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Background 
 
This Cost Reporting Revisions Workbook is designed to assist hospital accountants and 
cost report preparers with implementation of recently adopted rules for the Medicare Cost 
Report. The workbook offers an overview of cost report rule changes and provides an 
explanation of why these changes are important to hospital reimbursement. Hospital 
personnel are shown different methods for organizing, collecting and reporting data 
necessary to comply with the new federal requirements. 
Every hospital will be different and the workbook may not resolve each hospital’s 
specific issues or problems. However, by following the workbook’s suggestions, each 
hospital should be more quickly able to respond to their unique circumstances and 
challenges.  
 
It is recommended that each hospital form a working group made up of representatives 
from several different operational areas. This work group may then be charged with 
reviewing current practices and identifying where and how accounting data are captured 
and reported. With this approach each hospital should be able to customize the 
suggestions into a method which best fits its individual needs and circumstances. 
The workbook focuses on major changes to the categorization and reporting of Medical 
Supplies Charged to Patients. Historically, Implantable Medical Devices Charged to 
Patients has been grouped with all other billable medical supplies. As a result, high cost 
items (Implants) with a relatively low pricing mark-up are combined with lower cost 
items (sutures, bandages, etc.) that are priced using a higher mark-up. Such pricing 
practices are very common and used throughout the nation’s hospitals. 
 
This common pricing practice has resulted in the phenomenon known as Charge 
Compression. Charge compression leads to bias and inaccuracy with Medicare Cost 
Report cost-to-charge ratios. As a result, charge compression is significant to hospitals 
because it can have a significant negative impact on overall hospital reimbursement. 
Medicare cost-to-charge ratios are the basis of Medicare payment. Inaccurate cost-to-
charge ratios can lead to the receipt of inaccurate inpatient and outpatient Medicare 
payments. 
 
The major problem arising from charge compression occurs when all medical supplies 
charged to patients are grouped together for cost reporting purposes. The lower cost, 
higher mark-up items tend to skew cost-to-charge ratios results when they are mixed 
together with higher cost, lower mark-up items. Low cost medical supplies dilute the 
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cost-to-charge ratio and result in an understatement of the high cost for Implantable 
Medical Devices Charged to Patients. 
 
Cost-to-charge ratios obtained from the Medicare Cost Report have been used to 
calculate outpatient relative value weights since the year 2000. Relative value weights for 
APCs which include use of implantable medical devices are understated and underpaid 
based on the currently diluted medical supply cost-to-charge ratios derived from 
Medicare Cost Report data used to calculate relative value weights. These outcomes are 
the result of charge compression. 
 
On the inpatient side, CMS began a transition to cost-based weights on October 1, 2006. 
All DRG inpatient payments are now based on “relative resource use.” Just as with 
APCs, the diluted cost-to-charge ratios derived from Medicare Cost Reports are also used 
to calculate the cost-based weights for DRGs. 
 
It is critical that all hospitals participate in making the changes now required for cost 
reporting. APC and DRG weights are the result of averaging data from all hospitals. In 
order to correct inaccuracies and properly adjust APC and DRG weights, all hospitals 
must report correctly. 
 
Medical device firms have been involved in working with CMS and others to address the 
issue of charge compression. Charge compression issues have been under discussion 
since Medicare APCs emerged in the year 2000. As a result of input from various groups, 
CMS was spurred to take action. CMS engaged the research consulting firm, RTI, to 
undertake a thorough examination of the charge compression issue. RTI specifically 
examined the impact of charge compression on MS-DRG payments. The study cited two 
significant reasons for charge compression: 1) data accuracy; and 2) data aggregation. 
The RTI Study concluded with the following key findings: 
 

 Charge compression does introduce bias to MS-DRG payment weights 
 Data accuracy issues include the “misalignment of costs and charges by cost 

center” 
 Data aggregation issues include combining services or items that have 

systematically different mark-up rates for one hospital department or one line 
number on the cost report” 

In the short term, RTI recommended the use of regression-based estimates to 
disaggregate national cost-to-charge ratios for medical supplies. Basically, this solution 
provides a “patch,” to fix charge compression issues until such time that a longer term 

4



solution can be achieved. RTI also recommended that creation of a new standardized cost 
center for “Devices, Implants and Prosthetics” would provide better resolution to the 
issue, but would also require a longer time frame to successfully implement. 
 
With the results of the RTI Study, CMS chose to move forward with changes necessary 
to address the charge compression issue based on the long term recommendations from 
RTI. Although CMS’ cost reporting changes are now in place, the impact on hospital 
payments based on this data will not be seen until 2013. 
 
CMS issued Transmittal #20, which instructs hospitals with fiscal years beginning on or 
after May 1, 2009, to separate the Medical Supply cost center into two lines. The lines 
are: 
 
 Line 55 Medical Supplies Charged to Patients 
 Line 55.30 Implantable Devices Charged to Patients 

CMS also issued a proposed rule on July 2, 2009 which is currently being finalized for 
hospitals with fiscal years beginning on or after May 1, 2010. The proposed rule 
addressed numerous other cost report issues but continued the requirement that hospitals 
separate the Medical Supplies cost center into two lines. These two lines were 
renumbered and are: 
 
 Line 71 Medical Supplies Charged to Patients 
 Line 72 Implantable Devices Charged to Patients 

Now it is up to all individual hospitals to take steps and make the required changes. 
Hospitals will face challenges with improving data accuracy. The chapters of this 
workbook which follow are intended to assist hospitals with effectively making the 
transition. It is essential that each hospital undertake a diligent, thoughtful and well 
documented process to address internal accounting and reporting changes. By following 
the process outlined in this workbook, each hospital should be able to adequately prepare 
these new elements of the Medicare Cost Report. The hospital should also be well 
positioned to support these reporting changes when audited by the FI/MAC. 
 
For ease and clarity, the remaining portions of this workbook will refer to lines 55 and 
55.30 since these are the line numbers used in the current version of the cost report, CMS 
2552-96. 
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Assessment 
 
As discussed above, the Medicare Cost Report has been changed to require that hospitals 
split medical supplies into two lines:  
 

 Medical Supplies Charged to Patients on line 55; and  
 Implantable Devices Charged to Patients on line 55.30.   

 
Prior to this recent change in reporting requirements, Medical Supplies Charged to 
Patients were only reported in total on line 55. Hospitals need to gain a common 
understanding of what they have done historically on the cost report relative to reporting 
medical supplies. Each hospital should have a clear understanding of why they may have 
done it in a particular way and whether that method is consistent with what is needed for 
cost reporting in the future.   
 
