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1200.
PRINCIPLE

An allowance of a reasonable return on equity capital invested and used in the provision of patient care is includable as an element of the reasonable cost of covered services furnished to beneficiaries by proprietary providers.  The amount allowable on an annual basis is determined by applying to the provider's equity capital the percentage stipulated in §1206.  

1202.
DEFINITIONS

1202.1
Equity Capital.--Equity capital means (1) the provider's investment in plant, property, and equipment related to patient care (net of depreciation) and funds deposited by a provider who leases plant, property, or equipment related to patient care and is required by the terms of the lease to deposit such funds (net of noncurrent debt related to such investment or deposited funds), and (2) net working capital maintained for necessary and proper operation of patient care activities.  (Although the May 29, 1973, Medicare regulation revision removed the reference to current financing in regulation section 405.429(b)(2), the exclusion of current financing from the provider's working capital must still be made for any cost reporting period during which the provider held some or all of its current financing payment.  See §2410.)  In effect, equity capital is the net worth of the provider (owners' equity in the net assets as determined under the Medicare program), adjusted for those assets and liabilities which are not related to the provision of patient care.  Providers that are members of chain operations (see §2150) must also include in their equity capital a share of the equity capital of the home office.  (See §2152.)

1202.2
Plant, Property, and Equipment.--The classification "plant, property, and equipment" includes all assets and liabilities not specifically classified otherwise in the definition of equity capital in §1202.1.  Primarily, this would include fixed assets and any long-term debt, but in view of the variety of balance sheet presentations of assets and liabilities, "plant, property, and equipment" must be defined in the more inclusive manner, i.e., buildings, land, fixtures and equipment, goodwill, and other assets not part of the current assets.  Also included in this category is any long-term debt not specifically related to particular items of plant, property, and equipment.

1202.3
Net Working Capital.--Working capital is the difference between current assets and current liabilities.  For provider reimbursement purposes, net working capital is working capital reduced by any amount determined to be excessive for the necessary and proper operation of patient care activities.  (Unless specifically stated otherwise in the manual, current assets and current liabilities are determined in accordance with generally accepted accounting principles.)

1202.4
Proprietary Providers.--The term "proprietary providers" means providers, whether sole proprietorships, partnerships, or corporations organized and operated with the expectation of earning profit for the owners, as distinguished from providers organized and operated on a nonprofit basis.
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1204.
BASE FOR COMPUTING RETURN

The base amount of equity capital to be used for computing the allowable return is the average investment of the owners during the reporting period.  Investment in facilities is recognized on the basis of the historical cost, or other basis, used for depreciation and other cost purposes under the health insurance program.  The equity capital in each month is determined and an average of the monthly amounts computed.  This is the average equity capital in use during the period.  Where the period is less than a year, a proportionate amount of the return is allowable, e.g., 7-month period--only 7/12ths of the return is allowable.

1206.
RATE OF RETURN

With the exception for inpatient hospital services noted below, the rate of return on average equity capital is a percentage equal to one and one-half times the average of the rates of interest on special issues of public debt obligations issued to the Federal Hospital Insurance Trust Fund for each of the months during the provider's reporting period or portion thereof covered under the program.  Effective with cost reporting periods beginning on or after April 20, 1983, the rate of return on equity capital for inpatient hospital (Part A) services is reduced to one-times the average of the rates in the foregoing sentence.  This reduced rate applies to all proprietary hospitals and units rendering a hospital level of care, including those exempt from the prospective payment system.

The percentage rate is determined by the Health Care Financing Administration and communicated through the intermediaries.

1208.
DEPOSITS ON LEASES

Funds deposited by a provider who leases plant, property, or equipment used for patient care are includable in equity capital if the deposits are required by the terms of the lease. The deposits must be reduced by any noncurrent liabilities related to such deposited funds. Any additional deposits or reductions in deposits required under the lease are treated as additional investments or withdrawals of capital when the transactions occur.

