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CHP.PTER ONE 

I NTRODUCTI ON TO THE MEDICARE P.ROG~ M 

P~ogram Incept i on and Authori ~v: 

lfodic ~. r e i s cl brn pa r-'- progr am enacted by t he Socia. l Securit y Amendmen t s of 

1965 , Public faw 89-·97 . a l":.hough i t di0. no+. become effective unt il J u ly 1 of 1966 . 

·.me firs~; par-t: . which is hrP,e l y fina.nced +,hrcugh hospit al insurance t axes .im­

posed by +he I nte r nal Rev enue Code e.nd provi des protection age.inst hospi ".".al and 

rel!J;':.ed healt h cci. re cos t s i s t i t l ed "Hospit a. l Ins 1..lr.?.nce benefit s f or t he Aged 

and Disabled !! but is lrno-.,m as "Bas ic Medica re 11 01· 11 Pa.r1:. A Medica re. 11 It is t he 

basic plan and i s referred to a s Hospi: al Insura nce . 1 The second part is called 

'
1Supplemen-t:.a l Medica. l I nsura nce Benef i+.s fo r t he Aged and Disabled,!! but is more 

commonly known a s nlfodi c~. l Insurance Pr ogramn or :r par+, B Medicare . 11 This pro­

gr am coYers t he cos-:.s of physicia ns services and o-:her hea lth i t ems not covered 

under t he ba. sic pros ram . The medical or voluntary insurance program is paid f or 

by t hos e enrolled and by matching funds from t he Federal Government . 

Requirements for Receiving Coverage: 

There a.re four me+,hods of becoming eligible for hospital insurance benefit s. 

One method, which effect s the majority of t hose r eaching 65 , applies to persons 

who are ent.i t led t o mont hly social securit;y retirement be!l.efits or sur·vi or bene­

fits or ,·Tho are 'inualified railroad ret iremen-:, beneficiaries. :i To be ent i t led to 

Social Security a person mus t file an a pplica+.ion., but, even if he continues +,o 

work, he is eligible for B--'.lsic Plan Benefits. Since July 1, 1973 the s econd 

me+,hod allows social disabilit y beneficiarie s at any a ge , who ha ve received dis-· 

abi J.i t,y benef i t, s f or a}, lea s t 24 consec ut iv e mont.hs to b a covered under the Basic 

l 
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Plan. ~ A r·,,ur1lified railroad ret irement beneficiary11 means t.hat t he individual 

is entit led + o an annui+,y or a pension unde1· t he Railroad Retirement Ac+, . 3 The 

third met hod _. a ·transit ional provision, applies only to t hose who are not eli­

'..;;ible for mont hly social securit.y or railroad re+,. irement benefits but who ei+,her 

reached G5 before 1968 or aft er 1967 and have a minimum of t hree r'!Uarters of 

coverage. Someone reaching age 65 in 1974 would need 20 r-uart0rs of coverage. 

Thi s en:J . .L.les t hos e 65 :::>r over 7.o benef:.'.. : s if t.hey enroll and pay e. mont hl~, 

premium of $36 for the period of July 1971~ un t il June of 1975 at which time i,.., 

increases t o $40 mont hly. Fj_nally, s t art.in~ J illy 1973. protection under the 

ho spit a.l insurance program includes persons under a ge 65. 1·1ho are ~n t- i tled t o 

mon t hly cash paJ!aents under ei~,her social securi-ty or railroad reJ,iremen+., pro­

grams because t hey are disabled. Ent i+.lernent .for protadion under the hospi:al 

insurance programs begins af+,er -~hey ha.ve been ent i t led 7,0 disability for a t 

lenst 24 consecutive mont hs. 

A.s proof of rigM. to protection under hospi·~.al insurance benefit s and/ or 

supplement ary medical in~urance, the Social Se~uri~y Administ ra t ion issues to 

each beneficiary and !'Health Insurance Card," Form 55A·-1966. This card displays 

beneficiaries nc1me: sex, claim number, t"'..X~.,en+. of his entit lement , and the effec­

t.i ve d!J.-r es ( s) of his rieh.L.s. This card should be shown 1,1henever services are 

reriuired. 

,'JeneralJ.y, Medicare's hospi +.al insurance helps pay for t.hree kinds of care. 

They ~re (1) i npa+j_en+. hospit.~1 care; and ,!rhen necessary aft.er hospi~.!11 stay, 

:i .npa'·ien!·. care in a skilled m.;rsin1:, fe.cility, ~.nd (3) home health ca.re. The 

hospital insurance (11Part A." Medicare) covers almosi:, all medical cost s except for 

the first $92 (increased from $89 in 1974 because of increased medical costs) and 

a charge of $23 a day for the 61st through 90,:,h day in a hospital in any benefit 

period.4 A benefit period is technically known as 11 spell of illness" and begins 

wit h t he firs~ day Lhe beneficiary is eligible for Medicare and is furnished 
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hospital or extended care services and ends when he has been out of a hospital 

or skilled facility for 60 consecutive days. The beneficiary pays the deduct­

ible of $92 only once in each "benefit period. 11 There is a charge of $46 a day 

(up from $42 in 1974) for each of the 60 reserve days used. Reserve days are not 

renewable like the 90 hospital days in each benefit period. Since there are 

only 60 reserve days in a beneficiaries life time, he can decide himself when he 

wants to utilize them. If the patient does not want to make use of his reserve 

days after his allotted 90 has passed, then he must notify the hospital in 

writing ahead of time. Otherwise, the reserve days will automatically be de-­

ducted from the current total. 

Hospital insurance does not cover physician's services even though received 

in a hospital unless he is a student intern or resident in training. Physician 

services are covered under Medicare I s Medica.l Insurance ( 11 Part B11 Medicare). 

The following services are covered under hospit al i nsurance: (1) semiprivate 

room (2 to 4 beds in a rocm ) or private room if medically required. (2) all 

meals, including special diets. (3) regular nursing services. (4) intensive 

care unit costs. (5) drugs furnished by hospital. (6) lab te,3ts and x-rays. 

(7) medical supplies. (8) operating and recovery room costs and, (9) re­

habilitation services. Medicare's hospital insurance will not pay for personal 

convience items, private duty nurses and the first three pints of blood you re­

ceive in a benefit period. 

The benefits can be received in tuberculosis hospitals, psychiatric 

hospitals, Christian Science Sanatoriums and general hospitals, but psychiatric 

hospitals benefits are limited to a lifetime use of 190 days. 

Hospital insurance benefits can be applied for the beneficiary if all of 

the following requirements are met: (1) a doctor prescribes impatient care, 

(2) illness requires the kind of care that can be only provided in a hospital, 

(3) the hospital is participating in Medicare, and (4) the Utilization Review 
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Conunitee does not disapprove the stay. 

Post hospitnl ext ended care can be provided in a nskilled nursing facility,n 

which is a facility having staff and eo_uipment necessary to provide skilled 

nursing care or rehabilitation services. Generally 1ualification for admission 

reouires at least 3 consecut ive days in a hospital, t ransfer to a facility within 

14 days after discharge from the hospit al and that a doctor certifies that 

skilled nursing or rehabilitation is needed on a daily basis. Coverage can be 

received for up to 100 days in any benefit period. The beneficiary pays $11.50 

a day for each day over 20 in each benefit period.5 Usually only those costs 

furnished t o a. hospital inpatient a.re covered during a stay in a "skilled 

nursing facility. 11 

Aft er discharge from a. hospit al in which the stay was at least three days, 

or from a. skilled nursing facility, hospital insurance covers the costs ~of up to 

100 home healt h visits , if t hey occur before t he start of a new benefit period. 

They must ba under a plan established by a doctor within 14 days of discharge 

and must occur within one year of discharge. The services must be provided at 

home, except when specialized eauipment is necessary. 

Complete coverage is not available under the healt h or hospital insurance 

program. The insurance ( 11 Part B" Medicare) was designed to supplement the 

coverage provided by the hospital plan. Under this plan the F'ederal Government 

usually pays 80% of the reasonable costs of charges for services extended to the 

beneficiary. Once again there is a deductible that must be paid by the patient. 

It is a medical insurance deductible and is the first $60 of covered expenses in 

each ca.lender year. There is a special carry over rule applicable to the $60 

deductible. If the beneficiary has covered medical expenses in the last three 

months of a year that can be counted towa.rd the $60 deductible for the next year.6 

Medical insurance extends coverage for doctors services, outpatient hospital 

care, outpatient physical therapy and speech patholgy, home health care, and other 
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services not supplied bJ Medicare's hospital insurance. 

