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ISSUE:
Were the Intermediary’ s adjustments to the Providers home office cost statements proper?

STATEMENT OF THE CASE AND PROCEDURAL HISTORY:

The Providersin the two group appedls at issue are home hedlth agencies (“HHAS") that are separate
operating components of Home Hedlth Corporation of America, Inc. (“HHCA”). In addition to
managing the HHAs, HHCA is the corporate home office for other hedlth care related components,
which include two private duty nursing companies, an outpatient physical thergpy company, anutritiona
therapy company, and a durable medica equipment supplier. For the fiscal years ended June 30, 1990
and 1991, the Providers Medicare cost reports included home office costs which were allocated to the
HHASs using the functiond basis and pooled costs methodol ogies addressed under the provisions of
§2150 ff of the Provider Reimbursement Manud (*HCFA Pub.15-1"). No home office costs were
directly assgned to the chain components, and approximately $55,000 of home office costs were
adlocated under the functiond alocation method. The remaining maority of home office cogts (the
pooled costs), in excess of $2 million, were dlocated by first subtracting the cost of goods sold from
the totd costs of the nutritiond thergpy and durable medical equipment companies, then ditributing the
pooled costs among al subsidiariesin proportion to the remaining codts at each of these subsidiaries.

Upon review of the home office cost statements and the Providers' cost reports, the Intermediary
(Independence Blue Cross at the time) reworked the alocation gtatistic to include the cost of goods
sold into the tota costs reported on Schedule G of the home office cost satements. By increasing the
total cogt dlocation gatigtic for the nutritional therapy and durable medica equipment companies, the
percentage of pooled home office costs alocated to the Providers was reduced, which resulted in a
reduction of Medicare reimbursement to the Providers of approximately $82,000 and $85,000 for
fiscal years 1990 and 1991, respectively.

The Providers appeded the Intermediary’ s determination to the Provider Reimbursement Review
Board (“Board") pursuant to 42 C.F.R. §8405.1835-.1841, and have met the jurisdictional
requirements of these regulations. The Providers were represented by Michadl F. Berkey, Esquire, and
the Intermediary’ s representative was Bernard M. Talbert, Esquire, Associate Counsdl for the Blue
Cross and Blue Shield Association.

PROVIDERS CONTENTIONS:

The Providers contend that their methodology of dlocating home office cogts is more accurate and,
thereby, more equitable. The cost of goods sold is unique to the nutritiona thergpy and durable
medica equipment companies becauseit is an inventory type cost which is not incurred by the other
components in the chain organization. Further, the costs associated with purchasing, storing and
digtributing the inventory are dso directly charged to these companies as operating expenses. Since the
home office does not support the inventory function of these product oriented companies, theincluson
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of these subgtantia costsin the total cost Satistic makes for an inequitable alocation of home office
cogts, which is contrary to Medicare law and regulations.

The Providers assert that, if cost of goods sold is not excluded from the tota costs of the nutritional
therapy and durable medica equipment companies, these home office units would be receiving a double
dlocation of pooled home office cogts. Thefirg dlocation isfrom the direct charging of inventory
related costs to operating expenses, and the second allocation is from the home office which does not
support this function. While the issue of cost of goods sold is not specificaly addressed under
Medicare reimbursement policy, the reasonable cost principles set forth in the law and regulations do
address the fundamenta requirement for accuracy and prevention of cost shifting in determining
Medicare reimbursement. The statutory provisions of 42 U.S.C 8§ 1395 x(v)(1)(A) address the
principles of reasonable cost as follows:

...Such regulaions shal (i) take into account both direct and indirect
costs of providers of services (excluding therefrom any such codts,
including standby cogts, which are determined in accordance with
regulations to be unnecessary in the efficient ddivery of services
covered by the insurance programs established under thistitle) in order
that, under the methods of determining codts, the necessary codts of
efficiently delivering covered servicesto individuds covered by the
insurance programs established by thistitle will not be borne by
individuas not so covered, and the costs with respect to individuas not
30 covered will not be borne by such insurance programs....

42 U.S.C. §1395x(v)(1)(A) (emphasis added).

The regulations at 42 C.F.R. 8§ 413.5 further explain the requirement for equitable reimbursement by
daing:

All necessary and proper expenses of an indtitution in the production of
sarvices, including normal standby costs, are recognized. Furthermore,
the share of the totd indtitutiona cogt that is borne by the program is
related to the care furnished beneficiaries so that no part of their costs
would need to be borne by other patients.

