
that payment in excess of the amount authorized is justified on the basis of advantages 
gained by the organization. 

For example, for inpatient hospital services provided by a hospital participating under 
Medicare’s Prospective Payment System (PPS), the hospital is paid a predetermined 
amount for each inpatient stay by a Medicare patient based on the principal diagnosis or 
the inpatient stay. Additional payments are made for certain pass through costs, cost 
outliers, etc. 

Each hospital stay is grouped by principal diagnosis into one of the many Diagnosis 
Related Groups (DRGs). Based on the DRG, CMS’s PPS determines the amount the 
hospital receives for the inpatient stay, with some exceptions (e.g., cost outliers and day 
outliers). Payment is made with no retrospective adjustments to the DRG payment. 
However, an adjustment to a particular prospective payment would be needed, for 
example, where, upon medical review, the payment made was found to be improper or 
inaccurate. 

The Medicare HMO/CMP will be paid the same amount that Medicare would otherwise 
pay that hospital under PPS. This would include all amounts paid by the intermediary to 
the hospital for services rendered to the organization’s Medicare enrollees, including a 
proportionate share of pass through costs, payments for cost outliers, etc. 

Effective July 1, 1999, all Skilled Nursing Facilities (SNFs) are paid using the PPS. Prior 
to this date, some SNFs had the option to be paid on a prospective basis under §1888 of 
the Act. Payment to the HMO/CMP will be determined in accordance with the provider’s 
election. 

This rule applies to: 

• Inpatient hospital and SNF services provided by facilities owned or operated by 
the HMO/CMP;  

• Inpatient hospital and SNF services provided by facilities related to the 
HMO/CMP by common ownership or control; and  

• Inpatient hospital and SNF services provided by facilities with which the 
HMO/CMP has an arrangement.  

80 - Summary of Provider Reimbursement Principle Topics 
(Rev. 4, 10-01-01) 
The following list summarizes the general topics covered in the “Provider 
Reimbursement Manual” (Pub. 15). These principles will be used in determining the 
reasonableness of costs incurred by HMO/CMPs by providers of services and other 
facilities owned or operated by the cost-based HMO/CMP, and whether or not they are 
allowable costs. Principles relating to cost apportionment and the payment process are 
contained in Chapter 17 of this manual. Absent specific instructions in this manual, an 
HMO/CMP should apply those principles of reimbursement of provider costs contained 
in the “Provider Reimbursement Manual” (Pub. 15). 



Topic Chapter Reference in 
“Provider 

Reimbursement 
Manual,” Part I 

Depreciation 1 

Interest Expense 2 

Bad Debts, Charity, and Courtesy Allowances 3 

Cost of Educational Activities 4 

Research Costs 5 

Value of Services of Non-paid Workers 7 

Purchase Discounts and Allowances, and Refunds of 
Expense 8 

Compensation of Owners 9 

Cost to Related Organizations 10 

Return on Equity Capital of Proprietary Providers 12 

Reasonable Cost of Therapy and Other Services 
Furnished by Outside Suppliers 14 

Costs Related to Patient Care 21 

Determination of Cost of Services to Benefciaries 
(Cost Apportionment Chapter) 22 

Adequate Cost Data and Cost Finding 23 

Payment to Providers (Payment Process Chapter) 24 

Limitations on Coverage of Costs Under Medicare 
and Notice of Schedule of Limits on Provider Costs 25 

Lower of Cost or Charges 26 

ESRD Services and Supplies (Outpatient 27 



Topic Chapter Reference in 
“Provider 

Reimbursement 
Manual,” Part I 

Maintenance Dialysis Services) 

Prospective Payments 28 

 

90 - Provider Service Through Arrangements 
(Rev. 4, 10-01-01) 
At the option of the contracting cost-based HMO/CMP, CMS will pay (through the FFS 
system) hospitals and SNFs for covered services furnished the organization’s Medicare 
enrollees in accordance with §1861(v) or 1886 of the Act, as applicable. In these 
circumstances, CMS will pay these providers for covered services furnished to the 
HMO/CMP’s enrollees. 

Section 1876 of the Act offers the cost-based HMO/CMP the option of making direct 
payments to hospitals and SNFs through an arrangement (as defined in Chapter 17 
Subchapter C) for covered services furnished to the organization’s Medicare enrollees. 

The cost incurred by the HMO/CMP through this arrangement is allowable to the extent 
that it does not exceed: 

1. The reasonable cost of furnishing such covered services (as determined under 
§1861(v) of the Act) for those providers currently paid on a reasonable cost basis, 
or  

2. The payment amount determined under §1886 of the Act for those providers 
currently paid under Medicare’s PPS or under an approved State reimbursement 
cost control system.  

An exception is permitted if the cost-based HMO/CMP can demonstrate that payments in 
excess of reasonable costs or Medicare’s prospective payment, as applicable, are justified 
on the basis of advantages gained by the organization. Should the organization elect to 
pay its providers, it must adhere to the reporting requirements imposed on providers and 
the FFS system. 

100 - Payments to Providers Participating Under §1886 of the Act 
(Rev. 4, 10-01-01) 
An exception is available to a cost-based HMO/CMP with respect to the payment rates 
set by a State under an approved State reimbursement cost control system. Generally, 
under such a system, all third party payers must adhere to the inpatient hospital rates set 
by the State. Section 1886(c)(1)(D) of the Act allows an HMO/CMP to negotiate directly 
with such hospitals for the rate of payment for purchased inpatient hospital services. 
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