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2ll0.

REIMBURSEMENT OF FRANCHISE FEES

2ll0.l
General.--In recent years, a number of firms have entered the field of franchising nursing homes.  The stated objective of some of these firms is to franchise facilities that provide short-term skilled nursing services which, in concept, parallel the services provided by the extended care facilities as defined in the Social Security Act.  A number of franchised facilities are presently participating in Medicare as extended care facilities, and it appears that this number may increase.

The basic policy on evaluating provider claims for franchise expenses is that franchise fee payments are excluded from allowable costs, except where application of the procedures described in the following sections and in §§ 2l33ff. of the Provider Reimbursement Manual enables the intermediary to identify and evaluate a franchise holder's claim for reimbursement for the specific services furnished or made available by the franchiser.  Although some franchise fee payments may those be allowable in determining reimbursement under Medicare, the allowed costs of franchised institutions should not exceed the costs of a franchised institution (including any allowable costs for franchise payments recognized by the program) are not recognized or allowed to the extent they are out-of-line with similar institutions in the same area (see health insurance regulations, section 405.45l(c)(2)). The burden of furnishing sufficient evidence to establish the allowable level for Medicare reimbursement lies with the provider.  (See §§ 2l33ff. of the Provider Reimbursement Manual for the reimbursement policy concerning payments to a franchiser.)

2ll0.2
Description of Franchise Arrangements.--In exchange for payment of various franchise fees, the franchiser generally provides a development package, including detailed information on the financing, building, and operation of a nursing home.  Thus, the franchiser provides management planning, specialized development services, and continuing operational assistance; while the franchise holder provides the investment, takes the risk, and carries the management responsibility of a private entrepreneur.  The franchise holder also receives benefit of the national or regional reputation of the franchiser.  Generally, most of the services provided by a franchiser to an individual franchise holder relate to assistance in the initial phase of the facility's development.  The services subsequently provided by the franchiser are, in comparison, of lesser scope.  On the other hand, the fee payments to the franchiser are not substantial after the business is in operation, since under the usual franchise arrangement a continuing percentage of gross revenues is paid to the franchiser for the life of the contract.

2ll0.3
Types of payments Made by Franchise Holder.--The fees charged to a franchise holder generally are:
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l.
A one-time payment for preliminary analysis (feasibility study) of the site under consideration that is earned by a franchiser even where a franchise is not granted.

2.
A one-time license fee when a license or franchise is granted, the amount of which is related to the size of the facility.

3.
A continuing royalty fee, generally determined on the basis of a percentage of the gross revenues from routine services and a percentage of gross revenues from ancillary services.

4.
A fee related to territorial rights of a licensee to fully develop a specific area, sometimes including the right to issue sublicenses in the area.

2ll0.4
Uniform Amount for Available Services.--Each intermediary should submit to the Division of Policy and Standards, Bureau of Health Insurance, Social Security Administration (SSA), its recommendation about the amount of the uniform annual amount that should be allowed for backup or retainer-type services of the franchiser.  This recommendation should be supported by appropriate rationale and analysis under the provisions described in § 2l33.l0 of the Provider Reimbursement Manual.  Where providers are affiliated with a franchiser served by different intermediaries, SSA will coordinate and analyze the recommendations of the intermediaries involved.  After obtaining such information from intermediaries servicing franchised providers, SSA will advise intermediaries of the amount allowed for each franchiser.

In recommending a uniform amount, care should be exercised by intermediaries to assure that the franchiser has the ongoing capacity to furnish to its franchise holders, as and when required, the services said to be available.  Information about the nature of the services available will be obtained from the franchiser and confirmed by franchise holders.  The degree to which services were furnished when requested by other franchise holder would be evidence of the actual availability of service.  Although the uniform amount will be continuing, it will be reviewed each year based on all available information to ensure that the previously specified uniform amount appropriately reflects the services available from the franchiser.  As necessary, the intermediary will submit to SSA its recommendations for changes in the uniform amount.

2ll0.5
Management of Provider.--As part of the information necessary to determine if any franchise fee may be allowable cost, the intermediary should ascertain--for the provider in question--how the management responsibilities of the institution are apportioned between the owners and the franchiser. For example to what extent does the franchiser supervise day-to-day activities?  Was the administrator selected by the franchise holder or franchiser?  What are the administrator's responsibilities to the owners?  To what extent is there personal involvement or participation by the ownership in the day-to-day operation of the institution?
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2ll0.6
Interrelationship of Management Fees and Franchise Fees.--The instructions contained in §§ 2ll0ff. of this chapter or in §§ 2l33ff. of the Provider Reimbursement Manual do not apply to: (l) management fees arrangements, or (2) franchise arrangements vesting so great a control over the operations of an institution in the franchiser (or management) organization that the owner may be considered an absentee owner and that the franchiser has all management responsibilities.

2ll5.

UTILIZATION REVIEW PAYMENT; INTERMEDIARY DETERMINATION OF REASONABLE COST (See also Provider Reimbursement Manual, §2l26.4).

2ll5.l  
Individual Payment Evaluation.--In all cases the intermediary should measure or evaluate the reasonableness of the payment level for which reimbursement is claimed by considering:

A.
The prevailing hourly rate being paid for such services in the area or a comparable area. "Prevailing hourly rate" in this context means that rate most frequently used in the area for rendering commensurate utilization review services; and

B.
The hourly rate the intermediary pays individuals doing case review work on a comparable professional level or other similar work in its own business, or for Medicare, in the same area or in an area having comparable salary levels.

When it comes to the attention of an intermediary that an amount is being paid or requested that exceeds the reasonable cost for such services, the intermediary should determine and evaluate the basis or rationale for the payment level as soon as possible.  By so doing, retroactive disallowance of a cost may be avoided.  A level of payment above that prevailing in an area should be considered allowable only where unusual circumstances are demonstrated to warrant such additional payment.

2ll5.2
Provider Utilization Review Activity Evaluation.--Intermediaries should also measure the cost of utilization review services for each provider on a Medicare patient day basis; i.e., the cost per Medicare patient day for physician utilization review services. Also to be measured are the cost per Medicare patient day of administrative expenses where such amounts are available--such as where administrative costs of a community-based utilization review group are included in allowable costs. To the extent possible, such data should enable an intermediary to compare the cost of utilization review activity in one provider with that incurred by other providers.

2ll5.3
Aggregate Cost of Utilization Review Committee.--Intermediaries must evaluate the costs incurred by utilization review committees, both as to the payment to individuals and aggregate cost. Aggregate costs may be excessive where payments to members for meetings of the entire body of the utilization review committee are an unusually high portion
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of the cost incurred for overall utilization review activity.  For example, in one instance l4 physicians reviewed cases in 23 extended care facilities.  It was the practice of the committee to meet once a quarter to coordinate activities.  The facilities serviced by the utilization review group, however, had low utilization by Medicare beneficiaries and the entire committee reviewed only an average of 40 to 50 cases a quarter.  The intermediary determined that because of the low number of cases reviewed per quarter and the large number of physicians on the committee, the cost of the quarterly meeting far exceeded the cost of the actual case review for the same period of time.  In such a situation, the intermediary should contact the State agency, providers, and community-based utilization review group to determine if the utilization review function could be effectively handled by rotation of members, by a committee whose size was more closely related to the workload of the institutions, or by some other method whereby the costs incurred would be reasonable in terms of the institution's utilization review needs.
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2l20.
COMPENSATION OF OWNERS

2l20.l
Procedures for Establishing ranges.--

A.
General.--To assist in evaluating the reasonableness of a claim for compensation to owners, ranges of reasonable compensation are established based upon surveys of administrative salaries paid to individuals other than owners in proprietary and nonproprietary providers.  These surveys are conducted at 3-year intervals, beginning in l968.  In intervening years, the ranges are updated to approximate changes in the fair market value of services rendered.

l.
Update of Ranges In Intervening Years.--The survey of compensation to nonowners conducted in a given year is used to establish ranges for cost reporting periods ending in that year. For each of the next 2 years, those ranges will be updated to reflect changing economic conditions. This is accomplished through the use of a factor which is estimated to represent the increased/decreased fair market value of the owner's services. For cost reporting periods ending on December 3l, the adjustment factor established for a given year is applied to the previous year's ranges to produce updated ranges.  For cost reporting periods ending prior to December 3l of a given year, an appropriate portion of the adjustment factor is used, taking into account the number of months of the provider's cost reporting period falling in that year.

EXAMPLE l:
The range of reasonable compensation for owner administrators of a particular class of provider was established at $l0,000 to $l4,000 based on the l968 survey.  For cost reporting periods ending December 3l, l969, the adjustment factor established for l969 (6 percent) was applied and the range of reasonable compensation was updated to $l0,600 to $l4,840.  In the following year, a provider whose cost reporting period ends on December 3l, l970, would be placed within a range of reasonable ends on December 3l, l970, would be placed within a range of reasonable compensation of $ll,236 to $l5,730, determined by applying the adjustment factor established for l970 (6 percent) to the previously adjusted range.

