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2100.
PRINCIPLE

All payments to providers of services must be based on the reasonable cost of services covered under title XVIII of the Act and related to the care of beneficiaries or, in the case of acute care hospitals, the prospective payment system (PPS).  (See Chapter 28 on PPS.)  Reasonable cost includes all necessary and proper costs incurred in rendering the services, subject to principles relating to specific items of revenue and cost.

2102.
DEFINITIONS

2102.1
Reasonable Costs.--Reasonable costs of any services are determined in accordance with regulations establishing the method or methods to be used, and the items to be included.  Reasonable cost takes into account both direct and indirect costs of providers of services, including normal standby costs.  The objective is that under the methods of determining costs, the costs for individuals covered by the program are not borne by others not so covered, and the costs for individuals not so covered are not borne by the program.

Costs may vary from one institution to another because of scope of services, level of care, geographical location, and utilization.  It is the intent of the program that providers are reimbursed the actual costs of providing high quality care, regardless of how widely they may vary from provider to provider, except where a particular institution's costs are found to be substantially out of line with other institutions in the same area which are similar in size, scope of services, utilization, and other relevant factors. Utilization, for this purpose, refers not to the provider's occupancy rate but rather to the manner in which the institution is used as determined by the characteristics of the patients treated (i.e., its patient mix - age of patients, type of illness, etc.).

Implicit in the intention that actual costs be paid to the extent they are reasonable is the expectation that the provider seeks to minimize its costs and that its actual costs do not exceed what a prudent and cost conscious buyer pays for a given item or service.  (See §2103.)  If costs are determined to exceed the level that such buyers incur, in the absence of clear evidence that the higher costs were unavoidable, the excess costs are not reimbursable under the program.

In the event that a provider undergoes bankruptcy proceedings, the program makes payment to the provider based on the reasonable or actual cost of services rendered to Medicare beneficiaries and not on the basis of costs adjusted by bankruptcy arrangements.

2102.2
Costs Related to Patient Care.--These include all necessary and proper costs which are appropriate and helpful in developing and maintaining the operation of patient care facilities and activities.  Necessary and proper costs related to patient care are usually costs which are common and accepted occurrences in the field of the provider's activity.  They include personnel costs, administrative costs, costs of employee pension plans, normal standby costs, and others.  Allowability of costs is subject to the regulations prescribing the treatment of specific items under the Medicare program.

2102.3
Costs Not Related to Patient Care.--Costs not related to patient care are costs which are not appropriate or necessary and proper in developing and maintaining the operation of patient care facilities and activities.  Costs which are not necessary include costs which usually are not common or accepted occurrences in the field of the provider's activity.

Such costs are not allowable in computing reimbursable costs and include, for example:

o
Cost of meals sold to visitors;

o
Cost of drugs sold to other than patients;

o
Cost of operation of a gift shop;
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o
Cost of alcoholic beverages furnished to employees or to others regardless of how or where furnished, such as cost of alcoholic beverages furnished at a provider picnic or furnished as a fringe benefit;

o
Cost of gifts or donations;


o      Cost of entertainment, including tickets to sporting and other entertainment events; 

o
Cost of personal use of motor vehicles;

o
Cost of fines or penalties resulting from violations of Federal, State, or local laws;

o
Cost of educational expenses for spouses or other dependents of  providers of services,  their  employees or contractors, if  they are not active employees of the provider or contractor;

o
Cost of meals served to executives that exceed the cost of meals served to ordinary employees due to the use of separate executive dining facilities (capital and capital-related costs), duplicative or additional food service staff (chef, waiters/waitresses, etc.), upgraded or gourmet menus, etc.; and

o
Cost of travel incurred in connection with non-patient care related purposes.

2103.
PRUDENT BUYER

A.
General.--The prudent and cost conscious buyer not only refuses to pay more than the going price for an item or service, he/she also seeks to economize by minimizing cost.  This is especially so when the buyer is an institution or organization which makes bulk purchases and can, therefore, often gain discounts because of the size of its purchases.  In addition, bulk purchase of items or services often gives the buyer leverage in bargaining with suppliers for other items or services.  Another way to minimize cost is to obtain free replacements or reduced charges under warranties for medical devices. Any alert and cost conscious buyer seeks such advantages, and it is expected that Medicare providers of services will also seek them.