It is essential that each hospital perform an overall assessment of their existing 
accounting structure and systems prior to making any changes designed to meet the new 
Medicare cost reporting requirements. An assessment will assist the hospital in 
developing a clear plan to adjust internal accounting procedures needed to facilitate 
correct reporting of Medical Supplies Charged to Patients and Implantable Devices 
Charged to Patients. 
 
Most hospitals have developed accounting systems and procedures over time partly in 
response to Medicare cost reporting requirements. Methods for documentation are 
sometimes modified based upon input from internal staff or outside consultants who 
assist the hospital in preparation and filing of the cost report. Often these systems and 
processes are replicated in each subsequent cost reporting period without significant 
change or modification. As a result, the rationale for certain processes, or methods to 
achieve them may become routine but still lack a clear, coherent understanding by all 
personnel who may be involved in the data collection, accounting and reporting process. 
 
 
RECOMMENDATION: Form a workgroup to perform an overall assessment of 
existing accounting and reporting systems used to track both patient revenues and the 
related cost of medical supplies. 
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A formal, internal hospital workgroup comprised of relevant managers is a key step in 
assuring that any changes to data collection and accounting methods are based upon a 
solid understanding of existing accounting and reporting systems used to track both 
patient revenues and the related cost of medical supplies. A typical hospital workgroup 
might include representatives such as: 
 

 Controller 
 Accounting Manager 
 Cost Accountant 
 Materials Manager 
 Reimbursement Manager 
 Cost Reporting Consultant 
 Key Departmental Managers 

o Surgery 
o Cardiology 
o Intensive Care 
o Any Other Departments Frequently Using Implantable Devices 

 
The workgroup should be charged with a specific purpose designed to achieve the 
baseline elements necessary for planned changes to data collection, accounting and cost 
reporting. The workgroup is best designed to accomplish the following tasks: 
 

 Gain a common understanding of where medical supply revenues and costs 
are currently reported within the general ledger 

 Clarify which supply costs are billable and identify those which are non-
billable supply costs 

 Clarify if and by what methods the hospital presently distinguishes between 
Medical Supplies Charged to Patients and Implantable Devices Charged to 
Patients 

 Review the current supply mark-up formula.  
o Validate how the mark-up formula is applied to different supply costs 

and the specific patient charges resulting from the mark-up 

A primary discussion point needs to focus on deciding where medical supplies are 
currently reported.   
 

 What do specific items represent relative to billable and non-billable supplies?  
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 Are medical supply costs centralized, decentralized, or hybrid combination of 
these two approaches?  

 Are all billable medical supplies reported in one common department?  
 Are non-billable supplies dispersed to all other patient service departments?   
 If so, are the patient revenues related to billable supplies included in one revenue 

department, or in each department that originates the patient charge? 
 
For example, are billable supply costs all in central supply, yet revenue is reported in 
Surgery or the Cardiac Catheterization Lab? Conversely, does the hospital report billable 
medical supplies in all patient service departments, and if so, where is the revenue related 
to those supplies captured? 
 
The hospital should also look at the sub-accounts in the general ledger which relate to 
medical supplies. Do the sub-accounts used have sufficient detail to split the costs of 
Medical Supplies Charged to Patients from Implantable Devices Charged to Patients on 
lines 55 and 55.30?  Are those costs consistent with the revenues for medical supplies by 
revenue summary code?  
 
Each hospital should also examine the concept of billable and non-billable supply costs. 
Does the general ledger differentiate between billable medical supplies and non-billable 
medical supplies? A supply item can be billable as a medical supply item in some cases 
but not others. Is a supply item billable if captured in a centralized department, but the 
same item is not billed as a supply cost where it is considered a part of the cost covered 
by a procedure or room charge? 
 
Bundled supply costs and charges should also be discussed. Generally, bundled supplies 
are prepackaged kits or packs provided by the manufacturer or supplier which include 
most or all of the medical supplies and devices needed to perform a specific procedure. 
The hospital pays a fixed price for the entire kit. However, the bundled kit may include 
items which are billed as implantable devices and others that are billed as medical 
supplies. The result is that the cost of the implantable device account in the general ledger 
may be overstated and not correctly match up with associated revenue. Each hospital will 
need to identify these items and document where the cost and related patient charges 
(revenues) are recorded. 
 
The answers to these questions will help lay the foundation for further work by the group.   
The hospital should have its cost report preparer briefly summarize how medical supplies 
have historically been reported in the cost report on line 55. Is the general ledger the 
source of the revenue and cost data or are other sources used? Are the revenues and costs 
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department specific, or are reclassifications and or allocations performed? It may be some 
unique combination of all these approaches. 
 
In addition, how are the PS&R data for Medicare charges mapped into the cost report, 
and are these data consistent with the way total costs and revenues are grouped? The 
answers to these questions will help crystallize how well the hospital has historically 
matched the cost of billable medical supplies with billable medical supply revenue. This 
is true both in total and for Medicare specifically. 
 
The Workgroup should also discuss with the cost report preparer what costs have been 
included on line 55 in prior years’ cost reports. Many hospitals have historically assigned, 
reclassified, or allocated all medical supplies costs to line 55 using the costs in the 
general ledger for selected sub-accounts, thereby potentially including both billable and 
non-billable medical supplies on that line. Other hospitals may be able to differentiate 
billable and non-billable medical supply costs and only report the medical supply costs 
directly related to the medical supply billed revenue on line 55. The differences in 
approach, and to some degree philosophy, are dictated primarily by the accuracy of the 
financial systems and how well they have been used in preparing the cost report. The 
hospital will need to decide on an approach that best suits its ability to identify, capture 
and match medical supplies costs and revenues on lines 55 and 55.30. 
 