EXAMPLE 2:
Assuming the same facts as in Example l, for a cost reporting period ending on August 3l, l969, the range of reasonable compensation would be computed as follows: the l968 range is updated by that portion of the adjustment factor which is applicable to those months of the provider's cost reporting period falling in l969.  This would be 4 percent, computed by multiplying the adjustment factor established for l969 (6 percent) by a fraction, the numerator of which is the number of months in the provider cost reporting period falling in l969--8--and the denominator of which is the total number of months for which the 6 percent adjustment factor is applicable--l2:  8/l2 x 6 percent = 4 percent.  This would result in a range of reasonable compensation of $l0,400 to $l4,560.  For the same provider's cost reporting period ending August 31, l970, the updated range would be computed as follows:  the l968 range is updated by the adjustment factor for calendar year l969 (6 percent) to establish an
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adjusted range of $l0,600 to $l4,840.  The adjustment factor for l970 (6 percent) is then multiplied by a fraction, the numerator of which is the number of months in the provider's cost reporting period falling in l970-8, and the denominator of which is the total number of months for which the l970 6 percent adjustment is applicable (l2):  8/l2 x 6 percent = 4 percent. This 4 percent adjustment is then added to the updated range for calendar year l969 to produce an updated range of reasonable compensation for the provider's cost reporting period ending August 3l, l970--$ll,024 to $l5,434.

2.
Factors for Updating Ranges.--In order to update the ranges of reasonable compensation paid to owners occupying administrative positions in providers, the following adjustment factors have been established:

a.
Calendar Year l968--ranges established based upon survey.

b.
Calendar Year l969--6 percent (estimate increase in cost of living for l969).

c.
Calendar Year l970--6 percent (estimated increase in cost of living for l970).

d.
Calendar Year l97l--ranges established upon survey.

e.
Calendar Year l972--3.3 percent (estimated increase in cost of living for l972).

f.
Calendar Year l973--5.5 percent (Cost of Living Council standard consistently applied to all executive and administrative salaries during l973, without regard to type of industry).

g.
Calendar Year l974--ranges established based upon survey.

h.
Calendar Year l975--9.l percent (estimated increase in cost of living for l975).

i.
Calendar Year l976--5.8 percent (estimated increase in cost of living for l976).

j.
Calendar Year l977--6.5 percent (estimated increase in cost of living for l977)..


k.
Calendar Year l978--7.7 percent (estimated increase in cost of living for l978).


3.
Application of New Compensation Ranges to Settled Cost Reports That Cover Periods Ending in the First Year to Which the New Ranges Apply.--Ranges of reasonable compensation are based on periodic surveys of provider administrative salaries paid other than owners by proprietary and nonproprietary providers.  The salary data collected are salaries paid in the calendar year immediately preceding the calendar year in which the periodic survey is conducted.  Ranges based on these surveys are first applicable to cost reporting periods which end in the calendar year for which the salary data is collected.
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Sometimes cost reports for these periods are settled by intermediaries before the new ranges are available.  If the intermediary determines, upon receipt of the new ranges, that further adjustments must be made to the amount of owner's compensation recognized by the intermediary, then the intermediary may utilize the procedure explained in § 204l.2.  This is a simplified method by which the effect on Medicare reimbursement of minor adjustments to claimed costs can be determined without a second step down cost finding process.

B.
Intermediary Responsibility.--Intermediaries are responsible for (l) gathering data on the claimed compensation of owners of proprietary providers, (2) obtaining a complete description of the actual duties and qualifications of the owners, (3) obtaining information regarding the institution (its size, location, services offered, etc.), (4) obtaining information about the compensation paid nonowners for similar services, (5) furnishing nonowner compensation data classified by type of provider and position to the regional offices for use in establishing ranges of reasonable compensation, (6) applying the ranges of reasonable compensation, and (7) furnishing to the appropriate regional office, as required, a report concerning owners compensation decisions made. (See §2l20.3.)

C.
Regional Office Responsibilities.--The general responsibilities of the regional offices include the following:  (l) ensuring that intermediaries obtain adequate salary data, (2) consolidating the salary data furnished by intermediaries into ranges of reasonable compensation for various positions by type of provider, (3) issuing ranges of reasonable compensation to intermediaries, (4) monitoring intermediary performance to assure that the ranges of compensation are being followed.

D.
Data on the Qualifications, Duties, and Compensation of Owners.--In all situations in which compensation is being claimed for the services of an owner, the provider is required to furnish details regarding the amount of the compensation, the owner's actual duties and responsibilities and a description of the institution (size, services offered, etc.).  For example, the following sample questionnaire would elicit the needed data about owner-administrators of SNFs.
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OWNERS COMPENSATION QUESTIONNAIRE

PROVIDER NAME and ADDRESS 


             Provider No.______________

             Reporting Year Ended______

Name of Owner______________________________
             Amount Claimed $_________

(for  whom compensation is claimed)

l.
Patient care function for which compensation is claimed:  (Check One.)

    ____
Administrator    ____Assistant Administrator    ____Medical Director

    ____Other (Identify and give a brief work description or attach a resume.)

____________________________________________________________________

____________________________________________________________________

____________________________________________________________________

____________________________________________________________________

____________________________________________________________________

____________________________________________________________________

____________________________________________________________________

____________________________________________________________________

____________________________________________________________________

2.
Number of beds in reporting period:  (Check one; if only a portion of the institution is certified but services are rendered for entire institution, please check here___ and indicate total beds for entire institution.)

___Under 25

____75-99

____Over 200,enter No.______

___25-49


____l00-l49

___50-74


____l50-l99

3.
Average hours worked by owner each week in the operations of the provider ________.

If more than 40 hours, or if rendered in other than normal working hours (i.e., 9:00 a.m. to 5:00 p.m.) please state actual time and days worked on a separate sheet.

2-ll2
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             Provider No.______________

4.
Does Owner have any other occupation?

Yes____  No____.  If yes, please describe below.

Hours of Work

Per Week

Occupation________________________________________
____________________

Occupation________________________________________
____________________

Occupation________________________________________
____________________

5.
Does owner have any interest in any other institution?    Yes___ No____.

If yes, please describe below, and indicate if a Medicare provider.

Hours of Work

Per Week

Facility name_______________________________________
___________________

Facility name_______________________________________
___________________

Facility name_______________________________________
___________________

6.
Duties other than administrative actually performed by owner.

(Check where applicable.)

____Accounting       


____Public Relations

____Purchasing



____Other (Please identify)__________________

____Personnel



         ____________________________________

7.
Experience of Owner in the Health Care Field:

     Type of Experience


No. of Years
___________________________________________________
____________

___________________________________________________
____________

___________________________________________________
____________

___________________________________________________
____________
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             Provider No.______________

8.
Education of Owner:  (Indicate highest academic standing.)

No. of Years
_____College degree




____________

_____Graduate school of hospital administration

____________

_____Special courses (Identify.)________________

__________________________________________

Total years of education beyond high school

____________










____________

9.
Is an assistant administrator employed?   ____Yes   ____No

Name ________________________________________________

Duties________________________________________________

_____________________________________________________

10.
Is a comptroller or business manager employed.   ____Yes.   ____No.

11.
What types of services, other than skilled nursing services, are offered by this facility 

either by your own employees or contracted from outside the facility?  (Check applicable items).

Outside

Services


Employees

Contracts
Not Offered
Medical consultation

____


____

____

Pharmacy



____


____

____

Clinical laboratory


____


____

____

X-ray




____


____

____

Physical therapy


____


____

____

Occupational therapy

____


____

____

Speech therapy


____


____

____

Others:

________________________________

________________________________
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             Provider No.______________

l2.
How many people are employed other than the owner listed above?

 Full Time

 Part Time
Administrative staff






_________

_________

Doctors







_________

_________

Pharmacists, therapists and technicians



_________

_________

Registered nurses






_________

_________

Licensed practical nurses





_________

_________

Aides and orderlies






_________

_________

Others:

______________________________________


_________

_________

______________________________________


_________

_________

l3.
What is the estimated service area of this facility? (Check one.)

Radius of      ____ Under 20 miles      ____ 20 to 50 miles      ____ 50 to l00 miles

                        ____ Over l00 miles.

l4.
What is the estimated population in the area served?  (Check one.)

____Under l0,000  

____25,000 to l00,000

____Over 250,000

____ l0,000 to 25,000

____l00,000 to 250,000

l5.
List all affiliations and accreditations now in effect for this facility

(such as: ANHA, AHA, JCAH, etc.).

________________________________________________________________________

________________________________________________________________________

________________________________________________________________________

l6.
List all hospitals with which this facility has transfer agreements

(name and location).

________________________________________________________________________

________________________________________________________________________

_______________________________________________________________________

I certify that the above information is correct to the best of my knowledge and belief.

_____________________________________________________       ___________________

     Name and Title 





  Date
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E.
Obtaining Data on Nonowner Salaries.--Surveys shall include a sampling of both proprietary institutions and comparable nonproprietary institutions in the same geographical area. If the intermediary is unable to obtain data from a particular extended care facility, the salary paid to nonowner administrators and assistant administrators of that facility may be extracted from its l97l cost report, if available.  However, this alternate source is in the nature of a last resort, and every effort should be made to insure that all facilities surveyed, including extended care facilities, make accurate and timely responses to the survey.  Requests should be limited to the positions under consideration and only to those type providers where a comparison of the salaries paid an owner is required.  Thus, for example, a salary data need not be requested from hospitals above 300 beds if all the owner-administered institutions are significantly below that size. It would likewise be unnecessary to conduct a survey of all hospitals with more than 300 beds when a region contains only a small number of owner-administered institutions of that size.

Surveys of the compensation paid nonowners for services comparable to those for which compensation is claimed by owners are generally needed only for the top executive positions (e.g., administrator, assistant administrators, comptroller, medical director).  For other services, intermediaries should have adequate knowledge of the general range of compensation paid for such services eliminating the need for detailed surveys to be conducted.  Thus, for example, where the wife of the owner of an institution occupies one of the nursing positions, the intermediary generally should have adequate knowledge of the compensation level for such position.