B.
Application of Prudent Buyer Principle.--Intermediaries may employ various means for detecting and investigating situations in which costs seem excessive.  Included may be such techniques as comparing the prices paid by providers to the prices paid for similar items or services by comparable purchasers, spotchecking, and querying providers about indirect, as well as direct, discounts.  In addition, where a group of institutions has a joint purchasing arrangement which seems to result in participating members getting lower prices because of the advantages gained from bulk purchasing, any potentially eligible providers in the area which do not participate in the group may be called upon to justify any higher prices paid.  Also, when most of the costs of a service are reimbursed by Medicare (for example, for a home health agency which treats only Medicare beneficiaries), examine the costs with particular care.  In those cases where an intermediary notes that a provider pays more than the going price for a supply or service or does not try to realize savings available under warranties for medical devices or other items, in the absence of clear justification for 

the premium, the intermediary excludes excess costs in determining allowable costs under Medicare.

C.
Examples of Application of Prudent Buyer Principle.--

1.
Provider A consistently purchases supplies from supplier R and makes no effort to obtain the most advantageous price for its supplies.  
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Supplier W sells identical or equivalent supplies at a lower cost and is also convenient to A.  Unless the provider can clearly justify its practice of purchasing supplies from R rather than W, the intermediary excludes any excess of R's charges over W's charges.

2.
Supplier L supplies drugs to skilled nursing facility B and rents space from B to store the drugs to be used there.  The rental paid by L to B for the space would generally constitute an indirect discount on the cost of drugs and must be reflected as a reduction of the cost of drugs supplied.

3.
Dr. C, a hospital-based radiologist, purchases radiology equipment which he then leases to the provider where he is a staff member.  Costs to the provider in this case are higher than if the equipment had been leased through competitive bidding from an outside source.  The intermediary reimburses the provider only for those costs which a prudent and cost conscious buyer would pay.  Therefore, those costs which the provider pays for the equipment leased from the staff radiologist which are in excess of costs for equivalent equipment obtained through competitive bidding are denied.

4.
Provider B purchases cardiac pacemakers or their components for use in replacing malfunctioning or obsolete equipment, without asking the supplier/manufacturer for full or partial credits or payments available under the terms of the warranty covering the replaced equipment.  The credits or payments that could have been obtained must be reflected as a reduction of the cost of the equipment supplied.

2104.
UNALLOWABLE COSTS RELATED TO PATIENT CARE

2104.1
Ambulance Service.--Ambulance service is covered under Part B of the Medicare program.  A provider may furnish am​bulance service directly or it may furnish the service under arrangements with a supplier of ambulance services.  The cost the provider incurs to furnish am​bulance service is paid by Medicare on a reasonable cost basis. 

If a provider furnishes ambulance services with its own equip​ment and staff, the cost it incurs (depreciable cost of equipment, supplies, employee compensa​tion, overhead, etc.) is its cost of the service for Medicare payment purposes.  If it furnishes the service under arrange​ments, the charge to the provider by the ambulance company becomes the provider's direct cost of furnish​ing the service.  

Medicare Part B carriers have established reasonable charge screens for a wide range of ambulance services furnished by suppliers of ambulance ser​vices for which claims are billed to the carriers.  Medicare expects that the costs incurred by a provider for ambulance services furnished under arran​gement with a supplier of ambulance services will not exceed the amount a carrier would pay the ambulance supplier for the same service.  Therefore, if a provider furnishes ambulance service under arrange​ments, to the extent the provider's total costs of the services, direct costs and any indirect costs, exceeds what a carrier would pay a supplier of ambulance services for the same ser​vices in the same locality, the costs are un​reasonable and cannot be paid by the provider's inter​mediary.
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2104.2
 Private-Duty Personnel.-- The costs of private-duty nurses and other private-duty attendants are not included in allowable costs.  Services of private nurses and attendants are specifically excluded from coverage by law.

2104.3
 Luxury Items or Services.--

A.
General.-- Where provider operating costs include amounts that flow from the provision of luxury items or services, such amounts are not allowable in computing reimbursable costs.

B.
Definitions.-- Luxury items or services are those that are substantially in excess of or more expensive than the usual items or services rendered within a provider's operation to the majority of patients.  This provision should not be confused with the other provision dealing with limitations on coverage of costs as referenced in E below. Examples of luxury items or services are given below.

