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entity must follow the procedures set
forth in paragraph (j)(3) of this section
in determining whether the provider’s
cost report included an appropriate
claim for the specific item under ap-
peal. The reviewing entity may permit
reimbursement for the specific item
under appeal solely to the extent au-
thorized by §405.1873(f) of this chapter
(if the appeal was filed originally with
the Board) or by §405.1832(f) of this
chapter (if the appeal was filed ini-
tially with the contractor).

[61 FR 34793, Sept. 30, 1986]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §413.24, see the List of CFR
Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.govinfo.gov.

Subpart C—Limits on Cost
Reimbursement

§413.30 Limitations on payable costs.

(a) Introduction—(1) Scope. This sec-
tion implements section 1861(v)(1)(A) of
the Act by setting forth the general
rules under which CMS may establish
limits on SNF and HHA costs recog-
nized as reasonable in determining
Medicare program payments. It also
sets forth rules governing exemptions
and exceptions to limits established
under this section that CMS may make
as appropriate in considering special
needs or situations of particular pro-
viders.

(2) General principle. Reimbursable
provider costs may not exceed the
costs CMS estimates to be necessary
for the efficient delivery of needed
health care services. CMS may estab-
lish estimated cost limits for direct or
indirect overall costs or for costs of
specific services or groups of services.
CMS imposes these limits prospec-
tively and may calculate them on a per
admission, per discharge, per diem, per
visit, or other basis.

(b) Procedure for establishing limits. (1)
In establishing limits under this sec-
tion, CMS may classify SNFs and
HHASs by factors that CMS finds appro-
priate and practical, including the fol-
lowing:

(i) Type of services furnished.

(ii) Geographical area where services
are furnished, allowing for grouping of
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noncontiguous areas having similar de-
mographic and economic characteris-
tics.

(iii) Size of institution.

(iv) Nature and mix of services fur-
nished.

(v) Type and mix of patients treated.

(2) CMS bases its estimates of the
costs necessary for efficient delivery of
health services on cost reports or other
data providing indicators of current
costs. CMS adjusts current and past pe-
riod data to arrive at estimated costs
for the prospective periods to which
limits are applied.

(3) Before the beginning of a cost pe-
riod to which revised limits will be ap-
plied, CMS publishes a notice in the
FEDERAL REGISTER, establishing cost
limits and explaining the basis on
which they are calculated.

(4) In establishing limits under para-
graph (b)(1) of this section, CMS may
find it inappropriate to apply par-
ticular limits to a class of SNFs or
HHASs due to the characteristics of the
SNF or HHA class, the data on which
CMS bases those limits, or the method
by which CMS determines the limits.
In these cases, CMS may exclude that
class of SNFs or HHAs from the limits,
explaining the basis of the exclusion in
the notice setting forth the limits for
the appropriate cost reporting periods.

(c) Requests regarding applicability of
cost limits. For cost reporting periods
beginning before July 1, 1998, a SNF
may request an exception or exemption
to the cost limits imposed under this
section. An HHA may request only an
exception to the cost limits. The SNF
or HHA must make its request to its
contractor within 180 days of the date
on the contractor’s notice of program
reimbursement.

(1) Home health agencies. The con-
tractor makes a recommendation on
the HHA’s request to CMS, which
makes the decision. CMS responds to
the request within 180 days from the
date CMS receives the request from the
contractor. The contractor notifies the
HHA of CMS’s decision. The time re-
quired by CMS to review the request is
considered good cause for the granting
of an extension of the time limit for re-
questing an contractor hearing or a
Provider Reimbursement Review Board
(Board) hearing as specified in
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§§405.1813 and 405.1836 of this chapter,
respectively.

(2) Skilled nursing facility exception.
The contractor makes the final deter-
mination on the SNF’s exception re-
quest and notifies the SNF of its deter-
mination within 90 days from the date
that the contractor receives the re-
quest from the SNF. If the contractor
determines that the SNF did not pro-
vide adequate documentation from
which a proper determination can be
made, the contractor notifies the SNF
that the request is denied. The con-
tractor also notifies the SNF that it
has 45 days from the date on the con-
tractor’s denial letter to submit a new
exception request with the complete
documentation and that otherwise, the
denial is the final determination. The
time required by the contractor to re-
view the request is considered good
cause for the granting of an extension
of the time limit for requesting an con-
tractor hearing or a Board hearing as
specified in §§405.1813 and 405.1836 of
this chapter, respectively.

(d) Exemptions. Exemptions from the
limits imposed under this section may
be granted to a new SNF with cost re-
porting periods beginning before July
1, 1998 as stated in §413.1(g)(1). The con-
tractor makes a recommendation on
the provider’s request to CMS, which
makes the decision. A new SNF is a
provider of inpatient services that has
operated as a SNF (or the equivalent)
for which it is certified for Medicare,
under present and previous ownership,
for less than 3 full years. An exemption
granted under this paragraph expires
at the end of the SNF’s first cost re-
porting period beginning at least 2
years after the provider accepts its
first inpatient.

(e) Exceptions. Limits established
under this section may be adjusted up-
ward for a SNF or HHA under the cir-
cumstances specified in paragraphs
(e)(1) through (e)(5) of this section. An
adjustment is made only to the extent
that the costs are reasonable, attrib-
utable to the circumstances specified,
separately identified by the SNF or
HHA, and verified by the contractor.

(1) Atypical services. The SNF or HHA
can show that the—

(i) Actual cost of services furnished
by a SNF or HHA exceeds the applica-
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ble limit because the services are
atypical in nature and scope, compared
to the services generally furnished by
SNFs or HHAs similarly classified; and

(ii) Atypical services are furnished
because of the special needs of the pa-
tients treated and are necessary in the
efficient delivery of needed health care.

(2) Extraordinary circumstances. The
SNF or HHA can show that it incurred
higher costs due to extraordinary cir-
cumstances beyond its control. These
circumstances include, but are not lim-
ited to, strikes, fire, earthquake, flood,
or other unusual occurrences with sub-
stantial cost effects.

(3) Areas with fluctuating populations.
The SNF meets the following condi-
tions:

(i) Is located in an area (for example,
a resort area) that has a population
that varies significantly during the
year.

(ii) Is furnishing similar services in
an area for which the appropriate
health planning agency has determined
does not have a surplus of beds or simi-
lar services and has certified that the
beds or similar services furnished by
the SNF are necessary.

(iii) Meets occupancy or -capacity
standards established by the Secretary.

(4) Medical and paramedical education.
The SNF or HHA can demonstrate
that, if compared to other SNFs or
HHASs in its group, it incurs increased
costs for services covered by limits
under this section because of its oper-
ation of an approved education pro-
gram specified in §413.85.

(5) Unusual labor costs. The SNF or
HHA has a percentage of labor costs
that varies more than 10 percent from
that included in the promulgation of
the limits.

(f) Operational review. Any SNF or
HHA that applies for an exception to
the limits established under paragraph
(e) of this section must agree to an
operational review at the discretion of
CMS. The findings from this review
may be the basis for recommendations
for improvements in the efficiency and
economy of the SNF’s or the HHA’s op-
erations. If recommendations are
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made, any future exceptions are con-
tingent on the SNF’s or HHA’s imple-
mentation of these recommendations.