Situations have been encountered where nonowner operated institutions have been reluctant to furnish the requested information.  Frequently, the reason for this reluctance is the provider's concern that the confidentiality of the salaries paid will not be respected.  If only a few such cases are encountered, the results would not be materially affected.  However, if this occurs frequently, the intermediary should contact the provider to explain (l) the need for the information, (2) the fact that it is available upon audit, and (3) that the confidentiality of the information will be respected.

F.
Alternative Means for Obtaining Salary Data on Nonowners.-- In some cases a regional office may find it possible to obtain the necessary nonowner salary data without conducting intermediary surveys.  Such alternative sources might include State nursing home associations (and other provider associations), and State health and welfare agencies.  The regional office might also wish to utilize these alternative sources to supplement the data obtained through intermediary surveys.  The regional office will advise the intermediaries if surveys shall be deemed unnecessary.
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G.
Coordination with Welfare and Medicaid Programs.--The Bureau supports, and title XIX approves, regional office contact with officials of State welfare and Medicaid programs regarding the feasibility of a joint effort to (l) establish ranges of reasonable compensation or (2) evaluate the reasonableness of compensation in a specific case where a State reimburses proprietary providers on a cost-related basis or where there is provision for an evaluation of the reasonableness of the compensation of owners on a basis comparable to that under the Medicare program.  Intermediaries will be advised by the regional offices of the results of these discussions where this approach is to be used, and should cooperate with State officials in this matter.

H.
Furnishing of Salary Data by Intermediaries to Regional Offices.--It is essential that intermediaries furnish regional offices details about the salaries paid nonowners in a uniform manner.  The following is the format for transmittal of this data:

l.
State

2.
Type (hospital, ECF, HHA)

3.
Position (e.g., Administrator)

4.
Bed Size--suggested intervals 0-24, 25-49, 50-74, 75-99, l00-l49, l50-l99, 200-249, over 250 (identify actual number).  For home health agencies, number of visits should determine size.

5.
Location (urban, suburban or rural)--optional by RO

6.
Services classification (high, low, average)--optional by RO

7.
Compensation distribution--number of institutions at each compensation level.

Using the above format, an intermediary upon completion of the surveys of nonowner compensation might report the following:

(l) Year--l9__

(2) Name of State

(3) Type of Provider--ECF

(4) Position--Administrator

(5) Size--l00-49 beds

(6) No location breakdown (i.e., urban or rural) since not required by regional office.
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(7) Services--average range and scope of services

(8) Compensation Distribution--2 at $l0,000

     l at $ll,000

    3 at $l2,000

    2 at $l3,000

    2 at $l4,000

    1 at $l7,000

    ll institutions.

I.
Establishment of Ranges by Regional Offices.--In establishing ranges of reasonable compensation, regional offices will identify the general pattern of compensation paid for a certain type of position by various categories of providers.  Thus, any extremes--both high and low--should be excluded from the compensation distribution used in establishing the range of reasonable compensation.  In addition to the range of compensation, regional offices also identify the actual median compensation (i.e., midpoint in salary distribution) paid for the particular position.

EXAMPLE:
The compensation paid for a particular position by a certain class of providers is as follows:

 l at
$ 7,000

2 at
$ll,000

3 at
$l2,000

2 at
$l3,000

 l at
$l4,000

5 at
$l5,000

2 at
$l6,000

 l at
$2l,000

Since the compensation seems to fall primarily in the $ll,000 to $l6,000 range, this will be established as the range of reasonable compensation.  The median compensation is $l4,000 since there were eight salary amounts above and eight salary amounts below this figure.

Before being released to intermediaries, the ranges developed by regional offices are first sent to the Division of Provider Reimbursement and Accounting Policy, BHI, for review.
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J.
Utilization of Ranges by Intermediaries.--Intermediaries are responsible for determining where, within the range of reasonable compensation, an individual owner should be placed.  In making this determination the factors enumerated in § 904.2 of Chapter 9 of the Provider Reimbursement Manual are to be applied.  This includes consideration of an owner's actual duties, education and experience.  The median compensation amount would generally be an appropriate basis for evaluating the compensation of an owner considered by the intermediary to have average qualifications. The intermediary should not grant an allowance for compensation that exceeds the approved ranges established for comparable nonowners by the BHI regional office, except in unusual circumstances.  Such an unusual circumstance might exist where the provider has certain characteristics or the owner has special qualifications and experience which would make comparison with other institutions unrealistic.  In all cases where an intermediary grants an allowance for owners compensation, whether such allowance is within the approved ranges or not, the intermediary must adequately document the various factors which were considered in granting the allowance.

We recognize the difficulty in "quantifying" these fairly subjective findings.  One intermediary has developed a point system for determining where an owner-administrator of an extended care facility should be placed within the range (see below).  While BHI is not requiring the use of this procedure, we are making it available to other intermediaries if they believe it will be helpful.

Point System for Placing Owner-Administrator of Extended Care Facility Within Range of Reasonable Compensation

Total Points
l.
Years of work experience in health care field.  

(Four experience points for each year up to a 

maximum of 40 points)



___________


        X4
_________

2.
Years of formal education beyond high school.  

(Five education points for each year to a 

maximum of 30
points)



___________

         X5
_________

3.
Duties other than administration

actually performed.

a.
Accounting



___________

b.
Purchasing




___________

c.
Personnel




___________

d.






___________

e.






___________

(4 duty points for each--

maximum of l5 points)
_________
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4.
Geographical location served by home

a.
Rural (under l0,000 population)  (8 points)
_________

b.
Urban (l0,000-l00,000 population)  (ll points)
_________

c.
Metropolitan (over l00,00 population)  (l4 points)
_________

Geographic points  
_________

5.
Negative points for Assistant Administrator.  An Assistant Administrator is anyone who shares administrative responsibility, no matter what the title (Assistant Administrator, President, Medical Director, etc.).

___l-24 beds, 20 points

___25-40 beds, l5 points

___50-74 beds, l0 points

___75-l00 beds, 5 points

Points to be deducted
_________

Total Administrator Points (l00 maximum)
_________


_________

Illustration
After applying the evaluation schedule in a situation where an owner-administrator receives a total of 60 points out of a possible l00 or 60 percent, the allowable compensation for an owner will be the sum of the bottom amount of the range plus 60 percent of the difference between the top and the bottom.  Thus, if the range of reasonable compensation was established as $l4,000-$20,000, the reasonable compensation for the owner is $l7,600 determined as follows:

Top of range


$20,000

Bottom of range

$14,000
$  6,000

  X    60%

   $ 3,600

Bottom of range

   $l4,000
      Reasonable Compensation
   $l7,600
2-l20
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2l20.2
Miscellaneous.--

A.
Partially Certified Providers.--Where a provider has only a portion of its total beds certified, it should be classified by the total bed capacity of the entire institution--e.g., the services of an owner-administrator of a l50-bed nursing home of which 50 beds are certified as a distinct-part SNF should be evaluated in terms of the salaries paid administrators of institutions in the l50-bed class.  Of course, since the owner presumably renders services for the entire institution, only a proportionate amount of the owner's salary would be allocated to the distinct part by the cost finding procedures.

B.
Owner Servicing Several Institutions.--Where an owner services several institutions, whether or not all are participating as Medicare providers, one technique for evaluating the reasonableness of the compensation might be to total the beds in each of the institutions and evaluate the compensation in terms of the range applicable to the total bed category.  Thus, where an owner performs services as the administrator of two l00-bed institutions, his total compensation might be evaluated in terms of compensation paid for comparable services by institutions in the 200-bed class. The share of the total compensation for each facility would then be determined by the percentage of the time spent in rendering services in each facility.  In all cases where an intermediary is aware that an owner has some interest in a facility served by another intermediary, both intermediaries must coordinate their actions.

C.
Nominal Amounts Paid Several Owners.--Nominal compensation to owners should not be automatically accepted by intermediaries.  A full evaluation of the services rendered frequently discloses that the owner does not perform any services actually related to patient care.  For example, a $2,000 payment to an owner may be labeled "director's fees" and yet the only services rendered consisted of his attendance at a board of director's meeting held twice a year.  This type of arrangement has frequently been used to shift compensation above the maximum permitted to persons related to the owner. Compensation paid to an employee who is an immediate relative of the owner of the facility is also reviewable.  (See § 902.5 of HCFA Pub. 15-1.)

D.
Fringe Benefits.--In obtaining data on the compensation received by nonowners, the value of all fringe benefits received (pension payments, personal use of car, meals received, etc.) should be included.
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2l20.3
Reporting of Owners Compensation Determination to Regional Offices.--Effective July 1, 1985, regional offices at their discretion may require intermediaries to submit a report of the information listed below for owners compensation determinations, including appealed determinations, made by the intermediary.  Reporting may be required to the extent deemed necessary by the regional office but not more frequently than monthly.  (Previously, the report was required monthly.)  

l.
Name and type of provider and provider number.

2.
Descriptive title of services rendered.

3.
Owners compensation claimed.

4.
Description of provider--State, bed size and, if required by regional office, classification of services and geographical location.

5.
Owners compensation allowed.

6.
If compensation outside the established range was allowed, an explanation must be furnished explaining the basis for the determination.

If a prior determination previously reported to the regional office on the amount of owners compensation considered reasonable has been revised, this, too, should be included and an appropriate notation made on the report.

