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Introduction

It is the purpose of this brief report to describe and explain how Medicare

pays hospitals and certain other health care institutions for the services that

such facilities provide the patients covered by the Hospital Insurance, or Part A,

portion of thb program.

Users of this brief summary may also wish to review a companion multilith report

entitled "How Medicare Pays For Doctors' Services," 72-237ED.



How Medicare Pays Hospitals

1. The Requirements of Law

Under the provisions of the Social Security Act, payments may be made to

qualified hospitals participating in the program of health insurance for the aged

and the disabled for expenses incurred by Medicare beneficiaries for covered inpatient

and other related hospital care. !

Sec. 1841(b) of the Act stipulates that, except for certain deductible and

coinsurance amounts that must be paid by beneficiaries, the payments to hospitals

shall be made on the basis of the "reasonable cost" of providing the covered services.

Sec. 1861(v) defines the concept of "reasonable cost." The Secretary of Health,

Education and Welfare is required to prescribe regulations setting forth the method

or methods to be used and the items to be included in determining the "reasonable

cost of covered care. In prescribing these regulations, the Secretary is directed

to consider the principles and methods of reimbursing for such care used by other

national organizations.

In addition, the Secretary is required to apportion the costs of services

provided by hospitals between beneficiaries and other patients to assure that neither

group bears the costs of the other. The Secretary is also required to provide for

the making of suitable retroactive corrective adjustments in the amount of payments

made to institutions where the aggregate reimbursement produced by the methods of

determining costs proves to be either inadequate or excessive.

2. "Allowable Costs"

As noted above, the Secretary is required to promulgate regulations which

identify the items or elements of cost, both direct and indirect, which are reim-

1/ Special reimbursement provisions apply in the case of teaching hospitals. These

provisions are not discussed in this report.
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burseable under the Medicare program. These items of cost are referred to as

"allowable costs." Such costs are reimburseable on the basis of a hospital's

actual costs to the extent that such costs are reasonable and are related to patient

care. The portion of an institution's total "allowable costs" allocable to the

treatment of Medicare patients becomes the amount the participating hospital actually

receives from the Government.

"Allowable costs" are listed in Subpart D, Part 405, Chapter III, Title 20 of

the Code of Federal Regulations. These regulations are also known as the Principles

of Reimbursement. More detailed information regarding "allowable costs" is contained

in the Provider Reimbursement Manual published by the Bureau of Health Insurance,

Social Security Administration, Department of Health, Education and Welfare.

a. Depreciation. An appropriate allowance for depreciation on all depreciable

assets used to render care covered by the program is an "allowable cost." Depreciation

is essentially on a historical basis, although special rules apply in the case of

assets acquired prior to 1966. All assets used in the production of Medicare services

are recognized, even though they may have been fully or partially depreciated for

other purposes. Assets financed with public funds may be depreciated. Generally

speaking, options for accelerated depreciation allowed by the income tax laws are

permitted, but only straight-line and 150% declining balance depreciation methods

are recognized for assets acquired after August 1, 1970. The funding of depreciation

is not required.

b. Interest Expense. Interest on current and capital indebtedness is included

as an "allowable cost." Such interest must be incurred on funds needed to satisfy

the financial needs of the hospital and must be for a purpose reasonably related to

patient care. The amount of the interest must be consistent with what a prudent

borrower would have had to pay in an arms-length transaction in the money market.
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c. Bad Debts, Charity and Courtesy Allowances. Bad debts, charity and

courtesy allowances are not included as "allowable costs." However, that portion

of bad debts attributable to a Medicare beneficiary's failure to pay deductible

and coinsurance amounts is reimburseable under the program.

d. Educational Activities. The net cost of approved educational activities

constitutes an "allowable cost." Approved educational programs are considered to

be formally organized or planned programs of study, as distinguished from on-the-

job or similar work-learning programs.

e. Research Costs. Research costs may not be included in "allowable costs"

if they are over and above usual patient care. The costs of research without

patients, for example, are not allowable. Where research is conducted in conjunction

with and as part of the care of patients, such costs are allowable if they have not

been covered by research grants.

f. Grants, Gifts and Income from Endowments. In general, unrestricted grants,

gifts and income from endowments are not deducted from operating costs in computing

"allowable costs," while those designated by a donor for paying specific operating

costs must be deducted from the particular operating cost or group of costs to which

they apply. Special rules apply regarding the allowability of public health service

grants.

g. Value of Services of Non-Paid Workers. The value of services performed by

non-paid workers who work more than 20 hours per week in the kinds of full-time

positions that are normally occupied by paid personnel of hospitals not operated by

or related to religious orders is allowable as a reimburseable cost. The non-paid

workers must be members of an organization of non-paid workers that has an arrange-

ment with the hospital for the performance of services by non-paid workers.

h. Purchase Discounts and Allowances, and Refunds of Expenses. Purchase

discounts, allowances and refunds constitute reductions in the costs of whatever is

purchased.
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i. Compensation of Owners. A reasonable allowance of. compensation for the

services of owners is an "allowable cost." providing such services are actually

performed in a necessary function. To determine whether the coapensation paid an

owner is reasonable, intermediaries are required to establish ranges of compensation

paid to individuals other than owners by comparable institutions for comparable

services in the same geographical area.

j. Cost to Related Organizations. The costs of a related organization are

allowable costs of a hospital, providing that such costs do not exceed the price

of comparable services, facilities, or supplies that could be purchased elsewhere.

k. Return on Equity Capital of ProPrieta y Providers. "Allowable costs" may

include a reasonable return on equity capital invested and used in providing patient

care. The base amount of equity capital to be used-for computing the' allowable

return is the average investment of the owners during a reporting period.