[64 FR 42612, Aug. 5, 1999; 65 FR 60104, Oct. 10,
2000, as amended at 67 FR 48802, July 26, 2002;
73 FR 30267, May 23, 2008; 73 FR 49357, Aug. 21,
2008]

§413.35 Limitations on coverage of
costs: Charges to beneficiaries if
cost limits are applied to services.

(a) Principle. A provider of services
that customarily furnishes an indi-
vidual items or services that are more
expensive than the items or services
determined to be necessary in the effi-
cient delivery of needed health services
described in §413.30, may charge an in-
dividual entitled to benefits under
Medicare for such more expensive
items or services even though not re-
quested by the individual. The charge,
however, may not exceed the amount
by which the cost of (or, if less, the
customary charges for) such more ex-
pensive items or services furnished by
such provider in the second cost report-
ing period immediately preceding the
cost reporting period in which such
charges are imposed exceeds the appli-
cable limit imposed under the provi-
sions of §413.30. This charge may be
made only if—

(1) The contractor determines that
the charges have been calculated prop-
erly in accordance with the provisions
of this section;

(2) The services are not emergency
services as defined in paragraph (d) of
this section;

(3) The admitting physician has no
direct or indirect financial interest in
such provider;

(4) CMS has provided notice to the
public through notice in a newspaper of
general circulation servicing the pro-
vider’s locality and such other notice
as the Secretary may require, of any
charges the provider is authorized to
impose on individuals entitled to bene-
fits under Medicare on account of costs
in excess of the costs determined to be
necessary in the efficient delivery of
needed health services under Medicare;
and

(5) The provider has, in the manner
described in paragraph (e) of this sec-
tion, identified such charges to such in-
dividual or person acting on his behalf
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as charges to meet the costs in excess
of the costs determined to be necessary
in the efficient delivery of needed
health services under Medicare.

(b) Provider request to charge bene-
ficiaries for costs in excess of limits. (1) If
a provider’s actual costs (or, if less, the
customary charges) in the second pre-
ceding cost period exceed the prospec-
tive limits established for such costs,
the contractor will, at the provider’s
request, validate in advance the
charges that may be made to the bene-
ficiaries for the excess.

(2) If a provider does not have a sec-
ond preceding cost period and is a new
provider as defined in §413.30(e), the
provider, subject to validation by the
contractor, will estimate the current
cost of the service to which a limit is
being applied. Such amount will be ad-
justed to an amount equivalent to
costs in the second preceding year by
use of a factor to be developed based on
estimates of cost increases during the
preceding two years and published by
SSA or CMS. The amount thus derived
will be used in lieu of the second pre-
ceding cost period amount in deter-
mining the charge to the beneficiary.

(3) To obtain consideration of such a
request, the provider must submit to
the contractor a statement indicating
the chagre for which it is seeking vali-
dation and providing the data and
method used to determine the amount.
Such statement should include the—

(i) Provider’s name and number;

(ii) Identity of class and prospective
cost limit for the class in which the
provider has been included;

(iii) Amount of charge and cost pe-
riod in which the charge is to be im-
posed;

(iv) Cost and customary charge for
items and services furnished to bene-
ficiaries; and

(v) Cost period ending date of the sec-
ond reporting period immediately pre-
ceding the cost period in which the
charge is to be imposed. The contractor
may request such additional informa-
tion as it finds necessary with respect
to the request.

(c) Provider charges—(1) Establishing
the charges. If the actual cost incurred
(or, if less, the customary charges) in
the prior period determined under
paragraph (a) of this section exceeds
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the limits applicable to the pertinent
period, the provider may charge the
beneficiary to the extent costs in the
second preceding cost reporting period
(or the equivalent when there is no sec-
ond preceding period) exceed the cur-
rent cost limits. (Data from the most
recently submitted appropriate cost re-
port will be used in determining the ac-
tual cost.) For example, if a limit of $58
per day is applied to the cost of general
routine services for the provider’s cost
reporting period starting in calendar
year 1975 and if the provider’s actual
general routine cost in the second pre-
ceding reporting period, that is, the re-
porting period starting in calendar
year 1973, was $60 per day, the provider
(after first having obtained contractor
validation and subject to the consider-
ations and requirements specified in
paragraph (a) of this section) may
charge Medicare Part A beneficiaries
up to $2 per day for general routine
services.

(2) Adjusting cost. Program reimburse-
ment for the costs to which limits im-
posed under §413.30 are applied in any
cost reporting period will not exceed
the lesser of the provider’s actual cost
or the limits imposed under §413.30. If
program reimbursement for items or
services to which such limits are ap-
plied plus the charges to beneficiaries
for such items or services imposed
under this section exceed the provider’s
actual cost for such items or services,
program payment to the provider will
be reduced to the extent program pay-
ment plus charges to the beneficiaries
exceed actual cost. If the provider’s ac-
tual cost for general routine services in
1975 was $57,000, the cost limit was
$568,000, and billed charges to Medicare
Part A beneficiaries were $2,000, the
provider would receive $565,000 from the
program ($57,000 actual cost minus the
$2,000 in charges to the beneficiaries).

(d) Definition of emergency services.
For purposes of paragraph (a)(2) of this
section, emergency services are those
hospital services that are necessary to
prevent the death or serious impair-
ment of the health of the individual,
and which, because of the threat to the
life or health of the individual, neces-
sitate the use of the most accessible
hospital (as determined under §424.106
of this chapter) available and equipped

§413.40

to furnish such services. If an indi-
vidual has been admitted to such hos-
pital as an inpatient because of an
emergency, the emergency will be
deemed to continue until it is safe from
a medical standpoint to move the indi-
vidual to another hospital or other in-
stitution or to discharge him.

(e) Identification of charges to indi-
vidual. For purposes of paragraph (a)(5)
of this section, a provider must give or
send to the individual or his represent-
ative, a schedule of all items and serv-
ices that the individual might need and
for which the provider imposes charges
under this section, and the charge for
each. Such schedule must specify that
the charges are necessary to meet the
costs in excess of the costs determined
to be necessary in the efficient delivery
of needed health services under Medi-
care and include such other informa-
tion as CMS considers necessary to
protect the individual’s rights under
this section. The provider, in arranging
for the individual’s admission, first
service, or start of care, must give or
send this schedule to the individual or
his representative when arrangements
are being made for such services or if
this is not feasible, as soon thereafter
as is practicable but no later than at
the initiation of services.

[61 FR 34793, Sept. 30, 1986, as amended at 53
FR 6648, Mar. 20, 1988; 60 FR 45849, Sept. 1,
1995]

§413.40 Ceiling on the rate of increase
in hospital inpatient costs.

(a) Introduction—(1) Scope. This sec-
tion implements section 1886(b) of the
Act, establishing a ceiling on the rate
of increase in operating costs per case
for hospital inpatient services fur-
nished to Medicare beneficiaries that
will be recognized as reasonable for
purposes of determining the amount of
Medicare payment. This rate-of-in-
crease ceiling applies to hospital cost
reporting periods beginning on or after
October 1, 1982. This section also sets
forth rules governing exemptions from
and adjustments to the ceiling.