1.
Luxury Room Accommodations.-- Some indications which tend to support a conclusion of the existence of luxury room accommodations are (a) the room size per bed is significantly larger than the usual room size per bed in the provider's operation and (b) the room charges are higher than the rates charged by the provider for its usual rooms. Other indications which may distinguish the luxury rooms from the usual rooms are the presence of refrigerators, special beds, and lavish bathing accommodations.

2.
Luxury Food Items.-- Indications that would support a conclusion that certain food costs represent luxury items are (a) the provider maintains a separate kitchen for the preparation of special foods and (b) selected patients may order from a separate menu.  Special diets ordered by a patient's physician or that permit a patient to continue with his already established dietary habits required for good cause are not considered luxury food items.

C.
Application.-- Once it has been determined that luxury items or services have been furnished, allowable costs must be reduced by the difference between the costs of luxury items or services actually furnished and the reasonable costs of the usual less expensive items or services furnished by a provider to the majority of its patients.  Where patients request luxury items or services, the provider may charge the patients for the excess costs involved.

(See § 2l06.l for the proper handling of the full costs of items or services such as telephone, television, and radio which are furnished solely for the personal comfort of the patients.)
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EXAMPLE:

Facts
A 300-bed hospital provides 50 private luxury room accommodations which are twice the size per bed as the size per bed of the remaining private accommodations.  In addition, the luxury rooms are equipped with special beds, balconies, ceiling-to-floor length picture windows, color television sets, stereo equipment, and lavish baths.  The hospital also offers special food service to patients occupying the luxury rooms.

Determination of Allowable Costs
Where a determination has been made that a provider furnishes luxury items or services, a single nonreimbursable cost center entitled "Luxury Routine Accommodations" must be established and the excess direct and indirect cost luxury items should be determined and eliminated through cost finding.  However, where the intermediary determines that overhead costs applicable to the excess costs of luxury routine accommodations would be minimal, the adjustment to eliminate the excess costs need not be accomplished through cost finding.  Also, the total costs of such items as the color television and stereo would be eliminated from allowable costs since they are for the sole personal comfort of the patients (§ 2l06.l).

D.
Effect on Medicare Program Charges.-- For the purpose of establishing proper interim reimbursement, program charges should not reflect the excess costs applicable to luxury routine accommodations.  Rather, the portion of charges applicable to these excess costs should be billed as noncovered charges.

E.
Effect on Other Provisions of Law.-- (l972 Amendments - Public Law 92-603, Section 223 and 233.)  Where a provider furnishes luxury items or services to all patients in the facility, the provisions of this section do not apply.  Rather, the provision dealing with limitations on coverage of costs (section 223) must be applied to such a provider. Also, for purposes of applying the limitation of program reimbursement to the lower of reasonable costs or customary charges (section 223), reasonable costs do not include the excess costs of luxury items or services and customary charges do not include the portion of the charges applicable to the excess costs of luxury items or services.

2l04.4
 Dental Services.-- Compensation paid to a dentist for services to or for an individual patient are not allowable provider costs and are nonreimbursable to the provider.  The costs, however, of consultative services furnished by an advisory dentist to a provider are allowable costs, subject to the usual rules concerning reasonable costs incurred
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by providers.  Consultative services may include, for example, participating in the staff development program for nursing and other personnel and recommending policies relating to oral hygiene or dietary matters.  For a detailed explanation of the coverage of inpatient services in connection with dental procedures, see §2l0.7 of the Hospital Manual (HCFA Pub. 10).

2l04.5
Vocational and Scholastic Training Expense.-- The costs attributable to vocational, scholastic, or similarly oriented training activities conducted by providers on behalf of patients are not allowable costs.  For example, costs incurred by a psychiatric facility in operating an elementary or secondary school for patients are unallowable costs.

2l05.
UNALLOWABLE COSTS NOT RELATED TO PATIENT CARE

2l05.l
 Noncompetition Agreement Costs.--Amounts paid to the seller of an ongoing facility by the purchaser to acquire an agreement not to compete are considered capital expenditures.  Where the agreement covers a stated number of years and the provider amortizes the amount paid over the agreed number of years, the amortized costs for such agreements are not allowable costs under the program.