 
WORKGROUP OUTCOMES: 

 The outcome from the workgroup’s effort should be a  documented plan which: 

1. Identifies patient revenues for Medical Supplies Charged to Patients and 
Implantable Devices Charged to Patients 

 
2. Provides the necessary data to the cost report preparer for reporting and 

reclassifying patient revenues, as necessary, on Worksheet C to lines 55 
and 55.30 

 
3. Specifically identifies actual costs or otherwise estimates the costs of 

billable Medical Supplies Charged to Patients and Implantable Devices 
Charged to Patients 

 
4. Provides necessary data to the Medicare cost report preparer for 

reclassifying those costs on Worksheet A-6 to lines 55 and 55.30. 
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Methods for Capturing Revenue 
 
Hospitals typically report revenue in the general ledger by patient status and financial 
class. For example, revenue may be reported by whether the patient was registered as an 
inpatient or outpatient. In addition, revenue may also be classified by the payer, such as 
Medicare, Medicaid, or Private Insurance. The general ledger of most hospitals will not 
contain a level of detail necessary to accurately assign total revenue related to the two 
required reporting classifications: 
 

1. Line 55: Medical Supplies Charged to Patients; and 

2. Line 55.30: Implantable Devices Charged to Patients 

Although not common, a hospital general ledger may contain revenue sub-accounts 
organized by the type of revenue generated through the routine course of business. Sub-
account revenue may be categorized as room revenue, procedure revenue, supply 
revenue, or other classifications similar to these. However, it would be highly atypical for 
a hospital to differentiate revenue in the general ledger by Medical Supplies Charged to 
Patients and Implantable Devices Charged to Patients. 
 
Instead, detailed revenue history is maintained in a separate element of the accounting 
system. A hospital revenue management system or other subordinate patient revenue 
tracking system is typically the mechanism by which the hospital keeps detailed source 
information for revenue. Summary level revenue data are then recorded to the general 
ledger through an interface from the revenue system. This more common approach means 
that a hospital will likely need to utilize the detailed data from the revenue accounting 
system in order to properly identify and categorize revenue related to Medical Supplies 
Charged to Patients and Implantable Devices Charged to Patients. 
 
Medical Supply revenue may be recorded in one centralized department such as Supplies 
Charged to Patients, or it may be captured in multiple patient service departments. For 
example, medical supply revenue is often recorded in departments such as: 
 

 Surgery 

 Emergency 

 Cardiac Catheterization Laboratory 

 Radiology 
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As discussed in the Assessment Chapter, each hospital should document which medical 
supplies are actually billed and where the revenue associated with billable medical 
supplies is currently recorded.  
 
For most hospitals, it will be necessary to utilize a subordinate revenue system report, 
rather than the general ledger, in order to produce the necessary level of detail for patient 
supply revenue. Most, if not all, hospitals have a report within the revenue system that 
includes the details for all charges at the charge code level.  There are many names for 
this report, but common names associated with this report include “Revenue Usage”, 
“Revenue Statistics”, and “Revenue Detail”. In this workbook this report will be referred 
to as the Revenue Usage report. 
 
It is very likely that the hospital will need to utilize a report such as these to obtain 
sufficiently detailed revenue information. Each hospital will need to accomplish at least 
four specific tasks: 
 

1. Identify all medical supply revenue 

2. Identify where it is recorded in the general ledger 

3. Determine how much of the total medical supply revenue relates to Medical 
Supplies Charged to Patients; and 

4. Determine how much of the total medical supply revenue relates to Implantable 
Devices Charged to Patients 

The Revenue Usage report is generally organized by revenue department and will 
generally contain fields for several revenue related details. These may include: 
 

 Hospital charge code 

 Description of the charge item 

 A standard three digit revenue summary code 

 Price of the item 

 Quantities for each item, often separated by inpatient and outpatient 
charges 
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 Total revenue for inpatient and outpatient services 

An example of a typical Revenue Usage Report follows in Exhibit 1 as an illustration of 
the key details necessary for compiling data for Medical Supplies and Implantable 
Devices Charged to Patients. 
 
The sample Revenue Usage Report illustrates how a hospital records medical supply 
revenue in many different departments. Note that medical supply charges are identified 
by the standard revenue summary code using the National Uniform Billing Committee 
(UBC) classification system. Tables showing the relevant UBC Codes for Medical 
Supplies Charged to Patients and Implantable Devices Charged to Patients are shown 
below: 
 
Medical/Surgical Supplies 
 

 
Revenue 

Code 

 
Description 

270 General Classification 

271 Non-Sterile Supply 
272 Sterile Supply 
273 Take Home Supplies 
274 Prosthetic/Orthotic Devices 
277 Oxygen – Take Home 
279 Other Supplies/Devices 
621 Supplies Incident to Radiology 
622 Supplies Incident to Other Diagnostic Services 
623 Surgical Dressings 
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Implantable Medical Devices 
 

 
Revenue 

Code 

 
Description 

275 Pacemaker 
276 Intraocular Lens 
278 Other Implant* 

624 FDA Investigational Devices 
 
*Note - Other Implants include but are not limited to: stents, artificial joints, shunts, 
grafts, pins, plates, screws, anchors, radioactive seeds. 
 
Whether the hospital accounts for all medical supply revenue in one department, or 
in multiple departments as in the example, the method of using revenue summary 
codes to capture and reclassify Medical Supplies Charged to Patients and 
Implantable Devices Charged to Patients is the same.  
 
The Revenue Usage Report can be used to very specifically identify total medical supply 
revenue, and where it is recorded in the general ledger. In addition, this report provides 
the data necessary to separate medical supply revenue into the two categories for 
reporting on lines 55 and 55.30 in the cost report. An illustration of the method to 
accomplish this is shown below. 
 
 
EXAMPLE – Revenue Capture and Reporting 
 
Anywhere USA Hospital has a revenue tracking system capable of producing a Revenue 
Usage Report. 
 

⁭ STEP 1: Download the Revenue Usage Report into a spreadsheet application to 
facilitate sorting of all revenue by department and by revenue summary code. 
This download of data becomes the first element in a series of workpapers used 
for preparation of the Medicare Cost Report. 

⁭ STEP 2: Sort the revenue by revenue summary code and revenue department. 
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⁭ STEP 3: Select all revenue summary codes from all departments that have charges 
related to medical supplies (codes 270-279, & 621-624). Place these data 
elements into a new spreadsheet sorted by department 

⁭ STEP 4: Sort the new spreadsheet into two groups: Medical Supplies Charged to 
Patients (codes 270-274, 277, 279, & 621-623) and Implantable Devices Charged 
to patients (codes 275, 276, 278 & 624) 

⁭ STEP 5: Provide the spreadsheet created in STEP 4 to the cost report preparer for 
use in developing a workpaper supporting the reclassification of this revenue on 
the Medicare Cost Report Worksheet C. 