(3) That there be division of alowable costs between the beneficiaries
of this program and the other patients of the provider that takes account
of the actuad use of services by the beneficiaries of this program and
thet isfair to each provider individualy.
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(4) That there be sufficient flexibility in the methods of rembursement to
be used, particularly at the beginning of the program, to take account of
the great differencesin the present state of development of record

keeping.

42 CF.R. §413.5 (a) and (b) (emphasis added).

Both the statutory and regulatory provisions require the Medicare program to pay itsfair share of
alowable costs, and that al paymentsto providers must be based on the reasonable cost of services
related to the care of Medicare beneficiaries. The intent of the statute and regulations is reiterated in the
manual at HCFA Pub. 15-1 § 2102.1, which discusses reasonable costs and expands upon the
Medicare program’ sintent to be fair to providersin the payment of dlowable costs. It isthe Providers
position that the Intermediary’ s adjustments are flawed because they do not take into account what is
far and equitable.

The manua provison a HCFA Pub. 15-1 § 2150.3 dedls specificdly with the dlocation of home office
cogts to the components of achain organization, and sates that dl activities and functionsin the home
office must bear their dlocable share of home office overhead and generd and adminigtrative cods.

For the reporting periods in contention, pooled home office costs must be alocated to chain
components on the basis of total costsif the chain is composed of ether unlike hedth care facilitiesor a
combination of hedth care facilities. However, the Providers note that the manual provision dso sates
the fallowing:

If evidence indicates that the use of a more sophisticated alocation
bass would provide amore precise alocation of pooled home office
cogts to chain components, such abasis can be used in lieu of alocating
on the basis of either inpatient days or total costs.

HCFA Pub. 15-1 §2150.3D.

The Providers contend that their methodology of alocating pooled home office costsis amore
sophidticated alocation methodology by virtue of the fact that it alows amore accurate and equitable
adlocation of pooled home office cogtsto dl of the individud entities of the chain organization. While
the nutritiona thergpy and durable medica equipment companies are basicaly suppliers of tangible
hedlth care products to customers, the other hedth care components of the chain organization are
providers of intangible hedlth care services to patients. 1t was this difference that the corporate parent
believed warranted the different trestment of some of the overhead cogtsincurred a the home office
level. Accordingly, HHCA subtracted out the cogts of the “product” companies, then computed a cost
dlocation datistic based on the remaining codts at the component facilities.

The Providers point out that the Medicare methods (direct, functional, and pooled), normaly alocate
home office costs accurately over the particular lines of business. However, the system breaks down
where the components of the chain are not homogeneous, and thereis an atribute in a particular entity



Page 5 CNs:94-0302G & 94-0304G

that is both cost senditive and not shared by dl the components. The Providers insst that the
circumstance in the ingtant case compels an adjustment to the stlandard methodology in order to obtain
an appropriate dlocation that is more precise than those specificaly mentioned in the manud provisions.
The Providers point out that the Board has recognized these unusua Situations in the past, and cites
three Board decisions which focused on the questions of accuracy.* In each of these decisions, the
Board found that the prior approva requirement should not prohibit the election of a more accurate
allocation of costs. Pursuant to the provisions of 42 C.F.R. §413.20 (@) (“equitable and proper
payment”) and 42 C.F.R. 8413.24(d)(2)(ii) (*more sophisticated method designed to alocate costs
more accurately”), the Providers note that the Board has |ooked for accuracy, not prior permission.
Moreover, the Providers point out that the prior permission requirement for alocating costs from a
home officeis purely a manud requirement that does not have the backing of regulations. The
regulatory requirement for permission applies to Worksheets B and B-1 of the cost report , where
datistica alocations are made to recorded costs. No regulatory requirement exists for costs coming
from a home office onto Worksheet A, earlier in the cost reporting process. Since the Board is not
bound by the manud, it need not be concerned by the requirement for prior permission under HCFA
Pub. 15-1 §2150.3.C or D. The Providers bdieve that the Board should focus on the accuracy
requirementsin the law and regulations by which it is bound.

The Providers contend they have introduced strong evidence that home office services do not relate to
the cost of goods sold at the subsidiaries. While the Providers believe their alocation method is
accurate, logica and rationdly related to the home office effort expended on the subsidiaries, they aso
recognize that refinements might be possible. In this regard, the Providers suggest that the Board might
aso consder the remova of medica supply costs from the other heglth care components of the chain
organization in computing the pooled alocation satistics. Asalast dternative, the Providers beieve
that at least the Intermediary’ s adjustments rel ative to the durable medica equipment company be
reversed.

