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4500
GENERAL

A rapid expansion of the nation's health care delivery system  has occurred over the past two decades.  The  numbers  and  specialties  of  health care facilities have significantly increased, creating  an  increasingly diverse and competitive marketplace for health care services.  As the pace of change in the health care environment accelerated, the industry moved forward  in streamlining both  its  operations  and  organizational  structures.  One response was and continues to be a restructuring of the ownership, management, and control of provider facilities.

These sections present a set of working guidelines, based on Medicare law, regulations and implementing  general  instructions  for  use  by the Medicare fiscal intermediaries and by health care providers on the reimbursement implications of various types of changes of provider ownership (CHOW) transactions.  The sections are comprehensive in scope but do not address all issues which may arise in review of a potential CHOW.  Where you encounter a situation which is not addressed in this CHOW chapter, refer to Medicare instructions; where a situation is not covered by existing instructions, apply generally accepted accounting principles as appropriate.

4501
CHANGE OF OWNERSHIP REVIEW PROCEDURES

Each potential CHOW transaction is subject to two reviews for Medicare purposes -- one for Medicare certification and one for Medicare reimbursement.

This section discusses both  types  of  reviews,  which  are  based  on similar but different principles and may result in different conclusions.  These reviews, however, must  be coordinated to ensure proper Medicare program treatment.  This  section also  discusses the respective responsibilities of HCFA, its ROs, the affected intermediaries, and the affected providers during these processes.  

Key references discussed in this section are:

Deficit Reduction Act of 1984 (DEFRA), §2314; HCFA Pub. 13-2, Chapter 10; HCFA Pub. 15-1, Chapter 15; HCFA Pub. 23, §6300; Regulation 42 CFR §489.18

4501.1
 Medicare Certification and Reimbursement Reviews.--A Medicare certification review is performed by a coordinating RO.  This review  is  an analysis  of the provider's structure  and  the effect of the  transaction which results in a determination as to whether a new provider  (and  new entity legally responsible to the program)  must  be recognized.  If a  CHOW  for certification results, a terminating provider cost report  is required from the seller, the Medicare participating agreement is automatically assigned to the new provider, and the new provider is allowed to  nominate its intermediary and select its fiscal reporting period.  However, where the Secretary determines that a designation of an intermediary would result in more effective and efficient administration of the program, an intermediary is assigned to the new provider.
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Each transaction is reviewed  by  the  coordinating intermediary to determine what effects, if any, the transaction has on the calculation of Medicare reimbursement. Generally, if a CHOW for reimbursement results, a gain/loss to the seller is computed, acquisition costs are reviewed for reimbursability, and a revaluation of assets may be permitted for the buyer.

Both reviews are predicated on an analysis of the transaction documents.  A determination on change in ownership for certification purposes does not automatically dictate a prescribed Medicare reimbursement effect.

The intermediary functions in  a  dual  capacity.  It protects the interests of the program, while assuring the health care provider its complete and proper reimbursement for Medicare. 

In dealing with CHOWS affecting a chain or group of providers, the various intermediaries apply policies and procedures uniformly to ensure consistent handling of all components on behalf of both buyer and seller.  Coordination among intermediaries, from initial identification of  the  transactions through  the appeals   process, helps meet the need for uniformity and standardization.

The key to proper and efficient handling of complex change in ownership transactions is ongoing coordination among affected providers, ROs and intermediaries.

4501.2
 Transaction Identification Process.--It is the responsibility of the seller provider to notify the Secretary of any impending CHOW transaction.  In practice, such notification is generally made  shortly after consummation of the transaction.

A prompt  notification is essential to efficient  review  of   the transaction.  The affected intermediaries may learn of the transaction through several means:  referral from the RO, an announcement in local media, a call from the provider, or a notice from another affected intermediary.  In some cases, the intermediary may  not learn of the transaction until receipt of the Form HCFA 2007 (tie-in notice), receipt of a terminating provider cost report, or  during  the audit of a provider.

Regardless of how and when the information is received, it  is  crucial that all affected HCFA and intermediary staffs be alerted to the transaction.  Follow these procedures to ensure that the information is disseminated to the proper parties so that the certification analysis by the RO and the reimbursement analysis by the intermediary commence in an efficient and effective manner.

o
The seller provider should provide written notice to the RO and to its servicing intermediary  as  soon  as  possible  upon initiating negotiations of a CHOW, but no later than 15 working days after consummation of the transaction.  This notice must include complete copies of the purchase agreements (including any amendments).

o
The RO provides prompt notice to the affected intermediaries, in addition to the appropriate State Agencies.  Coordination begins where more than one RO is affected.
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o
The coordinating RO is selected, and the  review  of  the documentation begins to determine whether the transaction constitutes a CHOW (i.e., change in the entity legally responsible to the program) for Medicare certification purposes.  During this process, some assistance may be requested of the intermediaries.  The need, if any, for a Medicare standards compliance review of the provider may also be determined during this process.

o
Once the certification analysis is  completed,  the  coordinating RO notifies the affected intermediaries and other ROs as to whether a terminating provider cost report is required. This is announced  to the intermediaries via Form HCFA 2007, the tie-in notice.

o
The tie-in notice provides the official authority for the intermediary to accept and process a terminating provider cost report.  The decision of the RO is binding for certification purposes on both provider and  intermediary, despite  the fact  that the transaction itself may not be treated as a CHOW for reimbursement purposes.

o
The coordinating RO provides the coordinating intermediary a written analysis of the transaction documents and a copy of all documents reviewed. This eliminates the need for a duplicative review of some aspects of the transaction.

o
At this point, the reimbursement analysis begins. The providers affected are expected to prepare and submit the necessary terminating cost reports within 45 days of the transaction even without notice from the intermediary.  If the terminating cost report is not filed, you should begin the demand letter process.  See HCFA Pub 13-2 §2222(A)(4).  

4501.3
 Selecting the Coordinating Intermediary.--Where a CHOW involves only one intermediary, that intermediary is responsible for review of the transaction affecting both buyer(s) and seller(s).

CHOW frequently affect more than one intermediary.  In some cases only one facility is involved but buyer and seller have different intermediaries.   Often,  chain organization home offices are involved. Where more than one intermediary is affected by the CHOW, one of the affected  intermediaries  is  designated  to  serve  as the coordinator of the CHOW review process.  In general, the intermediary which  serves the buyer provider or buyer chain organization is responsible for all coordination activities.   A similar process designates the coordinating RO.   (See §4501.2c.)
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4501.4
 Intermediary Review Responsibilities.--Once the coordinating intermediary is determined and the results of the Medicare certification review  have  been  received, the following checklist provides a guide to the Medicare  reimbursement  analysis of the transaction.

A.
Obtain and Review the Transaction Documents.--These documents are referred to the intermediary by the RO after completion of the Medicare certification review. However, the RO may make the documents available, as soon as it learns of an accomplished or impending CHOW.  Contact the affected provider(s)/chain(s) to ensure that a complete package is available.  Identify the location of the complete set of legal and  financial records of buyer and seller, as well as important contact persons to ease the liaison process.

B.
Determine the Type of Transaction.--The information available from the RO contains details concerning the certification analysis and the conclusions reached.  You can rely on it without further review.

Because of the differences between the Medicare certification and reimbursement principles, however, you must determine whether there  was  a  non-bona fide transaction or a related party transaction.  (See §4502.2.)  CHOW for Medicare certification purposes does not automatically prescribe a CHOW for Medicare reimbursement purposes.

C.
Determine Whether a CHOW Occurred for Reimbursement Purposes.--If no CHOW is recognized for reimbursement, no  gain/loss  to  the seller is computed, no revaluation of assets is permitted for the buyer, and generally no acquisition costs are allowed.  A CHOW for certification purposes necessitates a terminating provider cost report.  A notice to the coordinating RO and to any other affected intermediaries of this determination is appropriate at this stage.

Where a CHOW is not recognized for  Medicare reimbursement, it is still necessary for you to complete the entire Medicare review process.  In many  cases, the reimbursement denial will be contested by the affected provider(s) through the appeals process.  For you to present  a complete case to the appeals authorities, analyze and document the provider's claim for reimbursement.

D.
Determine Purchase Price.--The acquisition documents specify the amount of purchase price and the basis of calculation.  (See §4504.)

E.
Review Appraisal.--For CHOW transactions involving an appraisal, the coordinating intermediary must review and approve the plans of the provider to obtain the appraisal.  The  final submitted appraisal report is subject to review for acceptability. (See §4505.)

F.
Determine the Proper Allocation of Purchase Price.--Apply the appraisal report valuations to allocate the purchase price among assets purchased.  Compute the Medicare limitation to the revaluation of assets and make the gain/loss calculation.  (See §4506.)
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G.
Determine the Proper Allocation of Debt and Related Interest.--Review the borrowings  made  to  finance  the acquisition and allocate the debt and  related  interest expense among the assets acquired.  (See §4507.)

H.
Review Special Reimbursement Issues.--You may identify other issues which are related to the transaction and which may need to be assessed for allowability and/or reasonableness.  (See §4508.)

I.
Disseminate the Reimbursement Review Results.--Provide the affected provider(s), chains(s), and other intermediaries  (if any)  the results of the review for  use in provider cost report settlements.  Coordinate any appeals which arise from the Medicare reimbursement treatment.  (See §4509.)

4502  PROVIDER STRUCTURES AND TRANSACTIONS

The first priorities during review of a potential CHOW transaction are to determine the type of provider structure both  before  and  after the transaction and to determine the type of transaction which occurred. 

The Medicare program has developed specific policies on the reimbursement treatment of various types of CHOW transactions which may be different from the treatment under generally accepted accounting principles.  This section discusses the most frequent types of transactions which affect the ownership of provider organizational structures.  Key references discussed in this section are as follows:

Deficit Reduction Act of 1984 (DEFRA), §2314; Regulation 42 CFR §413.134(k); Regulation 42 CFR §489.18; Regulation  42 CFR §413.64(i); HCFA Pub. 15-1, Chapters 10, 15, 21.

4502.1
 Provider Organizational Structures.--There are three basic types of provider organizational structures:

A.
Sole Proprietorship.--A sole  proprietorship  is a structure comprised of a single individual, known as the owner or proprietor, who  is  responsible for the assets, liabilities, profits and  losses  of  the  entity.  The sole proprietor is considered to  be an individual carrying on a business, profession, or trade in  his/her own  name  and  on his/her own behalf.  No special legal privileges or protections are afforded this individual in most states, as the proprietor and the business are considered one and the same.

B.
Partnership.--A partnership is comprised of two or more individuals, known as partners.  Each partner is jointly and severally  responsible for the assets, liabilities, profits, and  losses of  the  entity.  Partners  can  include  individuals,  corporations, 

or other partnerships.  The partners operate the  business for profit as co-owners. The determination that an entity is a partnership is based upon the entity's compliance with the  local laws governing the partnership organizational agreement.

Rev. 21
6-7

4502.1 (Cont.)
CHANGE IN OWNERSHIP
04-87

C.
Corporation.--A corporation is a legal entity which enjoys the rights, privileges, and responsibilities of an individual under  the  law.  It is responsible for the assets, liabilities, profits, and losses of the entity.  A corporation is distinguished in identity from the individuals or entities which  own  stock  in the corporation. An interest in a corporation is  represented  by shares  of  stock in proprietary situations (stockholders) or membership certificates in  non-stock  entities (members). The determination that an entity is a  corporation  is  based  on  the entity's compliance with the statutes of the state of incorporation.