⁭ STEP 6: Retain a copy of this spreadsheet for possible use in calculating the cost 
of billable medical supplies. The data elements in this report will be necessary for 
calculating billable supplies cost if there are not sufficiently detailed cost data 
from other elements of the hospital accounting system 

Exhibit 2 is an illustration of a spreadsheet after completion of the steps described above. 
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Methods for Capturing Expenses 
 
Having analyzed and developed revenue related to Medical Supplies Charged to Patients 
and Implantable Devices Charged to Patients, the hospital should now address how it will 
accurately match medical supply costs with these revenues.   
 
As a part of the assessment process, the hospital will have determined its approach to 
reporting medical supply expenses. Generally this part of the process is more difficult 
because of issues related to the level of detail in the general ledger. Specifically, there are 
numerous issues with identifying where billable medical supplies and devices are 
reported, how they got there, which combination of departments and sub-accounts with 
medical supply costs are billable, and whether the general ledger has sufficient detail to 
distinguish between medical supplies and implantable devices.   
 
In some cases the hospital’s general ledger has sufficient detail to readily allow for 
identification of these costs. As part of the assessment process, the workgroup will have 
reviewed the details of departments and sub-accounts and validated the source(s) of 
medical supply expenses in these accounts. It will have determined which combination of 
departments and sub accounts include the costs of Medical Supplies Charged to Patients 
and Implantable Devices Charged to Patients that match the revenues previously 
identified. 
 
Exhibit 3 is a hypothetical example for Midtown Medical Center. It lists five departments 
containing only supply costs and was developed to highlight the results of the work 
performed by a hospital which uses a relatively detailed general ledger. The expenses in 
Exhibit 3 are sorted by department and sub-account, with the Worksheet A line 
associated with each department added in the last column.  
 
This hospital’s workgroup analyzed the costs in each department and determined which 
sub-accounts within each department include billable medical supplies and would 
therefore need to be reclassified on the cost report to lines 55 and 55.30. In addition, the 
workgroup determined which of the billable medical supplies were related to Medical 
Supplies Charged to Patient and Implantable Devices Charged to Patients.  Based on this 
work, each billable supply sub-account was assigned to either line number 55 or 55.30 
while all other supply sub-accounts retained the original line number.  
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Exhibit 4 shows the same costs now sorted by a new last column, which reflects any new 
line number assignments. This exhibit serves to highlight a number of issues: 
 

 Supplies such as needles, syringes, sutures, packs and gowns, trays, and other 
surgical and medical supplies were assigned to line 55. 

 Supplies such as implants, grafts, leads, pacemakers, heart valves, and stents were 
assigned to line 55.30. 

 Department 7480 has few supply accounts remaining assigned to Line 15 since 
most of the supply costs were determined to be Medical Supplies Charged to 
Patients. 

 In contrast, all of the supplies in the ICU remained on line 26 since it was 
determined that none of these supplies are billed to patients, but rather are part of 
the operating costs of the department included in the room charge. 

The summary of total supply costs by line number at the end of the example highlights 
the end result of this work. Supply costs of $6,007,091 were identified as Medical 
Supplies Charged to Patients and supply costs of $6,658,998 were identified as costs of 
Implantable Devices Charged to Patients. This work paper should be provided to the cost 
report preparer for use in developing the reclassification of medical supply costs to the 
appropriate lines in the cost report. 
 
Let’s look at another hospital that does not maintain supply costs in the general ledger at 
the level of detail as shown in Exhibit 3. Exhibit 5 is an illustration of such a hospital. 
 
In this example, the hospital uses only one sub-account for implants and devices. Further, 
this sub-account only appears in the Surgery and Cath Lab departments. A key finding of 
the hospital workgroup was that sub-account 3500, Other Surgical Supplies, contains 
both the cost of supplies related to revenue code 278 as well as lower cost medical 
supplies billed with revenue codes 270-274. The workgroup determined that the general 
ledger does not contain sufficient detail and therefore can’t be the sole source of data 
segregating the costs of Implantable Devices Charged to Patients and Medical Supplies 
Charged to Patients.  
 
In this case, the workgroup will need to use other sources for determining these costs. 
The expertise of the Materials Manager and Ancillary department managers who use 
Implantable Devices Charged to Patients will be crucial to this approach. Many hospitals 
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may have the details of supply costs contained within other hospital information 
management systems. For example: 
 

 A Materials Management/ Inventory system 

 A Surgery Management System 

 A  Cost Accounting System 

Reports from these systems should provide details of the various billable supply items, 
including the department charged, the quantity used, the unit price, and total cost. These 
reports should differentiate between billable and non-billable supplies, as well as Medical 
Supplies Charged to Patients and Implantable Devices Charged to Patients. They must be 
reviewed closely to ensure that the costs accurately match up with the revenues billed for 
supplies. Any of these reports which are used should be provided to the cost report 
preparer and tested against the medical supply revenue as discussed above, to insure that 
the data appear reasonable and appropriate. The data from these reports should also be 
compared to the costs reported on line 55 on the prior year as-filed cost report and 
reviewed for reasonableness. 
 
Some hospitals may not be able to obtain accurate data from reports generated through 
the Materials Management, Inventory or other information systems referenced above. 
This may be because the system does not maintain an annual history, or only keeps 
inventory details, or it does not differentiate between billable and non billable supply 
items well enough to accurately report the needed data. In such cases, the hospital will 
need to develop a method for calculating the cost that should be reported on lines 55 and 
55.30. There are a number of ways to accomplish this, and the methodology the hospital 
employs will be the direct result of the data available to the workgroup. Two such 
methods are discussed below. 
 
The first method for calculating cost assumes that the hospital can obtain the cost for 
every individual supply item, even if it is the average price for a period of time or only 
the latest price.  Most Materials Management and Inventory systems can provide such 
data from a pricing master file. A simple example with key data elements is shown 
below: 
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SKU 

 
Manufacturer 

 
Description 

 
PAR 

 
Stock 

Order 
Qty. 

