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The attached final audit report analyzes hospital capital

costs during the first 5 years of Medicare's prospective

payment system (PPS). We found that capital costs

increased much faster than other leading economic indexes,


 the hospital industry had significant excess

capacity. The ability of hospitals to pass capital costs

through to third party payers, such as Medicare, on a cost

reimbursement basis was an important factor for capital

expenditures increasing, despite relatively low hospital

utilization.


The Health Care Financing Administration (HCFA) has

recently implemented regulations to pay capital costs

prospectively, which should help curb the rise in capital

costs. However, we noted that the basis for the PPS

rates--historical costs--is inflated because: (1) excess

capacity in the hospital industry has caused more capital

costs to be incurred than economically necessary and

(2) inappropriate elements (waivers of interest income

offsets and depreciation on federally funded assets) are

included in the costs.


We recommend that HCFA propose legislation to continue

mandated reductions in capital payments beyond Fiscal Year

1995 to recognize that historical costs used in setting PPS

rates are inflated because of excess hospital capacity and

the inclusion of inappropriate elements. The HCFA should

determine the extent of the capital payment reductions that

are needed to fully account for the excess capacity and

inappropriate elements. This revised capital payment

reduction percentage should then be reported to the

Congress.


The HCFA generally concurred with our position on excess

capacity but did not agree on the issues of interest income

waivers and depreciation on federally funded assets.
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Overall, HCFA believed that anticipated congressional

reductions and the implementation of PPS for capital costs

would fully address the intent of our recommendation. We

believe that our recommendation is still valid. The HCFA

has not presented any evidence that future reductions will

eliminate inflated PPS rates caused by excess capacity and

other inappropriate cost elements.


Please advise us, within 60 days, on actions taken or

planned on our recommendations. If you have any questions,

please call me or have your staff contact George M. Reeb,

Assistant Inspector General for Health Care Financing

Audits at FTS 646-7104. Copies of this report are being

sent to other interested top departmental officials.
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SUMMARY


This Office of Inspector General (OIG) study shows that 
hospital capital costs have soared in recent years, despite 
excess hospital capacity. To rein in these spiraling 
costs, the Health Care Financing Administration (HCFA) 
issued rules to pay capital costs using a prospective 
payment system (PPS) based on historical costs. 

Although the HCFA rules to pay capital costs prospectively 
represent a much needed reform, the OIG believes that the 
historical costs to be used in setting PPS rates are 
inflated, because: (1) excess capacity in the hospital 
industry has caused more capital costs to be incurred than 
economically necessary and (2) inappropriate elements are 
included in the costs. 

Since 1983, hospitals have obtained Medicare reimbursement for

operating, but not capital, costs under PPS. The PPS is designed

to give hospitals an incentive to operate efficiently as they are

paid a flat amount, depending on the patient's diagnosis.

Although the Congress intended that all costs would be eventually

covered by prospective payments, capital costs were excluded for

further study. Until recently, capital costs were paid

separately based on Medicare's share of actual reasonable costs.


Unlike Medicare's payments related to hospital operating costs

which grew at reasonable levels under PPS, hospital capital costs

soared. The OIG analysis of changes in capital costs for 5,248

hospitals over the first 5 PPS years showed that:


0	 The average yearly increase in capital costs for the 5,248 
hospitals ranged from 9.7 percent to 14.3 percent per 

or an average yearly growth of 11.5 percent. These 
rates of increase were two to three times more than the 
Consumer Price Index (CPI), the Hospital Market Basket 
Index, and the PPS update factor. In addition, they were 
almost twice the rate of growth in new plant and equipment 
expenditures by business. 

0	 In terms of patient discharges (which would be the payment 
basis under the proposed PPS), capital cost increases per 
discharge averaged 13.7 percent per PPS year, which was 
even greater than the overall capital expenditure 
increases. 
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0	 Only action by the President and the Congress prevented 
Medicare from absorbing the full impact of the capital 
cost increases. Legislation was enacted which effectively 
reduced Medicare's sharing in the increased costs. 

0	 The large increases in capital costs occurred even though 
the hospitals operated at low bed occupancy: 54 percent 
of available beds in the first year and about 61 percent 
in each of the last 4 years. 

0	 The large increases in capital costs were caused by a 
relatively small group of high-cost hospitals. Less than 
19 percent of the 5,248 hospitals accounted for 80 percent 
of the cost increases in each year of our review. The 
high-cost hospitals were primarily large, urban, 
nonprofit, and teaching facilities. They tended to have 
slightly higher occupancy rates (about 67 percent on the 
average) than the industry average. 

Medicare's cost reimbursement system for capital failed to curb

the escalating costs and, indeed, may have contributed to the

problem. Few industries could operate at relatively low

utilization while significantly increasing capital expenditures

as has the hospital industry. Third party payers that allow

reimbursement of capital costs, regardless of excess capacity and

the low economies of scale associated with it, permit such

anomalies to occur. Only action by the President and the

Congress in recent years to limit Medicare participation in

capital costs by mandating reductions (15 percent in Fiscal Year

(FY) 1991) has prevented Medicare from absorbing the full impact

of the cost increases.


Ultimately, the most effective solution to reining in capital

costs is to pay these costs using a PPS. Just as it did for

operating costs, prospective payment for capital costs provides

both economic incentives and limits to assure prudent spending.


The HCFA issued final rules on August 30, 1991 to fold capital

costs into PPS over a lo-year period beginning on October 1,

1991. The PPS rates will be based on historical costs, less a

congressionally mandated reduction of 10 percent. The 10 percent

reduction, however, will last only through FY 1995.


A problem in basing the PPS rates on historical capital costs is

that they are inflated due to uneconomical costs caused by excess

capacity. In addition, the historical costs include

inappropriate elements. A prior OIG report identified six cost

elements which were not appropriate and should not have been

included in a base for future capital PPS rates. While four of

the issues in our prior report have been corrected, there are

still two significant inappropriate elements that would adversely
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affect capital PPS rates. They are: waivers of interest income

offsets and depreciation allowances on federally financed assets.


We recommend that HCFA propose legislation to continue mandated

reductions in capital payments beyond FY 1995 to recognize that

historical costs used in setting PPS rates are inflated because

of excess hospital capacity and the inclusion of inappropriate

elements. The HCFA should determine the extent of the capital

payment reductions that are needed to fully account for the

excess capacity, unnecessary interest waivers, and depreciation

allowances on federally financed assets that have yet to be

corrected from our previous report. This revised capital payment

reduction percentage should then be reported to the Congress.


The HCFA generally concurred with our position on the issue of

excess capacity but did not agree with our recommendation as it

applied to interest income waivers and depreciation on federally

funded assets. Overall, HCFA believed that anticipated

congressional reductions and the implementation of PPS for

capital costs would fully address the intent of our

recommendation.


