
decision. 
 
To accomplish the first objective, the parties are provided an opportunity to appear at the hearing in 
person or by representative and to examine any and all evidence upon which the hearing officer's 
decision will be based and to comment on, object to, or rebut all such evidence. 
 
The right of rebuttal of evidence adverse to one's cause is fundamental to a fair hearing. The right of 
confrontation and cross-examination is also basic especially as regards expert opinion evidence.  If a 
situation arises, however, where cross-examination with respect to a report or other evidence offered 
in written form is not possible, whether or not such evidence is "expert opinion" evidence, the 
hearing officer is not deterred from using such evidence to reach a decision if it is relevant, material 
and of probative value.  The hearing officer is explicitly given authority to disregard the rules of 
evidence applicable to court procedure (see § 2915.2 and 42 CFR §405.1823 of the regulations) and 
is to consider the use of such evidence proper so long as it is of probative value and the provider 
(entity) or other party has been given the opportunity to refute it. 
 
As to the second objective, the hearing officer will not have created a proper record unless all parties 
and the intermediary have testified or had the opportunity to testify to the facts within their 
knowledge and have produced evidence reasonably within their control, or after having their 
attention specifically called to the pertinence of such testimony or evidence, have failed to avail 
themselves of the opportunity to produce it. Nor will the record be complete if the hearing officer 
believes that "relevant and 
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material" evidence is available and fails to make reasonable efforts to secure it, especially if it 
appears that such evidence is not reasonably within the control of the provider (entity) to produce.  
Since the hearing is non-adversary in nature, the hearing officer has the primary responsibility for 
creating the record on which the decision will be based.  Finally, the hearing officer informs  the 
provider (entity) or other party that it may, but is not required to, enter in the record its contentions 
and proposed findings of fact and conclusions of law on the issues in dispute.  (See § 2915.1I below 
on closing the hearing.) 
 
2915.1 Conduct of Hearing.--The text of 42 CFR §405.1819, which covers this topic,  is quoted here 
for convenience and as a point of reference to the amplifying paragraphs set out below: 
 

"The hearing shall be open to all parties thereto (see §405.1815) and to representatives of the 
intermediary and of the Health Care Financing Administration (see §405.1815).  The hearing 
officer(s) shall inquire fully into all of the matters at issue and shall receive into evidence the 
testimony and any documents which are relevant and material to such matters.  If the hearing 
officer(s) believe that there is relevant and material evidence available which has not been 
presented at the hearing, he (they) may at any time prior to the mailing of notice of the decision, 
reopen the hearing record for the receipt of such evidence.  The order in which the evidence and 
the allegations shall be presented and the conduct of the hearing shall be at the discretion of the 
hearing officer(s)." 

 
A. Admission to a Hearing.--Wherever possible, hearings are held on intermediary-provider 

property, in suitable surroundings.  Admission to a hearing as well as the conduct of the hearing will 
be at the discretion of the hearing officer. Accordingly, the hearing will be open to the provider 
(entity), its representatives, intermediary representatives (including observers) and representatives 
(including observers) of HCFA, and to such other persons as the hearing officer deems appropriate to 
the orderly and efficient conduct of the hearing. 
 

B. Role of the Hearing Officer--Control.--It is the responsibility of the hearing officer (the 
chairperson, in the case of a panel) to conduct the hearing in such order and manner with such 
methods of proof and interrogation as he deems best suited to ascertain the substantial rights of the 
parties, according all parties full opportunity to present such testimony,  and to introduce such 
evidence as may be pertinent to the issues involved. 
 
Persons should be made to feel at ease in making statements or giving testimony, being allowed to 
speak freely without unnecessary interruption, but they are required to adhere to the issues.  The 
hearing officer should so conduct the hearing as to give a clear impression that it is an informal and 
searching inquiry into the fact of the case. 
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In addition, the hearing officer in ruling upon the admissibility of evidence, excludes irrelevant, 
immaterial, or unduly repetitious evidence.  (See § 2915.2.) 
 
Beyond efforts to gather necessary information from the intermediary or parties, and the conduct of 
any prehearing conference, the hearing officer does not discuss the case with parties or their 
representatives prior to the commencement of the hearing. 
 

C. Role of the Hearing Officer--Guidance of the Hearing and Examination of Witnesses.--The 
hearing is guided largely by the hearing officer or the chairperson, in the case of a panel.  He guides  
the hearing, observes  the witnesses, and develops  all the facts necessary to reach a just decision and, 
in so doing, builds  a record upon the disputed points which will be adequate to sustain a decision in 
the case.  (In the case of a panel, the chairperson will allow the other members to participate in the 
questioning as he sees fit, either directly, or by giving the chairperson the questions to be asked, or 
otherwise as agreed to by the panel.) 
 
Ordinarily, the hearing officer conducts  the initial questioning of each witness but if the party's 
representative objects to this usual procedure, at the discretion of the hearing officer, the 
representative of a party will be permitted to initiate the examination of the party and the party's 
witnesses subject to such further examination as the hearing officer deems necessary. 
 
The hearing officer may examine (question) any witness at any time.  If the hearing officer conducts 
the initial examination of a witness, the intermediary's representative, the provider (entity) or other 
party may be allowed to suggest questions to be posed if relevant and material.  Any party will be 
allowed to subsequently examine and cross-examine any such witness. 
 
The hearing officer will conduct the initial examination of witness representatives of the 
intermediary.  The hearing officer also elicits  all pertinent information from the provider (entity) 
witnesses.  To this end, the intermediary will be permitted to suggest questions to the hearing officer 
to ask of the provider (entity) or other party, since the intermediary is not a party and may not cross-
examine participants.  In such instances, the hearing officer will permit the provider (entity) or other 
party to object to the propriety of any question and will rule upon any objection of this nature. 
 
The hearing officer may also summon witnesses, including expert witnesses, e.g., certified public 
accountants or experts in health care payment or administration (see §§ 2915.2 and 2940) whom the 
parties have not suggested, if their testimony appears to be necessary. The hearing officer must be the 
final judge of whether the case is of such a nature or whether the direct testimony of individual 
having personal knowledge of the facts is required. 
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D. Opening the Hearing.--The hearing officer will introduce himself to the others present, 
explaining briefly that he will preside at the hearing and explaining the method that will be used to 
record the hearing.  He will then ascertain the identity of the provider (entity) or other party and any 
representatives or witnesses and will have the name, the official title, and the interest of each person 
appearing recorded in the minutes of the hearing.  (If the hearing is before a panel, the chairperson 
will be chiefly responsible for the conduct of the hearing and so will make the introductions and the 
opening and closing statements.) 
 
Following the introductions, the hearing officer will formally open the hearing by reading aloud the 
opening statement as described in the following paragraph.  The opening statement will be made 
before the hearing officer proceeds to the taking of testimony. 
 

E. Opening Statement.--The purpose of this statement is to set the tone of the hearing at the 
outset as dignified and quasi-judicial in character.  This is done by relating the basis for its 
authorization in statute and regulation, setting forth its purpose, its origin, and the issues in dispute, 
and indicating how it will be conducted.  For completeness and accuracy, the statement may be 
prepared in writing in advance of the hearing. 
 
While the contents of the opening statement must be drawn from the facts of the particular case, 
every statement includes  the following: 
 

1. Identification of the hearing by giving the names of the participants, institutional or 
organizational identification, including provider identification number, and issue(s) involved. 
 

2. Comment on the party's rights at a hearing, including, if appropriate, a remark that the 
hearing is being held at a local office as requested by the party, and on the party's rights to and use of 
prehearing discovery. 
 

3. Identification of the hearing officer or panel, a statement of authorization for the 
holding of the hearing, a brief statement of the consequences of the proceeding, the finality of the 
decision, the requirement that the decision must comply with all provisions of title XVIII of the Act, 
regulations, HCFA Rulings and general instructions. 
 

4. Information to the effect that the hearing will be conducted in an orderly manner, and 
that the rules of evidence in court proceedings are not applicable. 
 

5. Explanation of the formal aspects of the hearing in that: 
 

a. a formal record of the proceeding will be made; 
 

b. the record will consist of the documentary evidence and the testimony; 
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c. only one person will testify at one time; 
 

d. the witnesses from the intermediary may be cross-examined; and 
 

e. the parties may submit a statement or brief of proposed findings at the end of the 
testimony or after the close of the hearing. 
 

6. The procedural history of the case including pertinent facts and dates; unquestioned 
facts revealed by documents in the intermediary file, e.g., participating provider status, cost reporting 
period, cost report timely filed, audit results and provider's signed agreement or objection thereto; 
results of a prehearing conference, if any. 
 

7. The issues to be resolved as well as the pertinent sections of the law, regulations,  
HCFA Rulings and general instructions. 
 
While this outline represents what a typical opening statement should contain, variations and 
circumstances will require supplementation or modification at various points.  Any unusual 
occurrence or situation that warrants special mention should be included, e.g., that a late-filed request 
for hearing was accepted for good cause, that the hearing was postponed at the request of the 
provider, that a hearing officer did or did not disqualify himself.   (See § 2913.2.) 
 
After reading the opening statement, the hearing officer asks  the participants whether the opening 
statement is a correct account of what has happened thus far in regard to the case and whether they 
regard it as accurately defining the issues.  If any misunderstandings or disagreements are evident in 
a participant's responses, the hearing officer makes  any necessary modifications the participant and 
hearing officer agree to. However, the hearing officer may not expect to always secure agreement as 
to the facts or the issues for hearing.  The record should show as clearly as possible the area of 
disagreement. 
 
At this point, inspection of all documents which have been marked in evidence should be offered and 
the response to the offer recorded. 
 

F. Oaths and Affirmations.--There is no provision in the intermediary hearings regulations for 
the administration of either oaths or affirmations by the hearing officer. 
 

G. Testimony--Order of Proof.--The order of proof is not a strict matter.  It should be flexible 
and will depend to a large degree on the particular issues involved and the circumstances in each type 
of case.  Generally speaking, the provider is challenging the intermediary's determination and its 
witnesses are examined first and then the intermediary witnesses are heard.  The provider (entity) 
party is then permitted to rebut such testimony.  A witness' testimony is subject to cross-examination 
by a party. 
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It is within the discretion of the hearing officer to call or recall a witness as the exigencies of a case 
dictate.  Orderly procedure requires parties and their witnesses to testify in sequence but sometimes it 
is effective to break the sequence to expedite the hearing to suit the convenience of witnesses or to 
conclude the case more quickly. 
 

H. Continued Hearing on Reopening of Hearing Record.--Circumstances may arise in 
connection with a hearing which require a further hearing to complete the record.  The most common 
situation occurs when the testimony at the hearing has left some loose ends and must be 
supplemented by continued hearing, or the introduction of additional documentary evidence. 
 
If it is clear during the course of a hearing that further oral testimony should be adduced at the 
continued hearing, the hearing is not closed but continued to a future date.  Such date may be set and 
announced by the hearing officer at the time the continuance is declared, or notification may be 
mailed later. 
 
Situations where a continuance may be appropriate are (l) where certain testimony or a document 
adduced at the hearing presents evidence which the intermediary or party could not reasonably have 
anticipated and is not prepared to meet, or (2) where the hearing officer enlarges the issues and either 
a party or the hearing officer needs to adduce oral evidence thereon. 
 
If the affected party requests a continuance so that additional oral testimony may be provided by way 
of rebuttal, the request is granted unless other available means of rebuttal are clearly adequate.  A 
similar situation exists if the hearing officer during the hearing discovers the need for the testimony 
of some witness who is absent but who may be examined at a later date. 
 
On the other hand, continuance of a hearing delays rendition of the decision.  For this reason the 
hearing officer does  not lightly continue a hearing.  If the evidence which is sought can be furnished 
by documents or affidavit without diminishing its probative value because of the absence of 
opportunity for detailed examination or cross-examination, one of these methods should be utilized 
in preference to having a continuance. 
 
Although at the time the hearing officer closes a hearing he believes the record is complete, except 
possibly for the receipt of documentary evidence, further study of the case, particularly at the time of 
drafting a decision, may reveal the need of additional relevant and material evidence which can be 
adduced only through oral testimony.  In some cases, interim correspondence from the party may 
reveal the need for such oral evidence.  The hearing officer on his own motion or upon petition of a 
party may thereupon reopen the hearing.  The procedures for notice of the reopened hearing and its 
conduct shall be in accord with those governing the initial hearing as modified to fit the needs of the 
case. 
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I. Closing the Hearing.--When at the discretion of the hearing officer all participants have 
had adequate opportunity to offer testimony and evidence on the issues in dispute, the hearing officer 
will move to close the hearing. 
 
Before declaring the hearing closed, the hearing officer shall ask if there is further evidence to be 
presented, either immediately or later, and whether the intermediary or parties want to examine any 
evidence which is received after the hearing, e.g., documents to be introduced as exhibits.  If no 
evidence is then available and if no other evidence requiring a continuation of the hearing is to be 
submitted later, the hearing officer will offer the provider (entity) and any other parties a reasonable 
time for the presentation of an oral summation, and will allow 10 days from the closing date of the 
hearing for the submission of briefs or other written contentions or statements of proposed findings 
of fact and conclusions of law.  Copies of any briefs or written statements will be sent in accordance 
with the following paragraph J. 
 
Following completion of the oral summations, the hearing officer will advise the participants that the 
hearing is closed and that the written decision will be rendered as soon as possible with a copy to be 
mailed to each party and its representative. 
 

J. Filing of Briefs or Other Related Statements.--Any brief, written argument, contention, 
suggested finding of fact, or conclusion of law, or any other related written statement will be filed, in 
person or by mail (original and one copy), with the hearing officer, with a statement certifying that a 
copy has been mailed to any other party, as appropriate.  The recipient of such brief or statement will 
have 10 days from the date of mailing to submit any rebuttal statement or additional evidence.  
Where the recipient does submit a rebuttal statement or additional evidence, an original and one copy 
will be filed with the hearing officer and a copy sent to the other party.  While additional evidence 
must always be made available for review and comment, an opportunity to reply to the rebuttal 
statements will be granted by the hearing officer only upon a showing of good cause. 
 
2915.2  Evidence.--The hearing officer will rule on the admissibility of evidence.  The rules of 
evidence established for the hearing procedure must offer substantial latitude so that all relevant and 
material evidence can be accepted and considered without regard to whether it would be admissible 
under the rules of evidence applicable to court procedures. (See § 2950D regarding the Freedom of 
Information Act and the handling of evidence containing information which is ordinarily prohibited 
from disclosure.) 
 
Evidence may be received at a hearing even though inadmissible under rules of evidence applicable 
to court procedure.  Whether the evidence is pertinent or material are the controlling criteria with 
respect to admissibility of evidence in hearings, rather than the particular form in which it appears.  
Evidence which is irrelevant, immaterial, or unduly repetitious will be excluded.  Any doubt with 
respect to whether a particular document should be selected as an exhibit may usually be resolved in 
favor of its proposed use. 
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If it appears at some stage after commencement of the hearing that a party wishes to introduce new 
evidence not previously offered in support of its case, the hearing officer will accept it only if it 
relates to a timely filed original issue or additional issue 42 CFR 405.1818) or if the exception in 
§2915.5, Hearing New Issues, applies, or if he would have introduced it on his own motion, in any 
case.  The hearing officer is free to order the introduction of additional evidence which he regards as 
necessary, i.e., relevant and material to the complete development of the case.  Such evidence may be 
obtained from the intermediary, provider (entity), or HCFA or through the appearance of an expert 
witness. 
 
2915.3  Witnesses.--The hearing officer may examine the witnesses and will allow the parties to 
the hearing or their representatives to do so. 
 
The hearing officer may call representatives of the intermediary or of the intermediary's 
subcontractor as witnesses.  In some situations because a highly technical point is involved it may be 
necessary to call an employee of HCFA as a witness.  Any request for such a witness shall  be 
forwarded to the appropriate HCFA RO. 
 
Generally, representatives of the intermediary will be expected to attend the hearing to include in the 
record the results of the audit or desk review of the provider's or other party's cost report and to 
explain the statutory, regulatory, or other basis for their decisions.  If they do not appear and if the 
hearing officer fails to request their appearance, the provider (entity) may request that they be made 
witnesses.  As witnesses they are subject to cross-examination by a party. 
 
A person such as a representative of the intermediary or of HCFA who attends a hearing as a witness 
but is not a party to the hearing cannot insist on testifying, interpose objections, or make comments 
during the proceeding.  The subject matter and the scope of this individual's testimony is for the 
hearing officer to decide under evidentiary rules applicable to administrative proceedings.  The 
hearing officer, however, will not permit representatives of HCFA or the intermediary to give 
substantive directions, instructions, or advice to the hearing officer(s) or to the provider (entity).  
They may give explanatory information to either, if requested. 
 
Witnesses who are not parties to the hearing may be permitted by the hearing officer to remain in the 
hearing room as spectators either before or after they have testified. 
 
2915.4  Hearing Record.--The hearing decision stands on the record only and that record must be 
complete and unambiguous.  Therefore, there must be a verbatim record of the proceedings, whether 
taped recording, stenomask, or stenotype, etc. 
 
Once a request for intermediary hearing is filed, the hearing officer acquires jurisdiction of the case. 
Thereafter all communications related to the request for hearing, the prehearing proceedings, or the 
hearing made prior to the closing of the record between the hearing officer and any part, the 
intermediary, or HCFA must be in writing and will 
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be "on the record;" i.e., made a part of the record.  For example, any contacts by the hearing officer 
with the intermediary for development of the record, for briefing on the issues, for clarification, or to 
request information or an explanation of law, regulation, HCFA Ruling or general instruction are to 
be made a part of the record.  The hearing officer will provide, with respect to information supplied 
in response to any such communication, an opportunity for rebuttal to the appropriate participant(s) 
in the hearing.   (See § 2914.7.) 
 
The practice of going "off the record" may be used where appropriate under limited circumstances; 
e.g., for clarification, simplification, or to avoid confusion, or to eliminate discussion on a matter 
about which there is no dispute.  When such procedure is used, the record should contain some 
explanation of the reasons therefor and a brief summary of the general nature of the "off the record" 
discussion. 
 
A complete record of the proceedings, i.e., both documentary evidence and testimony at the hearing, 
will be made and transcribed in all cases.  A copy of the transcription will be made available by the 
hearing officer to a party or its representative or to any other appropriate individual without charge as 
quickly as possible. 
 
The record will not be closed until a decision is issued.  Until that time, the hearing officer may at 
any time prior to the mailing of notice of the decision, reopen the hearing for the receipt of relevant 
and material evidence not presented at the hearing which (l) relates to an issue or aspect of the 
determination which has been timely introduced by the provider (entity) prior to the cost of the 
hearing, or (2) is in support of new issues he has accepted. 
 
2915.5  Hearing New Issues.--Ordinarily, the provision in § 2914.2A5, which prohibits the 
provider (entity) or other party from introducing new issues or aspects of a determination with which 
it is dissatisfied after the hearing has begun will be adhered to by the hearing officer.  An exception 
may be made, however, for a situation where the hearing officer believes that the objective of 
providing a fair hearing and a sound decision on the disputed determination will be promoted by 
permitting the introduction and consideration of such new issues or aspects and supporting evidence 
after the hearing has begun.  Accordingly, for such a situation, at any time after a timely request for a 
hearing has been made but prior to the mailing of notice of the decision, the hearing officer may give 
notice that specified new issues will be considered even though such were not put in issue by the 
provider (entity) or intermediary, or considered by the intermediary in making the initial 
determination.  The hearing officer may do this on his own motion, or on the motion of the provider 
(entity) but only if written and sufficient notice is given to the provider (entity) or other party and the 
intermediary so that all concerned can be effectively prepared on the new issue.  Such written notice 
may be waived if there is sufficient oral notice. 
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2916. INTERMEDIARY HEARING DECISION 
 
As soon as practicable after the close of a hearing, the hearing officer is to make a decision in the 
case based exclusively upon the hearing record.  The decision is to be in writing and is to contain a 
statement of the issues, a statement of the evidence with reference to exhibits where appropriate, a 
statement of rationale, specific findings of fact on all the matters in issue at the hearing, and a 
conclusion.  The hearing officer's decision is to cite and be consonant with the provisions of title 
XVIII of the Act and related regulations and rulings, as well as with general instructions issued by 
HCFA pertaining to the issues in dispute.  Data or observations not germane to the issues in dispute 
should be excluded from the text of the hearing officer's (or panel's) decision. 
 
A panel shall render a decision by majority vote, keeping a record of each hearing officer's vote and 
of the reasoning of any dissenting minority on the issues in controversy before the panel. 
 
Hearing decisions rendered by intermediary hearing officers do not have the force of authoritative 
precedent.  Therefore, the intermediary hearing officer is not bound by decisions rendered in other 
cases or by decisions of other hearing officers.  It is not improper, however, for the hearing officer to 
refer to cases where similar facts and circumstances exist.  The hearing officer may consider other 
decisions as persuasive, notwithstanding the requirement that each decision be a "de novo" one. 
 
The hearing officer's decision conforms as closely as possible with the format included in §29l8, 
Exhibit 3.  Since the decisions will be published, it is helpful to exclude proper names of the parties, 
witnesses, representatives, etc.  As the model format reveals, the front page of the decision contains 
all specific references to parties, representatives, etc., whereas the decision text is limited to general 
identities such as "the provider stated," or "the expert witness stated."  This will assist in preparing 
the decision for publication, since identifying information will be deleted before publication.   (See 
§295l.) 
 
29l7. HCFA REVIEW OF INTERMEDIARY HEARINGS 
 

A. Review of Intermediary Hearings.--The Health Care Financing Administration, on behalf 
of the Secretary of Health and Human Services, will review decisions of intermediary hearing 
officers issued in accordance with §2914.4C (denied jurisdiction) and §2916 (intermediary hearing 
decision). The review will be for the purpose of determining consistency with law, regulations, 
HCFA Rulings or general instructions.  The review may be either at the discretion of HCFA or at the 
request of the provider (entity) affected.  HCFA may affirm, modify, or reverse the hearing officer's 
decision or, in cases in which it believes the facts need additional development, remand the decision 
to the hearing officer for additional development.  When HCFA affirms, modifies, or reverses the 
hearing officer's decision, the HCFA decision is final and binding on the provider (entity) and the 
intermediary.  There is no further appeal.  It is subject, however to reopening at the direction of 
HCFA in accordance with Regulations section 405.l885.  The intermediary forwards to HCFA two 
copies of the hearing officer decision and, as appropriate, one set of the hearing transcript, and the 
documents introduced as exhibits or, in the case of a dismissal for denied jurisdiction, one set of the 
hearing file transferred 
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by the intermediary and any additional evidence developed by the hearing officer. 
The material is mailed to: 
 

Health Care Financing Administration 
Office of Eligibility Policy, BERC 
Room S2-26-12 
7500 Security Boulevard 
Baltimore,  MD  21244 

 
A copy of the decision without other materials is sent to the HCFA RO servicing the 
intermediary/provider (entity). 
 

B. Request for HCFA Review.--On receipt of an intermediary hearing officer's decision (see 
paragraph A above), a provider (entity) that disagrees with the hearing officer's interpretation of law, 
regulations, HCFA Rulings or general instructions may request HCFA to review the decision. 
 
Such request for review must be in writing and must be filed within 60 calendar days after the date of 
receipt of the decision.  Date of receipt shall be presumed to be 5 days after the date of the decision 
unless there is a reasonable showing why a different date should be used. 
 
The request must be signed by a person authorized to act on behalf of the provider (entity) and must 
specify the provider's (entity's) reason(s) for disagreeing with the interpretation of law, regulations, 
HCFA Rulings or general instructions in the decision.  HCFA may accept a request for review after 
the 60-day filing period has elapsed, but only for reasons that it considers to be good cause for failure 
to file within the prescribed period. 
 
NOTE:  A provider (entity) should not request HCFA review of a hearing officer's decision when the 
disagreement is based on the factual situation rather than on the way law, regulations, HCFA Rulings 
or instructions were interpreted.  In such factual situations, the provider (entity) should request the 
hearing officer to cancel (§2914.4D) or to reopen (§2931) the decision.  For example, if a provider 
(entity) has new data or other evidence that could affect the hearing officer's decision, it should 
request a reopening of the decision by the hearing officer instead of a review by HCFA. 
 

C. Review Procedure.--The review shall be conducted by a review officer assigned by the 
Director, Hearings Staff, Office of Eligibility Policy, BERC.  The review will be conducted on the 
record as represented by the hearing file transferred by the intermediary or the transcript of the 
hearing, all exhibits and other case documents submitted or admitted as evidence, the hearing 
officer's decision, and the provider's (entity's) request for review.  The provider (entity) shall also be 
given the opportunity, should it so request, to submit additional briefs and oral argument.  The time, 
manner, and place of such submittal shall be at the discretion of the review officer, with reasonable 
consideration of the convenience of the affected parties. 
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Should the HCFA review officer find that additional information is needed in order to reach a 
decision on the proper interpretation of law, regulations, HCFA Rulings or general instructions, the 
review officer may remand the case to the intermediary hearing officer for reopening of his decision 
to obtain additional documentation.  In case of remand, the hearing officer shall submit his revised 
decision to the review officer, who shall affirm, modify, or reverse it and furnish written notice 
thereof.  There is no appeal from the decision of an HCFA review officer. 
 

D. Notification to Providers of Opportunity for HCFA Review.--An intermediary hearing 
officer's decision (see paragraph A above) or any reopened and revised intermediary hearing decision 
shall inform the provider (entity) of its right to review. Suggested language to be included with the 
decision follows: 
 

"If you disagree with the interpretation of the law, regulations, HCFA Rulings, or general 
instructions relied upon in this decision, you may request a review of this decision.  The 
Health Care Financing Administration will provide the review on behalf of the Secretary 
of Health and Human Services. 

 
"A request for review must be written and be signed by a person authorized to act on 
behalf of the provider (entity).  It must contain the reasons for disagreement with the 
interpretation of the law, regulations, HCFA Rulings, or general instructions and should be 
accompanied by any supporting documentation you may wish to submit.  The request must 
be filed within 60 days of your receipt of this decision and should be sent to: 

 
Health Care Financing Administration 
Director, Hearings Staff 
Room C1-09-13 
7500 Security Boulevard 
Baltimore, MD 21244 

 
 

"The HCFA review decision will be based on the record and the material submitted with 
your request for review.  If you wish, you may also request the opportunity to submit 
additional briefs, oral argument, or both." 

 
 
2918. MODEL FORMATS FOR INTERMEDIARY HEARINGS 
 
The suggested formats in the following exhibits are for use by the intermediaries and providers or 
other qualifying entities in the intermediary hearing process.  Adherence to these guidelines will help 
ensure proper documentation of cases, and will add uniformity to the decision process. 
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Exhibit I, Request for Hearings, outlines the information and documentation which should be 
contained in a provider's or other entity's request for an intermediary hearing. 
 
Exhibit II, Notice of Hearing, covers the information which is given to a provider or other entity for 
which a hearing is being scheduled. 
 
Hearing officers are encouraged to use the model format in Exhibit III, Intermediary Hearing 
Decision, since intermediary hearing decisions are made available to the public by HCFA under the 
provisions of the Freedom of Information Act (5U.S.C.552) and implementing Public Information 
Regulations at 45 CFR 5.13b.) 
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 EXHIBIT I 
 
 MODEL FORMAT 
 
 REQUEST FOR INTERMEDIARY HEARING 
 
 
 
Addressed to the intermediary, 
  or if known, the intermediary's 
  hearing officer 
 
 

Re: Name of Provider (Or Entity).-- 
Provider No.-- 
Cost Year Ending.-- 

 
 
This is a request for a hearing for the above-named provider. 
 
This request is made within and pursuant to the regulations (42 C.F.R. Part 405, Subpart R) 
governing provider payment appeal.  The date of the Notice of Amount of Program Reimbursement 
for the above cost report period is 
 
Where the Request for Hearing is filed more than l80 days after the date of the Notice of Amount of 
Program Reimbursement, the provider should give an explanation for the untimely filing which 
would justify "good cause" and thereby allow for a hearing on the disputed amount of title XVIII 
program payment. 
 
At this point, the provider should identify the specific individual item(s) in the intermediary's 
determination with which it disagrees; give the reasons why it believes the determination is incorrect; 
and include any materials it believes will support its position. 
 
The amount of title XVIII program payment in controversy for each item and a calculation of that 
amount for the above cost report period is as follows: 
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The attached material is submitted in support of the request for hearing. 
 