Unit 
Price 

 
Discounts

        
37099 XYZ Supply Stimulator 

INS  
12 9 6 16,875 3% Net 

30 
37753 ABC Supply Bare Metal 

Stent 
144 64 80 2,246 3% Net 

30 
45738 XYZ Supply Surgical 

Lead 
12 9 6 6,850 3% Net 

30 
35542 ABC Supply Kit  

Ultra IPG 
10 5 4 26,980 3% Net 

30 
45391 XYZ Supply Drug 

Eluting 
Stent 

144 72 80 4,478 5% Net 
21 

67885 ABC Supply Antenna 8 6 4 150 3% Net 
30 

37706 XYZ Supply Bone 
Product 

4 3 2 8,750 N/A 

52119 ABC Supply Accessory 
Kit – Cable 
Snap-Lid 

12 6 4 345 3% Net 
30 

 
 
Some systems may even link the supply item to a charge code. Actual accounts payable 
invoices from medical supply vendors may also be utilized to obtain individual medical 
supply cost data. There may also be a file maintained by the hospital which is used to 
calculate the patient charge for each supply item based on the hospital-specific mark-up 
formula. Regardless of the specific method used to obtain individual item cost data, these 
data can then be keyed in or copied into the Revenue Usage data file described in the 
revenue section of this workbook. The individual item cost data would replace the patient 
charge in the Revenue Usage data file. At that point, simply multiplying the quantity 
charged with the item cost data will result in a reasonably accurate cost for each supply 
item charged. Sorting the file by revenue summary code will provide an accurate match 
of supply cost and supply revenue.  An illustration of a worksheet using specific prices 
applied to the usage quantities from a Revenue Usage report is included as Exhibit 6. 
 
Identifying the cost of each billable supply item can be a daunting endeavor, requiring a 
significant time commitment. A modified version of this approach can be used if the 
hospital workgroup has determined that it has accurately accounted for billable medical 
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supplies in total, but does not have sufficient data to separate implantable device costs 
from all other billable medical supplies.  
 
The modified version would involve only identifying the cost of billable items related to 
Implantable Devices Charged to Patients using the quantity of items charged from the 
Revenue Usage report sorted by the appropriate revenue summary codes. This approach 
limits the amount of individual cost data which needs to be obtained from the sources 
described above, and will result in a detailed calculation of the costs for Implantable 
Devices Charged to Patients.  Assuming that total medical supplies costs have been 
determined, the costs of Implantable Devices Charged to Patients can then be subtracted 
from the total billable medical supplies on line 55 and reclassified to line 55.30. 
 
For example, assume that the hospital in Exhibit 5 identified that its total billable medical 
supplies per the general ledger were $12,673,596 and reclassified those amounts to line 
55. Also assume that the hospital then calculated a cost of $6,750,000 for Implantable 
Devices Charged to Patients by applying actual invoice prices obtained from its Material 
Management system to the quantities in the Revenue Usage report for those supply items 
with revenue codes 275, 276, 278, and 624. 
 

Description Amount 
 

Total Medical Supplies and Implantable Devices 
Charged to Patients 

$12,673,596 

  
Cost of Implantable Devices Charged to Patients- 
Line 55.30 

$   6,750,000 

  
Cost of Medical Supplies Charged to Patients –  
Line 55 

$   5,923,596 

 
A second method for calculating the costs of both medical supplies and implantable 
devices involves using the hospital-specific mark-up formula and applying it to each 
supply item’s charge, essentially in reverse to how it is applied to original cost. The result 
of this approach is a deflation of the revenue amounts obtained from the revenue usage 
report. This method will be somewhat less accurate than the other approaches discussed 
previously, since there is frequently overlap between different levels in the mark-up 
formula.  
 
For example, assume the hospital pricing formula marks up supply costs that range 
between $1.00 and $10.00 by 600%, yet marks-up costs between $10.01 and $25.00 by 
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500%. Items costing $10 and $12 would have the same price of $60 ($10 x 6 and $12 x 
5). Many hospitals minimize this scenario by including a minimum price at each mark-up 
level that is no lower than the highest price of the previous level.  
 
Mark-up Formula Example 
 

Level Cost From Cost To Mark-up Minimum Maximum 
 

      
0 $  .01 $  .99  No Charge No Charge 
1 $1.00 $10.00 600% $6.00 $60.00 
2 $10.01 $25.00 500% $60.05 $125.00 
3 $25.01 $100.00 400% $125.01 $400.00 
4 $100.01 $1000.00 300% $400.01 $3,000.00 
5 $1000.0  200% $3000.01  
      

 
With the mark-up formula from the example above, a hospital could divide the individual 
price of each medical supply item in the Revenue Usage Report by the appropriate mark-
up percentage to determine the cost for each individual item. Some adjustments could be 
necessary for items where the cost multiplied by the mark-up does not equal the 
minimum price. For example, level two items with a cost between $10.01 and $12.00 
would all have the same charge of $60.05.  This charge could be deflated by an average 
mark-up of 545%, resulting in an average cost of $11, halfway between $10.01 and 
$12.00. Another option to address this potential issue would be for the hospital to 
research any item with a minimum price and determine the actual cost for the item.  This 
approach would increase the accuracy while minimizing the time spent identifying the 
specific cost of all supply items. 
 
Exhibit 7 is an illustration of a hospital spreadsheet calculating supply costs using the 
mark-up method. This methodology could also be applied to only Implantable Devices 
codes 275, 276, 278, and 624, and then subtracted from the total cost of all billable 
medical supplies.  It is critically important to properly match the mark-up percentage with 
the individual supply or device price to accurately calculate the cost of each item. 
 
Many hospitals purchase bundled supplies, which include all of the supply items 
necessary to perform a specific procedure. The supplies in the bundle could include both 
implantable devices and other medical supplies. Hospitals will likely handle accounting 
for these items in a variety of ways, and there is no one particular method which appears 
better than another.  
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One common method is for the cost of bundled supplies to be charged to an expense 
account for implants while the charges may be “exploded,” or itemized to reflect 
common billing practice for the individual components of the bundled supply. The 
specific mark-up for each item is then applied to the individual components of the supply 
bundle. 
 
Another second variation is for the hospital to price the implantable device based upon 
the full cost of the bundled supply and then “zeroing” the price of other component parts 
of the bundle. 
 
Each hospital will need to examine the details of its specific practices for bundled supply 
items and adjust the cost determination method according to the relationships between 
implantable components and other medical supplies. 
 
At this point, it is important to point out that whatever method is chosen, it will need to 
have sufficient detail and maintain an audit trail to provide to the FI/MAC as part of the 
cost report settlement process. Documentation of the method used is essential, and these 
issues will be discussed at greater length later in this workbook.  
 
In addition, it should be stressed that estimating cost simply based on applying ratios 
using revenue for Medical Supplies Charged to Patients and Implantable Devices 
Charged to Patients to total billable medical supplies will result in inaccurate data on both 
lines. This is because most hospitals use mark-up formulas for supplies that decrease as 
the cost of the individual medical supply items increase. Using an average defeats the 
purpose of segregating the costs into two lines. 
 