We believe that our recommendation is still valid. There is no

evidence that future reductions will eliminate inflated  rates

caused by excess capacity and other inappropriate cost elements.


iii
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INTRODUCTION


Prospective Payment System


When the Hospital Insurance (HI) Trust Fund was established in

1965, the Congress stipulated that hospitals were to be

reimbursed their actual costs for services provided to program

enrollees. However, in 1983 the Congress made a dramatic change

in payment policy. The reform provided that hospitals would be

reimbursed for most inpatient costs under the prospective payment

system (PPS). The new system was designed to control escalating

costs by creating an incentive for hospitals to operate in a

cost-effective manner. Hospitals would be paid a fixed amount

per discharge depending on how a patient was classified within a

diagnosis related group (DRG). A hospital's profitability would

depend on how its actual costs to treat a patient compared to the

pre-established fixed payment.


When the Congress established PPS in 1983, it specifically

excluded capital-related costs. While the Congress intended that

all hospital costs would eventually be covered by prospective

fixed payments, it recognized that further study was necessary on

the precise methods to incorporate capital costs. Under the HI

program, capital-related costs include depreciation, leases and

rentals for the use of facilities and/or equipment, interest

incurred in acquiring land or depreciable assets used for patient

care, insurance on depreciable assets used for patient care, and

taxes on land or depreciable assets used for patient care.


Excess Hospital Capacity


The hospital industry has had excess capacity for years. The

President's Private Sector Survey on Cost Control (PPSSCC), also

referred to as the Grace Commission, reported in 1983 that

estimates of surplus hospital beds between 1976 and 1980 ranged

from a low of 68,887 to a high of 264,000.


For most industries, plant utilization is a major factor in

decisions to add or modernize facilities. Low utilization is a

deterrent to such additions or modernizations because capital

costs may not be recovered. The hospital industry differs in

that hospitals could often pass on costs to payers even if

utilization was low because third party payers, like Medicare,
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paid on a cost reimbursement basis. Such cost reimbursement

policies created inherent  for efficiencies and

economies. As the PPSSCC reported in 1983:


"Excess capacity in general acute care hospitals has arisen

from a number of causes which act in unison. The dominant

cost-based third-party reimbursement system covers the costs

of both filled and empty beds and used and unused services.

The same system insulates patients and communities from the

costs of beds and services which might not be used. Emphasis

on high technology, begun in medical school, prompts

physicians to request high technology services from

hospitals. Since physicians are necessary to provide

patients and revenues, hospitals generally comply with these

requests. The reimbursement system insulates  from

market tests of effective demand for  services.

(Emphasis supplied)"


The PPSSCC added:


"Guaranteed reimbursement by Medicare and Medicaid of interest,

depreciation, and the amortized costs associated with

construction is possibly the single most potent factor in

hospitals' ability to raise debt capital, regardless of need

for services... Although Medicare influence on individual

hospitals varies widely, the symbolic impact of Medicare

immunity to excess capacity concerns can hardly be

overestimated."


Both the PPSSCC and the General Accounting Office (GAO), which

reviewed the  findings and recommendations, concluded

that excess hospital capacity produces unnecessary costs. The

PPSSCC stated that:


 major issue facing the Health Care System is unnecessary

and costly duplicative patient care capacity. A surplus of

hospital beds and services contributes to rising health care

costs because:


0	 Maintenance and staffing are required to keep the 
unneeded capacity open. 

' "Report on Department of Health and Human Services Public

Health Services/Health Care Financing Administration," dated

August 31, 1983.
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0	 The very availability of that redundant capacity may 
encourage unnecessary hospital utilization. 

0	 Additional capital investment is required for updating 
or replacing obsolete facilities (maintain total level 
of capacity)." 

In its review of the PPSSCC findings, the GAO concluded:*


"Excess hospital capacity increases the overall cost and

Medicare's cost of providing hospital services. Some form of

incentives/disincentives to control excess capacity is

needed...


. ..GAO agrees that controls are needed to ensure that

unreasonable capital costs are not paid..."


Although there is a general consensus that excess capacity is

economically undesirable, there are no exact standards on what

are acceptable levels of plant and equipment utilization. The

PPSSCC acknowledged in its report that it is difficult to measure

excess capital precisely. In the same review, the PPSSCC stated

that no exact estimate of the net savings achievable by reducing

excess hospital capacity can be made. With that qualification,

the PPSSCC made a rough estimate of Medicare savings (about $939

million in 3 years) if excess capacity were eliminated. The GAO,

however, concluded that the estimate was too high but did not

report an independent estimate.


Other Inappropriate Elements in Capital Costs


In addition to capital costs being inflated by excess capacity,

previous Office of Inspector General (OIG) audits disclosed that

historical capital costs included several other inappropriate

elements. The OIG issued a summary report3 in 1985 which

identified seven issues dealing with Medicare cost reimbursement

for capital. Six of the seven issues  significant

implications for capital PPS payments. The six were: (1) gains

on sales of assets, (2) revaluations of assets on sales,

(3) return on equity payments, (4) waivers of interest income


* "Compendium of GAO's Views on the Cost Saving Proposals of

the Grace Commission," GAO/OCG-85-1, dated February 19, 1985.


3 "Capital Cost Issues that Need to be Addressed in

Developing Medicare Reimbursement Policy," ACN 14-52083, dated

May 13, 1985.


4 The seventh issue (duplicate payment for capital costs) 
affected PPS rates for operating but not capital costs.
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offsets, (5) depreciation allowances on federally financed

assets, and (6) minimum salvage values on depreciable assets.


Based on our findings, we believed that past Medicare payments of

capital costs to hospitals had been excessive (several billion

dollars over a 5-year period). We recommended that the cost

features questioned by our audits not be continued in a capital


Attempts to Fold Capital Costs into PPS


Efforts to incorporate payments for capital costs into PPS have

been stalled over the years. The delays have occurred because of

disagreement over the methodology to be used to determine the

fixed payments. Recently, the Health Care Financing

Adminstration (HCFA) finalized regulations requiring the

inclusion of payments for capital costs within PPS. A chronology

of some of the more significant efforts to incorporate capital

costs into PPS follows:


0	 The Social Security Amendments of 1983 required that 
capital costs be reimbursed under PPS beginning with 
Fiscal Year (FY) 1987. 

0	 On June 3, 1986, HCFA published a notice of proposed 
rulemaking in the Federal Resister to amend the 
regulations to incorporate capital costs into PPS 
beginning with FY 1987. 

0	 On July 2, 1986, The Urgent Supplemental Appropriations 
Act for FY 1986 postponed the inclusion of capital costs 
until FY 1988. 

0 On October 21, 1986, the Omnibus Budget Reconciliation Act 
(OBRA) of 1986 further revised the exclusion of capital

costs until FY 1988 or later at the Secretary's

discretion.


0	 On May 19, 1987, HCFA published another notice of proposed 
rulemaking in the Federal Register to amend the 
regulations to incorporate capital costs into PPS 
beginning with FY 1988. 

0	 On September 1, 1987, HCFA published a final rule in the 
Federal Resister to amend the regulations to incorporate 
capital costs into PPS beginning with FY 1988. 

