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BILLING CODE 6560-50-M

DEPARTMENT OF HEALTH AND 
HUMAN SERVICES

Health Care Financing Administration

42 CFR Part 413

[B E R C -4 3 5 -F ]

Medicare Program; C h a n ts  to the 
Return on Equity Capital Provisions for 
Outpatient Hospital Services

AGENCY: Health Care Financing 
Administration (HCFA), HHS.
ACTION: Final rule.

s u m m a r y :  We are eliminating the 
allowance for a return on equity capital 
for outpatient services furnished by 
proprietary hospitals because it is 
inappropriate to continue payment of 
return on equity capital for outpatient 
hospital services while the payment for 
inpatient hospital services is being 
phased out.
e f f e c t iv e  d a t e :  For cost reporting 
periods beginning on or after October 1, 
1987.
FOR FURTHER INFORMATION CONTACT: 
Anthony Coates (301) 597-2886. 
SUPPLEMENTARY INFORMATION:

I. Background
Section 1861(v) of the Social Security 

Act (the Act) defines “reasonable cost” 
for Medicare purposes and provides that 
the necessary costs incurred by a 
provider (both direct and indirect) in the 
delivery of covered health care services 
are included in this definition. Currently, 
a return on equity capital is paid as an 
allowance in addition to the reasonable 
cost of covered services furnished to 
beneficiaries by proprietary skilled 
nursing facilities (SNFs) and proprietary 
hospitals, although the return on equity 
capital for inpatient hospital services is 
being phased out under section 
1886(g)(2) of the Act. This section of the 
Act, as amended by section 9107(a) of 
the Consolidated Omnibus Budget 
Reconciliation Act of 1985 (Pub. L. 99- 
272) (enacted on April 7,1986) requires a

phase-down and eventual elimination of 
payments for return on equity capital for 
inpatient hospital services. (We 
implemented this provision in a final 
rule with comment period published on 
June 4,1987 (52 FR 21216).)

II. Proposed Elimination of Return on 
Equity Capital for Outpatient Hospital 
Services

On June 5,1987, we proposed to 
amend 42 CFR 413.157 (at 52 FR 21330) 
to eliminate the allowance for a return 
on equity capital from payment for 
outpatient hospital services. In doing so, 
we reasoned that the allowance is 
unnecessary to maintain the availability 
of hospital outpatient services. In 
addition, in view of the statutory phase
out of the equity capital allowance for 
inpatient services as provided for under 
section 1886(g)(2) of the Act, we stated 
that continuation of the allowance for 
hospital outpatient services is 
inappropriate. We proposed that the 
elimination be effective for cost 
reporting periods beginning on or after 
October 1,1987.

In that hospital capital supports 
inpatient and outpatient services, we 
stated in the proposed rule that it is 
inappropriate to continue payment of 
return on equity capital for outpatient 
hospital services while the payment for 
inpatient hospital services is being 
phased out. We further stated that 
investors in hospitals should not receive 
return on equity payments based upon 
the setting in which the hospital services 
are provided (that is, inpatient versus 
outpatient) and that the level of other 
Medicare payments for hospital 
outpatient services is adequate to 
maintain the availability of services to 
beneficiaries without an allowance for 
return on equity capital. In addition, 
hospital operating marginsunder the 
prospective payment system should 
encourage private investment even 
when payments are reduced through the 
elimination of return on equity capital 
for outpatient services. Accordingly, we 
concluded that the elimination of return 
on equity capital for outpatient hospital 
services is appropriate.

III. Public Comments and Response

During the public comment period, we 
received only one item of 
correspondence concerning the 
proposed rule. The comment was 
submitted by a certified public 
accountant and included a lengthy paper 
that did not deal specifically with the 
proposed elimination of the return on 
equity capital for hospital outpatient 
services. We have considered this 
commenter’s arguments, but we have 
decided not to make any changes to the 
proposed rule.

Comment: The commenter stated that 
the allowance for a return on equity 
capital should not be considered to 
stand alone; instead, the allowance 
should be thought of as one part of the 
overall Medicare payment mechanism. 
The commenter maintained that 
eliminating the allowance for a return 
on equity capital as an allowable cost 
for the outpatient portion of proprietary 
hospitals would be a long term mistake. 
The commenter stated that the proposed 
rule would perpetuate a problem he 
believes to exist; that is, that hospitals 
have ‘‘no incentives to seek efficient 
financing arrangements” and also that 
the proposal might tend to discourage 
equity build-up. He stated that 
eliminating the allowance for a return 
on equity capital would remove yet 
another incentive available to encourage 
cost containment.