1. Inpatient Routine Nursing Salary Cost Differential. On the average, older

patients receive more costly inpatient routine nursing care than others in the

adult population. These greater costs are recognized, for reimbursement purposes,

through the application of an "inpatient routine nursing salary cost -differential"

(see the next section of this report).

3. The Apportionment of Allowable Costs to Medicare

To determine what proportion of the allowable costs of a hospital is

attributable to Medicare beneficiaries, regulations provide for methods of apportion-

ment. For cost reporting periods beginning after 1971, one of two methods of

2/apportionment are used: -/

a. New Departmental Method. Use of the new departmental method is required

of any hospital with 100 or more beds. Under this method, a ratio of beneficiary

2/ Each of these methods is described as "new,"' since other provisions apply to
- cost reporting periods prior to 1972.
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charges to total patient charges is determined for each ancillary department in

the hospital. This ratio, in turn, is then applied to the allowable costs of each

of these departments. Added to this amount is the cost of routine services provided

to beneficiaries, determined on the basis of a separate cost per diem for general

routine patient care and a separate average cost per diem for each intensive care

unit, coronary care unit, or other special care inpatient unit in the hospital.

b. New Combination Method. Use of the new combination method is required of

any hospital with fewer than 100 beds. Under this method, the cost of routine

services for beneficiaries is determined on the basis of a separate average cost per

diem for general routine patient care areas and a separate average cost per diem for

the aggregate of intensive care, coronary care, and other special care inpatient

units in a hospital. Added to this amount is the cost of ancillary services used

by beneficiaries, determined by apportioning the total cost of ancillary services

(excluding delivery room costs) on the basis of the ratio of beneficiary charges

for ancillary services to total patient charges for such services (excluding charges

for the delivery room).

An inpatient routine nursing salary cost differential is added to reimburseable

cost, regardless of the method of apportionment used. The inpatient routine nursing

salary cost differential is based only on "general" inpatient routine care for cost

reporting periods beginning after 1971.

3/ An example of how the inpatient routine nursing salary cost differential is
calculated is given 20 C.F.R. 405.430.
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Example of the

Department

Operating room

Delivery room

Pharmacy

X-ray

Laboratory

Others

Total'.

New Departmental

Charges to
Beneficiaries

$ 20,000

0

20,000

24,000

40,000

6,000

$110,000

Method*

Total
Charges

$ 70,000

12,000

60,000

100,000

140,000

30,000

$412,000

Ratio

28-4/7%

0

33-1/3%

24 %

28-4/7%

20 %

----

Total Cost

$ 77,000

30,000

45,000

75,000

98,000

25,000

$350,000

Cost of
Benef. Services

$ 22,000

0

15,000

18,000

28,000

5,000

$ 88,000

Average Cost Cost of Benef.
Total Days Total Cost Per Diem Program 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

Total 33,500 $758,000 --- 9,200 $212,000

Combined Total................................... ........ $300,000

* To the cost of general routine services rendered to program beneficiaries and
to the total shown in this illustration would be added, to the extent pertinent,
an inpatient routine nursing salary cost differential adjustment.

1 1
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Example of the New Combination Method*

Statistical and financial data:

Total inpatient days for all patients--general areas........30,000

Total inpatient days for all patients--special care units.. 2,500

Total beneficiary inpatient days--general areas.............7,500

Total beneficiary inpatient days--special care units......... 750

Total allowable costs--general inpatient routine area...... $600,000

Total allowable costs--special care units..................$ 95,000

Inpatient ancillary services (total allowable cost, excluding
delivery room cost)..............$320,000

Inpatient ancillary services (total charges,excluding delivery

room charges)....................$400,000

Inpatient ancillary services--charges to beneficiaries.....$ 80,000

Computation of costs applicable to Medicare:

Average cost per diem for general routine services: $600,000/30,000 days = $20

Cost of general routine services rendered to beneficiaries (exclusive
of any nursing salary cost differential): $20 per diem x 7,500 days =

$150,000

Average cost per diem for special care units: $95,000/2,500 days - $38

Cost of services rendered to 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 room charges: $80,000/$400,000 = 20%

Cost of ancillary services rendered to program beneficiaries:
20% x $320,000 = $64,000

Combined Total...................................................... $242,500

* To the cost of general routine services rendered to program beneficiaries and
to the total shown in this illustration would be added, to the extent pertinent,
an inpatient routine salary cost differential adjustment.