The precedint; pnragraphs described the t wo basic insurance plans, and 

leaves a brief paragraph on how medical insurance payments are made. Under 

Medicare's medical insurance propram payment can be made to the doctor, called 

assignment, or to the beneficiary. The assignment method can be used only if 

both the physician and beneficiary agree to it. If the doctor agrees to it, 

he is also agreeing to accept the reasonable charge set by Medicare. Payment 

made to the patient is 80% of reasonable charges, after subtracting any part 

of $60 deductible t hat is applicable . 

Use of an Intermediary or Carrier: 

Adminstration of the hospital insurance and supplementary medical insurance 

programs is the responsibility of the Secreta.ry of Health, Education, and Welfare. 

This extensive pro~ram reouires the aid in administration from both state and 

privo.te agencies. The Secretary is also authoriz::;d to use separate organizations 

for services such as auditing or cost analysis. 

Responsibility for the administration of medicare is further broken down by 

the Secretary of HEW to the Social Security Adminstration and specifically to t he 

Bureau of Health I nsurance. The law provides for considerable participation of 

private organizations i n the actual adminstration of both the hospital insurance 

and medical insurance plans . Medicare payment s are generally handled by· private 

entities under contrc:.ct with the government. Those handling claims from hospitals, 

skilled nursing facilities and home health agencies are referred to as inter­

mediaries. Carriers work with claims from doctors and other suppliers of services 

under the medical insurance program. Intermediaries and their role will be dis­

cussed first, then the duties of carriers will be explained. In dealing with 

intermediaries, the Blue Cross Association will be discussed. 

The hospital insurance plan allows groups of providers t.o nominate national, 
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state, or local public or private agencies to function as an intermediary be­

tween themselves and the federal goverrunent. It is expected and is usually the 

case that a private organization is nominated. In the majority of cases a local 

Blue Cross Association is selected. After selection by the providers an agent 

contracts with the government under which the intermediary determines the amount 

of payment to be made and distributes the reimbursement to the provider. Also, 

it is not unusual for the intermediary to provide consultation services in 

order for the provider to perform as reouired under the Basic Plan. It's other 

duties are to act as a chain of command between Secretary and provider, and to 

audit the providers :records. The Secretary advances funds to the intermediary 

for payment of providers services, and agrees to pay adminstrative cost s to the 

agent. If unsatisfactory results are the result of the agreement bet ween the 

intermediary and the Secretary t hen either side can terminate the relationship, 

the only stipulation is that the government must give 120 days notice to public 

and providers, while the intermediary must give 180 days notice to the same 

plus the Secretary. 

Generally the role of administering the medical insurance plan is assigned 

to carriers. They are non-goverrunental agencies appointed by the Secretary. A 

carrier can be any entity experienced in the health insurance field. The con­

tract between the Secret ary and the carrier is for operation of the Basic Plan 

and reouires the government to reimburse the agent for administrative costs in­

volved in the program. A normal contract is for at least one year and can be 

automatically renewable. It is interesting that these contractors are selected 

by the government, unlike the intermediary, and that competitive bidding for the 

contract is not required. The law requires certain duties which the carrier is 

'7 obligated to perform and typically requires the following: 

(1) To determine the reasonable charges for services furnished; if a 

provider is involved it's reimbursement must be on a reasonable cost basis; 
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aft er the date of notice . 
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CHAPTER TWO 

THE BASIC REIMBURSEMENT FORMULt.. 

\·ihat Services ai~e Rei.1t1bursed: 

This chapter will cover t he subject of reimbursement. It will begin with 

some discussion on what services a.re reimbursed and will explore more deeply 

how they are reimbursed. 

Basice..lly there are two bases .for reimbursement or payment U..ider the 

Medicare program. These are denoted as "reasonable cost" and "reasonable 

charge." Both terms will be defined as -:.he two independent plans of Medicare 

are discussed. Generally Rny amount ~~id to a provider of services-i.e. 

hospital, skilled nursing home, home health agency- for services rendered to 

a beneficiary is., af'ter adjustment for the deductible portion, the "reasonable 

cost" of the services. A provider is reimbursed for services on basis of 

"reasonable cost" whether the applicable plan is the hospital insurance program 

or the medical insurance plan. 

Generally, reimbursement for physician services, medical and other health 

services under the medical insurance program is based on the "reasonable charge!! 

for the service. One noted exception to this rule is that an organization that 

provides medical and other health services on a prepayment basis may elect to be 

paid on the basis of "reasonable cost" as opposed Lo reimbursement. on the 

"reasonable charge" method. 1 

Reimbursement under the hospital insurance plan requires the use of a 

nreasonable costi' in it's determination. Basically, "reasonable costs" are 

current costs, both direct and indirect, including standby costs, that are 

9 
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necessary expenses of t he institution in providing services to beneficiaries, 

rather than costs of a past period or a fixed rate. The shara of total hospital 

costs to be accepted by the program is related to the care given beneficiaries 

in order that no cost of their services will be borne by patients not covered 

by the hospital insurance plan. 

A provider of services is usu&lly reimbursed on the basis of "reasonable 

cost 11 as noted befo~e, but such costs cannot . exceed the providers customary 

charges f or such services. In the case of services provided free of charge or 

at nominal charge, the reimbursement is determined on the basis of items included 

in the determination of rl:lasonable cost which will provide ''fair compensation1' 

for such servjces . It was the Social Security Amendments of 1972 tha t authorized 

the use of custom2.ry chnrges or fair compensation whera applicable but did not 

become effective until a ccounting periods beginning after 1973.2 

Under new rules, eff'ective for cost reporting periods beginning Jan. 1, 1974, 

r eimbursements a r e limited to customary charges to the community at large when 

those cha r ges fall below t he providers reasonable cost. When the provider is a 

public institution that furnishes care free or for a nominal fee, reimbursement 

will be at reasonable costs. 3 

The law provides that a reasonable cost is determined under acceptable 

methods established by regulations. These methods will be explained in the 

next few paragraphs covering the hospital insurance plan. Considerations must 

be given to principles developed and generally applied by national organizations, 

such as AMA and Blue Cross Association, when developing acceptable methods used 

in comput ing reimbursement to providers . Determination of cost of services may 

be based on a per diem, per unit, per capital, or other basis. It may provide 

for using diffe r ent methods in different circumstances, and for the use of cost 

estimates. It may also provide for the use of charges or a percentage of charges 

where this method reasonably reflects the cost s. The regulations must a lso 



11 

provide for making retroactive corrective adjustments where the total reim-
4 

bursement proves to be either inadenuate or excessive. The above requirements 

were part of the original law and it has since been amended to include a 

specific provision for recognition of a reasonable return, not to exceed 1~ 

times the average rate of interest on obligation issued by the Federal Hospital 

Insurance Trust Fund, on enuit y capit al including necessary working capital 

invested in the facility. 5 

The 1972 A.111endment s to t he Social Security Act excluded in the computation 

of 11 reasonable costs!! any cost in excess of what was actually incurred and 

more important any "cost found t o be unnecessary in t he efficient delivery of 

needed health services." This is not to conflict with higher or differing costs 

because of a difference in providers because of si~e, nature, and scope of 

services provided, t;ype of pa tient treated, location of hospital, and other factors. 

However reimbursemen t, of reasonable cost s for ineffjciency in operation or ex­

cessive services will not be provided. There would be no denying of services 

greater than generally provided to a beneficiary, but Hedicare will not pay for 

that servica. 

Reimbursement on the basis of reasonable costs as long as they do not exceed 

customary charges became effective with the 1971 Amendments. Customary charges 

were defined in the House Ways and Means Committee as: 

(1) the charge listed in the established charge s~hedule (if t he 
institution has only a single set of charges applied to all patients), 
or (2) the most freouent or typical charge :imposed (if institution 
uses more than one charge for a single service). However, in order to 
be considered to be the "customary charge,,: a charge would have to be 
one that was6actually collected from a substantial number of 
individuals. 

The Committee went further with this idea and allowed a carry forward for certain 

differences between the two costs. 