1210.
LOANS FROM OWNERS OR BETWEEN RELATED ORGANIZATIONS

A.
General Rule.--Debts representing loans from partners, stockholders, or related organizations on which interest payments are not allowable as costs are not subtracted from assets in computing the owners' equity capital.  Funds obtained through such loans are considered as invested capital of the provider.  (See Chapter 2, §218.)  By not subtracting them from assets, the equity capital of the owners is increased.
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The following debts representing loans from owners or related organizations are not subtracted from assets in computing equity capital:

1.
Loans from owners or related organizations made after June 30, 1966.

2.
Loans from owners or related organizations made before July 1, 1966, where the terms and conditions of payments have been modified after June 30, 1966.

3.
Noninterest-bearing loans, regardless of when the loan was made.

B.
Loans Subtracted From Assets in Computing Equity Capital.--Debts representing loans from owners or related organizations made before July 1, 1966, are subtracted from assets where the terms and conditions of payment have not been modified subsequent to June 30, 1966.

Transferable debenture bonds issued to owners as evidence of loans are treated as though they were issued to nonowners and are subtracted in determining the provider's equity capital.  However, nontransferable debenture bonds issued to the owners are treated as loans from owners in accordance with Chapter 2.

C.
Receivables Created by Loans Between Related Organizations.--Receivables created by loans or other transfers of assets between related organizations are subtracted from assets in computing the owners' equity capital.  As the loans of transfers of assets is the same as new or additional capital investment in the receiving organization, the removal of such receivables results in the transfer of equity capital from the lender to the borrower.

1212.
ASSETS LEASED FROM RELATED ORGANIZATIONS

Generally, reimbursement to any provider leasing facilities or equipment from a "related organization" is limited to the costs of ownership of the leased facilities (depreciation, taxes, interest expenses, etc.) in accordance with Chapter 10, as if the provider owned the facilities.  Therefore, the owners' equity in the leased assets is includable in the equity capital of a proprietary provider.  (See § 1010 for an exception to this general rule.)

1214.
GOODWILL

Goodwill purchased in an acquisition prior to August 1970 of an existing organization is includable in the provider's equity capital.  The amount of goodwill is determined in accordance with generally accepted accounting principles.
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However, goodwill which has not been purchased but has been internally generated as, for example, from a reorganization of the provider, is not includable in the provider's equity capital at any time.

1215.  EXCESS OF PURCHASE PRICE OVER ALLOWABLE COST

For facilities or tangible assets acquired after July 1970, the excess of the purchase price paid for a facility or asset over (1) the historical cost of the tangible assets, as determined under §104.10, (2) the cost basis of the tangible assets, as determined under § 104.14, whichever is applicable, is not includable in the computation of equity capital.  Loans made to finance such excess portion of the cost of such acquisitions are similarly not includable in the computation of equity capital.

1612.
GIFTS AND GRANTS

Gifts and grants which are unrestricted as to use are includable in the provider's equity capital (see § 1220.4G).  However, restricted gifts and grants are not includable in the provider's equity capital.

1217.
LIABILITY TO PAY INCOME AND EXCESS PROFIT TAXES

The provider's liability to pay Federal, State, or local in come and excess profit taxes, although unallowable as costs (see § 2122.2), should be included in the computation of equity capital.  The tax liabilities to be included in the computation of equity capital computation take into account both current tax liabilities and those liabilities which are deferred to a difference between the provider's method of accounting for Medicare purposes and the method of accounting used for tax purposes.  An asset which results from a current tax overpayment or a difference in accounting method would receive similar treatment.

1218.
EXCLUSIONS FROM EQUITY CAPITAL

1218.1
 Exclusions--General Rule.--Assets and liabilities not related to providing patient care are not includable in the provider's equity capital.  Excludable assets and liabilities not specifically treated elsewhere in this chapter are discussed in the following sections.