For example, assume that the records of Anywhere USA Hospital indicate that total 
billable medical supplies revenues and expenses are $4,467,000 and $1,381,000 
respectively. The hospital worked hard to analyze the specific underlying data and 
determined that the amounts that pertain to Medical Supplies Charged to Patients and 
Implantable Devices Charged to Patients are as follows: 
 

 Medical 
Supplies 

Implants and 
Devices 

Total 
 

Revenue per Usage Report $2,285,000 $2,182,000 $4,467,000 
    
Billable Supply Costs $508,000 $873,000 $1,381,000 
    
Ratio of Cost to Charges 22.2% 40.0% 30.9% 

28



 
A second hospital, Cross Town Medical Center has similar data but gets a late start in the 
process identifying its medical supply revenue and expense data and now needs to file its 
cost report.  It has identified its revenue but wasn’t able to get the details of expenses. 
The hospital decides to estimate the costs by applying the overall ratio of medical supply 
costs to charges of 30.9% to the total revenues for Medical Supplies and Implants and 
Devices. The results of these calculations are depicted below: 
 

 Medical 
Supplies 

Implants and 
Devices 

Total 
 

Revenue per Usage Report $2,285,000 $2,182,000 $4,467,000 
    
Total Billable Supply Costs   $1,381,000 
    
Ratio of Cost to Charges 30.9% 30.9% 30.9% 
    
Allocated Supply Costs $706,000 $675,000 $1,381,000 

 
Medical Supplies costs are overstated while Implants and Devices are understated, and 
the ratio of cost to charges is the same for each group. This example serves to illustrate 
why simple ratios don’t work and will result in misstated costs on lines 55 and 55.30. In 
addition, this method will simply continue the problem of charge compression. 
 
We do not recommend this approach. 
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Cost Reporting  
 
The objective of the cost report is to ensure that total costs and total charges are properly 
reported and matched, resulting in the accurate apportionment of costs to the Medicare 
program. It should be noted that for cost reporting periods beginning on or after May 1, 
2009, the Medicare Cost Report has been changed to add line 55.30 and provide for 
segregation of medical supplies costs into two lines. There are significant implications 
relative to the future assignment of weights for DRGs and APCs and payments associated 
with each specific DRG and APC classifications. 
 
Segregation of all medical supply costs into two lines will be a departure from how a 
hospital’s cost report was filed in prior years. In the past, only line 55 was used to report 
billable medical supplies. However, many hospitals included total costs and charges of 
billable medical supplies on a number of individual lines of the cost report. Medicare 
charges were then allocated to each of those lines. This was an acceptable methodology 
since it met the principle of matching total costs and charges with Medicare charges. 
However, the issue of charge compression of medical supplies and a resulting 
understatement of weights associated with APC’s and DRG’s which include implantable 
devices has necessitated a change in the method to classify all billable medical supplies 
costs onto these two lines. 
 
The previous sections of this workbook discussed methods for identifying revenue and 
costs associated with medical supplies. Medical supplies were then appropriately 
segregated into the two required categories: 1) Medical Supplies Charged to Patients; and 
2) Implantable Devices Charged to Patients. Assuming the hospital’s cost report preparer 
has been involved in the assessment and data gathering activities, there should be 
sufficient documentation to accurately prepare the cost report. 
 
Medicare Cost Reporting Procedures 
 
The reporting of medical supplies flows throughout the cost report. In this section the 
specific worksheets which deal with reporting of revenues and expenses, 
reclassifications, adjustments, and finally apportionment to the Medicare program will be 
reviewed. These include: 
 

 Worksheet A - Trial Balance of Expenses 
 

 Worksheet A-6 – Reclassification of Expenses 

51



 
 Worksheet A-8 – Adjustments to Expenses 

 
 Worksheet B - Cost Allocation 

 
 Worksheet B-1 – Cost Allocation Statistical Basis 

 
 Worksheet C – Patient Revenues, Computation of Ratio of Cost to Charges 

 
 Worksheet D Series – Cost Apportionment 

 
Worksheet A 
 
Worksheet A provides for the initial recording of a hospital’s trial balance of expenses in 
the cost report, mapping specific hospital departments to the appropriate cost center lines 
in columns 1 -3. The work performed in the Assessment and Accounting Sections of this 
workbook will have resulted in accurate identification of where billable medical supplies 
and implantable device costs are recorded in the hospital’s general ledger. This prior 
work also defines where those same costs will reside on Worksheet A. 
 
Depending on where medical supply costs are recorded in the hospital’s general ledger, 
such costs could be reported on as few as one line or on many different lines, including 
lines 55, and 55.30. 
 
For example, if all of costs for billable medical supplies were recorded in the hospital’s 
general ledger in a cost center such as Medical Supplies Charged to Patients, these costs 
could be mapped to either line 15 - Central Services and Supply, or alternatively to line 
55 - Medical Supplies Charged to Patients. If these costs were recorded in many 
individual cost centers, then costs would be initially reported on many different lines in 
the cost report. Typical individual cost center lines might include line 15 - Central 
Services and Supply, line 37 - Operating Room, and line 59 - Cardiac Catheterization 
Lab.  
 
A sample Worksheet A containing supply costs on only five lines is included as Exhibit 
8. These costs were taken from Exhibit 4 in the Accounting Section. Note in the example 
that each hospital account was assigned a cost report line number. 
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Worksheet A-6 
 
Worksheet A-6 is used to move costs from one line to another on the cost report. Hospital 
cost centers and accounts generally do not map perfectly to the cost center lines on the 
cost report. Often, reclassification of certain costs is necessary to effect proper cost 
allocation. Worksheet A-6 facilitates moving certain costs from the line they were 
originally reported on to the line they should ultimately be on. Worksheet A-6 provides 
the details of each reclassification. The detailed reclassifications reported on Worksheet 
A-6 flow to column four on Worksheet A.  
 
From data developed during the Assessment and Accounting Sections of this workbook, 
the hospital’s cost report preparer will develop a workpaper to support reclassification of 
medical supplies and implantable devices to lines 55 and 55.30 respectively regardless of 
whichever line(s) these costs were initially reported on. 
 
Exhibit 9 illustrates examples of a reclassification workpaper, Worksheet A-6, and 
Worksheet A containing the reclassifications in column four. 
 