Your Committee recognizes the desirability of permitting a provider 
that was reimbursed under Medicare, Medicaid and Child health Programs 
on the basis of' charges in a fiscal period to carry unreimbursed 
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allowable costs for that period forward for perhaps two succeeding 
fiscal periods. Should charges e.xceed costs in such succeeding 
fiscal periods, t he unreimbursed allowa.ble cost s carried forward 
could be reimbursed to the provi der along with current allowable 
costs up to t he limiL of current charges. 7 

The Social Security Ad.rnins t ration has pc1t together regulations cont rolling 

the principles of rei11bursement on a r <::asona ble cost basis. 1v1ha t will follow 

will be a look at some of t he more important principles t hat have been adopt ed. 

The principles of reimbursement not only gi ve co·..rerage to direct cos t s as to 

room and boa.rd but also t o indirect costs ,?.s t hose to be disc'..lssed next. 

There is allowable an approprfa ~e amoFnt for all depreciable assets used 

i n t he services of aiding beneficiaries. The deprecia t ion allowed is basically 

on a. historical cost. amount except f or t hose institutions wit.h inadequate re-· 

cords of asset s acouired before 1966. There is an optional allowance given in 

p1ace o.f depreciation. All assets procured. af t er 1965 must use historical cost. 

The assets actually used in service for beneficiaries ar-E; covered even if they 

have been fully depreciated for other purposes. Also, asset s acquired before 

August 2, 1970 can be depreciated using 2ccelorated met hods allowed by income 

tax laws. Those purchased after t hat date are required to use the st raight 

line method. There is an important. point. here concerning the funding of 

depreciation. Although not. required, fW1ding is recommended for two reasons. 

First it is recognized as a method to insure asset replacement and secondly it\• is not 

used as an offset against the interest expense allowable as a program cost. Under 

t he 1972 Amendment s, reimbursement will not be allowed for capital costs, such 

as depreciation, t hat are inconsistent with state or local facility plans. 

Allowable cost s include an amount for interest on both current and 

captial debts. The stipulation is that the interest must be on funds needed to 

satisfy a financial need, and also for a purpose closely related to patient care. 

The interest must be within the relevant range that a prudent borrower would 

have incurred in a arm's length transaction. There is also the requirement 
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here t hat interest must be on capi~al costs consistent wit h stat e or local 

healt h facilities. 

The cate1:;ory of cnarit.y, court esy discounts, and bad debts has mixed appli­

cat ion. Charit y and cour,:,esy discount s are reductions in charges made by a pro­

vider and are not allowable as reasonable cost s. Bad debt s are not permissable 

a s a reimbursable expense unless che beneficiD.ry is negligent in paying the de­

duc t ible or coinsurance amount s. 

Cost s of educational act ivit ies are allowe.ble if i~hey meet t hree reriuirements. 

The activity must b e..; : : (1) intended to improve Lhe ouality of health care or ad­

minist ra t ion; (2) if necessary, licensed by s t a t e law: and (3) if license is not. 

rer,uired, approved by ~he recognized professional organization for t hat particular 

activit y. These educ.:J. t ional activit ies are appro·..red if t here are formal and/or 

planned programs of s t udy used by staff members of the inst i t ution. The costs of 

t his type of progr:im include both direct and general service costs minus amounts 

received from grants, t uition, etc. 

Research costs that are incurred with and as a . pc2rt of patient care are allow­

able. However, any cost s involved in research t hat do not apply to pat.ient s is 

no t. reimbursable. As wi th educat ional activi t ies, t he cosr,s are only paid if no t. 

covered by grants. 

There are two siLu.!l t. ions with grant s, gifi:.s, and endowments. Any such income 

to the provider that is unrestricted is not deducted from operating costs in 

arriving at a reimbursement amount . But income designat ed by the donor for cover­

ing specific cost s must be deducted. 

The provider receives a i;najor benefit from the use of volunteer or nonpaid .· 

workers. The value of services performed by them, if they work more than 20 hours 

per week in full time positions other than a religious order, is allowable as an 

operating expense. The applicable amount must be present in the records of the 

provider as a legal obligation. There is a stipulation t hat the nonpaid workers 

1 
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must be a member of an orgc.nizat icn of nonpaid workers chat has an arrangement 

with t he inst i t ut ion. 

All purche. se discount s, allowancas. and refw1ds are reduct ions in cost and 

providers are expected t o take advan tage of t hese reductions. An intermediary 

ha s t he aut hori-ty not t o r ,eimburse excass costs because of an institutions 

failure to utilize such discoun-~s. 

Owners of certain providor organize.t ions oft en render services as managers, 

administrators, or in other wc1.ys. The provider is allowed a reasonable amoun~ 

of compensation for services to owners if the services provided are&. necessary 

function. The amount allo~red f or S<':lrvices provided by partnerships or sole pro­

viders is determined as t he re;:-~soi1a ble value of services rendered. It is interst­

ing to note that t his cost is a.llowed whet.her th.ere nre actual dist ribution of pro­

fi t s or not. The operating profit (loss) does not effect the allowance of com­

pensation for t he ovmers services . Hit h corporations, unless the compensation is 

paid (cash or in kind), within 5 days of the cost period, to the employee or 

officer holding stock and rendering service t he unpaid compensation is not in-
8 

eluded in t he reimbursable amount , either when paid or in the period earned. 

Another ineluctable cost is the value of services, supplies, or facilities 

furnished t he provider by related organizations. They are ineluctable as an 

allowed cost at their cost to the related organization, but . cannot exceed the price 

of comparable services or supplies purchased elsewhere. 

Through the use of an ''inpatient :routine nursing salary cost differential, 11 

the more costly care generally received by medicar.e patients is recognized. The 

reason behind this allowance is that on t he average, aged patients receive more 

cos t ly care and Medicare patients are an intregal par~ of this group. 

Hrn-1 Reimbursable Costs are Determ;ined for Hospitals: 

A:. -t:,his point the major principles controlling :r·eimbursement have been ex-

plained. Generally , h0'.<1ever, t.he Medicare program reouires t hat all payments 
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t o providers be based on a reasonable cost of services covered by t he program and 

be related to pe. tien t, ca .. t·e· of beneficia Ties. T'ne includability of costs is sub-

ject to r egulat ions pr escribi ng t he treat ment of specific items and will not be 

discussed other t han t o list a·.few as examples. Specific treat ment is given for: 

costs of television a.nd telephone service, costs of billing, parking lot costs, 

cost s of emergency r oom services, oxygen cost s, and st art-up cos·i~s, franchise 

fees, a nd organization cost s. 

Once allm·rable costs are det ermined the next step is to apportion t he amount 

of such cost s at tributa.ble t o HedicaY·e beneficiaries. This 2rea of cost appor­

t i onment including cost data and cost finding is t he next area of C')ncern. The 

two acceptable me·::.hods i'or cos t periods aft er 1971 are t he Department al Method 

a.nd t he Combinat i on iviethod . Before discussing T,he two met hods t he terms routine 

services and anc;j_lfary services i1ill be defined. Rom:.ine services means room, 

dietar y , 2nd nursing services, minor medica l and surgical supplies, and the use 

of facilit ies and equipment for which a separate cha :cge is not ordinar :Uy made. 

Ancillary services are other services for which separate charges are usu-:1.lJ.y 

made in c.ddition t o rout ine services. 

Ahy hospit e.l or hospital-skilled nursing facility complex wit h 100 or more 

beds is required to use the Departmental Me·Ghod. Using this met hod, t he ratio of 

beneficiary charges to total patient charges for the services of each ancillary 

department is applied to the cost of the department . 9 Add€d to this is the cost 

of routine services for beneficiaries, determined on the basis of separate cost 

d . .,. 1 · · · , ~. 10 per iem .1.or genera routine paT,iem:. care sec _, ions. Also, in hospitals, a sepa-

rate average cost per diem for each int ensive care unit, coronary unit, and other 

special inpatient units is added. 

The following is an example of the Departmental Method taken from 20CFR 405 

(Medicare) Federal Health Insurance for the aged (para. 405,452 c (2) (u)). 

I t illustrates tha apportiomnent on the average cost per diem for general 



16 

routine services taking into account an i:..patient rout ine nursing salary cost 

different ia 1. I t apportions ancillary services cost on t he ratio of beneficiary 

charges to total charges applied t o department cost for report ing periods 

beginning after December 31, 1971. 

The total reimbursable cost is computed in two steps. The fir.st $88,000 

is t he t otal of t he separate departmen t-al cost s arrived at by applying the 

applicable ratio ( charges of program beneficiaries Lo t otal charges) to total 

costs for each depart ment. The second amount is found by multiplying the appli­

cable a.verage per diem cost for t he service by the beneficiary inpatient days. 

