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2100. PRINCIPLE 
 
All payments to providers of services must be based on the reasonable cost of services covered under 
title XVIII of the Act and related to the care of beneficiaries or, in the case of acute care hospitals, 
the prospective payment system (PPS).  (See Chapter 28 on PPS.)  Reasonable cost includes all 
necessary and proper costs incurred in rendering the services, subject to principles relating to specific 
items of revenue and cost. 
 
2102. DEFINITIONS 
 
2102.1 Reasonable Costs.--Reasonable costs of any services are determined in accordance with 
regulations establishing the method or methods to be used, and the items to be included.  Reasonable 
cost takes into account both direct and indirect costs of providers of services, including normal 
standby costs.  The objective is that under the methods of determining costs, the costs for individuals 
covered by the program are not borne by others not so covered and the costs for individuals not so 
covered are not borne by the program. 
 
Costs may vary from one institution to another because of scope of services, level of care, 
geographical location, and utilization.  It is the intent of the program that providers are reimbursed 
the actual costs of providing high quality care, regardless of how widely they may vary from provider 
to provider, except where a particular institution's costs are found to be substantially out of line with 
other institutions in the same area which are similar in size, scope of services, utilization, and other 
relevant factors. Utilization, for this purpose, refers not to the provider's occupancy rate but rather to 
the manner in which the institution is used as determined by the characteristics of the patients treated 
(i.e., its patient mix - age of patients, type of illness, etc.). 
 
Implicit in the intention that actual costs be paid to the extent they are reasonable is the expectation 
that the provider seeks to minimize its costs and that its actual costs do not exceed what a prudent 
and cost-conscious buyer pays for a given item or service.  (See §2103.)  If costs are determined to 
exceed the level that such buyers incur, in the absence of clear evidence that the higher costs were 
unavoidable, the excess costs are not reimbursable under the program. 
 
In the event that a provider undergoes bankruptcy proceedings, the program makes payment to the 
provider based on the reasonable or actual cost of services rendered to Medicare beneficiaries and 
not on the basis of costs adjusted by bankruptcy arrangements. 
 
2102.2 Costs Related to Patient Care.--These include all necessary and proper costs which are 
appropriate and helpful in developing and maintaining the operation of patient care facilities and 
activities.  Necessary and proper costs related to patient care are usually costs which are common and 
accepted occurrences in the field of the provider's activity.  They include personnel costs, 
administrative costs, costs of employee pension plans, normal standby costs, and others.  
Allowability of costs is subject to the regulations prescribing the treatment of specific items under 
the Medicare program. 
 
2102.3 Costs Not Related to Patient Care.--Costs not related to patient care are costs which are not 
appropriate or necessary and proper in developing and maintaining the operation of patient care 
facilities and activities.  Costs which are not necessary include costs which usually are not common 
or accepted occurrences in the field of the provider's activity. 
 
Such costs are not allowable in computing reimbursable costs and include, for example: 
 

o Cost of meals sold to visitors; 
 

o Cost of drugs sold to other than patients; 
 

o Cost of operation of a gift shop; 
Rev. 454 21-2.5 



2103 COSTS RELATED TO PATIENT CARE 09-12 
 
 

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

o Cost of gifts or donations; 
 

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

o Cost of personal use of motor vehicles; 
 

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

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

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

o Cost of travel incurred in connection with non-patient care related purposes. 
 
2102.4   Donations to a Provider of Produce, Supplies, Space, Etc.--If a provider receives a 
donation of produce, supplies, the use of space owned by another organization, etc., the provider 
may not properly impute a cost for the value of the donations and include the imputed cost in 
allowable costs.  If an imputed cost has been included in the provider's costs, that amount is deleted 
in determining allowable costs.  If the provider and donor organization are both part of a larger 
organizational entity, such as units of a state or county government, costs related to the donations 
are includable in the allowable costs of the provider.  For example, if a county home health agency 
is given space to use in the county office building, costs related to that space may be included in the 
agency's costs, e.g., depreciation, costs of janitorial services, maintenance and repairs. 
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2103. PRUDENT BUYER 
 

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

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

1. Provider A consistently purchases supplies from supplier R and makes no effort to 
obtain the most advantageous price for its supplies.   
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