1218.2
 Invested Funds.--Invested funds are funds diverted to income producing activities which are not related to patient care.  Any portion of the provider's general funds or operating funds invested in such activities for more than 6 consecutive months is not includable in the provider's equity capital.  For example, funds deposited in a savings account or invested in securities or loans are considered "invested funds”.  Further, if the time period covered by such fund investment is interrupted by a number of withdrawals and redeposits so that the effect of such transactions is that funds are invested for more than 6 consecutive months, these invested funds are not included in equity capital.
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1218.3
 Funded Depreciation Account.--Where the provider establishes an account in which amounts representing payments received, or amounts accrued, for depreciation expense are deposited, the amounts deposited in this account and the earnings on the funded depreciation which remain in the fund are not includable in equity capital.

1218.4
 Assets Held in Anticipation of Expansion.--Land, buildings, or other assets acquired in anticipation of expansion are not includable in equity capital as long as they are not being used in the operation or maintenance of patient care activities.  Liabilities related to these assets will also be excluded.  Construction-in-process and liabilities related to such construction are not includable in equity capital (see § 2154.4B2 where plans are abandoned).

1218.5
 Cash Surrender Value of Life Insurance.--Where a provider carries life insurance on officers and key employees, with the provider designated as the beneficiary, the cash surrender value of the policy should be shown as an asset. Any cash surrender value of such insurance is not included in equity capital.

1218.6
 Prepaid Life Insurance Premiums.--Prepaid premiums on life insurance carried by a provider on officers and key employees, where the provider is designated as the beneficiary, are not included when computing equity capital.

1218.7
 Non-competition Agreements.--In the sale of an ongoing facility, the purchaser might pay the seller a specific amount for an agreement not to compete, generally for a stated number of years.  The costs of such agreements are not included in the provider's equity capital.

1218.8
 Assets Acquired under a Lease Purchase Agreement from an Organization Not Related to the Provider.--The value of an asset which is leased from a nonrelated organization and treated as a virtual purchase may not be included in determining equity capital.  However, any deferred charges arising out of excess rental payments under such lease purchase agreements over the cost of ownership would normally be included in the provider's computation of net working capital and, therefore, would be subject to a return on equity capital (see § 110B).

1218.9
 Self-Insurance Reserve Fund.--Where a provider maintains a self-insurance program in lieu of purchasing conventional insurance, the funds in the self-insurance reserve fund must be set aside in a segregated account to cover possible losses and not used to provide patient care.  Therefore, the amount deposited in the fund and the earnings on the self-insurance reserve remaining in the fund are not included in equity capital.
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1218.10
 Unrecovered Loss from Casualty Which is Entered on Books of Provider as Deferred Charge.--Where an asset is totally or partially destroyed by a casualty, e.g., fire, earthquake, etc., the unrecovered loss, which will be recognized as a deferred charge, is not included in equity capital.

1218.11
 Abandoned-Planning Costs.--Where a provider elects to amortize

allowable planning costs as described in §§2154.4A and 2150.2E over a 3-year period, any unamortized abandoned planning costs are not included in a provider's equity capital.  This policy is effective for cost reporting periods beginning on or after June 1, 1976.

1218.12
 Loans in Excess of Asset Value.--

A.
Where a loan is obtained to finance the purchase of a facility or a

tangible asset that is acquired after July 1970, and the purchase price exceeds the historical cost (see § 104.10) or the cost basis (see §104.14), whichever is appropriate, that portion of the loan used to finance the excess is not included in the computation of the provider's equity capital.

B.
The owner's investment in the acquisition of the facility or tangible assets is first applied to the tangible assets related to patient care, 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.

C.
Where the owner's investment is less than the cost allowed for the assets related to patient care, 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.
Repayment 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 assets and intangible assets not considered reasonably related to patient care and, lastly, to the goodwill.

1218.13
 Unrecovered Loss from Demolitions or Abandonments Which Is Entered on Books of Providers as Deferred Charge.--Where the unrecovered loss resulting from demolition or abandonment is recognized as a deferred charge in accordance with section 132.A.3, such deferred charge is not included in equity capital.