The first step in review of a potential  CHOW  transaction  is  to determine the provider organizational structure both before and after the transaction.  In most cases, the provider organizational structure does not change; e.g., a corporation becomes another corporation. In some cases, however, the provider may change  from  one organizational structure to another; e.g., a partnership becomes a corporation. When reviewing the transaction, the type of transaction is classified according to the structure of the seller provider. Thus, where a partnership becomes a corporation, review the transaction under the guidelines governing partnership CHOW transactions.

NOTE:
The following discussions on the Medicare reimbursement treatment of various CHOW transactions are not automatically applicable  to  those  transactions subject  to the Deficit Reduction Act of 1984 (DEFRA). For instructions on DEFRA, refer to CHOW §4508.1. 

4502.2
Related Party Transactions.--First analyze all potential CHOW transactions under the Medicare related organization principle (HCFA Pub.  15-1, chapter 10).  Regardless of the organizational form of the provider and the nature of the transaction, Medicare policy does not recognize a CHOW for reimbursement purposes in a related organization transaction, unless the exception to the related organization principle applies.  (See §4508.8.)

The rules governing Medicare certification do not contain a related organization principle. Therefore, a transaction among related parties could be deemed a CHOW for Medicare certification, creating the need for a terminating provider cost report from the seller.

EXAMPLE:

Provider A is owned by corporation X, which in turn  holds  a  75 percent interest in corporation Z. Corporation Z purchases the assets of provider A.  The transaction constitutes a related party transaction (i.e., corporations A and Z are related through common ownership).  The transaction is consummated June 30, 1986.

The RO determines that a CHOW for Medicare certification has occurred and issues the tie-in notice requiring the terminating cost report for the period ended June 30, l986. However, as the transaction was among related organizations, no gain/loss is allowed for the "seller" and no revaluation of assets is allowed for the "buyer".
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4502.3
 Sale of Sole Proprietorship.--The transfer or conveyance of title and property of a sole proprietorship to another party is a CHOW for Medicare certification purposes. Medicare program policy permits a revaluation of assets acquired where the transaction is among unrelated parties.  The calculation of the gain or loss by the seller is required.

EXAMPLE:

Provider A is organized as a sole proprietorship,  owned  by  Mr. Jones.  Mr. Jones sells all the assets, including the operating licenses and rights, to corporation X, an unrelated party. The transaction is consummated June 30, 1986.  The RO determines that the transaction constitutes a CHOW for Medicare certification purposes.  The tie-in notice is issued, and provider A is required to file a terminating cost report  for the period ended June 30, l986.  You subsequently determine that the transaction constitutes a CHOW for Medicare reimbursement  purposes.  A gain or loss to the seller and a revaluation of assets to the buyer are computed.

4502.4
 Change in Composition of a Partnership.--The removal, addition, or substitution of  a  partner,  unless  the partners expressly agree otherwise (as permitted by  applicable state law) constitutes a CHOW for Medicare certification purposes.

Under the Uniform Partnership Act (which has been adopted by most states), a partnership is generally dissolved upon the admission  of a new partner and/or the departure of an existing partner. A division of interests in the partnership is made among the existing partners.  A new  partnership may  then  be  created  to  recognize   the revised partnership composition.  Some partnership agreements specifically provide that the entry or exit of partners will not require the dissolution of the existing partnership.  A conveyance or sale by a partner of his interest in the partnership  does not of itself dissolve the partnership.

For Medicare reimbursement purposes, the transaction is reviewed under the related organization principle to determine the  proper cost report treatment.

EXAMPLE:

Provider A is operated as a partnership, comprised of  20 physicians, each with equal interest in the partnership.   Due  to retirement,  4  of  the  partners withdraw.  The partnership is dissolved, and a division of profits/losses is made among the 20 physicians. The remaining 16 physicians create a new partnership to operate the provider.  The transaction is effective June  30, 1986.

The RO determines that this transaction constitutes a CHOW for Medicare certification purposes, and the tie-in notice is issued.  A terminating provider  cost report is filed for the period ended June 30, l986.  You determine that the transaction does not result in a gain/loss to the withdrawing partners nor a revaluation of assets  to  the  remaining partners since it is a transaction between related parties.
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4502.5
 Purchase of Corporate Assets.--A purchase of all or substantially  all  of a corporation's tangible assets constitutes a CHOW for Medicare certification purposes. Where there is an asset purchase and the transaction  affects  licensure or certification, it is also considered a CHOW for Medicare reimbursement purposes. A revaluation of acquired assets is permitted under a purchase of asset transaction among unrelated parties.

EXAMPLE:

Corporation A purchases the assets of provider X.  The purchase agreement specifies that Corporation A is buying land,  buildings, fixed and moveable equipment, and all other assets (both tangible and intangible) as reflected on provider X's balance sheet as of the sale date, June 30, 1986.

This transaction is deemed a CHOW  for  both  certification  and reimbursement purposes. A terminating cost report for the period ended June 30, l986, is required from provider  X, a gain or loss is computed for the seller, and Corporation A is permitted to revalue the acquired assets.

4502.6
 Statutory Merger.--A statutory merger is the  combination  of  two  or  more corporations pursuant to the law of the state involved, with one of the corporations surviving the transaction.  Medicare program policy permits a revaluation of assets acquired in a statutory merger between unrelated parties, when the surviving corporation is a provider.   Therefore, the surviving corporation must be a provider or a related organization to the provider --such as a chain home office, in order for there to be a revaluation of assets.  The merger of a nonprovider corporation into a provider corporation is not a change in ownership for the provider corporation, and does not result in the revaluation of assets of the provider corporation.

EXAMPLE:

Corporation A (a non-provider) signs an agreement of merger consistent with the principles of applicable state law with corporation B, the provider, with corporation A surviving.  Corporation A will be operated as a provider.  Corporations A and B were unrelated parties prior to the transactions.  The transaction is consummated on June 30, 1986.

The RO determines that the transaction constitutes a CHOW for Medicare certification purposes  and issues  the  tie-in  notice.  Corporation B is required to file a terminating cost report for the period ended June 30, l986.  You determine that the transaction constitutes a CHOW for Medicare reimbursement purposes since corporation A will be operated as a provider.  A gain/loss to the seller and a revaluation  of  the acquired assets to the buyer are computed.

4502.7
 Consolidation.--A consolidation is similar to a statutory merger,  except  that  a new corporation is created.  Medicare program policy permits a revaluation of assets affected by corporate consolidations between unrelated parties.
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EXAMPLE:

Corporation A, the provider, and Corporation B (a non-provider) combine to form Corporation C, a new corporate provider entity.  By law, Corporations A and B cease to exist.  Corporations A and B were unrelated parties prior to the consolidation.  The transaction was consummated on June 30, 1986.

The RO determines that the consolidation constitutes a CHOW for Medicare certification purposes. A tie-in notice is  issued, and Corporation A is required to file a terminating cost report for the period ended June 30, l986.  You determine that the transaction constitutes a CHOW for Medicare reimbursement purposes.  A gain/loss to the seller (Corporation A) and a revaluation of assets to  the new provider (Corporation C) are computed.

4502.8
 Purchase of Stock.--The sale or transfer of corporate stock is not, in itself, regarded as a change in ownership.  For  Medicare certification purposes, the purchase of stock is analyzed to  determine whether a change in entity legally responsible to the program has occurred.  However, no CHOW for reimbursement purposes is recognized on a purchase of stock transaction and  on  stock purchases followed by subsequent transactions (e.g., corporate liquidation, statutory merger, or other conveyance of assets). (See Step Transactions §4502.9.)  

A purchase of stock can be made by direct purchases on the open market or by tender offer to the stockholders.

A tender offer is a means of  acquiring  a  company  through  a  public offering and/or an offering directly  to  the  company's  stockholders announcing the intention of acquisition and asking for the tendering of stock to the potential acquirer.

A hostile tender offer occurs when there is resistance from the company and its management  to  the potential  acquisition.  This  situation arises, for example, when the company does not wish to be purchased or when the initial offers to  purchase  by  the potential acquirer are considered inadequate.

The aim of a tender offer is to obtain at least a controlling block of stock in the company in order to complete the acquisition.  By obtaining control, the potential acquirer can facilitate further tenders for the remaining minority interests.

EXAMPLE:

Provider X, a closely-held proprietary corporation,  is  owned  by four stockholders,  each having 25 percent of the stock.  Corporation A negotiates a purchase of stock from three of the shareholders, effective on the same date.   No reorganization  of provider X's corporation is made on the date the stock transactions were consummated.
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Since the corporation itself,  which  owns  the  assets,  was  not changed, there is no CHOW recognized for either Medicare certification  or  reimbursement  purposes.  No gain or loss is computed, no  revaluation  of  assets  is permitted, and no terminating cost report is required.

4502.9
 Step Transactions.--Some  acquisitions  are  completed  through  a   series of separate transactions.  Tender offers,  for  example,  are  often  completed  in stages of stock acquisition.  In some cases, the initial purchase(s) of stock is followed by other transactions which affect the corporate structure -- such as, corporate reorganization, statutory merger, or other conveyance of assets.  These are "step transactions".

NOTE:
Medicare program policy with respect to step transactions has been the subject of numerous appeals.  However, no court has permitted  a  revaluation  of  assets based upon a step transaction subsequent  to  the  promulgation of Medicare regulation 42 CFR §413.134(k) in February 1979.  Therefore, apply the Medicare program policy as restated in this CHOW manual for all step transactions regardless of case law which may have been established in any given area of the country.

EXAMPLE:

Corporation A wishes to acquire Corporation B.  Initial negotiations between  the management staffs are not fruitful.  Corporation A initiates a tender  offer directly to the stockholders of Corporation B.  As  a  result,  Corporation A succeeds in purchasing a controlling block of stock in Corporation B.  Through subsequent actions, Corporation A proceeds to obtain the remaining minority stock interests and restructures Corporation B's assets. The final stage in this step transaction is a statutory merger between Corporation A and B, with Corporation  A surviving.

For Medicare reimbursement purposes, treat a step transaction which begins with an initial purchase of stock as follows:

o
The first transaction is a stock purchase,  which  does  not give rise to a revaluation of assets.  It is merely a change in corporate stockholders.

o
The secondary transaction(s) constitute an action among or between related organizations.  That is, the first  transaction  puts the acquirer in a position to control or influence  all subsequent actions affecting the acquired corporation. Therefore, none of the secondary transactions give rise  to  a revaluation of assets.

4502.10
Corporate Reorganizations.--Medicare program  policy  does  not  permit  a revaluation of assets affected by a reorganization of a corporate structure.  All such transactions are considered among or between related parties.
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EXAMPLE:

Provider A is organized as a nonprofit corporation.  The assets of Provider A are reorganized under State law into a newly-created proprietary corporation.  The transaction constitutes  a related party transaction  (i.e.,  corporate reorganization).  The transaction is consummated June 30, 1986.

The RO determines that a CHOW for certification purposes has occurred and issues the tie-in  notice. You will receive a terminating provider cost report for the period ended 6/30/86.  However, as the transaction was among related organizations, no gain/loss is allowed for  the  "seller" and no revaluation of assets  is allowed for the "buyer".  The new corporation is allowed to begin computing  the return on equity capital, effective 7/1/86.