0	 On December 22, 1987, the OBRA of 1987 voided  final 
rule and required the Secretary to establish a prospective 
payment for capital costs beginning with FY 1992. 
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0	 On February 28, 1991, HCFA published another notice of 
proposed rulemaking in the Federal Resister to amend the 
regulations to incorporate capital costs into PPS 
beginning with FY 1992. 

0	 On August 30, 1991, HCFA published its final rules 
in the Federal Resister to incorporate capital 
costs into PPS beginning with FY 1992. 

Mandated Reductions


In an attempt to control escalating costs during the transition

to the Congress mandated across-the-board reductions in

Medicare payments for capital costs. Hospital reimbursements

were determined by reducing actual capital costs allocable to the

program by a specified percentage. The specific percentage

reductions and applicable periods were as follows:


0	 3.5 percent for portions of cost reporting periods 
occurring October 1, 1986 through November 20, 1987; 

0	 7.0 percent for portions of cost reporting periods 
occurring November 21, 1987 through December 31, 1987; 

0	 12.0 percent for portions of cost reporting periods 
occurring January 1, 1988 through September 30, 1988; and 

0	 15.0 percent for portions of cost reporting periods 
occurring October 1, 1988 through September 30, 1991. 

Fiscal Year 1991 Legislation


On November 5, 1990, the OBRA of 1990 was enacted. The 15

percent payment reduction previously in effect was continued for

all hospitals through FY 1991. The Administration's proposal to

increase the reductions to 25 percent for urban hospitals was not

enacted. The estimated FY 1991 savings for the 15 percent

payment reduction are expected to be $810 million.


The new law also specified capital cost reductions for periods

subsequent to FY 1991. The aggregate payments made during

FY 1992 through FY 1995 under PPS are to be set in a manner that

will result in savings equivalent to a 10 percent reduction in

payments that would otherwise have been made using the old

reasonable cost basis. The change to a 10 percent reduction is

contrary to the recent practice of increasing payment reductions

to restrain capital costs. The 10 percent reduction is scheduled

to lapse after FY 1995.


On August 30, 1991, the HCFA published final rules in the Federal

Resister to begin the implementation of the new capital payment
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reforms contained in OBRA of 1990. The new system became

effective on October 1, 1991.


Scope


The objectives of our review were to:


0	 Analyze changes in hospital capital costs during the first 
5 PPS years. 

0 Relate cost changes to hospital occupancy rates. 

0	 Determine which hospitals accounted for most of the cost 
changes. 

0	 Ascertain if corrective action had been taken on the six 
inappropriate cost elements identified in our prior 
summary report' that would significantly impact capital 
PPS rates. 

0	 Determine if the rules to pay capital costs on a PPS basis 
adequately address the issues of excess hospital industry 
capacity and inappropriate cost elements. 

The hospitals included in our review were selected from 
Hospital Cost Report Information System (HCRIS). The HCRIS is a

national database of financial and statistical information

extracted from hospital cost reports. The reports are submitted

annually to fiscal intermediaries  which process and review

the data. The  submit cost report data to HCFA for inclusion

in HCRIS.


The information contained in HCRIS is variable, being updated

quarterly to reflect information from the most current version of

each hospital's cost report. Since the reports may be in

different stages of review at any point in time, cost report

versions may vary among hospitals or even for the same hospital

in different years. The different versions are: 
submitted, (2) settled without audit, (3) settled with audit,

(4) reopened, and (5) audited but not settled. Our review was

based on the most current data through the quarter ended

March 31, 1990.


' See Footnote 3, Page 3.
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We obtained HCRIS data for the first 5 PPS years. Our review

included hospitals with  beginning on or after:


0 October 1, 1983 and before October 1, 1984 (PPS-1). 

0 October 1, 1984 and before October 1, 1985 (PPS-2). 

0 October 1, 1985 and before October 1, 1986 (PPS-3). 

0 October 1, 1986 and before October 1, 1987 (PPS-4). 

0 October 1, 1987 and before October 1, 1988 (PPS-5). 

To ensure comparability between the periods reviewed, we excluded

data for hospitals (ranging from 262 to 460 per period) which did

not submit cost reports in each of the 5 periods. We also

excluded a small number (ranging from 5 to 16 per period) of

hospitals which had obvious data errors. Following these

adjustments, data for 5,248 hospitals remained for our analytical

review.


Our review did not include any verification of costs reported by

hospitals. The accuracy of HCRIS cost data was the subject of a

prior OIG audit entitled "Validation Review of the Hospital Cost

Report Information System,  A-07-88-00120, dated April 30, 1990.

The audit found an accuracy rate in excess of 99 percent for data

elements tested and concluded that the small error rate was

considered irrelevant by system users. In addition, our review

did not include a breakdown and analysis of the various types of

capital costs. Due to the limitations of the data available in

HCRIS, we were unable to identify specific costs, such as those

associated with new construction, renovations, and equipment, to

name a few.


We did not evaluate the rationale or basis for the percentage

reductions in Medicare payments for capital costs as they were

mandated by the Congress.


Our review was made in accordance with Government Auditing

Standards. The review was performed by the Office of Audit

Services in Sacramento, California and was completed in October

1991.
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FINDINGS AND RECOMMENDATIONS


Total capital costs for the 5,248 hospitals analyzed increased

significantly over the 5-year period covered by our review.

During PPS-1, total hospital capital costs amounted to $9.954

billion while PPS-5 costs were $15.655 billion, an increase of

57.3 percent. The yearly rates of increase ranged from a low of

9.7 percent to a high of 14.3 percent, or an average of 11.5

percent per year. (See Exhibit A for further details on capital

cost increases by hospital classification.)


Capital Costs for 5,248 Hospitals 
PPS-1 through PPS-5 

Capital Costs (In Billions)


$ 1 7 

$ 1 4


$ 1 3 

PPS-1 PPS-2 PPS-3 PPS-4 PPS-5


$10.918 

$14.036 
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Capital Costs Increased More Than Other Costs 

The increases in capital costs were significantly higher than

increases in other costs. Capital costs increased two to three

times faster than changes in the Consumer Price Index (CPI),

Hospital Market Basket Index, or the annual PPS update factors.

They were also, on the average, almost twice the rate of growth

in new plant and equipment expenditures by business.


Relative Cost Increases 
PPS-2 through PPS-5 

 Increase

15% 

m Capital Costs 

Consumer Price Index 

 Market Basket Index 

m PPS Update Factor 

m Plant/Equip. Costs

PPS-2 PPS-3 PPS-4 PPS-5




The  is a measure of the average change in all consumer

prices over time. During the period covered by our review, the

increases in the CPI ranged from 1.1 percent to 4.4 percent, or

an average of 3.5 percent per year, significantly less than the

average of 11.5 percent for capital costs.


The Hospital Market Basket Index reflects price changes of goods

and services purchased by hospitals. From PPS-2 through PPS-5,

the index increases ranged from 3.1 percent to 4.8 percent, or an

average of 3.9 percent per year, which was also much less than

the average increase in capital costs.


The PPS update factor is another measure of price increases. The

factor is used to adjust Medicare DRG payment rates. The update

factor takes into account changes in the Hospital Market Basket

Index, as well as changes in hospital productivity, technological

advances, quality of care, and long term cost-effectiveness of

services. During our review period, the factor ranged from 0.5

percent to 4.5 percent, or an average of 1.9 percent per year.