1220.
CALCULATION OF AVERAGE EQUITY CAPITAL

1220.1
General.--The average equity capital of the provider is determined by

adding to the balance of equity capital at the beginning of the reporting period, the month-by-month net charges resulting from certain specific transactions as indicated in the following sections.  All elements entering into the net difference between the equity capital at the beginning of the period and the equity capital at the end of the
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period are accounted for in the computation.  An average amount of the monthly balances in use during the period is then computed.  By this method the provider is not required to maintain his records on a full accrual accounting basis at any time except at the end of the reporting year.

l220.2
 Deficits or Accumulated Losses.--As a result of losses in the operation of a facility, sometimes over a number of cost reporting periods, the investment of the owners may be decreased to an amount less than the original investment or may even be eliminated. These accumulated losses are usually shown as a deficit in the Retained Earnings account or other capital account of a corporation and, where proprietorships and partnerships are concerned, are reflected in the balances in the owners' capital accounts.

Such accumulated losses are reflected on the determination of equity capital as reductions of the owners' original investment.  Since equity capital, is in effect, the net assets of the owners used during the period to provide patient care, where net assets are reduced for whatever reason, the owner's equity is reduced.  Where a negative amount is shown in the owners' equity there is, of course, no basis for allowing a return on equity capital.

l220.3
 Transfer or Withdrawal from Self-Insurance Reserve Fund.--Where funds from the self-insurance reserve fund are transferred or withdrawn by the provider and added to the general fund, the amounts transferred or withdrawn form the insurance reserve fund are included in equity capital.

l220.4
 Factors in Calculation of Average Equity Capital.--

A.
 Equity Capital at the Beginning of the Period.--This amount is the owners' equity in the provider's assets and liabilities related to patient care at the beginning of the cost reporting period, based on the assets and liabilities of the provider as stated in the regulations on the principles of reimbursement for provider costs.

B.
 Capital Investments During the Period.--This includes additional amounts of new capital invested by the owners in the patient care activities of the provider.  Capital investments are included in the computation in the month in which they are invested. Transfers of stock between owners do not affect the capital invested.

C.
 Gain or Loss on Sale of Assets.--This includes the gain or loss on the sale of assets as determined under the provisions of Chapter I of the manual.  Such gains or losses are included in the calculation
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in the month in which they are realized.  Gross receipts from the sale on any asset not related to patient care (excluded from equity capital) are included in this category if they are put into the general operating funds.

D.
 Withdrawals by Owners.--Equity capital is reduced by withdrawals of cash or other assets by owners.  These withdrawals may be in the form of reductions of invested capital, dividend distributions, payments of personnel expenses of owners from the operating funds or other funds related to patient care, or drawings of owner's salary or living expenses not reflected in the profit or loss account.  Such withdrawals are included in the calculation in the month in which they are made.

E.
 Loans from Owners.--Loans from owners which are considered as invested capital under the provisions of § l2l0 are included in this category.  Loans made are included in the calculation in the month in which they are made and repayments of loans are included in the month in which they are repaid in the "Other Increases" column.

F.
 Changes Due to Operations.--Equity capital increases or decreases during the reporting period when net income is earned or when net losses are incurred in operations of the provider.  These net increases or decreases may result from patient care activities, including Medicare, or from activities not related to patient care which increase or decrease net patient care assets.  One of these changes is the net profit or loss from patient care activities.  Another such change results when revenue from nonpatient care activities is commingled with the operating fund and uses in activities related to patient care.

The net amount of the change in equity capital from this category for transactions is determined by analyzing the difference between equity capital at the beginning of the period and the equity capital at the end of the period.  From this net increase or decrease in equity capital are subtracted the amounts included under the other categories of changes on the worksheet for the computation of the return on equity capital.  The remainder then will represent the increase or decrease due to operations; however, any amount for a return on equity capital is excluded from this remainder.  In the computation, the increase or decrease due to operations is considered as occurring uniformly during each of the months of the reporting period.