 
 

_______________________________________________ 
Signature of Representative 

 
 

on behalf of:  
_______________________________________________ 
(Name of Provider or Other Entity) 

 
 

_______________________________________________ 
(Address of Provider or Other Entity) 

 
 
_______________________________________________ 
(Signature of Responsible Official or 
  Person of Provider or Other Entity) 
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 SUPPORTING EVIDENCE & DOCUMENTATION 
 
 SUBMITTED BY (PROVIDER OR OTHER 
 
 ENTITY) IN REQUEST FOR 
 
 HEARING ON C/Y/E: 
 
 
 

INDEX 
 
Section    Item 
 

l    Issues in Dispute 
 

2    Summary of Case 
 

3    Arguments Supporting 
  Provider's Contentions 

 
4    Documentation Supporting Arguments 

 
5    Rules and Regulations and Other 

  References Applicable to the Dispute 
 
 
 
 
2 Copies 
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 EXHIBIT 2 
 
 
 
 MODEL FORMAT 
 
 NOTICE OF HEARING 
 
 
 
Johnson and Johnson 
Certified Public Accountants 
l2 Lotzadow Street 
Boston, Mass.  02l65 
 
 
 

Re: Name of Provider or Other Entity 
Provider No. 
C/Y/E: 

 
 
 
This refers to the Request for Hearing in the above-captioned matter dated __________________ 
[NOTE:  If the Request for Hearing was not filed timely, but a statement of good cause was 
attached, justifying the delay, the hearing officer should advise the requesting party that 
"although the request was not filed within the prescribed period (l80 days), good cause for the 
delay has been shown."] 
 
[Where the writer is sole hearing officer]: 
 
I have been appointed to act as the intermediary hearing officer for (name of intermediary) to 
resolve this payment dispute. 
 
I have scheduled a hearing for ________________, at __________ o'clock, to be held at 
(location). 
 
If you are unable to appear at this time, or do not wish to appear personally, but prefer to have a 
"hearing on record," please indicate by return mail.  If the time or location of the hearing as 
scheduled is inconvenient, I will be glad to reschedule it. 
 
[Where a panel is employed]: 
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The following organizations are available to adjudicate the dispute, along with me [or other 
designated intermediary hearing officers].  Please select one [or two, where a 5 member panel is 
employed] organization(s) to assist us in the deliberation. 
 
[Where the provider has not filed any supporting material with the hearing request, or additional 
material is needed]: 
 
Please submit any or all documentation and corroborating evidence which may be used to support 
your contentions.  In addition, if you desire, you may submit any briefs or memorandums which you 
feel may assist me [or us] in the consideration of the dispute. 
 
You may raise any new issues or submit new evidence at any time prior to the initiation of the 
hearing.  After the commencement of the hearing, new issues or evidence may not be raised or 
submitted without my permission [or the panel's permission]. 
 
Any further attempts to reconcile, settle or negotiate the dispute with the intermediary may be done 
only with my [or the panel's consent and approval]. 
 
You may inspect, examine, and copy at any time prior to the hearing, any and all information 
contained in the hearing officer's [or panel's] file which is material and relevant to the proceeding.  
Please contact my office in advance. 
 
This hearing is conducted under the authority granted me by the intermediary and under the auspices 
of the law (sections 1815, 1816, 42. U.S.C. 1395ff), Federal regulations (42 C.F.R. Part 405, Subpart 
R, sections 405.1801-405.1833) and Health Care Financing Administration instructions.  My 
decision must comply with the provisions of title XVIII of the Social Security Act as well as with the 
aforementioned regulations, HCFA Rulings and general instructions. 
 
The hearing is informal and nonadversarial in nature.  Neither the intermediary nor the Health Care 
Financing Administration is a party to the proceeding, therefore, neither has a financial interest in the 
hearing decision.  In keeping with the informal nature of the hearing, I will allow into evidence any 
document or testimony which I feel is material and relevant to the outcome of the dispute.  You do, 
however, have a right to examine or cross-examine any witness or examine any document which is 
introduced and may bring with you any witness who you feel will assist the hearing officer in 
ascertaining the facts. 
 
Shortly after the close of the hearing, I [the panel] will issue a decision.  The only appeal from my 
[the panel's] decision is to the Health Care Financing Administration. 
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Should you have any further questions, please feel free to contact me. 
 
 
 
 ______________________________________________ 

(Name) 
Hearing Officer 
[or Chairperson of Hearings Panel] 

 
 
 
 ______________________________________________ 

Name of Intermediary 
 
 
cc: 
Intermediary 
HCFA, OEP, Hearing Staff (2) 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 321 29-47 



 EXHIBIT 3 
 
 INTERMEDIARY HEARING DECISION 
 
 
 
[Since the intermediary hearing decisions are available to the public, certain identifying information 
in the decisions must be removed wherever possible.  In order to facilitate disclosure of these 
decisions, the intermediary hearing officer in composing the decision should limit the use of names 
of providers or other facilities, case numbers, names of individuals, representatives, witnesses, and 
any other such identifying references, to the front (first or face page) of the decision.  All reference in 
the decision to names should be in the form of other terminology, e.g., "the provider submitted," "the 
provider's representative," "the witness for the provider." 
 
It is intended that the following format be employed, to the extent possible, by all intermediary 
hearing officers to add uniformity to the decision process.  These recommendations are outlined for 
the hearing decisions and hearing record.] 
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 [FACE SHEET] 
 
 
 
 INTERMEDIARY HEARING DECISION 
 (name of intermediary) 
 
 
NAME OF PROVIDER OR OTHER ENTITY: 
 
 
PROVIDER NO.: 
 
 
C/Y/E (F/Y/E): 
 
 
AMOUNT OF TITLE XVIII PROGRAM 

PAYMENT IN CONTROVERSY: 
 
 
INTERMEDIARY HEARING OFFICER(S): 
 
 
 
 
 
 
 
 
 
(Chairperson of Hearing Panel): 
 
 
 
DATE OF DECISION: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 321 29-49 



 [TEXT] 
 
 
 
 I. Authority of Hearing Officer: 
 

(Statement that hearing officer's decision is issued under the authority of title XVIII of the 
Social Security Act, and the Federal Regulations which implement that title (42 C.F.R., 
Part 405, Chapter IV), and is in compliance with both, as well as rulings and general 
instructions issued by HCFA). 

 
 II. Statement of Issues 
 
 III. Statement of the Evidence 

(including Listing of Evidence) 
 
 IV. Party's Contentions 
 
 V. Intermediary's Position 
 
 VI. Findings 
 

a. Applicable legal, regulatory, HCFA Ruling and instructional citations 
 

b. Rationale 
 
 VII. Conclusion 
 

a. Hearing Officer's decision as to each issue (Itemized) 
 

b. Statement as to finality of decision, subject, however, to appeal to HCFA 
and to reopening provisions. 
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 TRANSCRIPT OF HEARING 
 
 
[For uniformity, the face sheet of the transcript of the hearing should appear as follows:] 
 
Report of Intermediary Hearing pursuant to title XVIII of the Social Security Act 
(42 CFR, Part 405, Chapter IV) 
 
 
 (name of intermediary hearing officer) 
 
 
In the matter of (name of provider or other entity) 
 
 
 
 PAYMENT DISPUTE 
 
 
C/Y/E: 
 
 
Intermediary: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Rev. 416 29-51 



 PROVIDER PAYMENT 
2920 DETERMINATIONS AND APPEALS PROCEDURES 09-93 
 
 Provider Reimbursement Review Board 
 
2920. RIGHT TO BOARD HEARING 
 

A. Only a provider (see §2900 for definition) may request and obtain a Provider 
Reimbursement Review Board (Board) hearing for a cost reporting period ending on or after June 30, 
1973, if the following conditions are met: 
 

1. You are dissatisfied with a final determination of the intermediary or the Secretary of 
Health and Human Services (who has delegated this responsibility to the Health Care Financing 
Administration (HCFA)) with respect to Medicare reimbursement (see Appendix A, Provider 
Reimbursement Review Board Jurisdiction, subsection B for a more detailed description of final 
determinations); and the amount in controversy with respect to matters for which you have a right to 
Board review under §1878 of the Act is at least $10,000 per cost reporting period; or the 
intermediary has failed to issue a Notice of Amount of Program Reimbursement (NPR) within 12 
months of receiving your perfected (final) or amended cost report, and the cause of the delay was not 
occasioned by you, but was due to the intermediary's failure to act timely.  (See 42 CFR §405.1835.) 
 

2. Your request for a Board hearing (see §2921) is filed with the Board no later than the 
180th calendar day following the date of receipt by you of the final determination rendered by HCFA 
or its intermediary (see Appendix A, subsection D for further information on how 180 days are 
counted) or, where the NPR has not been sent to you timely (see §2905.1), the request for hearing is 
filed with the Board no later than the 180th calendar day after the expiration of the 12-month period 
described in §2905.1. 
 
Effective July 18, 1984, any appeal filed by providers that are under common ownership or control 
must be brought as a group appeal in accordance with subsection B for any matters at issue involving 
a question of fact or of interpretation of law, regulations, or HCFA Rulings common to the providers 
for which the amount in controversy is, in the aggregate, $50,000 or more. 
 

B. A group of providers may request a Board hearing if the following conditions are met: 
 

o  Each provider in the group would be individually entitled (except for the $10,000 
requirement) to a Board hearing;  
 

o  The matters in controversy involve a common question of fact or of interpretation of 
law, regulations, or HCFA Rulings; and 
 

o  The amount in controversy is, in the aggregate, at least $50,000. 
 
A single provider involved in a group appeal that also wishes to appeal issues that are not common to 
the other providers in the group must file a separate hearing request and must separately meet the 
requirements for a Board hearing (See subsection A) on those issues. (See Appendix A, subsection 
B.) 
 
Although the intermediary that rendered the determination being appealed is a party to the Board 
hearing (see §2922), it may not request or institute action for a Board hearing (e.g., in response to a 
Board decision or decision to remand). 
 
Only providers may obtain Board hearings under §1878 of the Act.  Other entities, as defined in 
§2900, which file and are reimbursed on the basis of cost reports may obtain only intermediary 
hearings. 
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 Provider Reimbursement Review Board 
 
2920. RIGHT TO BOARD HEARING 
 
You as an individual provider or as a member of a group of providers (see §2900.A. for the 
definition of a provider) may request and receive a hearing before the Provider Reimbursement 
Review Board (Board) under §1878 of the Act for a cost reporting period for which you have filed a 
cost report.  Intermediaries, although parties to Board hearings, may not request a Board hearing. 
 
You may request a hearing involving the way the intermediary applies provisions of title XVIII of the 
Act, the implementing regulations, HCFA Rulings, program instructions, and other authorities in 
determining your payment.  You have a right to a Board hearing, provided your request complies 
with certain criteria.  You may also have a right to request the Board to grant you expedited judicial 
review. 
 
2920.1 Individual Appeals.--You as a single provider may ask for and obtain a Board hearing if 
your request meets jurisdictional requirements involving both procedure and subject matter. 
 

A. Procedural Requirements.--Your appeal must meet the following procedural requirements 
found in §1878(a) of the Act and at 42 C.F.R. §§405.1801,  .1835, .1839, and .1841. 
 

1.  You are dissatisfied with a final determination of the intermediary or the Secretary of 
the Department of Health and Human Services (who has delegated this responsibility to HCFA) with 
respect to Medicare reimbursement.   
 

2.   The amount in controversy (reimbursement effect) with respect to matters for which 
you have the right to a Board hearing must be at least $10,000 for the cost reporting period under 
appeal, and  
 

3.   You file your request for a hearing with the Board no later than the 180th calendar day 
following notice of the final determination rendered by HCFA or its intermediary or, where the 
intermediary has not issued the NPR timely, you file your request for a hearing with the Board no 
later than the 180th day after the expiration of the 12-month period described in §2905.1. 
 

B. Subject Matter Requirements.--Your appeal of subject matter is generally limited by 
§1878(g) of the Act. 
 

1. You may only appeal issues involving items and services furnished to a Medicare 
beneficiary that are covered by Medicare; and  
 

2. You may not appeal issues involving the establishment of diagnosis-related groups 
(DRGs), DRG discharge classification methodologies, DRG resources, weighting factors, or budget 
neutrality. 
 
There are no appeal rights for certain matters, which include, but are not limited to, your request to 
waive an overpayment and the intermediary’s authority to recover overpayments. 
 
2920.2 Group Appeals--You, with at least one other provider, may request a Board hearing in the 
form of a group appeal.   
 

A. Procedural Requirements.--Your group appeal must meet the following procedural 
requirements found in §1878(b) of the Act and at 42 C.F.R. §§405.1801, .1837, .1839, and .1841. 
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1.    Each provider in the group satisfies the jurisdictional requirements (except the $10,000 
requirement) for a hearing before the Board. 
 

2.    The amount in controversy is, in the aggregate, at least $50,000. 
 

3.    The issue in controversy involves a common question of fact or of interpretation of 
law, regulations, or HCFA rulings.  (A single provider involved in a group appeal that also wishes to 
appeal issues not common to the other providers in the group must file a separate hearing request and 
must separately meet the requirements for a Board hearing on these issues.)   
 
Providers under common ownership or control must appeal a common issue as a group if the amount 
in controversy is $50,000 or more.   
 

B. Subject Matter Requirements.--Your group appeal has the same subject matter 
requirements as does an individual appeal.  (See §2920.1B.) 
 
2920.3 Expedited Judicial Review.-- The Board cannot decide the validity of the governing law, 
regulations, or HCFA rulings.  If this is what you are disputing, you should ask the Board to grant 
you expedited judicial review. You as an individual provider, a member of a group, or a group may 
request that the Board grant expedited judicial review for an issue or the entire appeal, allowing you 
to bypass a Board hearing under §1878(f)(1) of the Act.  Your request must meet the procedural 
requirements for a hearing before the Board.  See §§2920.1.A. and 2920.2.A.  Once the Board has 
determined that it has jurisdiction, it will make a determination on your expedited judicial review 
request within 30 days.  
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2921.  REQUEST FOR BOARD HEARING OR FOR EXPEDITED JUDICIAL REVIEW 
 
You must file, in writing, a request for a Board hearing or for expedited judicial review.  It must 
be signed by your responsible official or employee or your duly authorized representative. 
 
You must send your request to: 
 
Provider Reimbursement Review Board 
2520 Lord Baltimore Drive, Suite L 
Baltimore, Maryland 21244-2670 
 
You must simultaneously submit a copy of the request for a Board hearing or for expedited 
judicial review to your intermediary. 
 
For directions on what to include in your request, and for other information about the Board’s 
procedures, please consult the Board’s instructions.  These are available on the CMS Internet site 
at: 
 
http://www.cms.hhs.gov/PRRBReview/Downloads/PRRB_Instructions_March_03.pdf 
 
You may also obtain a copy by writing to the Board at the above address or by telephoning the 
Board at (410) 786-2671.  Your intermediary is also a source for the instructions. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
                                                           (The next page is 29-68) 
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2927. ADMINISTRATOR REVIEW OF BOARD DECISIONS 
 

A. Own-Motion Review.--The Secretary's own-motion review of Board decisions described in 
§2924.4.C.2 (Denied Jurisdiction) and §2926 (Board Hearing Decision), provided for in §878(f) of 
the Act, has been delegated to the Administrator of HCFA.  The Administrator in turn redelegated 
this authority to the Deputy Administrator of HCFA.  Thus, any own-motion review action which 
may be taken by the Administrator may also be taken by the Deputy Administrator.  (See 42 CFR 
§405.1875.) 
 
The Office of the Attorney Advisor (to the Administrator) recommends initiation of own-motion 
review of Board decisions under §1878(f)(1) of the Act, as amended; evaluates cases under own-
motion review; and recommends as to disposition of such cases by the Administrator. 
 
The Administrator may upon review of a Board decision and within 60 days after the requesting 
party (in the case of denied jurisdiction) or the provider (in the case of a Board hearing decision) 
received notice of the Board's decision, affirm, modify, reverse, or remand that decision to the Board 
for further consideration of the matter at issue. 
 
NOTE: The procedures set out in this section do not apply to expedited review determinations 

made by the Board.  As discussed in §2929.7, these determinations are not subject to the 
Secretary's own-motion review. 

 
B. Grounds for Review.--The decision to review a Board decision is made by the 

Administrator solely at his or her discretion.  The Administrator may exercise this discretion on his 
or her own motion or in response to a request from a party to a Board decision or in response to a 
request from HCFA. 
 
The Office of the Attorney Advisor examines the Board's decisions, the requests made by a party or 
HCFA and any submission made in accordance with subsection D in order to assist the 
Administrator in deciding whether to exercise this review authority. 
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Comments and requests for review should be addressed to: 
 

Health Care Financing Administration 
Office of the Attorney Advisor 
Room C3-01-20 
7500 Security Boulevard 
Baltimore,  MD   21244 

 
The Administrator, at his or her discretion, will attach jurisdiction to the review of a Board decision 
where it appears that: 
 

1. The Board made an erroneous interpretation of law, regulation or HCFA Ruling; 
 

2. The Board's decision is not supported by substantial evidence; 
 

3. The case presents a significant policy issue having a basis in law and regulations, 
and review is likely to lead to the issuance of a HCFA Ruling or other directive needed to clarify a 
statutory or regulatory  provision; 
 

4. The Board has incorrectly assumed or denied jurisdiction or extended its authority to 
a degree not provided for by statute, regulation, or HCFA Ruling; 
 

5. The decision of the Board requires clarification, amplification, or an alternative legal 
basis for the decision; or 
 

6. For other reasons, the Administrator deems it fitting and proper. 
 
 

C. Procedure.-- 
 

1. Request for Review.--A party or HCFA requesting the Administrator to review a 
Board decision must file a written request with the Administrator within 15 days of the receipt of the 
Board decision.  Requests for review by HCFA may be made by the Bureau of Eligibility, 
Reimbursement and Coverage.  The Administrator may decline to review a case or any issue in a 
case even if a party has filed a written request for review. 
 

2. Notice.--Whether or not a party or HCFA has requested review, the Administrator 
will promptly notify the parties and HCFA whether he or she has decided to review a decision of the 
Board and, if so, will indicate the particular issues he or she will consider. 
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3. Written Submissions.-- 
 

a. Within 15 days of receipt of a notice that the Administrator has decided to 
review a  Board decision, a party or HCFA may submit to the Administrator, in writing: 
 
 

   (i) Proposed findings and conclusions; 
  (ii) Supporting views or exceptions to the Board decision; 
 (iii)  Supporting reasons for exceptions and proposed findings; and 
 (iv) A rebuttal of the other party's request for review or other submissions 

already filed with the Administrator. 
 
 

b. These submissions will be limited to issues the Administrator has decided to 
review and confined to the record of the Board as forwarded by the Board. 
 
 

c. A party or HCFA, within 15 days of receipt of a notice that the Administrator has 
decided to review a decision, may also request that the decision be remanded to the Board and state 
reasons for doing so.  Reasons for a request to remand may include new, substantial evidence to be 
considered by the Board, the initial fact finding body in the appeals process, concerning: 
 

  (i) Issues presented to the Board; and 
 (ii) New issues that have arisen since the case was presented to the Board. 

 
d.  The following are not acceptable bases for remand: 

 
  (i) To present evidence that existed at the time the case was before the Board 

that was known or reasonably could have been known. 
 (ii) To introduce a favorable court decision that was either not available in print 

at the time the case was before the Board or was decided after the Board decision. 
 

 (iii) Change of a party's representation before the Board. 
 (iv) To present an alternative legal basis concerning an issue in dispute. 
  (v) To retract a waiver of a right approved by the Board. 

 
 

e. A copy of any written submission made under this paragraph will be sent 
simultaneously to each other party to the Board hearing and to HCFA, if HCFA has previously: 
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  (i) Requested that the Administrator review a Board decision or filed a written 
submission in response to a party's request for review; 

 (ii) Responded to a party's request for review; or 
(iii) Submitted material after the Administrator has announced that he or she 

will review a Board decision. 
 

4. Ex parte communication prohibited.--All communications from the parties or HCFA 
about a Board decision being reviewed by the Administrator must be in writing and must contain a 
certification that copies have been served on the parties and HCFA, as appropriate.  The 
Administrator will not consider any communication that does not meet these requirements or is not 
submitted within the required time limits. 
 

5. Content of Administrator Decisions.--Any Administrator decision other than to 
remand  will be confined to: 
 

    a. The record of the Board as forwarded by the Board; 
b. Any materials submitted by the parties or HCFA under paragraphs C.1 or C.3(a) 

and (b) above; 
c. Generally known facts that are not subject to reasonable dispute; and 
d. Prior decisions of the Board, the Administrator and the Courts and other 

applicable law whether or not cited by the parties or HCFA. 
 

6. Results of Administrator Review.--Within 60 days of the date the parties received 
notification of the Board decision, the Administrator will render a decision and promptly thereafter 
advise the parties to the Board decision, in writing, of the results of his or her review.  Where the 
Administrator has: 
 

a.  Affirmed, reversed or modified the Board decision, the Administrator's decision 
becomes the final decision of the Secretary, and it may be appealed to the courts (§ 2928). 
 

b.  Remanded the case to the Board to take further action with respect to the 
development of additional facts or new issues or to consider the applicability of laws or regulations 
other than those considered by the Board, the Board will take the action requested in the remand 
action and issue a new decision.  The new Board decision will be final unless the Administrator 
reverses, affirms, or modifies, or again remands the decision. 
 

c.  Declined to review and render a decision regarding a Board decision within 60 days 
of the parties receiving notification of the Board decision, the Board decision will be final and 
binding upon all parties subject to the reopening provisions (§2931) or court review (§2928), if 
requested. 
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d.  If the Administrator notifies the parties that he or she has decided to review a 
Board decision and then does not make a decision within the 60-day time frame allotted for review, 
this lack of action will constitute an affirmance of the Board's decision.  The provider will then have 
an additional 60 days in which to file for judicial review.  This 60-day time period starts 60 days after 
the party first received notice of the Board's decision. 
 

e.  Nonprecedential Nature of the Administrator's Review Decision.--Decisions by 
the Administrator are not precedents for application to other cases.  A decision by the Administrator 
may,  however, be examined and an administrative judgment made as to whether it should be given 
application beyond the individual case in which it was rendered.  If it has application beyond the 
particular provider, the substance of the decision will, as appropriate,  be published as a regulation, 
HCFA Ruling, manual instruction, or any combination thereof so that the policy (or clarification of 
policy having a basis in law and regulations may be generally known and applied by providers, 
intermediaries, and other interested parties. 
 
2928.  JUDICIAL REVIEW. 
 

A. Where and When Action Brought.--Section l878 (f) of the Act, 42 U.S.C. 
l395 oo(f),  permits judicial review of any final decision of the Board, or of any reversal, affirmance, 
or modifications of a Board decision by the Administrator of HCFA. 
 
Within 60 days of the date of receipt of the Board's or Administrator's decision, the provider (see 
paragraph C below), if it wishes to appeal, must file an action in the District Court of the United 
States for the judicial district in which the provider is located, (or, effective April 20, 1983, in an 
action brought jointly by several providers, the judicial district in which the greatest number of such 
providers are located) or in the District Court for the District of Columbia.  Effective July 18, 1984, 
any action for judicial review by providers under common ownership or control or which have 
obtained a group hearing must be brought by such providers as a group with respect to any matter 
involving an issue common to the providers.  A copy of the action should be filed with the DHHS 
Regional Attorney representing the district in which the action was filed, the applicable HCFA RO 
servicing the region in which the action was filed, and the other parties to the decision. 
 
The action filed with the district court appealing the Board's or the Administrator's decision should 
comply with the requirements of the court and satisfactorily explain the reasons and grounds for the 
appeal. 
 

B. Interest on Amount Subject to Court Review.--A provider of services dissatisfied with the 
hearing decision of the Board (§2926) or, if applicable with the subsequent affirmation, 
modification, or reversal of that hearing decision by the Administrator (§2927), may appeal the final 
administrative decision to the Federal courts. Where a provider seeks judicial review of such final 
administrative decision, the amount in 
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controversy is subject to annual interest beginning on the first day of the first month beginning after 
the 180-day filing period and equal to the rate of return on equity capital established by regulation 
pursuant to §1861(v)(1)(B) and in effect at the time the civil action is commenced, to be awarded by 
the reviewing court in favor of the prevailing party.  The interest awarded may not be deemed 
income or cost for the purposes of determining payment due providers under the Medicare program. 
 

C. Who May Obtain Judicial Review.--Only providers have the right to judicial review an 
unfavorable Board decision described in §2924.4.C (Dismissal for Lack of Jurisdiction) and §2925.6 
(Board Hearing Decision) and, if applicable, of an unfavorable affirmation, modification, or reversal 
of that decision by the Administrator (§2927). 
 

D. Court Review.--Since the law prescribes judicial review as an additional appeal step, the 
district courts will, as a matter of course, review the Board's or the Administrator's decision if: 
 

o the request is filed timely, 
 

o proper jurisdiction and venue exist, and 
 

o the request discloses a cause of action. 
 
The courts will look to the decision in the same light as they would when called upon to examine 
other administrative agencies' findings under Chapter 7 of Title 5 of the United States Code. 
 
 Finality, Reopening, And Correction Of 
 Intermediary And Board Determinations And Decisions 
 
2930. FINALITY 
 
It is in the interest of providers and the program that, at some point, intermediary determinations and 
the resulting amount of program payment due the provider or the program become no longer open to 
correction.  On the other hand, there must be a reasonable period of time within which to seek or 
make corrections wherever an error has been discovered.  This section and the next discuss finality 
and set out the time limits (reopening periods) for making correction of intermediary determinations, 
intermediary hearing officer decisions, Board hearing decisions, and Secretary decisions. 
 
2930.1  When Determinations and Decisions Become Final.--For the purpose of the reopening and 
correction provisions of §2931 which follow, an intermediary's initial determination, a decision of an 
intermediary hearing officer, a decision of the Board, or decision of the Secretary becomes final and 
binding when the specific time limit for appealing such determination or decision expires. 
 

A. Intermediary's Initial Determination.--An intermediary's initial determination (Notice of 
Amount of Program Reimbursement) becomes final and binding upon the expiration of 180 calendar 
days after the date of mailing of the notice, unless before that time the provider (entity) requests a 
hearing, or a late-filed request is accepted for good cause.  If a hearing is denied, the determination 
becomes final at the end of the 180-day period.  If the hearing is granted, the provisions with respect 
to finality of a hearing decision (see B and C below) become applicable. 
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B. Intermediary Hearing Officer Decision.--An intermediary hearing officer's decision 
(§2916) becomes final and binding as of the date of the notice of the intermediary hearing decision. 
 

C. Board Hearing Decision.--A decision of the Provider Reimbursement Review Board 
(§2925.6) becomes final and binding upon all parties to the hearing upon expiration of 60-calendar 
days after the date of receipt of the Board's decision unless, within that time, the provider requests 
judicial review or the Secretary reviews and modifies, reverses or remands or affirms the Board 
decision. 
 

D. Secretary Decision.--A decision of the Secretary resulting from his modification, reversal, 
remanding or affirmation of a Board decision becomes final and binding upon all parties to the 
Secretary's decision upon expiration of 60 calendar days after the date of receipt of the Secretary's 
decision unless, within that time, the provider files a request for judicial review (§2928) with the 
appropriate United States District Court or the District Court for the District of Columbia. 
 
The above-listed determinations and decisions, otherwise final, may nevertheless be reopened and 
corrected when the specific requirements for reopening and correction set out in §2931 are met. 
 
2931. REOPENING AND CORRECTION 
 

A. Reopening.--For the purposes of this section, the term "reopening" means an affirmative 
action taken by an intermediary, an intermediary hearing officer, the PRRB, the Health Care 
Financing Administration, or the Secretary, to reexamine or question the correctness of a 
determination or decision otherwise final.  Such action may be taken: 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 (Next page 29-79.) 
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1 On the initiative of the appropriate authority within the applicable time period 
(§2931.1); or 
 

2. In response to a written request of the provider or other entity filed with the 
intermediary, the intermediary hearing officer, the PRRB (provider only), or the Secretary within the 
applicable time period (§2931.1). 
 

B. Correction.--For the purposes of this section, the term "correction" includes a revision 
(adjustment) in an intermediary's determination or intermediary hearing officer decision, Board 
hearing decision, or Secretary decision, otherwise final, which is made after a proper reopening. 
 
The mode used to correct a cost report pursuant to a reopening is discretionary with the intermediary. 
 An intermediary may itself correct the cost report, or it may require the provider or other entity to 
file an amended cost report.  When a correction is made following the reopening of a hearing officer 
decision, a Board decision, or a Secretary decision, the intermediary will correct the cost report. 
 
2931.1  Time Limits for Reopening.-- 
 

A. Reopening an Intermediary Determination.--An intermediary's initial determination on the 
amount of program payment contained in a notice of amount of program reimbursement, which is 
otherwise final, may be reopened by the intermediary within 3 years of the date of such notice. 
 