As such, the update factor increases were also significantly less

than the increases in capital costs.


Data on new plant and equipment expenditures by business (see

footnote 5) are published by the Department of Commerce. The

data are part of surveys of business cycle indicators that are

made by the Statistical Indicators Branch of the Department of

Commerce. For our review period, the percentage increase ranged

from a minus 2.0 percent to 10.5 percent, or an average of 6.2

percent per year.


 CPI and data on new plant and equipment expenditures by

business are reported on a calendar year (CY) basis. However,

the Hospital Market Basket Index and PPS update factors cover

Federal  beginning October 1 and ending September 30. For

purposes of comparisons in PPS-1, which covered the period

October 1, 1983 through September 30, 1984, we used the CPI and

data on new plant and equipment expenditures for CY 1984. For

PPS-2 comparisons, we used the CPI and data on new plant and

equipment expenditures for CY 1985, and so on for PPS-3, PPS-4,

and PPS-5.
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Capital Costs Per Discharge Soar


Not only did capital costs outstrip leading economic indexes,

they skyrocketed in relation to patient discharges. Capital

costs per discharge increased from $313 in PPS-1 to $523 in

PPS-5, an average increase of 13.7 percent per year.


Capital Costs Per Discharge 
PPS-1 through PPS-5 

$ 6 0  0 

$ 5 5  0 

$ 5 0  0 

$ 4 5  0 

$ 3 0 0  T I I I 
PPS-1 PPS-2 PPS-3 PPS-4 PPS-5


The increases in capital costs per patient discharge were greater

than the yearly rates of increase in capital costs because

patient discharges declined during the period. Patient

discharges went from  in PPS-1 to  in PPS-5,

a reduction of 6 percent.
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Medicare Reimbursements Increased at a Slower Rate


The increase in the Medicare program's allocable share of capital 
costs roughly paralleled the changes in total capital costs. 
Capital costs allocable to Medicare amounted to $3.079 billion 
for PPS-1 while PPS-5 costs were $4.922 billion, an increase of 
59.9 percent. The yearly increases ranged from a low of 9.2 
percent in PPS-3 to a high of 17.3 percent in PPS-2. 

Although Medicare's share of capital costs increased

significantly, actual reimbursements to hospitals grew more

slowly. Reimbursements amounted to $3.079 billion during PPS-1

and $4.299 billion in PPS-5, an increase of 39.6 percent. The

yearly increases ranged from a low of 2.1 percent in PPS-5 to a

high of 17.3 percent in PPS-2. Medicare reimbursements were less

than its share of allocable costs because of the payment

reductions mandated by the Congress beginning October 1, 1986.

The payment reductions have continued in an effort to control


Medicare Capital Costs 
PPS-1 through PPS-5 

escalating capital costs. 

(in billions) 

rse

cable Cos S 

1 P P S - 2  P P S - 3 P P S - 4  P P S - 5 
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Capital Costs Increased Despite LOW Occupancy Rates


As part of our analysis, we computed average bed occupancy rates

for each PPS period. The average occupancy rate for all

hospitals during PPS-1 was 53.9 percent. During PPS-2, the

occupancy rate jumped to 61.1 percent and leveled off with rates

of 60.6 percent, 60.8 percent, and 60.7 percent for PPS-3,

PPS-4, and PPS-5, respectively. As such, it does not appear that

the large increases in capital costs are related to demands on

hospital capacities.


(percent)

100%


75% 

25% 

46.1% 38.9% 39.4% 39.2%  39.3% 

 Vacant Beds


 Beds


0%

PPS-2 PPS-3 PPS-4 PPS-5


An argument could be made that occupancy rates are not relevant

to all capital costs. That is, capital costs may change because

of factors, such as the addition of high technology equipment,

which may not be directly linked to bed capacity. While

occupancy rates may not be the best measure for evaluating all
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capital expenditures, the rates do give an overall picture of

hospital utilization and the excess capacity in the industry.


Most Cost Increases Caused by a Few Hospitals


A substantial portion of the increases in capital costs was

caused by a relatively small group of high-cost hospitals. We

found that 80 percent of the increases were attributable to less

than 19 percent of the 5,248 hospitals in each year reviewed. In

PPS-2, PPS-3, PPS-4, and PPS-5, 80 percent of the capital cost

increases were reported by only 853 (16.3 percent), 865 (16.5

percent), 907 (17.3 percent), and 967 (18.4 percent) of the 5,248

hospitals, respectively. (See Exhibit B for further details on

capital cost increases for high-cost hospitals by

classification.)


The high-cost hospitals were primarily large, urban and

nonprofit. A disproportionate number were also teaching

facilities. That is, teaching facilities comprised only 18

percent to 19 percent of the hospitals analyzed, but they

accounted for 43 percent to 47 percent of the high-cost hospitals

for PPS-2 through PPS-5.


The average annual percentage increases in capital costs for all

high-cost hospitals ranged from a low of 26.8 percent in PPS-5 to

a high of 35.2 percent in PPS-2. The average annual capital cost

increases ranged from a low of $1.453 million in PPS-2 to a high

of $1.823 million in PPS-4, over five to seven times the average

increases we found for all the hospitals in our review.


Our analysis also disclosed that the high-cost hospitals had

slightly higher occupancy rates. While the overall occupancy

rates for all hospitals averaged about 61 percent for PPS-2

through PPS-5, high-cost hospitals had average occupancy rates of

about 67 percent during this period. As such, higher capital

costs seem to correlate with higher rates of occupancy. However,

we did find several hospitals with extremely high increases in

capital costs, but with relatively low occupancy. For example,

one Illinois hospital reported capital costs of about $2,600 for

PPS-2 and about $1.1 million the following year, an increase of

over 40,000 percent. Its occupancy rate dropped from about 59

percent to 58 percent for the same periods and then declined even

further to about 42 percent in PPS-5.


Historical Costs Inflated for Inappropriate Elements


We followed up on the six issues in our prior summary report (see

footnote 3) that would have significantly impacted capital PPS

rates. For four of the six issues, legislative, regulatory, and

programmatic changes were made to address the problems identified

in our report. The issues satisfactorily resolved for capital

PPS considerations were: (1) gains on sales of assets,
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(2) revaluations of assets on sales, (3) return on equity

payments, and (4) minimum salvage values on depreciable assets.


The two significant issues that have yet to be corrected and

still result in capital costs being inflated are: waivers of

interest income offsets and depreciation allowances on federally

financed assets. The inclusion of these inappropriate elements

in historical capital costs will result in capital PPS rates

being overstated and could cause Medicare to spend billions of

dollars unnecessarily in coming years.


Interest Income. The waivers of interest income offsets involve

Medicare loopholes on the accounting treatment of interest income

earned by hospitals. Under Medicare cost reimbursement

principles, providers are generally required to offset interest

income against interest expenses. This policy helps assure that

Medicare does not pay for unnecessary borrowing costs. Interest

expenses usually will not be reimbursed to the extent that a

hospital has funds on hand and earning interest.