G.
 Other Increases.--Equity capital may be increased by gifts or grants which are unrestricted as to use.  Such increases are included in the calculations in the "Other Increases" column in the month in which the gifts or grants are received.  Where such gifts or grants consist of small amounts, they may be included in the amount determined as the "change from operations."
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H.
 Equity Capital at the End of the Month.--Where the equity capital at the end of a month, after all increases and decreases in that month have been taken into consideration, is a negative amount, show a zero in column 8.  The purpose of this principle is to give the owners credit for all their capital invested and used in patient care.  A negative amount in column 8, instead of zero, would penalize the owner for now having equity capital.

Where the provider includes a distribution of equity capital from a home office (or other related organization), two additional columns must be added, thus expanding the worksheet to ten columns.  the provider equity capital to be included in column 8 will be the actual amount computed by the provider in this case whether positive or negative, and the same will be true for the monthly amounts of equity capital allocated from the home office (or other related organization) which are to be placed in column 9.  In each month, the provider equity capital and the allocated home office equity capital will then be combined in column l0.  If the combined equity capital in any month is a negative amount, a zero should be shown for that month.  The computation of average equity capital will be made with the zero included in place of the negative amount (see §§ 2l52 and 2l53).

l220.5
 Examples.--Following are two examples with explanatory notes of additions and subtractions which will be considered in calculating average equity capital.


Notes for Case Studies
An examination of the provider's accounting records discloses the following:

Column No. 2.--Equity capital at the beginning of the period, based on the provider's balance sheet under Medicare regulations.

Case No. l--$l0,000

Case No. 2--($l0,000)

(Negative Equity Capital)

All other elements are considered to be identical for both case studies.

Column No. 3.--Additional investments of $5,000 each were made in July and October.

Column No. 4.--A loss of $4,000 was incurred in March as a result of the sale of an asset and a gain of $6,000 was realized in August as the result of the sale of another asset.
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Column No. 5.--Withdrawals of $800 per month for salaries were made by the owners. These withdrawals were recorded in the owner's drawing accounts and are not included in the profit or loss computation.  If these amounts withdrawn by owners as salaries were included in the computation of profit, they would not be entered here.

Column No. 6.--A loan of $5,000 was made to the provider by an owner in February l967, and repaid in July.

Column No. 7.--Operating profit and other changes due to operations for the period amount to $24,000.  Amounts withdrawn by the owners as salaries are not included, but amounts representing revenues from the gift shop operated by the provider are included in the $24,000.

Column No. 8.--When the elements of equity capital in each month result in a negative amount, or deficit, when combined into a total figure in column 8, a zero (0) is entered in this column and used in the average computation.

Computation of the amount of return is based on a assumed rate of 7 percent.  This rate is used only for illustrative purposes, and is not intended to be the rate which the provider will use.  The actual rate is furnished by the intermediary.

The amount of reimbursable return will be determined based on the ratio of total reimbursable costs to total allowable costs.  For example, if total allowable costs are $l00,000, all allocable to Medicare patients, l00 percent of the computed return is reimbursed. If $60,000 of the $l00,000 is allocable to Medicare patients, l00 percent of the return is reimbursed.  Where the reporting period is less than a full year, a proportionate amount of the return is allowable.
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EXAMPLE NO. l

COMPUTATION OF RETURN ON EQUITY CAPITAL OF PROPRIETARY PROVIDERS

Increases

Month
Equity
Capital
Cola or
Withdrawals
Other
 or
Equity Capital

Capital
Investments
(less)
    or
Increases
Decreases
End of Month

Beginning
  during
Sale of
Dividend
  or
Due To
(Net total of

of Period
  Period
 Assets
Distribution
(Decreases)
Operations
Co. 3 thru 7)

   l
    2
    3
   4
     5
     6
     7
      8      
l. January
$l0,000
$  -0-
$ -0-
$(  800)
$ -0-
$  2,000
$  ll,200