(2) Applicability. (i) This section is not
applicable to—

(A) Hospitals reimbursed in accord-
ance with section 1814(b)(3) of the Act
or under State reimbursement control
systems that have been approved under
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section 1886(c) of the Act and subpart C
of part 403 of this chapter; or

(B) Hospitals that are paid under the
prospective payment systems for inpa-
tient hospital services in accordance
with section 1886 (d) and (g) of the Act
and part 412 of this chapter.

(C) Psychiatric hospitals and psy-
chiatric units that are paid under the
prospective payment system for inpa-
tient psychiatric facilities described in
subpart N of part 412 of this chapter for
cost reporting periods beginning on or
after January 1, 2005.

(D) Rehabilitation hospitals and re-
habilitation units that are paid under
the prospective payment system for in-
patient hospital services in accordance
with section 1886(j) of the Act and sub-
part P of part 412 of this subchapter for
cost reporting periods beginning on or
after January 1, 2002.

(E) Long-term care hospitals, as de-
fined in section 1886(d)(1)(B)(iv) of the
Act, that are paid based on 100 percent
of the Federal prospective payment
rate for inpatient hospital services in
accordance with section 123 of Public
Law 106-113 and section 307 of Public
Law 106-554 and §412.533(b) and (c) of
subpart O of part 412 of this subchapter
for cost reporting periods beginning on
or after October 1, 2002.

(ii) For cost reporting periods begin-
ning on or after October 1, 1983, this
section applies to—

(A) Hospitals excluded from the pro-
spective payment systems described in
§412.1(a)(1) of this subchapter;

(B) Psychiatric and rehabilitation
units excluded from the prospective
payment systems, as specified in
§412.1(a)(1) of this chapter and in ac-
cordance with §412.25 through §412.30 of
this chapter, except as limited by para-
graphs (a)(2)(iii) and (a)(2)(iv) of this
section with respect to psychiatric and
rehabilitation hospitals and psy-
chiatric and rehabilitation units as
specified in §§412.22, 412.23, 412.25,
412.27, 412.29 and 412.30 of this chapter.

(C) Long-term care hospitals ex-
cluded from the prospective payment
systems described in §412.1(a)(1) of this
subchapter and in accordance with
§412.23 of this subchapter, except as
limited by paragraph (a)(2)(v) of this
section with respect to long-term care
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hospitals specified in §412.23(e) of this
subchapter.

(iii) For cost reporting periods begin-
ning on or after October 1, 1983 and be-
fore January 1, 2005 this section applies
to psychiatric hospitals and psy-
chiatric units that are excluded from
the prospective payment systems as
specified in §412.1(a)(1) of this chapter
and paid under the prospective pay-
ment system as specified in §412.1(a)(2)
of this chapter.

(iv) For cost reporting periods begin-
ning on or after October 1, 1983 and be-
fore January 1, 2002, this section ap-
plies to rehabilitation hospitals and re-
habilitation units that are excluded
from the prospective payment systems
described in §412.1(a)(1) of this sub-
chapter.

(v) For cost reporting periods begin-
ning on or after October 1, 1983 and be-
fore October 1, 2002, this section applies
to long-term care hospitals that are ex-
cluded from the prospective payment
systems described in §412.1(a)(1) of this
subchapter. For cost reporting periods
beginning on or after October 1, 2002,
and before October 1, 2006, this section
also applies to long-term care hos-
pitals, subject to paragraph (a)(2)(i)(D)
of this section.

(3) Definitions. As used in this sec-
tion—

Ceiling is the aggregate upper limit
on the amount of a hospital’s net Medi-
care inpatient operating costs that the
program will recognize for payment
purposes. For each cost reporting pe-
riod, the ceiling is determined by mul-
tiplying the updated target amount, as
defined in this paragraph, for that pe-
riod by the number of Medicare dis-
charges during that period. For a hos-
pital-within-a-hospital, as described in
§412.22(e) of this chapter, the number of
Medicare discharges in a cost reporting
period does not include discharges of a
patient to another hospital in the same
building on or on the same campus, if—

(A) The patient is subsequently re-
admitted to the hospital-within-a-hos-
pital directly from the other hospital;
and

(B) The hospital-within-a-hospital
has discharged to the other hospital
and subsequently readmitted more
than 5 percent (that is, in excess of 5.0
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percent) of the total number of Medi-
care inpatients discharged from the
hospital-within-a-hospital in that cost
reporting period.

Date of discharge is the earliest of the
following dates:

(A) The date the patient has ex-
hausted Medicare Part A hospital inpa-
tient benefits (including the election to
use lifetime reserve days) during his or
her spell of illness.

(B) The date the patient is formally
released as specified in §412.4(a)(1) of
this chapter.

(C) The date the patient is trans-
ferred to another facility.

(D) The date the patient dies.

Market basket inder is CMS’s projec-
tion of the annual percentage increase
in hospital inpatient operating costs.
The market basket index is a wage and
price index that incorporates weighted
indicators of changes in wages and
prices that are representative of the
mix of goods and services included in
the most common categories of hos-
pital inpatient operating costs subject
to the ceiling, as described in para-
graph (c¢)(1) of this section.

Net inpatient operating costs include
the costs of certain preadmission serv-
ices as specified in paragraph (c)(2) of
this section, the costs of routine serv-
ices, ancillary services, and intensive
care services (as defined in §413.53(b))
incurred by a hospital in furnishing
covered inpatient services to Medicare
beneficiaries. Net inpatient operating
costs exclude capital-related costs as
described in §413.130, the costs of ap-
proved medical education programs as
described in §§413.75 through 413.83 and
413.85, and organ acquisition costs as
specified in subpart L of this part in-
curred by approved transplant pro-
grams. These costs are identified and

excluded from inpatient operating
costs before the application of the ceil-
ing.

Rate-of-increase percentage is the per-
centage by which each hospital’s target
amount from the preceding Federal fis-
cal year is increased.

Target amount is the per discharge
(case) limitation, derived from the hos-
pital’s allowable net Medicare inpa-
tient operating costs in the hospital’s
base year, and updated for each subse-
quent hospital cost reporting period by
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the appropriate annual rate-of-increase
percentage.

Update adjustment percentage is the
percentage by which a hospital’s allow-
able inpatient operating service costs
for the 12-month cost reporting period
beginning in Federal fiscal year 1990
exceeds the hospital’s ceiling for that
period.

Update factor is the decimal equiva-
lent of the rate-of-increase percentage.
The update factor is the value by which
a hospital’s target amount for the pre-
ceding year is multiplied in order to
determine the target amount for the
following year. For example, if the
rate-of-increase percentage for a year
is 2.7 percent, the update factor for
that year is 1.027.

(b) Cost reporting periods subject to the
rate-of-increase ceiling—(1) Base period.
Each hospital’s target amount is based
on its allowable net inpatient oper-
ating costs per case from the cost re-
porting period of at least 12 months im-
mediately preceding the first cost re-
porting period subject to the rate-of-in-
crease ceiling established under this
section. If the immediately preceding
cost reporting period is a short report-
ing period (fewer than 12 months), the
first period of at least 12 months subse-
quent to that short period is the base
period.