An exception to the offset rule, however, is permitted for

interest earned on  depreciation. The exception was

created to encourage hospitals to set aside funds for future

capital needs. However, we believe that using Medicare Trust

Funds to subsidize future capital needs of the hospital industry

is not appropriate, given that:


0 There is a national surplus of hospital beds.


0 No shortage of hospital beds is predicted in the near

future.


0	 Medicare is already paying interest and depreciation for

buildings currently being used in the program.


Another income loophole allows providers to shelter interest

income earned on donated funds. Like the loophole for interest

earned on  depreciation, the exception for interest on

donated funds should be removed. Medicare should only pay for

necessary interest costs. If a hospital has funds on hand

earning interest income and still elects to borrow funds and pay

interest, Medicare should share in the interest expense only to

the extent that it exceeds interest income.


The cost of the interest offset loopholes to Medicare is

substantial, running into billions of dollars. For example, when

our report on  depreciation was first issued in December

1984, we estimated then that closing this loophole would have

saved Medicare and Medicaid over $4.7 billion in a  budget

cycle. About $3.7 billion, or 78 percent, of the $4.7 billion

savings would have been related to Medicare.
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 Funded Depreciation. Another Medicare policy that

unnecessarily inflates capital costs is the payment for

depreciation on assets financed with Hill-Burton grants or other

Federal funds. The policy essentially results in duplicate

Federal payments for the same assets: once through a

construction grant and again as a capital reimbursement by

Medicare.


The Medicare policy of allowing depreciation on Hill-Burton

assets conflicts with cost principles applicable to other Federal

programs. For example, the following criterion for determining

costs applies to grants and contracts with nonprofit

institutions:


**Computation of the use allowance and/or depreciation will

exclude both the cost or any portion of the cost of grounds,

buildings and equipment borne or donated by the Federal

government (45 CFR Part 74, Appendix 

The primary reason for Medicare's reimbursing Hill-Burton

depreciation was to provide hospitals with funds to maintain

productive capacity for the future. That rationale was developed

in 1966. Given the current excess hospital capacity, the

rationale would no longer seem to justify the Government

effectively paying twice for the same asset.


The savings that would result from the removal of Hill-Burton

depreciation from the historical costs to be used in setting PPS

rates would be substantial. We estimated that for just 1 year

(1984) Medicare capital costs had been overstated by $34 million

for the Hill-Burton element.


Capital PPS Rules


The OIG believes that the PPS rules for capital payments do not

adequately address the issues of excess capacity and

inappropriate cost elements.


Under the capital PPS rules, payments will be a predetermined

amount per discharge. The payments will be based on historical

costs, less a congressionally mandated reduction of 10 percent

through FY 1995. During the lo-year transition period, rates

will generally be based on a blend of a national average Federal

rate and a hospital specific rate.


The FY 1992 Federal rate will be determined by updating the FY

1989 Medicare inpatient capital cost per discharge by the

estimated increase in Medicare capital costs per discharge. The

rate will be adjusted for each hospital to account for case mix,

outlier cases, geographic location, indirect medical education

costs, additional large urban hospital costs and disproportionate

share costs.
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The FY 1992 hospital specific rates will be based on each

hospital's Medicare allowable inpatient capital costs per

discharge for its latest  cost reporting period ending on

or before December 31, 1990. The 1990 costs will be updated to

FY 1992 based on the increase in national average capital costs

per discharge. Hospital specific rates will be adjusted for

transfers in each hospital's base period discharge count and case

mix index.


For the period FY 1993 through FY 1995, both the Federal rate and

hospital specific rates will be updated based on a moving 
average of actual increases in capital related costs per

discharge for the period 3 and 4 years before the year in

question. After FY 1995, payment rate updates will take into

consideration changes in the capital market basket and other

changes resulting from new technology and other factors.


Although the 10 percent congressional reduction helps in limiting

Medicare participation in the uneconomical costs caused by the

excess industry capacity and by the inappropriate elements

identified in our previous audits, it is set to expire after

FY 1995.


Conclusions and 

Despite experiencing relatively low bed utilization in recent

years, hospitals have continued to increase capital expenditures.

The rates of capital increases have significantly exceeded other

leading economic indexes. Medicare and other third party payers

which reimburse capital on a cost reimbursement basis were partly

responsible for this economic paradox. Cost reimbursement

systems do not provide incentives or disincentives for providers

to restrain capital spending.


The problem of seemingly uncontrolled hospital capital spending

had also existed with hospital operational spending. However,

the advent of PPS in 1983 quickly slowed the rate of increases in

operational expenditures.


Just as PPS has controlled the operational side of hospital

expenditures, it can also slow down the capital side. The HCFA

recently published final rules that pay capital costs on a PPS

basis, effective October 1, 1991.


Although the HCFA rules to fold capital costs into PPS represents

a major and much needed reform, the basis upon which the PPS

rates will be set--historical costs--is inflated. The historical

costs are higher than economically warranted because they are:

(1) based on excess hospital capacity and (2) include

inappropriate elements (waivers of interest income offsets and


17




federally funded depreciation). The precise amount of inflated

historical costs cannot be readily determined.


We recommend that HCFA propose legislation to continue mandated

reductions in capital payments beyond FY 1995 to recognize that

historical costs used in setting PPS rates are inflated because

of excess hospital capacity and the inclusion of inappropriate

elements. The HCFA should determine the extent of the capital

payment reductions that are needed to fully account for the

excess capacity, unnecessary interest waivers, and depreciation

allowances on federally financed assets that have yet to be

corrected from our previous report. This revised capital payment

reduction percentage should then be reported to the Congress.


 Comments


The HCFA generally agreed with our position on the issue of

excess capacity. However, HCFA believed that the issue would be

addressed through the congressionally mandated reductions in

capital expenditures along with reductions anticipated from the

implementation of the capital PPS. As such, HCFA believed that

any need to react to excessive capital spending should be largely

eliminated by FY 1996.


With regard to the offset of interest income earned on funded

depreciation, HCFA believed that such a policy would result in

increased Federal expenditures. That is, it was  view that

the current policy results in eventual savings when hospitals use

interest income earned on funds set aside to replace capital

assets instead of incurring interest expense on funds that would

need to be borrowed otherwise.


In its comments on the issue of interest earned on donated funds,

HCFA stated that the Social Security Act precluded the deduction

of such income from operating costs. While the provision is

applicable to nonprofit hospitals, it has always been applied to

all hospitals. The HCFA also stated that any change to its

policy would serve as a disincentive to potential donors and thus

penalize providers.


With respect to the federally funded depreciation, HCFA did not

believe that Hill-Burton depreciation should be removed from the

capital PPS base-year rates. The HCFA has made a commitment to

Hill-Burton hospitals to allow the depreciation in exchange for

the hospitals* agreements to provide free care to indigent

beneficiaries.