B. Reopening a Hearing Officer Decision.--A decision of a hearing officer or panel, otherwise 
final, may be reopened by such hearing officer or panel within 3 years of the date of the notice of the 
hearing decision to correct any matter in issue at the hearing.  Issues which were not raised at the 
hearing may not be reopened by the hearing officer.  If the hearing officer (or a majority of a panel of 
hearing officers) is unavailable for reasons including death, termination of employment, illness, or a 
leave of absence, the intermediary may select another hearing officer or, where a panel is involved, 
such number of hearing officers as may be necessary to constitute a full panel. 
 

C. Reopening Upon Review and Notification by HCFA .--A determination and a decision will 
be reopened and corrected by an intermediary if within 3 years of the date of the intermediary's 
notice of amount of program reimbursement or the hearing officer decision (see paragraphs A or B 
above), as the case may be, HCFA notifies the intermediary in writing that such determination or 
such decision is inconsistent with the applicable law, regulations, or general instructions issued by 
HCFA. 
 

D. Reopening a PRRB Decision.--A decision of the PRRB otherwise final may be reopened 
by the Board within 3 years of the date of the notice of the PRRB decision to correct any matter in 
issue at the Board hearing.  Issues which were not raised at the Board hearing may not be reopened 
by the Board. 
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E. Reopening the Secretary's Decision.--A decision of the Secretary, which is otherwise final, 
modifying, reversing, remanding or affirming a decision of the PRRB may be reopened by the 
Secretary within 3 years of the date of the notice of the Secretary's review.  Issues which were not 
reviewed by the Secretary may not be reopened by the Secretary. 
 

F. Reopening at Any Time Because of Fraud.--Notwithstanding the provisions of paragraphs 
A, B, C, D, or E above, a determination or decision will be reopened and corrected at any time if it is 
found that such determination or decision was procured by fraud or similar fault by any party to the 
determination or decision. 
 

G. When Reopening Period Begins to Run.--The time period during which a determination or 
decision may be reopened under the above 3-year rules commences on the date of the notice of 
amount of program reimbursement containing the intermediary's determination, or the date of the 
notice of intermediary hearing decision, PRRB decision or Secretary's decision, as the case may be.  
The 3-year period ends on the third anniversary of that date.  Where the period for reopening expires 
on a Saturday, Sunday, legal holiday or any other day all or part of which is a non-workday by 
Federal statute or Executive order, the period is extended to the next full workday. 
 
2931.2  Reopening Final Determination.--Whether or not the intermediary will reopen a 
determination, otherwise final, will depend upon whether new and material evidence has been 
submitted, or a clear and obvious error was made, or the determination is found to be inconsistent 
with the law, regulations and rulings, or general instructions.  Information submitted in support of an 
amended cost report or the audit findings on a previously unaudited cost report could provide new 
and material evidence on which to base a reopening. 
 

A. Filing Amended Cost Reports.--Ordinarily, a cost report filed in a manner consistent with 
regulations and policy governing its preparation is intended to be final when settlement has been 
made or following an audit when determined to be necessary by the intermediary.  However, a cost 
report may also be considered final when initially delivered to the intermediary although the 
intermediary may not have performed its desk review and, if necessary, its audit. 
 
Under limited circumstances, the program will accept an amended cost report.  An amended cost 
report is one which is intended to revise information submitted on a cost report which has previously 
been filed by the provider. 
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A provider may file or an intermediary may require an amended cost report to: 
 

1. correct material errors detected subsequent to the filing of the original cost report. 
 

2. comply with the health insurance policies or regulations, or 
 

3. reflect the settlement of a contested liability; 
 

a. Where the liability resulting in increased costs is recognized by the provider but 
the amount is in question at the time of filing a cost report, the minimum obligation, if it can be 
determined, may be included in cost when the provider files.  When the final amount of liability is 
determined, if the difference between the amount initially claimed and the actual amount is minor the 
difference may be reflected in the current period.  Where this difference exceeds these limits, an 
amended cost report must be filed. 
 

b. Where the contested liability is questionable, no amount may be included in cost 
for the period.  If a liability develops, it must be treated in accordance with a.  above. 
 
Once a cost report is filed, the provider is bound by its elections.  Except in 2 above, a provider may 
not file an amended cost report to avail itself of an  option it did not originally elect.  For example, a 
provider which has filed a cost report using a more sophisticated method of cost finding cannot file 
an amended report using the step-down method of cost finding for that period. 
 

B. Adjustments in Depreciation.--Action by the intermediary to recover accelerated 
depreciation after a termination or decrease in the ratio of HI utilization does not constitute a 
reopening of prior determinations. Also, action to adjust depreciation for gains or losses on disposal 
of assets does not constitute a reopening. Thus, the limitation on reopening of a determination would 
not be a factor in recovery of accelerated depreciation, as no reopening results from the recovery 
action.  The basis for this policy is that at the time of the past determination, the known facts and 
circumstances were such that the amount of accelerated depreciation was correctly determined and a 
later termination from the program or a decrease in the ration of HI utilization would not change the 
facts and circumstances existing at that time.  Since the subsequent change does not affect that which 
had been previously considered, the determination is not reopened.  Instead, a current determination 
is made of the correct amount of depreciation that can be claimed.  Since this determination is based 
on current circumstances, and is made for the current period, i.e., the cost report period ending with 
the date of the provider's termination  or a decrease in the ratio of HI utilization, there is no barrier to 
the calculation of depreciation for the entire past life of the depreciated items.  A current 
determination would include a determination of the correct amount of depreciation for all years 
based on the current period.  This current depreciation determination does not change the correctness 
of earlier determinations, and therefore does not reopen them. 
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Final determinations will not be reopened simply because a different view is taken with respect to the 
import of the evidence upon which the determination was made.  The same criteria apply, of course, 
to the reopening of a decision of a hearing officer, the PRRB or the Secretary. 
 
2932. NOTICES (INCLUDING NOTICES OF REFUSAL) RELATED TO REOPENING 

AND CORRECTION. 
 

A. Requirements of the Notice.--When any determination or decision is reopened as provided 
in §2931 or it is decided not to reopen, notice of such reopening (or refusal to reopen--see §2931.1 
below) will be mailed to the provider or other parties to the determination or decision at their last 
known address.  The notice of reopening will be issued by the intermediary, intermediary hearing 
officer, the PRRB, or the Secretary making the reopening as required by §2931.1.  The provider or 
other party will be advised in the notice as to the circumstances surrounding the reopening, i.e., why 
it was necessary to take such action, and the opportunity to comment, object, or submit evidence in 
rebuttal.  Where a decision is to be reopened by a hearing officer, PRRB or the Secretary, the hearing 
officer, PRRB or Secretary may in his discretion hold a hearing to receive additional evidence and 
any oral testimony thereon of the provider or other party. 
 
When a correction is made in a determination or decision following the reopening, a notice of 
correction will be similarly mailed and addressed.  The notice will bear the legend "Notice of 
Correction-Program Reimbursement" if required to be issued by the intermediary on a determination, 
and "Notice of Correction-Hearing Decision" if required to be issued by the intermediary, 
intermediary hearing officer, PRRB or Secretary on a decision, and will refer to the previous program 
payment notice or hearing decision, respectively.  It should also advise that the provider has a right to 
a hearing where the amount of program payment is corrected. 
 
The correction notice will explain the basis of the correction with as much of the detail as is required 
in the case of the notice of amount of program reimbursement (§§2906) or hearing officer decision.   
(See §2916.) 
 
If, after a notice of reopening had been issued, it is determined that no correction is warranted, the 
provider or other party will be notified accordingly. (See §2932.1.) 
 

B. Effect of a Correction.--Where a correction is made by an intermediary in a determination 
on the amount of program payment which it has reopened, such correction shall be considered a 
separate and distinct determination to which the hearing provisions of this chapter apply; i.e., if as a 
result of the correction there is a sufficient amount of title XVIII program payment in dispute, the 
provider or other entity has a right to a hearing on such correction if it files a request for one within 
l80-calendar days of the date of the notice of correction (but see the exception discussed below). 
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C. Finality of a Correction.--The correction of a determination or decision will be final and 
binding on the provider unless the provider files a written request for a hearing on the corrected 
determination as authorized by paragraph B above and in accordance with §29ll or §292l. 
 
2932.1  Notice of Refusal to Reopen or Correct.--A provider has no right to a hearing on a finding 
by an intermediary or hearing officer that a reopening or correction of a determination or decision is 
not warranted.  Accordingly, a hearing paragraph should not be included in any letter or notice 
setting forth such a finding.  The notice will, however, explain the basis for refusing to reopen or 
correct the determination or decision and will be issued by the intermediary, hearing officer, PRRB 
or the Secretary having responsibility for the reopening according to §2931. 
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 Disclosure of Information 
 
2950. DISCLOSURE OF INFORMATION IN THE HEARING PROCESS 
 
To provide background for instructions on disclosure of information which are particularly pertinent 
to the provider hearing process, this section includes only a brief statement of some of the basic 
provisions relating to disclosure of information under the Social Security Act and the Public 
Information Act (popularly known as the Freedom of Information Act).  Hearing officers should 
study the respective statutes (42 U.S.C. l306 and 5 U.S.C. 552) and regulations (42 C.F.R. 40l), (45 
C.F.R. 5); and HCFA general instructions.    
 

A. General.--In the administration of the health insurance law, HCFA intermediaries, 
providers of service, and State agencies acquire information about beneficiaries and about 
institutions and organizations which are participating or have been denied participation in the 
program.  This information, for the most part, is acquired under circumstances in which the 
individual, institution, organization, etc., furnishing the information expect it to be kept confidential. 
 Section ll06 of the Social Security Act and the rules and policies formulated by HCFA under 42 
C.F.R. Part 401, Subpart B govern the disclosure of information obtained in the administration of 
title  XVIII of the Social Security Act and recognize the basic legislative pledge of confidentiality 
given the public at the inception of the social security program.  They must however be read against 
the provisions of the Freedom of Information Act and regulations.  These statutory and regulatory 
provisions, whether prohibiting the unauthorized disclosure of information or authorizing the 
disclosure of certain information under certain conditions, apply to the provider hearings process as 
well as to other title XVIII functions of the intermediary, and to any person participating in that 
process.  Therefore, any information obtained in the administration of title XVIII by (l) the hearing 
officer, the PRRB, the Secretary, or any person such as a court reporter, public stenographer, auditor, 
or witness participating in or assisting in the hearing process. 
 
whether obtained from the provider or other party, the intermediary, or HCFA; or (2) a party or his 
representative or witness, is subject to such provisions; all parties listed in (l) and (2) above are 
subject to the penalties for unauthorized disclosure and should be so advised by the hearing officer, 
PRRB, or the Secretary. 
 
Under the provisions of the Freedom of Information Act, as amended, a determination as to whether 
information will be disclosed in whole or in part must be made within l0 working days of the receipt 
of a written request for information.  Therefore, if a hearing officer, or any other agent involved in a 
hearing process receives a written request for information obtained in a hearing procedure which is 
not clearly disclosable in its entirety to the person or persons requesting it, the person receiving the 
request should, unless otherwise indicated below, immediately send the request to the HCFA RO. 
 
It should be sent by telegram, teletype or special delivery mail (depending on the distance).  The 
envelope should clearly indicate that the contents are a Freedom of Information Request. 
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Requests  for general program information or for other information which does not relate to the 
hearing process but which is clearly disclosable should be delivered equally expeditiously to the 
closest organization (the intermediary, the regional office, or HCFA in Baltimore) which has the 
information and/or which is authorized to disclose the information in accordance with regulations.  
Requests  for information not related to the hearing process which is not clearly disclosable in its 
entirety should be referred to the HCFA RO. 
 
Oral requests may be denied orally.  If the requestor is dissatisfied with an oral denial, he should be 
directed to submit his request in writing to the Public Information Officer in the region (see the 
DHHS Public Information Regulation for address), clearly identifying the envelope as a Freedom of 
Information request. 
 

B. Exception to the Rules Prohibiting Disclosure--Information Disclosable for Hearing 
Process.--Under generally accepted concepts of a fair hearing, a party to the hearing must be given 
reasonable access to all evidence of record and must be afforded a reasonable opportunity to offer 
evidence in rebuttal.  Therefore, whether or not a document, record, or any other evidentiary 
materials would otherwise be subject to a prohibition against disclosure, once such evidence 
becomes a part of the record in a hearing, the party or parties to the hearing or to the review of the 
Secretary are entitled to access to such evidentiary materials to the extent necessary to present their 
case in rebuttal fully, with the following limitation.  To prevent a clearly unwarranted invasion of 
personal privacy, the identity of (and details of information which would render identifiable) 
individuals, institutions, or organizations, that are the source of data or information used by the 
intermediary in determining a provider's reasonable costs will not be disclosed to the provider under 
the prehearing discovery or other hearing procedures. 
 

C. Notice to Party of Prohibitions and Penalties Applicable to Unauthorized Disclosure.--
When information which is ordinarily prohibited from disclosure is made available to a party to the 
hearing, the intermediary, or intermediary hearing officer, PRRB or the Secretary, as appropriate, 
will inform the party of the prohibitions on disclosure imposed by section 1106 of the Act and 
regulations at 42 C.F.R. 401, Subpart B, as well as the Freedom of Information Act. 
 
If any person, or a hearing officer(s), PRRB member, or other officer or employee of any 
organization, institution, etc., described in the preceding sections is served with a subpoena or other 
compulsory process requiring the production of records or information, the disclosure of which is 
prohibited, he will decline to produce the records or information.  If a subpoena is served on an 
officer or employee of any organization described above or any other person who is prohibited from 
disclosing the requested information, the HCFA RO is to be notified immediately. 
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2951. DISCLOSURE OF THE INTERMEDIARY HEARING DECISION. 
 
Decisions rendered by the intermediary hearing officers are disclosed by HCFA upon written request 
to persons and organizations other than the parties involved in the hearing, but only after all 
identifying information in each decision, such as names of providers, case numbers, and the names of 
individuals, has been deleted.  (Requests for hearing decisions regarding specific providers will be 
denied.) 
 
Hearing decisions are released by HCFA only.  Requests for intermediary hearing decisions received 
by the intermediary or the hearing officer are to be forwarded immediately to HCFA in accordance 
with instructions in § 2950A. 
 
2952. DISCLOSURE OF THE PRRB DECISION AND THE DECISION OF THE 

SECRETARY. 
 
All Board and Secretary decisions will be available to the general public. 
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3000. HOSPITALS AND DISTINCT PART UNITS OF HOSPITALS EXCLUDED FROM 

PROSPECTIVE PAYMENT SYSTEM 
 
Section 1886(b) of the Social Security Act (as amended by §101 of the Tax Equity and Fiscal 
Responsibility Act (TEFRA) of 1982) established a ceiling on the allowable rate of increase in 
hospital inpatient operating costs per discharge applicable to cost reporting periods beginning on or 
after October 1, 1982.  Effective with cost reporting periods beginning on or after October 1, 1983, 
however, most hospitals are paid under the prospective payment system (PPS) as described in §2801. 
Hospitals and units excluded from PPS (rehabilitation, psychiatric, children's, and long term 
hospitals; hospitals outside the 50 states, the District of Columbia, and Puerto Rico; hospitals 
reimbursed under special arrangements; and distinct part rehabilitation and psychiatric units) 
continue to be reimbursed under the TEFRA provision.  Hospitals classified as cancer hospitals on or 
before December 19, 1989, are excluded from PPS effective with the first cost reporting period 
beginning on or after October 1, 1989.  Hospitals classified as cancer hospitals after December 19, 
1989, are excluded from PPS effective with the first cost reporting period beginning after the date of 
classification.  For cost reporting periods beginning before October 1, 1985, and ending before 
October 1, 1987, alcohol/drug hospitals and units were also excluded from PPS.  Effective with cost 
reporting periods beginning on and after October 1, 1987, these hospitals and units are paid under 
PPS.  Under certain circumstances, HCFA may provide for an exemption from or an adjustment to 
the rate of increase ceiling or may assign a new base period. 
 
Fiscal intermediaries are responsible for verifying on an annual basis compliance with the 75 percent 
rule for rehabilitation hospitals and units (§§3001.2B and 3001.7A); the age criterion for children's 
hospitals (§3001.3); the length of stay criterion for long-term care hospitals (§3001.4); and the cost 
finding and reporting requirements in §§3001.5G, H, I, J, and K. 
  
3001. HOSPITALS AND DISTINCT PART UNITS OF HOSPITALS SUBJECT TO RATE OF 

INCREASE CEILING ON INPATIENT OPERATING COSTS 
 
Excluded hospitals and excluded hospital distinct part units that meet the requirements outlined in 
this section are not subject to PPS for inpatient care but are paid on the basis of reasonable costs 
subject to a rate of increase ceiling on inpatient operating costs per discharge. 
 
The following hospitals and hospital units are excluded from the prospective payment system and 
subject to the rate of increase ceiling: 
 

o Psychiatric hospitals, 
 

o Rehabilitation hospitals, 
 

o Children's hospitals, 
 

o Long term hospitals, 
 

o Psychiatric and rehabilitation distinct part units of general acute care hospitals,  
 

o Cancer hospitals, and 
 

o Hospitals outside the 50 States, the District of Columbia, and Puerto Rico. 
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The exclusion is not optional on the part of the hospital but is required if the hospital meets the 
criteria for exclusion. 
 
Hospitals (or their distinct part units) that meet the exclusion criteria of §3001 to §3001.10 must 
notify (in writing) the HCFA Regional Office (RO) serving the State in which the hospital is located. 
(See the listing in §3001.11.)  Hospitals currently participating as psychiatric hospitals are not 
required to provide this notification.  Such notification must include: 
 

o Name of hospital,  
 

o Type of hospital/unit(s),  
 

o Address,  
 

o Current provider identification number,  
 

o Name of contact person,  
 

o Fiscal intermediary, and  
 

o A statement that the hospital or distinct part unit meets the criteria for exclusion.   
 
As noted in §3001.5, a hospital notice relating to a unit must identify the particular areas designated 
as the unit and specify the number of beds and square footage included in the unit.  Room numbers 
or bed numbers must be used to identify the designated space.  When possible, the hospital must 
make the notification no later than 5 months before the beginning of the cost reporting period for 
which it is seeking exclusion.  The RO determines, based on information obtained by the State 
survey agency and the intermediary, whether exclusion is appropriate.  If the RO disapproves the 
exclusion, it notifies the hospital of the decision.  If the RO approves the exclusion, it notifies the 
hospital and the Medicare fiscal intermediary of excluded status and provider identification numbers. 
The hospital's claim to meeting applicable criteria  is subject to verification.  Hospitals and hospital 
units that have already been excluded are evaluated to determine whether they continue to meet the 
exclusion criteria, and the results of each evaluation are used in determining each facility's status for 
the next cost reporting period. 
 
A determination of excluded or nonexcluded status for a hospital or hospital unit applies to the entire 
cost reporting period for which the determination is made.  ROs make these determinations, 
generally on an annual basis.  If a change in meeting applicable criteria occurs during a cost reporting 
period, the status already determined for that period remains in effect for the duration of the period. 
The change in the hospital's or unit's status (e.g., from excluded to not excluded) takes effect only at 
the start of the next cost reporting period.  However, for cost reporting periods beginning on or after 
October 1, 1991, payments for services in some provisionally excluded rehabilitation hospitals, units, 
or groups of beds may have to be adjusted as described in §3001.10.  In addition, if an existing 
hospital or unit becomes subject to the PPS at a time other than the start of its cost reporting period 
because of the beginning or end of a hospital's participation in an approved demonstration project or 
State reimbursement control program, exclusion is effective on the date the change occurs.  
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Hospitals and units that have already been excluded from the PPS need not reapply for exclusion. 
However, PPS-excluded rehabilitation hospitals/units and psychiatric units must self-attest, on an 
annual basis, that they continue to meet PPS exclusion criteria.  In addition, all previously excluded 
hospitals/units are required to report any change in operations (e.g., expansion or downsizing) to the 
appropriate HCFA RO and to provide the State agency with a copy of the report within 10 days after 
the change occurs.  All PPS-excluded facilities are notified by letter by the appropriate HCFA RO of 
the self-attestation and other procedures and requirements that apply to them. 
 
3001.1 Psychiatric Hospitals.--A hospital participating as a psychiatric hospital under the special 
requirements in 42 CFR 482.60 through 482.62 is an excluded hospital. 
 
3001.2 Rehabilitation Hospitals.--A hospital is an excluded rehabilitation hospital if it meets all of 
the following criteria. 
 

A. The hospital has in effect an agreement to participate as a hospital.  
 

B. During its most recent 12 month cost reporting period (i.e., the period immediately 
preceding the period for which the exclusion is effective), the hospital treated an inpatient population 
of which at least 75 percent required intensive rehabilitative services for the treatment of one or more 
of the following conditions: 
 

o Stroke; 
 

o Spinal cord injury; 
 

o Congenital deformity; 
 

o Amputation; 
 

o Major multiple trauma; 
 

o Fracture of femur (hip fracture); 
 

o Brain injury; 
 

o Polyarthritis, including rheumatoid arthritis; 
 

o Neurological disorders, including multiple sclerosis, motor neuron diseases, 
polyneuropathy, muscular dystrophy, and Parkinson's disease; or 
 

o Burns. 
 
For purposes of determining whether this criterion is met, the medical conditions of all (i.e., 
Medicare and non-Medicare) patients treated in the hospital are considered. Either the number of 
admissions or the number of discharges during a cost reporting period may be used as the basis for 
this determination.  The number of patient days of care may not be used in making the determination. 
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A hospital that seeks exclusion as a rehabilitation hospital for the first full 12 month cost reporting 
period beginning on or after the date it becomes a Medicare participating hospital may provide the 
intermediary with a written certification that the inpatient population it intends to serve meets this 
criterion instead of showing that it has treated such a population during its most recent 12 month cost 
reporting period.  If the hospital provides such a certification, the written certification is effective for 
any cost reporting period of not less than one month and not more than 11 months between the date 
the hospital began participating in Medicare and the start of the hospital's regular 12 month cost 
reporting period.  However, an adjustment to the payments for the period is made, as described in 
§3001.10, if the hospital does not actually meet the requirements of §3001.2B for the period. 
 

C. The hospital has in effect a preadmission screening procedure under which each 
prospective patient's condition and medical history are reviewed to determine whether the patient is 
likely to benefit significantly from an intensive inpatient hospital rehabilitation program or 
assessment.  
 

D. The hospital ensures that patients receive close medical supervision and furnishes, through 
the use of qualified personnel, rehabilitation nursing, physical therapy, and occupational therapy, 
plus, as needed, speech therapy, social or psychological services, and orthotic and prosthetic services. 
  
 

E. The hospital has a plan of treatment for each inpatient that is established, reviewed, and 
revised, as needed, by a physician in consultation with other professional personnel who provide 
services to the patient. 
 

F. The hospital uses a coordinated multidisciplinary team approach in the rehabilitation of 
each inpatient, as documented by periodic clinical entries made in the patient's medical record to note 
the patient's status in relationship to goal attainment, and ensures that team conferences are held at 
least every 2 weeks to determine the appropriateness of treatment. 
 

G. The hospital has a director of rehabilitation who provides services to the hospital and its 
inpatients on a full time basis, is a Doctor of Medicine or Osteopathy, is licensed under State law to 
practice medicine or surgery, and has had, after completing a 1 year hospital internship, at least 2 
years of training or experience in the medical management of inpatients requiring rehabilitation 
services. 
 
3001.3 Children's Hospitals.--A hospital is an excluded children's hospital if it has in effect an 
agreement to participate as a hospital, and the majority of its inpatients in the most recent cost 
reporting period are individuals under the age of 18. 
 
3001.4 Long Term Hospitals.--A hospital is an excluded long term hospital if it has in effect an 
agreement to participate as a hospital and the average inpatient length of stay is greater than 25 days. 
The average length of inpatient stay must be computed by dividing the total number of inpatient days 
(less leave or pass days) by the number of total discharges for the hospital's most recently completed 
cost reporting period.  Ordinarily, the determination regarding a hospital's average length of stay is 
based on the hospital's most recently filed cost report.  However, if the hospital has not yet filed a 
cost report or if there is an indication that the most recently filed cost report does not accurately 
reflect the hospital's current average length of stay, data from the most recent 6 month period are 
used. 
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Hospitals that specialize in rehabilitation and meet the length of stay criterion as long term hospitals 
are eligible for a long term hospital exclusion and do not have to meet the special criteria established 
for rehabilitation hospitals. 
 
3001.5 Psychiatric and Rehabilitation Units.--An excluded psychiatric unit must meet the general 
criteria for units as listed in items A through M and all of the specific criteria for psychiatric units in 
§3001.6.  An excluded rehabilitation unit must meet the general criteria for units in items A through 
M and all of the specific criteria for rehabilitation units in §3001.7.  The general criteria for the units 
follow. 
 

A. The unit must be a part of an institution that has in effect an agreement to participate as a 
hospital that is not excluded in its entirety from the PPS.  
 

B. The unit must have written admission criteria that are applied uniformly to both Medicare 
and non-Medicare patients.  
 

C. The unit must have admission and discharge records that are separately identified from 
those of the hospital in which it is located and are readily retrievable. (However, the medical records 
of unit patients need not be physically separate from the records of patients in the acute care part of 
the hospital, and it is not necessary to create a second medical record when a patient is moved from 
the acute care part of the hospital to the excluded unit, or vice versa.  The record must indicate the 
dates of the admission and discharge for patients of the unit.)  The unit's policies must provide that 
necessary clinical information is transferred to the unit when a patient of the hospital is admitted to 
the unit.  
 

D. If State law provides special licensing requirements for psychiatric or rehabilitation units, 
the unit must be licensed in accordance with the applicable requirements. 
 

E. The hospital's utilization review plan must include separate standards for the type of care 
offered by the unit. 
 

F. The beds assigned to the unit must be physically separate from (i.e., not commingled with) 
beds not included in the unit. 
 

G. The hospital must have enough beds not excluded from the PPS to permit the provision of 
adequate cost information, as specified in Chapter 23. 
 

H. The unit and the hospital in which it is located must be serviced by the same fiscal 
intermediary. 
 

I. The unit must be treated as a separate cost center for cost finding and apportionment 
purposes. 
 

J. The accounting system of the hospital in which the unit is located must provide for the 
proper allocation of costs and maintain statistical data that are adequate to support the basis of 
allocation.  
 

K. The cost report for the hospital must include the costs of the unit, cover a single fiscal 
period, and reflect a single method of cost apportionment. 
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L. As of the first day of the first cost reporting period for which all other exclusion 
requirements are met, the unit must be fully equipped and staffed and must be capable of providing 
hospital inpatient psychiatric or rehabilitation care regardless of whether there are any inpatients in 
the unit on that date. 
 

M. Each hospital may have only one unit of each type (psychiatric and rehabilitation) excluded 
from the PPS. 
 
These criteria are used to determine whether a part of a hospital qualifies  for exclusion from PPS. 
An excluded unit must be established as a separate cost entity for cost reporting purposes, using the 
criteria in §2336.1A through D for this purpose. 
 
If a hospital wishes to have a unit excluded from PPS for a cost reporting period, it must notify its 
intermediary before the start of the period of the particular areas it has designated as the unit and of 
the square footage and number of beds in the unit.  This notice must be sent to the intermediary at the 
same time notice is sent to the RO regarding the request for exclusion (see §3001) and must identify 
the designated space through the use of room numbers and/or bed numbers.  After the initial 
designation, changes in the amount of the space occupied by the unit or in the number of beds in the 
unit are recognized for purposes of the exclusion only at the start of a cost reporting period. 
 
Compliance with the criteria in items H, I, and J may be determined based on the hospital's most 
recently filed cost report or, if necessary, by the hospital's presentation of evidence that shows, to the 
satisfaction of the intermediary, that the hospital has the accounting capability to meet these criteria 
for the cost reporting period for which the exclusion, if approved, applies. 
 
3001.6 Specific Criteria for Psychiatric Units.-- 
 

A. The unit must admit only patients whose admission to the unit is required for active 
treatment, whose treatment is of an intensity that can be provided only in an inpatient hospital 
setting, and whose condition is described by a psychiatric principal diagnosis contained in: 

 
• the Fourth Edition of the American Psychiatric Association Diagnostic and Statistical 

Manual; 
 

•  Chapter 5 (Mental Disorders) of the International Classification of Diseases, Ninth Revision, 
Clinical Modification (ICD-9-CM); or 
 

• Chapter 5 (Mental and BehavioralDisorders) of the International Classification of Diseases, 
Tenth Revision, Clinical Modification (ICD-10-CM), upon implementation of ICD-10. 