(i) The target amount established
under this provision remains applicable
to a hospital or excluded hospital unit,
as described in §§412.25 through 412.30
of this chapter, despite intervening
cost reporting periods during which the
hospital or excluded hospital unit is
not subject to the ceiling as a result of
other provisions of the law or regula-
tions, or nonparticipation in the Medi-
care program, unless the hospital or
excluded hospital unit qualifies as a
new hospital or excluded part hospital
unit under the provisions of paragraph
(f) of this section.

(ii) The base period for a newly estab-
lished excluded unit is the first cost re-
porting period of at least 12 months fol-
lowing the unit’s certification to par-
ticipate in the Medicare program.

(iii) When the operational structure
of a hospital or unit changes (that is, a
freestanding hospital becomes an ex-
cluded unit or an excluded unit be-
comes a freestanding hospital, or an
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entity of a multicampus hospital be-
comes a newly created hospital or unit
or a hospital or unit becomes a part of
a multicampus hospital), the base pe-
riod for the hospital or unit that
changed its operational structure is
the first cost reporting period of at
least 12 months effective with the re-
vised Medicare certification classifica-
tion.

(iv) Request for rebased target amount
for the cost reporting period beginning on
or after October 1, 1997 and on or before
September 30, 1998. Except for qualified
long-term care hospitals as defined in
paragraph (b)(1)(v) of this section, each
hospital or unit under present or pre-
vious ownership that received payment
under section 1886(b) of the Act during
cost reporting periods beginning before
October 1, 1990, may submit a request
to its contractor to rebase its target
amount. The request must be received
by the contractor by the later of No-
vember 1, 1997 or 60 days before the be-
ginning of its cost reporting period be-
ginning during fiscal year 1998. The
rebased target amount for the cost re-
porting period beginning during fiscal
year 1998 is determined as follows:

(A) Determine the hospital’s inpa-
tient operating costs per case for each
of the five most recent settled cost re-
ports as of August 5, 1997.

(B) For each of the five cost reports,
update the operating costs per case by
the applicable update factors up to the
hospital’s cost reporting period begin-
ning during FY 1998.

(C) Exclude the highest and lowest of
the five updated amounts determined
under paragraph (b)(1)({iv)(B) of this
section.

(D) Compute the average for the re-
maining three updated amounts for op-
erating cost per case.

(v) Request by qualified long-term care
hospital. A qualified long-term care
hospital may file a request to its con-
tractor for a rebased FY 1998 target
amount. The request must be received
by the contractor by the later of No-
vember 1, 1997 or 60 days before the be-
ginning of its cost reporting period be-
ginning during fiscal year 1998. The
rebased FY 1998 target amount is the
hospital’s FY 1996 inpatient operating
costs updated to FY 1997. A qualified
long-term care hospital means a long-
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term care hospital that meets the fol-
lowing two conditions for its two most
recent settled cost reports as of August
5, 1997:

(A) Its Medicare inpatient operating
costs exceed 115 percent of the ceiling.

(B) The hospital would have had a
disproportionate patient percentage (as
defined in §412.106) equal to or greater
than 70 percent if it were a prospective
payment hospital.

(2) Periods subject to the ceiling. The
ceiling established under this section
applies to all cost reporting periods
that—

(i) Begin on or after October 1, 1982;
and

(ii) Immediately follow the base pe-
riod established under paragraph (b)(1)
of this section unless the exception in
paragraph (b)(3) of this section is appli-
cable.

(3) Periods of other than 12 months.
The ceiling established under this sec-
tion does not apply to cost reporting
periods of fewer than 12 months that
occur in conjunction with a change in
operation of the facility, as defined in
paragraph (b)(1)(iii) of this section, as a
result of changes in ownership, merger,
or consolidation. However, the ceiling
applies to cost reporting periods of
fewer than 12 months that result solely
from the approval of a hospital’s re-
quest for a change in accounting cycle,
as specified in §413.24(f)(3).

(c) Costs subject to the ceiling—(1) Ap-
plicability. The ceiling established
under this section applies to net oper-
ating costs incurred by a hospital in
furnishing inpatient hospital services
to Medicare beneficiaries.

(2) Preadmission services otherwise
payable under Medicare Part B fur-
nished to a beneficiary on the date of
the beneficiary’s admission to the hos-
pital and during the calendar day im-
mediately preceding the date of the
beneficiary’s admission to the hospital
that meet the condition specified in
paragraph (c¢)(2)(i) of this section and
at least one of the conditions specified
in paragraphs (c)(2)(ii) through
(e)2)@{v):

(i) The services are furnished by the
hospital or any entity wholly owned or
operated by the hospital. An entity is
wholly owned by the hospital if the
hospital is the sole owner of the entity.
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An entity is wholly operated by a hos-
pital if the hospital has exclusive re-
sponsibility for conducting and over-
seeing the entity’s routine perations,
regardless of whether the hospital also
has policymaking authority over the
entity.

(ii) For services furnished after Janu-
ary 1, 1991, the services are diagnostic
(including clinical diagnostic labora-
tory tests).

(iii) For services furnished on or after
October 1, 1991 through June 24, 2010,
the services are furnished in connec-
tion with the principal diagnosis that
requires the beneficiary to be admitted
as an inpatient and are not the fol-
lowing:

(A) Ambulance services.

(B) Maintenance renal dialysis serv-
ices.

(iv) Nondiagnostic services furnished
on or after June 25, 2010, other than
ambulance services and maintenance
renal dialysis services, that are fur-
nished on the date of the beneficiary’s
inpatient admission or on the calendar
day immediately preceding the date of
the beneficiary’s inpatient admission
and the hospital does not attest that
such services are unrelated to the bene-
ficiary’s inpatient admission.

(3) Rate-of-increase percentages and up-
date factors. The applicable rate-of-in-
crease percentages and update factors
are determined as follows:

(i) Federal fiscal year 1986. The appli-
cable rate-of-increase percentage for
cost reporting periods beginning on or
after October 1, 1985 and before Sep-
tember 30, 1986 is five twenty-fourths of
one percent, and the update factor is
1.00208333. For purposes of determining
the target amount for cost reporting
periods beginning on or after October 1,
1986, the applicable percentage increase
for cost reporting periods beginning
during Federal fiscal year 1986 is
deemed to have been one-half percent,
and the update factor is 1.005.

(ii) Federal fiscal year 1987. The appli-
cable rate-of-increase percentage for
cost reporting periods beginning on or
after October 1, 1986 and before Sep-
tember 30, 1987 is 1.15 percent; the up-
date factor is 1.0115.

(iii) Federal fiscal year 1988. The appli-
cable rate-of-increase percentage for
cost reporting periods beginning on or
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after October 1, 1987 and before October
1, 1988 is 2.3238 percent; the update fac-
tor is 1.023238. For purposes of updating
the target amount for cost reporting
periods beginning on or after October 1,
1988, the rate-of-increase percentage for
cost reporting periods beginning during
FY 1988 is deemed to have been 2.7 per-
cent; the update factor is deemed to
have been 1.027.