2-l22
Rev. 335

6-75
DETERMINATION OF PROVIDER COSTS
2l30.2

2l30.
PRUDENT BUYER

2l30.l
General.--As discussed in § 2l03 of the Provider Reimbursement Manual, it is expected that a provider of service, like any prudent and cost-conscious buyer, will not only refuse to pay more than the going price for an item or service, but also will seek to economize by minimizing cost.  Where a provider chooses to pay above the going prices for an item or service in the absence of clear evidence that the higher costs were unavoidable, the intermediary will exclude excess costs in determining allowable costs under Medicare.

In order to determine whether the provider is paying more than the going price, intermediaries may employ various means for detecting and investigating situations in which costs seem excessive.  They may include such techniques as comparing the prices paid by providers with the prices paid for similar items or services by comparable purchasers, and spotchecking and querying the provider 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 very favorable prices because of the advantages gained from bulk purchasing, any potentially eligible providers in the area which do not participate in the group should be required to justify any higher prices paid.

The application of this concept by intermediaries does not envision that intermediaries will spend audit funds routinely in attempts to locate situations where a provider may have failed to act prudently in one or more aspects of its business operations or transactions. Rather, it intends that intermediaries be alert, from their professional contact with providers and their cost report settlement process, to situations where a provider's costs of operations will become or in fact already are out of line (i.e., appear unreasonable) with similar costs of comparable providers.  Where such situations are noted, the Medicare program expects the intermediary to evaluate the out of line cost, using all appropriate methods available, one of which would be an evaluation of the management practices of the provider that contributed to the incurrence of the excess cost.  If it is determined by this effort that the cost is out of line with what comparable providers incur because the provider, among other things, failed to act prudently when incurring the cost, that portion of the cost which exceeds what comparable providers incurred constitutes unreasonable costs not reimbursable by Medicare.

2l30.2
Situation Requiring Close Scrutiny.--Wherever there are dealings between ostensibly unrelated providers and suppliers, but where there is reason to suspect that there is, in fact, a financial relationship between the two, intermediaries shall examine costs purportedly incurred with special care to assure that all direct and indirect discounts were reflected in determining costs.  Where, for example, a supplier of drugs "rents" space from a skilled nursing facility to store drugs for use in
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the facility, the rental paid by the supplier to the provider would generally constitute an indirect discount on the cost of drugs which must be reflected as a reduction of the cost of drugs supplied.

Also, when most or all of the recipients of a service are Medicare beneficiaries, costs incurred should be examined with particular care to ensure that the providers are motivated to seek discounts or exercise prudence to the degree they otherwise would. Particular attention should be given to situations where a provider contracts with an outside supplier to render various services.  The intermediary should determine whether it would have been feasible for the provider to provide the services more economically by hiring additional personnel on a part-time or full-time basis.

2l30.3
Reimbursement of Claims Involving Excess Costs.--The fact that a provider has paid more than the going rate for an item or service because he is unaware of alternative sources of supply or of the discounts available in his area does not of itself justify waiving the "prudent buyer" rule. In cases where the intermediary finds that judgements about the "going price" for an item or service might reasonably differ, the intermediary may reimburse the provider for the costs in incurred.  In such cases, the intermediary shall send and maintain a record of a written notice to the provider that the costs involved are out of line and that similar costs will be disallowed in the future.

Where excessive costs result from purchases made to secure a financial or other advantage for the provider or made knowingly in disregard of cost considerations, any reimbursement which may have been made in excess of those costs determined to be reasonable constitutes an over-payment.  Intermediaries shall notify the provider of such overpayment and begin immediately to recover the excess amount.

2-l26
Rev. 95

7-78
DETERMINATION OF PROVIDER COSTS
2l32.l

2l3l. 
COST OF DRUGS AND RELATED MEDICAL SUPPLIES

It is implicit in the concept of reasonable cost reimbursement that actual costs be paid only to the extent they do not exceed the costs a prudent and cost-conscious buyer would incur for a given time. The prudent buyer not only refuses to pay more than the "going price" for the supplies it purchases, but seeks to minimize its costs through effective purchasing, obtaining quantity and other discounts. For purchases made on or after the effective date of a final maximum allowable cost (MAC) determination, the allowable cost for any multiple-source drug for which a MAC (see § 2ll9A of the PRM-Part I) has been established may not exceed the lowest of:  (l) the actual cost, (2) the amount which would be paid by a prudent and cost-conscious buyer for the drug if obtained from the lowest-priced source that is widely and consistently available, whether sold by generic or brand name, or (3) the MAC.  An exception to these limitations is provided (see § 2ll9C of the PRM-Part I) where a physician certifies the medical necessity of the particular drug prescribed.  The allowable cost may not exceed the amount which would be paid by a prudent and cost-conscious buyer for the same item, whether it is for a drug for which a MAC exception applies, for a drug for which a MAC has not been established, or for a related medical supply.

2l32.
DRUGS PURCHASED DIRECTLY FROM MANUFACTURERS OR RECOGNIZED WHOLESALE OUTLETS

Intermediaries must determine whether the provider purchases drugs and medical supplies from (l) manufacturers and/or recognized wholesale outlets or from (2) local pharmacies on a prescription-by-prescription basis (see §§ 2l33ff.).  Where drugs and related medical supplies are purchased by providers from manufacturers and/or recognized wholesale outlets, special audits or surveys will not be required for the sole purpose of examining the provider's drug purchasing practices to determine the reasonableness of provider drug purchases and compliance with the provisions of the MAC program.  The established audit criteria set forth in §§ 2029ff. will generally determine under what circumstances an audit of the provider's cost records should be performed.

In addition, intermediaries should consider, in determining the need for audit, whether the provider has established procedures emphasizing the importance of prescribing lower-priced brand name and generic versions of drugs and whether the provider's purchasing practices are designed to obtain drugs, where feasible, from the lowest-priced source that is widely and consistently available.

2l32.l.
Intermediary Evaluation of Provider Drug Costs.--In some cases, it will be determined that a provider's drug costs should be evaluated during the course of an audit. In such cases, the costs incurred by the provider for drugs, including drugs for which a MAC has been established, will be evaluated in terms of the similar quantities and the similar purchasing arrangements at which the drugs were, in fact, purchased.  For example, a provider which is unable to take advantage of bulk purchase discounts buys a small quantity of a drug for which a MAC has been established.  The price paid for this drug would be compared to the price
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paid by similarly situated providers for the lowest priced source of the drug that is widely and consistently available in the area.  The intermediary will then determine the lowest priced source of the drug that is widely and consistently available based on its familiarity with the drug costs incurred by comparable providers in its service area.  However, regardless of the quantity purchased, the allowable cost for a drug for which a MAC has been established shall not exceed the MAC limit, unless the physician has certified the medical necessity of the specific drug purchased (see §2119C of the PRM-Part I).

Adjustments will be made to the provider's allowable drug costs where the cost incurred by the provider exceeds the lowest of the three limits described in § 2l3l.l.  An adjustment may be waived where the provider can demonstrate that it has a substantial number of physician certifications on file to justify the purchase of higher-priced drug products. The allowable cost for the higher-priced products may not, however, exceed the amount that would be paid by a prudent and cost-conscious buyer for the same items.  Since physician certifications apply only to patients covered under Federal health care programs, it is expected that providers often will not have sufficient certifications on file to justify every purchase of a higher-priced drug product.  If the number of certifications is substantial in relation to the amount of the potential adjustment and if the provider can demonstrate that reasonable efforts have been made to encourage generic prescribing, the adjustment may be waived at the intermediary's discretion.

2l33.
DRUGS PURCHASED UNDER ARRANGEMENTS WITH LOCAL PHARMACIES

The following instructions describe the steps which should be taken by intermediaries to evaluate the cost of drugs (including drugs for which a MAC has been established) and related medical supplies purchased by providers from other than manufacturers or recognized wholesale outlets to assure reasonableness of reimbursement for such costs. Where a provider does not have its own pharmacy but purchases drugs under arrangements from local pharmacies, the charges to the provider by the supplier become the provider's pharmacy costs.  To meet the test of reasonableness, these drugs and medical supplies should be purchased at prices comparable with competitive prices at which the drugs and medical supplies are actually available in the provider's community.  For this purpose, the community is the area in which the provider would normally be expected to purchase drugs, considering the need for reasonable access to the supplier and the availability of delivery service, if required.

2l33.l.
Intermediary Evaluation of Provider Drug Costs.--The costs of drugs furnished under arrangements with local pharmacies to Medicare beneficiaries are to be evaluated periodically by the intermediary.  These drug cost evaluations are to be conducted on an ongoing basis and should not be limited to situations in which field audit of provider costs is warranted under the criteria set forth in §§ 2029ff.
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In order to assist the intermediaries in conducting the study and analyzing the study data, a uniform procedures is been developed.  This method, described below, should reduce to a minimum the number of manhours needed to make the reasonable cost determinations.

2l33.2
PROVIDERS TO BE EVALUATED

Intermediaries should place their emphasis first on evaluating the drug costs of those providers whose average daily charge for drugs appears high; second, those whose billings for drugs furnished to Medicare beneficiaries are, in total, large; and third, those whose average daily drug charges have increased significantly over preceding years.

The selection of providers with higher per diem charges can be made by an analysis of the Medicare per diem drug charges as determined from data on the Provider Monitor Listing. Data on the Provider Statistical and Reimbursement Report may also be of value in determining the providers to be selected initially for evaluation.