 
B. The unit must furnish, through the use of qualified personnel, psycho-logical services, 

social work services, psychiatric nursing, occupational therapy, and recreational therapy.   
 
C. The unit must maintain medical records that permit determination of the degree and 

intensity of treatment provided to individuals who are furnished services in the unit and that meet the 
following requirements. 
 

1. Development of Assessment/Diagnostic Data.--Medical records must stress the 
psychiatric components of the record, including history of findings and treatment provided for the 
psychiatric condition for which the inpatient is treated in the unit.  Medical records must meet the 
following criteria: 
 

o The identification data must include the inpatient's legal status; 
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o A provisional or admitting diagnosis must be made on every inpatient at the time 
of admission and must include the diagnoses of intercurrent diseases as well as the psychiatric 
diagnoses; 
 

o The reasons for admission must be clearly documented as stated by the inpatient 
or others significantly involved or both; 
 

o The social service records, including reports of interviews with inpatients, family 
members, and others, must provide an assessment of home plans and family attitudes, community 
resource contacts, and a social history; and 
 

o When indicated, a complete neurological examination must be recorded at the 
time of the admission physical examination. 
 

2. Psychiatric Evaluation.--Each inpatient must receive a psychiatric evaluation that 
must: 
 

o Be completed within 60 hours of admission; 
 

o Include a medical history; 
 

o Contain a record of mental status; 
 

o Note the onset of illness and the circumstances leading to admission; 
 

o Describe attitudes and behavior; 
 

o Estimate intellectual functioning, memory functioning, and orientation; and 
 

o Include an inventory of the inpatient's assets in descriptive, not interpretative, 
fashion. 
 

3. Treatment Plan.--Each inpatient must have an individual comprehensive treatment 
plan that must be based on an inventory of the inpatient's strengths and disabilities.  The written plan 
must include a substantiated diagnosis; short term and long term goals; the specific treatment 
modalities utilized; the responsibilities of each member of the treatment team; and adequate 
documentation to justify the diagnosis and the treatment and rehabilitation activities carried out.  
 
The treatment received by the inpatient must be documented in such a way as to assure that all active 
therapeutic efforts are included. 
 

4. Recording Progress.--Progress notes must be recorded by the doctor of medicine or 
osteopathy responsible for the care of the inpatient, a nurse, social worker, and, when appropriate, 
others significantly involved in active treatment modalities.  The frequency of progress notes is 
determined by the condition of the inpatient.  The progress notes must be recorded at least weekly for 
the first 2 months and at least once a month thereafter.  They also must contain recommendations for 
revisions in the treatment plan as indicated, as well as precise assessment of the inpatient's progress 
in accordance with the original or revised treatment plan. 
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5. Discharge Planning and Discharge Summary.--The record of each patient who has 
been discharged must contain a discharge summary that includes a recapitulation of the inpatient's 
hospitalization in the unit and recommendations from appropriate services concerning follow-up or 
aftercare, as well as a brief summary of the patient's condition on discharge. 
 

D. The unit must meet special staff requirements, i.e., the unit must have adequate numbers of 
qualified professional and supportive staff to evaluate inpatients, formulate written, individualized, 
comprehensive treatment plans, provide active treatment measures, and engage in discharge 
planning, as follows: 
 

1. Personnel.--The unit must employ or undertake to provide adequate numbers of 
qualified professional, technical, and consultative personnel to: 
 

o Evaluate inpatients; 
 

o Formulate written, individualized, comprehensive treatment plans; 
 

o Provide active treatment measures; and 
 

o Engage in discharge planning. 
 

2. Director of Inpatient Psychiatric Services Medical Staff.--Inpatient psychiatric 
services must be under the supervision of a clinical director, service chief, or equivalent who is 
qualified to provide the leadership required for an intensive treatment program.  The number and 
qualifications of doctors of medicine and osteopathy must be adequate to provide essential 
psychiatric services. 
 
The clinical director, service chief, or equivalent must meet the training and experience requirements 
for examination by the American Board of Psychiatry and Neurology or the American Osteopathic 
Board of Neurology and Psychiatry.   
The director must monitor and evaluate the quality and appropriateness of services and treatment 
provided by the medical staff. 
 

3. Nursing Services.--The unit must have a qualified director of psychiatric nursing 
services.  In addition to the director of nursing, there must be adequate numbers of registered nurses, 
licensed practical nurses, and mental health workers to provide nursing care necessary under each 
inpatient's active treatment program and to maintain progress notes on each inpatient. 
 
The director of psychiatric nursing services must be a registered nurse who has a master's degree in 
psychiatric or mental health nursing (or its equivalent) from an accredited school of nursing or is 
qualified by education and experience in the care of the mentally ill.  The director must demonstrate 
competence to participate in interdisciplinary formulation of individual treatment plans, to give 
skilled nursing care and therapy, and to direct, monitor, and evaluate the nursing care furnished. 
 
The staffing pattern must ensure the availability of a registered nurse 24 hours each day.  There must 
be adequate numbers of registered nurses, licensed practical nurses, and mental health workers to 
provide the nursing care necessary under each inpatient's active treatment program. 
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4. Psychological Services.--The unit must provide or have available psychological 
services to meet the needs of the inpatients.  The services must be furnished in accordance with 
accepted standards of practice, service objectives, and established policies and procedures. 
 

5. Social Services.--There must be a director of social services who monitors and 
evaluates the quality and appropriateness of social services furnished.  The services must be 
furnished in accordance with accepted standards of practice and established policies and procedures. 
 
Social service staff responsibilities must include, but are not limited to, participating in discharge 
planning, arranging for follow up care, and developing mechanisms for exchange of appropriate 
information with sources outside the hospital. 
 

6. Therapeutic Activities.--The unit must provide a therapeutic activities program.  The 
program must be appropriate to the needs and interests of inpatients and be directed toward restoring 
and maintaining optimal levels of physical and psychosocial functioning. 
 
The number of qualified therapists, support personnel, and consultants must be adequate to provide 
comprehensive therapeutic activities consistent with each inpatient's active treatment program. 
 
3001.7 Specific Criteria for Rehabilitation Units.-- 
 

A. Except as provided in subsection B, the unit must have treated, during its most recent 12 
month cost reporting period (i.e., the period immediately preceding the period for which the 
exclusion would be effective), an inpatient population that meets the requirement in §3001.2B.  
 

B. For the first cost reporting period in which a currently participating hospital seeks 
exclusion of a new rehabilitation unit, it may provide a written certification that the inpatient 
population it intends the unit to serve meets the requirement in §3001.2B, instead of showing that it 
has treated such a population during its most recent 12 month cost reporting period.  For purposes of 
this provision, a unit is considered new only if the hospital has not previously sought exclusion for 
any rehabilitation unit and has obtained approval for added bed capacity under its State licensure and 
its approved Medicare provider agreement.  A unit of a currently participating hospital that includes 
some beds that were previously licensed and certified and some new beds is recognized as a new 
rehabilitation unit only if more than one-half of the beds are new.   
 
A hospital that has not previously participated in the Medicare program and seeks exclusion of a 
rehabilitation unit may provide a written certification that the inpatient population it intends the unit 
to serve meets the requirement in §3001.2B, instead of showing that it has treated such a population 
during its most recent 12 month cost reporting period.  The written certification is effective for the 
first full 12 month cost reporting period that occurs after the hospital becomes a Medicare 
participating hospital and for any cost reporting period of not less than 1 month and not more than 11 
months occurring between the date the hospital began participating in Medicare and the start of the 
hospital's first regular 12 month cost reporting period of Medicare participation. 
 
For purposes of this section, a hospital that has undergone a change of ownership or leasing is 
considered to have not participated previously in the Medicare program. 
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C. The unit must meet the requirements in §3001.2C through F. 
 

D. The unit must have a director of rehabilitation who has the qualifications described in 
§3001.2G and provides services to the unit and  its inpatients for at least 20 hours per week.  If a 
rehabilitation unit serves both inpatients and outpatients through a single integrated unit, the time 
spent by the director in performing administrative duties for the entire unit counts toward the 
direction requirement since it is not feasible to prorate this administrative time between inpatients 
and outpatients.  However, any time spent in furnishing direct patient care can count toward the 
direction requirement only if the care is furnished to inpatients. 
 
3001.8 Expansion of Excluded Rehabilitation Units.-- 
 

A. Except as provided in subsection B, if a hospital expands its excluded rehabilitation unit by 
adding beds, the medical condition of the patients treated in the added beds during the most recent 12 
month cost reporting period must be taken into account in determining whether the requirement in 
§3001.7A is met. 
 

B. A hospital that has an excluded rehabilitation unit may obtain approval for added bed 
capacity under State licensure and under its approved Medicare provider agreement and may seek to 
add new beds to its existing excluded unit for the first 12 month cost reporting period during which 
the new beds are used to provide inpatient care.  The hospital may provide a written certification that 
the inpatient population the new beds are intended to serve meets the requirement in §3001.2B, 
instead of showing that those beds were used to treat such a population during the unit's most recent 
12 month cost reporting period.  
 
For purposes of this provision, new beds are defined as additional beds for which the hospital has 
obtained approval for increasing its bed capacity under both State licensure and its approved 
Medicare provider agreement.  For cost reporting periods beginning on or after October 1, 1991, an 
adjustment to payments for the period is made (as described in §3001.10) if the inpatient population 
of the added beds does not actually meet the requirements of §3001.2B for the period. 
 
3001.9 Cancer Hospitals.-- 
 

A. A hospital is an excluded cancer hospital if it meets all of the following criteria: 
 

o The hospital was recognized as a comprehensive cancer center or clinical cancer 
research center by the National Cancer Institute of the National Institutes of Health as of April 20, 
1983; 
 

o The hospital demonstrates that the entire facility is organized primarily for treatment 
of and research on cancer (i.e., the facility is not a subunit of a general acute care hospital or 
university-based medical center);  
 

o The hospital shows that at least 50 percent of its total discharges have a principal 
diagnosis that reflects a finding of neoplastic disease.  (The principal diagnosis for this purpose is 
defined as the condition established after study to be chiefly responsible for occasioning the 
admission of the patient to the hospital.); and  
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o The hospital was recognized by HCFA as a cancer hospital on or before December 31, 
1990. 
 

B. The effective date for exclusion from PPS follows.   
 

o A hospital recognized as a cancer hospital on or before December 19, 1989, is 
excluded from the PPS effective with cost reporting periods beginning on or after October 1, 1989.   

o A hospital recognized after December 19, 1989, is excluded from PPS effective with 
the cost reporting period beginning on or after the date of classification. 
 
3001.10 Retroactive Adjustments for Provisionally Excluded Hospitals, Hospital Units, or Beds.-- 
 

A. If a hospital, hospital unit, or group of beds is excluded from the prospective payment 
system for a cost reporting period based on a written certification under §3001.2B (for new 
rehabilitation hospitals), §3001.7B (for new rehabilitation units), or §3001.8B (for beds added to 
existing rehabilitation units) but does not actually meet the requirements of any such section for that 
cost reporting period, HCFA adjusts its payments to the hospital retroactively in accordance with 
subsection C.  
 

B. In the case of a unit to which new beds have been added under §3001.8B, the 75 percent 
requirement in §3001.2B is applied to the entire unit, including both new and added beds.  If the 
entire unit is able to meet the requirement, the previously existing unit and the added beds are 
presumed to meet the requirement separately and no payment adjustment under subsection C is 
made.  If the unit as a whole does not meet the 75 percent requirement, the hospital must furnish the 
intermediary or the State agency, as specified by the RO, the information needed to determine 
whether the 75 percent requirement was met by the established portion of the unit (that is, the 
previously existing unit) and by the newly added beds, considered separately.  If the established 
portion of the unit did not meet the requirement, no retroactive payment adjustment is made for 
services in the established portion of the unit but that portion is not excluded from the PPS as a 
rehabilitation unit for the following cost reporting period.  If the added beds met the requirement, no 
retroactive payment adjustment is made for the added beds and those beds are eligible for exclusion 
from the PPS as a rehabilitation unit for the following cost reporting period.  If the added beds did 
not meet the requirement, the intermediary adjusts its payment to the unit retroactively in accordance 
with subsection C and the added beds are not excluded from the PPS as a rehabilitation unit for the 
following cost reporting period.   
 
If the hospital does not have the records needed to discriminate between the performance of the 
previously existing unit and that of the added beds or for other reasons does not furnish the 
information requested by the intermediary or State agency, neither the previously existing unit nor 
the added beds are excluded from the PPS for the following cost reporting period.  In that case,  the 
intermediary adjusts its payment to the unit retroactively in accordance with subsection C.  
 

C. The intermediary adjusts payment to the hospital by calculating the difference between the 
amount actually paid for services to Medicare patients in the hospital, hospital unit, or beds during 
the period of provisional exclusion and the amount that would have been paid if the hospital, unit, or  
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beds had not been excluded from the PPS.  The intermediary then takes action to recover the 
resulting overpayment or corrects the underpayment to the hospital. 
 
 
3001.11 Regional Office Listing.-- 
 
Region Address          States Served 
 
1  Health Care Financing Administration     Connecticut 

Division of Health Standards        Maine 
  and Quality          Massachusetts 
JFK Federal Building        New Hampshire 
Room 1309          Rhode Island 
Boston, MA  02203         Vermont 
(617) 565-1322 
 

 
2  Health Care Financing Administration     New Jersey 

Division of Health Standards       New York 
  and Quality          Puerto Rico 
Room 3811          Virgin Islands 
26 Federal Plaza 
New York, NY  10278 
(212) 264-1121 
 

3  Health Care Financing Administration     Delaware 
Division of Health Standards       District of Columbia 
  and Quality          Maryland 
P.O. Box 7760         Pennsylvania  

  3535 Market St.        Virginia 
Philadelphia, PA  19101        West Virginia 
(215) 596-6571          

 
 
4  Health Care Financing Administration     Alabama 

Division of Health Standards        Florida 
  and Quality          Georgia 
Suite 701           Kentucky 
101 Marietta Tower         Mississippi 
Atlanta, GA  30323         North Carolina 
(404) 331-2361         South Carolina 

           Tennessee 
 
5  Health Care Financing Administration     Illinois 

Division of Health Standards       Indiana 
  and Quality          Michigan 
15th Floor          Minnesota 
105 West Adams         Ohio 
Chicago, IL  60603         Wisconsin 
(312) 353-9805 
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Region Address States Served 

 
6 Health Care Financing Administration Arkansas 

Division of Health Standards Louisiana 
  and Quality New Mexico 
Room 2000 Oklahoma 
1200 Main Tower Building Texas 
Dallas, TX  75202 
(214) 767-6301 

 
 

7 Health Care Financing Administration Iowa 
Division of Health Standards Kansas 
  and Quality Missouri 
Room 235 Nebraska 
601 East 12th Street 
Kansas City, MO  64106 
(816) 426-2408 
 

8 Health Care Financing Administration Colorado 
Division of Health Standards Montana 
  and Quality North Dakota 
Room 1185 South Dakota 
Federal Building Utah 
1961 Stout Street Wyoming 
Denver, CO  80294 
(303) 844-4721 
 

9 Health Care Financing Administration American Samoa  
Division of Health Standards Arizona 
  and Quality California 
4th & 5th Floor Guam 
75 Hawthorne Street Hawaii 
San Francisco, CA  94102 Nevada 
(415) 744-3679 
 

10 Health Care Financing Administration Alaska 
Division of Health Standards Idaho 
  and Quality Oregon 
Mail Stop RX 40 Washington 
2201 Sixth Avenue 
Seattle, WA  98121 
(206) 442-0511 

 
 

3002. CALCULATING RATE OF INCREASE CEILING ON HOSPITAL INPATIENT 
OPERATING COSTS 

 
A hospital or hospital unit that is excluded from PPS is paid on the basis of reasonable cost subject to 
a rate of increase ceiling on inpatient operating costs.  The ceiling is based on a target amount per 
discharge.   
 
The hospital's target amount for a cost reporting period is equal to the hospital's allowable inpatient 
operating costs (excluding capital and medical education costs) per discharge for its base period (as 
defined in subsection A) increased by applicable update factors.  To establish the first year's target 
amount, the intermediary determines the allowable inpatient operating   
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costs per discharge for the hospital's base period.  This amount is then updated by the applicable 
percentage increase, yielding the hospital's per discharge target amount for the first cost reporting 
period subject to the rate of increase ceiling.   
 
The target amount is then multiplied by Medicare discharges for the period, yielding the ceiling, 
which is the upper limit on net program operating cost.  The target amount for a subsequent period is 
determined by multiplying the target amount for the immediately preceding period by the applicable 
update factor.   
 

A. Base Year.--The first full 12 month cost reporting period immediately preceding the first 
cost reporting period that is subject to the rate of increase ceiling is the base year.  For existing 
hospitals and units, this means cost reporting periods beginning in Federal FY 1982.  For new 
hospitals, see §3003.  The base year for newly established excluded units is the first 12 month cost 
reporting period under which the unit is excluded from the PPS.  
 
For cost reporting periods beginning on or after April 1, 1989, a cancer hospital's base year for 
determining the rate of increase ceiling is the original TEFRA base year or the cost reporting period 
beginning during FY 1987, whichever results in a higher target amount. 
 

B. Annual Target Amount Percentage Increases.--The annual percentage increase in the target 
amount is established by statute and published annually in the Federal Register in September.  The 
update factors derived from these percentages are provided in the tables below.  For FY 1994, the 
applicable rate of increase percentage is the market basket percentage increase (4.3 percent) less a 
percentage reduction determined as follows. 
 

1. An update adjustment percentage is calculated by determining the percentage by 
which the hospital's costs subject to the ceiling exceed the hospital's ceiling for the 12 month cost 
reporting period beginning in FY 1990. 
 

2. The reduction to the market basket percentage (applicable reduction) is calculated as 
the lesser of 1 percentage point or the result of subtracting the hospital's update adjustment 
percentage from 10 percent. 
 

3. The applicable reduction is subtracted from the market basket percentage and results 
in the rate of increase percentage. 
 
The following situations are exceptions to the method described above for determining the rate of 
increase percentage for FY 1994 through FY 1997: 
 

o If the hospital's update adjustment percentage is 10 percent or more, there is no 
applicable reduction and its rate of increase percentage is the percentage increase in the hospital 
market basket. 
 

o If a hospital's FY 1990 rate of increase ceiling was greater than cost subject to the 
ceiling, the rate of increase percentage is the percentage increase in the hospital market basket minus 
1 percentage point. 
 

o If a hospital did not have a 12 month cost reporting period beginning in FY 1990 that 
was subject to the rate of increase limitation, its applicable rate of increase percentage is the 
percentage increase in the hospital market basket minus 1 percentage point. 
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For FY 1995 through FY 1997, the update adjustment percentage is the update adjustment 
percentage from the hospital's previous year plus the previous year's applicable reduction.  The 
applicable reduction and applicable rate of increase percentage for the hospital are then determined 
as described for FY 1994. 
 
For FY 1998 and following, the applicable rate of increase percentage is the percentage increase in 
the hospital market basket. 
 
EXAMPLE 1: 
 
Cost reporting period beginning in FY 1990 

Allowable inpatient operating costs      $10,600 
Rate of increase ceiling         $10,000 
Percentage by which costs exceed ceiling     6.00% 

 
FY 1994 

Update adjustment percentage 
(percentage by which costs exceed ceiling)    6.00% 

Difference between 10% and update adjustment 
percentage          4.00% 

Applicable reduction 
(lesser of 1% or the difference between 10% and 
the update adjustment percentage)      1.00% 

Applicable rate of increase percentage is the market 
basket percentage increase minus the applicable 
reduction of 1%  

 
FY 1995  

Update adjustment percentage 
(last year's update adjustment percentage  
plus last year's applicable reduction)     7.00% 

Difference between 10% and update adjustment 
percentage          3.00% 

Applicable reduction 
(lesser of 1% or the difference between 
10% and the update adjustment percentage)    1.00% 

Applicable rate of increase percentage is the  
market basket percentage increase minus the 
applicable reduction of 1%  

 
FY 1996 

Update adjustment percentage 
(last year's update adjustment percentage 
plus last year's applicable reduction)     8.00% 

Difference between 10% and update adjustment 
percentage          2.00% 

Applicable reduction 
(lesser of 1% or the difference between 10% 
and the update adjustment percentage)     1.00% 

Applicable rate of increase percentage is the market 
basket percentage increase minus the applicable 
reduction of 1%  
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FY 1997 

Update adjustment percentage 
(last year's update adjustment percentage 
plus last year's applicable reduction)     9.00% 

Difference between 10% and the update adjustment 
percentage          1.00%  

Applicable reduction 
(lesser of 1% or the difference between 10% 
and the update adjustment percentage)     1.00 

Applicable rate of increase percentage is the 
market basket percentage increase minus the 
applicable reduction of 1% 

 
 
EXAMPLE 2: 
 
Cost reporting period beginning in FY 1990 

Allowable inpatient operating costs       $10,800 
Rate of increase ceiling         $10,000 
Percentage by which costs exceed ceiling     8.00% 

 
FY 1994 

Update adjustment percentage 
(percentage by which costs exceed ceiling)    8.00% 

Difference between 10% or update adjustment 
percentage          2.00% 

Applicable reduction 
(lesser of 1% or the difference between 
10% and the update adjustment percentage)    1.00% 

Applicable rate of increase percentage is the 
market basket percentage increase minus the 
applicable reduction of 1% 

 
 
FY 1995 

Update adjustment percentage  
(last year's update adjustment percentage 
plus last year's applicable reduction)     9.00% 

Difference between 10% and update adjustment 
percentage          1.00% 

Applicable reduction 
(lesser of 1% or the difference between 
10% and the update adjustment percentage)    1.00% 

Applicable rate of increase percentage is the 
market basket percentage increase minus the 
applicable reduction of 1% 

 
 
FY 1996 

Update adjustment percentage  
(last year's update adjustment percentage 
plus last year's applicable reduction)     10.00% 

Because the update adjustment percentage is at 
least 10%, the applicable rate of increase 
percentage for FY 1996 and FY 1997 is the 
market basket percentage increase 
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EXAMPLE 3: 
 
Cost reporting period beginning in FY 1990 

Allowable inpatient operating costs      $10,950 
Rate of increase ceiling         $10,000 
Percentage by which costs exceed ceiling     9.50% 

 
FY 1994 

Update adjustment percentage 
(percentage by which costs exceed ceiling)    9.50% 

Difference between 10% and update adjustment 
percentage          0.50% 

Applicable reduction 
(lesser of 1% or the difference between  
10% and the update adjustment percentage)    0.50% 

Applicable rate of increase percentage is the 
market basket percentage increase minus the 
applicable reduction of 0.50%  

 
FY 1995 

Update adjustment percentage  
(last year's update adjustment percentage 
plus last year's applicable reduction)     10.00% 

Because the update adjustment percentage is at 
least 10%, the applicable rate of increase  
percentage for FY 1995 through FY 1997 is the 
market basket percentage increase 

 
 
EXAMPLE 4: 
 
Cost reporting period beginning in FY 1990 

Allowable inpatient operating costs      $9,000 
Rate of increase ceiling         $10,000 
Percentage by which costs exceed ceiling     0.00% 

 
FY 1994 

Applicable reduction         1.00% 
Because costs did not exceed the rate of increase 
ceiling in FY 1990, the applicable rate of increase 
percentage for FY 1994 through FY 1997 is the 
market basket percentage increase minus 1%  
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 UPDATE FACTOR TABLE 
 

DEEMED     DEEMED 
             FEDERAL FEDERAL FEDERAL FEDERAL FEDERAL FEDERAL FEDERAL FEDERAL 
              FY 1983  FY 1984  FY 1985  FY 1986  FY 1986 FY 1987 FY 1988 FY 1988 
    HOSPITAL BEGINS  BEGINS  BEGINS  BEGINS  BEGINS BEGINS BEGINS BEGINS 
    FY ENDS 10/1/82  10/1/83  10/1/84  10/1/85  10/1/85  10/1/86 10/1/87 10/1/87 
                                                               1_/     2_/ 
 
    09/30  1.07975  1.06900  1.06625  1.00208333 1.005  1.0115 1.023238 1.027 
    10/31  1.07767  1.06867  1.06667  1.00208333 1.005  1.0115 1.023238 1.027 
    11/30  1.07458  1.06833  1.06708  1.00208333 1.005  1.0115 1.023238 1.027 
    12/31  1.07200  1.06900  1.06750  1.00208333 1.005  1.0115 1.023238 1.027 
    01/31  1.06900  1.06958  1.06800  1.00208333 1.005  1.0115 1.023238 1.027 
    02/28  1.06900  1.07167  1.06850  1.00208333 1.005  1.0115 1.023238 1.027 
    03/31  1.06900  1.07075  1.06900  1.00208333 1.005  1.0115 1.023238 1.027 
    04/30  1.06900  1.07133  1.06950  1.00208333 1.005  1.0115 1.023238 1.027 
    05/31  1.06900  1.07197  1.07000  1.00208333 1.005  1.0115 1.023238 1.027 
    06/30  1.06900  1.07250  1.07050  1.00208333 1.005  1.0115 1.023238 1.027 
    07/31  1.06900  1.07308  1.07100  1.00208333 1.005  1.0115 1.023238 1.027 
    08/31  1.06900  1.07667  1.07150  1.00208333 1.005  1.0115 1.023238 1.027 
 
    1_/ For fiscal year 1987, the update factor for FY 1986 is deemed to be 1.005. 
 
    2_/ For fiscal year 1989, the update factor for FY 1988 is deemed to be 1.027. 
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    Update Factor Table (Cont.) 
 

FEDERAL FEDERAL FEDERAL FEDERAL FEDERAL FEDERAL 
                FY 1989 FY 1990  FY 1991 FY 1992 FY 1993 FY 1994 
    HOSPITAL BEGINS BEGINS  BEGINS BEGINS BEGINS BEGINS 
    FY ENDS 10/1/88  10/1/89  10/1/90 10/1/91 10/1/92 10/1/93 
 
    09/30  1.054  1.055  1.053  1.047  1.042  1.043  Minus applicable reduction 4_/ 
    10/31  1.054  1.055  1.053  1.047  1.042  1.043   
    11/30  1.054  1.055  1.053  1.047  1.042  1.043 
    12/31  1.054  1.055  1.053  1.047  1.042  1.043 
    01/31  1.054  1.055  1.053  1.047  1.042  1.043 
    02/28  1.054  1.055  1.053  1.047  1.042  1.043 
    03/31  1.054  1.055  1.053  1.047  1.042  1.043 
    04/30  1.054  1.055  1.053  1.047  1.042  1.043 
    05/31  1.054  1.055  1.053  1.047  1.042  1.043 
    06/30  1.054  1.055  1.053  1.047  1.042  1.043 
    07/31  1.054  1.055  1.053  1.047  1.042  1.043 
    08/31  1.054  1.055  1.053  1.047  1.042  1.043 
 
 Adjustment Factors To Be Applied To Updated Target Amounts For Cost Reporting Periods 
 Beginning On Or After November 1, 1989, And Before January 1, 1991 3_/ 
 

Adjustment 
Cost Reporting Period   Factor 
 
Nov. 1,  1989  to Oct. 31,  1990  .9984    3_/ The factors are applied as follows: 
Dec. 1,  1989  to Nov. 30,  1990  .9941     ((Updated target amount X program discharges) 
Jan. 1,  1990  to Dec. 31,  1990  .9897     X (adjustment factor)) 
Feb. 1,  1990  to Jan. 31,  1991  .9897      
Mar. 1,  1990  to Feb. 28,  1991  .9897    4_/ See §3002.B for method of determining 
Mar. 1,  1990  to Mar. 31,  1991  .9897     applicable reduction 
May 1,  1990  to Apr. 30,  1991  .9897 
June 1,  1990  to May 31,  1991  .9897 
Jul. 1,  1990  to June 30,  1991  .9897 
Aug. 1,  1990  to July 31,  1991  .9897 
Sep. 1,  1990  to Aug. 31,  1991  .9897 
Oct. 1,  1990  to Sep. 30,  1991  .9901 
Nov. 1,  1990  to Oct. 31,  1991  .9916 
Dec. 1,  1990  to Nov. 30,  1991  .9957  
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 Target Amount Calculation 
 
EXAMPLE: A rehabilitation hospital has a calculated base year (FY 1985) allowable cost of 

$9,500 per discharge (based on the total Medicare inpatient operating costs, 
excluding capital and medical education costs, divided by Medicare discharges). To 
determine the target amount for its cost reporting period beginning in FY 1986, the 
base year per discharge cost of $9,500 is multiplied by the applicable update factor 
from the preceding tables (1.00208333), resulting in a FY 1986 target amount of 
$9,519.79 per discharge. 