The separate costs of each depart ment and service are shown in Illustration 1 

and when t otalled eoual $300,000. 

ILLUSTRATION I 

DEPA. RTMENT A. L M:ETHODll 

Department : 

cperating rooms 

delivery rooms 

pharmacy 

x-ray 

laboratory 

others 

totals 

Charges to 
program 
beneficiaries 

$20,000 

$0 

$20,000 

$24,000 

$40,000 

$6 , 000 

~1102000 

Tot al 
charges 

$70,000 

$12_, 000 

$60,000 

$100,000 

$140,000 

$30,000 

j412,000 

---

Ratio of 
beneficiary 
charges to 
total charges 

28 4/7 

0 

33 1/3 

24 

28 4/7 

20 

Cost of 
Total beneficiary 
cost services 

$77,000 $22,000 

$30,000 $0 

$45,000 li15,000 

$75,000 $18,000 

$98,000 $28,000 

$25 , 000 $5,000 

$350,000 $88,000 
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Total Average Program Cost of 
inpatient Total cost inpatient benefici ary 
days cost oer diem days services 

general rout i ne 30,000 $630,000 $21 8,000 $168,000 

coronary care 500 $20,000 $40 200 $8,000 
unit 

i ntensive care 3,000 $108,000 $36 1,000 $36,000 
unit 

33,500 $758,000 9_,_200 $212,000 

- --- 88 ,000 

Total cost reimbursable i)00, 000 

The other method is the Combination Method and it is required for any 

hospital or hospital-nursing complex with less than 100 beds . Illustrati on 2 

shows that by using this method the cost for routine servi ces is found on the 

basis of a separate average cost per diem for the rout ine patient care sections . 

This amounts to $150,000 in the illustration. Hospitals then add a separat e 

average cost per diem for t he aggregate of coronary care, intensive care, and 

other special care units 1·1hich in this case is $28,000. Also added is the cost 

of ancillary services used by benefi ciaries ($64, 000), determined by appontioning 

the total cost of those services (delivery room costs are excluded) on the basis 

of the ratio of beneficiar y charges for ancillary services t,o total patient 

charges for such services . 

The cost of general routine services provided to beneficiaries woul o be 

added to the $242,500 figured in the following i l l ustration plus an inpatient 

routine nursing salary cost differential adjustment . 

l 
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ILLUSTRATION 2 

COMBINATIOiJ :.fETHODl2 

'T.'ota.l i npat ient. days f or all patients - general ·area 

Total inpatient days f or all pat i ents - special care units 

I npatient days applicable t o program beneficiaries - general 

Inpatient days applicable to program beneficiaries special care 

Total allowable costs - general inpatient routine area 

Total a.llowa.ble costs - special care units 

Inpatient ancillary services 

deljvery room 

t otal allowable cost excluding 

Inpat ient ancillary services- total charges excluding 

delivery room 

Inpatient ancillary services -charges for services to 

beneficiaries 

Cost Computation Applicable to Program: 

Average cost per diem for general routine services: 

$600,000 7 30,000 = $20 per diem 

Cost of general routine services to beneficiaries: 

$20 per day x 750 days= 

Average cost per diem for special care units: 

$95,000 7 2.500 = $38 per diem 

Cost of services to beneficiaries: 

$38 per diem x 750 days = 

Ratio of beneficiary charges to total charges for all ancillary-. 

services excluding delivery room 

$80,000 T $400,000 = 20% 

$30,000 

$2,500 

$7,500 

$750 

$600,000 

$95,000 

$320,000 

$400,000 

$80,000 

$150,000 

$28,500 
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Cost of ancillary services to beneficiaries: 

20% X $320,000 = 

Total cost of services provided to beneficiaries. 

$64,000 

$242,500 

The two methods illustrated are approved for hospitals and usually t he 

hospital-nursing facility complex. There a re temporary or interm met hods of 

~ost apportionment but they reouire approva l before application. To a certain 

extent they depend on the facility and i ts size so coJ."l~ei:r,11,3ntly t hey will not 

be discussed in t his paper . 

Provider Cost Allocation Methods: 

Principles of reimbursement reouire t ha t providers receiving payment on 

basis of reimbursable cost mainta in adeauate financial records and cost data. 

The records musG be such that they can be based on an approved method of cost 

finding and usually on the accrual basis of accounting. Goverrunent institutions 

operating on a cash basis of accounting are permitt ed to use the cost data on 

such basis subject to appropriate treatment for capital expanditures. The basic 

accounting rule of consistency applies in order not to impair comparability. 

Cost reports are recruired on an annual basis determined by the providers account­

ing year. 

Generally, eit her the "Step-Downtt Method or the 11 Double Apportiorunent'' 

Method must be followed in determining the actual costs of services during 

the accounting period. A more sophisticated method may be used with approval 

of the intermediary. For reporting periods beginning after December 31, 1971, 

those using the Departmental Method of apportiorunent must use the Step-Down 

method or the Double-Apportionment Met hod. Those providers using the Com­

bination Method are reouired to use the Modified Cost Finding Method. Each 

method will be explained in the following paragraphs. 

The Step-Down Method is basically the same as that used by many companies 
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allocating costs of service department s to oi:,her service departments and 

production departments. It recognizes that services of non-revenue-producing 

departments (service departments) are used by other non-revenue departments 

as well as by revenue-producing depart ments. All costs of non-revenue centers 

are allocated to all centers they serve, whether they produce revenue or not. 

The usual method is t o begin with the non-revenue center serving the greatest 

number of other centers. Once the cost of a non-revenue center is apportioned, 

t.ha.t center is "closed.:: This applies even though i t may have received se:rvice 

from a center that apportions i t s cost s at. a la t er t ime. 

Similar to the Step-Duwn Method is t he Double-Apport ionment Method, which 

also recognizes t hat non-revenue centers service other non-revenue centers as 

well as revenJ.e-producing centers. Wit.h this method, the non-revenue centers 

are not r:closedi' after preliminary allocation of their costs. They accwnulate 

& portion of t he costs of all other centers from which services are rendered. 

The preliminary allocation is followed by another or final apportionment of 

expenses involving the allocation of all costs left in the non-revenue-pro­

ducing centers directly to the revenue-producing centers. 

The final method discussed is. the Modified Cost Finding Method used by 

providers following the Combination Met hod of cost apportionment. This 

method differs from the Step-Down Method in that services provided by non­

revenue-producing centers are allocated directly to revenue-producing centers 

even though the services may be used by other non-revenue centers. Applying this 

method reauires the costs of non-revenue centers having a similar basis of 

allocation be combined. The resultant total is then distributed to revenue 

centers. All the non-revenue centers having large percentages of cost in 

relation to total cost s a re allocated in this manner. The total cost s of re­

maining non-revenue centers will be allocated to revenue centers in the pro-
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portion that each bears Lo t otal cost s c1.lready alloca ted . The be.sis to be 

used and the centers to be combined a ra not opt ional, but are ident ified in t he 

cost report forms for t his ne.chod. The skilled-nursing facilities generally 

use the methods approved for hospi ta ls, while home he2lth agencies have 

a.dditional approved cost finding methods such .~s; The Na t ional League for 

Nursing Methods I and II and The Combined Public Health Service-Nat ion-9.1 

League for Nursing Method. 

The l a st i tem of discussion before prospect i ve reimbursemen t, is payment t o 

providers. The ral'?uirement is for payment of t he reason:1ble cost of services 

provided for t he benefi ciarie s. However since a.ctual costs are not determined 

until the end of a reporting period, an in terim rat e, attempt ing to approximate 

act ua l costs, is f ixed by the int ermediary wit h each provider and is paid 

regularly. The intf~rmedia ry will make a tena t i ve adjust ment after r eceiving 

t he cost report . The final settlement Nill be made after audi t ing t he providers 

records and reaching an agreement on the total allowable cost due. Under 

certain circwnstances 11accelorated po.yments" are made. Int erim payment s can be 

made, usually weekly, without rega rd to individual billings. This program is 

referred to as 11 Periodic Interim Payment11 
( PIP) and is elected by hospit als 

meeting certain re11uirements. 