Worksheet A-8 
 
Worksheet A-8 is used to adjust total expenses for amounts not related to patient care. 
The Medicare Cost Report instructions provide: 
 

“Types of adjustments entered on this worksheet include (1) those needed 
to adjust expenses to reflect actual expenses incurred; (2) those items 
which constitute recovery of expenses through sales, charges, fees, etc.; 
(3) those items needed to adjust expenses in accordance with Medicare 
principles of reimbursement; and (4) those items which are provided for 
separately in the cost apportionment process. If an adjustment to an 
expense affects more than one cost center, record the adjustment to each 
cost center on a separate line on Worksheet A-8.” 

 
Almost all hospitals receive pricing discounts, allowances, rebates, and refunds related to 
the purchases of supplies and services in the normal course of hospital operations. These 
“constitute recovery of expenses through sales, charges, or fees, etc.” These amounts are 
generally recorded in an “other revenue” account within the hospital’s general ledger. 
However, many hospitals may also record some or all of these as a credit to expense if 
the credit can be specifically attributed to one or more cost centers. In such cases, the 
credit appears on the invoice for the supply or service and only the net expense is 
recorded in the general ledger. 
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Whenever these types of credits are recorded in the general ledger, Medicare 
reimbursement principles require that they be used to reduce total expenses. To the extent 
that the credits have been recorded in the same cost center or sub-account as the 
purchase, the Medicare principle is satisfied. If recorded as other revenue, these amounts 
must be used to reduce total expenses. The most common practice is to offset (reduce) the 
total cost of the Materials Management or Purchasing cost center since it is relatively 
difficult to determine which specific cost center(s), services and supplies costs were 
actually related to the credits received. As an overhead department, the costs of 
Purchasing are proportionately allocated to all cost centers, including Medical Supplies 
Charged to Patients through the cost finding process. As a result, these credits are also 
allocated to all cost centers. 
 
Worksheet B and Worksheet B-1 
 
Worksheet B and Worksheet B-1 are used to allocate overhead costs to cost centers 
which benefit from the services of overhead cost centers. Central Supply is considered an 
overhead cost center and is reported on Line 15. Historically for many hospitals, this line 
also included the hospital’s costs for medical supplies sold to patients.  Costs on line 15 
are allocated to other departments in the cost report based on a statistic described in the 
cost report instructions as “costed requisitions.” In past years, for hospitals that reported 
medical supplies costs and revenues on many lines of the cost report, this may have been 
a reasonably accurate cost finding methodology.  
 
The “costed requisitions” statistic represents an accumulation of the total dollar value for 
inventory transfers to various departments of the hospital from Central Supply. As an 
alternative, hospitals may use the total value of each department’s medical supply 
expense accounts in the general ledger as the “costed requisition” statistic.  
 
However, using these statistics and this method may no longer result in the accurate 
allocation of billable medical supply costs to lines 55 and 55.30. In both cases, these data 
include both billable and non-billable supplies. In addition, these statistics will probably 
not reflect an accurate segregation of costs between Medical Supplies Charged to Patients 
and Implantable Devices Charged to Patients. Without adjustments, allocating the costs 
of medical supplies based on “costed requisition” statistics will result in inaccurate costs 
on lines 55 and 55.30 and will not adhere to the principle of matching revenues and 
expenses. 
 
Based on work performed in the Assessment and Accounting Sections of this workbook, 
the hospital will have identified both the specific revenues and costs of Medical Supplies 
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Charged to Patients and Implantable Devices Charged to Patients. Since this process 
results in more accurate cost finding and matching of revenues and expenses, it supports 
the reclassification of these direct costs from line 15 to lines 55 and 55.30, as opposed to 
an allocation from line 15. 
 
If a hospital plans to continue allocating costs, including billable medical supplies, from 
line 15, it will need to adjust the raw statistics to be consistent with where revenues will 
now be reclassified on lines 55 and 55.30. To accomplish this, the hospital will need to 
create a separate workpaper which begins with the initial statistical data and identifies all 
adjustments necessary to allocate costs. Development of this workpaper will be similar to 
the work needed to support the reclassification developed for Worksheet A-6. 
 
The table below summarizes the results of allocating the cost of medical supplies from 
line 15 using raw and adjusted statistical data.  Sample Worksheets B and B-1 using 
unadjusted and adjusted statistics are attached as Exhibits 10 and 11. For comparative 
purposes, the more accurate cost of medical supplies based on reclassification on 
Worksheet A-6 is also included. 
 
Description W/S A-6 Reclass W/S B-Exhibit 10 W/S B-Exhibit 11 

 
    
Line 55.00 $  6,007,091 $  5,341,704 $  6,007,734 
Line 55.30     6,658,998     5,921,406     6,659,710 
All Other     1,580,619     2,983,598     1,579,264 
Total $14,246,708 $14,246,708 $14,246,708 
 
In Exhibit 10 and the table above (column 3), the hospital has reclassified all billable 
medical supplies to line 15. It used supply costs per the general ledger as the statistic on 
worksheet B-1 to allocate costs on Worksheet B. The only change to this statistic was to 
adjust the data to reflect the amounts that had been reclassified to line 15, and exclude the 
cost of $1000 for line 15 since costs are allocated only to lines below the line to be 
allocated. 
 
This method properly allocates costs to all costs centers that benefit from the activities of 
the Central Supply department, consistent with Medicare cost finding principles. 
However, it results in an understatement of the cost of medical supplies on line 55 and 
implants and devices on line 55.30 in column 27. 
 
In Exhibit 11 and the table above (column 4), the hospital has realized that it has under-
allocated costs to lines 55 and 55.30 because the statistic includes both billable and non-
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billable supplies. It adjusts the statistic to only include billable supply costs, which should 
only be on lines 55 and 55.30. The result of this allocation is very similar to the amount 
of costs that were reclassified on Worksheet A-6 (column 1 in the table above). 
 
These examples serve to illustrate the problem with allocating medical supply costs on 
Worksheet B and B-1. These examples have only included medical supply costs. In 
addition to these costs, actual hospital costs include wages, benefits, professional fees, 
non-medical supplies, purchased services, and other costs. The Central Supply cost center 
will also have these types of costs which should be allocated to all cost centers 
benefitting from the services of the Central Supply department.  
 