 
To calculate the FY 1987 target amount, the base year per discharge cost is 
multiplied by 1.005, since the FY 1986 update factor is deemed to be .5 percent. 
(See footnote 1 in the update factor table.)  The product of this calculation is then 
multiplied by the FY 1987 update factor of 1.0115 to arrive at the target amount for 
fiscal year 1987 of $9,657.30. 

 
FY 1987 target amount: 

 
$   9,500.00 FY 1985 program operating cost per discharge 
X      1.005 FY 1986 update (deemed 0.5 percent) 
$   9,547.50 
X     1.0115 FY 1987 update (1.15 percent) 
$   9,657.30 Target amount for FY 1987 

 
C. Calculating the Ceiling.--The ceiling is determined for a given cost reporting period by 

multiplying the applicable target amount by the number of Medicare discharges in the cost reporting 
period. 
 
For purposes of excluded hospitals and units, a discharge is defined as a patient meeting any of the 
following conditions: 
 

o The patient is formally released from the hospital or unit; 
 

o The patient dies in the hospital or unit; or 
 

o The patient is transferred to another hospital or unit. 
 
However, when Medicare inpatient hospital benefits (including the election to use lifetime reserve 
days) are exhausted during the inpatient stay, the patient is considered discharged on the date that the 
Medicare program determines the patient is no longer eligible for Part A inpatient hospital services 
instead of when the patient is formally released. 
 

1. Inpatient Operating Costs Exceed the Ceiling.-- 
 

a. For cost reporting periods beginning on or after October 1, 1982, and before 
October 1, 1984, 25 percent of the costs in excess of the ceiling are allowable. 
 

b. For cost reporting periods beginning on or after October 1, 1984, and before 
October 1, 1991, no costs in excess of the ceiling are allowable. 
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c. For cost reporting periods beginning on or after October 1, 1991, payment is 
based on the lower of: 
 

o The hospital's ceiling plus 50 percent of the allowable operating costs that 
exceed the ceiling; or  
 

o 110 percent of the hospital's ceiling. 
 

2. Costs Are Equal to or Less Than Ceiling.--For cost reporting periods beginning on 
or after October 1, 1982, Medicare pays the hospital's allowable inpatient operating costs plus the 
lesser of:   
 

o 50 percent of the difference between the allowable inpatient operating costs and 
the ceiling; or  
 

o 5 percent of the ceiling. 
 
3003. EXEMPTIONS FROM RATE OF INCREASE CEILING   
 
New hospitals that began participation in the Medicare program before October 1, 1992, may request 
an exemption from the rate of increase ceiling under the provisions of §§3003.1 through 3003.5.  
These hospitals have 180 days from the date of a final notice of program reimbursement to file a 
request for an exemption from the rate of increase ceiling with their fiscal intermediary.  A new 
hospital is a hospital that has been operating for less than 3 full years, under current or previous 
ownership, as the type of hospital for which it received HCFA approval for participation in the 
Medicare program (as provided in 42 CFR 413.40(f)(1) prior to October 1, 1992). 
 
A newly established unit that is excluded from PPS does not qualify for the new hospital exemption. 
Risk basis HMOs may request an exemption as provided in 42 CFR 413.40(f)(2).  Thus, new 
hospitals and risk basis HMOs are the only types of providers that may seek an exemption from the 
rate of increase ceiling. 
 
New hospitals that began participation in the Medicare program on or after October 1, 1992, that 
meet the criteria in §3003.6 are automatically granted an exemption from the rate of increase ceiling. 
Effective with hospitals that begin participation on or after October 1, 1992, a new hospital is a 
provider of hospital inpatient services that: 
 

o Has operated as the type of hospital for which HCFA granted it approval to participate in 
the Medicare program, under present or previous ownership (or both), for less than 2 full years; and 
 

o Has provided the type of hospital inpatient services for which HCFA granted it approval to 
participate in the Medicare program for less than 2 years. 
 
3003.1 Requesting Exemption.--A hospital that began participating in the Medicare program 
before October 1, 1992, must include the following information in its request for exemption: 
 

o Name, address, and provider number of the requesting facility; 
 

o General information about the hospital, e.g., type of facility description of the patient 
population, area served;  
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o A request for relief on the basis of the provisions in 42 CFR 413.40(f); and  
 

o Effective date of the Medicare provider agreement (tie-in notice) and the date the provider 
accepted its first patient. 
 
3003.2 Calculating Exemption Period.--For hospitals that were approved for participation in the 
Medicare program prior to October 1, 1992, the exemption expires at the end of the first cost 
reporting period that begins at least 2 years after the hospital accepts its first patient. 
 
The base period for a new hospital is the last cost reporting period for which its exemption is 
applicable, i.e., the first cost reporting period beginning at least 2 years after the hospital accepts its 
first patient. 
 
EXAMPLE: A rehabilitation hospital admitted its first patient on December 4, 1986, and its 

Medicare provider agreement was approved effective December 14, 1986.  The 
hospital's fiscal year ends August 31. 

 
December 4, 1986 admitted first patient 
+               2 years 
December 4, 1988 

 
Since the hospital's cost reporting period is September 1 through August 31, the 
first cost reporting period beginning after December 4, 1988, starts September 1, 
1989.  Therefore, the hospital is exempt from the target rate of increase ceiling 
through its cost reporting period that ends August 31, 1990.  The cost reporting 
period ending August 31, 1990, serves as the base period used to establish the 
target amount used for determining the rate of increase ceiling for future periods. 

 
EXAMPLE: A psychiatric hospital's Medicare provider agreement was approved effective 

January 8, 1985, and it admitted its first patient on November 28, 1984.  The 
hospital's fiscal year ends December 31. 

 
November 28, 1984 admitted first patient 
+                 2 years 
November 28, 1986 

 
The first cost reporting period beginning after November 28, 1986, is the cost 
reporting period beginning January 1, 1987, and ending December 31, 1987.  The 
hospital could be exempt from the target rate of increase ceiling through this cost 
reporting period.  The cost reporting period ending December 31, 1987, also serves 
as the base year used to establish the rate per discharge used for determining the 
rate of increase ceiling for future periods. 

 
EXAMPLE: An acute care hospital's Medicare provider agreement was approved in 1984.  On 

May 1, 1990, the hospital was reclassified as a rehabilitation hospital and admitted 
its first patient as a rehabilitation hospital.  The hospital's fiscal year ends 
December 31. 
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May 1, 1990 admitted first patient 
+      2 years 
May 1, 1992 

 
The rehabilitation hospital qualifies as a new provider and could be exempt from 
the rate of increase limits since it has operated for fewer than 3 years as the type of 
provider (rehabilitation hospital) for which it has been approved for Medicare 
participation.  Since the first cost reporting period beginning after May 1, 1992, is 
the cost reporting period ending December 31, 1993, the hospital is exempt from 
the rate of increase ceiling through this cost reporting period.  The cost reporting 
period ending December 31, 1993, also serves as the base year used to establish the 
cost per discharge used in determining the rate of increase ceiling applicable to 
future periods. 

 
3003.3 Intermediary Role.--When the intermediary receives an application for exemption from the 
rate of increase ceiling from a hospital that began participation before October 1, 1992, the 
intermediary reviews the application for completeness and requests any additional information within 
60 days.  The intermediary evaluates the hospital's request and verifies the supporting 
documentation.  Within 75 days from the date of receipt of a completed application, the intermediary 
verifies and attests to the fact that the provider either meets or does not meet the requirements in 
§3003 for an exemption from the rate of increase ceiling and forwards its recommendation for a final 
decision to HCFA. 
 
3003.4 HCFA's Review and Decision.--Upon receiving the information and recommendation from 
the intermediary, HCFA: 
 

o Reviews the entire package as submitted by the intermediary; 
 

o Requests additional information from the intermediary when the intermediary's 
recommendation is not supported by sufficient documentation; and,  
 

o Makes a decision based on the material submitted and advises the intermediary in writing 
of the decision no later than 180 days from the date the completed application and the intermediary's 
recommendation are received by HCFA.  The decision letter includes a detailed explanation of the 
reasons for approval or disapproval of the hospital's request. 
 
NOTE: The 180 day time limit does not include the days between the day additional information 

needed to process the application was requested by HCFA and the day that information 
was received. 

 
Upon receipt of HCFA's determination, the intermediary informs the hospital of HCFA's 
determination and takes appropriate action to implement the decision. 
 
3003.5 Review of Determination.--A hospital may request a review of the determination based on 
the submission of additional information.  The hospital must submit the review request and 
additional information to its intermediary within 180 days of the date of the letter notifying the 
hospital of the original decision.     
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The intermediary verifies the additional information and forwards the review  request to HCFA 
within 75 days.  HCFA notifies the intermediary of its decision on the request within 180 days of 
receiving the request from the intermediary. 
 
3003.6 Automatic Exemption from Rate of Increase Ceiling.--Effective October 1, 1992, new 
hospitals that meet all of the following criteria are automatically exempted from the rate of increase 
ceiling: 
 

o The hospital's Medicare provider agreement was approved effective on or after October 1, 
1992; 
 

o The hospital has operated as the type of hospital for which it was certified for participation, 
under present and previous (if applicable) ownership, for fewer than 2 full years; and 
 

o The hospital has provided the type of inpatient services for which it was approved for 
fewer than 2 full years. 
 

A. Determining Eligibility for Exemption.--A hospital that has not previously provided 
inpatient services of any nature and is approved for participation in the Medicare program on or after 
October 1, 1992, is automatically exempted from the rate of increase ceiling. 
 
EXAMPLE: A new psychiatric hospital is accredited by the Joint Commission on Accreditation 

of Healthcare Organizations and applies for and is approved for participation on 
November 17, 1992.  The hospital is automatically exempted from the rate of 
increase ceiling. 

 
A hospital may have been providing inpatient services prior to its approval for participation in the 
Medicare program and still qualifies as a new hospital. 
 
EXAMPLE: A rehabilitation hospital is accredited and admits its first patient on August 28, 

1991.  It applies for and is approved for participation effective December 12, 1992. 
 Since the first patient was admitted fewer than 2 years prior to approval, and the 
hospital was approved after October 1, 1992, the hospital qualifies for exemption. 

 
A hospital that experiences a change in organizational structure (e.g., a freestanding hospital 
becomes a distinct part unit or vice versa) but continues to provide the same inpatient services 
(rehabilitation or psychiatric) for which it was approved prior to the organizational change does not 
qualify for exemption as a new hospital. 
 
EXAMPLE: A PPS hospital with a distinct part rehabilitation unit moves to a new building.  

The old building is converted to a freestanding rehabilitation hospital and is 
approved as such for Medicare participation.  There has been no change in the 
services provided or the patient population served.  The rehabilitation hospital does 
not qualify for exemption from the rate of increase ceiling as a new hospital. 

   
B. Calculating Exemption Period.--The exemption from the rate of increase ceiling begins 

when the hospital accepts its first patient and ends with the first 12 month cost reporting period 
ending at least 2 years after the date of admission of the first patient. 
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EXAMPLE: A rehabilitation hospital admitted its first patient on December 4, 1992, and was 

approved for Medicare participation on December 14, 1992.  The hospital's fiscal 
year ends August 31. 

 
December 4, 1992 admitted first patient 
+               2 years 
December 4, 1994 

 
Since the hospital's cost reporting period is September 1 through August 31, the 
first 12 month cost reporting period ending after December 4, 1994, is the period of 
September 1, 1994, to August 31, 1995.  Therefore, the hospital is exempt from the 
target rate of increase ceiling through its cost reporting period that ends August 31, 
1995. 

 
 

C. Determining Base Period.--Effective October 1, 1992, the base period for the rate of 
increase ceiling is determined as follows. 
 

1. New Hospitals.--The base period for a new hospital that qualifies for exemption 
from the rate of increase ceiling, as provided in subsection A, is the first 12 month cost reporting 
period that begins at least 1 year after the hospital accepts its first patient. 
 
EXAMPLE: A new psychiatric hospital qualifies for exemption from the rate of increase ceiling. 

 The hospital admitted its first patient on April 4, 1993.  Its fiscal year is July 1 
through June 30.  The hospital's base period is the July 1, 1984, through June 30, 
1985, cost reporting period (the first 12 month period beginning at least 1 year after 
the first patient was admitted). 

 
EXAMPLE: A new acute care hospital admits its first patient on November 7, 1992.  At the end 

of its first full cost reporting period, January 1 through December 31, 1993, during 
which the hospital had an average length of stay in excess of 25 days, the hospital 
changes its participation status to long term hospital.  Since the hospital has been 
serving a patient population requiring long term inpatient care from the outset, its 
base period is the first 12 month cost reporting period beginning at least 1 year after 
it admitted its first patient as an acute care hospital.  The change in participation 
entailed no change in either the type of services furnished or the organizational 
structure of the hospital.  Therefore, this hospital's base period is the January 1 
through December 31, 1994 cost reporting period. 

 
2. Hospitals Undergoing Change in Organizational Structure.--A participating hospital 

that reorganizes (for example, from an excluded hospital to an excluded unit of an acute care 
hospital) but continues to provide the same services as it did before the reorganization does not 
qualify for exemption from the rate of increase ceiling as a new hospital.  A hospital undergoing 
change in organizational structure does not incur the significant patient care cost distortions 
associated with being a new hospital.  Any cost distortions that affect the comparability of cost 
reporting periods stem from a change in the organizational structure of the facility rather than in the 
type of services it provides to patients. 
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However, the ceiling that applied before the hospital's reorganization might not appropriately reflect 
costs after its reorganization.  Therefore, to account for the effect of changes in the operational 
structure of the hospital or distinct part unit (that is, a freestanding rehabilitation hospital becomes a 
distinct part unit or vice versa (see 42 CFR 413.40(b)(1)(iii)) on operating costs per discharge, the 
base period is the first full 12 month cost reporting period following the effective date of the revised 
Medicare certification classification. 
 
EXAMPLE: A PPS hospital with a distinct part rehabilitation unit moves to a new building.  

The old building is converted to a freestanding rehabilitation hospital and receives 
Medicare approval as such on November 18, 1992.  The rehabilitation hospital's 
fiscal year is January 1 through December 31.  The rehabilitation hospital's base 
period is the January 1 through December 31, 1993, cost reporting period. 

 
This provision does not apply to organizational changes that occur as a consequence of a change in 
ownership of an excluded hospital or unit.  Alterations of the supervisory or managerial structure of a 
hospital are made on the initiative and are totally under the control of management.  To the extent 
that such changes entail an increase in cost per discharge, it is incumbent upon prudent management 
to implement changes in other aspects of the hospital's operation to offset the increased costs. 
 

D. Notification of Exemption.--Within 75 days of receipt of a tie-in notice from the RO, the 
intermediary determines if the excluded hospital qualifies for exemption.  The intermediary notifies 
the hospital of its exempt status and which fiscal year will be its base period. 
 
3004. ADJUSTMENTS TO RATE OF INCREASE CEILING 
 
Due to a variety of circumstances, inpatient operating costs of a hospital or unit could exceed the 
ceiling in one or more cost reporting periods.  If these excess costs are reasonable, justified, and 
directly related to patient care services, the provider may request an adjustment to the payment 
allowed under the rate of increase ceiling.  Hospitals have 180 days from the date of a final notice of 
program reimbursement to request an adjustment to the payment allowed under the rate of increase 
ceiling from the intermediary.  The premise underlying the rate of increase ceiling is that inpatient 
operating costs remain comparable from year to year absent any significant change in services or 
patient population.  Changes in the type of patients served or in patient care services that distort the 
comparability of a cost reporting period to the base year are grounds for an adjustment request.  A 
hospital may request an adjustment to the payment allowed under the rate of increase ceiling in 
situations where there is a distortion in a hospital's operating costs in either its base period or a cost 
reporting period subject to the ceiling.  HCFA makes such an adjustment at the hospital's request 
only under the following conditions:  
 

o The hospital's allowable inpatient operating costs exceed the ceiling; 
 

o The excess costs are related to direct patient care services; 
 

o The excess costs are attributable to the circumstances specified; 
 

o The excess costs are separately identified by the hospital; 
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o The excess costs are verified by the intermediary; and 
 

o The excess costs are determined to be reasonable. 
 
The intermediary or HCFA may also initiate adjustments without the provider's request to take into 
account cost distortions between the base year and the current year.  These specific adjustments 
include, but are not limited to, adjustments that take into account: 
 

o FICA taxes (if the hospital did not incur costs for FICA taxes in its base year); 
 

o Services billed under Part B of Medicare during the base period but paid under Part A 
during the subject cost reporting period; 
 

o Malpractice insurance costs (if malpractice insurance costs were not included in the base 
year operating costs);   
 

o A change in the inpatient hospital services that a hospital provides and that are customarily 
provided directly by similar hospitals, such as an addition or discontinuation of services or treatment 
programs; and 
 

o The manipulation of discharges to increase reimbursement. 
 
3004.1 Basis For Adjustment.--A hospital may request an adjustment to the payment allowed 
under the rate of increase ceiling if its costs exceed the ceiling and there are differences in inpatient 
costs incurred during the cost reporting period in question that make comparison to the base period 
inappropriate.  Distortions in inpatient operating costs resulting in noncomparability of the cost 
reporting periods are generally the result of extraordinary circumstances or one or both of two 
factors: 
 

1. Increases in the average length of stay of Medicare patients, and/or 
 

2. Changes in the volume or intensity of direct patient care services. 
 
NOTE: The calculations illustrated throughout this chapter demonstrate the methodology the 

intermediaries and HCFA use to calculate the adjustments indicated.  Without the 
information reflected in a particular calculation, the adjustment request cannot be 
processed.  The following are examples of situations most commonly found as the factors 
causing a hospital to exceed its ceiling.  A hospital is not precluded, however, from 
submitting and documenting other factors related to patient care services that contributed 
to its costs per discharge exceeding the target amount as long as these factors are 
substantiated with documentation that quantifies the financial effect relative to its 
Medicare inpatient operating costs per discharge in the current cost reporting period 
compared to its base year. 

 
A. Extraordinary Circumstances.--These circumstances include, but are not limited to, fire, 

earthquakes, floods, or similar unusual occurrences causing substantial cost increases in a cost 
reporting period.  A provider may request an adjustment to the rate of increase ceiling for the cost 
reporting period(s) affected by such circumstances that are beyond the provider's control. 
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B. Increase in Average Length of Stay of Medicare Patients.--If an increase in the average 
length of stay of Medicare patients over that of the base year is the cause of the excess costs, the 
reasons contributing to the length of stay increase must be established and documented.  Common 
causes for increases in length of stay are:  
 

o Increased medical acuity; 
 

o Changes in admission practices or criteria; 
 

o Changes in types of patients served; and 
 

o Changes in practice patterns. 
 
The reasons for a length of stay increase must be substantiated with supporting documentation, e.g., 
differences in the number of cases per diagnosis and their length of stay in the base year as compared 
to the applicable cost reporting period. 
 
EXAMPLE: A rehabilitation hospital exceeds its ceiling for the cost reporting period ending 

December 31, 1986, and requests a payment adjustment.  The provider cites an 
increase in its Medicare average length of stay from 33 days in its base year (1984) to 
36 days in the cost reporting period ending December 31, 1986, as justification for 
the cost increase.  As documentation for this claim, the provider submits data 
indicating earlier discharges from acute care hospitals to the rehabilitation facility in 
1986. The provider also submits documentation comparing the functional status 
scores of the patient population between the two cost reporting periods. 

 
The intermediary verifies the hospital's documentation and reviews the cost reports 
from the base year and 1986 cost reporting periods to assure that the cost in excess of 
the target amount did not result from increases in cost in areas unrelated to an 
increase in the average length of stay of Medicare patients.  The intermediary then 
calculates an adjustment as follows. 

 
 Adjustment Methodology For Increases In Average Length Of Stay (ALOS) 
 
Since the rate of increase ceiling is based on an average cost per discharge, the impact of the increase 
in the average length of stay of Medicare patients is measured by converting the target amount from a 
per discharge limit to a limit based on a per diem rate.  The amount of the adjustment is limited to 
the lesser of the difference between the ceiling based on the per discharge target amount and one 
based on the per diem target amount or the operating costs that exceed the ceiling based on the per 
discharge target amount.  The following example illustrates the methodology for determining an 
adjustment for a hospital's FY 1986 cost reporting period. 
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1. FY 1986 Medicare days   4,863 
2. Target amount converted into a per diem limitation:      

a. FY 1986 per discharge target amount of $10,322.84 x 90  
(base year Medicare discharges)   $    929,056 

b. $929,056  2806 (base year Medicare  
days)   $      331.10 

3. Revised ceiling based on per diem rate (line 1 X line 2b)   $ 1,610,139 
4. Ceiling based on a per discharge rate (from  

Supplemental Worksheet D-1)  $ 1,527,780 
5. Difference between per diem and per discharge ceilings 

(line 3 - line 4)  $      82,359 
6. Disallowance based on a per discharge  

target amount (from Supplemental Worksheet D-1)  $    509,364 
7. ALOS adjustment (lesser of line 5 or line 6)  $      82,359 
 

C. Increase in Costs of Direct Patient Care Services.--A variety of factors can cause an 
increase in the cost per patient day of direct patient care services as compared to the base year.  
Serving a different patient population than in the base year may require the delivery of more services 
per patient, the hiring of additional staff, an upgrading of staff skill level, or the addition of new 
services.  The change in the patient population  must be documented and its effect on the hospital's 
inpatient operating costs must be quantified.   
 
Adjustment calculations differ slightly depending on whether there has been an ALOS increase.  If 
the ALOS has increased, the ALOS calculation is done first to determine the increased costs that are 
accounted for in the ALOS adjustment. 
 

1. Increased Routine Service Intensity.--To calculate an adjustment for increased 
staffing, determine Medicare's share of general routine costs in the base year target amount.  
Compute a total average salary and employee benefit cost per full time equivalent employee (FTE) in 
the base year.  The total average salary and employee benefit cost per FTE in the base year is then 
multiplied by the number of FTEs in the cost reporting period in question to impute an adjusted 
general routine service salary cost.  This methodology limits salary increases to the target amount 
percentage increases.  The adjustment is based on the lesser of Medicare's share of actual general 
routine service costs in the year under appeal or the imputed general routine service costs. 

 
If a hospital experiences a change from the base year in the mix of skill levels of its nursing staff, the 
change could also be grounds for an adjustment if documented and justified.  The hospital must 
submit data indicating nursing hours or FTE levels and nursing salaries by job classification in the 
base year as well as the year under appeal in order to determine the effect of the change in skill mix 
on average salary and employee benefit cost per FTE and whether an adjustment is warranted. 
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EXAMPLE:  A psychiatric facility experiences a significant increase in the medical acuity of its 

patient population and exceeds the rate of increase ceiling applicable to its FY 1987 
cost reporting period because of an increase in the intensity of nursing services as 
well as increased Medicare patient ALOS.  The hospital hires additional nursing staff 
at higher skill levels to meet the increased demands of its patients.  A listing of the 
number of cases per diagnosis in the base year compared to FY 1987 indicates that 
the facility was serving a patient population with greater patient needs than in the 
base year.   

 
Having substantiated that the facility was serving a patient population requiring more 
patient care and that additional nursing staff was necessary, the provider 
demonstrated the impact that hiring the additional nursing staff had on its inpatient 
operating costs.  After the payment adjustment for increased Medicare patient ALOS, 
the hospital still had costs in excess of its target amount. 

 
 Adjustment Methodology for Increased Staffing 
 With Increased Medicare ALOS 
 (Lines 4 and 5 must be completed only when 
 Medicare ALOS increases) 
 FYE 08/31/88 
 Routine Costs 
 
 1. Base year Medicare inpatient operating costs excluding  

pass through costs $  800,000   
 
 2. Base year Medicare discharges            250 
 
 3. Base year Medicare average cost per discharge 

updated ((line 1  line 2) X (appropriate update factors)) 
(1.069 X 1.07667 X 1.0715 X 1.005 X 1.0115) $ 4,011.76 

 
 4. ALOS increase adjustment factor (Medicare appeal year 

ALOS  base year Medicare ALOS)  (35.55 ÷ 31.02)     1.146035 
 
 5. Base year Medicare average cost per discharge adjusted 

for ALOS increase (line 3 X line 4) $ 4,597.62 
 
 6. Base year adult & pediatric salaries plus employee benefits (EB) 

per FTE (Total salaries must tie to the base year cost report.) 
 

    A      X               B             =        C     ÷    D    = 
    Salaries        Worksheet B-1 EB       Salaries        FTE(s) 

Unit Cost Multiplier + EB 
+ 1 

        
a) RNs $ 73,043 X       1.150000 =   $ 84,000 ÷   4 =     $   21,000 
b) LPNs $109,565 X       1.150000 =   $126,000 ÷   7 =     $   18,000 
c) Aides $208,696 X       1.150000 =   $240,000 ÷ 15 =     $   16,000 
d) Cler. $ 32,609 X       1.150000 =   $ 37,500 ÷   3 =     $   12,500 
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 7. Base year payroll cost at current year FTE levels    

a.  RNs   7 X $21,000 
b.  LPNs 11 X $18,000 
c.  Aides          16 X $16,000 
d.  Clerical   4 X $12,500       $   651,000 

 
 8. Base year operating costs other than salaries and employee  

benefit costs (Worksheet B, Part I - pass through costs -  
line 6 above, column C)        $   295,374 

 
 9. Base year other costs adjusted for utilization  

((line 8 ÷ base year total days) X (appeal year total days))    $   367,336 
 
10. Base year adjusted total costs updated  

((line 7 + line 9) X appropriate update factor)       $1,276,661 
 
11. Appeal year total costs excluding pass through costs  

(Total costs from Worksheet B, Part I - pass through costs  
from Worksheet B, Part II)       $1,508,943 
 

12. Appeal year total inpatient days       5,000 
 
13. Average cost per day  

((lesser of line 10 or line 11) ÷ (line 12))       $     255.33 
 
14. Appeal year Medicare inpatient days       3,960 
 
15. Imputed Medicare inpatient costs (line 13 X line 14)     $1,011,107 
 
16. Appeal year adjusted Medicare average cost per discharge  

(line 15 ÷ 208 (appeal year Medicare discharges))     $  4,861.09 
 
17. Excess cost justified (line 16 - line 5) X 208 (appeal year  

Medicare discharges)) Enter 0 if the result is negative.      $     54,802 
 
18. Cost in excess of ceiling 

(from Supplemental Worksheet D-1 less adjustment for   
increased ALOS)         $   120,000 

 
19. Payment adjustment (lesser of line 17 or line 18)          $     54,802 
 
 

2. Increased Ancillary Service Intensity With Increased ALOS and No Additional 
Staffing.-- 
 
EXAMPLE: A rehabilitation facility experiences an increase in patients with physical 

disabilities.  As a result, utilization of laboratory services increases.  The 
hospital demonstrates that the increased laboratory cost is attributable to 
increased patient medical acuity. 

 
NOTE:  For ancillary service payment adjustments, the inpatient days used in steps 7 

and 8 are the sum of all inpatient days for all inpatient service areas of the 
hospital that generate ancillary service charges.  These areas include adults and 
pediatrics, intensive care, all subproviders, SNF, ICF, other long term care, 
and hospice, as applicable.   
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 Adjustment Methodology Without an Increase in Staffing 
 (Lines 4 and 5 must be completed only when 
 Medicare ALOS increases) 
 FYE 06/30/88 
 Laboratory 
 
 1. Base year Medicare inpatient costs excluding pass through costs  $      35,000 
 
 2. Base year Medicare discharges 130 
 
 3. Base year Medicare average cost per discharge updated 

((line 1 ÷ line 2) X (appropriate update factors))  
(1.069 x 1.0725 x 1.0705 x 1.005 x 1.0115) $      335.91 

 
 4. ALOS increase adjustment factor (Medicare appeal year ALOS ÷ 

base year Medicare ALOS) (24.26  22.58) 1.074402 
 
 5. Base year Medicare average cost per discharge adjusted 

for ALOS increase (line 3 X line 4) $      360.90 
 
 6. Base year total costs excluding pass through costs  

(From Worksheet B, Part I - pass through costs)  $2,345,636  
 
 7. Base year total inpatient days  

(hospital routine days + subprovider days) 73,306 
 
 8. Appeal year total inpatient days 71,546 
 
 9. Base year total costs adjusted for utilization  

(line 6 ÷ line 7) X (line 8) $ 2,289,320 
 
10. Base year adjusted total costs updated  

(line 9 X appropriate update factors) $ 2,856,276 
 
11. Appeal year total costs excluding pass through costs  

(Total costs from Worksheet B, Part I - pass through costs  
from Worksheet B, Part II)  $ 2,923,302 

 
12. Appeal year total charges $ 3,603,173 
 
13. Cost to charge ratio  

((lesser of line 10 or line 11) ÷ (line 12))  .797711 
 
14. Appeal year Medicare inpatient charges $    110,472 
 
15. Imputed Medicare inpatient costs (line 13 X line 14) $      87,572 
 
16. Appeal year adjusted average cost per discharge  

(line 15 ÷ 160 (appeal year Medicare discharges))  $      547.33 
 
17. Excess cost justified ((line 16 - line 5) X 160 (appeal year  

Medicare discharges)) Enter 0 if the result is negative. $      29,829 
 
18. Cost in excess of ceiling  

(From Supplemental Worksheet D-1 less adjustment for  
increased ALOS) $      79,829 

 
19. Payment adjustment (lesser of line 17 or 18) $      29,829 
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3. Increased Ancillary Service Intensity with Increased ALOS and Additional Staffing.-- 
 
EXAMPLE: The rehabilitation facility in subsection C.2 also experiences an increase in utilization 

of medically necessary physical therapy services.  The increase in demand is such 
that the hospital must increase employment in the physical therapy department.  
While the ratio of therapists to aides to clerks does not change, total employment 
increased from 23 to 26 FTE employees. 