Prospective Reimbursement: 

Concern about inadouacies of retroact ive reasonable cost de t erminat i ons 

and t he escalation of healt h care costs , caused concern about t he subject of 

prospective reimbursement. It would involve the use of a prospect ive rate and 

would renuire that the rate of pa;y1nent be set in advance of t he period to which 

it would apply. If actual costs are less t han t he prospective ra ~e , the pro­

vider would retain all or part of the savings. If actual costs exceed t he rat e , 

t he provider would have to begin cos t saving measures to st ay wit hin t.he reim-
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bursable rate. Possible prospective rates of reimbursement would include a 

study of negotiated rn.tes, formulas and budget review. Deficiencies in cost 

data, lack of current methods of comparability among providers, measuring 

health care output, and estimating costs necessary for efficient delivery of 

health services are problems in attempting to apply a prospective rate. 

Theoretically the prospective reimbursement method could be incent ive for 

the provider of services to institllte cost saving measures. But control must 

be adeouate enough to prevent t he savings in cost t o be the result of a drop in 

. th . 1· lJ services or eir oua i t y. 

In concluding the section oi' this chapter on provider reimbursement, the 

Amendments of 1972 concerning limits on recognized costs will be oul:,line. First, 

the Secre tary can act prospectively rather than retroactively, enabling the 

provider to know in advance the limit s on costs that will be recognized. This 

is basically the section previously discussed. Second, the relatively high 

costs that can not be justified as reasonable for the results obtained will not 

be reimbursed. Third, since limits would be set in advance, i t woLtld enable a 

provider to charge the beneficiary for the costs of services in excess of those 

that are considered to be necessary in the efficient delivery of health care. 

However, the beneficiary must be specifically advised of the type and amount of 

such charges before admission. 

Determ.ina tion of Reimbursable A.11ouhts For Physicians: 

Payment for services under the supplemental medical insurance program 

furnished by a physician and others, not including a provider of services, is made 

on a basis of "reasonable charge. 11 ·rhe special case of ·provider based-physcian 

will be discussed briefly here and more extensively in the next chapter. 

The cost of provider based-physician services which are indirectly related 

to medical or surgical service provided to patients, such as teaching, adm.ini-
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stration, a!1d supervision, are an allowable cost t o the provider. However, 

those r.osts of service which are directl y related ~o id:er.tifiable medical 

ser·ricr;s 2re reimbursed i..:..'1der the medical insurance plan on the basis of 

rea sane. ble charge. 

The law cont.rolling t.he deLermination of :•reasonaole charge'' renuires the 

administering carrier to insure that t.he charge will be reasonable and not 

higher than the charge applicable , for a compa.rative service under comparable 

conditions, to the carriers policyholders : It, a lso requires that the deter-

mination of "reasonable charge" take inLo consideration the customary charge for 

similar services generally made by a physician in t he locality. 

The Amendments of 1972 expanded the original reauirement s so that. no charge 

may be determined to be r easonable unless i t meets the following definition: 

in t he case of bills submit ted or renuests for payment m:1.de under 
this part aft er December 31, 1970, if i t exceeds the higher of (i) 
the prevailing charge recognized by the carrier and found acceptable 
by the Secretary for similci r services in t he same locality in ad­
ministering this pa rt on December 31, 1970, or (ii) the prevailing 
charge level that, on the basis of statis.t ical da ta and methodology 
acceptable to the Secret ary, would cover 75 percent of the customary 
charges made for similar services in the same locality during the 
last preceding calendar year •.. In t he case of physician services 
the prevailing charge level determined for purpose of clause (ii) of 
the preceding sentence for any fiscal year beginning after June JO, 1973, 
may not exceed (in the aggregate ) t he level determined under such 
clause for the year ending June JO, 1973, except to the extent that 
the Secretary finds, on the basis of appropriate economi14index data, 
that such higher level is justified by economic changes. 

There has been much controversy over the criteria applied in making deter­

minations of reasonable charge. Most of the controversy surround the require­

ment that the charge cannot be :ihigher than the charge applicable, for a com­

parable service and under comparable circumstances, to the policy holders of the 

carrier.n The Senate Finance committee in a report on 11Medicare and Medicaid 11 

believed that the above provision was intended to limit medicare payments to the 

amounts in local Blue Shield fee schedules, no matter what the difference was 

between actual charges and the i'ee schedules. However, the Social Security Ad-
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Administration felt that this limit a tion applied only where Blue Shield fee 

schedules were intended as payment in full for physician services. Again the 

Amendments of 1972 were needed for ~larification. It is reouired that in a 

locality where a significant nwnber of payments are made under Blue Shield or 

other insurance contract s and -~o the extent t h~t these payments are accepted as 

full payment by physicians, they should be appropriat ely reflected in t he charge 

information used in de termining reasonable charges. 

Reasonable charge determinations in general a re under Administrative 

regulations. There a.re two criteria in the law for determining reasonable 

charges. They are (1) t he customary charges of a physician for similar services 

and (2) the prevailing charges l ocally for similar services. Obviously, there 

are no uniform fee schedules a.pplicable to all physicians, or to all in a 

locality. The law rerruires an individual determination based on charges of 

the particular physician and others in the area. Application of the criteria 

by carriers :renuires them to exercise considerable judgment on the data in 

order that reasonable charge determinations are er,uitable. 

The Social Security Administration does not review every determination 

by t he carrier. It will review and evaluate the general procedures and per­

formance of duties by the carriers. The Administration hopes that application 

of the principles of determination will result ·in over-all consistency among 

carriers. 

Customary charge refers to an amm.:.nt most frenuently charged by a physician 

for a specific medical service in a particular area. Token charges for charity 

patients and below normal charges for welfare and other low income patients are 

not included in the determination. If, in a particular case, the physican 

charges the patient less than his customary charge, the reasonable charge must 

not exceed the actual charge. The carrier is not to consider the income of a 

patient beneficiary in determinine the amount that is a reasonable charge. There 
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is no provision for a carrier to evaluate the reasonableness of a charge after 

considering a beneficiary' s economic status. The reasonable charge cannot ex­

ceed :-he physicians customary charge unless unusual circumstances such as 

medical complicat ions arise. But there is another stipulation t hat t he addi­

tionn.l charge f or complica·::.ions must be general practice in that area. As 

previously stated, the carrier is expected to exercise judgment particularly 

1-;hen a physician va.ri,3s his charges for a specific medical procedure or servi ce . 

In such a case, the carrier vrnuld use t'."le median or midpoint of charges, but 

only if a sufficient number of ch:l.rge data is available. Within the data any 

clustering of cha r ges in a certa in range should indicate the point from which 

the customary charge should be taken. Using relative value s cales in ar1~iving 

at a decision is acceptable under t he above circwns t ances. The relative 

value scales e.re a.lso applied when t here is insufficient volume of material ~o 

pick a median of charge s or even simply beca'..l.se the carrier does not have 

enough information on a particular physician. 

Customary charges are not static. They are subject to change because of a 

physicians increased charges t o the public in general. The customary charge 

resulting from a revised charge to patients should be rec ognized as the new 

customary charge, if it is not above the l~nit of t he prevailing charge range. 

The newly determined customary charge should be acceptable in judging the reason­

ableness of charges when f u tr,re service is provided under the medical insurance 

program. 

Th1:; prevailing charge is defined as that charge which falls within a range 

of charges most fre('"luently utilized in an area for a particular medical service 

or procedure. The top of the range establishes a limit that a carrier will 

find acceptable for a given service. It is the pattern of charges in a par­

ticular locality t hat determine the prevailing charge. There are acceptable 

va1•iat ion::i in the range of prevailing charges. These ordinarily apply to 
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specialists and can lead to the deve lopme71t of more than one range of pre­

vailing charges that arc considered reasonc!.ble . Being they are not static, 

carriers are expected to r e- Bvaluate and adju.st, ii' necessary, the deter­

minations of prevailing charges in a locality. 

In each locality, the carrier is expected to t ake into account the 

differences in population, its density, economic levels, and other factors 

possibly affecting charges. 

In order to tie in the idea. of customary and prevailing charges in the 

determination of what is reasonable, the following illustrati on is gi ven. 

The prevailing charge for a specific procedura ranges form $80 to 
$100 in a locality, Dr. A's bill is for $75 although he customarily 
charges $80. 
Dr .B's bill is his c~stomary charge of ~85 . 
Dr . C's bill is his cus t.omary cha.rge of $125. 
Dr.D's bill is for $100, although customar.ilyH 1 s $80, and there are 
no special circumstances. 
The reasonable chnrge for Dr. A would be limited to $75, since 
reasonable charge can not. exceed actual, even if lower than 
customary a nd below prev2iling rate . 
The reasonable charge for Dr. B would be $85 . 
The reasonable charge for Dr. C could not be more t han $100, 
t he top of t he prevailing range. 
The reasonable charge for Dr. D would be $80, because that is his 
customary charge. Even though his actual charge of $100 falls 
within the range of prevailing charges, the reasonable charge 
c~nnot exceed i;s customary charge in the absence of special 
circumstances. 