4502.11
Transfers in Sponsorship.--A transfer in sponsorship  or  membership  of  a nonprofit, nonstock corporation is not, in itself, a CHOW for Medicare reimbursement purposes.  It is similar to the transfer of stock in a proprietary  corporation.  The ownership of corporate assets is vested in the corporation itself; therefore, a change in the membership or sponsorship of the corporation  cannot  be deemed a CHOW of the assets.

For Medicare certification, however, a CHOW would usually be recognized since a new entity legally responsible to the program is generally created.  This would require the filing of a terminating provider cost report.

EXAMPLE:

Provider A was operated by a  religious  organization as a nonprofit, nonstock corporation. Another, unrelated religious organization, which operated another provider in a neighboring community, offered to  accept  responsibility  for  operations  of Provider A. A transfer in sponsorship was consummated.  This transaction was  considered  a CHOW for Medicare certification purposes  and a  terminating  cost  report  would  be required. However, the transaction was not a CHOW for reimbursement purposes.  No gain/loss or revaluation of assets computation would be permitted.

4502.12
Donations.--A donation of a provider as an ongoing operation is a CHOW for Medicare certification and reimbursement purposes, where the transaction is among unrelated parties.

According to Medicare policy, an asset is considered donated when it is acquired without any payment in the form of cash, property, or services --including an assumption of liabilities.
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When a provider is donated as an ongoing facility to an unrelated party, there is no gain/loss allowed to the donor.   The valuation  of the assets to the donee depends upon the use of the assets prior to the donation.  There are three situations:

o
Donation of an asset or group of assets  previously  unused  by  a provider.  The basis to the donor is  considered  to  be the fair market value of the asset at the time of the  donation.  An example is a non-participating facility which is donated to another ownership structure and subsequently becomes a Medicare provider.

o
Donation of an asset or group of assets which had been used or depreciated under the Medicare program.  The  basis  is the lesser of the fair market value or the net book value of the asset while on the accounting  records of  the owner last participating in the Medicare program.

o
Transfer of an asset from one Governmental entity to another.  In this special type of "donation", the basis would be the fair market value of the asset if previously not used under the Medicare program or the net book value  of the transferor while under the  Medicare  program.   (See also CHOW §4508.1 for information on donations of governmental facilities subject to the provisions of COBRA.)

EXAMPLE:

Provider A is organized as a sole proprietorship owned by Dr. Jones.  Upon his retirement, Dr. Jones donates the assets of Provider A to a community-based religious organization, which establishes Corporation X to operate the donated provider.  The transaction is consummated on June 30, 1986.

The RO determines that the transaction constitutes a CHOW for Medicare certification purposes. The tie-in notice is issued, and a terminating  cost  report  is required  for  the period ended 6/30/86. You determine that a donation has occurred among unrelated parties.  This CHOW for Medicare reimbursement purposes requires no gain/loss computation for the donor (Provider  A)  but permits a revaluation of  assets for Corporation X, the donee.  Since the assets  had previously been used under the  program, the revaluation is limited to the lesser of fair market  value  or  the  net book value of Provider A as of 6/30/86.

4502.13
Leases.--A lease of all or part of a provider facility is considered a CHOW of the leased portion for Medicare certification purposes. For reimbursement purposes, no CHOW for the depreciable assets is recognized, as it is the operations rather than the ownership that is restructured in a lease transaction.
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In essence, the lessee has acquired "lease rights" to use  and operate the assets which are owned by another party.  As lease rights are not a depreciable asset, there is no gain/loss computed for the seller and no revaluation of assets to the buyer.  The ownership of the assets does not change in a lease transaction.

In addition, a provider operating under a lease arrangement may have the right to sell or assign its lease rights to another party.  This transaction also does not result in a CHOW for Medicare reimbursement purposes.

EXAMPLE:

Corporation A, a provider, leased the assets which constituted the provider to Corporation B effective June 30, 1986.  The parties were not related organizations.

The transaction constituted a CHOW for Medicare certification purposes and Corporation A was required to submit a terminating cost report for the period ended  June 30, 1986. The transaction, however, did not constitute a CHOW for reimbursement purposes, since the ownership of the assets remained with Corporation A.  Since lease rights are not a depreciable asset, you cannot compute a gain/loss to Corporation A based on the transaction and no revaluation of assets is computed for Corporation B.

NOTE:
A CHOW for reimbursement purposes would  be recognized when the ownership of the depreciable assets changes.  While  a revaluation of the assets would be permitted for the buyer,  it is not always possible for a gain/loss computation  to be made for the seller.  See §4508.4 regarding the "one-year rule" governing the gain/loss computation.

4502.14

DEFRA Implications.--The Deficit Reduction Act of 1984 (DEFRA) made significant changes in the Medicare program policies described above which govern reimbursement treatment of CHOWs.  CHOW transactions for hospitals and SNFs which occurred on or after July 18, 1984 are subject to the DEFRA changes.  (See §4508. 1).

4503
CHOW CASE EXAMPLE

The following example illustrates the procedures and principles discussed in §§4504 -4507.

FACTS:

Chain #1 was comprised of a home office and three hospitals, Providers A, B, and C.  On June 30, 1986, Chain #2 purchased Chain #1 by means of a statutory merger. The transaction constituted a CHOW for both Medicare certification and reimbursement purposes.  A terminating home office cost statement and terminating provider cost reports were prepared by Chain #1 for the  period ended June 30, 1986.  Compute the gain/loss computation for Chain #1 and  a  revaluation  of assets for Chain #2.

The balance sheet of Chain #1 (seller) immediately before the transaction was as follows (all numbers in 000's):
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          PROVIDER                    
 HOME 

  A  
   B   
  C  
OFFICE
 TOTAL 
ASSETS:

Current
$1,000
$ 2,000

$1,500

$   100
$  4,600

PP&E
  4,000
   4,500

  3,500

  2,000
  14,000

Other
     500
      200

       50

     200
       950
Total
$5,500
$ 6,700

$5,050

$2,300
$19,550  
LIABILITIES:

Current
$1,750
$   750

$1,200

$   750
$ 4,450

Long Term Debt
  2,000
  3,750

  1,000

     500
   7,250

Other
     200
     150

       50

     150
      550
Total
$3,950
$4,650

$2,250

$1,400
$12,250  
Equity
$1,550
$ 2,050

$2,800

$   900
$  7,300  
Total Liabilities

and Equity
$5,500
$ 6,700

$5,050

$2,300
$19,550  
4503.1
The Purchase Price Calculation.----The agreement to purchase specified that the consideration given was to include $20 million in cash and 1 million shares of Chain #2 stock.  In order to calculate the purchase price, the valuation of the stock was established by reference to its market value, which was publicly traded, at the date of the transaction.  The fair market value assigned to the stock was $10 million ($10 per share).

Chain #2 also agreed to assume all the existing  liabilities  of Chain #1, as reported on the balance sheet for Chain #1 as of the date of the transaction.  These liabilities are reflected in the purchase price calculation at the stated value for Chain #1  in accordance with Medicare program policy regarding favorable financing.  (See §4508. 3.) 

The total purchase price (see §4504) for this transaction ($42,250,000) was calculated as follows:

Cash (obtained by borrowings)
$20,000,000

Stock

  10,000,000

Assumed Liabilities (other than

long term debt)
    5,000,000

Assumed Debt


Hospital A
    2,000,000

Hospital B
    3,750,000

Hospital C
    1,000,000

Home Office
       500,000
Total Purchase Price
$42,250,000
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The purchase price is used to calculate the gain/loss to the seller and in pre-DEFRA transactions is one of the amounts needed to calculate the limitation to the revaluation of assets for the buyer.  It is necessary to allocate the total purchase price among the assets purchased in order to determine the amount of the purchase price attributable to the depreciable assets.

This allocation may be specified in the purchase documents as negotiated between buyer and seller. Most often, the allocation is based on an appraisal.

4503.2
Appraised Values of Property, Plant and Equipment.--Chain #1 contracted with a recognized  appraisal  firm  to conduct  an appraisal of the assets sold to Chain #2.   You reviewed the final appraisal report and determined that the values were established in accordance with program instructions.  (See §4505.)  The values assigned to property, plant, and equipment were:

Entity
Appraised Values

Hospital A

$ 8,500,000

Hospital B

 10,500,000

Hospital C

   7,500,000

Home Office

   4,000,000
Total

$30,500,000
The appraisal also noted that the stated value of other assets as reflected in the balance sheet of Chain #l were at fair market value.

4503.3
The Allocation of Purchase Price.--Allocate the total purchase price to the assets purchased and to goodwill (see §4506) in order to calculate the gain/loss to the seller and the revaluation of assets to the buyer.  In the aggregate, the allocation is:

Purchase Price


$ 42,250,000

Allowable Assets

  Current Assets (from balance

  sheet)

 4,600,000

  Other Assets (from balance

  sheet)

   950,000

  PP&E (from appraisal)

30,500,000

 36,050,000
Nonallowable Assets and Goodwill


$6,200,000
The purchase price assigned to the depreciable assets is used to calculate the gain/loss to the seller and is one of the amounts used to calculate the limitation to the revaluation of assets to the buyer.
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4503.4
 The Gain/Loss Calculation.--Always use the purchase price to calculate the gain/loss  to  the seller.  This is true regardless  of  whether  the purchase price  or

another amount  (see  §4506) is  the  basis for  the revaluation of assets to the buyer.  The gain/loss calculation for Medicare purposes considers only the  amount of gain/loss attributable to the depreciable assets.  It is not proper to calculate a total gain/loss on all assets sold.

Based on the allocation of purchase price, the gain/loss amount attributable to the depreciable assets was:

Portion of purchase price allocated

  to plant, property and equipment
$30,500,000

Seller's net book value of property,

  plant, and equipment sold
 14,000,000
Gain on sale of plant, property and

  equipment
$16,500,000                                  

Compare this gain to the amount of Medicare depreciation expense claimed by the seller from the time the asset was placed into patient care service to the date of sale.  Program policy limits the amount of gain which can be recovered by the program to the total Medicare depreciation expense which had been taken on the assets sold.

If in this example the seller had taken more than $16,500,000 in depreciation over the years, the entire gain of $16,500,000 would be recovered by the program.  (If the depreciation taken was $17,000,000, the program would recover $16,500,000.)  However, if the seller had taken less than $16,500,000 in depreciation, the gain recovery would be limited to the amount of depreciation taken. (If the depreciation taken was $15,000,000, the program could recover only $15,000,000 of the gain.)

4503.5  The Allocation of Debt.--The next step in the reimbursement process is to allocate the debt incurred by Chain #2 using the methodology in HCFA Pub. l5-l, §203. (See §4507.)  In this acquisition, there were three components in the financing package:

o
Chain #2 issued two new debt packages (for different amounts at different interest rates) to raise the $20 million cash.

o
Chain #2 assumed the existing debt of Chain #1.

o
Chain #2 also invested $10 million of stock.