Response: Return on equity capital 
has been paid as an allowance in 
addition to the reasonable cost of 
covered services furnished to 
beneficiaries by proprietary providers. 
For Federal fiscal year (FY) 1988, the 
projected reduction in payments caused 
by elimination of the allowance for 
return on equity capital for outpatient 
services will represent about one-fifth of 
one percent of total Medicare payments 
to proprietary hospitals. Accordingly, 
the termination of payment of return on 
equity capital for proprietary hospital 
outpatient services will not adversely 
affect either the provider operations or 
beneficiary access to care.

With regard to the loss of incentive to 
seek efficient financing, we do not 
believe that the elimination of return on
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equity capital for hospital outpatient 
services creates an incentive to exercise 
less prudence in securing loans. When 
the provider finds it necessary and 
proper to borrow money, the Medicare 
program recognizes interest paid on 
provider debts, subject to well- 
established policies.

We also do not believe that the 
elimination of a return on equity capital 
for hospital outpatient services would 
tend to discourage equity build-up, 
especially since the return one quity 
represents only about one-fifth of one 
percent of total Medicare payments to 
proprietary hospitals. In fact, 
elimination of the return on equity 
capital places proprietary and non- 
proprietary hospitals on a more equal 
basis for Medicare payment purposes.

We believe that the elimination of 
Medicare payment of a return on equity 
capital may serve as an incentive to 
contain costs. Whereas payment for a 
return on equity capital used to provide 
an added source of income, its removal 
creates an added incentive to increase 
operational efficiency.

IV. Public Comments on the June 1987 
Final Rule

In the final rule published on June 4, 
1987, which we noted above, we 
described the phase-out of Medicare 
payments for a return on equity capital 
for inpatient hospital services that is 
mandated by section 1886(g)(2) of the 
Act* as amended by section 9107(a) of 
the Consolidated Omnibus Budget 
Reconciliation Act of 1985 (Pub. L  99- 
272). We also stated, however, that 
under section 9321(c) of the Omnibus 
Budget Reconciliation Act of 1986 (Pub. 
L. 99-599) we were precluded from 
issuing final rules dealing with capital- 
related costs for inpatient hospital 
services until September 1,1987. 
Consequently, we were unable to 
describe in regulations text the percent 
reductions imposed by section 1886(g)(2) 
of the Act. Therefore, in this final rule, 
we are adding § 413.157(b)(2) to conform 
the regulations to the mandate of the 
law.

We also want to note that, in the June
4,1987 final rule, we provided for a 60- 
day public comment period on the 
provision that reduces the return on 
equity capital for all proprietary 
providers other than hospitals and SNFs 
for cost reporting periods beginning on 
or after October 1,1985 (as directed by 
section 1861 (v)(l)(P) of the Act, as 
enacted by section 9107(b)(1) of Pub. L  
99-272) and before July 6,1987 (the 
effective date of that final rule). We 
stated that we would consider all timely 
comments about this provision, and that 
if further rulemaking was necessary, we

would publish a final rule and respond 
to comments in that final rule. However, 
we received no comments concerning 
this matter. Therefore, further 
rulemaking is unnecessary.

V. Regulatory Impact Statement

Executive Order 12291 requires us to 
prepare and publish a final regulatory 
impact analysis for regulations that are 
likely to have an annual effect on the 
economy of $100 million or more; cause 
a major increase in costs or prices, or 
result in significant adverse effects on 
competition, employment, investment, 
productivity, innovation, or the ability of 
United States-based enterprises to 
compete with foreign-based enterprises 
in domestic or export markets. In 
addition, we generally prepare a final 
regulatory flexibility analysis that is 
consistent with the Regulatory 
Flexibility Act (RFA) (5 U.S.C. 601 
through 612), unless the Secretary 
certifies that a final regulation will not 
have a significant economic impact on a 
substantial number of small entities. For 
purposes of the RFA, we treat all 
hospitals as small entities.

Currently, approximately sixteen 
percent of all hospitals participating in 
Medicare are classified as proprietary 
hospitals. Although a significant number 
of hospitals will be affected by this rule, 
we do not believe that this rule will 
have a substantial economic impact on 
individual hospitals. We expect that the 
reduction in payments to proprietary 
hospitals for outpatient services will 
range from $15 million in F Y 1988 to 
about $45 million in FY 1992. While 
some hospitals may be more severely 
affected than others, we estimate that 
the average reduction in Medicare 
revenue for each proprietary hospital 
will represent about two percent of total 
payments to proprietary hospitals for 
outpatient services. We generally do not 
regard a change in payments of less 
than five percent as having a substantial 
impact on the target population.