Conclusion: 

Chapter Two has dealt primarily wit h the principles of reimbursement, 

specifically the area of cost data and cost finding. Included in the cost data 

were descriptions of applicable methods of allocation such as the Step-Down and 

Double Apportionment Methods. The use of these methods in conjunction with either 

the Departmental or Combination Methods of cost finding in determination of the 

"reasonable cost " as a basis of reimbursement for providers and "other11 insti-· 

t utions were given in detail. 

Not only were applicabl e hospital methods disclosed, but the use of a reason-



able cha.rge, an1 its de-:.ermin=?.ti:::r.. ; ws.s g:i.veL considerable c:)ver-~ge in dealing 

with physicie.r. reim::m:rser.1ent provide6 by t.he ,coLmta:ry :!ledic,?.l .:i.nsu:;-ance pb.n 

or Fa.::rt B I·1edicare as i L i s !-:n.o•.·m . 

The discussion a nd illt~stra t ions h2.ve shown ;:.he complicati ons tnat the 

Medice.re progrnm has crea".:-ed for he:.lth L;c1re insLiLut.ions and individuals. 

The l aw is exacting a nd ye '.., it, leaves, ,ih'3.t seems t o be, a gree. t deal of 

judgment t o t he intermedic:•.r y in t he cie t.ermin.e. t ion of what i s a r easonable charge 

or cost. This i s especially not iceable if the d:Lfferenc,as of locality and 

economic level are considered. 
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CHAPTER THn.EE 

REIMBURSEMENT PROBLEMS 

Hospital Reauirements For Participation : 

This chapter will look at the definition of a hospital and the conditions 

necessary for its pa!'ticipation in t he hospital insurance plan (Part A Medicare). 

Along wi!:-h th.is, will be a discussion on the reimbursement problems of the 

hospit.?.1-based physician. The passage of PL 92-603 has several interesting 

c.hanges and they will be noted. The last area of concern is the use of an eco­

nomic index as a measure of the effects of inflation on reimbursement. 

Section 1861 (e) of the Social Security Act defines "hospitaii' (including 

skilled-nursing facility) as an institution that is: 

(1) ordinarily engaged in providing to inpatients, usually under the care 

of a physician, diagnostic and theraputic services, treatment and care of the 

disabled, sick, or injured, 

(2) maintains clerical records, 

(3) has bylaws effective for a staff of }:'hysicians, 

(4) has a renuirement that the patient must be under care of a physician, ani 

( 5) pro~rides 24-hour nursing service su.pervised or given by a registered 

nurse, and has one on duty at all times; except this renuirement may be waived 

by the Secretary until January 1, 1976, 

The above ai~e the basic renuirements since enactment of the Act. For fiscal 

years after March 1973 it has been a :re,.,uirement that hospitals have a written 

overall plan and budget reflecting an annual operating budget and a capital ex­

penditures budget as a condition for participation. 1 This operating budget must 

include all expected income and expenses determined by using generally accepted 

29 
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accounting principles. Ca.pit.!3.l expendi:;ure s m~st show a three year plan in­

cludi ni; the applicable operat i ng budget year. For capi tal expenditures of more 

t han $100,000, a detailed plan .for sources of fir.ancin;:;; and expendi ture object­

ti-.res is ren11ired. 
2 

These pla!1s a!1d budgets a.re expect ed to be reviewed a nd re1: ised 

annually . Prepara+, i on of t he p lan by +,he hospitals ' governing body must i nclude 

medical as well as admiPistrativ e s t a.ff . 3 

The conditior.s f or par+,ir.i.pation are extremely nw"T!erous and th:1t i n it self 

C.'.l'. 1ses pr oblems . For- exa.mple, the~·e a re separa.te r:ond5.ti ons f or mos ::, departments. 

There are c'.pplicable conditions f o:r physical faci lities, medica l s taff, di eta ry 

depart men-:, pha,·macy room, laboratories , and cooking fa cilities. The conditions 

for every separate componeni:, canoe f ound in t he rGgt1lations , specifically 

Subpart J of t he Viedicare regula t ions , 20 CFR Pa rt 405. 

Hospit al-Based Physici an: 

There seems to be a p8.rticular problem f or providers in receiving maximum 

reimbursement f or the services of the hospital-based physician. This is not 

for sen-ices furnished to individual patients, but ra t her costs t hat are 

generally borne by the hospital insurance program as stated previously. 

Not only are the types of services performed by physicians numerous but the 

method of compensat ing them is left, to a great e.xt,ent, to an agreement between 

t he provider and physician. Generally, compensation is either on a salary basis, 

a percentage of the gross income received from the patients for a particular 

service (from the anathesiology department), or a percentage of net income re­

received from patients (possible a percentage with a guaranteed amount). 4 No 

matter how the billing is accomplished or what method is used to distribute the 

proceeds between physicain and hospital, it is almost always charged to the 

patient as a single swn. The problem arises because in order to receive payment 

for services, it is necessary for the hospit al to distinguish between the medical 



services of the physi ci':'ln ~n. the hospi t al s ervice s (inc1.uding the physician 

services fo r t h ..., hospi·~al). 

'l'he Medicare :prog:ra:n h~1s brough t about a gr eat de2l of cont roversy re-

garding r .:i.Jnbursement of t h~ hospit2.l-ba s ed physician. A fac t or cont ributing t o 

the cont roversy has been t he lack of i nformat ion at both t hG hospi tal and int er-

mediary level. Tne prim~r·y r eason is believed t o be a misunderstanding of Lhe 

principle f or hospitt.l -based physici~n reimbursement . What will follow is a 

descrip:.i on of t he fundamem,al principle and a descript ion of how, using the 

same principle, maximum reimbursem·ent, can be::. r e ceived. 

The principle r enuire s a reimbursement for medical and surgical services 

be on the basis of reasonable charge. HoGpHal s er vices ·i:,hrough a physi cia n 

under the hospit al i nsurc>.nce pLs.n are on a r eci.sonable cost oasis. The dis-

tinction bet.ween chD.rge s and costs is important if t he physician is paid on a 

percen te.ge: of gross income (collections ). T'nis sitt:~. t ion is t he result of an 

agreement between the two t o have ·::-he provider deduct a percentage of t he 

physicians charges to cover billing costs. This possibly could have been an 

attempt t o have t he physician sha re in t he allowance for charit y, courtesy, or 

bad debt s, but the term billing costs were used . I f t,he t erms of t,he acwal 

agreement are not known, t he provider should est imate cost s of billing and 

determine if t he reduc t ion in +,he physician 's fee is actually a reimbursable 

billing cos t s. 

Possibly the most freauently used method for compensation is to record t he 

net fees paid t.o the physician as a charge to t he specifi c cos t center, radiology 

or anest.hesiology for example . The provider· us ua lly credit s accounting expenses 

when the physicia n reimburses i:,he provider for billing cost s. ~vi t h t his me t hod 

of account ing for physician fees,the provider is under-reimbursed for costs in­

curred in providing t he service. lvhe. t i s actually occurring i s t he non-Medicare 

p~ t ien l:, i:i paying for t he cos7,S incurred by t he Medicare p3ti ent . 
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Using Illustrations 3&1+, the typical method providers utilize for reimburse­

ment will be explained. First, t he following assumptions are listed for both 

Illustrations: 

(1) Three patients are receiving service; .Medicare, Non-Medicare, and 

Charity. 

(2) All three receive the same procGdures re0uired of a physician. 

(3) Compensation for the physician is 50% of net collections. 

(4) The charge is $200 per proi:edure, $100 is cost and the other $100 is 

for the physician. 

(5) Fifty percent of physici an 1 s fee is the professioml component and 

50% is the providers component. 5 

ILLUSTRATION 3 

UNDERREIMBURSE.MENT6 

Part A and B Costs: 

Total Physician other 
Patients Collections Costs Fees Costs 

Medicare $200 $200 $100 $100 

Non-Medicare $200 $200 $100 $100 

Charity -0- $100 -0- $100 
$400 12.QQ $200 ~ 

Total costs $500 
Less Professional Part B 
costs (50% of physician fees) $100(1) 
Net Part A costs $400(2) 

Part A Reimbursement: 

'l'otal Medicare Total Medicare 
.Charges Charges Costs(2) Costs 

Cost Center $600 $200 ~ §1~:} •22 -. 