 
 Adjustment Methodology For Increased Staffing 
 (Lines 4 and 5 must be completed only when 
 Medicare ALOS increases) 
 FYE 06/30/88 
 Physical Therapy 
 
 1. Base year Medicare inpatient costs excluding pass through 

costs  $    210,000 
  
 2. Base year discharges 130 
 
 3. Base year Medicare average cost per discharge updated 

((line 1 ÷ line 2) X (appropriate update factors)) $   2,015.44 
 
 4. ALOS increase adjustment factor (Medicare appeal year ALOS  

base year Medicare ALOS) 1.074402 
 
 5. Base year Medicare average cost per discharge adjusted 

for ALOS increase (line 3 X line 4) $   2,165.39 
 
 6. Base year Physical Therapy salaries plus fringe benefits  

per FTE  
 

    A                      B                   C                D            
$652,174   X  1.150000   =  $750,000   ÷  23       = $ 32,608.70 

 
 7. Base year payroll cost at current year FTE levels 

(line 6 X 26) $    847,826 
 
 8. Base year other than salaries and employee benefit costs 

(from Worksheet B, Part I - pass through costs - line 6C above) $    325,000 
 
 9. Base year other costs adjusted for utilization  

(line 8 ÷ base year total days) X (appeal year total days) 
(line 8 ÷ 73,306) X 71,546 $    317,197 

 
10. Base year total costs updated  

((line 7 + line 9) X appropriate update factors) $ 1,453,544 
 
11. Appeal year total costs excluding pass through costs  

(Total costs from Worksheet B, Part I - pass through costs 
 from Worksheet B, Part II)  $ 1,500,000 
 
12. Appeal year total charges $ 1,834,682 
 
13. Cost to charge ratio  

((lesser of line 10 or line 11) ÷ (line 12)) .792259 
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14. Appeal year Medicare inpatient charges       $   516,000 
 
15. Imputed Medicare inpatient costs (line 13 X line 14)    $   408,806 
 
16. Appeal year adjusted average cost per discharge  

(line 15 ÷ 160 (appeal year Medicare discharges))     $  2,555.04 
 
17. Excess cost justified ((line 16 - line 5) X (appeal year  

Medicare discharges)) Enter 0 if the result is negative    $     62,344 
 
18. Cost in excess of ceiling 

(From Supplemental Worksheet D-1)       $     50,000 
 
19. Payment adjustment (lesser of line 17 or 18)      $     50,000 
 
NOTE:  The cost in excess of the ceiling (line 18) has been reduced by the $29,829 payment 

adjustment allowed in Example 3, above, as well as the adjustment for increased 
ALOS. 

 
4. Addition/Deletion of Services.--A provider adding a new service could incur 

increased costs due to a variety of factors, e.g., increased staff or upgrading of staff skill level.  If the 
hospital's costs exceed its ceiling, the addition of a new service could warrant a permanent 
adjustment to the TEFRA target amount for the first 12 month cost reporting period in which the 
service was provided in all 12 months and cost reporting periods subsequent to it.  Similarly, any 
deletion of services warrants a permanent change to the TEFRA target amount. 
 
EXAMPLE: A rehabilitation hospital requested an adjustment to its rate of increase ceiling for 

1987 because, in 1987, the facility exceeded its ceiling as a result of an increase in 
average length of stay, increased physical therapy services, and the addition of new 
services. 

 
No costs were reflected in the operating room or recovery room  cost centers in the 
base year cost report but, in 1987 (the first year in which these services were 
provided in all 12 months), the costs were $73,261 and $64,833, respectively.   

 
A permanent adjustment to the TEFRA target amount was made for the operating 
room and recovery room services not included in the base year target amount.  This 
adjustment is included in TEFRA target amount calculations for all cost reporting 
periods subsequent to 1987.  

 
The calculation below demonstrates the methodology for determining the total 
adjustment due the rehabilitation facility for 1987 and demonstrates the permanent 
revision to the target amount upon which the subsequent years' target amount is 
based.  This amount is limited to the lesser of the original target amount plus the cost 
per discharge of the added services or the hospital's current operating cost per 
discharge. 

 
 
 
 
 
 
 
 
 
30-36 Rev. 379 



08-94 NON-PPS HOSPITALS AND DISTINCT PART UNITS 3004.1 (Cont.) 
 
 
Part I 
 
 Methodology For Adjustment To Allowable Inpatient Operating  
 Costs Due To Additional Services 
 (FY 1987) 
 
 1. FY 1987 total Medicare inpatient operating costs  

excluding pass through costs (year for which  
adjustment is requested) $3,200,000 

 
 2. Adjustment for Medicare operating room costs not  

included in base year target amount $    73,261  
 
 3. Adjustment for Medicare recovery room costs not  

included in base year target amount $     64,833 
 
 4. Adjustment for increased ALOS $     71,000 
 
 5. Adjustment for increased ancillary services $     92,000 
 
 6. Adjusted Medicare program inpatient operating cost 

(line 1 minus sum of lines 2 through 5) $2,898,906 
 
 7. FY 1987 rate of increase ceiling $2,935,123 
 
 8. Adjusted allowable inpatient operating costs  

[(lesser of line 6 or line 7) plus lines 2 through 5] $3,200,000 
 
 9. Allowable inpatient operating costs excluding 

pass through costs before adjustment (per cost report) $2,935,123 
 
10. Adjustment due hospital (line 8 minus line 9) $   264,877 
    
 
Part II 
 Permanent Revised Target Amount Calculation  
 Due To Additional Services 
 (FY 1987) 
 
 1. Lesser of Part I, line 7 plus lines 2 and 3, or line 8 $3,073,217 
 
 2. Revised FY 1987 target amount (($3,073,217 ÷ 394) 

(FY 1987 discharges)) $  7,800.04 
 
 3. FY 1988 rate of increase   1.023238 
 
 4. Revised FY 1988 target amount   

($7,800.04 X 1.023238) $  7,981.30 
 

5. Ancillary Service Costs for Which There Were No Medicare Charges in the Base 
Year.--A hospital may request a payment adjustment on the basis that there are Medicare charges for 
an ancillary service(s) in the current year for which there were no charges in the base year.  This is 
not the addition of a new service, as discussed in the preceding subsection, but rather ancillary 
service costs in the current year that are not reflected in the base year Medicare cost.  Therefore, a 
payment adjustment is calculated for each  
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ancillary service for each year in which the situation occurs.  The intermediary uses the lower of base 
year total costs adjusted for utilization and updated or current year total costs to determine the 
amount of the payment adjustment. 
 
EXAMPLE: A rehabilitation unit has Medicare charges for electrocardiology in the current year.  

There were no Medicare charges for this ancillary service in the base year. 
 

 
 Adjustment Methodology For Ancillary Services 
 For Which There Were No Medicare Charges 
 In The Base Year 
 FYE 06/30/88 
 Electrocardiology 
 
 1. Base year total costs excluding pass through costs 

(from Worksheet B, Part I - pass through costs) $  500,000 
 
 2. Base year total inpatient days 

(hospital routine days + subprovider days)       73,306 
 
 3. Appeal year total inpatient days       71,546 
 
 4. Base year total costs adjusted for utilization  

(line 1 ÷ line 2) X (line 3) $  487,996 
 
 5. Base year adjusted total costs updated  

(line 4 X appropriate update factors)  
(1.069 X 1.0725 X 1.0705 X 1.005 X 1.0115) $  608,849 

 
 6. Appeal year total costs excluding pass through costs 

(from Worksheet B, Part I - pass through costs) $  653,000 
 
 7. Appeal year total charges $  800,000 
 
 8. Cost to charge ratio 

((lesser of line 5 or line 6) ÷ (line 7)     .761061 
 
 9. Appeal year Medicare inpatient charges $    25,000 
 
10. Imputed Medicare inpatient costs (line 8 X line 9) $    19,027 
 
11. Cost in excess of target amount 

(from Supplemental Worksheet D-1) $  103,000 
 
12. Payment adjustment (lesser of line 10 or 11) $    19,027 
 
  

D. Increase in Costs Only Partly Attributable to Patient Care Services.-In cases where cost 
increases are only partly caused by factors related to direct patient care services, an adjustment is 
made only for cost increases attributable to factors related to direct patient care. 
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EXAMPLE: An excluded unit needs to increase its nursing services due to a more medically acute 

patient population requiring more care.  This occurs in a cost reporting period in 
which the unit also exceeds its ceiling.  The hospital believes the increase in services 
is the cause of the excess costs and so stipulates in the application.  Review of the 
application and cost reports, however, indicates that although the unit provided more 
nursing services, the overhead costs that the hospital allocated to the unit had also 
increased substantially over the same period for reasons unrelated to the increase in 
patient needs.   

 
In this situation, the unit is granted an adjustment to cover higher nursing costs per 
day but the methodology employed, as shown in §3004.1C, calculates the adjustment 
based only on those factors directly related to increased nursing services, not on the 
allocation of increased overhead costs to the unit.  

 
E.  Significant Wage Increases.--For cost reporting periods beginning on or after April 1, 1990, 

an adjustment may be made when a hospital's wages have increased, in the period between its base 
year and the adjustment year, at a rate in excess of the rate of increase in the national average hourly 
wage accounted for by the update factor.  The hospital's intermediary has the authority to determine 
whether an adjustment is warranted based on the factors set forth below.  The intermediary 
determines the adjustment amount for significant wage increases using the methodology 
demonstrated in the following example.   
 
  1. Qualifying Areas.--To qualify for a significant wage increase adjustment, a hospital 
must be located in a geographic area (without regard to any geographic reclassification under 
§1886(d)(8) and (10) of the Act) where there has been an 8.0 percent or greater increase between: 
 

o The hospital wage index value based on the latest applicable wage data and the 
hospital wage index value based on 1982 wage data; or 
 

o For hospitals whose base period begins in FY 1984 or later, the wage index value 
based on the latest applicable wage data and the wage index value based on 1984 wage data. 
 
The latest applicable wage data used to construct the hospital wage index is used in all cases for this 
comparison.  The labor market areas that have had hospital wage index value increases in excess of 8 
percent are listed in Exhibit 1 (See 58 FR 46454 dated September 1, 1993.  This list of labor market 
areas is updated annually and produced in the Federal Register Medicare Program; Final Rule.) 
 
   1982-1990 1984-1990 1988-1990 
  Percentage Percentage Percentage 
Area  Difference Difference Difference 
 
Rural Connecticut  21.008 23.410 
Rural Hawaii  20.984 11.094 
Rural Maryland   8.298 
Rural Massachusetts 17.936 21.776 
Rural New Hampshire   9.265 
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   1982-1990 1984-1990 1988-1990 
  Percentage Percentage Percentage 
Area  Difference Difference Difference 
 
Rural Puerto Rico   26.493 
Aguadilla, PR   20.475  20.976 
Albany, GA   9.126 
Alexandria, GA  8.018 10.431 
Ann Arbor, MI  11.235 13.051 
Bergen-Passaic, NJ   9.840 
Boston-Lowell-Brockton 
  Lawrence-Salem, MA  9.785 
Bridgeport-Stamford-Norwalk 
  Danbury, CT  10.518 
Burlington, NC  8.423 
Caguas  19.104 
Charlotte-Gastonia-Rock Hill, 
  NC-SC 8.274 15.347 
Decatur, AL  8.207 
El Paso, TX   9.447 
Florence, SC 13.823 12.656 
Greensboro-Winston-Salem-High 
  Point, NC  9.325 
Hartford-Middleton-New Britain, 
  CT  10.032 
Hickory, NC  8.487 
Houma-Thibodaux, LA   8.756 
Killeen-Temple, TX 15.947 
Knoxville, TN  12.229 
Las Cruces, NM   12.784 
Macon-Warner Robins, GA  24.478 10.225 
Manchester-Nashua, NH 11.187 12.561 
Mayaguez, PR  12.354 13.107 
McAllen-Edinburg-Mission, TX  10.757 10.140 
Middlesex-Somerset-Hunterdon, NJ  9.810 
Monmouth-Ocean, NJ   9.503 
Nassau-Suffolk, NY  11.597 
New Bedford-Fall River-Attleboro, MA 10.877 13.672 
New Haven-West Haven-Waterbury, CT 8.376 12.593 
New London-Norwich, CT  8.033 
Newark, NJ  9.900 
Omaha, NE-IA   10.359 
Orange County, NY 10.959 15.011 
Orlando, FL  8.176 
Pine Bluff, AR 9.779 9.160 10.712 
Pittsfield, MA 8.333 
Ponce, PR   9.466 
Portsmouth-Dover-Rochester, NH 8.979 
Poughkeepsie, NY  9.303 
Providence-Pawtucket-Woonsocket, RI  10.139 
Redding, CA  17.503 10.181 
Riverside-San Bernardino, CA   8.684 
Sante Fe, NM   9.271 
Victoria, TX 9.791 8.340 
West Palm Beach-Boca Raton-Delray 
  Beach, FL  8.361 
Wilmington, NC  11.530 
Worcester-Fitchburg-Leominster, MA  11.702 
Yuma, AZ   8.242 
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2. Calculating Adjustment Amount.--The adjustment amount is determined by the 
following factors: 
 

o The hospital's average hourly wage, 
 
o The rate of increase in the average hourly wage for hospital workers in the labor 

market area, and  
 

o The rate of increase in the national average hourly wage for hospital workers. 
 
The adjustment is limited to the amount by which the lower of the hospital's or the labor market 
area's rate of increase in average hourly wages exceeds the national increase by more than 8 percent. 
 
The rate of increase for national hourly wages is determined by using the average hourly earnings 
(AHE) component of the wages and salaries portion of the market basket. The AHE for hospital 
workers as measured by the market basket show the following increases: 
 

1983 = 8.4 percent 
1984 = 5.6 percent 
1985 = 5.4 percent 
1986 = 4.1 percent 
1987 = 4.7 percent 
1988 = 6.5 percent 
1989 = 6.9 percent 
1990 = 5.6 percent 
1991 = 5.6 percent 
1992 = 4.8 percent 
1993 = 4.2 percent 
1994 = 4.8 percent 

 
Step 1.--Compare the hospital's actual rate of increase in average hourly wages to the rate of increase 
in average hourly wages in the labor market area.  The hospital's rate of increase is calculated by 
dividing the difference between its average hourly wage in the year for which the adjustment is 
requested and its average hourly wage in its base year by its average hourly wage in the base year. 
The rate of increase in the labor market area is computed by multiplying the cumulative percentage 
increase in the AHE for hospital workers by the applicable percentage change in the wage index. The 
lower of the two rates of increase is used in step 3. 
 
Step 2.--Determine the threshold for the adjustment.  The threshold is equal to the cumulative 
percentage increase in the AHE for hospital workers during the period in question multiplied by 
1.08. 
 
Step 3.--Subtract the amount determined in step 2 from the lower of the two amounts determined in 
step 1.  This result is the percentage increase that is considered significantly above the increase that 
is accounted by the update factor. 
 
Step 4.--Determine the proportion of the hospital's operating costs that is attributable to wages and 
fringe benefits.  Adjust this proportion of the hospital's target amount to account for the wage 
increase by multiplying it by the percentage increase determined in step 3. 
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As with other adjustments, the adjustment is made only to the extent that the hospital's costs are in 
excess of the ceiling. 
 
NOTE:  The portion of the target amount that is adjusted for significant wage differences 

includes the components of cost that comprise the labor related portion of the target 
amount as defined in the hospital market basket.  This includes, in addition to the 
hospital's wage and fringe benefit costs, costs for contract labor (exclusive of 
payments for supplies and equipment), other professional fees, and payments for 
business computer services and blood services. 

 
EXAMPLE: A rehabilitation hospital located in Boston, Massachusetts is requesting an 

adjustment for its 1990 cost reporting period.  Since the 1984 base period, its average 
hourly wage increased from $8.00 to $12.63.  The hospital's salaries, fringe benefits, 
and payments for contract labor and computer services constitute 75 percent of its 
operating costs.  In FY 1990, its operating costs per case were $8,000 and its target 
amount prior to adjustment was $7,600. 
 
Step 1: 

 
a. Determine the hospital's actual rate of increase in average hourly wages: 

 
($12.63 - $8.00) ÷ $8.00 = .578 or 57.8 percent 

 
b. Determine the labor market area's rate of increase in average hourly wages by 
multiplying the national average increase by the rate at which the increase in average 
hourly wage in the Boston metropolitan statistical area (MSA) exceeded the national 
rate of increase (9.785 percent): 

 
1985  5.4 X 1.09785 = 5.93 
1986  4.1 X 1.09785 = 4.50 
1987  4.7 X 1.09785 = 5.16 
1988  6.5 X 1.09785 = 7.14 
1989  6.9 X 1.09785 = 7.58 
1990  5.6 X 1.09785 = 6.15 

 
(1.0593 X 1.0450 X 1.0516 X 1.0714 X 1.0758 X 1.0615) = 1.424 or 42.4 percent 

 
Since the rate of increase in the labor market area (42.4 percent) is less than the 
hospital's rate of increase (57.8 percent), the increase in the labor market area is used 
in the rest of the calculations. 

 
Step 2:  Determine the adjustment threshold by increasing the rate of increase in the 
national hourly average wage by 8 percent. 

 
5.4 X 1.08 = 5.83 
4.1 X 1.08 = 4.43 
4.7 X 1.08 = 5.08 
6.5 X 1.08 = 7.02 
6.9 X 1.08 = 7.45 
5.6 X 1.08 = 6.05 
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(1.0583 X 1.0443 X 1.0508 X 1.072 X 1.0745 X 1.0605 = 1.416 or 41.6 percent) 
 

Step 3: Determine the adjustment to the wage related portion of the ceiling by 
subtracting the amount determined in step 2 from the lower of the two amounts 
determined in step 1: 

 
42.4 percent - 41.6 percent = 0.8 percent    

 
Step 4: Determine the adjusted ceiling. 
 
a. Determine the wage related portion of ceiling subject to adjustment. 
 
$7,600 X .75 = $5,700 

 
b. Apply the adjustment determined in step 3 to the wage related portion of the 
ceiling. 

 
$5,700 X 1.008 = $5,745.60 

 
c. Determine the adjusted ceiling by adding the adjusted wage related portion of 
the target amount to the nonwage related portion. 

 
$5,745.60 + ($7,600 X .25) = $7,645.60 

 
Since $7,645.60 is less than the hospital's operating costs per case, the full 
adjustment is authorized. 

 
3004.2 Requesting Adjustment.--A hospital's request for an adjustment to the payment allowed 
under the rate of increase ceiling must be submitted to its intermediary no later than 180 days from 
the date on the intermediary's Notice of Program Reimbursement (NPR).  The request may be filed 
once the cost report is submitted.   
 
Most adjustments are made for a particular cost reporting period.  Therefore, the hospital must make 
a separate adjustment request for each affected cost reporting period.  There are instances, however, 
when a permanent adjustment to a hospital's ceiling is approved, i.e., when a new service is added. In 
these cases, no requests for subsequent cost reporting periods are required. 
 
If the hospital requests a new base period under §3005 and HCFA determines that a new base period 
is not justified but that an adjustment to the payment allowed is warranted, a new application for 
relief is not required.  HCFA authorizes the adjustment based on the initial request.  Similarly, if an 
adjustment is requested but a new base year is more appropriate, HCFA assigns a new base year 
without requiring the submittal of another application. 
 
A request must include the following information: 
 

o Name, address and provider number of the requesting facility;  
 

o General information about the hospital, e.g., type of facility description of the patient 
population, area served;   
 

o Type of relief requested and regulatory basis; i.e., adjustment to target amount under 42 
CFR 413.40(g); 
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o Identification of the source(s) of the higher costs (e.g., higher costs due to additional 
patient services or to an increase in the average length of stay);  
 

o A demonstration that the higher costs are: 
 

- Above the target amount; 
 

- Reasonable and justified; 
 

- Related to direct patient care services; and, 
 

- Attributable to the circumstances specified; 
 

o Specification and documentation of the factors contributing to the higher costs compared 
to the base year; 
 

o Documentation and quantification of the direct effect of the contributing factors on 
Medicare operating costs; and 
 

o An explanation of other significant cost increases since the base period. 
 
To support an increase in service intensity or average length of stay, submit comparative functional 
status data or diagnosis and length of stay data that substantiate the fact that changes in the patient 
population have occurred that necessitate the additional services.  Submit comparison data on the 
number and skill level of employees by revenue producing cost center for the base year and the year 
under appeal to support salary cost increases attributable to increased service intensity.  If a new 
service has been added since the base period, the incremental costs of that service must be identified 
for the first cost reporting period in which the service was provided throughout the period. 
 
When a variety of factors have caused the hospital's Medicare inpatient operating costs to exceed the 
target amount, the hospital's request must address each of these factors.  For example, a provider 
could experience a decrease in utilization for one or more cost reporting periods as compared to the 
base year.  This decrease, in combination with other factors, may result in the hospital's Medicare 
inpatient operating costs exceeding its target amount.  A decline in utilization is not a basis for an 
adjustment.  It is expected that as overall utilization decreases, a hospital will take measures to cut 
costs commensurate with the decline in utilization.  The application must discuss these actions, as 
well as any explanations for any other significant cost increases since the base period, before an 
adjustment for other factors, e.g., increased service intensity, can be considered. 
 
3004.3 Intermediary Role.--When the intermediary receives an application for relief from the rate 
of increase ceiling, the intermediary reviews the application for completeness and requests any 
necessary additional information within 60 days.  In its request for additional information, the 
intermediary may establish a reasonable deadline for the hospital's response.  If the hospital has not 
responded with the requested information by the deadline, the intermediary either forwards the 
application and its recommendation to HCFA, or (if authorized) makes a final determination on the 
basis of the information it has received.  The intermediary evaluates the hospital's request and 
verifies the supporting documentation. 
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After receiving an application for an adjustment to the payment allowed, the intermediary compares 
the number of discharges, the average length of stay, and inpatient days for all components of the 
hospital that provide inpatient care between the base year and the year in question for Medicare and 
non-Medicare patients.  In addition, the intermediary compares the hospital's direct and indirect costs 
and number of employees from the base year to the year for which relief is requested.  These 
comparisons provide general information about changes in the hospital's costs since the base period 
and the comparisons are used to verify the hospital's claims as to what factors contributed to the 
excess costs.  They also enable a determination as to whether or not other factors not discussed in the 
application may also have contributed to the increased costs. 
 
The intermediary confirms the hospital's justification for exceeding the rate of increase ceiling and 
verifies that the hospital's quantification of the higher costs attributable to the documented 
circumstances is supported by the hospital's cost report data, is consistent with approved 
methodologies for determining the amount of an adjustment, and that any irregularities are explained 
fully in the request.  The intermediary then forwards the following material to HCFA: 
 

o The provider's application for adjustment (including any supporting documentation); 
 

o Cost reports from the base year and the year in question and, for pre-1984 base years only, 
the target amount computation (TAC) worksheets; 
 

o For cost reporting periods beginning on and after October 1, 1993, the update factor(s) 
used to adjust the hospital's target amount. 
 

o An analysis of the hospital's performance for each year from its base year to the year under 
appeal in the following format; 
 

Base  FY  FY 
Year  19    19   

Program Discharges                  
Net Program Operating Cost           
Target Amount        ----     
Amount (Over) Under Target      ----       
Incentive Payment        ----      
 

o Worksheets (including discharge, ALOS, and patient days data, when applicable) showing 
the calculations used to arrive at the amount of relief; and 
 

o The intermediary's recommendation with rationale for approval or disapproval. 
 
Unless HCFA has authorized the intermediary to make the final determination on the request, the 
intermediary completes its review and forwards its recommendation to HCFA within 75 days of the 
date of receipt of a completed application. 
 
HCFA may authorize the intermediary to make the final determination on all requests for a specific 
type of adjustment to the payment allowed under the rate of increase ceiling.  For example, the 
intermediary is authorized to make the final determination on requests for an adjustment based on 
significant wage increases (See §3004.1E), increases in Medicare patient ALOS (see §3004.1B),    
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and increased cost attributable to Medicare charges for an ancillary service(s) for which there were 
no charges in the base year.  (See §3004.1C5.)  In addition, HCFA may authorize the intermediary to 
make the final determination for specific hospitals when the circumstances justifying an adjustment 
in subsequent cost reporting periods are comparable to those in a prior cost reporting period for 
which HCFA has already approved an adjustment.  If HCFA has authorized the intermediary to make 
the final determination, the intermediary notifies the hospital of its decision within 180 days of 
receiving the completed application from the hospital.  The decision letter includes a detailed 
explanation of the grounds for approval or disapproval of the adjustment request.  If an NPR has not 
been issued for the cost reporting period, an interim adjustment may be made at the discretion of the 
intermediary pending final settlement of the cost report.   
 
Once an intermediary has issued a final determination on a request for a payment adjustment, the 
determination is reported to HCFA.  Each report is mailed within 5 working days of the date of the 
final determination.  The form below is used to make the report.  An informational copy of the 
decision letter to the hospital and the calculations are attached to the report. 
 

o The date of request is the date of the first letter from the hospital requesting a payment 
adjustment.  Verbal inquiries are not considered requests. Only a written request signed by an official 
of the hospital is acceptable. 
 

o If a hospital requests an adjustment for 2 or more fiscal years, a separate form is submitted 
for each year. 
 

o If a hospital requests an adjustment for more than one subprovider, a separate form is 
submitted for each of the two subproviders.  
 

o If the adjustment basis is "Other," the intermediary enters the basis on which HCFA has 
authorized the intermediary to make the final determination.   
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
30-46 Rev. 379  



08-94 NON-PPS HOSPITALS AND DISTINCT PART UNITS 3004.3 (Cont.) 
 
 Excluded Hospitals/Units 
 TEFRA Payment Adjustment 
 42 CFR 413.40 
 
Intermediary            
 
Name & Phone Number of Contact Person     
 
Date of Request                                                                            
        
                                                                               
Provider Name                                                                             
 
Address (City, State, Zip Code)                                                                          
 
Provider or Subprovider Number                                                                          
 
Type of Provider           
                                                                            
Adjustment Basis:                                                           
                                                                        
└ Increased Medicare Patient Average Length of Stay                          
 
└ Significant Wage Increase                                   
 
└ No Medicare Charges in Base Year 
 
└ Other   
 
Fiscal Year          From                         To           
Program Inpatient Operating Cost Excluding  
Pass through Cost         $                         
 
Ceiling Before Adjustment         $                         
 
Cost over Ceiling            $                         
 
Amount Requested         $                         
 
Date of Final Determination         

 
  
                                                                        
└ Denied (Attach copy of letter to hospital)      
                                                                         
└ Amount Granted (Attach copy of letter to  
 hospital)          $  
                                                                            
                                                                            
Send To:  Health Care Financing Administration                            

Division of Hospital Payment Policy 
1-H-1 East Low Rise 
6325 Security Blvd. 
Baltimore, Maryland  21207 

 
cc: 
Regional Office, Region            
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3004.4 HCFA's Review and Decision.--Upon receiving the information and recommendation from 
the intermediary, HCFA: 
 

o Reviews the entire package as submitted by the intermediary; 
 

o Requests additional information from the intermediary when the intermediary's 
recommendation is not supported by sufficient documentation; and 

 
o Makes a decision based on the material submitted and advises the intermediary in writing 

of the decision no later than 180 days from the date the intermediary's recommendation is received 
by HCFA.  The decision letter includes a detailed explanation of the reasons for approval or 
disapproval of the hospital's request. 
 