2l05.2
 Cost of Meals for Other Than Provider Personnel.--The cost of meals for other than provider personnel, whether served in a cafeteria, coffee shop, canteen, etc., is unallowable under the program because it is not related to patient care.  (See §2l02.3) Providers must maintain adequate cost data in order to determine the cost of these meals. (See §2300ff.)

2105.3
 Cost of Reserving Beds or Services.--


A.
Provider Making Payment to Reserve Beds or Services.--Providers may incur costs pursuant to a reserved bed agreement with another health care facility under which the provider receives guaranteed or priority placement for its discharged patients.  For example, a hospital may pay a skilled nursing facility (SNF) to set aside a certain number of beds for the hospital's discharged patients.  The cost incurred by a provider under a reserved bed agreement is not related to that provider's care of its patients and, therefore, is not an allowable cost.

B.
Provider Receiving Payment for Reserving Beds or Services.--The revenue received by a provider for reserving its beds or services is not considered related to patient care.  Therefore, the payments received are not required to be offset against the provider's operating costs.


C.
Payment-In-Kind for Reserving Beds or Services.--If, under the terms of the agreement, a provider agrees to compensate another facility for reserving its beds by providing free or discounted services rather than by cash payments, neither the provider furnishing the services nor the provider receiving the services as payment-in-kind, is entitled to be reimbursed by Medicare for the cost of the services.  (See §2328 F.)

Rev. 322
21-3.4

2105.3(Cont.)
COSTS RELATED TO PATIENT CARE
03-85
D.
Types of Agreements and Illustrations.--Providers are permitted to enter into reserved bed agreements, as long as the terms of that agreement do not violate the provisions of the statute and regulations which govern provider agreements which (1) prohibit a provider from charging the beneficiary or other party for covered services; (2) prohibit a provider from discriminating against Medicare beneficiaries, as a class, in admission policies; or (3) prohibit certain types of payments in connection with referring patients for covered services.  A provider may jeopardize its provider agreement or incur other penalties if it enters into a reserved bed agreement that violates these requirements.  


The following examples illustrate different types of reserved bed agreements and explain how each would be treated in terms of the provider agreement and reimbursement.


Illustration 1

A SNF reserves 10 beds for the exclusive use of a hospital's discharged patients.  The hospital agrees to pay $75.00 per day per bed for each day a reserved bed is held vacant.

This agreement does not violate the SNF's provider agreement.  The hospital cannot include the cost it incurs to reserve the SNF beds in its allowable costs.  The SNF does not reduce its allowable costs by the payment received from the hospital in determining program reimbursement.


Illustration 2

A SNF reserves 10 beds for the exclusive use of a hospital's discharged patients.  The hospital agrees to pay $75.00 per day per bed for each day a reserved bed is held vacant. The hospital further agrees to pay the difference between $75.00 and the Medicare reimbursement rate of $60.00 to the SNF for each day a reserved bed is occupied by one of the hospital's discharged Medicare patients.

This agreement violates the SNF's provider agreement.  The additional payment of $15.00 per day paid by the hospital is a prohibited charge imposed by the SNF on another party for services that are covered by Medicare.


Illustration 3

A SNF agrees to reserve 10 beds for the exclusive use of a hospital's discharges.  The hospital agrees to provide the SNF, without charge, a full-time registered nurse.


The agreement does not violate the SNF's provider agreement since the full-time nurse is provided for all patients and without regard to whether a Medicare patient is receiving services from the SNF.  The hospital's reimbursement would not be affected except that any costs incurred by the hospital in providing the nurse should be adjusted out of the hospital's allowable costs for purposes of determining reimbursement for any services which are reimbursed on a reasonable cost basis.  (See §2328F.)  The adjustment is necessary because the nursing cost is not related to patient care of hospital patients.  On
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the other hand, the value of the nursing service received by the SNF is not considered revenue that is offset against its allowable costs in determining reimbursement.  Similarly, the SNF may not impute the cost of the nursing services received for inclusion in its costs.

Illustration 4
A SNF agrees to reserve 10 beds for the exclusive use of a hospital's discharges.  There is no charge for holding the beds vacant, although the hospital agrees to provide the SNF, without charge, a registered nurse for each of the three shifts whenever any of the reserved beds are occupied by a Medicare covered patient.