The calculation of the total financing package is:

Buyer's investment (stock issued by buyer)
$ 10,000,000
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Assumed liabilities


Current (from balance sheet)
$4,450,000

Other (from balance sheet)
   550,000

Long-Term debt (from balance sheet)
 7,250,000

Total assumed liabilities

 12,250,000

8 Percent Convertible Debt (new)

  5,000,000

l2 Percent Bank Financing (new)

 15,000,000
  Total financing (equal to purchase price)

$42,150,000                  

To determine the maximum amount of allowable debt under Medicare program rules, first subtract the buyer's investment:

Allowable assets
$36,050,000

Less: Buyer's investment
 10,000,000
Maximum allowable debt
$26,050,000                               

Reduce the maximum allowable debt by the amount of debt assumed by the buyer in the transaction in order to determine the maximum amount of allowable new debt:

Maximum allowable debt
$26,050,000

Less:
Assumed long-term debt
  7,250,000

Assumed other liabilities
  5,000,000
Maximum allowable new debt
$13,800,000                               

Since Chain #2 issued two debt packages of differing amounts bearing different interest rates, it is necessary to allocate each debt package between allowable and nonallowable debt for each:

Face Value
% to
  Allowable 

  of Debt 
Total

 Debt
8% Convertible
$ 5,000,000
 25
$ 3,450,000

l2% Bank Financing
 15,000,000
 75
 10,350,000
Total
$20,000,000
100
$13,800,000                        

The assumed debt remains with the originating component; no allocation is necessary. Allocate the new debt, however, to the acquired components.  Chain #2 allocated the new debt on net asset values (all amounts shown in 000s):
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          PROVIDER                    
 HOME 

  A  
   B   
  C  
OFFICE
 TOTAL 
ASSETS:

Current
$ 1,000
$ 2,000

$1,500

$  100
$ 4,600

PP&E
  8,500
 10,500

 7,500

 4,000
 30,500

Other
    500
    200

    50

   200
    950
Total
$10,000
$12,700

$9,050

$4,300
$36,050                

LIABILITIES:

Current
$ 1,750
$   750

$1,200

$  750
$ 4,450

Long Term Debt
  2,000
  3,750

 1,000

   500
  7,250

Other
    200
    150

    50

   150
    550
Total
$ 3,950
$ 4,650

$2,250

$1,400
$12,250  
Net Assets
$ 6,050
$ 8,050

$6,800

$2,900
$23,800  
Percent to

Total
  25.4%
  33.8%

 28.6%

 12.2%

By applying these percentages, the new debt is allocated among the purchased components as follows:

8%

Convertible
  12% Bank

Basis
 Debt
Financing
   Total
Provider A
25.4%
$  876,300
$ 2,628,900
$ 3,505,200

Hospital B
33.8%
1,166,100
  3,498,300
  4,664,400

Hospital C
28.6%
  986,700
  2,960,100
  3,946,800

Home Office
12.2%
  420,900
  1,262,700
  1,683,600                                                                                    

Total
100.0%
$ 3,450,000
$10,350,000
$13,800,000                                                                                  

The assumed debt remains directly assigned to the originating component.  For example, the long-term debt assumed for Provider A was $2 million (see balance sheet at date of sale) and remains directly assigned to Provider A after consummation of the sale.

Allocate new debt, however, among the assets purchased.  This process could place the total debt assigned in excess of the asset values for given components.  (See §4507.)
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4503.6
 The Revaluation of Assets.--As a result of the above steps, the beginning balance sheet for Chain #2 showing the revaluation of assets and the allocation of debt is (all amounts in 000's):

          PROVIDER                   
 HOME 

  A  
   B   
  C  
OFFICE
 TOTAL 
ASSETS:

Current
$ 1,000
$ 2,000

$1,500

$   100
$ 4,600

PP&E
  8,500
 10,500

 7,500

  4,000
 30,500

Other
    500
    200

    50

    200
    950

Goodwill





  6,200
  6,200

Total
$10,000
$12,700
 $ 9,050

$10,500
$42,250                

LIABILITIES:

Current
$ 1,750
$   750

$ 1,200

$   750
$ 4,450

Long Term 

Debt Assumed
  2,000
  3,750

  1,000

    500
  7,250

8% Convertible

Debt (new)
  876.3
1,166.1

  986.7

  420.9
  3,450

12% Bank

Loan (new)
2,628.9
3,498.3

2,960.1

1,262.7
 10,350

Goodwill

Financing





  6,200
  6,200

Other
    200
    150

     50

    150
    550

Total
$7,455.2
 $9,314.4
  $6,196.8
$9,283.6
$32,250
Equity
$2,544.8
$3,385.6

$2,853.2
$1,216.4
$10,000                                                                                      

Total

Liabilities

and Equity
$10,000
$12,700

$ 9,050

$10,500
$42,250                

Rev. 21
6-21

4504
CHANGE IN OWNERSHIP
04-87

4504
CALCULATION OF PURCHASE PRICE

The purchase price is the "consideration given" to the seller in an acquisition. Consideration given commonly includes cash, notes, stock, and an assumption of liabilities in some combination. The sum total of values assigned to the consideration given is the purchase price.  Key references discussed in this section are:

HCFA Pub. 15-1, Foreword; HCFA Pub. 15-1, §209; Accounting Principles Bulletin (APB) No. 16; Deficit Reduction Act of 1984 (DEFRA)

4504.1
 Valuation of Consideration Given--Where  Medicare  instructions  are  silent  as to  the  valuation  of consideration given in an acquisition, rely upon generally accepted accounting principles.  APB No. 16 discusses valuation methods of consideration given for assets acquired in business combinations.  (See §4508.  11 for a copy of APB No. 16)

Special problems are encountered with new or assumed debt bearing interest at rates which are significantly different  from  the current market rate of interest and with stock that is not frequently traded.

Providers are required by regulation 42 CFR §413.24 to maintain adequate documentation to support all claims for reimbursement.  They are required to furnish adequate documentation to support the market valuations of consideration given in an acquisition.

The valuation of the consideration given is important for proper reimbursement treatment of CHOW transactions because it is used to determine the gain or loss to the seller and is one of the elements considered when calculating any allowable revaluation of assets to the buyer.

4504.2
 Valuation of Cash.--Cash is, of course, valued at the amount given.  In some special circumstances, the cash may have been in other than U.S. currency, such as Euro-dollars; in these circumstances, convert into U.S. currency amounts.

4504.3
 Valuation of Stock.--Value stock at its market value.  APB No. 16 provides guidance.

The valuation of stock which is frequently traded on the open market may be readily obtained through review of the stock market prices.

Stock which is not frequently traded on the open market requires more extensive review in order to arrive at the market value.  The buyer and seller may specify the stock value in the acquisition agreements.  You may recognize such agreed value unless there is substantial evidence that the agreed value is significantly different from the market value. The opinions of investment brokers or others knowledgeable in the field may be sought to  place a reliable valuation on such stock.  The provider is responsible for providing documentation to support its valuation.
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4504.4
 Valuation of Liabilities Assumed.--In some cases, the buyer agrees to assume some or all of the seller's liabilities in a CHOW transaction.  Add the valuation of assumed liabilities to any other  valuations  of  consideration given when computing the total purchase price.

Generally accepted accounting principles require that all liabilities assumed be reflected at their "present value" rather than at their "stated value" as indicated in the seller's books. Medicare reimbursement policy, however, reflects assumed liabilities only at stated value.
The program does not recognize favorable financing associated with assumed liabilities because the favorable financing is paid to the seller rather than to the lender.  Thus, assumed debt is valued at stated value.   (See §4508. 3.)

For transactions subject to DEFRA which include assumption of a Hill-Burton liability. See §4508. 9.

4504.5
 Valuation of Other Types of Consideration Given.--Assets other than cash or stock may also  be given as consideration.  They may include notes or other indebtedness, real property, equipment, intangible assets, etc.

Notes or other indebtedness are typically valued at stated value for program purposes. However, if favorable financing is recognized for reimbursement purposes, reduce the valuation of the debt used to calculate the purchase price by the amount of favorable financing recognized.  (See §4508. 3.)  

Value other property given as consideration at its market value based upon APB No. 16. The provider is obligated to maintain documentation to support the market value of all consideration given.

4505
APPRAISALS

An appraisal is a comprehensive and systematic review of all assets--both tangible and intangible, real and personal -- aimed at determining the values to be assigned  to both depreciable and non-depreciable property, as  well  as  the appropriate useful lives on which the depreciation or amortization is computed, after taking into account a realistic salvage value of these assets.

This section discusses the appraisal process; the respective responsibilities of the provider, the appraisal company and you; and the use of the appraisal results in the Medicare depreciation calculation after a CHOW of a provider as an ongoing entity. Key references discussed in this section are:

Deficit Reduction Act of 1984 (DEFRA), §2314; HCFA Pub. 15-1, §134ff., Chapters 1 and 2; Regulation 42 CFR §413.134.
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4505.1
 Need For Appraisal.--Under Medicare program policy, there is no requirement for providers to obtain an appraisal, unless specifically requested by you.  However, in practice, there is a need for an appraisal:

o
When the historical cost records of a purchased asset are not available or are incomplete.

o
When more than one asset is purchased for a lump sum sales price (a group of assets, purchase of an ongoing facility, multi-facility purchases, etc).  

The appraisal is useful in speeding the calculation of asset revaluation and the gain/loss amount for final reimbursement settlement purposes.   Despite  the  fact  that Medicare does not automatically require appraisals on CHOWS, it may be advisable for providers to plan to obtain such support on a timely basis.

4505.2
 Prior Notification of Appraisal.--Medicare policy states that your notification is required before an appraisal is conducted.  The information which must be referred to you includes:

o
The date the appraisal is to commence and an estimated date of completion.

o
The scope of the appraisal, including a detailed explanation of the reasons for the appraisal, the assets/providers to be appraised, and the techniques and/or limitations to the appraisal process.

o
A statement from the selected appraisal firm attesting that the appraisal results will conform to Medicare guidelines.

From this information, determine whether the appraisal firm qualifies as an expert and whether the proposed appraisal meets program requirements on  type, technique, and results.

4505.3
 Appraisal Firm Expertise.--The selection of an appraisal firm is the responsibility  of the provider.   However,  you are responsible for ensuring that the appraisal firm qualifies as an expert. This task can be difficult.  The following guidelines are suggested for use during  this analysis, to provide a reasonable assurance that the results from a selected appraisal firm  will  be complete and acceptable for use in the reimbursement review.

o
The firm should have appraisal expertise in the specific field of health care institutions.

o
It should have a working knowledge of current Medicare regulations and general instructions. At a minimum, the firm should  have a copy of HCFA  Pub.  15-1; a copy of these CHOW guidelines would be helpful.
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o
It should be independent from, and unrelated to, the provider.  Most appraisal firms/individuals hold membership in one or more professional societies.  These memberships may be denoted in the appraisal report.  Three  of the most common memberships are:

                        MAI    Members of Appraisers International

                        SREA   Society of Real Estate Appraisers

                        ASA    American Society of Appraisers

Membership in these societies does not necessarily  mean that the firm/individual is an expert.  However, some societies have established membership standards and requirements which must be met before a member can use a professional designation. Where memberships in nationally-renowned societies are listed in the appraisal report, you have reasonable assurance that the appraisal results have been prepared in accordance with a code of ethics and professional standards.