NOTE: The 180 day time limit does not include the days between the day additional information 

needed to process the application is requested and the day that information is received. 
 
Upon receipt of HCFA's determination, the intermediary informs the hospital of HCFA's 
determination and takes appropriate action to implement the decision.  For cost reporting periods 
beginning on and after October 1, 1991, if an adjustment to the ceiling is allowed, the allowable cost 
in excess of the ceiling (see 3002C1c) must be recalculated before a revised NPR is used. 
 
3004.5 Review of Determination.--A hospital may request a review of the determination based on 
additional information.  The hospital must submit the review request and additional information to 
its intermediary within 180 days of the date of the letter notifying the hospital of the original 
decision.  If HCFA made the original decision, the intermediary verifies the additional information 
and forwards the review request to HCFA within 75 days.  HCFA notifies the intermediary of its 
decision on the reconsideration request within 180 days of receiving the request from the 
intermediary.  If the intermediary made the original decision, the intermediary makes the 
determination on the review request within 180 days of receiving the request from the hospital.   
 
3005. ASSIGNMENT OF NEW BASE PERIOD 
 
Under limited circumstances, a new base period may be assigned if it is determined that the original 
base period is no longer representative of the reasonable and necessary costs of a hospital's or unit's 
(used interchangeably in this section) inpatient services.  Effective for cost reporting periods 
beginning on or after April 1, 1990, HCFA may assign a new base period upon a hospital's request if 
the following conditions are met: 
 

o The costs exceed the ceiling; 
 

o The costs are reasonable and justified; 
 

o Since its base period, the hospital has experienced a permanent, substantial, and significant 
change in the nature of medically necessary services provided;  
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o The cost reporting period begins on or after April 1, 1990; and 
 

o The adjustments described in 42 CFR 413.40(g) and §3004 do not result in the recognition 
of the reasonable and necessary costs of providing inpatient services. 
 
The assignment of a new base period is authorized only under the conditions noted.  Financial 
difficulties or the inability of a hospital to keep within its target amount do not automatically warrant 
an assignment of a new base period.  If a hospital has exceeded its target amount in a cost reporting 
period due to circumstances noted in §3004, a payment adjustment is authorized.  As discussed in 
§3004.1C4, permanent adjustments to the rate of increase ceiling may be authorized to accommodate 
the addition or deletion of a service.  
 
A new base period is assigned only if circumstances are such that a hospital substantially changes the 
nature and focus of services.  This may be the case when there has been a significant change in the 
provision of patient services, e.g., a major change in the type of programs provided by an excluded 
hospital or unit.  It may also occur when significant cost increases have been incurred in order to 
meet certification or accreditation needs.  
 
The following factors are also taken into consideration when making the determination that a new 
base year is warranted. 
 

o Changes in applicable technologies and medical practices; 
 

o Differences in the severity of illness among patients or types of patients served; and 
 

o Significant increases in average hourly wages (as determined in §3004.1E). 
 
Since the adjustment mechanism addresses most situations where there is a distortion between the 
base year and the current period, the circumstances under which the assignment of a new base period 
is warranted are limited. 
 
3005.1 New Base Period Determination.--The new base period is the first full 12 month or longer 
cost reporting period that reflects the changes that justified a new base period.  For example, if a 
hospital has a January to December cost reporting period and the substantial changes occurred in 
March, the new base period is the hospital's subsequent fiscal year. 
 
EXAMPLE: A 10 bed rehabilitation unit with a base period ending December 31, 1983, had 

provided care that was primarily routine in nature for the repair and rehabilitation of 
bone fractures and knee and hip replacements.  Due to a series of events occurring in 
the community, the unit was forced, through patient demand, to significantly broaden 
its provision of services to accommodate head trauma and stroke victims. The unit 
increased its bed size by 100 percent and hired a wide array of personnel trained in 
the highly technical skills required to treat these new patients.  With the opening of a 
rehabilitation hospital specializing in bone fractures and replacements in a nearby 
community, the rehabilitation unit   
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became highly specialized in head trauma and stroke cases and no longer served bone 
fracture patients.  The unit's average length of stay increased by 50 percent.  The type 
and skill level of staff changed dramatically, and an increase in the number of staff 
was necessary.  The cost per day in the unit increased substantially, resulting in the 
rehabilitation unit's cost per discharge exceeding its target amount. 

 
In its request for the assignment of a new base period, the rehabilitation unit 
described and documented in detail all of the changes that had occurred in its 
provision of services.  A description of events in the community precipitating the 
changes was submitted as well as documentation showing the differences in the unit's 
services between the current base year and the year in question.  This included 
numbers of staff and skill level, patient diagnoses, average length of stay, and type 
and amounts of services provided.  The intermediary analyzed the submission and 
recommended that a new base period be assigned, given the permanent, substantial, 
and significant change in the nature of services provided by the hospital.   

 
The changes occurred in the unit during its cost reporting period ending December 
31, 1989.  Since the first 12 month cost reporting period beginning after the unit 
expanded was its cost reporting period ending December 31, 1990, this cost reporting 
period is used as the hospital's new base period.  The ceiling based on the new base 
period is effective for the hospital's cost reporting period ending December 31, 1991. 

 
Analysis of the cost reports indicated an increase of 75 percent in administrative and 
general cost while direct costs had increased 35 percent.  The indirect cost increase 
was not discussed in the application nor was documentation submitted to explain the 
unusually high increase over and above that of direct costs. 

 
The new ceiling was calculated by adding the updated indirect costs reflected in the 
FY 1990 rate of increase ceiling to the 1991 direct patient care costs and dividing the 
result by the number of Medicare discharges. 

 
 
3005.2 Requesting New Base Period.--A hospital's request for the assignment of a new base period 
must be submitted to its intermediary no later than 180 days from the date on the intermediary's 
Notice of Program Reimbursement (NPR) for the cost reporting period for which the revised target 
amount would apply.  The request may be filed once the cost report is submitted.   
 
If the hospital requests a new base period and HCFA determines that a new base period is not 
justified but that a payment adjustment is warranted, a new application for relief is not required.  
HCFA authorizes the adjustment based on the initial request.  Similarly, if an adjustment is requested 
but a new base year is more appropriate, HCFA assigns a new base year without requiring the 
submittal of another application. 
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A request must include the following information: 
 

o Name, address and provider number of the requesting facility;  
 

o General information about the hospital, e.g., type of facility, description of the patient 
population, area served;  
 

o Type of relief requested and regulatory basis, i.e., new base period under 42 CFR 
413.40(i); 
 

o Documentation that demonstrates the hospital has made a permanent, substantial, and 
significant change in the nature of the services it provides;   
 

o Comparative information about the hospital's services and patient population prior to and 
after the change; 
 

o An explanation of why the change in patient services occurred; 
 

o A demonstration that the hospital's Medicare inpatient operating costs per discharge exceed 
the rate of increase ceiling and a quantification of the higher costs that are attributable to the change 
in patient care services; and 
 

o A discussion of any increases in indirect costs that are in excess of the percentage increase 
in the rate of increase ceiling and, if applicable, documentation of any excess indirect costs that 
directly result from the changes in direct patient care services. 
 
3005.3 Inclusion of Indirect Costs in New Base Period.--When indirect costs are not discussed or 
documented to justify above normal increases, the indirect costs are not included in the new base 
period calculation beyond the rate of increase percentage increases.  Increases in general service cost 
centers, in and of themselves, may never be the basis for the assignment of a new base period. 
 
In cases where indirect costs have increased above the rate of increase percentages and the hospital 
describes and documents how the indirect costs are related to the direct patient care cost increases, 
the new base period reflects these costs.  The new base period ceiling is calculated to include the 
amount of substantiated indirect costs above the rate of increase percentage as well as the direct 
costs. 
 
3005.4 Intermediary Role.--When the intermediary receives an application for a new base period, 
the intermediary reviews the application for completeness and requests any additional information 
within 60 days.  In its request for additional information, the intermediary may establish a reasonable 
deadline for the hospital's response.  If the hospital has not responded with the requested information 
by the deadline, the intermediary either forwards the application and its recommendation to HCFA, 
or (if authorized) makes a final determination on the basis of the information it has received.  The 
intermediary evaluates the hospital's request and verifies the supporting documentation.   
 
The intermediary compares the number of discharges, the average length of stay, and inpatient days 
for all components of the hospital that provide inpatient care between the base year and those 
following, through the year in question, for Medicare and non-Medicare patients.  In addition, the 
intermediary compares the hospital's direct and indirect costs and number of employees from the 
base    
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year to the year for which relief is requested.  These comparisons provide general information about 
changes in the hospital's costs since the base period, and they are used to verify the hospital's claims 
as to what factors contributed to the excess costs.  They also enable a determination as to whether 
other factors, not discussed in the application, may also have contributed to the increased costs. 
 
The intermediary reviews the hospital's justification for a new base period and determines whether 
the hospital's quantification of the higher costs attributable to the documented circumstances is 
supported by the hospital's cost report data and that any irregularities are explained fully in the 
request.  The intermediary submits the following material to HCFA: 
 

o The provider's request and supporting documentation; 
 

o Cost reports from: 
 

- The base year; 
 

- The first full cost reporting period that substantiates the request for a new base period; 
and 
 

- If the substantiating year is prior to April 1, 1990, all years subsequent to the 
substantiating year through the first cost reporting period beginning on or after April 1, 1990;  

 
o An analysis of the hospital's performance for each year from its base year to the year under 

appeal in the following format:  
 

Base   FY  FY 
Year   19    19   

Program Discharges                
    
Net Program Operating Cost         
Target Amount        ----    
Amount (Over) Under Target      ----    
Incentive Payment        ----    
 

o The intermediary's recommendation with rationale for approval or disapproval. 
 
The intermediary completes its review and forwards its recommendation to HCFA within 75 days of 
the date of receipt of a completed application. 
 
3005.5 HCFA's Review and Decision.--Upon receiving the information and recommendation from 
the intermediary, HCFA: 
 

o Reviews the entire package as submitted by the intermediary; 
 

o Requests additional information from the intermediary when the intermediary's 
recommendation is not supported by sufficient documentation; and, 

 
o Makes a decision based on the material submitted and advises the intermediary in writing 

of the decision no later than 180 days from the date the intermediary's recommendation is received 
by HCFA.  The decision letter includes a detailed explanation of the reasons for approval or 
disapproval of the hospital's request. 
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NOTE: The 180 day time limit does not include the days between the day additional information 

needed to process the application is requested by HCFA and the day that information is 
received. 

 
Upon receipt of HCFA's determination, the intermediary informs the hospital of HCFA's 
determination and takes appropriate action to implement the decision. 
 
3005.6 Review of Determination.--If a request for a new base year is denied because of 
insufficient justification and/or documentation, the hospital may request a review of the 
determination based on the submission of additional information.  The hospital must submit the 
request and additional information to the intermediary within 180 days of the date of the letter 
notifying the hospital of the original decision. 
 
The intermediary verifies the additional information and forwards the request to HCFA within 75 
days.  HCFA notifies the intermediary of its decision on the request within 180 days of receiving the 
request from the intermediary.   
 
3006. APPEAL RIGHTS 
 
A hospital has the right to appeal to the Provider Reimbursement Review Board (PRRB) the 
intermediary's determination of the amount of reimbursement due the hospital if the total amount in 
controversy for its cost reporting period is $10,000 or more.  Since a final determination on a request 
for relief from the rate of increase ceiling affects the amount of program reimbursement, the 
determination is subject to appeal as part of the NPR (not as a separate appeal). 
 
A request for appeal must be filed with the PRRB in writing within 180 days of the date the NPR is 
issued.  A request for relief from the rate of increase limits under §§3003, 3004, or 3005 is 
considered good cause to extend the 180 day appeal period.  In such instances, the 180 day time 
frame to file an appeal begins with the date the hospital is notified by its intermediary of either 
HCFA's denial of an adjustment, provided an NPR has been issued, or with the date of the revised 
NPR issued after the adjustment determination has been made. 
 
In a situation where a provider with costs in excess of its target does not file for an adjustment within 
180 days of the initial NPR and the cost report is subsequently reopened, 42 CFR 405.1889 provides 
that, following a reopening when an intermediary revises a determination on the amount of program 
payment, such revision is considered a separate and distinct determination which may be appealed. 
(See §2926.6 (Appendix A, subsection B2.)  A hospital is entitled to appeal only the specific 
adjustments made by the fiscal intermediary in its revised NPR.   
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3100. OVERVIEW 
 
The Medicare program has established policies which support organ transplantation by providing 
an equitable means of payment for the variety of organ acquisition services required to support 
quality transplant programs.  The following instructions explain how Medicare reimburses for 
organ acquisition costs of covered transplants provided to Medicare beneficiaries. 
 
To participate in the Medicare program, a certified transplant center (CTC) or organ procurement 
organization (OPO) must be a member of the Organ Procurement and Transplantation Network 
(OPTN).  An OPO can be a hospital-based OPO (HOPO) or an independent OPO (IOPO).  (We 
refer to organ procurement organizations generally as “OPOs” throughout this chapter, unless 
differentiation of HOPO or IOPO is required for context.)  Hospitals are required to notify the 
OPO designated for its service area of deaths or imminent deaths in its hospital.  Organs may be 
procured by OPOs from CTCs, local community hospitals or other OPOs. 
 
There are two payment components for organ transplantation.  CTCs are paid a prospective 
payment system rate based on a Diagnostic Related Groups (DRG) for the actual organ transplant 
and they are also reimbursed for the reasonable and necessary costs associated with acquiring the 
organ (i.e., organ acquisition costs).  Organ acquisition costs incurred by the CTC/HOPO are 
included on the appropriate organ acquisition cost center on its Medicare cost report (MCR), Form 
CMS-2552.  Organ acquisition costs incurred by the IOPO are included on the appropriate organ 
acquisition cost center on its MCR, Form CMS-216. 
 
3101. CERTIFIED TRANSPLANT CENTERS AND ORGAN ACQUISITION COSTS 
CTCs must develop two standard acquisition charges (SACs) based on costs expected to be 
reasonably and necessarily incurred in the acquisition of an organ: 
 

• The SAC for acquiring a living donor organ; and 

• The SAC for acquiring a cadaveric donor organ. 
 
The SAC does not represent the acquisition cost of an individual organ.  Instead, it is a charge 
which reflects an average of the total actual costs associated with procuring either a cadaveric 
donor organs or a living donor organs, by type of organ (e.g., heart, kidney or lung).  When a 
CTC/HOPO provides an organ to another CTC or OPO, it must bill its SAC or its standard 
departmental charges reduced to cost.  When a CTC bills Medicare for the transplant, it must use 
its SAC for the procured organ and its DRG charge for the transplant. 
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The costs of procuring an organ cannot be billed directly to the Program because the 
procurement of an organ is not a covered service when performed independent of a Medicare 
covered transplant.  However, the reasonable costs of procuring an organ are reimbursable when 
incurred in procuring the organ for a Medicare covered transplant.  The costs are paid on an 
interim basis and reconciled through the MCR at the end of the CTC’s cost reporting period. 
 
 A. Living Donor Standard Acquisition Charge.--The living donor SAC must be established 
before a CTC bills its first living donor transplant to the Program.  This SAC is an average charge 
developed for each type of organ, by estimating the reasonable and necessary costs expected to be 
incurred for services furnished to living donors and pre-admission services furnished to recipients 
of living donor organs during the hospital’s cost reporting period.  This estimated amount is 
divided by the projected number of living donor organs to be procured by the CTC for transplant 
within the hospital’s cost reporting period.  If there is no such data, use standard departmental 
charges reduced to cost.  The actual incurred cost for organ procurement services is included in 
the CTC’s organ acquisition cost center for eventual payment. 
 
Expenses that may be used to develop the living donor SAC include, but are not limited to the 
following: 
 

• costs of tissue typing services, including those furnished by independent 
laboratories;  

• costs of physician pre-admission transplant evaluation services; 

• organ recipient registration fees as assessed by the OPTN;  

• costs for donor and recipient evaluation and workup furnished prior to admission 
for transplantation; 

• other costs associated with procurement, e.g., general routine and special care 
services; 

• costs of operating room and other inpatient ancillary services (related to the 
donor); 

• preservation and perfusion costs; and 

• costs of transportation of the organ. 
 
For other costs relative to a living donor not included in the SAC, see §3105, Accounting for the 
Cost of Services Provided to Living Donors. 
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 B. Cadaveric Donor Standard Acquisition Charge.--The cadaveric donor SAC is 
established by the CTC/HOPO for each type of organ.  This charge is an average charge developed 
for each type of organ by estimating the reasonable and necessary costs expected to be incurred in 
procuring cadaveric organs, combined with the expected costs of acquiring cadaveric organs from 
other sources.  This estimated amount is divided by the projected number of usable cadaveric 
organs to be transplanted within the hospital’s cost reporting period.  Where the CTC/HOPO 
provides the organ to an OPO, the CTC/HOPO uses its cadaveric donor SAC or its standard 
departmental charges, reduced to cost, to bill the OPO. 
 
Expenses that may be used to develop the cadaveric donor SAC include, but are not limited to the 
following: 
 

• costs of organs acquired from other providers; 

• costs of transportation of the organs; 

• surgeons’ fees for excising cadaveric organs (currently limited to $1,250 for 
kidneys); 

• costs of tissue typing services, including those services furnished by independent 
laboratories;  

• preservation and perfusion costs; 

• general routine and special care service costs; and 

• operating room other inpatient ancillary service costs. 
 

3102. ACCOUNTING FOR THE COST OF ORGAN ACQUISITION 
 
 A. Outpatient Costs.--Included in the CTC’s organ acquisition costs are hospital services 
classified as outpatient and applicable to a potential organ transplant.  These outpatient services 
include donor and recipient work-ups furnished prior to admission and costs of services rendered 
by interns and residents not in an approved teaching program.  These costs would otherwise be 
paid under Part B of the Program.  Because such costs are applicable to organ acquisitions which 
are predominantly cadaveric donor related and incurred without an identifiable beneficiary, the 
services are not billed to a beneficiary when the services are rendered but are included in the CTC’s 
organ acquisition cost center. 

 
 B.  Multiple Organ Retrieval.--CTCs/HOPOs that participate in multiple organ retrieval must 
establish a formula for cost finding for these organs.  They must separately identify the costs 
associated with the retrieval of all organs and appropriately apportion the acquisition costs by 
organ type.  
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When the CTC/HOPO procures multiple organs, it must allocate and record the direct costs 
associated with each organ type.  Also, ancillary charges must be allocated among the types of 
organs procured.  See §3111, Intent to Transplant.  For example, if an operating room charge for 
procuring multiple organs is $1,000 and one kidney and one heart are procured, then the charge 
attributable to each organ is $500.  However, if the CTC/HOPO has a more accurate basis for 
allocation that is verifiable by the Medicare Administrative Contractor, (hereinafter “contractor”), 
e.g., number of operating room minutes, this may be used. 
 
The indirect costs associated with preservation technicians, transplant coordinators, and 
administrators, etc. must be allocated among the types of organs procured.  The provider must 
establish a unit cost per organ by dividing the indirect cost by the total number of organs procured. 
The indirect costs are allocated using the unit cost per organ multiplied by each organ procured.  
For example, if the indirect cost equals $5,000 and five organs are procured (one heart, one liver, 
one pancreas, and two kidneys) then the cost for each organ is $1,000 ($2,000 must be allocated 
to kidney because two kidneys were procured).  Organs procured and transplanted en bloc (two 
organs transplanted as one unit) must be counted as one organ for cost allocation purposes, see 
§3115, Counting of Organs. 

 
C. Laboratory Services.--Pre-transplant evaluation services for recipients and donors, 

including laboratory services, are paid through the organ acquisition costs of the CTC.  When 
laboratory tests are performed by the CTC, it uses the related costs in establishing the standard 
charge.  The CTC also includes the reasonable charges paid for physician tissue typing services 
provided to living donors and recipients. 
 
When the laboratory services are performed by a histocompatibility laboratory, interim rates 
established by the contractor are used by the laboratory in billing a CTC.  Information on the 
interim rates are disseminated by the contractor to all CTCs, OPOs, and other contractors or can 
be found on the contractor’s website.  The CTC pays the laboratory the approved interim rate.  
When the laboratory bills an OPO for services, the OPO is responsible for paying the interim rate.  
The contractor determines the final payment to the histocompatibility laboratory by reconciling 
interim payments and reasonable costs during final settlement of the Medicare cost report. 
 

D. Cost Adjustment.--Medicare cost reimburses a CTC for organ acquisition costs.  The 
organ acquisition costs are accumulated on the MCR (Form CMS-2552) by specific organ type.  
CTCs/HOPOs that claim organ acquisition costs on the cost report must separate, from Medicare 
allowable costs, any costs associated with organs sent to foreign countries or transplanted in 
patients other than Medicare beneficiaries.  The contractors will compute the ratio of the number 
of organs used for Medicare beneficiaries to the total number of organs used and adjust the costs 
for organs sent to foreign countries or transplanted in non-Medicare patients at cost report 
settlement.  Services provided to patients other than Medicare beneficiaries are paid by those 
patients or their third party payers. 
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Kidneys sent to United States military renal transplant centers (MRTCs) by a HOPO are counted 
as Medicare organs for payment purposes on the CTC’s cost report if the requirements are met 
within §3114, Military Renal Transplant Centers. 
 
The Medicare program generally continues to pay for its proportionate share of costs incurred in 
procuring organs that are not transplanted.  See §3116, Calculation of Medicare Costs. 
 
3103. ACCOUNTING FOR THE COST OF SERVICES TO RECIPIENTS 
 
 A. Physician services.--A comprehensive payment is made under Part B for the services of 
a surgeon who performs an organ transplant and assumes primary responsibility for: 
 

• the patient's postoperative surgical care for 60 days; or 

• both the postoperative surgical care and the related course of immunosuppressant 
therapy for 60 days. 

 
A comprehensive payment is also made under Part B when the surgeon performs other surgical 
procedures, e.g., splenectomy and/or nephrectomy at the time of the transplant.  The payments, 
subject to the deductible and coinsurance requirements and the participating/nonparticipating 
physician rules, are revised annually by the contractor. 
 
 B. Backbench Preparation.--Physician backbench standard preparation work, as defined by 
the Current Procedure Terminology code, performed on organs transplanted into a recipient are 
billed under Part B of the Medicare program to the transplant recipient’s health insurance 
number/account.  Standard backbench preparation services are not included in organ acquisition 
costs on the cost report.  
 
 C. Recipient Laboratory Services.--Laboratory tests performed for the recipient after the 
recipient leaves the CTC following the transplant are Part B costs unless they occur while the 
beneficiary is an inpatient in a hospital.  The beneficiary is responsible for the deductible and 
coinsurance. 
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3104. ACCOUNTING FOR THE COST OF MEDICARE SECONDARY PAYER 
 
If a Medicare beneficiary has a primary health insurance coverage other than Medicare, 
determining whether an organ will be counted as a Medicare usable organ depends on the amount 
paid by the primary insurance.  A provider must submit a bill to Medicare when payment from the 
primary payer is insufficient to cover the entire cost of a transplant including the DRG and the 
organ acquisition costs.  However, when the primary insurance requires the acceptance of their 
payment in full, a bill is not required, because under the contractual agreement, Medicare has no 
liability because the primary payer has made the payment in full.  Accordingly, the organ under 
the paid in full contractual agreement will not be counted as a Medicare usable organ. 
 
When the provider submits a bill and the primary payer does not require the provider to accept the 
contractual payment in full, it is necessary to compare the total cost of the transplant, including the 
DRG and the organ acquisition costs, to the payment received from the primary payer.  The 
provider’s remittance advice may or may not show that Medicare has a liability because the bill is 
only submitted for the transplant portion of the payment.  Thus, the provider will need to compare 
the total Medicare cost (DRG from the transplant and the organ acquisition costs) to the payment 
from the primary payer to determine whether Medicare has a liability for the organ acquisition 
costs.  If the payment from the primary payer is greater than the cost of the DRG and the organ 
acquisition costs, there is no Medicare liability and the organ cannot be counted as a Medicare 
usable organ.  If the payment from the primary payer is less than the DRG and the organ acquisition 
costs, there is a Medicare liability and the organ can be counted as a Medicare usable organ.  The 
payment from the primary payer is pro-rated between the DRG payment and the organ acquisition 
payment.  If the organ is counted as Medicare usable, the organ acquisition portion of the primary 
payment should be included on the appropriate line as a revenue offset on the MCR, Form CMS-
2552.  This is consistent with the Medicare Claims Processing Manual (CMS Pub. 100-04) and 
cost reporting instructions set forth in CMS Pub. 15, Part 2. 
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Example:  A CTC transplants a patient that has private health insurance and Medicare.  The private 
health insurance is primary and Medicare is secondary.  The private health insurance pays the CTC 
$70,000 for the transplant and the organ acquisition costs; there is no requirement to accept this 
payment as payment in full.  If Medicare was the primary payer, the combined payment to the 
CTC would have been $100,000 ($60,000 for the transplant and $40,000 for the organ acquisition 
costs).  The CTC compares the primary payer payment to the total amount Medicare would have 
paid if it had been primary (transplant DRG and organ acquisition costs).   The CTC prorates the 
primary payer’s payment of $70,000 between a portion of the DRG and a portion of the organ 
acquisition costs.  The CTC determines the primary payer amount for the DRG payment is $42,000 
($70,000 payment from the primary payer x [$60,000 for the transplant portion from 
Medicare/$100,000 combined Medicare payment]) and for organ acquisition costs is $28,000 
($70,000 payment from the primary payer x [$40,000 for the organ acquisition portion from 
Medicare/$100,000 combined Medicare payment]).  The CTC counts this Medicare secondary 
payer organ as a Medicare usable organ on its MCR and offsets the primary payment amount 
($28,000) as revenue received, thereby reducing Medicare’s liability. 
 
3105. ACCOUNTING FOR THE COST OF SERVICES PROVIDED TO LIVING DONORS 
 
For costs associated with living donor organ acquisition costs, see §3101, Certified Transplant 
Centers and Organ Acquisition Costs. 
 
Payment for physician services to a living donor provided in connection with an organ donation to 
a Medicare beneficiary is made at 100 percent of the Medicare Part B reasonable charge.  These 
services include the donor's organ excision and inpatient stay. 
 
The donor of an organ for a Medicare transplant beneficiary is covered for an unlimited number 
of days of care in connection with the organ removal operation.  Days of inpatient hospital care 
used by the donor in connection with the organ removal operation shall not be charged against 
either party’s utilization record.  However, the Program’s assumption of liability is limited to those 
donor expenses that are incurred directly in connection with the organ donation. 
 
Coverage of organ donor services includes postoperative recovery services directly related to the 
organ donation.  For routine follow-up care the period of postoperative recovery ceases when the 
donor no longer exhibits symptoms related to the organ donation.  Claims for services rendered 
more than 3 months after donation surgery will be reviewed.  However, follow-up examinations 
may be covered up to 6 months after the donation to monitor for possible complications.  In all of 
these situations, the donor is not responsible for co-insurance or deductible. 
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A. Living donor follow-up.-- 
 

• Expenses incurred by the CTC for routine donor follow-up care are included in the 
transplant center’s organ acquisition cost center. 

• Follow-up services performed by the operating physician are included in the 90-day 
global payment for the surgery.  Beyond the 90-day global payment period, follow-
up services are billed using the recipient’s health insurance claim number. 

• Follow-up services billed by a physician other than the operating physician for up 
to 3 months following donation surgery should be billed under the recipient’s health 
insurance claim number. 

• Medicare does not consider the UNOS-required 6-month, 1-year and 2-year follow-
up visits to be routine donor follow-up care.  As such, the UNOS required follow-
up visits are not allowable nor reported as organ acquisition costs on the MCR and 
cannot be billed to the recipient’s health insurance claim number. 
 

B. Living donor complications.--Expenses incurred for complications that arise with 
respect to the donor are covered only if they are directly attributable to the organ donation.  
Complications that arise after the date of the donor’s discharge are billed under the recipient’s 
health insurance claim number.  This is true of both facility costs and physician services.  
Billing for donor complications will be reviewed by the contractor.  For more information see 
the Medicare Claims Processing Manual, CMS Pub. 100-04, chapter 3, §90.1.3. 