(iv) Federal fiscal year 1989 through
Federal fiscal year 1993. The applicable
rate-of-increase percentage for cost re-
porting periods beginning on or after
October 1, 1988, and before October 1,
1993, is the percentage increase pro-
jected by the hospital market basket
index (as defined in paragraph (a)(3) of
this section).

(v) Federal fiscal year 1994 through
Federal fiscal year 1997. The applicable
rate-of-increase percentage for cost re-
porting periods beginning on or after
October 1, 1993, and before October 1,
1998, is the market basket percentage
increase minus the lesser of, 1 percent-
age point, or the percentage point dif-
ference between 10 percent and the hos-
pital’s ‘“‘update adjustment percent-
age’ (as defined in paragraph (a)(3) of
this section); for hospitals with an
“‘update adjustment percentage’ of at
least 10 percent, the applicable rate-of-
increase percentage is the market bas-
ket percentage increase. The ‘‘update
adjustment percentage’ is increased in
each Federal fiscal year by the sum of
the hospital’s applicable reductions ap-
plied to the market basket percentage
increase for previous Federal fiscal
years.

(vi) Federal fiscal year 1998. The appli-
cable rate-of-increase percentage for
cost reporting periods beginning on or
after October 1, 1997 is 0 percent.

(vii) Federal fiscal year 1999 through
Federal fiscal year 2002. The applicable
rate-of-increase percentage for cost re-
porting periods beginning on or after
October 1, 1998, and before October 1,
2002, based on data from the most re-
cent available cost report, is:

(A) The percentage increase in the
market basket, if inpatient operating
costs are equal to or exceed the ceiling
amount by 10 percent or more of the
ceiling.

(B) The percentage increase in the
market basket minus .25 percentage
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points for each percentage point by
which inpatient operating costs are
less than 10 percent over the ceiling
(but not less than 0), if inpatient oper-
ating costs exceed the ceiling by less
than 10 percent of the ceiling.

(C) The greater of the percentage in-
crease in the market basket minus 2.5
percentage points or 0 percent, if inpa-
tient operating costs are equal to or
less than the ceiling but greater than
66.7 percent of the ceiling.

(D) 0 percent, if inpatient operating
costs do not exceed 66.7 percent of the
ceiling.

(viii) Federal fiscal year 2003 and fol-
lowing. The applicable rate-of-increase
percentage for cost reporting periods
beginning on or after October 1, 2002, is
the percentage increase projected by
the hospital market basket index.

(4) Target amounts. The contractor
will establish a target amount for each
hospital. The target amount for a cost
reporting period is determined as fol-
lows:

(i) Except as provided in paragraph
(c)(4)(iv) of this section, and subject to
the provisions of paragraph (c)(4)(iii) of
this section, for the first cost reporting
period to which this ceiling applies, the
target amount equals the hospital’s al-
lowable net inpatient operating costs
per case for the hospital’s base period
increased by the update factor for the
subject period.

(ii) Subject to the provisions of para-
graph (c)(4)(iii) of this section, for sub-
sequent cost reporting periods, the tar-
get amount equals the hospital’s target
amount for the previous cost reporting
period increased by the update factor
for the subject cost reporting period,
unless the provisions of paragraph
(c)(5)(ii) of this section apply.

(iii) For cost reporting periods begin-
ning on or after October 1, 1997 through
September 30, 2002, in the case of a psy-
chiatric hospital or unit, rehabilitation
hospital or unit, or long-term care hos-
pital, the target amount is the lower of
the amounts specified in paragraph
(¢)(4)(iii)(A) or paragraph (c)(4)(iii)(B)
of this section.

(A) The Thospital-specific
amount.

(I) In the case of all hospitals and
units, except long-term care hospitals
for cost reporting periods beginning

target
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during FY 2001, the hospital-specific
target amount is the net allowable
costs in a base period increased by the
applicable update factors .

(2) In the case of long-term care hos-
pitals, for cost reporting periods begin-
ning during FY 2001, the hospital-spe-
cific target amount is the net allow-
able costs in a base period increased by
the applicable update factors multi-
plied by 1.25.

(B) One of the following for the appli-
cable cost reporting period—

(I) For cost reporting periods begin-
ning during fiscal year 1998, the 75th
percentile of target amounts for hos-
pitals in the same class (psychiatric
hospital or unit, rehabilitation hos-
pital or unit, or long-term care hos-
pital) for cost reporting periods ending
during FY 1996, increased by the appli-
cable market basket percentage up to
the first cost reporting period begin-
ning on or after October 1, 1997.

(2) For cost reporting periods begin-
ning during fiscal year 1999, the
amount determined under paragraph
(c)(4)(iii)(B)(1) of this section, increased
by the market basket percentage up
through the subject period, subject to
the provisions of paragraph (c)(4)(iv) of
this section.

(3) For cost reporting periods begin-
ning during fiscal year 2000—

(1) The labor-related portion and the
nonlabor-related portion of the wage-
neutralized 75th percentile of target
amounts for hospitals in the same class
(psychiatric hospital or unit, rehabili-
tation hospital or unit, or long-term
care hospital) for cost reporting peri-
ods ending during FY 1996, are in-
creased by the applicable market bas-
ket percentage up to the first cost re-
porting period beginning on or after
October 1, 1999.

(i) The labor-related portion of the
wage-neutralized 75th percentile target
amounts under paragraph
(c)(4)(1ii)(B)(4)(i) of this section is wage
adjusted by multiplying it by the hos-
pital’s F'Y 2000 hospital inpatient pro-
spective payment system wage index.

(i1i) The wage-adjusted 75th per-
centile target amounts for hospitals in
the same class is determined by adding
the nonlabor-related portion of the
wage-neutralized 75th percentile target
amounts under paragraph
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(©)(4)(iii1)(B)(3)(i) of this section and the
hospital’s wage-adjusted labor-related
portion of the wage-neutralized 75th
percentile target amounts determined
under paragraph (c)(4)(iii)(B)(3)(ii) of
this section, subject to the provisions
of paragraph (c)(4)(iv) of this section.

(4) For cost reporting periods begin-
ning during fiscal years 2001 and 2002—

(i) The amounts determined under
paragraph (¢)(4)(ii)(B)(3)(i) of this sec-
tion are: increased by the market bas-
ket percentage up through the subject
period; or in the case of a long-term
care hospital for cost reporting periods
beginning during FY 2001, the amounts
determined under paragraph
(c)(d)({ii)(B)(3)(i) of this section, in-
creased by the market basket percent-
age up through the subject period and
further increased by 2 percent.

(ii) The labor-related portion of the
wage-neutralized 75th percentile target
amounts under paragraph
(0)@)({ii)(B)(4)(i) of this section is
wage-adjusted by multiplying by the
hospital’s FY 2001 hospital inpatient
prospective payment system wage
index, for cost reporting periods begin-
ning during fiscal year 2001 and the
hospital’s FY 2002 hospital inpatient
prospective payment system wage
index for cost reporting periods begin-
ning during fiscal year 2002.