We do not expect that beneficiary 
access will be affected, since most 
hospital outpatient departments are not 
located in proprietary settings. 
Furthermore, we believe that any 
incentives to limit access by proprietary 
outpatient departments will be more 
than countered by the more generalized 
pressures on hospitals to increase the 
availability of outpatient services in 
order to maximize the productive 
capability of their facilities and to 
provide care in the most cost-effective 
setting. For example, both the use of 
outpatient surgical services by Medicare 
beneficiaries and payments for these 
services have increased more since the

start of the prospective payment system 
than before.

For these reasons, we have 
determined that a final regulatory 
impact analysis is not required for this 
rule. In addition, we have determined, 
and the Secretary certifies, that this rule 
will not result in a significant economic 
impact on a substantial number of small 
entities. Therefore, we have not 
prepared a regulatory flexibility 
analysis.

Also, we do not expect this rule to 
produce an impact that will exceed the 
limit for reductions in payment to 
hospitals or physicians established by 
section 9321(d) of the Omnibus Budget 
Reconciliation Act of 1986 (Pub. L. 99- 
509). That provision prohibits the 
Secretary from issuing any final rule or 
notice between October 21,1986 and 
September 1,1987 that will result in a 
$50 million or greater reduction in 
payments to hospitals or physicians in 
FY 1988.

VI. Other Required Information 

Paperwork Reduction A ct

These changes will not impose 
information collection requirements; 
consequently, they need not be 
reviewed by the Executive Office of 
Management and Budget under the 
authority of the Paperwork Reduction 
Act of 1980 (44 U.S.C. 3501 through 
3511).

List of Subjects in 42 CFR Part 413

Administrative practice and 
procedure, Health facilities, Health 
professions, Kidney diseases, 
Laboratories, Medicare, Nursing homes, 
Reporting and recordkeeping 
requirements, Rural areas, X-rays.

Title 42 CFR Part 413 is amended as 
set forth below:

PART 413— PRINCIPLES OF 
REASONABLE COST 
REIMBURSEMENT; PAYMENT FOR 
END-STAGE RENAL DISEASE 
SERVICES

A. The authority citation for Part 413 
continues to read as follows:

Authority: Secs. 1102,1122,1814(b), 1815, 
1833(a), 1861(v), 1871,1881, and 1886 of the 
Social Security Act as amended (42 U.S.C. 
1302,1320a-l, 1395f(b), 1395g, 13951(a), 
1395x(v), 1395hh. 1395rr, and 1395ww).

B. Section 413.157 is amended by 
adding new paragraph (b)(2) (previously 
reserved), revising paragraph (b)(3), 
redesignating paragraph (b)(4) as new 
paragraph (b)(5), and adding a new 
paragraph (b)(4), to read as follows:
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§ 413.157 Return on equity capital of 
proprietary providers.
* * * # *

(b) General rule. * * *
(2) Rate of return fo r inpatient 

hospital services furnished b y  
proprietary hospitals. The rate used in 
determining the return for inpatient 
hospital services is a percentage of the 
average of the rates of interest 
described in paragraph (b)(1) of this 
section. The percentages applicable to 
inpatient hospital services are as 
follows:

(i) 150 percent for cost reporting 
periods beginning before April 20,1983.

(ii) 100 percent for cost reporting 
periods beginning on or after April 20, 
1983 and before October 1,1986.

(iii) 75 percent for cost reporting 
periods beginning on or after October 1,
1986 and before October 1,1987.

(iv) 50 percent for cost reporting 
periods beginning on or after October 1,
1987 and before October 1,1988.

(v) 25 percent for cost reporting 
periods beginning on or after October 1,
1988 and before October 1,1989.

(vi) Zero percent for cost reporting 
periods beginning cm or after October 1, 
1989.

(3) Rate of return related to 
proprietary SNFs. For cost reporting 
periods beginning on or after October 1, 
1985, the rate used in determining the 
return for SNF’s is a percentage equal to 
the average of the rates of interest 
described in paragraph (b)(1) of this 
section.

(4) Rate of return related to outpatient 
hospital services, (i) For cost reporting 
periods beginning on or after October 1, 
1985 but before October 1,1987, the rate 
used in determining the return for 
outpatient hospital services is a 
percentage equal to the average of the 
rates of interest described in paragraph
(b)(1) of this section.

(ii) For cost reporting periods 
beginning on or after October 1,1987, 
there is no allowance for return for 
outpatient hospital services.
* * * * *
(Catalog of Federal Domestic Assistance 
Program No. 13.773, Medicare—Hospital 
Insurance: and No. 13.774, Medicare—  
Supplementary Medical Insurance)

Dated: August 20,1987.
William L. Roper,
Administrator, H ealth Care Financing 
Administration.