The HCFA also included two general comments in its response. The

first comment questioned the continuation of a payment reduction

factor for all hospitals since most of the cost increases were

caused by a few hospitals. The second comment concerned the

charts contained in Exhibit A. The HCFA did not believe that the
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charts supported our premise that excess capacity caused large

increases in capital costs. Instead, it thought the charts

showed that hospitals with high occupancy rates have had the

highest average capital costs percentage increases.


In summary, HCFA believed that future congressional capital

reduction efforts and the implementation of PPS for capital costs

would fully address the intent of our recommendation. (The


 reply is included in its entirety as an Appendix to this

report.)


 Comments


The HCFA believes that the excess capacity issue will be resolved

by the end of FY 1995. However, it presented no evidence to

support this opinion. Indeed, the available evidence indicates

that it will be many years, much beyond FY 1995, before Medicare

PPS rates will significantly benefit from changes in hospital

capital spending behavior.


The Medicare capital PPS rates, which are effectively based on

actual costs through FY 1992, have built-in inflated costs. For

example, the most significant components of the rates are

depreciation and interest on hospital buildings. As previously

noted, building utilization has been low, with occupancy rates

averaging only 61 percent in the last 4 years of our study.

Since buildings may be depreciated for as many as 40 years and

since most existing hospital buildings have been constructed or

renovated in recent years, depreciation on excess capacity will

continue to be passed through to Medicare for some time. The

same is true for interest on long term mortgages on those

buildings. Only when hospitals dispose of unnecessary buildings

and refrain from constructing/renovating new, unneeded facilities

will depreciation (and interest) costs subside. It is then that

Medicare will benefit, and it is highly unlikely that such

benefits will accrue by the end of FY 1995.


The  view that Medicare will benefit in the future by

hospitals having set aside funds to replace capital assets does

not justify paying for interest costs today that are not

warranted, especially in light of the poor financial condition of

the Medicare Trust Fund. The waiver of the interest offset for

funded depreciation was created in 1966 to help hospitals fund

future capital needs. Given the national surplus of hospital

beds and the fact that Medicare already pays for interest and

depreciation on existing buildings, the policy of waiving the

interest offset is not warranted. The policy is an anachronism

that will cost Medicare dearly unless an adjustment is made to

the PPS rates.


The HCFA claim that offsetting interest income on donated funds

would be a disincentive to potential donors does not appear to be


19




valid. The donations themselves are not offset against the

hospitals* operating costs. The HCFA did not provide any

evidence that donors would not have made their donations if the

interest on the contributions were offset against interest

expense claimed by hospitals on their Medicare cost reports.

Indeed, HCFA provided no evidence that donors were even aware of

Medicare cost reporting rules.


The Medicare policy of allowing hospitals to claim depreciation

on federally financed Hill-Burton assets effectively resulted in

the Government paying twice for the same assets. Medicare

justified the duplicate payment on the basis that it helped

hospitals maintain productive capacity. In our opinion, that was

not sufficient justification then and certainly not now with the

excess capacity. The HCFA indicated that the Medicare policy was

also created so that hospitals would provide free care to

indigent beneficiaries. Yet, this reasoning does not seem valid

since hospitals were already required to provide free care to the

indigent by the terms of their Hill-Burton grants.


With respect to  concern about questioning the continuation

of the mandated reductions for all hospitals when only a few

hospitals appear responsible for the large increases, 
the-board reductions have existed since  1987 when they were

first mandated by the Congress. The reductions will also apply

to all hospitals during the first 4 years of the transition

period for capital PPS. The high-cost hospitals may well be

affected the most by the reductions because their capital costs

exceed the national average. Accordingly, they may well bear the

largest portion of the reduction while those hospitals with costs

below the average could gain.


Also, with regard to  comment that our report stated that

excess capacity caused large increases in capital costs, no such

statement was made. Instead, our report said that historical

costs were higher than economically necessary in part because of

excess capacity.


And finally,  comment that the report's charts (Exhibits)

showed that hospitals with high occupancy rates had the largest

cost increases needs clarification. While it is true that these

hospitals did have slightly higher occupancy rates than other

hospitals, their occupancy rates were nonetheless low, averaging

only 67 percent.
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EXHIBITS




EXHIBIT A 
Page 1 of 4 

Providers m increase 

Teaching Hospitals 965 

Nonteaching Hospitals 

TOTALS 5,248 

Urban Hospitals 2,704 

Rural Hospitals 

TOTALS 5,248 

Nonprofit Hospitals 2,978 

Proprietary Hospitals 804 

 Control -14351,375 

TOTALS 5,248 

Hospital Capacity: 

Under 50 Beds 892 

50 to 99 Beds 1,235 

100 to 249 Beds 1,767 

250 to 399 Beds 726 

 Beds 

TOTALS 5,248 

Hospitals With Occupancy Rates of: 

Under 20% 265 $-614,329 

20 to 39.9% 1,250 

40 to 59.9% 1,833 

60 to 79.9% 1,617 

80% and over 

TOTALS 5,248 

NOTES 

CAPITAL COST INCREASES FOR ALL HOSPITALS 

Number Total Total Average Average 

of Capital Capital Cost Capital Cost Capital Cost 

Increase  Increase 

$335,574 6.8% 

149,538 12.4 

183,746 9.7 

307,972 9.9 

51,708 8.3 

183,746 9.7 

254,899 10.6 

273.088 16.6 

-9,789 -1.0 

183,746 9.7 

15,574 9.7 

49,056 11.4 

211,682 14.3 

401,561 11.9 

358,772 5.4 

183,746 9.7 

-2,318 -0.9 

90,734 17.2 

179,657 11.2 

264,881 8.7 

331,708 7.0 

183,746 9.7 

o The source for the data shown above and in accompanying exhibits was  Hospital Cost Report 

Information System. 

o The total capital cost increases represent the differences between capital costs for the PPS period 

specified and the capital costs reported by the same hospitals in the prior PPS period. 



EXHIBIT A 
Page 2 of 4 

CAPITAL COST INCREASES FOR ALL HOSPITALS 
PPS-3 

Teaching Hospitals 

Nonteaching Hospitals 

TOTALS 

Urban Hospitals 

Rural Hospitals 

TOTALS 

Nonprofit Hospitals 

Proprietary Hospitals 

 Control 

TOTALS 

Hospital Capacity: 

Under 50 Beds 

50 to 99 Beds 

100 to 249 Beds 

250 to 399 Beds 

 Beds 

TOTALS 

Number Total 

of Capital 

Providers m 

975 

5,248 

2,708 

2,540 

5,248 

2,966 

905 

1,377 

5,248 

900 
1,243 

1,765 

737 

5,248 

Total Average Average 

Capital Cost Capital Cost Capital Cost 

Increase 

648.115.261 

$1.366.856.469 

Increase  Increase 

$737,170 14.1% 

151,677 11.1 

260,453 12.5 

443,521 13.0 

65,276 9.8 

260,453 12.5 

321,095 12.1 

271,790 15.6 

122,381 11.5 

260,453 12.5 

16,176 9.2 

54,804 11.3 

165.730 9.7 

424,376 11.0 

15.8 

260,453 12.5 

Hospitals With Occupancy Rates of: 