(7ii) The wage-adjusted T756th per-
centile target amounts for hospitals in
the same class are determined by add-
ing the nonlabor-related portion of the
wage-neutralized 75th percentile target
amounts under paragraph
()(4)(iii)(B)(4)(i) of this section and the
hospital’s wage-adjusted labor-related
portion of the wage-neutralized 75th
percentile target amounts determined
under paragraph (c)(4)(iii)(B)(4)(ii) of
this section, subject to the provisions
of paragraph (c)(4)(iv) of this section.

(iv) For purposes of the limits on tar-
get amounts established under para-
graph (c)(4)(iii) of this section, each
hospital or unit that qualifies for ex-
clusion as a member of only one class
of excluded facility (psychiatric hos-
pital or unit, rehabilitation hospital or
unit, or long-term care hospital) will
be subject to the limit applicable to
that class. If a hospital or unit quali-
fies to be classified in more than one
way under the exclusion criteria in
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subpart B of part 412 of this chapter,
the hospital’s or unit’s target amount
may not exceed the lowest applicable
limit.

(v) In the case of a hospital that re-
ceived payments under paragraph
(£)(2)(ii) of this section as a newly cre-
ated hospital or unit, to determine the
hospital’s target amount for the hos-
pital’s third 12-month cost reporting
period, the payment amount deter-
mined under paragraph (f)(2)(ii)(A) of
this section for the preceding cost re-
porting period is updated to the third
cost reporting period.

(5) Applicable update factor. (i) The ap-
plicable update factor is derived from
the prospectively determined rate-of-
increase percentage published by CMS.
The update factor for each Federal fis-
cal year is applied prospectively to the
target amount for each cost reporting
period beginning during the Federal
fiscal year.

(ii) In the case of cost reporting peri-
ods of less than 12 months, the target
amount determined for a hospital’s
first cost reporting period beginning in
a Federal fiscal year applies to subse-
quent periods beginning in the same
Federal fiscal year.

(d) Application of the target amount in
determining the amount of payment—(1)
General process. (i) At the end of each
cost reporting period subject to this
section, the hospital’s contractor will
compare a hospital’s allowable net in-
patient operating costs with that hos-
pital’s ceiling (as defined in paragraph
(a)(3) of this section) for that period.

(ii) The hospital’s actual allowable
costs will be determined without re-
gard to the lesser of cost or charges
provisions of §413.13, and in accordance
with the provisions of paragraphs (d)(2)
or (d)(3) of this section, as applicable.

(2) Net inpatient operating costs are less
than or equal to the ceiling. (i) For cost
reporting periods beginning on or after
October 1, 1997, if a hospital’s allowable
net inpatient operating costs do not ex-
ceed the hospital’s ceiling, payment to
the hospital will be determined on the
basis of the lower of the—

(A) Net inpatient operating costs
plus 15 percent of the difference be-
tween inpatient operating costs and
the ceiling; or
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(B) Net inpatient operating costs plus
2 percent of the ceiling.

(ii) For psychiatric hospitals and
units, for cost reporting periods begin-
ning on or after October 1, 2000 and be-
fore October 1, 2001, if a hospital’s al-
lowable net inpatient operating costs
do not exceed the hospital’s ceiling,
payment to the hospital will be deter-
mined on the basis of the lower of the—

(A) Net inpatient operating costs
plus 15 percent of the difference be-
tween inpatient operating costs and
the ceiling; or

(B) Net inpatient costs plus 3 percent
of the ceiling.

(3) Net inpatient operating costs are
greater than the ceiling. For cost report-
ing periods beginning on or after Octo-
ber 1, 1997—

(i) If a hospital’s allowable net inpa-
tient operating costs do not exceed 110
percent of the ceiling (or the adjusted
ceiling, if applicable), payment will be
the ceiling (or the adjusted ceiling, if
applicable);

(ii) If a hospital’s allowable net inpa-
tient operating costs are greater than
110 percent of the ceiling (or the ad-
justed ceiling, if applicable), payment
will be the ceiling (or the adjusted ceil-
ing, if applicable) plus the lesser of:

(A) 50 percent of the allowable net in-
patient operating costs in excess of 110
percent of the ceiling (or the adjusted
ceiling, if applicable); or

(B) 10 percent of the ceiling (or the
adjusted ceiling, if applicable).

(4) Continuous improvement bonus pay-
ments. (i) For cost reporting periods be-
ginning on or after October 1, 1997, eli-
gible hospitals (as defined in paragraph
(d)(b) of this section) receive payments
in addition to those in paragraph (d)(2)
of this section, as applicable. These
payments are equal to the lesser of—

(A) 50 percent of the amount by
which the operating costs are less than
the expected costs for the period; or

(B) 1 percent of the ceiling.

(ii) For cost reporting periods begin-
ning on or after October 1, 2000, and be-
fore September 30, 2001, eligible psy-
chiatric hospitals and units and long-
term care hospitals (as defined in para-
graph (d)(6) of this section) receive
payments in addition to those in para-
graph (d)(2) of this section, as applica-
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ble. These payments are equal to the
lesser of—

(A) 50 percent of the amount by
which the operating costs are less than
the expected costs for the period; or

(B) 1.5 percent of the ceiling.

(iii) For cost reporting periods begin-
ning on or after October 1, 2001, and be-
fore September 30, 2002, eligible psy-
chiatric hospitals and units and long-
term care hospitals receive payments
in addition to those in paragraph (d)(5)
of this section, as applicable. These
payments are equal to the lesser of—

(A) 50 percent of the amount by
which the operating costs are less than
the expected costs for the periods; or

(B) 2 percent of the ceiling.

() Eligibility requirements for contin-
uous improvement bonus payments. To
qualify, a hospital must have been paid
as a prospective payment excluded hos-
pital for at least three full cost report-
ing periods prior to the applicable pe-
riod, and the hospital’s operating costs
per discharge for the period must be
less than the least of the following:

(i) The hospital’s target amount.

(ii) The hospital’s trended costs.

(A) For a hospital for which its cost
reporting period ending during fiscal
year 1996 was its third or subsequent
full cost reporting period, trended costs
are the lesser of the allowable inpa-
tient operating costs per discharge or
the target amount for the cost report-
ing period ending in fiscal year 1996, in-
creased in a compounded manner for
each succeeding fiscal year by the mar-
ket basket percentage increase;

(B) For all other hospitals, trended
costs are the allowable inpatient oper-
ating costs per discharge for its third
full cost reporting period increased in a
compounded manner for each suc-
ceeding fiscal year by the market bas-
ket increase.

(iii) The hospital’s expected costs.
The hospital’s expected costs are the
lesser of its allowable inpatient oper-
ating costs per discharge or the target
amount for the previous cost reporting
period, updated by the market basket
percentage increase for the fiscal year.

(e) Hospital requests regarding adjust-
ments to the payment allowed under the
rate-of-increase ceiling—(1) Timing of ap-
plication. A hospital may request an ad-
justment to the rate-of-increase ceiling
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imposed under this section. The hos-
pital’s request must be received by the
hospital’s contractor no later than 180
days after the date on the contractor’s
initial notice of amount of program re-
imbursement (NPR) for the cost report-
ing period for which the hospital re-
quests an adjustment.