2l33.3
Selecting Sample Medicare Billing Forms.--For each of the providers selected for evaluation, the intermediary should select l5-20 Medicare billing forms (HCFA-l453) depending on the size of the provider.  The bills are to be selected at random, but must cover 6-month intervals; i.e., January-June and July-December.  A minimum of l5 billing forms per provider, or all the patient billing forms for the period under review if less than l5 forms were submitted, must be selected for an adequate sample.

2l33.4
Supporting Evidence.--The intermediary should then request each of the providers to submit pharmacy invoices supporting the charges reflected on these HCFA-l453 billing forms.  If the provider's charge on the HCFA-l453 is more than the amount shown on the pharmacy invoice, ascertain if the difference is due to markup or missing invoices.

The provider should be cautioned that, where the supplier invoices contain insufficient data to permit a verification of the prices paid (e.g., the brand or generic name reflected on the prescription, the quantity, or the form of strength of the drug supplied is not shown), this information must be obtained from the supplier before the invoices are forwarded to the intermediary.  Otherwise, the intermediary, in accordance with section l8l5 of the Social Security Act and section 405.453 of the regulations, will be required to deny Medicare charges because of inadequate records.

Providers should be asked specifically at the time the above information is request whether the supplier and provider have common ownership or control.

Providers should also be asked whether they received any cost reductions on drug purchases that are not reflected on the individual invoices.  Any cost reductions, such as discounts (cash, trade, purchase, and quantity), rebates, etc., not reflected in the individual invoices, must be taken in to account in evaluating the individual charges made
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by the supplier.  This would include discounts or rebates paid as a flat amount (sometimes also referred to as "rent" or a "collection fee") on a periodic basis rather than as a percentage of individual charges.  At the time of desk review and/or audit, the intermediary should verify that any discount was taken into account in reporting drug costs actually incurred.

It is not intended that the intermediary staffs undertake other than very infrequent special field trips solely for the purpose of evaluating drug costs.  Any information necessary for the evaluation not available at the intermediary's office should be obtained by writing to the provider or in conjunction with other intermediary functions that might require an onsite visit to a provider.

2l34.
METHODOLOGY FOR COMPARING PRICES

To compare the costs incurred by the provider with the prices charged the general public for the same drugs, all intermediaries are to use the methodology set forth below.

2l34.l
Guideline Comparison.-To evaluate the reasonableness of the drug costs, first determine the total of the actual costs incurred by the provider for the drugs selected in the sample.  In determining the total of these costs, take the sum of the costs for each drug billed in the sample.

Example - Actual Drug Cost
Achromycin - 3 bills ($3.l6 x 3) 
- 
$ 9.48

Compazine  - 2 bills ($4.00 x 2) 
- 
  8.00
         Total Drug Cost-------------

$ l7.48
Then compare the total of the actual costs (minus any cost reductions not reflected on the individual invoices) incurred by the provider with the total prices charged the general public (the "going price") for these same drugs.  Also, determine if a MAC has been established for any of the drugs in the sample.

A.
Determining Price from Drug Price Data.--To determine the prices charged the general public (the "going price"), guideline drug price data for a large number of the most frequently prescribed drug products for nursing-home-confined individuals are procured at 3-year intervals, for the nine U.S. census regions and the nation.  (See exhibit l for a sample format and legend.) These prices are based on statistically valid data and cover the first 6 months of a given year.  For the last 6 months of this base year and the 2 intervening years, the drug price data should be updated to account for the increase in the price of retail prescription drugs.  The update is accomplished through the use of a factor which represents the average increase in the price of retail prescription drugs at 6-month intervals during the period not covered by the data.  (See 2l34.l.d.)

The guideline data reflected the mean, median, and modal prices for the five most commonly prescribed quantities of these drug products.  In utilizing these data for evaluating the reasonableness of the prices paid for these drugs, the median price should be used.  In a few instances, regional price averages on certain drug products or on particular prescription sizes of a drug product may appear to be out of line when
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compared with the national price averages or the other regional price averages for the same drug. When this occurs, use either the national price average or the national per unit price.

Where the prescription quantity of a drug product differs from the five most frequently prescribed quantities listed in the guideline data, the intermediary should interpolate between the two quantities nearest to the one sampled or, when the interpolation cannot be done, use the average retail price per unit shown on the last line of each page.

B.
Determining Price Where Drug Price Data Not Available.--Where the drug product selected for evaluation is not included in the drug price data, or the strength or form of the drug product differs from the information shown in the drug price data furnished by HCFA, the intermediary should use the charts (see Exhibits 3 ff.) which have been developed by HCFA based on the statistically-derived equations to arrive at the estimated going prescription prices.  In conjunction with this analysis, use the Drug Topics Red Book published by the Medical Economics Publishing Co., 680 Kinderkamack Rd., Oradell, New Jersey 07649 or other recognized sources of wholesale drug price information.

The estimated going prescription price using the chart is determined in the following manner:

l.
Compute the wholesale per unit drug cost from the Drug Topics Red Book appropriate for the period in which the latest drug price data are available.  Where shown, units of l00 or pints for liquids (473 cc's per pint) should be used to ascertain per unit cost.

2.
Compute the estimated prescription cost by multiplying the per unit drug cost by the prescription quantity.

3.
Based on the estimated prescription cost, select the proper estimated prescription cost range in the appropriate chart (Exhibit 2, 3, or 4) to determine the estimated going prescription price.

EXAMPLE:  To evaluate the cost incurred by the provider for a prescription for 30 tablets of Artane, 5 mg., purchased in l981, determine the estimated going prescription price as follows:

(l)
Computation of wholesale per unit drug cost:

*l980 Drug Topics Red Book listing for Artane (Lederle)

Tablets, 5 mg., l00 each AWP $7.74

$7.74 / l00 = $.077 (per unit)

_____________________

*The latest base year for which the drug price data are available.
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(2)
Computation of estimated prescription cost:

30 units x $.077 = $2.31

(3)
Selection of proper estimated prescription cost range:

For an estimated prescription cost of $2.31, use the estimated prescription cost range of $2.30 - $2.39 in Exhibit 3.

(4)
The estimated going prescription price is $4.21

C.
Determining Whether a MAC Has Been Established for Sampled Drugs.--In addition to publication in the Federal Register, final determinations will be published in the PRM-Part I as an appendix to chapter 2l.  The appendix will include the MAC limitation, the effective date of the limitation, the generic name of the drug, and a listing of the most frequently purchased brand names of the drug.  The intermediary must refer to this appendix to determine whether a MAC has been established for any of the drugs sampled.

If a sampled drug is on the MAC list, the prescription price to be used in the guideline comparison will generally be the lowest of:  (l) the "going price" based on the drug price data (see subsections A and B), (2) the amount computed by substituting the applicable MAC Limitation for the Drug Topics Red Book per unit drug cost in the computation used for determining price where the drug price data are not available (see subsection B), or (3) the amount which would be paid by a prudent and cost-conscious buyer for the drug if obtained from the lowest-priced source that is widely and consistently available, whether sold by generic or brand name.  Where, however, the physician has certified the medical necessity of a drug for which a MAC has been established (see § 2ll9C of the PRM-Part I), the prescription price to be used in the guideline comparison will be the "going price".

D.
Methodology for Updating Drug Price Data.--A factor developed by HCFA based on the Bureau of Labor Statistics' Consumer Price Index (CPI) for Prescription Drugs will be applied, initially, to the drug price data covering January-June l977.  As new drug price data are issued (generally triennially), the factor will be applied to the new data.

The factor represents the average increase in the price of retail drugs at 6-month intervals for the period not covered by the drug price data.  Adjustments should not be made to provider purchases made during the period covered by the data since the data reflects the "going price" for drugs over that time period.  The factors will be issued as Exhibit 2 on a semiannual basis and must be applied to the appropriate drug price data for provider purchases.
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The factor is applied to the total of the "going price" for the same drugs appearing the selected sample of Medicare billings prior to making the reasonable cost comparison. Where the cost-price chart (Exhibit 3 ff.) is used in lieu of the drug price data, the factor is applied to the estimated going prescription price.

Example:  The applicable drug price data cover January-June l977.  The increase in the cost of retail drugs for the period January-June l979 over January-June l977 is l6 percent. (See Exhibit 2.)  The actual cost of drugs, to the provider as described in section 2l34.l, covering January-June l979 totals $500.  The "going price" of the same drugs based on the l977 drug price date is $455.  The faction (l6 percent) is applied to the $455, adjusting the "going price" total to $527.80.

2l34.2
Out-of-Line Drug Costs.--Based on the guidelines provided, the total cost incurred by the provider in acquiring each of the prescriptions listed on the invoices sampled should be compared with the total of the going prices and prescription prices based on the MAC, if applicable, for the same prescriptions.

Where the total cost incurred by the provider for the sampled prescriptions does not exceed ll5 percent of the total of the going prices and prescription prices based on the MAC, if applicable, it may be assumed, in the absence of any indication to the contrary, that the provider's drug costs are reasonable.  Where the total costs incurred by the provider exceed ll5 percent of this total, the excess costs of the sampled drugs should be considered out-of-line.