4505.4
 Appraisal Type, Technique, and Results.--You are responsible for determining the acceptability of the appraisal report.  Good appraisal practice requires the inclusion of  certain  specific explanations, descriptions and  statements.  The following guidelines ensure that the appraisal report includes the minimum data required.

o
The appraisal should include a statement describing the scope and purpose of the appraisal.

o
A letter of certification and transmittal should accompany the results.  This certification should provide assurance that the report meets Medicare program requirements.  Any special deviations should be noted and explained.

o
Specifically, each asset purchased  --  whether tangible or intangible, related to patient care or not -- must be listed.  It should describe the methods for valuations given to intangible assets and assets not related to patient care (e.g., lease rights, certificate of need or operating rights, management companies, purchase options).

o
The appraisal must contain a certification  that the assets (or facilities) were physically inspected.  Where this process was not conducted, an explanation must be provided.

o
There should be a statement asserting that  the  assets  were appraised  at the condition existent at the time of the acquisition.

o
There should be consistency in useful lives assigned for purposes of allocating the purchase price and in  calculating depreciation for reimbursement purposes.
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o
There should be a salvage value or scrapping value determined.  If the salvage or scrap value is determined by the appraiser to have minimal or no value,  a rationale  must be  included.  Medicare policy notes that it would be highly unusual for the salvage or scrap value of assets purchased as an ongoing facility to be negligible; therefore, some value should be anticipated.

o
There should be a statement asserting that no recognition is given for provider accounting policies which differ from those mandated for use in calculating reimbursement.

o
The legal rights and  restrictions  to ownership of the assets should be fully disclosed.  For example,  it should be noted where the provider does not have legal title to the assets.  Appraisals which value assets "as though" owned are not acceptable, unless the assets were "in fact" owned.  For example, in an acquisition of a leased asset, only the lease rights (leasehold interest)  is acquired  --not legal title (ownership interest) to the asset itself.

o
The appraisal must include a detailed  statement on the methods considered and/or used by the appraiser in determining  the asset valuations.

o
The report must be signed.  Usually it is the individual who performed or supervised the appraisal work who signs.

Once  an  appraisal  has  been  commissioned,  the  appraisal  work  is considered confidential  by the  appraisal  company.    However,  its workpapers and supporting documents must be  available to  you or  your  audit capacity  for examination  upon reasonable request when the appraisal is being used by the provider to support its claims for reimbursement.

4505.5
 Appraisal Acceptability.--In isolated instances, you may be  faced  with receipt of an appraisal report  which  appears  to  be inadequate.  In  some  cases,  the submitted appraisal report will reveal that, despite the  prior notification  precautions, the appraiser was not knowledgeable in Medicare reimbursement principles.  In other cases, the submitted report may not meet the minimum data elements.

In the absence of an acceptable appraisal, limit the purchaser to the seller's book value until an acceptable appraisal is received.

4505.6
 Appraisal Costs.--Appraisal expenses are reimbursable as acquisition costs (see §4508. 2) and included in the total purchase price where  assets were acquired and a CHOW is recognized for Medicare  reimbursement  purposes with regard to transactions before July 18, 1984.

For CHOW transactions involving assets of hospitals and SNFs occurring on or after July 18, 1984, appraisal costs are not allowable if any acquisition costs attributable to the same assets have previously been reimbursed under the Medicare program.
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4505.7
 Glossary of Key Appraisal Terms.--To assist your review of appraisals, a glossary of key appraisal terms is in §4508.10.

4506
REVALUATION OF ASSETS AND GAIN/LOSS COMPUTATION

Once a purchase price has been calculated (see §4504), allocate it to  the assets acquired. The allocation process considers asset valuation methods and the asset value limitations prescribed by Medicare instructions.  The allocation of purchase price is necessary for the computation of gain/loss to the seller and is one of the limiting amounts for the calculation of the revaluation of assets to the buyer in a pre-DEFRA transaction.  (See §4508.1 for revaluation of assets under DEFRA.)  Key references discussed in this section are:

Deficit Reduction Act of 1984 (DEFRA); Regulation 42 CFR §413.134(b), (g), and (k); Regulation 42 CFR §413.17; Regulation 42 CFR §413.157(b); HCFA-Pub. 15-1, Foreword, §104, Chapters 10, 12; Accounting Principles Bulletin (APB) No. 16.

4506.1
 Allocation of Purchase Price.--The allocation of purchase price is, in essence, an issue of valuation of the assets acquired.  The recorded  value  of  the  assets acquired including goodwill, if  any,  must  equal  the  purchase  price.  The purchase price will be "allocated" only if it is less than the value of assets assigned by other means (e.g. appraisals).

Allocation of the purchase price when it is less than the asset values assigned is  a  matter of determining which assets may have been overvalued by other means.  APB No. 16, paragraph 87 states, "the sum of market  or  appraisal  values  of  identifiable  assets acquired less liabilities assumed may sometimes  exceed  the  cost  of  the acquired enterprise. If so, the values  otherwise assignable to noncurrent assets acquired (except long-term investments in marketable securities) shall be reduced by a proportionate part of the excess to determine the assigned values."

The preferred approach is to use the fair market value  of the depreciable assets and land acquired to allocate the excess of assigned asset values over the purchase price.

4506.2
 Revaluation of Assets.--The program  permits  a  revaluation  of assets, subject to specific limitations, where  the  asset  is  acquired  in  a  bona-fide purchase of assets transaction among unrelated parties.

A.
Current Assets.--Record current assets acquired at their market value.  The value of cash, accounts  receivable,  inventories, marketable securities, etc.  can usually be readily determined.  A review  of audited financial statements as of the date of acquisition should provide much of the basis for documenting their value.  Where such assigned values are questionable, determine and assign the market value of assets based upon APB No. 16.
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B.
Property, Plant, and Equipment.--Appraisals will normally be used to  value property, plant, and equipment acquired.  Such appraisals must consider Medicare limitations placed upon the  revaluation  of depreciable assets:

o
The valuation of depreciable assets acquired  after July  1, 1966 and prior to August 1970 is restricted to the lesser of purchase price or fair market value.

o
The valuation of depreciable assets acquired after July 1970 (but before July 18, 1984 for hospitals and SNFs only) is restricted  to  the  lowest of net reproduction cost, fair market value, or the purchase price.

o
The valuation of depreciable assets for hospitals and SNFs acquired on or after July  18,  1984 is restricted to the lesser of the allowable acquisition cost of the asset to the first  owner  of record  or  the allowable acquisition cost to the new owner.  (See §4508.2 for more information on DEFRA.)

Some multiple-facility acquisitions may involve a mixture of asset and stock  acquisitions. In such cases, revaluation may be permitted only for property, plant, and equipment acquired by asset acquisition.  Assets acquired through stock purchase would not be revalued for Medicare purposes. However, it may be necessary for property, plant and equipment  acquired by stock purchase to be appraised.  The appraisal could be necessary to assure that the  total market or appraised value  of all assets acquired does not exceed the purchase price.    Should  the  purchase  price  be exceeded, a proportionate allocation of asset values should be performed.  An appraisal may not be necessary where there is sufficient evidence to indicate the recorded asset values were not materially different from current market value or reproduction cost.  Such evidence may be present, for example, where a hospital was recently acquired, appraised and  revalued  by  the  seller in a previous transaction.

C.
Other Assets.--Record other assets such as unamortized loan costs, deposits and various intangible assets based upon their market values.  Follow  APB No. 16 in determining these values.

D.
Goodwill.--Goodwill arising from acquisitions occurring after July 1970 is not includable in a provider's equity  capital.   In addition, amortization of goodwill has never been an allowable Medicare cost. Therefore, the significance of goodwill for Medicare purposes is its relationship to the allocation of purchase price for assets acquired other than goodwill.  This  relationship may be understood through the principles associated with determining goodwill.

For Medicare purposes, goodwill is determined in accordance with generally accepted accounting principles.  Reference is therefore made to APB No. 16, paragraphs 68 and 87.
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(See §4508.11 for a copy of APB No. 16.)  These paragraphs indicate that  goodwill is a residual value after the purchase price has been assigned to all other assets acquired. Therefore, any adjustments to assigned asset values have a direct and inverse impact on goodwill.  Only after such adjustments exceed the recorded value of goodwill can other assets be adjusted so that the purchase price is not exceeded.

E.
Non-patient Care Assets.--Value non-patient care assets in the same manner as patient care assets.  Although  the  cost  of non-patient care assets is not allowable, their valuation  may impact upon the value of patient care assets in a similar manner as described for goodwill.

Non-patient care assets of service companies with small amounts of tangible assets may be particularly difficult to value.  Such companies may include management firms, collection agencies, therapy suppliers, etc.  However, an understatement of intangible assets such as goodwill associated with such a company would not impact the value assigned to tangible  assets  of the providers.  There is no impact on provider tangible assets because of the residual nature of goodwill resulting from the order of assigning asset values.

Therefore, non-patient care companies may be valued at their recorded values unless there is evidence that their tangible assets may be sufficiently understated as to impact the values assigned to patient care assets.

4506.3
 Gain/Loss Computation.--For Medicare purposes, the gain/loss computation to be applied to the seller is always based upon the allocated purchase price, regardless of the limitation which will be applied to the buyer for revaluation of assets.

The total gain/loss realized by the seller in a CHOW of a provider as an ongoing entity is allocated among the assets sold in order to properly match the portion of the gain/loss for depreciable assets with the depreciation paid to the seller by the program.

Thus, compare the amount of purchase price allocated to depreciable assets to the amount of depreciation paid to the seller  to arrive at the additional amount of depreciation either payable by the program to the seller (loss) or refunded  to the program by the seller (gain).

There are several special rules regarding the gain/loss computation to consider in a CHOW transaction.  See §4508.4 and 5 for additional information.

4507
ALLOCATION OF DEBT AND INTEREST

Once the purchase price has been allocated to the assets acquired, allocate the debt to the assets appropriately.  Allocate debt and related interest expense in accordance with HCFA-Pub. 15-1, §203. Key references discussed in this section are:

Regulation §413.153; Regulation 42 CFR §413.157; HCFA Pub. 15-1, §203; HCFA-Pub. 15-1, §1218.12.

Rev. 21
6-29

4507.1
CHANGE IN OWNERSHIP
04-87

4507.1
 Determination of Allowable Debt.--To determine the amount of debt that can be allocated for Medicare purposes, HCFA Pub. 15-1, §203 requires that the buyer's  equity investment be subtracted from the allowable cost of the  assets  related to patient care. The resulting amount represents the maximum amount of debt that can be allocated to the acquired assets on which interest is allowable.

This causes all non-health care assets, both tangible and intangible including goodwill, to receive debt first, at least equal to the value assigned in the purchase price allocation. Therefore, before any debt is assigned to patient care  assets,  non-health care assets must be 100% debt financed.

4507.2
 Allocation of Allowable Debt.--After subtracting the buyer's investment, HCFA Pub. 15-1, §203 requires the debt to be applied in the following sequence to the assets acquired:

o
Tangible assets related to patient care.

o
Intangible assets related to patient care.

o
Tangible and intangible assets not related to patient care and goodwill.

4507.3
 Basis of Debt Allocation--The required basis of allocation is the net asset values assigned by the purchase price allocation.  This consists of both current and fixed assets. Net any liabilities associated with specific assets  against those assets before determining the final allocation basis.  For example, current assets should be net of current liabilities and a hospital building asset value should be net of an assumed mortgage.

If a transaction includes allowable intangible assets, debt assigned to these assets under HCFA Pub 15-1, §203 is allocated on the basis of the allowable intangible asset values assigned by the purchase price allocation.

An exception to this allocation process is where new acquisition debt can be specifically identified with, and secured by, an asset or group of assets.  For example, if the new long term debt was specifically secured by property, plant and equipment, the debt may be allocated only to fixed assets. If sufficient documentation to support the assignment of debt to a specific asset or group of assets does not exist, allocate the debt to all allowable assets.

4507.4
 Assignment of Assumed and New Debt.--Some transactions, particularly those affecting more than one entity, include both new acquisition debt and existing debt which is assumed by the purchaser.  In these cases, assumed debt is not allocated, but remains directly assigned to the originating entity.  The new debt would be allocated based upon the net asset basis developed for each entity acquired.  The new debt allocated would then be added to any assumed debt recorded on each specific entity's books.