This agreement violates the SNF's provider agreement because the nursing services are provided only when a Medicare patient is in a reserved bed and, therefore, the services of the nurse are considered to be a payment-in-kind for providing services covered under Medicare.

Illustration 5
A SNF agrees to hold at least 5 beds on a priority basis for a hospital's discharges.  The hospital agrees to provide, under arrangements, pharmacy, laboratory and radiology services for all of the SNF's patients.  The agreement specifies no charge for laboratory and radiology services and provides a 30 percent discount for pharmacy.

The agreement does not violate the provider agreement of the SNF since free or discounted services are provided to all patients and without regard to whether a Medicare patient is receiving services from the SNF.  The cost of providing free or discounted services is not an allowable cost for purposes of determining hospital reimbursement. Therefore, to assure that Medicare hospital patients do not share in the cost of the free or discounted services, the charges of the ancillary service centers are to be grossed-up to reflect the services provided to SNF patients.  (See §2314.B.)  There is no effect on the reimbursement of the SNF as a result of the free or discounted services furnished by the hospital.  That is, the SNF may not impute any costs for the free services for inclusion in its cost report; it may only include the discounted charges (if reasonable) in its allowable costs for the discounted services.

Illustration 6
A SNF agrees to accept a hospital's "complicated care" patients on a priority basis.  In return, the hospital agrees to provide free in-service education to the SNF's staff.

This agreement does not violate the SNF's provider agreement.  The hospital's reimbursement is not affected except that any costs incurred by the hospital for providing the in-service training is adjusted out of the hospital's allowable costs for purposes of determining reimbursement for any services which are reimbursed on a reasonable cost basis.  (See §2328.F.)  The adjustment is necessary because the training cost is not related to patient care of hospital patients.  On the other hand, the value of in-service training received by the SNF is not considered revenue that is offset against its allowable costs in determining reimbursement.  Similarly, the SNF may not impute the cost of training received for inclusion in its costs.

2105.4     Costs of Unsuccessful Beneficiary Appeals.--Costs incurred by providers of services on or after October 21, 1986, representing beneficiaries in unsuccessful appeals are not allowable costs.  Conversely, costs incurred by providers of services representing beneficiaries in successful appeals are allowable to the extent they are otherwise reasonable.
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2105.5
Costs of Management Employee Meals.--Costs incurred by providers for meals served to executives or management employees in excess of the costs of meals served to ordinary employees are not allowable costs.  Excessive costs of executive or management employees' meals are attributable to the use of separate dining facilities, duplicative or additional food service staff, and/or upgraded or gourmet menus.  Conversely, the unrecovered costs related to meals served to executives or management employees from common menus in common employee dining facilities are allowable to the extent that they are otherwise reasonable.

2105.6
Costs of Employee Travel.--Costs incurred by providers in conjunction with employee travel are generally allowable to the extent that they are patient care related and reasonable.  However, travel costs incurred in conjunction with non-patient care related employee travel are not allowable. Foreign travel costs are allowable only where the provider can clearly substantiate the reasonableness and patient care relatedness of the travel costs to the satisfaction of the Medicare fiscal intermediary.

2105.7
Costs of Gifts or Donations.--Costs incurred by providers for gifts or donations to charitable, civic, educational, medical or political entities are not allowable.


2105.8
Costs of Entertainment.--Costs incurred by providers for entertainment, including tickets to sporting or other events, alcoholic beverages, golf outings, ski trips, cruises, professional musicians or other entertainers, are not allowable.  Costs incurred by providers for purposes of employee morale, specifically, for an annual employee picnic, an annual Christmas or holiday party, an annual employee award ceremony or for sponsorship of employee athletic programs (bowling, softball, basketball teams, etc.), are allowable to the extent that they are reasonable.

2105.9
Costs of Employees’ Personal Use of Motor Vehicles.--Costs incurred by providers related to the personal use of provider vehicles are not allowable.


2105.10
Costs of Fines or Penalties.--Costs incurred by providers for fines or monetary penalties imposed for violations of Federal, State, or local laws are not allowable.


2105.11
Costs of Spousal or Dependents Education.--Costs incurred by providers related to the education of spouses or other dependents of owners or officers of providers of services, provider employees and provider contractors are not allowable when they are not active employees of the provider or contractor. 