A.
Notice to Provider of Finding of Out-of-Line Costs.--Where costs are determined to be out-of-line, notify the provider in writing.  Inform the provider that the costs of the prescriptions in the initial sample and any future samples in excess of ll5 percent of the guideline amount will be treated as excess costs, and such excess will be deducted from reimbursable drug costs.  (See Subsection C below.)  In the same notice, the provider will be advised that it may, within 30 days from the date of the notice, furnish evidence that its incurred purchase price was reasonable.  The provider must demonstrate that it was not feasible in terms of the availability of pharmaceutical suppliers in the area, to secure the drug products at a more favorable price than was paid.  In other words, a provider may not be penalized because the drug costs it incurs are due to circumstances beyond its control; e.g., it is purchasing drugs from the only available supplier in the area.
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B.
Intermediary Action.--When it has been determined that a provider's drug costs are out of line (i.e., in excess of ll5 percent of the guideline amount), an adjustment will be made to the cost report by reducing the reimbursable costs of drugs at the time of cost settlement.  For example, where the costs incurred by the provider for the drugs sampled total $l90 and the prices shown in the guidelines plus l5 percent total $l40, the amount of excess cost to be deducted from reimbursable drug costs is $50.  Because the sample described in § 2l33.3 applies to Medicare beneficiaries, the excess costs must initially be deducted from reimbursable costs and not allowable costs.

C.
Subsequent Sample Reviews.--After the determination has been made, based on the initial sample, that the provider's drug costs are more than l5 percent out of line and the provider has not furnished satisfactory evidence within the prescribed time that its incurred cost was reasonable, additional samples of supplier bills will be requested by the intermediary.  These reviews of Medicare billings should be made periodically in the future, until the drug costs incurred by the provider reach a reasonable level.  Of course, the greater the degree to which the drug costs are out of line (that is, the greater the amount over l5 percent), the greater the priority and frequency that should be given to sample reviewing the provider’s drug invoices.  In no case, however, should continued sampling occur less frequently than semiannually where a provider's drug costs have been determined to be out of line.

If the provider does not cooperate in submitting data for additional sample reviews pertaining to the same cost reporting period, assume that all of the provider's drug costs are out of line and the percentage of out-of-line costs initially detected in excess of ll5 percent will serve as the basis for adjusting the costs of drugs purchased for the entire cost reporting period.  Likewise, if findings based on subsequent sample reviews indicate a consistency or pattern of out-of-line costs, the intermediary may presume out-of-line costs to a degree justifying an adjustment to the drug costs for the entire reporting period.  Where the overall adjustment is made, the burden of proving that it should not apply lies with the provider.

2l34.3
Unusually Low Prescription Quantities.--Certain instances may come to light where several small prescriptions for the same drug (e.g., quantities of three to five units) are written consecutively for a Medicare beneficiary with the result that total charges for the drug far exceed the amount which would have been charged if the usual prescription size had been ordered.  While it is recognized that the physician is the individual ordering the quantity of the drug prescribed, the intermediary should notify the provider that it is his responsibility to point out to the physician the costliness of such a prescribing pattern and to suggest that larger quantities be prescribed.  Also, inform the provider, if recurring situations of this type are detected as additional sample reviews are made, that reimbursement will not be made, based on the invoices examined, for amounts in excess of the cost of the more commonly prescribed prescription size for that particular category of medication.
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2l34.4
Evaluating Cost of Nonprescription Drugs and Medical Suppliers.--The Drug Topics Red Book, which contains information about both the wholesale cost and suggested retail prices for most of the commonly used items, or other recognized sources of wholesale and manufacturers' prices, should be used in determining whether the prices paid by providers for nonprescription drugs and medical supplies are reasonable under the same criteria used for prescription drugs.  For home health agencies, this effort is naturally limited to medical supplies.

Wherever feasible and to the extent permitted by State law, providers should also purchase their nonprescription drugs and medical supplies in bulk to get more reasonable prices and take advantage of quantity and other discounts.  (See § 2203.l of the Provider Reimbursement Manual-Part I concerning routine drugs in SNF's.)

2l34.5
Consultant Pharmacist.--The intermediary may wish to employ a consultant pharmacist to act in an advisory capacity for these surveys.  The major function of the consultant pharmacist should be to assist in evaluating the reasonableness of drug prices and to instruct the intermediary's professional staff to make these determinations by using the drug guideline data, the Drug Topics Red Book, the MAC list, etc.

The number of hours of consultative services undoubtedly would vary from one intermediary to another but, by and large, a few hours per week should be sufficient to provide the needed professional assistance.  The services should be required only on a temporary basis until the intermediary's staff is sufficiently knowledgeable to make independent evaluations.  In no case is it intended that full-time pharmacists would be employed on a permanent basis, solely for the purpose of evaluating drug costs.  In hiring consultant pharmacists, candidates for the position should be carefully screened in order to detect any possible conflict of interest.

2l34.6
Ongoing Surveys.--Intermediary surveys for evaluating the cost of drugs and related medical supplies of providers are to be conducted on an ongoing basis and are to be a regular part of each intermediary's responsibilities in determining a provider's reasonable cost under Medicare.

Record and retain on a provider-by-provider basis the results of the cost evaluations together with all supporting evidence gathered during the investigations, including data used to substantiate any adjustments in the guideline data.

Also, maintain a record of the following:  (l) the number of providers determined, as a result of these surveys, to have out-of-line costs, (2) the total amount of excess costs deducted from each provider, and (3) the number and identification of providers that cannot produce proper physician certifications to justify costs in excess of the MAC-based allowable prescription price.
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During the desk audit at year-end settlement, when adjustments are being made to drug costs based on the results of the drug surveys, the excessive drug costs as well as reports on other unusual practices detected during the surveys may point out the need for an onsite investigation.  Accordingly, at desk audit, consider the excess costs indicated by the drug surveys along with other questionable items on the cost report in making the decision as to whether a field audit should be conducted, the scope of the audit, and whether the audit should include an evaluation of drug costs. Of course, the extent of the drug cost surveys conducted by the auditor will depend on the scope of the audit and the availability of audit time for investigating drug costs vs. other elements of cost having a greater monetary significance.  When further out-of-line drug costs are uncovered by such an audit, the intermediary must also maintain a record of the results in accordance with the instructions outlined in the paragraph above.

2l34.7
Unit Dose.--There is considerable variation among drug dispensing systems that have been labeled unit dose systems.  Also, the arrangements between providers and pharmacies vary considerably.

Where a provider without its own pharmacy purchases drugs from local pharmacies that use traditional drug dispensing methods, the costs incurred by the provider are to be evaluated using the survey procedures set forth in §§ 2l34-2l34.6 regardless of whether the prescriptions are filled using medication packaged in conventional form or in units.  To evaluate the cost of prescriptions packaged in units, the cost-price charges (Exhibits  3ff ) should be used with the unit dose package drug cost obtained from the Drug Topics Red Book or other recognized sources of wholesale and manufacturers' drug prices (or from the MAC list, if applicable).  The drug price data, however, are not intended for use in evaluating the costs of packaging or other items or services that may be included in the pharmacy's charge to the provider for prescriptions under a unit does system.  Examples of such additional items and services are medication cabinets containing trays stocked and delivered daily to the provider, updated patient profile sheets, and billing services.

Under such unit does systems, or where the provider's pharmacy department is contracted out to a pharmacy service company using a unit does system, the cost of drugs and related services may not exceed the amount that would be paid by a prudent and cost-conscious buyer.

After further review of these and other types of provider-pharmacy arrangements and dispensing methods, additional instructions may be issued to clarify the application of the MAC limitations in such situations.
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2134.8
Exhibits - Drug Price Data
Exhibit 1 - Sample of Consumer Price Data and Legend

Exhibit 2 - Factors for Updating Drug Price Data

Exhibit 3 - Chart for Estimating Prescription Price (January 1, 1971 -

December 31, 1973)

Exhibit 4 - Chart for Estimating Prescription Price (January 1, 1974 -

December 31, 1976)

Exhibit 5 - Chart for Estimating Prescription Price (January 1, 1977 -

December 31, 1979)

Exhibit 6 - Chart for Estimating Prescription Price (On or after

January 1, 1980)
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Exhibit 1

Exhibit l

CONSUMER PRICE DATA FOR THE FIVE

LEADING MODAL SIZES OF




         TUINALl 

(LILLY2   )
PULVUL3  l00MG4
BASED ON NEW RXS

FULL YEAR l9    

SIZE5


   l6   
   2
   3
   4
   5
   6
   7
   8
   
USA

____
   

____  ____  ____  ____  ____  ____  ____  ____  ____  ____  ____  ____  ____  ____  ____  ____  ____    ____

  30


AVG.RX PRICE7
$ 2.l8
$ l.78
$ l.98
$ l.89
$ l.65
$ l.84
$ 2.l2
$ l.85
$ 2.67
$ l.98


MODAL PRICE8
  
POLY10
$ l.50
$ 2.25
$ l.75
$ l.85
$ 2.00
$ 2.50
$ l.85
$ l.95
$ l.50


MEDIAN PRICE9
$ 2.20
$ l.65
$ 2.05
$ l.80
$ l.85
$ 2.00
$ 2.05
$ l.85
$ 2.80
$ l.95

  l2


AVG.RX PRICE
$ l.25
$ l.55
$ l.33
$ l.52
$ 0.99
$ l.39
# l.35
$ l.20
$ 2.00
$ l.39


MODAL PRICE

$ l.25
$ l.75
$ l.50
$ l.25
$ 0.90
$ l.25
$ l.25
$ l.25
 POLY
$ l.25


MEDIAN PRICE
$ l.25
$ l.62
$ l.35
$ l.50
$ 0.90
$ l.25
$ l.25
$ l.25
$ l.90
$ l.25