2. February
  l0,000
    -0-
   -0-
  (l,000)
 5,000
    4,000
   l7,400

3. March
  l0,000
    -0-
(4,000)
  (2,400)
 5,000
    6,000
   l4,600

4. April
  l0,000
    -0-
(4,000)
  (3,200)
 5,000
    8,000
   l5,800

5. May
  l0,000
    -0-
(4,000)
  (4,000)
 5,000
   l0,000
   l7,000

6.June
  l0,000
    -0-
(4,000)
  (4,800)
 5,000
   l2,000
   l8,200

7. July
  l0,000
 5,000
(4,000)
  (5,600)
   -0-
   l4,000
   l9,400

8. August
  l0,000
 5,000
 2,000
  (6,400)
   -0-
   l6,000
   26,600

9. September
  l0,000
 5,000
 2,000
  (7,300)
   -0-
   l8,000
   27,800

l0. October
  l0,000
l0,000
 2,000
  (8,000)
   -0-
  20,000
   34,000

ll. November
  l0,000
l0,000
 2,000
  (8,800)
   -0-
  22,000
   35,200

12. December
  l0,000
l0,000
 2,000
  (9,630)
   -0-
  24,000
   36,400 (a)

l3. Total
 





$273,600

(a) The provider's year-end balance sheet, under Medicare regulation, must reflect this amount as owner's equity.

l4.  Total Dollars
Number of Months in
Average Equity Capital
Rate of
Amount of Return for

    (from Col. 8, Line l3)
Reporting Period
During the Period
Return
Twelve Month Period

    $273,600  
l2   

$22,800   
7.00%  
$l,596     
l5.  Amount allowable for current period (l/l2 of line l4 for each month in the current reporting period) $________________________
    * Do not use line l4 if reporting period is full year.
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EXAMPLE NO. 2

COMPUTATION OF RETURN ON EQUITY CAPITAL OF PROPRIETARY PRO
VIDERS

Increases

Month
Equity
Capital
Cola or
Withdrawals
Other
 or
Equity Capital

Capital
Investments
(less)
    or
Increases
Decreases
End of Month

Beginning
  during
Sale of
Dividend
  or
Due To
(Net total of

of Period
  Period
 Assets
Distribution
(Decreases)
Operations
Co. 3 thru 7)                                                                                                                                                                                                                                                                            
  
   l
    2
    3
   4
     5
     6
     7
      8       

l. January
$(l0,000)*
$  -0-
$ -0-
$ (  800)
$ -0-
$  2,000
$   -0-

2. February
  (l0,000)
    -0-
   -0-
   (l,600)
 5,000
    4,000
     -0-

3. March
  (l0,000)
    -0-
(4,000)
  (2,400)
 5,000
    6,000
     -0-

4. April
  (l0,000)
    -0-
(4,000)
  (3,200)
 5,000
    8,000
     -0-

5. May
  (l0,000)
    -0-
(4,000)
  (4,000)
 5,000
   l0,000
     -0-

6.June
  (l0,000)
    -0-
(4,000)
  (4,800)
 5,000
   l2,000
     -0-

7. July
  (l0,000)
 5,000
(4,000)
  (5,600)
   -0-
   l4,000
     -0-

8. August
  (l0,000)
 5,000
 2,000
  (6,400)
   -0-
   l6,000
    6,600

9. September
  (l0,000)
 5,000
 2,000
  (7,200)
   -0-
   l8,000
    7,800

l0. October
  (l0,000)
l0,000
 2,000
  (8,000)
   -0-
   20,000
   l4,000

ll. November
  (l0,000)
l0,000
 2,000
  (8,800)
   -0-
   22,000
   l5,200

12. December
  (l0,000)
l0,000
 2,000
  (9,600)
   -0-
   24,000
   l6,400 (a)

l3. Total
 





$60,000

* Indicates Negative Equity Capital (a) See Example No. l, Note (a)

l4.  Total Dollars
Number of Months in
Average Equity Capital
Rate of
Amount of Return for

    (from Col. 8, Line l3)
Reporting Period
During the Period
Return
Twelve Month Period

    $ 60,000   
l2    

$5,000  
7.000%  
$350        
l5.  Amount allowable for current period (l/l2 of line l4 for each month in the current reporting period) $________________________

* Do not use line l4 if reporting period is full year.
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