1 Providers Exhibits P-J, P-K and P-L.

S. Mary's Hospital and Medical Center v. Blue Cross and Blue Shield
Asociation/Blue Cross of Cdifornia, PRRB Dec. No. 90-D34, June 18, 1990,
Medicare & Medicaid Guide (CCH) 138,627.

Horida Life Care, Inc. Group-* Gross-Up” v. Aetna Life Insurance Co., PRRB Dec.
No. 90-D25, May 9, 1990, Medicare & Medicaid Guide (CCH) 38,522.

Sunbdt Hedth Care Centers Group Appeal v. Aetna Life Insurance Co., PRRB Dec.
No. 97-D13, December 3, 1996, Medicare & Medicaid Guide (CCH) 144,923.
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INTERMEDIARY’S CONTENTIONS:

The Intermediary contends that it appropriately included the cost of goods sold in the pooled alocation
gatistic in accordance with the reasonable cost provisions of 42 U.S.C. 81395x(v)(1)(A) and 42
C.F.R. 8413.9(9). Of paticular rdevanceto this case, the Intermediary cites the cost shifting
prohibition at 42 C.F.R. §413.9(b)(1), and the documentation provisions of 42 C.F.R. 8413.20 and
8413.24 which require providers to maintain financial and Setistica records that are sufficient for an
accurate determination of program costs. Theissuein this caseis specifically addressed in HCFA Pub.
15-1 82150 which establishes the methods for alocating home office costs to componentsin chain
organizations. Where home office costs cannot be directly assigned or functiondly alocated, the
remainder of the costs must be alocated on a pooled method set forth asfollows:

Pooled home office costs must be dlocated to chain components on the
badis of total codsif the chain is compaosed of ether unlike hedth care
facilities (e.g., acombination of short-term hospitals, long-term
hospitals, and home hedth agencies) or a combination of hedth care
fadilities and nonhedlth care facilities (i.e, facilities engaged in activities
other than the provison of hedth care). Under thisbas's, dl chain
components will share in the pooled home office cogsin the same
proportion that the totad costs of each component (excluding home
office costs) bear to the tota costs of al componentsin the chain.

Tota costs are costs before Medicare adjustments are made.

If evidence indicates that the use of a more sophisticated alocation
basis would provide amore precise alocation of pooled home office
cogts to the chain components, such basis can be used in lieu of
alocating on the basis of either inpatient days or totd costs. However
intermediary approval must be obtained before any subdtitute basis can
be used. The home office must make a written request with its
judtification to the intermediary responsible for auditing the home office
cost for approval of the change no later than 120 days after the
beginning of the home office accounting period to which the change is

to apply.

HCFA Pub. 15-1 §2150.3.D.2.b.

It isthe Intermediary’ s contention that the Providers have not satisfied the “request for approva”
requirement, nor have they demonstrated that their methodology is a more sophisticated method that
resultsin amore accurate alocation of pooled home office costs. The Providers merdly want to
customize the gatigtic aready being used by diminating cost of goods sold from the totd costs of two
non-provider components. The Intermediary contends that the term “cost of goods sold” is
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interchangeable with the “ cost of services provided” a the service companies, and that al such costs
would also need to be removed from the gatigtic in order to make an equitable distribution. The
Providers are seeking to pick and choose which components of the statistic it aters for which entity,
which is neither eguitable nor a more sophigticated methodology.

The Intermediary argues that no evidence has been presented to support the Providers assertion that
the costs which comprise cost of goods sold for the nutritiona therapy and durable medical equipment
companies do not benefit from the functions of the home office operation. The Providers have not
offered a distinction between “cost of goods sold” and “cost of services provided.” Accordingly, there
isno badsfor excluding one type of cost from the totd costs satitic, while including the other typein
itsentirety. Under the methodology prescribed under HCFA Pub. 15-1 §2150, the Providers had the
opportunity to specificaly assgn home office cogts to the chain components using the direct or
functiond alocation methods. Having failed to dlocate al of the home office costs under these two
methods, the resdud costs must be dlocated using the recommended statistical basis of total costs a
the component units. Even if the Providers were not required to make atimely request under the
gpplicable manud provision, the Providers have not proven that their method of dlocating home office
costs is more sophigticated and more equitable. The Intermediary indgsts that it followed the
conventions and presumptions specified in the manud for the alocation of home office codts.
Accordingly, the Board should affirm the Intermediary’ s incluson of cost of goods sold in the tota costs
datigtic for alocating pooled home office codts.