Part B Reimbursement : 

Physician 

Pa.~t. A 
Part B 
Total H.eimb1,;.rse­
ment 

cf,-."3 "' i!l .L_) .:>;) 
33.33 

$166 . 66 

33 

Fees(l) 
$1:JO $33.33 

Illust rat ion 3 sho·.,rs that only $166. 66 is reimbursed whan actually the 

cost incurred in treating the patient is $200. The underreimbursemcnt is figured 

by multiplying the allowances (chari t y) assumed by the physician ($100) times 

t he total ccst s t0 total charges ratio result ing in the deficiency. To arrive 

c.t the ma.xil:mm payment, the provider nead only char6e t he g ross fees to the 

applicable cost center (anest hesiology, et c.), and offset allowances ~y the 

a llowances assumed by t he physician. Using this method does r.ot reduce either 

special service costs or gener2.l and ad;-ainistrative costs. Illustration 4 shows 

the effeci if this change is made. 

ILLUSTR~.TION 4 

MA.XIHln-1 REIMBUitSfil!ENT? 

Comp"..ltation of Part A and B Costs : 

Total 
Pat ient Called ions Costs 

Medicare $200 $200 

Non-Medicare $200 $200 

Charity -0- $200 
$400 $400 

Total Costs $600 
Less Professional Part B $150(1) 
(50%,of physician fees) 

Part A. Costs ~(2) 

Physician Other 
Fees Costs 

$100 $100 

$100 $100 

$100 .:1100 
$300 $300 
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appeal a. 11 field auditors" decision to the auditors boss ( thr~ local Blue Cross 

plan if Blue Cross is th~ selected intermediary). If unsatified at this level, 

then it could only a.ppeal to a higher Blue Cross Association level. The passage 

0 
of 92-603 brought some hope of changes to the appeal prodecure. 1 Specifically 

it is Section .243 and it cre~ted the Provider Reimbursement Revi(w Board. 

The frustration associated with appeal activity was incre.s.sed by the 

strenuous resistance of the goverrunent to allow judic..:ial review of disputed cases. 

The government's argument was centered on the fact t hat courts had no jurisdiction 

in Medicare matters except for two e.reas not ccncerned with roimbursement. Un­

fortunately, the courts generally agree Nith the government and have rafused to 

hear cases. There have been s;;ver.:i.l at.tempt,s, but f ew have met with lasting 

success. The lc;st case of significance wa. s in 1973 and involvad the o_uestion of 

whether or not a contribution \·fas restricted (and therefore offse1. against allow­

able costs) or not restricted (.:rnd therefore not off). The gov0rnment presented 

its position of lack of jurisdiction by the court; but the court ruled otherwise. 

This environment.al pressure had an irn:i:ortant p.:irt in the creation of the 

Provider Reimbursement Review Board. It will have five members who must be 

knowledgeable in cost reimbursement. Two members must be provider representa­

tives a1.u. one must be a certified public accountant. Most importantly , the law 

expressly provides for the right of judicial review whenever the Secretary over­

turns an appeal board3 position of supporting a provider . 

There may be problems with this new phase. In fact., there is the possioility 

that the status ,.,uo will be retained. This is particularly tru.e when it is con­

sidered that the CPA does not have to be an independent party; that is, he could 

be one of the two members representing the provider. This would leave three 

members to come from the Social Security Administration. 

Although the new legislation is not as helpful as first thought, it i s a new 

device available to providers in fight ing reimbursement problems. It is definitely 
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an improvement over the previous procedures . 

Use of an Index to Measure the Effects of Inflation: 

Chapter Three has discu::Jsed a few of the Social problems facing the provider 

in its attempt to maximize Hedic;are reimbursement. Thera are more, but many of 

them are local problems between a provider and his intermediary. The last 

section in this chapter deals with ~he use of an economic index as an aid against 

rising costs of services. An exact index to measure inflation will not be pro­

posed but rather t he attempt by both part ies to measure the results of inflation 

will be explored. 

It might be approprie.te at t his time to ment ion a few items that are con­

sidered major f actors fort.he increase in hospital costs . They are considered 

a type of produc!". cost and were a major contributor to the increaGe in hospital 

costs since. the introduction of Nedicc.re. The passage of Medicare created a ·1ery 

noticeable demand for hospital care by making it available to t hose, who befor;e, 

were not in a firn:.ncial position t o demand extensive, or in some easer min:i.rua.l 

coverage. One factor in this increase has been the rise in the standard of liviing, 

bringing with it or causing an increase in hospital wages. To some extent this 

was a result of prassure being exerted to change the minirnum wage. The inc1·ease 

in labor costs was very noticeable because it grew at a faster rate than wages 

. th . d t . lO in o er in us ries. There was an attempt to 11 catch-up11
• 

Another inflationary cost for hospitals has been the rise in prices for non­

labor items, such as supplies, plant faclities, and eouipment. Particularly for 

plant and eouipment, the increasing cost of capital has had a dual effect. First, 

the cost of capital itself has increased and second, the demand for more and 

higher ouality service has increased the need for greater capital expenditures. 

Hospitals responded to the increase in demand for services with major ad­

vances in hospital care, measured by more and better auality labor a.nd non-labor 
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items. These advance~ have increased at an annual level substantially great er 

than that of t he pre-medicare period . Althot:.gh these reasons fo!' increasing 

costs don 1 t fully explain why, they at least make one a.iiare of some of the causes. 

In order t o measure the effect inflat i on has on hospital costs, reimbursable 

costs in particular, some type of i ndex must- be u3ed t o ouantify the inflationary 

increases. There are ,,arious approaches used to develop such an economic index, 

but only one will be discussed in t he f ollowing paragraphs. Tnere will be no 

attempt to show how such an index wa s specificall;r de veloped or how i t is used. 

aather, its purpose, det ermination, and so::ie of the const rc>.ints ;?.nd ass1.!.rnpt ions 

mnde concerning it 1·1ill be conside red. 

l-fa.ssachusetts, ns on(~ of t he load.ing sta.tes in the field af i1edicare develop-

mc::r.ts) has r ecently completed e. nove:!. appro;:1. ch to cont rolling or measuring 

hospita.l costs. Bl ue Cross end t.h0 c~rtain hospitals i n MassD. chuset.t a have 
., -

negotiat ed the Hospita l Reimbur ~ement Agreement . ..... 1 An inLegral part of that agree-

ment is c. composite index used to meas·c1re the effects o.t inf lation on .hospital 

costs. 'fhe index will be used to es tablish lower limits for cost increases with­

out decreasing t he nuality of health care services. This primary purpose will 

establish thresholds based on the unique character of each hospital with the idea 

that reimbursement for cost increases greater t han t.his limitat ion will reouire 

justification. 

The composite index will not attempt t.o measure cost increases due to popu­

lation growt h, improvements in ouality, or increased avail.ability of care services, 

but only to inflation. Hopeful]y the index will enable responsible people to 

separate the impact of inflation and measure its effect on reimbursable costs. 

It will be used to measure the effect of inflation on hospital costs at year end 

in connection with the reimbursement settlement between Blue Cross and the pro­

vider. Additionally, it will be used as a control in identifying cost elements 
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that are increasing at. a 1·ate higher than inflation. This will hopefully allow 

for inunediate correct,ive action. It is also proposed t hat the index be used to 

forecast t he i.mpac.:t of inf.lotion on hospital costs during the year. This last 

use is nuestionable considering rate at which inflation has recently increased. 

The index was developed by separating hospital costs int o categories corrunon 

to both hospita.ls and other purchasing institutions. If this had not been don~, 

the general economic indic::odor s of inflation could not have been used to assess 

the effects of inflation on hospital costs . Generally, t.he economic indicators 

used for the composit o:3 index are nati onal indicators of economic activity. They 

are prinarily based on price·-level data supplied by the Bureau of Labor Statistics. 

Specifically, the Consumer Price Index and ifnolesale Price Index are examples 

of sources. The index ha.s been devclop8d to m0a.sc1re the rate of change in costs 

due to infktion for all the labor, services , supplies, utilities, and other 

factors involved in providing nuality health care. 

There are 2 major factors contr:tbuting to the increased cost of hospital 

care. They are inflation and e.djustments. What the compositG index does is 

measure the rate of infL'.ltion and the Agreement provides for full reimbursement 

for these cost increases . The adjustments are things such as a legislation, 

regulations, new facilities, disasters, changes in volwne of s ervices, increases 

in insurance premiums, etc. which the index does not attempt to measure. It is 

interesting to note t.hat these adjustments result in increased reimbursable costs 

only if they are reasonable and justified. 