This process could result in assignment of new and assumed debt in excess of asset values.
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4507.5
 Allocation of Interest.--The allocation of interest expense corresponds to the allocation of debt.  Special attention is required if the transaction includes several debt packages with differing interest rates.

NOTE:
Medicare policy also requires that repayments on the amounts borrowed be applied first to reducing that portion of the loan on which interest expense is allowable.

4508
SPECIAL ISSUES

This section provides excerpts on special issues which  may arise during the Medicare reimbursement review of CHOW transactions.

Each subject contains background information, a discussion of the issues and current Medicare policies, and identification of key references.

4508.1
 Deficit Reduction Act of 1984  (DEFRA)
A.
Background.--The allowable historical cost basis of depreciable assets used to provide health care services under the Medicare program are subject to reasonable cost limitations based upon Medicare principles of reimbursement.  Regulations provide specific limitations with regard to assets acquired both before and after August 1, 1970. In addition,  the Deficit Reduction Act of 1984 (DEFRA) mandated significant changes to Medicare reimbursement of CHOW transactions occurring on or after July 18, 1984 for hospitals and SNFs.

Section 2314 of DEFRA (Public Law 98-369) amended  §1861(v)(1) of the Social Security Act by adding the following provisions:

o
Where an asset of a hospital or SNF undergoes a CHOW on or after July 18, 1984, the valuation of the asset after the CHOW is limited to the lesser of the allowable acquisition cost of the asset to the owner of record as of July 18, 1984, or the acquisition cost to the new owner.

(In the case of an asset not in existence on July 18, 1984, the historical cost limitation is the allowable acquisition  cost to the first owner of record after July 18, 1984.)

o
Adjustment to depreciation (i.e., the gain or loss computation) is based upon Medicare rules in effect on June 1, 1984.

o
Costs attributable to the negotiation and settlement of the sale or purchase of any capital asset (by merger or acquisition) for which any payment has previously been made under Medicare are excluded from reasonable cost.  (See §4508.2, Acquisition Costs.)

o
The above provisions do not apply to a CHOW of assets pursuant to an enforceable agreement entered into before July 18, 1984.
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NOTE:
As of the printing of this CHOW chapter, no implementing Medicare regulations or general instructions  had  been issued for guidance in applying the DEFRA provisions.  Use the following discussions on an interim basis.

B.
Limitation to Revaluation of Assets.--The practical effect of DEFRA is that Medicare will no longer allow a "write-up" from the historical cost basis of the acquired depreciable assets.  It is possible, however, for a "write-down" of assets to occur, when the limitation is applied.

The DEFRA limitation requires a calculation of purchase price to the new owner.  (see §4504.)  There must also be a calculation of the purchase price incurred by the "owner of record"; i.e., the first owner of the facility on or after July 18, 1984.

C.
Enforceable Agreements.--The DEFRA limitation to revaluation of assets is applicable to all CHOW transactions for hospitals and SNFs occurring on or after July 18, 1984.  There is, however, an exception where the transaction  was  subject  to an "enforceable agreement" entered into before July 18, 1984, but the transaction was consummated on or after July 18, 1984.

EXAMPLE:

Corporation A was negotiating the purchase of Hospital B.  On May 31, 1984, the parties signed an agreement of purchase which set forth the intentions of the parties to "close" the purchase as soon as the appropriate approvals by State planning and licensing authorities could be obtained.  Due to delays in the approval process, the transaction was not consummated until August 1, 1984.

You determined, after consultation with an attorney,  that  the agreement of purchase constituted an "enforceable agreement" as contemplated by Congress; therefore, the DEFRA limitation to  the  revaluation  of  assets does not apply.

Refer transactions which may qualify for this exception to an attorney, such as the HCFA RA, before making a final determination.

When reviewing a provider's claim to this exception,  use the following guidelines to assist you in determining whether the transaction was governed by the terms of an enforceable agreement.

o
The agreement must be in writing.

o
It must be signed by authorized representatives of both buyer and seller and should be notarized  to establish the effective date of the agreement.

o
It should contain specific performance provisions which permit both buyer and seller to compel the other to complete the sale.  Question agreements which do not contain penalty or forfeiture provisions, such as the loss of deposit or other monetary penalties; an attorney should be consulted by the intermediary.
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o
It should specify most or all of the conditions upon which the transaction will be consummated.  No material deviation in the terms of the purchase should have occurred at closing.  Question non-specific agreements or those in which material provisions are changed at or before consummation; an attorney should be consulted by the intermediary.

o
Contingent agreements may be considered enforceable.  In general, the more contingencies upon which an agreement is based, the less enforceable it will be viewed.  To be considered enforceable for purposes of DEFRA, a contingent agreement would, at a minimum, be one that is outside the power of either party to influence;  or, the contingency is one that requires reasonable, business-like actions on the part  of  either party.  Contingent agreements require careful scrutiny.

Key References discussed in this section are: Deficit Reduction Act of 1984 (DEFRA); Congressional Record, U.S.  House of Representatives, June 22, 1984; Regulation 42 CFR §413.134.

4508.2
 Acquisition Costs
A.
Background.--Acquisition costs may be incurred by both buyer and seller during negotiations for, and consummation of, a potential CHOW transaction.  Acquisition costs commonly include:

o
Appraisal costs.

o
Time and expense of buyer and seller staff.

o
Legal, accounting, tax, and other consulting fees.

o
Other costs related to the negotiations and consummation of the transaction.

B.
Issues and Medicare Policy--Acquisition costs incurred by buyer and seller on transactions prior to July 18, 1984, are reimbursable where there is a CHOW of assets (e.g., purchase of assets, statutory merger, consolidations) and the amounts are reasonable.

Acquisition costs to both buyer and seller are not allowable in purchase  of  stock transactions,  as  these  represent costs to stockholders for maintenance of stock (HCFA Pub 15-1, §2134.9).

Acquisition costs incurred by both buyer and seller in a related party transaction are generally not allowable.

Costs connected with the reorganization of a corporation are not allowable costs to the entity incurring the costs (HCFA Pub. 15-1, §2134.10).  These may be allowable to the newly-created entity as organization costs (HCFA Pub. 15-1, §2134.1).  (See  also Organization,  Reorganization  and Restructuring Costs, §4508.7.) 
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C.
DEFRA Implications.--The Deficit Reduction Act of 1984 (DEFRA) imposes a significant change in Medicare policy with regard to the  costs incurred by buyer and seller directly related  to CHOW transactions.  Acquisition costs incurred by buyer and seller on all CHOW transactions for hospitals and SNFs on or  after July  18,  1984 are not allowable where any payment had been made under the Medicare program.

Key References pertaining to this issue are as follows: Deficit Reduction Act of 1984 (DEFRA), §2314; HCFA Pub. 15-1, Chapters 10 and 21

4508.3
 Favorable Financing.--

A.
Background.--Where the market interest rate at the date of acquisition is higher than the stated interest rate for a liability given, the difference in present value and the stated value is referred to  as favorable financing.

The program has ruled that favorable financing is the equivalent of interest expense. Regulation 42 CFR 413.153 requires interest expense to be paid to the lender in order to be reimbursable.

Therefore, when calculating the purchase price in a CHOW (See §4504), determine:

o
Whether there is a difference between market interest rates and stated interest rates;

o
Whether the liability is payable to a lender; and

o
Whether a specific amount has been documented as having been paid  for  the favorable financing (not to exceed the difference between the stated value and the present value of the liability).

EXAMPLE:

Corporation A sells its assets (book  value  $1  million)  to Corporation B for $1.2 million. Corporation B has $600,000 in cash and borrows the remaining $600,000 from Corporation A at 7% interest.  The market rate of interest was 10%.

In consideration of the favorable interest rate, Corporation B specifies in the purchase agreement that $100,000 is being paid for the favorable financing.   Assuming  that the $100,000 is reasonable, recognize it as favorable financing and the purchase price attributable to the assets is  $1.1  million ($600,000 cash plus the $600,000 note less the $100,000 paid for favorable financing).

Thus, Corporation B values the assets acquired at $1.1 million and shows favorable financing of $100,000, which is amortized over the life of the loan.  Corporation A realizes a gain on the sale of its assets of $100,000 ($1.1 million purchase price less $1 million book value) and includes the $100,000 attributable to the favorable financing as investment income on its final cost report.
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4508.4
 Gain/Loss Calculation: The One-Year Rule.--

A.
Background.--Medicare policy requires the calculation of a gain  or  loss on most bona fide disposals of depreciable assets which occur:

o
While the provider is participating in the Medicare program, or

o
Within one year immediately following the date on which the provider terminates participation.

The "one-year rule" precludes the calculation of a gain or loss where an asset has not been depreciated for Medicare reimbursement purposes for at least one year after a CHOW.

CASE PROBLEM #1
A provider was owned by Corporation A for several years.  Corporation A then leased the facility as an ongoing operation to Corporation B on January 1, 1980.  A CHOW was recognized for Medicare certification purposes.

The lease transaction constituted an operating lease, not a purchase.  Corporation B was reimbursed its rental payments; no depreciation on the patient care assets  was claimed for Medicare reimbursement.

Two years later, Corporation C purchased the assets of the provider from Corporation A in an arms-length, bona fide transaction.  A CHOW was recognized for both certification and reimbursement purposes.

CASE PROBLEM #2
A provider was owned and operated by a Partnership of physicians.  Due to financial difficulties, the Partnership decided to close the provider.  The termination date recognized by Medicare was June 30, 1982.  A terminating cost report was filed.

The Partnership actively sought buyers for the assets of the provider. The major moveable and fixed equipment was sold to a local hospital within a year of the provider's closing date.  The land and building, however, were finally sold to a private non-health business on December 31, 1983 -- 18 months after the provider's close. 
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B.
Issues and Medicare Policy.--A CHOW for Medicare certification purposes results in an effective "termination" of the provider from the program.  (CHOW for reimbursement is not a factor to consider.)  You must look to the actual ownership of the assets and when, legally, such ownership transfers, in order to apply the Medicare "one-year"  rule for the gain/loss calculation. This policy requires your specific attention since the terminating cost report has a  45-day filing requirement and is given a priority status for final settlement.  Ensure that the final settlement is not completed until the effect, if any, of the one-year rule is determined.

Case example #1 demonstrates the effect of this rule when the CHOW does not include a legal change in asset ownership, such as a lease.

The termination date for Corporation A was set as of the CHOW for certification -- when the facility was leased to Corporation B.  However, no asset ownership was legally transferred. Corporation A's ownership was transferred in the transaction with Corporation C two years later.

The transaction  between  Corporations  A  and  C  results  in  a revaluation of assets for reimbursement. However, because the assets were sold more than one year from Corporation A's termination from the Medicare  program, no  gain or loss calculation can be made on the terminating Corporation A cost report.

The asset sale has no effect on the terminating cost report of Corporation B, which was not a party to the asset sale.

The lease between Corporations A and B also has no effect on the terminating cost report of Corporation A, as the lease does not constitute a sale of assets.   That  is,  a  lease changes  the operator of the assets, not the owner.

Case example #2 presents a situation where a gain/loss calculation is required on some of the provider's  assets  and  not  on  others.    A gain/loss would be recognized only on the major moveable and fixed equipment, which were sold within the one year timeframe.