 
3106. KIDNEY PAIRED DONATIONS 
 
Kidney paired donations (KPDs) are similar to directed living donations; however when the living 
donor and recipient do not match, they can consent to participate in a KPD matching program that 
matches living donor/recipient pairs with other living donor/recipient pairs.  KPD exchanges can 
occur when two or more living donor/recipient pairs match each other; often, the living donor and 
matched recipient are at different CTCs. 
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The costs of all hospital and physician services for pre-transplant living donor and recipient 
evaluations become acquisition costs and are included in the cost report of the recipient’s CTC.  
Similarly, when a recipient and donor do not match and elect to participate in a KPD matching 
program, the costs of the initial living donor evaluations are incurred by the original intended 
recipient’s CTC regardless of whether the living donor actually donates to their original intended 
recipient, a KPD matched recipient, or does not donate at all. 
 

A.  When a KPD Match is Determined.--In a KPD exchange, once the donor is matched with 
a recipient, any additional tests requested by the recipient’s CTC, but performed by the donor’s 
CTC are billed as charges reduced to cost to the recipient’s CTC and included as acquisition costs 
on the cost report of the recipient CTC.  This is true regardless of whether an actual donation 
occurs. 
 
When a donor’s CTC procures and sends a kidney to a recipient’s CTC, the donor’s CTC bills the 
recipient’s CTC the donor CTC’s charges reduced to cost for the reasonable costs associated with 
procuring, packaging and transporting the kidney.  The donor’s CTC records these costs on its 
MCR as kidney acquisition costs and offsets any payments received from the recipient’s CTC 
against its kidney acquisition costs.  The recipient’s CTC records as part of its kidney acquisition 
costs, the amounts billed by the donor’s CTC for the reasonable costs associated with procuring, 
packaging, and transporting the organ as well as any additional testing performed and billed by the 
donor’s CTC.  These costs must be reasonable and necessary. 
 
When a donor’s CTC does not procure a kidney, but the donor travels to the recipient’s CTC for 
the procurement, the reasonable costs associated with the procurement are included on the MCR 
of the recipient’s CTC.  Travel expenses of the living donor are not allowable Medicare costs. 
 
Example of Accounting for a KPD Exchange: 
 
1. The Participants 

 
There are four CTCs; each with a potential transplant recipient in need of a kidney and each 
recipient has a willing, but poorly matched, donor.  Each recipient and donor pair has been 
evaluated at their respective CTC. 
 
CTC A 
Recipient A is at CTC A.  CTC A evaluates three potential living donors for Recipient A before a 
donor, Donor A, is identified.  The costs of these evaluations are reported as kidney acquisition 
costs on CTC A’s cost report.  Recipient A and Donor A do not match each other but both agree 
to participate in a KPD exchange.  
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CTC C 
Recipient C is at CTC C.  CTC C evaluates three potential living donors for Recipient C before a 
donor, Donor C, is identified.  Recipient C and Donor C do not match each other but both agree to 
participate in a KPD exchange. 

 
CTC D 
Recipient D is at CTC D.  CTC D evaluates three potential living donors for Recipient D before a 
donor, Donor D, is identified.  Recipient D and Donor D do not match each other but both agree 
to participate in a KPD exchange. 
 
2. The KPD Match 
 
Through the KPD exchange it is determined that Recipient A matches Donor C; Recipient B 
matches Donor D; Recipient C matches Donor A; and Recipient D matches Donor B. 
 
3. After the KPD Match 
 
Recipient C’s CTC requests Donor A’s CTC perform an additional test that was not included in 
Donor A’s initial evaluation.  Donor A’s CTC performs the additional test and bills Recipient’s 
C’s CTC, charges reduced to cost, for the additional tests of Donor A. 
 
Donor B elects to travel to CTC D for the procurement and any additional testing¹. 
 
Donor A, Donor C, and Donor D remain at their original intended recipients’ CTCs (CTC A, CTC 
C and CTC D, respectively) where they were evaluated and where their organ procurement will 
occur. 
 
4. Procuring, Packaging and Transporting the Kidneys 
 
CTC A procures Donor A’s kidney and packages and transports it to CTC C for Recipient C.  CTC 
A bills CTC C, charges reduced to cost, for the reasonable costs associated with procuring, 
packaging and transporting the kidney as well as any additional testing requested by CTC C that 
was not included in the initial evaluation of Donor A.  Donor A’s CTC records these costs on its 
MCR as kidney acquisition costs and offsets any payments received from CTC C against its kidney 
acquisitions costs. 
 
CTC B does not procure a kidney.  Donor B elects to travel to CTC D for the procurement.  CTC 
D procures Donor B’s kidney and records these costs on its cost report as kidney acquisition costs. 
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CTC C procures Donor C’s kidney and packages and transports it to CTC A for Recipient A.  CTC 
C bills CTC A, charges reduced to cost, for the reasonable costs associated with procuring, 
packaging and transporting the kidney as well as any additional testing requested by CTC A that 
was not included in the initial evaluation of Donor C.  Donor C’s CTC records these costs on its 
MCR as kidney acquisition costs and offsets any payments received from CTC A against its kidney 
acquisitions costs. 
 
CTC D procures Donor D’s kidney and packages and transports it to CTC B for recipient B.  CTC 
D bills CTC B, charges reduced to cost, for the reasonable costs associated with procuring, 
packaging and transporting the kidney as well as any additional testing requested by CTC B that 
was not included in the initial evaluation of Donor D.  Donor D’s CTC records these costs on its 
MCR as kidney acquisition costs and offsets any payments received from CTC B against its kidney 
acquisitions costs. 
 
5. Counting Medicare Usable Organ² 

 
CTC A counts two Medicare usable kidneys: 1) Donor A’s kidney procured and sent to CTC C 
and 2) Donor C’s kidney procured by CTC C and received and transplanted by CTC A. 
 
CTC B counts one Medicare usable kidney: Donor D’s kidney procured by CTC D and received 
and transplanted by CTC B (CTC B does not procure a kidney). 
 
CTC C counts two Medicare usable kidneys.  1) Donor C’s kidney procured and sent to CTC A 
and 2) Donor A’s kidney procured by CTC A and received and transplanted by CTC C. 
 
CTC D counts two Medicare usable kidneys: 1) Donor D’s kidney procured and sent to CTC B 
and 2) Donor B’s kidney procured by CTC D and transplanted. 
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The chart below summarizes the above KPD exchange. 
 

 CTC A CTC B CTC C CTC D 
Recipient Recipient A Recipient B Recipient C Recipient D 
Number of 
evaluations  

Evaluates 3 
potential donors 
before Donor A is 
identified.  

Evaluates 2 
potential donors 
before Donor B is 
identified.  

Evaluates 3 
potential donors 
before Donor C is 
identified.  

Evaluates 3 
potential donors 
before Donor D is 
identified.  

Donor Donor A Donor B Donor C Donor D 
 Recipient A and 

Donor A do not 
match each other 
but agree to a 
KPD exchange. 

Recipient B and 
Donor B do not 
match each other 
but agree to a 
KPD exchange. 

Recipient C and 
Donor C do not 
match each other 
but agree to a 
KPD exchange. 

Recipient D and 
Donor D do not 
match each other 
but agree to a 
KPD exchange. 

KPD match Recipient A 
matches with 
Donor C. 

Recipient B 
matches with 
Donor D. 

Recipient C 
matches with 
Donor A. 

Recipient D 
matches with 
Donor B.  

After the match CTC A performs 
additional tests 
and procures 
kidney from 
Donor A for CTC 
C.    

CTC B does not 
procure kidney 
from Donor B for 
CTC D.  Donor B 
travels to CTC D.  

CTC C procures 
kidney from 
Donor C for CTC 
A.   

CTC D procures 
kidney from 
Donor D for CTC 
B.  Donor B 
travels to CTC D 
for the kidney 
procurment¹. 
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Accounting 
Cost of 
evaluations 

$12,000 incurred 
by CTC A 

$9,000 incurred 
by CTC B 

$15,000 incurred 
by CTC C 

$20,000 incurred 
by CTC D 

Counting 
Medicare usable  
kidneys² 

2 Medicare usable 
kidneys: 1 kidney 
procured/ sent and 
1 kidney received/ 
transplanted.  

 1 Medicare 
usable kidney: 1 
kidney received/ 
transplanted. 

2 Medicare usable 
kidneys: 1 organ 
procured/sent and 
1 kidney received/ 
transplanted. 

2 Medicare usable 
kidneys: 1 kidney 
procured/sent and 
1 kidney 
procured/ 
transplanted. 

Donor costs 
associated with 
procuring, 
packaging and 
transporting the 
kidney to the 
recipient CTCs 

CTC A bills CTC 
C $18,000 for 
costs incurred to 
procure Donor 
A’s kidney. 

No bills sent to 
CTC D.  

CTC C bills CTC 
A $10,000 for 
costs incurred to 
procure Donor C’s 
kidney. 

CTC D bills CTC 
B $14,000 for 
costs incurred to 
procure Donor 
D’s kidney. 

Recipient costs  
associated with 
procuring, 
packaging and 
transporting the 
kidney bill by 
Donor CTCs 

CTC A receives a 
bill from CTC C 
for $10,000 for 
costs incurred to 
procure Donor C’s 
kidney. 

CTC B receives a 
bill from CTC D 
for $14,000 for 
costs incurred to 
procure Donor 
D’s kidney. 

CTC C receives a 
bill from CTC A 
for $18,000 for 
costs incurred to 
procure Donor 
A’s kidney. 

No bills received 
from CTC B.  
CTC D claims all 
costs after initial 
evaluation for 
Donor B.  

Kidney 
acquisition costs 
recorded on MCR 
 
 
 
 
 
 
 
 
 
Subtotal 

$12,000 
evaluation costs of 
CTC A 
 
$18,000 for costs 
billed to CTC C 
 
$10,000 billed 
from CTC C 
 
 
 
$40,000  

$9,000 evaluation 
costs of CTC B 
 
 
 
 
 
$14,000 billed 
from CTC D 
 
 
 
$23,000  

$15,000 
evaluation costs of 
CTC C 
 
$10,000 for costs 
billed to CTC A 
 
$18,000 billed 
from CTC A 
 
 
 
$43,000  

$20,000 
evaluation costs of 
CTC D 
 
$14,000 for costs 
billed to CTC B 
 
$8,000 for costs 
incurred to 
procure Donor B’s 
kidney at CTC D. 
 
$42,000  

Offset on MCR 
amounts received 
from recipient 
CTC 

($18,000) 
received from 
CTC C  

No payment 
received from 
CTC D  

($10,000) 
received from 
CTC A   

($14,000) 
received from 
CTC B  

Net cost recorded 
on MCR 

 
$22,000 

 
$23,000 

 
$33,000 

 
$28,000 

¹The cost of travel for a living donor is not an allowable organ acquisition cost. 
² For this example, all organs are transplanted into Medicare beneficiaries.  For more information 
on how to count organs, see cost reporting instructions, Form CMS-2552 and also §3115, Counting 
Organs, of this chapter. 
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B. Donor Follow-up and Complications.--In KPD exchanges, post-donation follow-up or 
donor complications are handled in the same manner as described in §3105, Accounting for the 
Cost of Services Provided to Living Donors. 
 
3107. HOSPITALS THAT PROCURE BUT DO NOT TRANSPLANT ORGANS 
 
Medicare does not require that donor hospitals belong to the OPTN.  However, a donor hospital 
must always notify, in a timely manner, the designated OPO of any deaths or imminent deaths in 
its hospital.  The contacted OPO will implement its donation protocol and, when appropriate, will 
procure any available organs.  When the donor hospital incurs expenses for services authorized by 
the OPO, the donor hospital bills its customary charges for the services furnished to the OPO to 
receive payment.  Negotiated rates between the OPO and the donor hospital are an acceptable 
payment methodology but must be reasonable. 
 
3108. ORGAN PROCUREMENT ORGANIZATIONS 
 
An organ procurement organization performs or coordinates the procurement, preservation and 
transportation of organs from deceased donors, and maintains a system for locating prospective 
recipients for organ transplantation.  An OPO must have agreements with hospitals or critical 
access hospitals in its service area, to identify potential organ donors. 
 
OPO’s provide both administrative and medical services that include, but are not limited to, 
arranging for tissue typing of donated organs, removal of the cadaveric organs (where the 
physicians are employed by the OPO or are under contract or agreement with the OPO); and 
perfusion, preservation, and transportation of the procured organ. 
 
The Medicare program reimburses the reasonable cost of allowable services furnished by an OPO 
provided it has been certified and is designated for a particular service area by the Secretary.  An 
OPO must be a member of and have a written agreement with the OPTN.  Organ acquisition costs 
are not paid directly by Medicare to an OPO.  The OPO is reimbursed for its services by the CTC, 
subject to later adjustment by Medicare.  See 42 CFR §413.200(c)(1)(iv) and §413.200(d)(3). 
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An OPO can be a hospital-based OPO (HOPO) or an independent OPO (IOPO).  (We refer to 
organ procurement organizations generally as “OPOs” throughout this chapter, unless 
differentiation of HOPO or IOPO is required for context.)  Both OPO types are reimbursed on the 
basis of reasonable cost.  In determining the reasonable cost of these services and cost reporting 
requirements, the policies set forth in regulations and in the Provider Reimbursement Manual 
(CMS Pub. 15) must be followed. 
 
 A. Hospital-Based Organ Procurement Organizations.--Some hospitals contribute to the 
basic financial support of an in-house OPO, called a HOPO, or provide supervision over the 
operations of a HOPO to the extent that it represents control over their operations.  In such cases, 
the contractor applies the provisions of CMS Pub. 15-1, Chapter 10 to determine the allowable 
costs of the HOPO. 
 
A HOPO is not separately reimbursed as an IOPO but is reimbursed through the CTC on the MCR, 
Form CMS-2552.  The CTC/HOPO is expected to acquire the organ at a reasonable cost-related 
charge.  Such reasonable charge payment to the CTC/HOPO is included as an organ acquisition 
cost of the CTC and is recorded in the hospital's organ acquisition cost center of its MCR.  Cost 
adjustments are made for the CTC/HOPO when the hospital's cost report is settled. 
 
A HOPO that is not designated by the Secretary receives payment for organs procured within the 
CTC when they are used for its CTC’s in-house transplants (when the organ is not transported to 
another hospital following procurement).  When the CTC cannot use the organ in-house and the 
organ is instead furnished to a designated OPO, the CTC will receive payment from that OPO and 
the costs are reported on the CTC's cost report. 
 
 B. Independent Organ Procurement Organizations.--An independent OPO (IOPO) is not 
subject to the control of a hospital and is not considered a department of the hospital.  An IOPO 
provides services to a number of hospitals.  The initial kidney SAC for an IOPO is developed by 
the contractor based on the IOPO’s budget information.  The kidney SAC for subsequent years is 
based on the IOPO’s cost report, i.e., costs of operating during its prior cost reporting year.  These 
standard charges are the basis for the interim payments by the CTC to the IOPO.  An IOPO’s non-
kidney SAC are established by the IOPO based on its costs of procuring organs, similar to 
procedures set forth in §3101, Certified Transplant Centers and Organ Acquisition Costs. 
 
The kidney SAC, established by the contractor for an IOPO, consists of an estimate of the 
reasonable and necessary costs expected to be incurred procuring cadaveric kidneys.  The 
estimated amount is divided by the projected number of usable cadaveric kidneys procured.  The 
kidney SAC may be adjusted during the year, if necessary, for anticipated cost changes.  The IOPO 
cannot charge or change its kidney SAC without the contractor’s approval. 
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When an IOPO acquires an organ from another IOPO each IOPO is responsible for paying that 
that IOPO's SAC.  The IOPO uses its SAC and not the SAC paid to another IOPO when billing a 
CTC receiving the organ. 
 
Example:  IOPO A has a SAC of $35,000 and IOPO B has a SAC of $50,000.  IOPO A acquires 
an organ from IOPO B and pays IOPO B their SAC of $50,000.  IOPO A provides the organ to 
the CTC and bills its SAC of $35,000. 
 
The IOPO must file a cost report (Form CMS-216) with the contractor at the end of its cost 
reporting period.  The IOPO must separate from Medicare allowable costs all costs associated with 
organs that are sent to foreign countries or transplanted in patients other than Medicare 
beneficiaries.  The IOPO’s cost report is used to reconcile kidney acquisition costs.  The contractor 
will compute the ratio of kidneys used for Medicare beneficiaries to the total number of kidneys 
used, and adjust the Medicare allowable costs for kidneys sent to foreign countries or transplanted 
in non-Medicare beneficiaries.  For kidneys sent to MRTCs, see §3114, Military Renal Transplant 
Centers. 
 
 C. OPO Costs Not Covered by Medicare.--Certain costs incurred by OPOs are not covered 
under the Program.  These activities or services include but are not limited to: 
 

• burial and funeral expenses for the cadaveric donor; 
 

• costs incurred in furnishing an organ to a hospital outside the United States; 
 

• costs associated with the transportation of a donor; 
 

• costs incurred prior to a potential donor being declared brain dead; 
 

• fees or in-center payments for donor referrals; 
 

• costs associated with OPO sponsored seminars where continuing education credits are 
given (When no continuing education credits are given, direct seminar expenses may be 
paid by the Program.  See CMS Pub. 15-1, chapter 4 for more information regarding the 
cost of educational activities.); and 

 
• certain costs incurred for administrator's duties associated with professional 

organizations. 
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3109. CHARGES FOR EYE AND TISSUE DONATIONS AND SERVICES 
 
OPOs must establish a schedule of charges for eye and tissue services and ensure that the charges 
are offset against the costs of all procurement services.  This is necessary because eye and tissue 
retrievals are not usually separated on the cost report.  If the OPO performs an eye or tissue service, 
the established charge representing the estimated cost incurred for the service is offset against its 
cost.  Where the costs for the eye or tissue services is significant the OPO must establish a non-
reimbursable cost center to capture the direct and indirect costs; these costs are not offset. See 
CMS Pub. 15-1 §2328, Distribution of General Service Costs to Nonallowable Cost Areas.  
However, where cost centers are not maintained for these functions, the income derived from them 
must be used to reduce total costs of all procurement services.  For example, when an OPO 
procures an eye or tissue, the OPO must ensure the charge approximates the cost of the service.  If 
the OPO performs only a minor service in which the cost is insignificant that a charge cannot be 
reasonably determined (e.g., calling an eye or tissue bank and informing it that a donor is available 
without approaching the family about donation), the OPO does not establish a charge. 
 
3110. PANCREATA USED FOR PANCREATIC ISLET CELL TRANSPLANTS 
 
The Medicare Modernization Act of 2003 requires Medicare to pay for islet cell transplants for 
Medicare patients included in the National Institutes of Health clinical trial on islet cell transplants.  
The pancreata procured for islet cell transplants require the same quality and care to procure as 
pancreata procured for solid organ transplants.  Accordingly, pancreata procured for islet cell 
transplants must be assigned a full charge and treated as solid organs for procurement purposes. 
 
3111. ALLOCATION OF DONOR ACQUISITION COSTS INCURRED BY ORGAN 
PROCUREMENT ORGANIZATIONS (INTENT TO TRANSPLANT) 
 
An OPO must have a written agreement with 95 percent of the Medicare and Medicaid 
participating hospitals and critical access hospitals in its service area that have both a ventilator 
and an operating room and have not been granted a waiver by CMS to work with another OPO. 
(42 CFR §486.322).  Each hospital is required to notify its designated OPO of every death or 
imminent death in its facility (42 CFR §482.45).  It is presumed that an OPO intends to procure 
all transplantable organs from a donor, and regardless of whether organs are actually procured, the 
OPO incurs costs in attempting to recover such organs. 
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For example, when an OPO learns of a deceased donor, it attempts to recover as many organs as 
possible from the donor.  The OPO must arrange for surgeons to excise the organs, an operating 
room in which the procurement will take place, and services necessary to maintain the organs in a 
viable state.  If the excising surgeons determine, upon initial inspection, or after removal, that one 
or more of the organs is not viable, the aforementioned costs, nevertheless have been incurred by 
the OPO.  These costs must be allocated to the cost centers of both the recovered and unrecovered 
organs.  Thus, all general costs must be allocated to all organs the OPO intends to procure, 
regardless of whether the OPO actually recovers the organ for transplant (i.e., when an OPO cannot 
recover the organ because of its non-viability upon inspection).  Because CMS presumes an OPO 
intends to procure all transplantable organs, CMS will allocate the general costs across all organs 
(whether or not actually recovered), unless an OPO can demonstrate that it did not intend to 
procure a particular organ. 
 
An OPO can demonstrate that it did not intend to procure a particular organ if one of the following 
occurs: 
 

• The donor does not meet the criteria for “eligible donor” in 42 CFR §486.302 of the 
regulations. 

• The organ has been eliminated for eligibility because of donor information. 

• The organ has been ruled out by laboratory data prior to the donor entering the operating 
room for excision of organs. 

• The family does not provide consent to donate the organ. 

• The search for a recipient for that particular organ has ended unsuccessfully prior to the 
donor’s entrance into the operating room. 

 
While the above situations will ordinarily allow an OPO to demonstrate that it did not intend to 
procure a particular organ, a contractor may, upon an evaluation of the totality of the 
circumstances, conclude that the OPO intended to procure an organ.  Thus, the existence of one of 
the above situations does not lead to an absolute conclusion that intent to procure did not exist; in 
fact, the contractor has the flexibility to further examine such conclusion.  For example, an OPO 
may claim that a family did not provide consent to donate an organ, yet the facts may demonstrate 
that the OPO arranged for a surgeon to procure the organ, or located a potential recipient for that 
particular organ.  In these instances, the contractor could override an OPO's contention that intent 
to procure did not exist. 
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The following represents an example of how costs must be allocated to the various organ cost 
centers. 
 
Example:  Hospital A notifies OPO B that a death is imminent in its facility and that the individual 
is listed as a potential organ donor.  OPO B arranges for surgeons to procure the organs, an 
operating room for the excisions to take place, and services necessary to maintain the organs in a 
viable state.  Prior to calling the liver transplant surgeon, the OPO arranges for a liver function 
test, which shows that the liver is not viable.  Surgeons remove all of the remaining organs, but 
the heart surgeon determines, upon inspection of the heart, that it is not suitable for transplant.  The 
lungs were designated for non-transplant research activities prior to the time the donor entered the 
operating room.  Costs are allocated as follows:  The cost of the liver function test is allocated to 
the liver cost center.  No portion of the operating room fees or other services is allocated to the 
liver cost center, or to the lungs cost center.  The costs for the operating room fees and the other 
services are allocated equally to the other organ cost centers, including the heart cost center.  
Surgeon’s fees that are specific to a particular organ are allocated directly to that organ. 
 
3112. ORGAN PLACEMENT EFFORTS, DOCUMENTATION REQUIREMENTS 
 
OPOs and CTCs furnishing organ procurement services for organ transplants under the Medicare 
program must maintain adequate and verifiable records for each organ retrieved and furnished to 
a Medicare patient.  Because it is not possible to determine at the time of retrieval whether an 
individual organ will be placed with a Medicare beneficiary, a placement effort record must be 
maintained for every organ.  The record should contain the following: 
 

• organ(s) and/or tissue recovered;  

• recovery date; 

• donor’s name/number; 

• hospital recovered from; 

• name of transplant center; 

• recipient’s name or dispensation; 

• indication of research intent; and 

• indication of en bloc transplants. 
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3113. PAYMENT FOR ORGANS SENT TO FOREIGN COUNTRIES OR TRANSPLANTED 
IN NON-MEDICARE BENEFICIARIES 
 
Medicare does not pay for organ acquisition costs for organs sent to foreign countries or organs 
transplanted into non-Medicare recipients.  These costs are reported on the MCR (Form CMS-
2552) and on the OPO/Histocompatibility Laboratory cost report (Form CMS-216) but are 
excluded from Medicare allowable costs and Medicare payment.  Cost reports will be reviewed by 
the contractor to ensure that all costs are properly accounted for. 
 
3114. MILITARY RENAL TRANSPLANT CENTERS 
 
Some OPOs have a long-standing arrangement with MRTCs formalized by a Memorandum of 
Understanding between the OPO and the MRTC, specifying a reciprocal kidney sharing system.  
Such arrangements that were in effect before March 3, 1988 are accepted after the contractor 
reviews and approves the arrangement.  See 53 Fed. Reg. 6672 (March 2, 1988).  For these cases, 
a kidney procured by an OPO at a MRTC and retained for transplant at that hospital is deemed to 
be a Medicare organ for cost reporting statistical purposes.  While we know of no other special 
arrangements, if any existed before March 3, 1988, the OPO must submit a request to the contractor 
for review and approval of the arrangement.  Absent an approved special arrangement that existed 
before March 3, 1988, a kidney sent to a non-Medicare institution is treated as a non-Medicare 
organ. 
 
3115. COUNTING ORGANS 
 
OPOs and CTCs are responsible for accurately counting both Medicare and non-Medicare organs 
to ensure that costs are properly allocated on the MCR.  The OPO and CTC should count organs 
procured and transplanted en bloc (two organs transplanted as one unit) as one organ.  This can 
include but is not limited to en bloc kidneys and en bloc lungs. 
 
 A. Counting Medicare Usable Organs at CTCs/HOPOs.--Medicare usable organs include 
organs transplanted into Medicare beneficiaries (excluding Medicare Advantage beneficiaries), 
organs that had partial payments by a primary insurance payer in addition to Medicare, organs sent 
to other CTCs, organs sent to OPOs and kidneys sent to MRTCs (that have a reciprocal sharing 
agreement with the OPO in effect prior to March 3, 1988 and approved by the contractor).  
Medicare usable organs do not include organs used for research, organs sent to veterans’ hospitals, 
organs sent outside the United States, organs transplanted into non-Medicare beneficiaries, organs 
that were totally paid by primary insurance other than Medicare, organs that were paid by a 
Medicare Advantage plan, organs procured from a non-certified OPO and kidneys sent to MRTCs 
(without a reciprocal sharing agreement with the OPO in effect prior to March 3, 1988 and 
approved by the contractor). 
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 B. Counting Medicare Kidneys at IOPOs.--Medicare kidneys include kidneys sent to 
CTCs, certified OPOs, or MRTCs (with a reciprocal sharing agreement with the OPO in effect 
prior to March 3, 1988 and approved by the contractor).  It does not include kidneys sent to foreign 
countries, VA hospitals, or MRTCs (without a reciprocal sharing agreement with the OPO in effect 
prior to March, 3 1988 and approved by the contractor), or those used for research. 
 
3116. CALCULATION OF MEDICARE COSTS 
 
Total organ acquisition costs are accumulated by organ type on the applicable cost report.  A ratio 
of Medicare usable organs to total usable organs is applied to the total organ acquisition costs in 
determining Medicare's share of expenses.  This ratio includes only usable organs, but total organ 
acquisition costs include the cost of organs that are determined to be unusable as Medicare 
continues to share in these costs. 
 
The following is an example of the method of determining proper reimbursement for Medicare’s 
share of organ acquisition costs at an OPO or CTC. 
 
Total Organs 130 
Total Unusable Organs 10 
Total Usable Organs 120 
Total Foreign Organs 20 
Total Military Organs 10 
Total VA Organs 10 

 
Total Costs $1,200,0001 
Foreign Revenue       $25,000 
Military Revenue     $100,000 
VA Revenue     $100,000 
Payments from Other OPOs or Transplant Centers     $850,000 

 

1Included in the $1,200,000 total cost are costs associated with nonviable (unusable) organs. 
 
An OPO’s or CTC's total cost for all organs is reduced by the costs associated with organs 
transplanted in patients other than Medicare beneficiaries or organs sent to foreign countries 
regardless of income received from these sources.  Using the above data the amount the OPO or 
CTC pays the Medicare program at the end of the cost reporting period is $50,000, as computed 
below. 
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Step 1 - Compute the Medicare Ratio 
 

(Medicare Usable Organs) = (Total Usable Organs) - (Total Foreign & VA Organs) 
90 = 120 - 302 

 
Medicare Ratio = Medicare Usable Organs /Total Usable Organs 
.75 = 90/120 

 
Step 2 - Compute Medicare Allowable Costs 
 
Total Cost (Net of transportation costs for exported organs) $1,200,000 
Multiplied by Medicare Ratio (.75) X       .75 
Medicare Costs 900,000 
Less Payment from OPOs, Military Hospitals, and CTCs for Medicare Organs -950,000 
Balance due Medicare program from OPO or CTC $ (50,000) 

 
2The example does not include organs procured at a MRTC because our example assumes the 
institutions have an approved agreement with the OPO. 
 
3117. ORGANS SOLD AT A PROFIT 
 
Any CTC or OPO that sells an organ to any other organization at an amount in excess of its cost, 
is in violation of 42 U.S.C. §274e.  If a contractor becomes aware that organs are sold significantly 
in excess of the reasonable costs, they will refer the matter to the Department's Office of the 
Inspector General providing the identity of the facility and the specifics of the organs sold for their 
review. 
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