  20


AVG. RX PRICE
$ l.44
$ l.69
$ l.95
$ l.60
$ l.74
$ l.53
$ l.74
$ l.63
$ 2.22
$ l.74


MODAL PRICE

$ l.25
$ l.85
$ l.75
$ l.35
$ l.20
  POLY
  POLY
  POLY
  POLY
  POLY


MEDIAN PRICE
$ l.25
$ l.75
$ l.75
$ l.50
$ l.35
$ l.55
$ l.75
$ l.63
$ 2.l0
$ l.60

  24


AVG. RX PRICE
$ 3.50
$ l.93
$ l.75
$ l.65
$ l.40
$ l.67
$ 2.30
$ l.77
$ 2.46
$ l.90


MODAL PRICE

$ 3.50
$ l.00
$ 2.00
  POLY
$ l.30
$ l.75
$ l.85
$ l.85
$ 2.95
$ 2.00


MEDIAN PRICE
$ 3.50
$ l.87
$ 2.00
$ l.65
$ l.30
$ l.75
$ l.85
$ l.85
$ 2.62
$ l.83

  l5


AVG. RX PRICE
$ 0.0011
$ l.45
$ l.33
$ l.50
$ l.09
$ l.26
$ l.l7
$ l.47
$ l.92
$ l.4l


MODAL PRICE

$ 0.00
  POLY
$ l.50
$ l.l5
  POLY
$ l.25
  POLY
$ l.35
$ l.50
$ l.50


MEDIAN PRICE
$ 0.00
$ l.35
$ l.40
$ l.35
$ l.00
$ l.25
$ l.l3
$ l.37
$ l.85
$ l.35


Mean overall12
  0.072
 0.084
 0.097
 0.080
 0.087
 0.076
 0.087
 0.08l
 0.lll
 0.087


cost/unit
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Exhibit l (Cont.)


LEGEND

l.
The name of the drug prescribed.  Generally, this will be a brand or proprietary name; however, it could be the generic name of the drug, in which case the manufacturer will be shown as "unspecified" (e.g., tetracycline, phenobarbitol, etc.).

2.
The name of the manufacturer.

3.
The form of the drug (e.g., capsule, tablet, syrup, etc.).

4.
The strength of the drug.

5.
The quantity of the drug prescribed.  The sizes given are the five most frequently prescribed quantities in descending order.

6.
The data are shown for the U.S. census region which consist of the following:  Region l - Maine, Vermont, New Hampshire, Connecticut, Massachusetts, Rhode Island. Region 2 - New York, New Jersey, and Pennsylvania.  Region 3 - Indiana, Ohio, Illinois, Michigan, and Wisconsin.  Region 4 - Minnesota, Iowa, Missouri, North Dakota, South Dakota, Nebraska, and Kansas.  Region 5 - Delaware, Maryland, Washington, D.C, Virginia, West Virginia, North Carolina, South Carolina, Georgia, and Florida.  Region 6 - Kentucky, Tennessee, Alabama, and Mississippi.  Region 7 -Arkansas, Louisiana, Oklahoma, and Texas.  Region 8 - Montana, Idaho, Wyoming, Colorado, New Mexico, Arizona, Utah, and Nevada.  Region 9 - Washington, Oregon, California, Alaska, and Hawaii.

7.
This is the arithmetic mean or average of the prices paid.

8.
The modal price is the price most frequently charged.  For example, if there are l0 items priced as follows:  2 at $2.00, 3 at $2.40, and l each at $2.50, $2.60, $2.80, $2.95, and $3.00, the modal price would be $2.40.

9.
The median price is the midpoint of all prices charged, that is, half of the prices charged for the drug were higher and half were lower.

l0.
This would indicate that there is more than one modal price (polymodal).  (In the above example (item 8), if there had been 3 items at $2.00 and 3 items at $2.40, the tabulation would read "POLY.")  That is, there was more than one price which was most frequently charged.

ll.
This would indicate that the survey did not result in any price information for the particular quantity of the drug in the region.

l2.
This is the average price per unit based on all prescription sizes of the particular drug product.

Rev. 276
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Exhibit 2


Factors for Updating Drug Price Data
Base period is period for which drug price data is issued.

Initial data to be adjusted covers January-June 1977

January-June 1979 - (Per CPI-Prescription drugs increase
16 percent

                     in cost of retail drugs over 1977

                     base period.)

July-December 1979 - (Per CPI-Prescription drugs increase
19 percent

                      in cost of retail drugs over 1977

                      base period.)

January-June 1980 - (Updated drug price data issued.)

July-December 1980 - (Per CPI-Prescription drugs increase
 4 percent

                      in cost of retail drugs over 1980

                      base period.)

January-June 1981 -  (Per CPI-Prescription drugs-increase in
11 percent

                      cost of retail drugs over 1980 base

                      period.)

July-December 1981 - (Per CPI-Prescription drugs-increase
17 percent

                     in cost of retail drugs over 1980

                     base period.)
136.4
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EXHIBIT 3


CHART FOR ESTIMATING PRESCRIPTION PRICE


EFFECTIVE FOR PURCHASES MADE JANUARY l, l97l - DECEMBER 3l, l973

  ESTIMATED

 ESTIMATED

   ESTIMATED
    ESTIMATED

   PRESCRIPTION COST  
     GOING

  
PRESCRIPTION COST

GOING  

        FROM RED BOOK

PRESCRIPTION PRICE    FROM RED BOOK 
PRESCRIPTION PRICE

$ .0l - $ .59


$2.0l


$4.00 - $4.49

$6.28

   .60 -   .69


  2.l2


  4.50 -   4.59

  6.69  

   .70 -   .79


  2.24


  4.60 -   4.69

  6.86  

   .80 -   .89


  2.35


  4.70 -   4.79

  7.03  

   .90 -   .99


  2.46


  4.80 -   4.89

  7.20  

  l.00 -  l.09


  2.60


  4.90 -   4.99

  7.37  

  l.l0 -   l.l9



  2.72


  5.00 -   5.39

  7.4l  

  l.20 -  l.29


  2.85


  5.40 -   5.59

  7.8l  

  l.30 -  l.39


  2.97


  5.60 -   5.79

  8.07  

  l.40 -  l.49


  3.09


  5.80 -   5.99

  8.33  

  l.50 -  l.59


  3.22


  6.00 -   6.l9

  8.34  

  l.60 -  l.69


  3.34


  6.20 -   6.39

  8.69  

  l.70 -  l.79


  3.47


  6.40 -   6.59

  9.04  

  l.80 -  l.89


  3.59


  6.60 -   6.79

  9.38  

  l.90 -  l.99


  3.72


  6.80 -   6.99

  9.73  

  2.00 - 2.l9


  3.8l


  7.00 -   7.l9

 l0.00  

  2.20 - 2.29


  4.05


  7.20 -   7.39

 l0.l7  

  2.30 - 2.39


  4.2l


  7.40 -   7.59

 l0.34  

  2.40 - 2.49


  4.37


  7.60 -   7.79

 l0.5l  

  2.50 - 2.59


  4.37


  7.80 -   7.99

 l0.68  

  2.60 - 2.69


  4.52


  8.00 -   8.l9

 l0.86  

  2.70 - 2.79


  4.67


  8.20 -   8.39

 ll.03  

  2.80 - 2.89


  4.82


  8.40 -   8.59

 ll.20  

  2.90 - 2.99


  4.97


  8.60 -   8.79

 ll.37  

  3.00 - 3.l9


  5.05


  8.80 -   8.99

 ll.54  

  3.20 - 3.29


  5.25


  9.00 -   9.l9

 ll.72  

  3.30 - 3.39


  5.38


  9.20 -   9.39

 ll.89  

  3.40 - 3.49


  5.5l


  9.40 -   9.59

 l2.06  

  3.50 - 3.59


  5.6l


  9.60 -   9.79

 l2.23  

  3.60 - 3.69


  5.76


  9.80 -   9.99

 l2.40  

  3.70 - 3.79


  5.9l


 l0.00 & Over

Cost plus 25%

  3.80 - 3.99


  6.12





markup

Rev. 224
136.5


EXHIBIT 4


CHART FOR ESTIMATING PRESCRIPTION PRICE


EFFECTIVE FOR PURCHASES MADE JANUARY l, l974 - DECEMBER 3l, l976

  ESTIMATED


ESTIMATED

   ESTIMATED
            ESTIMATED

   PRESCRIPTION COST  
     
GOING
   
PRESCRIPTION COST
      

GOING  

    FROM RED BOOK
PRESCRIPTION PRICE      
FROM RED BOOK       
PRESCRIPTION PRICE
$ .01 - $.49


$2.16


$5.40 - $5.49


$7.73

   .50 -   .59


  2.23


  5.50 -   5.59

  
7.81

   .60 -   .69


  2.30


  5.60 -   5.69
 


7.89

   .70 -   .79


  2.36


  5.70 -   5.79

  

7.97

   .80 -   .89


  2.42


  5.80 -   5.89

  

8.05

   .90 -   .99


  2.49


  5.90 -   5.99

  

8.13

 1.00 - 1.09


  2.59 


  6.00 -   6.09

  

8.41

 1.10 - 1.19


  2.74


  6.10 -   6.19

  

8.55

 1.20 - 1.29


  2.89


  6.20 -   6.29

  

8.69

 1.30 - 1.39


  3.04


  6.30 -   6.39

  

8.83

 1.40 - 1.59


  3.19


  6.40 -   6.49

  

8.97

 1.60 - 1.69


  3.27


  6.50 -   6.59

  