Key references are 42 C.F.R. 413.134(f)(3) and HCFA PUB. 15-1, §136(3)(A)

4508.5
 Gain/Loss Computation: Equity Capital Effect.--

A.
Background--Medicare providers calculate an estimate of depreciation on assets used in providing patient care services for reimbursement in the cost report.  When a provider disposes of depreciable assets, an adjustment for gain or loss is generally made. Medicare policy provides a formula for making this calculation.  The effect of  this calculation is shown on the provider's cost report for the  period  in which  the asset was disposed.

For proprietary providers, the disposal of a depreciable asset also impacts the provision for accumulated depreciation on the equity capital balance sheet.
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B.
Issues and Medicare Policy.--For both cost and equity capital, the correction affects the provider cost report in the month of asset disposition.  The calculation  of gain/loss does not permit the reopening and amendment of prior cost reporting periods. This policy is effective for all disposals of assets occurring on or after August 1, 1984.

Key References are Regulation 42 CFR §413.134(f); HCFA Pub. 15-1, §130 and 132.4B (Revision No. 313) and notes to the transmittal letter.

4508.6
 Severance Pay and Employment Transition Incentives
A.
Background.--As a result of an acquisition, it is common that the buyer provider would review the employment status of employees and officers of the seller provider. Where employment is terminated, severance pay expense is generally incurred.  Where employment is extended temporarily for certain individuals to encourage a  smooth transition of management and operations, employment incentive "bonuses" or other expenses may be incurred.

In a transaction affecting the ongoing operations of a provider, a review of severance pay and any special employment incentive expenses is generally necessary.

B.
Case Problem.--Chain A purchased Chain B on December 31, 1985.  The transaction was a CHOW for certification purposes, and Chain B filed a terminating home office cost statement and terminating provider cost reports for the period ended December 31, 1985.

Prior to consummation of the acquisition, Chain A and Chain B agreed to provide for a smooth management transition.  As a result, five key employees of Chain B were guaranteed employment with Chain A through June 30, 1986, for which an incentive bonus of  $25,000  per  employee was offered.

On February 1, 1986, Chain A completed its transition planning and sent two-week termination notices to 300 employees of Chain B.  The severance pay totaled $400,000.

C.
Allowability.--Severance pay is a normal operating expense of most businesses. It is common that the established personnel policies of businesses will provide for the payment of severance pay to employees under specified conditions, using a specified formula.  In an acquisition or other unusual circumstances, a special severance pay policy may be created.

Severance pay is considered a reimbursable operating expense, both in ongoing operations and as a result of an acquisition or provider termination.
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Where severance pay represents a normal operating expense and is incurred in an effort to comply with the Medicare prudent buyer concept (i.e., elimination of duplicative personnel and related costs), the amounts are allowable for Medicare reimbursement purposes.

Even when severance pay costs are incurred as a direct result  of an acquisition, the costs are not defined as "acquisition costs".  Thus, the provisions of the DEFRA which address acquisition  costs do not apply to severance pay.  In addition, the expenses would generally be reimbursable in both CHOW and non-CHOW transactions.

In the case problem above, a special incentive "bonus" of $25,000 per employee was offered to certain key individuals as an inducement for their continued participation during the six-month transition period.

The payment of special incentives to retain  key  employees during a transition is not severance pay. These expenses are considered compensation which has been adjusted for unique circumstances. Such special arrangements are usually the subject of special action by the governing body of the provider.  This compensation is allowable, where reasonable in amount.

D.
Reasonableness.--Presume severance pay which had been determined through application of a personnel policy adopted by the governing body of the provider reasonable in amount, unless you find that this policy is substantially out-of-line with marketplace standards for such circumstances.

Test severance pay which has been calculated based on a formula devised specifically in relation to the acquisition environment (special board of directors action, for example) for reasonableness.  Obtain a rationale for higher payments than would have been incurred under the established severance pay formula.

When assessing the reasonableness of special incentive pay, review the provider rationale, including the reasonableness of the transition time period.  The amounts offered to individuals in  this  temporary employment environment may exceed the payments which would normally be considered appropriate for an ongoing employment situation.   In addition, the higher compensation amounts can be expected to reflect the buyer's desire to retain the  individuals'  special  knowledge and expertise during the transition period.

In general, where the individual receiving this special compensation was not in a position to influence either the calculation formula or the transition time period, the amount may be presumed reasonable.
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E.
Treatment in the Cost Report.--It is generally appropriate to include accrued severance pay amounts in the terminating cost report of the seller provider.  It is presumed that the decisions regarding staffing changes brought about by the acquisition will  be  made  within  a  short  time  after the transaction, and a reasonable estimate can be made by the time the terminating cost report is filed.

Reference is made to FASB No.5, "Accounting for Contingencies", which states in Paragraph 8:

"An estimated loss from a loss contingency . . . shall be accrued by a charge to income if both of the following conditions are met:

1.
Information available prior to issuance of the financial statements indicates that it is probable that an asset had been impaired or a liability had been incurred at  the date of the financial  statements.    It is implicit in this condition that it must be probable that one or more future events will occur confirming the fact or the loss.

2.
The amount of loss can be reasonably estimated."

In addition, FASB No.74, "Accounting for Special Termination Benefits Paid to Employees", states in Paragraph 2:

"An employer that offers for a short period of time special termination benefits to employees shall recognize a liability and an expense when the employees accept the offer and the amount can be reasonably estimated.  The amount recognized shall include any lump-sum payments and the present value of any expected future payments."

Where the above guidelines apply, include an accrued liability for severance pay in the terminating Medicare cost report(s).  Where no reasonable estimate can be made before the filing of the terminating cost report, consider the severance pay an operating expense to the buyer.  Include it in the cost reporting period when incurred.

Severance pay is classified as an operating  expense, not a capital expense.  Severance pay expense is not amortized for Medicare reporting, regardless of the dollar amounts claimed.

Special incentive payments are considered compensation for services rendered and are expensed in the period incurred, along  with other compensation amounts.

Key references are:   HCFA Pub. 15-1, §2102.1 and Regulation 42 C.F.R. §413.9

4508.7
 Organization, Reorganization, and Restructuring Costs
A.
Background.--In response to continuing economic, tax, regulatory, and administrative pressures, chains and individual providers are seeking professional strategic planning  advice  regarding new integrated corporate structures (often referred to as "horizontal" and "vertical" integration).  Specialists in the legal,  accounting,  and

Rev. 21
6-39

4508.7 (Cont.)
CHANGE IN OWNERSHIP
04-87

investment fields are often contracted to supply detailed analyses of current corporate structures and to provide recommendations for organization, reorganization, and restructuring to yield certain benefits to the chains and providers.

A corporate reorganization is not considered a CHOW transaction for reimbursement purposes, due to the related organization principle.  (See §4502.2.)  However, certain administrative costs associated with organization, reorganization, and restructuring must be reviewed to determine allowability for Medicare to the newly created entity.

NOTE:
Corporate reorganization  and  restructuring  is distinguished from "planning costs", described in  HCFA  Pub.  15-1, §2154.1.  Planning refers to an existing provider's plans for any physical plant construction or plans to expand, rebuild, or relocate an existing facility within the parameters of its existing Medicare certification.

B.
Case Problem--A chain was comprised of a single parent corporation providing a comprehensive range of administrative and financial support services to its wholly-owned subsidiary providers and to non-related facilities on a contractual basis.   A legal firm was engaged to  provide a detailed corporate organization study.  Over three fiscal periods, the home office costs (primarily legal expenses) for this project were $100,000.

The completed study was submitted to the chain's board of directors for consideration of the various recommendations for restructuring.  Some of the major recommendations included:

o
Create a proprietary corporation to provide the administrative management contract services.

o
Create a new nonprofit home office corporation to oversee the wholly-owned provider subsidiaries.

o
Create a nonprofit foundation for philanthropic fund-raising.  

o
Create a shared services corporation to consolidate certain functions (e.g., purchasing, biomedical engineering) for all owned and managed facilities.

After much deliberation, the chain agreed to adopt the first two recommendations, with the other suggestions put on-hold for future consideration.  The chain reported $200,000 in costs associated with the restructuring during the fiscal year.

C.
Issues and Medicare Policy--Reorganizations of existing corporate structures are viewed for Medicare reimbursement in two distinct phases -- planning and implementation -- and for two structures  --previously-existing and newly-created.

1.
Planning Phase.--In the above example, the existing chain contracted with a legal firm to study the existing structure and make recommendations for changes.  Only the portion of the corporate study cost ($100,000) which is related to patient care is an allowable operating expense, where reasonable in amount.  Two Medicare policy references support this treatment:
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HCFA Pub. 15-1, §506:   Studies,  analyses,  surveys  and related  activities  aimed  at improving  and  making provider administration and operation more efficient  are  not considered research costs, but are includable in allowable administrative costs subject to the principle, "Costs Related to Patient Care," found in HCFA Pub. 15-1, chapter 21.

HCFA Pub. 15-1, §2102.2:  These costs related to patient care  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 . . .

These costs are reimbursable as incurred and are not subject to amortization as organization costs.  Allowability is not dependent upon whether the projects recommended in the study were ultimately implemented or abandoned.

2.
Implementation Phase.--The actions undertaken by the chain to implement some of the suggested changes are classified for Medicare purposes as "corporate reorganization" (see §4502.10).  The costs incurred ($200,000) to implement the corporate reorganization are not allowable to the entity incurring the costs, HCFA Pub. 15-1, §2134.10.

However, these same costs, denied as reorganization costs to the previously-existing entity, are properly treated as "organization costs" to the newly-created entity, HCFA Pub. 15-1, §2134.1.

Where the reorganization results in creation of both patient care and non-patient care organizations, make an allocation to properly assign these costs among the created entities. These organization costs are subject to review for allowability and are generally amortized over 60 months.

4508.8
 Exception to the Related Organization Principle
A.
Background.--Medicare reimbursement policy governing transactions among or between related organizations is contained in Regulation 42 CFR §413.17 and HCFA Pub. 15-1, chapter 10. The two primary purposes of the related organization principle are:

o
To avoid payment of a profit factor to the provider through the related organization, and

o
To avoid payment of artificially-inflated costs which  may  be generated from less than arms-length bargaining.

Specifically with regard to acquisitions and disposals of health care assets, the related organization principle prevents the recognition of a CHOW for reimbursement purposes (see §4502.2) and generally prevents reimbursement for acquisition  costs  associated with such transactions.

B.
The 1010 Exception Criteria.--There are, however, criteria established by Medicare which permit an exception to this related organization principle.
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HCFA Pub. 15-1, §1010, establishes four criteria which must be met  in  order  for transactions among related organizations for services, facilities, or supplies to be reimbursed on the basis of the supplier's reasonable charges rather than costs.  They are:

o
The supplying organization is a bona fide separate organization.

o
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 service, facilities, or supplies furnished by the organization.

o
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.

o
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.

Where the above criteria are met, you can apply the exception in a CHOW transaction occurring among related organizations.

Key references are: Regulation 42 CFR §413.17; HCFA Pub. 15-1, chapter 10 and transmittal No. 272.

4508.9
 Hill-Burton Liability
A.
Background.--Section 2381 of the Deficit Reduction Act of 1984 (DEFRA, Public Law 98-369) amended §§609 and 1622 of the Public Health Service Act (42 U.S.C.  291i, 300s-1a).  These sections provide  for  recovery of funds by the United States 

o
When a health care facility that was constructed with the aid of a grant under Title VI (the Hill-Burton Act) or XVI of the Public Health Service Act is, within 20 years after the completion of the grant-assisted construction, transferred to an entity that would not have been qualified to receive a grant.

o
Where, within the  same  20-year  period, an assisted facility "ceases to  be" a health facility with respect to which a grant could have been made.