The Massachusetts plan uses 20 reimbursable cost categories (see Illustration 

5) for which annual changes in cost due only to price level changes can be 

measured. Each of these categories has an economic change indicator that ap­

propriately measures the annual rate of inflation with the elements oi' each 

category. To illustrate this point the cost category "Foo:i" will be useci. Let's 
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assume thal the price level change for food is accounted for by a single economic 

change indicator, the yearly percent ~hange in the processed food canponent of 

the vfnolesale Price Index. If there was an 8% rise in this indicator and assum­

ing thll.t for this particular hospital food is 2% of total costs, then component 

of the cost limitng factor due t o inflation in the Food category is 16%. 12 This 

procedure is used for the remaining 19 categories and the sum of the component s 

gives the expected change in costs caused by i nflation. This percentage would 

be used in reimbursement as a limit on increased costs. Anyt hirig greater than 

this amount would have to be justified. 

To summarize, the composite index is intencied to measure only those· cost 

increases caused by price-lavel changes. It was de-,reloped by separating tot al 

hospital costs int o categories common to hospit als and other institutions so 

that general economic indice.tors could be used. It is not the only method that 

can be applied to measure inflation but it's a forward step taken by independent 

hospitals and an intermediary without the prodding of federal regulation or 

control. Hopefully it will be a starting point for ot hers attempting to combat 

rising costs and reimbursen1ent problems. 

Conclusion: 

In conclusion., this chapter has discussed certain hospital reimbursement. 

problems. The particular problem of the hospital-based physician was mentioned 

and a recommended alternative to present accow1ting methods was suggested. 

Another area of concern was the development of the Provider Reimbursement Review 

Board through passage of P.L. 92-603. This Board will hopefully give hospitals 

an appeal procedure that could justifiably increase their reimbursement for services. 

The results of' this section of the new law will not be known until it is tested 

by specific hospitals request.ing judicial review. The last area of concern was 

inflation. The effect of it on Medicare and on Medicare costs was touched upon. 
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The idet of an economic index Ha.s sugr;est ed . The composite. index used in .Mass­

a chusetts was described as an i.'! ttempt by hospitnls and intermediaries to develops 

a measur e of infl2.t ion. These ar c only a few of the problems hospitals face in 

receiving reimbursement . The solution to them ~,ill only be settled by cooperation 

between the provider and the int ermediary. 
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ILi..USTRATIOH 5 

REIMBURSABLE COST CA'T'EGORIES 

l. Professional/Manage rial Sala r ies, Wages , 2.nd Fees 

2. Nursing Salaries and Wages 

3. Skilled Employee Salarie s a.nd Wages 

4- Other Bnployee Sa laries and Wages 

5. Fringe Benefi t s 

6. Food 

7. Drugs and Pharama ce at i cals 

8. Films and Pho·:,ographic Supplies 

9. Print ing. St2.t ionery, and 0.ffice Supplie s 

10. All Supplies no t:, 2ccount ed for in (9) above 

11. Telephone/Telegraph 

12. Elect.ricity 

13. G:3. s 

14. Petrolewn 

15, Purchsed Services from Out side Organiza t i ons 

16. Buildings and Fixed Enuipment 

17. Major Movable and Leased Er.uipment 

18. Int,erest 

19. Free Care a nd Bad Debt s 

20. Reimbursable Costs not Categorized Elsewhere 
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CHAPTER FOUR 

CONCLUSION 

Is Medicare Coverage Adouate? 

The nuestion of a.deouate Medicare coverage can be discussed from two view 

points. The first is from the beneficiaries point of view. Medicare has not 

solved all the health problems of the aged, but it has been a major step in 

that direction. Most people e:an find coverage under one of the two plans at 

an age when t.hey are p2.rticularly succeptable to expensive health care. It 

provides them wiLh a certain amount of assurance and self-sufficiency. 

For example, protection. is provided for services at hospitals, skilled­

nursing facilities, home health agencies, physicians, diagnostic laboratories, 

amublance firms, and physical therapists. The beneficiaries have the possibility 

of being a member of the prepayment plan if they choose and can appeal any 

reimbursement de-::ision they feel is not adecuate. And basically the only 

stipulation is that persons or organizations they choose to provide the services 

must be approved for Medicare participation. Generally, the coverage provided 

beneficiaries is adeouate and can only improve, especially with the passage of 

some sort of national health bill. 

However, the other point of view is that of the providers and others that 

perform services under one of the Medicare programs. Providers, in general, feel 

that they are not always adequately reimbursed. This is particularly true be­

cause of rising costs and because of the increased need for more and better 

services since the inception of Medicare. There has been considerable controversy 

since the Social Security Amendments of 1972. The amendments have been bene-
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ficial but have also left the outcome of !IL~ny ci. reas i n doubt. This nues­

t i onsble a r ea will be discussed in the next section. 

A.re Hospitals A.denuate1y Reimbursed? 

Assessing the impact of t he Social Securi ty Amendments of 1972 (PL 92-603) 

is difficult because, although the bill was p2ssed into law on October JO, 1972, 

many of the implementing regufo t.ions have not. been written yet. The main ob­

j ectives of t he l aw that, concern this paper are the proposals to improve met hods 

of computation and reimbursement and to decrease costs of medical services. The 

first proposals invol ved t he use of prospective reimbursement methods and these 

were mentioned in Chapter Two. Section 237 e.uthorizes sta Les to become involved 

in developing methods of reimbursement of r easonable costs . So far ·nothing of 

substance has been done other t han giving them authorization. As previot1sly dis­

cussed, a Provider Reimbursement Boa.rd was established . The final proposal for 

inprovement of computat ions was authorization by the Secretary to experiment 

with de3jgns to increase the efficiency £:.nd economy of providers operat ions. 

But this aJso hDs not resulted in any substcS.ntial reconunendations. 

The proposal of PL 92-603 to decrease t he cost of medical services will 

seemingly have an adverse effect on the adeouacy of hospital reimbursement. 

Some of t he proposals, such as the limitation on capital expenditures and payment 

of the lesser of customary charges or reasonable costs, were dealt with in pre­

vious chapters. T'.oe regulations will contain limits on routine ser·vices and 

''hotel-type:• services such as room, board, and laundry. The idea is to limit 

reimbursement t o costs that are ree.sonable and incurred by prudent ma:iagement. 

In effect, what will probably happen will be a reduction in reimbursements for 

all the proposals mentioned because they will cause a cutback of services.1 The 

result is a decrease in reimbursements over the long run, bring with it 

financial problems. The effect may be to put more emphasis on f inancial 
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planning. 1'his is part icularly true when you consider t hat medical costs have 

risen more t han most other types of costs. 

The law will··and has had a significant impact on hospitals concerned ~'r'ith 

Medicare costs. Not. only has it clarified some areas but it also has created 

new management. The nuestion of adel'Juate rciimbursement cannot be answer~d at 

this time. There will be no real answer until effective methods of prospective 

reimbursement, until an index for measuring inflat ion, a.nd until improved agree­

ments between provider and intermediar-.1 are developed. The next five years and 

the proposals developed within that time should gi ve e.n affirmative answer to 

the nuestion of adem.:.a.te hospital rein1.bursement. 

Future Outlook: 

There c:.re several new programs that could have a beneficial effect on 

Medica.re. One of t hese is the proposed National Health Insurance Bill. Although 

Congress has not a~reed on final regulations and although it is unlikely that it 

will be effective until the later part of 1975, it deserves mention here. So 

far the House Ways and Heans Committee's efforts to draft the bill have met with 

disagrea~ent. This nonconformity of opinion centers on how to finance the 

catastrophic insurance; whether to make employer purchases of basic insurance 

mandatory; and who should provide t he insurance-- private insurers, Social 

? 
Security Administration, or a new Federal Agency.- The Catastrophic Insurance 

would cover most people with the Federal Government paying all family expenses 

above $6,000. The Employer Plan rel"luires employers to provide comprehensive 

health insurance for employees to cover the first $6,000 of medical expenses. 

Those not eligible for the Emplo~1er Plan wou.ld be protected unde!' the Sta t.e­

Administered Alternate Plan. 

The goal of the national health program coincides with that of Nedicare. 

With the national Health Bill, .Medicare ,rould be retained as a sepe.rate plan with 
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