(2) Contractor recommendation. Unless
CMS has authorized the contractor to
make the decision, the contractor
makes a recommendation on the hos-
pital’s request to CMS, which makes
the decision. CMS issues a decision to
the contractor no later than 180 days
after receipt of the completed applica-
tion and the contractor’s recommenda-
tion.

(3) Contractor decision. If CMS has au-
thorized the contractor to make the
decision, the contractor issues a deci-
sion no later than 180 days after receipt
of the completed application.

(4) Notification and review. (i) The con-
tractor notifies the hospital of the de-
cision, including a full explanation of
the grounds for the decision. A decision
issued under paragraph (e)(2) or (e)(3) of
this section is considered final unless
the hospital submits additional infor-
mation and requests a review of the de-
cision no later than 180 days after the
date on the contractor’s notice of the
decision.

(ii) The final decision is subject to re-
view under the provider reimbursement
determination and appeal procedures in
subpart R of part 405 of this chapter,
provided the hospital has received an
NPR for the cost reporting period in
question, and the NPR disallows costs
for which the hospital had requested an
adjustment (see the definitions in
§405.1801(a) of this chapter and the pro-
visions regarding a provider’s right to
a Board hearing in §405.1835 of this
chapter).

(b) Extending the time limit for review
of NPR. The time required to review
the request is considered good cause for
the granting of an extension of the
time limit for requesting an contractor
hearing or a Board hearing as specified
in §§405.1813 and 405.1836 of this chap-
ter, respectively.

(6) Applicability. The provisions in
paragraphs (e)(1) through (e)(b) of this
section apply to a hospital’s initial re-
quest for an adjustment and to a re-
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quest for a review of the original deci-
sion based on additional data.

(f) Comparison to the target amount for
new hospitals and units—(1) New hos-
pitals and units—@{i) New hospitals. For
purposes of this section, a new hospital
is a provider of hospital inpatient serv-
ices that—

(A) Has operated as the type of hos-
pital for which CMS granted it ap-
proval to participate in the Medicare
program, under present or previous
ownership (or both), for less than 2 full
years; and

(B) Has provided the type of hospital
inpatient services for which CMS
granted it approval to participate in
the Medicare program, for less than 2
years.

(i1) New wunits. A newly established
unit that is excluded from the prospec-
tive payments system under the provi-
sions of §§412.25 through 412.30 of this
chapter does not qualify for the exemp-
tion afforded to a new hospital under
paragraph (f)(2)(i) of this section unless
the unit is located in an acute care
hospital that, if it were subject to the
provisions of this section, would qual-
ify as a new hospital under paragraph
(£)(1)(i) of this section.

(2) Comparison—(1) Exemptions. (A) A
new children’s hospital is exempt from
the rate-of-increase ceiling imposed
under this section. The exemption be-
gins when the hospital accepts its first
patient and ends at the end of the first
cost reporting period ending at least 2
years after the hospital accepts its
first patient. The first cost reporting
period of at least 12 months beginning
at least 1 year after the hospital ac-
cepts its first patient is the base year,
in accordance with paragraph (b) of
this section.

(B) Within 180 days of the date a hos-
pital is excluded from the prospective
payment system, the contractor deter-
mines whether the hospital is exempt
from the rate-of-increase ceiling. The
contractor notifies the hospital of its
determination and the hospital’s base
period.

(C) A decision issued under paragraph
(£)(2)(ii)(B) of this section is considered
final unless the hospital submits addi-
tional information and requests a re-
view of the decision no later than 180
days after the date on the contractor’s
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notice of the decision. The final deci-
sion is subject to review under subpart
R of part 405 of this chapter, provided
the hospital has received a notice of
program reimbursement (NPR) for the
cost reporting period in question and
the NPR does not reflect an exemption
(see the definitions in §405.1801(a) of
this chapter and the provisions regard-
ing a provider’s right to a Board hear-
ing in §405.1835 of this chapter).

(i1) Median target amount. (A) For cost
reporting periods beginning on or after
October 1, 1997, the amount of payment
for a new psychiatric hospital or unit,
a new rehabilitation hospital or unit,
or a new long-term care hospital that
was not paid as an excluded hospital
prior to October 1, 1997, is the lower of
the hospital’s net inpatient operating
cost per case or 110 percent of the na-
tional median of the target amounts
for the class of excluded hospitals and
units (psychiatric, rehabilitation, long-
term care) as adjusted for differences
in wage levels and updated to the first
cost reporting period in which the hos-
pital receives payment. The second
cost reporting period is subject to the
same target amount as the first cost
reporting period.

(B) The national median of the target
amounts is the FY 1996 median target
amount—

(I) Adjusted to account for dif-
ferences in area wage levels;

(2) Updated by the market basket
percentage increase to the fiscal year
in which the hospital first received
payments as an excluded provider.

(3) Risk-basis HMOs. Items or services
that are furnished to beneficiaries en-
rolled in an HMO by a hospital that is
either owned or operated by a risk-
basis HMO or related to a risk-basis
HMO by common ownership or control
are exempt from the rate-of-increase
ceiling (see the definition of an entity
with a risk sharing contract in §417.401
of this chapter).

(g) Adjustments—(1) General rules. (i)
CMS adjusts the amount of the oper-
ating costs considered in establishing
the rate-of-increase ceiling for one or
more cost reporting periods, including
both periods subject to the ceiling and
the hospital’s base period, under the
circumstances specified in paragraphs
(2)(2), (g)(3), and (g)(4) of this section.
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(ii) When the hospital requests an ad-
justment, CMS makes an adjustment
only to the extent that the hospital’s
operating costs are reasonable, attrib-
utable to the circumstances specified
separately, identified by the hospital,
and verified by the contractor.

(iii) When the hospital requests an
adjustment, CMS makes an adjustment
only if the hospital’s operating costs
exceed the rate-of-increase ceiling im-
posed under this section.

(iv) In the case of a psychiatric hos-
pital or unit, rehabilitation hospital or
unit, or long-term care hospital, the
amount of payment under paragraph
(2)(3) of this section may not exceed
the payment amount based on the tar-
get amount determined under para-
graph (c)(4)(iii) of this section.

(v) In the case of a hospital or unit
that received a revised FY 1998 target
amount under the rebasing provisions
of paragraph (b)(1)(iv) of this section,
the amount of an adjustment payment
for a cost reporting period is based on
a comparison of the hospital’s oper-
ating costs for the cost reporting pe-
riod to the average costs and statistics
for the cost reporting periods used to
determine the FY 1998 rebased target
amount.

(2) Extraordinary circumstances. CMS
may make an adjustment to take into
account unusual costs (in either a cost
reporting period subject to the ceiling
or the hospital’s base period) due to ex-
traordinary circumstances beyond the
hospital’s control. These circumstances
include, but are not limited to, strikes,
fire, earthquakes, floods, or similar un-
usual occurrences with substantial cost
effects.

(3) Comparability of cost reporting peri-
ods—(1) Adjustment for distortion. CMS
may make an adjustment to take into
account factors that would result in a
significant distortion in the operating
costs of inpatient hospital services be-
tween the base year and the cost re-
porting period subject to the limits.