Under 20% 288 13,242 6.4 

20 to 39.9% 1,362 42,014 6.0 

40 to 59.9% 1,777 206,312 11.2 

60 to 79.9% 1,560 460.700 13.6 

80% and over 844,869 16.5 

TOTALS 5,248 260,453 12.5 



EXHIBIT A 
Page 3 of 4 

CAPITAL COST INCREASES FOR ALL HOSPITALS 

Teaching Hospitals 

Nonteaching Hospitals 

TOTALS 

Urban Hospitals 

Rural Hospitals 

TOTALS 

Nonprofit Hospitals 

Proprietary Hospitals 

Other Control 

TOTALS 

Hospital Capacity: 

Under 50 Beds 

50 to 99 Beds 

100 to 249 Beds 

250 to 399 Beds 

 Beds 

TOTALS 

Number Total Total 

of Capital Capital Cost 

Providers w Increase 

975 

5,248 

2,708 

214.377847 

5,248 

2,990 

1,019 

1,239 

5,248 $14.035.907.593 $1.751.023.167 

910 

1,253 

1,756 

748 

5.248 $1.751.023.167 

Average Average 

Capital Cost Capital Cost 

Increase  Increase 

$921,463 15.4% 

199,531 13.2 

333,655 14.3 

567,447 14.7 

84,401 11.5 

333,655 14.3 

422.500 14.2 

209,150 11.3 

221,651 18.0 

333655 14.3 

19,697 10.1 

53,737 9.7 

234,664 12.4 

652,405 15.1 

15.8 

333,655 14.3 

Hospitals With Occupancy Rates of: 

Under 20% 313 

20 to 39.9% 1,361 

40 to 59.9% 1,741 

60 to 79.9% 1,493 

80% and over 

TOTALS 5,248 

$531,127 1,697 0.7 

1 70.311 9.2 

460847,185 264,703 12.6 

590,695 15.9 

917,777 15.8 

333,655 14.3 



EXHIBIT A 
Page 4 of 4 

CAPITAL COST INCREASES FOR ALL HOSPITALS 
PPS-5 

m 

Number Total Total Average Average 

of Capital Capital Cost Capital Cost Capital Cost 

Providers Increase Increase  increase 

Teaching Hospitals 999 $815,962 11.9% 

Nonteaching Hospitals 4,249 189,220 11.2 

TOTALS 5,248 308,526 11.5 

Urban Hospitals 2,708 521,786 11.8 

Rural Hospitals 206.146656 81,160 9.9 

TOTALS 5,248 308,526 11.5 

Nonprofit Hospitals 2,983 369.079 11.6 

Proprietary Hospitals 1,031 249,201 11.8 

Other Control 1,234 2.012.811.058 201.593.629 163,366 11.1 

TOTALS 5,248 308,526 11.5 

Hospital Capacity: 

Under 50 Beds 933 $215441,196 16,515 7.7 

50 to 99 Beds 1,237 56,041 9.2 

100 to 249 Beds 1,745 249,694 11.7 

250 to 399 Beds 747 519,897 10.3 

 Beds 12.7 

TOTALS 5,248 308,526 11.5 

Hospitals With Occupancy Rates of: 

Under 20% 376 

20 to 39.9% 1,309 

40 to 59.9% 1,719 

60 to 79.9% 1,496 

80% and over 285.077308 

TOTALS 5,248 

3,677 1.2 

87,313 9.5 

280,357 11.6 

492,283 11.7 

819,188 12.7 

308,526 11.5 



EXHIBIT B 
Page 1 of 4 

CAPITAL COST INCREASES FOR HIGH-COST HOSPITALS 
PPS-2 

Number Total Total Average Average 

of Capital Capital Cost Capital Cost Capital Cost 

Providers Increase Increase  increase 

363 27.9% 

48.0 

853 35.2 

Teaching Hospitals 

Nonteaching Hospitals 

TOTALS 

Urban Hospitals 734 33.6 

Rural Hospitals 1 64.7 

TOTALS 853 35.2 

Nonprofit Hospitals 601 1533,587 33.2 

Proprietary Hospitals 148 211640,414 60.2 

Other Control 105901,937 1 27.2 

TOTALS 853 35.2 

Hospital Capacity: 

Under 50 Beds 3 164.7 

50 to 99 Beds 44 769,786 106.7 

100 to 249 Beds 280 59.8 

250 to 399 Beds 211 1355,283 36.1 

 Beds 27.8 

TOTALS 853 35.2 

Hospitals With Occupancy Rates of: 

Under 20% 1 2460.6 

20 to 39.9% 62 1545,658 103.4 
40 to 59.9% 269 42.4 

60 to 79.9% 424 29.5 

80% and over 34.6 

TOTALS 853 35.2 

NOTES 

o The source for the data shown  and in accompanying exhibits was  Hospital Cost Report 

information System. 

o The total capital cost increases represent the differences between capital costs for the PPS period 

specified and the capital costs reported by the same hospitals in the prior PPS period. 



EXHIBIT B 
Page 2 of 4 

CAPITAL COST INCREASES FOR HIGH-COST HOSPITALS 

Teaching Hospitals 

Nonteaching Hospitals 

TOTALS 

Urban Hospitals 

Rural Hospitals 

TOTALS 

Nonprofit Hospitals 

Proprietary Hospitals 

 Control 

TOTALS 

Hospital Capacity: 

Under 50 Beds 

50 to 99 Beds 

100 to 249 Beds 

250 to 399 Beds 

 Beds 

TOTALS 

PPS-3 

Number Total Total 

of Capital Capital Cost 

Providers Increase 

865 

374 

564965,563 

865 

763 $1 

102 303.292.570 

595  27,522 

170 

865 

4 

52 

241 257658,547 

233 

865 

Average Average 

Capital Cost Capital Cost 

Increase % Increase 

$1949,921 27.5% 

1 35.3 

30.5 

28.8 

66.8 

30.5 

27.3 

49.4 

32.7 

30.5 

613,756 364.3 

735,055 81.5 

46.8 

29.9 

26.3 

30.5 

Hospitals With Occupancy Rates of: 

Under 20% 6 

20 to 39.9% 58 

40 to 59.9% 262 

60 to 79.9% 445 

80% and over 

TOTALS 865 

844.403 415.0 

926.940 54.5 

34.5 

28.7 

224.436340 2387,621 27.9 

30.5 



EXHIBIT 

Page 3 of 4


CAPITAL COST INCREASES FOR HIGH-COST HOSPITALS 

Teaching Hospitals 

Nonteaching Hospitals 

TOTALS 

Urban Hospitals 

Rural Hospitals 

TOTALS 

Nonprofit Hospitals 

Proprietary Hospitals 

 Control 

TOTALS 

Hospital Capacity: 