Approved: August 24,1987.
Otis R. Bowen,
Secretary.
[FR Doc. 87-19987 Filed 8-27-97; 12:15 pm) 
BILLING CODE 4120-01-M

FEDERAL COMMUNICATIONS 
COMMISSION

47 CFR Parts 36 and 67

[C C  Docket Nos. 78-72,80-286 and 86-297; 
87-272]

Common Carrier Services; MTS and 
W ATS Market Structure; Amendment 
of the Commission’s Rules and 
Establishment of a Joint Board

AGENCY: Federal Communications 
Commission.
ACTION: Final rule.

s u m m a r y : The Federal Communications 
Commission grants, in part, 
reconsideration of its decision to adopt 
revisions of the Separations Manual, 
new Part 36 of its rules, recently 
recommended by the Federal-State Joint 
Board. The Commission decided to 
reconsider its decision to exclude access 
revenues from the allocation factor for 
marketing expenses. Thus, in the new 
§ 36.372 of the Commission’s rules 
(effective January 1,1988) marketing 
expenses will be allocated on the basis 
of current billings. The Commission did 
not act, at this time on other 
reconsideration issues. The Commission 
has also issued a Supplemental Notice 
of Proposed Rulemaking, summarized 
elsewhere in this volume, seeking 
comment and data on the appropriate 
allocation method and recovery 
mechanism for marketing expenses.
e f f e c t iv e  DATE: January 1,1988.
ADDRESS: Federal Communications 
Commission, Washington, DC 20554.
FOR FURTHER INFORMATION CONTACT: 
Cindy Schonhaut, Special Counsel 
Federal-State Joint Board Matters, 
Accounting and Audits Division, 
Common Carrier Bureau, at (202) 632- 
7500.
SUPPLEMENTARY INFORMATION: This is a 
summary of the Commission’s  
Memorandum Opinion and Order, CC 
Docket Nos. 78-72,80-286 and 86-297, 
FCC 87-272, adopted August 14,1987 
and released August 18,1987.

The full text of Commission decisions 
are available for inspection and copying 
during normal business hours in the FCC 
Dockets Branch (Room 230), 1919 M 
Street, NW., Washington, DC. The 
complete text of this decision may also 
be purchased from the Commission’s 
copy contractors, International 
Transcription Service, 2100 M Street, 
NW., Suite 140, Washington, DC 20037, 
(202) 857-3800.

Summary of Memorandum Opinion and 
Order on Reconsideration

1. The Joint Board in CC Docket No. 
86-297 recommended that the 
Commission adopt a new separations 
manual intended to conform separations 
procedures to the recently revised 
Uniform System of Accounts (USOA) 
and to simplify the separations process.1 
The Commission adopted the new 
Separations Manual in April 1987 which 
will be codified as the new Part 36 of its 
rules and which will become effective 
January 1,1988.*

2. Under the current separations 
procedures of Part 67 of the 
Commission’s rules, the advertising and 
sales expenses in the current USOA 
Accounts 642 and 643 are allocated 
between the jurisdictions on the basis of 
current billing for local and toll services 
(excluding certain billings for non- 
affiliated companies and those in 
connection with intercompany 
settlements.) 3 Those expenses will be 
included in the new Account 6610 in the 
revised USOA. Under new separations 
procedures recommended by the Joint 
Board and adopted by the Commission, 
billings for access charges will be 
excluded from the allocation factor for 
Account 6610 marketing expenses.

3. Several parties, including the 
National Association of Regulatory 
Utility Commissioners and the state 
commissioners on the Joint Board at the 
time the Recommended Decision and  
Order was adopted, urged the 
Commission to reconsider its decision to 
exclude access revenues from the 
allocation factor for marketing for the 
following reasons: (1) The Joint Board 
and the Commission incorrectly 
assumed that local exchange carriers do 
not actively market access services; (2) 
the exclusion of access revenues from 
the allocation factor for marketing 
expenses will cause a shift of $475 
million in revenue requirements to the 
state jurisdiction; (3) this shift in 
revenue requirements contravenes the 
stated goal of the Joint Board and the 
Commission to minimize the revenue 
requirement impact of the new 
Separations Manual; and, (4) the Joint 
Board and the Commission did not

* Amendment of Part 67 [New Part 36) of the 
Commission’s Rules and Establishment of a 
Federal-State Joint Board, CC Docket No. 86-297, 
FCC 87J-4, released April 8 ,1987.2  FCC Red Z5S2 
(1987) [Recommended Decision and Order).

* MTS and W ATS Market Structure, Amendment 
of Part 67 (New Part 36) of the Commission’s Rules 
and Establishment of Federal-State Joint Board, CC 
Docket Nos. 76-72,80-286 and 86-297, FCC 87-134, 
released May 1.1987,2  FCC Red 2,639 (1987) 
[Report and Order).

3 47 CFR 67.363.