CITATION OF LAW, REGULATIONS & PROGRAM INSTRUCTIONS:

1 LAW -42U.SC.

§ 1395x(V)(1)(A) - Reasonable Cost

2. Regulations - 42 C.F.R:

§8405.1835-.1841 - Board Jurisdiction

8413.5 et seq. - Cost Reimbursement Generd
8413.9 et seq. - Cost Related to Patient Care
8413.20 et seq. - Financia Data and Reports

8413.24 et seq. - Adeguate Cost Data and Cost Finding
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3. Program Instructions - Provider Reimbursement Manud, Part | (HCFA Pub. 15-1):

§2102.1 - Reasonable Costs
§2150 et seg. - Home Office Cogts - Chain Operations
4. Case Law:

S Mary's Hospital and Medica Center v. Blue Cross and Blue Shield Association/Blue Cross
of Cdifornia, PRRB Dec. No. 90-D34, June 18, 1990, Medicare and Medicaid Guide (CCH)
138,627.

Horida Life Care,_Inc. Group - “Gross-Up” v. Aetna Life Insurance Co., PRRB Dec. No. 90-
D-25, May 9,1990, Medicare and Medicaid Guide (CCH) 138,522.

Sunbdlt Heath Care Centers Group Apped v. Aetna Life Insurance Co., PRRB Dec. No. 97-
D13, December 3, 1996, Medicare and Medicaid Guide (CCH) 44,923.

FINDINGS OF FACT, CONCLUSIONS OF LAW AND DISCUSSION:

After congderation of the facts, parties’ contentions, evidence presented, testimony elicited at the
hearing, and post-hearing submissions, the Board finds and concludes that the Intermediary properly
gpplied the provisons of HCFA Pub.15-1 82150, which establish the alocation methodology for the
digtribution of home office costs to components in a chain organization.

The provisons of HCFA Pub. 15-1 §2150.3 establish a specific methodology for distributing home
office costs in amanner that reflects the degree and type of effort expended on behdf of the operating
components. Theinitid step in the dlocation process is the direct assgnment of coststo the chain
components that specifically benefitted from the incurrence of the cosis. The next stage of the
dlocation process permits the digtribution of alowable home office costs on a functiond basis where
the direct assgnment of costsis not feasible. Where home office costs cannot be directly assigned or
dlocated on afunctiond basis, there will be aresidua amount, or “pool” of costs incurred for generd
management or administrative services which must be allocated as one cost center. Based on the facts
and circumgtancesin this case, al components of the chain organization will share in the pooled home
office cogts in the same proportion that the total costs of each component bear to the total costs of all
components in the chain.

In the ingtant case, the Board finds it noteworthy that no amount of home office costs was directly
assigned to the chain components, and that only aminima amount was alocated using the functiona
basis method. Accordingly, the pooled home office costs do not reflect the customary residual amount,
but insteed, represent the vast mgjority of home office costs. Given the substantial amount of pooled
home office codts, it is essentid that the alocation gatistic employed for the distribution of such coststo
the operating components reflects an appropriate alocation basis. While the Board does not oppose
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the use of an dternative dlocation bas's, the acceptance of an dternative is contingent upon the
requirement that it is a more appropriate and more accurate alocation of cogts, and that it is supported
by adequate and auditable documentation.

The Board finds that the record in this case isincomplete as to the operationd involvement of the home
office in support of the purchasing, ditribution and inventory function associated with the cost of goods
sold. Neither the evidence in the record nor the testimony of the Providers witnesses established that
the home office provided no support for the inventory function performed for the product oriented
components of the chain organization. Moreover, the record also shows that there was inconsi stent
treatment among the chain componentsin that the cost of goods sold was not excluded from some of
the hedlth care components that were involved in product oriented costs. It isthe Board's conclusion
that the Providers have not proven that their alocation statistic is more accurate than the dlocation basis
prescribed by HCFA Pub. 15-1 § 2150.3. In the absence of supporting documentation as required
under the provisions of 42 C.F.R. 88413.20 and 413.24, the Board finds no justification for changing
the Intermediary’ s gpplication of the prescribed dlocation satistic set forth in the controlling manua
provisions.

DECISION AND ORDER:

The Intermediary’ s adjustments to the Provider’ s home office cost statements were proper. The
Intermediary’ s adjustments are affirmed.

Board Members Participating:

Irvin W. Kues
Henry C. Wessman, Esquire
Martin W. Hoover, Jr., Esquire
CharlesR. Barker ( Withdrew from any participation in this
case in accordance with 42 C.F.R. 8405.1847)

Date of Decision: March 3, 2000

For The Board:

Irnvin W. Kues
Chairman
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