Under 50 Beds 

50 to 99 Beds 

100 to 249 Beds 

250 to 399 Beds 

 Beds 

TOTALS 

Number 

of 

Providers 

413


907


808


907


629


162


907


4


38


252


269


907


Total Total Average 

Capital Capital Cost Capital Cost 

Increase Increase 

1.869690 

360.399.555 

$1 

801208,292 

889,842 

933,352 

211654,935 94.586.790 

1548,596 

1853,626 

311842.303 

Average 

Capital Cost 

% Increase 

26.8% 

41.6 

32.0 

30.5 

65.3 

32.0 

29.8 

45.0 

34.3 

32.0 

267.7 

106.5 

53.1 

34.9 

25.5 

32.0 

208.3 

80.8 

39.5 

29.2 

27.0 

32.0 

Hospitals With Occupancy Rates of:


Under 20% 2


20 to 39.9% 72


40 to 59.9% 

60 to 79.9% 451


80% and 

TOTALS 907




EXHIBIT B 
Page 4 of 4 

CAPITAL COST INCREASES FOR HIGH-COST HOSPITALS 

Number 

of 

Providers 

Teaching Hospitals 452 

Nonteaching Hospitals 

TOTALS 967 

PPS-5 

Total Total Average Average 

Capital Capital Cost Capital Cost Capital Cost 

increase Increase  Increase 

22.3% 

742947.518 35.5 

26.8 

m 

Urban Hospitals 859 25.7 

Rural Hospitals 429.989.808 48.7 

TOTALS 967 1685,317 26.8 

Nonprofit Hospitals 690 25.2 

Proprietary Hospitals 166 42.3 

 Control 965357.055 185850,017 23.8 

TOTALS 967 1685,317 26.8 

Hospital Capacity: 

Under 50 Beds 

50 to 99 Beds 

100 to 249 Beds 

250 to 399 Beds 

 Beds 

TOTALS 

9 755,358 94.4 

40 928,967 88.3 

276 47.3 

288 28.7 

20.8 

967 1‘685,317 26.8 

Hospitals With Occupancy Rates of: 

Under 20% 9 

20 to 39.9% 73 

40 to 59.9% 301 

60 to 79.9% 443 

80% and over 

TOTALS 967 

911,411 166.2 

110.175.175 66.6 

1.490.078 32.9 

24.1 

311 2205,717 21.8 

1685,317 26.8 
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 Core 
DEPARTMENT OF HEALTH  SERVICES  . 

. . _ 

11: --.. 57 Memorandum 
Date  2 5 1991 
From Gail R. Wilensky, Ph.D. 4J 

Administrator 

Subject 
OIG Draft Report: “Analysis of Hospital Capital Costs” (A-09-91-00070) 

To Inspector General 
, Office of the Secretary 

We have reviewed the subject draft report which describes  analysis of 
hospital costs during the first 5 years of Medicare’s prospective payment system 
(PPS). OIG found that capital costs increase much faster than other leading 
economic indexes, even though the hospital industry had significant excess capacity. 
The ability of hospitals to pass capital costs through to third party payers, such as 
Medicare, on a cost reimbursement basis was an important factor for capital 
expenditure increases, despite relatively low hospital utilization. 

In the report, OIG acknowledges the effects that  proposed regulation to 
pay capital costs prospectively will have in controlling capital cost. However, OIG 
still believes that the historical costs upon which the proposed  rates will be 
based are inflated. To address this concern,  recommends that HCFA propose 
legislation to continue mandated reductions in capital  beyond fiscal year 
1995 to recognize that historical costs used in setting PPS rates are inflated because 
of excess hospital capacity and the inclusion of inappropriate elements. Attached 
for your consideration are our detailed comments on this recommendation. 

, 
Thank you for the opportunity to review and comment on this report. Please 

advise us whether you agree with our position on the rcpon’s recommendation at 
your earliest convenience. 

’ 

Attachment 
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Comments of the Health Care  Administration 
on the OIG Draft 

 of  Capital Costs” 
(A-09-9 1 

OIG Recommendation 

HCFA should propose legislation to continue mandated reductions in capital 
payments beyond fiscal year (FY) 1995 to recognize that the historical costs used in 
setting Prospective Payment System (PPS) rates are inflated because of excess 
hospital capacity and the inclusion of inappropriate elements. HCFA should 
determine the extent of the capital payment reductions that are needed to fully 

,	 account for the excess capacity, unnecessary interest waivers, and depreciation 
allowances on federally financed assets that have yet to be  from our 
previous report. This revised capital payment reduction percentage should then be 
reported to the Congress. 

HCFA 

We agree there is some validity to  position with regard to the issue of excess 
capacity. However, we believe this issue will be properly addressed with the 
congressionally-mandated reductions in capital expenditures along with reductions 
anticipated by the implementation of the capital PPS. Consequently, any need to 
react to hospital excesses in capital spending by hospitals should be largely 
eliminated by  1996. Effective with cost reporting periods starting on and after 
October 1, 1991, hospitals will begin receiving payment for capital costs on a 
prospective per discharge basis rather than on actual allowable costs. Also, 
hospitals will have faced two more cost reporting periods subject to a reduction in 
aggregate payments along with 2 years of capital prospective payments. During this 
period, excess capacity and capital spending can be expected to be significantly 
reduced. , 

In general, the waiver of interest income offset would result in an increase of 
federal funds expended. However, under the concept of “funded depreciation,” OIG 
has failed to recognize that these offsets will result in savings when hospitals use 
monies (including the interest earned) from the established funds to replace capital 
assets. To the extent that funded depreciation is utilized in place of borrowing to 
replace provider assets, the program does not share in provider interest expenses 
which would  be incurred. 

In response to  findings on page 20 concerning an income loophole to shelter 
interest income earned on donated funds, Section 1134 of the Social Security Act 
precludes Medicare from deducting unrestricted grants, gifts or endowments, or 
income earned on such donations, from hospital operating costs. While this 
provision addresses nonprofit hospitals, it has always been applied to all hospitals. 
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We believe it would be inappropriate now to treat proprietary hospitals differently 
in establishing the capital PPS rates. If HCFA changed its policy of not offsetting 
income earned on restricted funds, it could serve as a disincentive to potential 
donors and thus penalize providers. 

With respect to the federally-funded depreciation issue, OIG believes that duplicate 
payments were made for assets financed with Hill-Burton grants (once for the 
construction grant and again for capital reimbursement). While this appears to be 
true, HCFA is responsible for honoring its commitment to Hill-Burton hospitals in

* exchange for their agreement to provide free care to indigent beneficiaries in an 
amount equal to the grant amount. We believe it would be inappropriate to 
remove this element from computation of the capital PPS base-year rates. 

Therefore, we believe the result of Congressional efforts and the implementation of 
PPS will fully address the intent of  recommendation. 

General Comments 

Page 18 - The report points out that most cost increases are caused by a few 
hospitals. In fact, it states that 80 percent of the increase is caused by 19 percent 
of the hospitals. To continue a payment reduction factor for all hospitals when the 
increase is caused by only a small percentage seems an overly severe measure. 

Pages - Regarding the charts entitled “Capital Cost Increases for All 
Hospitals,” we did not find support for  premise that excess capacity caused 
large increases in capital costs. Instead, the charts show that hospitals with the high 
occupancy rates have had the highest average capital costs percentage increases. 