In either case, the sections establish the amount to be recovered as the Federal proportionate share of the value of the facility at the time it is transferred or ceases to be an eligible entity.  The right of recovery can be exercised against  either  the transferor or the transferee of a facility or, in the case of a facility that has ceased to be an eligible entity, (e.g.,  where  a  health  care  facility is closed), against its owners. Information necessary to enable the Secretary to calculate an initial recovery amount will be submitted to the Public Health Service.
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B.
Acquisition of "Assisted Facility" by Proprietary Entity.--A proprietary entity that acquires an assisted facility may be granted a waiver of the recovery by the Secretary if it establishes an irrevocable trust in accordance with the statute that pays for medical care delivered to persons unable to pay in accordance with the facility's uncompensated service obligation  under  42  CFR Part 124 Subpart F.  The trust must be established in an amount equal to the greater of twice the amount of the remaining uncompensated care obligation of the facility or the amount that would have been due under recovery.

While the trust must be established by the transferee, there is  no restriction on who may capitalize the trust, reflecting  the frequent practice of a seller obligating itself to pay the recovery as part of the transaction.

C.
Assumption of Liability.--Where the purchase of an ongoing facility includes the assumption of liabilities, the Hill-Burton liability is calculated as part of the total purchase price, just as other assumed liabilities.  This is identical for nonprofit and proprietary purchasers.

Once the assumed liability is added to the purchase price, calculate the basis of the assets acquired in accordance with §2314 of the DEFRA.

Because the Hill-Burton liability is part of the purchase price, it is a factor in the computation of gain or loss to the seller.  There is no need to compute the amount of gain recoverable against depreciation taken for assets specifically purchased with Hill-Burton funds.  It is sufficient to recover any gain against depreciation taken, without regard to the fund source for the assets.  No special formula is necessary.

D.
Liquidation of Hill-Burton Liability.--Amounts paid to satisfy a Hill-Burton liability are not reimbursable costs for program purposes.

For proprietary purchasers, there is an allowance  of  180  days to negotiate repayment methods, subject to interest  to  be  paid on unrecovered amounts.  There is also an option for establishment of an irrevocable trust.  Any amounts paid by the purchaser (or the seller) to the Government as a recovery of Hill-Burton funds is treated as a payment of an accrued liability.   There is no expense to be amortized.    Consider amounts  paid into  an irrevocable trust a liquidation of the liability by the provider.  Again, there is no expense to be amortized and no effect on the gain/loss calculation.

Key references are the Deficit Reduction Act of 1984 (DEFRA); Public Health Services Act and HCFA Pub. 15-1, §2305.
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4508.10
Glossary of Key Appraisal Terms.--

A.
Background.--You are responsible for reviewing  the appraisal report for acceptability (see §4505.5).    To facilitate this review, the following definitions of key appraisal terms is provided. Some of the information was extracted from "Appraisal Definitions and Theory" (8/1/81) issued by and used in this CHOW manual with the permission of the American Society of Appraisers.

B.
Three Approaches to Value.--There are three generally accepted methods used by appraisal firms  to determine the fair market value of assets:

1.
Cost Approach.--This considers the cost to reproduce or replace the property appraised.  From this amount, an allowance is deducted for any depreciation or obsolescence present, whether arising from physical, functional, or economic causes.

2.
Market Approach.--This considers prices recently paid for similar property, with adjustments made to indicate  market prices  to reflect the condition  and utility  of the  appraised property relative to market comparatives.

3.
Income Approach.--This makes an estimate of the prospective economic benefits of ownership.  These amounts are capitalized at appropriate rates of return into an indication of value.

C.
Fixed Asset Terminology.--

1.
Original cost is the actual cost of property in accordance with costs prevailing at the date the  property  was constructed or originally installed.

2.
Historical cost is the actual or allocated cost of property to the present owner.  This term is synonymous with the term "gross book cost".

3.
Normal cost is an estimate of the original cost of property developed from costs prevailing at a date other than that of the original costs with adjustments being made based on costs prevailing  at the actual date of construction or installation.

4.
Trended cost is a historical, original,  appraised  or current cost adjusted by index figures to estimate cost at another point in time.

5.
Depreciation (accounting and tax)  is  systematic  allocation of the depreciable cost of an asset to expense over the  years  of its estimated useful life.  Using the Federal  tax definition, it is a reasonable allowance for exhaustion and wear and tear of property used in the trade or business,  including a reasonable allowance for obsolescence.
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6.
Depreciable cost is the historical cost of property minus the estimated residual or salvage value  realizable  at  the  end of its useful life.

7.
Depreciation provision is the annual or periodic dollar amount charged against income for depreciation.

8.
Accumulated depreciation (depreciation reserve) is the total of all depreciation provisions acquired as of a given date.

9.
Unrecovered cost is the  difference  between  the historical/original cost and the depreciation reserve.  It is synonymous with "net book value" of property and equipment.  (It should not be confused with similar terms referring to stockholder's equity or the net worth of the company.)

10.
Amortization is either the systematic write-off to expense of the cost of an intangible asset over the periods of its economic usefulness, or the systematic reduction of a debt.

11.
Depletion is the allocation of the cost of a natural resource to the units removed as the resource is mined, pumped out, cut, or otherwise consumed.

12.
Appreciation is an amount representing the increase over a former cost or value resulting from changed market conditions or demand for the specified property.

13.
Depreciation (valuation) is the total loss in value of property from physical, functional, and economic causes, as measured against the cost of the property.

4508.11
Accounting Principles Bulletin (APB) No. 16
A.
Background.--Medicare program policy places reliance on the generally accepted accounting principles as expressed in Accounting Principles Bulletin (APB) No.  16 in the revaluation  of  assets and gain/loss computation processes for Medicare reimbursement purposes.

To facilitate your review of CHOW transactions, the text of APB No. 16 has been reproduced.  Refer to "Accounting Standards Current Text" for revisions to the APB to prevent misapplication of accounting principles.

In certain areas, Medicare program policy deviates from that in generally accepted accounting principles.  Refer to the principles outlined in this chapter which specify when reference  to  APB No. 16 is in accordance with current Medicare policy.

The following APB Opinion No. 16 was copyright (c) in 1970 by  the  American  Institute of Certified Public Accountants, Inc.  (AICPA) and is reprinted by permission of the AICPA.
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The pages, 6-47 through 6-69.1, are reserved for APB Opinion No. 16, Business Communications.
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4509
FINAL SETTLEMENT AND APPEALS PROCEDURES

Once the reimbursement effects of the CHOW are determined, the final settlement of the affected provider cost reports may begin.  The coordinating intermediary will contact any other affected intermediaries to disseminate the results of the reimbursement review. Announce the  final settlement determination to the affected provider(s).  Their appeal rights attendant to  the reimbursement treatment commences.  The Medicare appeals mechanism is provided at two levels:  the intermediary hearing and the Provider Reimbursement Review Board (PRRB).  Key references discussed in this section are:

Regulation 42 CFR §405.1801ff; HCFA Pub. 13-2, Chapters 22, 23, and 26; HCFA Pub. 15-1, Chapters 15 and 29

4509.1
 Notice of Reimbursement Effect.--Notify all other affected intermediaries as to the results of the reimbursement review.  Include:

o
The  calculation  and  allocation  of  purchase  price  to   each provider, for use in the gain/loss calculation on the seller provider's terminating cost report.

o
The calculation and allocation of revaluation  of assets, debt, and related interest expense  for  inclusion  in   the   buyer provider's initial cost report.

o
Information, as appropriate, on treatment of any  special  issues which should be addressed in the final settlement process.

Acknowledge receipt to the coordinating intermediary.

4509.2
 Final Settlement and Notice of Program Reimbursement.--Issue a final notice of program reimbursement (NPR) to include the reimbursement effect of the CHOW in affected provider cost reports for buyer and seller.

If this is an initial NPR, it  begins a three-year period for reopening the provider's cost report.  If this is a  revised  NPR, a new three-year period does not commence.

The NPR, whether initial or revised, begins a 180-day period in which the reimbursement determinations can be appealed.

NOTE:
Providers have an additional right to a hearing before the PRRB if you have not rendered a final settlement decision within twelve months of receipt of  the provider's accepted cost report.

Due to the complexities of the reimbursement review of CHOW transactions, it is not unusual to make revisions to the initial determinations.  These  situations  can arise from administrative resolution of disputed issues, consultation with HCFA and ROs, or receipt of additional information from the affected provider(s).  Where revisions are warranted, it
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is essential that the reopening and correction process consider both the seller and buyer cost reporting periods affected by the CHOW transaction.  For example, a change in the calculation of purchase price could affect not only the revaluation of assets limitation to the  buyer but also the gain/loss calculation to the seller.

4509.3
Intermediary Appeals Process.--The intermediary appeals process is a non-adversary administrative proceeding.  Formal rules of evidence do not apply.  The admissibility of evidence is at the discretion  of the hearing officer(s).  Testimony at the hearing is not taken under oath.

For provider fiscal years ending prior to June 30, 1973, all appeals involving program reimbursement of $1000 or more are filed with the intermediary.  For years ending June 30, 1973 and thereafter, only those appeals whose reimbursement effect is at least $1000 but less than $10,000 are filed with the intermediary.

4509.4
 PRRB Appeals Process.--The PRRB appeals process was promulgated as law in §1878 of the Social Security Act; this part of the act was passed in the 1972 amendments, Public Law 92-603.  The PRRB began operations in the fall of 1974.

The PRRB is an adversary proceeding in which you are a party.  The hearing is quasi-judicial in nature,  testimony  is taken under oath, and the PRRB has the power of subpoena.  The PRRB is given the power to  affirm,  modify,  or  reverse  your determination and to make other modifications to items in the cost report.

For provider fiscal years ending prior to June 30, 1973,  the  PRRB has no jurisdiction. For years ending June 30, 1973 and thereafter, appeals having a reimbursement effect of at least $10,000 are filed  with  the PRRB.  For group or chain appeals, the  PRRB  takes jurisdiction for those whose reimbursement effect is at least $50,000  in  the aggregate on common issues of fact or of interpretation of the law, regulations and general Medicare instructions. The provider can appeal to the PRRB where you have failed to make a final reimbursement determination within twelve months of receipt of the provider's accepted cost report.

4509.5
 Intermediary Coordination.--Regardless of whether the affected providers file group or individual appeals, the coordinating intermediary also coordinates the defense of the reimbursement effect on behalf of other affected intermediaries.

The guiding principle is that the coordination of CHOW reimbursement must continue  to be coordinated among affected intermediaries throughout the appeals processes and any subsequent court litigation.

The coordination process begins when the first appeal is filed.  The coordinating intermediary is responsible for notifying all potentially-affected intermediaries of the appeal, and continues to keep them apprised of developments.
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Importantly, intermediaries should ensure that all  affected provider cost reports of both buyer and seller are reopened so that the effects of the determination by the  appeals hearing  body  can  be implemented.

Coordination also includes  preparing  and  filing  the position papers,   performing pre-hearing discovery where appropriate, coordinating any potential administrative resolution of disputed issues, taking the lead role in presenting oral testimony before the

appeals body, securing legal counsel to represent intermediaries, and implementing the determination of the appeals body.

The costs may be shared among the affected intermediaries.
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