(ii) Factors. The adjustments de-
scribed in paragraph (g)(3)(i) of this
section, include, but are not limited to,
adjustments to take into account:

(A) FICA taxes (if the hospital did
not incur costs for FICA taxes in its
base period).
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(B) Services billed under part B of
Medicare during the base period, but
paid under part A during the subject
cost reporting period.

(C) Malpractice insurance costs (f
malpractice costs were not included in
the base year operating costs).

(D) Increases in service intensity or
length of stay attributable to changes
in the type of patient served.

(E) A change in the inpatient hos-
pital services that a hospital provides,
and that are customarily provided di-
rectly by similar hospitals, such as an
addition or discontinuation of services
or treatment programs.

(F) The manipulation of discharges
to increase reimbursement.

(iii) Adjusting operating costs. Without
a formal request from a hospital, CMS
may adjust the amount of operating
costs determined under paragraph (c)(1)
of this section to take into account
certain adjustments. These adjust-
ments include, but are not limited to,
adjustments under paragraphs
(8)B)(Ii)(A), (B), (C), (E), and (F) of this
section.

(4) Significant wage increase. (i) Cri-
teria. CMS may make an adjustment to
take into account a significant in-
crease in wages occurring between the
base period and the cost reporting pe-
riod subject to the ceiling if there is a
significant increase in the average
hourly wage for the geographic area in
which the hospital is located (deter-
mined by reference to the wage index
for prospective payment hospitals
without regard to geographic reclassi-
fications under sections 1886(d)(8) and
(10) of the Act). For this purpose, there
is a significant wage increase if the
wage index value based on wage survey
data collected for the cost reporting
period subject to the ceiling is at least
8.0 percent higher than the wage index
value based on survey data collected
for the base year cost reporting period.
If survey data are not available for the
cost reporting periods used in the com-
parison, the wage index value based on
the latest available survey data col-
lected prior to that cost reporting pe-
riod is used.

(i1) Amount of the adjustment. The ad-
justment for a significant wage in-
crease equals the amount by which the
lesser of the following calculations ex-
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ceeds 108 percent of the increase in the
national average hourly earnings for
hospital workers:

(A) The rate of increase in the aver-
age hourly wage in the geographic area
(determined by applying the applicable
increase in the area wage index value
to the rate of increase in the national
average hourly earnings for hospital
workers).

(B) The rate of increase in the hos-
pital’s average hourly wage.

(5) Adjustment limitations. For cost re-
porting periods beginning on or after
October 1, 1993, and before October 1,
2003, the payment reductions under
paragraph (¢)(3)(v) through (c¢)(3)(vii) of
this section will not be considered
when determining adjustments under
this paragraph.

(h) [Reserved]

(1) Assignment of a new base period—(1)
General rule. (i) Effective with cost re-
porting periods beginning on or after
April 1, 1990, CMS may assign a new
base period to establish a revised ceil-
ing if the new base period is more rep-
resentative of the reasonable and nec-
essary cost of furnishing inpatient
services and all the following condi-
tions apply:

(A) The actual allowable inpatient
costs of the hospital in the cost report-
ing period that would be affected by
the revised ceiling exceed the target
amount established under paragraph
(c) of this section.

(B) The hospital documents that the
higher costs are the result of substan-
tial and permanent changes in fur-
nishing patient care services since the
base period. In making this determina-
tion, CMS takes into consideration the
following factors:

(I) Changes in the services provided
by the hospital.

(2) Changes in applicable
nologies and medical practices.

(3) Differences in the severity of ill-
ness among patients or types of pa-
tients served.

(C) The adjustments described in
paragraph (g) of this section would not
result in recognition of the reasonable
and necessary costs of providing inpa-
tient services.

(ii) The revised ceiling is based on
the necessary and proper costs incurred
during the new base period.

tech-
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(A) Increases in overhead costs (for
example, administrative and general
costs and housekeeping costs) are not
taken into consideration unless the
hospital documents that these in-
creases result from substantial and
permanent changes in furnishing pa-
tient care services.

(B) In determining whether wage in-
creases are necessary and proper, CMS
takes into consideration whether in-
creases in wages and wage-related costs
for hospitals in the labor market area
exceed the national average increase.

(2) New base period. The new base pe-
riod is the first cost reporting period
that is 12 months or longer that re-
flects the substantial and permanent
change.

(3) New applicable rate-of-increase per-
centages and update factors. The revised
target amount resulting from the as-
signment of a new base period is in-
creased by the applicable rate-of-in-
crease percentages (update factors) de-
scribed in paragraph (c)(3) of this sec-
tion.

(j) Reduction to capital-related costs.
For psychiatric hospital and units, re-
habilitation hospitals and units, and
long-term care hospitals, the amount
otherwise payable for capital-related
costs for hospital inpatient services is
reduced by 15 percent for portions of
cost reporting periods occurring on or
after October 1, 1997 through Sep-
tember 30, 2002.

[568 FR 46340, Sept. 1, 1993]

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting §413.40, see the List of CFR
Sections Affected, which appears in the
Finding Aids section of the printed volume
and at www.govinfo.gov.

Subpart D—Apportionment

§413.50 Apportionment of allowable
costs.

(a) Consistent with prevailing prac-
tice in which third-party organizations
pay for health care on a cost basis, re-
imbursement under the Medicare pro-
gram involves a determination of—

(1) Each provider’s allowable costs
for producing services; and

(2) The share of these costs which is
to be borne by Medicare. The provider’s
costs are to be determined in accord-
ance with the principles reviewed in

42 CFR Ch. IV (10-1-23 Edition)

the preceding discussion relating to al-
lowable costs. The share to be borne by
Medicare is to be determined in accord-
ance with principles relating to appor-
tionment of cost.

(b) In the study and consideration de-
voted to the method of apportioning
costs, the objective has been to adopt
methods for use under Medicare that
would, to the extent reasonably pos-
sible, result in the program’s share of a
provider’s total allowable costs being
the same as the program’s share of the
provider’s total services. This result is
essential for carrying out the statutory
directive that the program’s payments
to providers should be such that the
costs of covered services for bene-
ficiaries would not be passed on to non-
beneficiaries, nor would the cost of
services for nonbeneficiaries be borne
by the program.

(c) A basic factor bearing upon appor-
tionment of costs is that Medicare
beneficiaries are not a cross section of
the total population. Nor will they con-
stitute a cross section of all patients
receiving services from most of the
providers that participate in the pro-
gram. Available evidence shows that
the use of services by persons age 65
and over differs significantly from
other groups. Consequently, the objec-
tive sought in the determination of the
Medicare share of a provider’s total
costs means that the methods used for
apportionment must take into account
the differences in the amount of serv-
ices received by patients who are bene-
ficiaries and other patients serviced by
the provider.

(d) The method of cost reimburse-
ment most widely used at the present
time by third-party purchasers of inpa-
tient hospital care apportions a pro-
vider’s total costs among groups served
on the basis of the relative number of
days of care used. This method, com-
monly referred to as average-per-diem
cost, does not take into account, vari-
ations in the amount of service which a
day of care may represent and thereby
assumes that the patients for whom
payment is made on this basis are aver-
age in their use of service.

(e) In considering the average-per-
diem method of apportioning cost for
use under the program, the difficulty
encountered is that the preponderance
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