2106.
COST OF TELEPHONE, TELEVISION, AND RADIO

2106.1
General.--The full costs of items or services such as telephone, television, and radio which are located in patient accommodations and which are furnished solely for the personal comfort of the patients (full costs include costs both directly associated with personal comfort items or services plus an appropriate share of indirect costs) are not includable in allowable costs of providers under the Medicare program.  To illustrate, the full costs of telephones used solely for the personal comfort of patients include not only costs directly associated with these telephones, such as the rates billed by the public utility, but also an appropriate share of indirect telephone costs, e.g., operators' salaries, equipment, space-related costs of switchboard and other equipment, etc., as well as any other overhead that may be applicable thereto.  The costs of television and radio services are includable in allowable costs where furnished to the general patient population in areas of providers other than patient accommodation, e.g., day rooms, recreation rooms, waiting rooms, etc.

The cost of a nurse-patient communication system that has no capability for other than communications between patient and nurse (or other facility employees) are includable in allowable 

costs.  Similarly, cost of closed circuit television monitoring systems used by providers for surveillance of patients or for security, teaching, or demonstration programs which serve purposes of patient care or which are otherwise needed for the provider's operations and have no capability beyond these stated purposes are includable in allowable costs. 
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The cost of television and radio located in lounges and other areas designated for the use of provider employees is includable in allowable costs.

2106.2
Combination Purpose Systems.--Some nurse-patient communication systems based on closed circuit television are used in part for bringing in outside entertainment. Likewise, some patient communication systems operate through the telephone line and such a system may also be used, in part, by the patient for making or receiving outside calls.

Where providers use the combined systems, the basic cost of the components designed and used for patient care communication is an allowable cost.  Any incremental costs attributable to the additional components or capability for providing the patient's entertainment or convenience are not allowable and must be excluded.  Where this distinction cannot be clearly made, particularly as it applies to maintenance, the intermediary may approve an allocation covering these incremental costs (usually nominal) based on an equitable sharing.

Occasionally, nurse call systems which do not provide closed circuit television for patient care services are tied by some adjunct linkage into the audio component of a television set.  In such instances, the cost of the set and maintenance of the equipment providing the television capability is not an allowable cost, except to the extent the provider can demonstrate and the intermediary approves an equitable share (usually nominal) attributable directly to costs arising out of the adjunct linkage and use of the set for nurse call.

2107.
PARKING LOT COSTS

2107.1
General.--The cost incurred for provider-owned or rented parking facilities, parking lots, and/or garages are allowable costs provided the parking facilities are for the use of patients, visitors, employees, and other provider purposes.  Examples of allowable costs for a provider-owned parking facility include depreciation on the surface and structure (excluding land), interest on related loans, and other operating expenses.  Costs related to the preparation of the land such as demolition of existing structures, clearing, and grading costs are added to the cost of the land and are unallowable.

The allowable costs for provider-rented parking facilities are limited to the reasonable rental paid on which the provider has a legal obligation to pay.  Where the rental is paid to a lessor related to the provider through common ownership or control, the guidelines set forth in Chapter 10, "Cost to Related Organizations," are applicable.

2107.2
Treatment of Parking Revenue.--Where a provider receives no revenue from parking lots, the allowable costs recognized under §2107.1 are reimbursed, subject to apportionment.  Where, however, a provider elects to charge a fee for the use of these facilities, such revenue is treated under Medicare as follows:

A.
Parking Revenue from Persons Other Than Employees and Physicians.--Where parking revenue is received from persons other than employees and physicians, the revenue is offset against parking lot costs attributable to such persons.  If parking revenue exceeds the related costs, the excess revenue is not used to reduce employee and physician parking costs (or other provider costs) so long as the provider can demonstrate a reasonable and equitable basis for allocating parking costs between (1) employees and physicians, and (2) other persons.  Where such an allocation is not determinable, the total allowable cost of provider-owned or rented parking facilities is reduced by all parking facility revenue.

B.
Parking Revenue from Employees or Physicians.--Revenue from employees and physicians for parking must be used to reduce related allowable parking costs.  If employee and physician parking revenue exceeds related costs (i.e., parking costs for employees and physicians), any excess revenue is applied against other parking costs, but not against other allowable costs.
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