9.10

 1.70 - 1.79


  3.44


  6.60 -   6.69

  
 
9.24

 1.80 - 1.89


  3.61


  6.70 -   6.79

  
9.38

 1.90 - 1.99


  3.78


  6.80 -   6.89

  
9.52

 2.00 - 2.09


  3.93


  6.90 -   7.09

  
9.66

 2.10 - 2.19


  4.00


  7.10 -   7.19

  
9.77

 2.20 - 2.29


  4.07


  7.20 -   7.29

  
9.88

 2.30 - 2.39


  4.13


  7.30 -   7.39

  
9.98

 2.40 - 2.49


  4.20


  7.40 -   7.49


10.09

 2.50 - 2.59


  4.43


  7.50 -   7.59


10.19

 2.60 - 2.69


  4.56


  7.60 -   7.69


10.30

 2.70 - 2.79


  4.70


  7.70 -   7.79


10.41

 2.80 - 2.89


  4.84


  7.80 -   7.89


10.51

 2.90 - 2.99


  4.97


  7.90 -   7.99


10.62

 3.00 - 3.09


  5.16


  8.00 -   8.09


10.72

 3.10 - 3.19


  5.22


  8.10 -   8.19


10.83

 3.20 - 3.29


  5.28


  8.20 -   8.29


10.94

 3.30 - 3.39


  5.34


  8.30 -   8.39


11.04

 3.40 - 3.49


  5.40


  8.40 -   8.49


11.15

 3.50 - 3.59


  5.54


  8.50 -   8.59


11.25

 3.60 - 3.69


  5.74


  8.60 -   8.69


11.36

 3.70 - 3.79


  5.94


  8.70 -   8.79


11.47

 3.80 - 3.89


  6.15


  8.80 -   8.89


11.57

 3.90 - 4.19


  6.35


  8.90 -   8.99


11.68

 4.20 - 4.29


  6.41


  9.00 -   9.09


11.78

 4.30 - 4.39


  6.48


  9.10 -   9.19


11.89

 4.40 - 4.49


  6.55


  9.20 -   9.29


12.00

 4.50 - 4.59


  6.63


  9.30 -   9.39


12.10

 4.60 - 4.69


  6.75


  9.40 -   9.49


12.21

 4.70 - 4.79


  6.87


  9.50 -   9.59


12.31

 4.80 - 4.89


  7.00


  9.60 -   9.69


12.42

 4.90 - 4.99


  7.12


  9.70 -   9.79


12.53

 5.00 - 5.09


  7.41


  9.80 -   9.89


12.63

 5.10 - 5.19


  7.49


  9.90 -   9.99


12.74

 5.20 - 5.29


  7.57


10.00 & Over




      Cost plus 28% 

 5.30 - 5.39


  7.65
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EXHIBIT 5


CHART FOR ESTIMATING PRESCRIPTION PRICE


EFFECTIVE FOR PURCHASES MADE ON OR AFTER JANUARY l, l977  - December 31, 1979

ESTIMATED

 ESTIMATED

   ESTIMATED
    ESTIMATED

   PRESCRIPTION COST  
     GOING

  
PRESCRIPTION COST

GOING  

        FROM RED BOOK

PRESCRIPTION PRICE    FROM RED BOOK 
PRESCRIPTION PRICE

$ .01 - $ .49


$2.09


$4.40 - $4.49

$6.45

   .50 -   .59


  2.51


  4.50 -   4.59

  6.53

   .60 -   .69


  2.55


  4.60 -   4.69

  6.67

   .70 -   .79


  2.60


  4.70 -   4.79

  6.82

   .80 -   .89


  2.65


  4.80 -   4.89

  6.96

   .90 -   .99


  2.70


  4.90 -   4.99

  7.10

 1.01 -   1.09


  2.86


  5.00 -   5.09

  7.21

 1.10 -   1.19


  2.94


  5.10 -   5.19

  7.31

 1.20 -   1.29


  3.02


  5.20 -   5.29

  7.41

 1.30 -   1.39


  3.10


  5.30 -   5.39

  7.51

 1.40 -   1.49


  3.18


  5.40 -   5.49

  7.61

 1.50 -   1.59


  3.48


  5.50 -   5.59

  7.71

 1.60 -   1.69


  3.57


  5.60 -   5.69

  7.81

 1.70 -   1.79


  3.66


  5.70 -   5.79

  7.91

 1.80 -   1.89


  3.75


  5.80 -   5.89

  8.01

 1.90 -   1.99


  3.84


  5.90 -   5.99

  8.11

 2.00 -   2.09


  3.93


  6.00 -   6.09

  8.38

 2.10 -   2.19


  4.06


  6.10 -   6.19

  8.45

 2.20 -   2.29


  4.18


  6.20 -   6.29

  8.52

 2.30 -   2.39


  4.31


  6.30 -   6.39

  8.59

 2.40 -   2.59


  4.44


  6.40 -   6.49

  8.66

 2.60 -   2.69


  4.55


  6.50 -   6.59

  8.72

 2.70 -   2.79


  4.66


  6.60 -   6.69

  8.79

 2.80 -   2.89


  4.76


  6.70 -   6.79

  8.86

 2.90 -   2.99


  4.87


  6.80 -   6.89

  8.93

 3.00 -   3.09


  5.01


  6.90 -   6.99

  9.00

 3.10 -   3.19


  5.13


  7.00 -   7.09

  9.24

 3.20 -   3.29


  5.25


  7.10 -   7.19

  9.32

 3.30 -   3.39


  5.37


  7.20 -   7.29

  9.40

 3.40 -   3.49


  5.49


  7.30 -   7.39

  9.48

 3.50 -   3.79


  5.62


  7.40 -   7.49

  9.56

 3.80 -   3.89


  5.75


  7.50 -   7.59

  9.63

 3.90 -   3.99


  5.88


  7.60 -   7.69

  9.71

 4.00 -   4.09


  6.20


  7.70 -   7.79

  9.79

 4.10 -   4.19


  6.26


  7.80 -   7.89

  9.87

 4.20 -   4.29


  6.32


  7.90 -   7.99

  9.95

 4.30 -   4.39


  6.39


  8.00 or more
Cost Plus 25%












plus 25%
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EXHIBIT 6


CHART FOR ESTIMATING PRESCRIPTION PRICE


EFFECTIVE FOR PURCHASES MADE ON OR AFTER JANUARY l, l980 

ESTIMATED

 ESTIMATED

   ESTIMATED
    ESTIMATED

   PRESCRIPTION COST  
     GOING

  
PRESCRIPTION COST

GOING  

        FROM RED BOOK

PRESCRIPTION PRICE    FROM RED BOOK 
PRESCRIPTION PRICE

$ .01 - $.49


$2.50


$4.70 -   $4.79

$7.54

   .50 -   .59


  2.69


  4.80 -   4.89

  7.69

   .60 -   .69


  2.85


  4.90 -   4.99

  7.85

   .70 -   .79


  3.01


  5.00 -   5.09

  7.97

   .80 -   .89


  3.16


  5.10 -   5.19

  8.06

   .90 - 1.09


  3.32


  5.20 -   5.29

  8.16

 1.10 - 1.19


  3.43


  5.30 -   5.39

  8.26

 1.20 - 1.29


  3.54


  5.40 -   5.49

  8.35

 1.30 - 1.39


  3.66


  5.50 -   5.59

  8.45

 1.40 - 1.49


  3.77


  5.60 -   5.69

  8.54

 1.50 - 1.59


  3.81


  5.70 -   5.79

  8.64

 1.60 - 1.69


  3.96


  5.80 -   5.89

  8.74

 1.70 - 1.79


  4.10


  5.90 -   6.19

  8.83

 1.80 - 1.89


  4.25


  6.20 -   6.29

  8.94

 1.90 - 2.09


  4.40


  6.30 -   6.39

  9.08

 2.10 - 2.19


  4.55


  6.40 -   6.49

  9.21

 2.20 - 2.29


  4.72


  6.50 -   6.59

  9.34

 2.30 - 2.39


  4.88


  6.60 -   6.69

  9.47

 2.40 - 2.59


  5.05


  6.70 -   6.79

  9.61

 2.60 - 2.69


  5.23


  6.80 -   6.89

  9.74

 2.70 - 2.79


  5.35


  6.90 -   6.99

  9.87

 2.80 - 2.89


  5.48


  7.00 -   7.09

  9.96

 2.90 - 3.19


  5.61


  7.10 -   7.19

10.07

 3.20 - 3.29


  5.75


  7.20 -   7.29

10.17

 3.30 - 3.39


  5.89


  7.30 -   7.39

10.27

 3.40 - 3.49


  6.03


  7.40 -   7.49

10.38

 3.50 - 3.79


  6.38


  7.50 -   7.59

10.48

 3.80 - 3.89


  6.47


  7.60 -   7.69

10.59

 3.90 - 3.99


  6.52


  7.70 -   7.79

10.69

 4.00 - 4.09


  6.80


  7.80 -   7.89

10.79

 4.10 - 4.19


  6.85


  7.90 -   7.99

10.90

 4.20 - 4.29


  6.91


  8.00 -   8.49

11.31

 4.30 - 4.39


  6.96


  8.50 -   8.99

11.69

 4.40 - 4.49


  7.01


  9.00 -   9.49

12.59

 4.50 - 4.59


  7.22


  9.50 -   9.99

12.95

 4.60 - 4.69


  7.38


10.00 - 10.99

13.60

11.00 - 12.99

15.09

 





13.00  or more
Cost plus 25%
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