In the first example, the costs of Medical Supplies Charged to Patients and Implantable 
Devices Charged to Patients were clearly understated, but the allocation of all costs from 
Line 15 would have met the principle of cost finding. In the second example, to 
accomplish the proper cost of billable medical supplies for lines 55 and 55.30, the 
hospital did not allocate any Central Supply costs to other cost centers. This approach 
may not result in proper cost finding, and it is possible that the FI/MAC will object and 
require adjustments to the statistics to allocate costs to all benefiting cost centers. 
 
Although the methodology in the second example is more accurate than the first in terms 
of getting the proper cost to lines 55 and 55.30, it illustrates why the reclassification 
approach is more accurate and less susceptible to adjustment by the FI/MAC. By 
identifying and reclassifying medical supplies costs to lines 55 and 55.30, the remaining 
true overhead costs of the Central Supply department can be allocated to the appropriate 
lines in the cost report without impacting the accuracy of the costs of Medical Supplies 
Charged to Patients and Implantable Devices Charged to Patients. 
 
Worksheet C 
 
Worksheet C is used to report patient revenues on the cost report from the general ledger 
and to calculate the ratio of cost to charges for ancillary cost centers. The cost to charge 
ratio is then used to apportion ancillary costs to the Medicare program. The mapping of 
patient revenues must follow the same mapping of costs from Worksheet A to allow for 
accurate matching of revenues and expenses. 
 
The cost report preparer should use the data developed by the hospital from the revenue 
usage report to reclassify the specific revenue related to Medical Supplies Charged to 
Patients and Implantable Devices Charged to Patients from the line(s) they are initially 
reported on, to lines 55 and 55.30, respectively. This workpaper will be an important part 
of the documentation required by the FI/MAC to audit the revenue data, trace it from the 
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general ledger, and validate that it has been accurately entered on the correct lines of 
Worksheet C. Once the data are entered, Worksheet C automatically calculates the ratio 
of cost to charges. 
 
An example of revenue reclassification workpapers and Worksheet C, Part I are included 
as Exhibit 12. Hypothetical cost data was used in this example to illustrate the calculation 
of the ratio of cost to charges that occurs on Worksheet C. 
 
Worksheets D, Part V, D-4 
 
The purpose of the Worksheet D series of forms is to apportion costs to the Medicare 
program. For purposes of illustration, this workbook focuses only on Worksheet D, Part 
V and Worksheet D-4, which are used to apportion outpatient and inpatient ancillary 
costs respectively. Both of these Worksheets use the cost to charge ratios from Worksheet 
C and multiply those ratios by the Medicare charges. 
 
The source of the data to be entered on both Worksheet D, Part V and Worksheet D-4 is 
the Patient Statistical and Reimbursement System report (PS&R), which is available to 
each hospital prior to filing the cost report. Although not mandated for use in completing 
the “as-filed” cost report, the PS&R is ultimately used to finalize and settle the cost report 
as part of the audit by the FI/MAC. The PS&R report summarizes total Medicare charges, 
days, and payments. Charges are reported by the three digit revenue summary code. An 
example is provided as Exhibit 13. 
 
There are three acceptable methods for developing data used to settle the cost report. The 
two discussed below focus on using data from the PS&R.  
 
The first provides for the mapping of each PS&R revenue code to specific lines of the 
cost report. The hospital is required to provide a “crosswalk” which provides the mapping 
of each revenue code to a cost report line in order to allow the FI/MAC to audit these 
data. The second method provides for an allocation of the PS&R data, either in total or in 
part, based on hospital records identifying on which lines the total revenue was mapped 
in the cost report. The hospital must be able to support the allocation with data from its 
books, documenting where the charges reside in the general ledger. 
 
For example, hospitals that reported medical supplies cost and charges only on line 55 
would map the Medicare charges from the PS&R to that line. Hospitals which have 
historically reported medical supply revenues and expenses on many lines of the cost 
report summarize the total Medicare revenue for supplies using supply codes 270-279 
and 621-624. These are then allocated based on total hospital charges to the appropriate 
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lines of the cost report so as to comply with the principle of matching Medicare revenues 
with total costs and total charges.  
 
For cost reports periods beginning on or after May 1, 2009, medical supplies must now 
be segregated and mapped only to lines 55 and 55.30. Therefore, the hospital cost report 
preparer will need to adjust the ‘crosswalk” workpaper to include Medicare charges for 
revenue codes 275, 276, 278, and 624 on line 55.30 and include the Medicare charges for 
all remaining supply codes on line 55. This will result in the proper matching of total 
costs, total charges, and Medicare charges, and accurately apportion costs to the 
Medicare program. 
 
Cost Report Audits 
 
The changes in reporting for the Medicare Cost Report discussed to this point revolve 
around the need to split medical supply costs into two lines. This change in methodology 
will result in noticeable differences in the cost report from the prior year. These 
differences should be disclosed to the FI/MAC when the Medicare Cost Report is filed.  
 
The Medicare Provider Reimbursement Manual, Part 1, Section 2304, states: 
 

“Financial and statistical records should be maintained in a consistent 
manner from one period to another. However, a proper regard for 
consistency need not preclude a desirable change in accounting procedure, 
provided that full disclosure of significant change is made to the 
intermediary.” 

 
Generally, a change in methodology should be requested from the intermediary prior to 
the beginning of a cost reporting period. However, on February 29, 2008 in Publication 
100-20, Transmittal 321, Change Request 5928, CMS issued instructions to the 
FI/MAC’s that are summarized as follows: 
 

“The purpose of this CR is to inform the fiscal intermediaries and 
Medicare administrative contractors of the hospital/medical association’s 
initiative on encouraging hospitals to modify their cost reporting practices 
with respect to costs and charges, in an effort to improve the consistency 
of the cost based IPPS DRG relative weights.  We agree that it would be 
beneficial for hospitals to consistently report cost and charges in their 
appropriate cost centers, and in a manner that is consistent with the way in 
which charges are grouped in the Medicare Provider and Review 
(MedPAR).” 
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In section C of this Transmittal, CMS further clarified the issue as follows: 
 

“Providers may submit cost reports with costs and charges grouped 
differently than in prior years, so long as the costs and charges are 
properly matched and Medicare cost reporting instructions are followed. 
Medicare contractors shall not propose adjustments that regroup cost and 
charges merely to be consistent with previous year’s reporting if the cost 
and charges are properly grouped on the as-filed cost report. 
 
In addition, prior approval from the Medicare contractor is not needed to 
regroup billable medical supply cost and charges to line 55 because this is 
not a change in cost finding methodology. Medicare contractors shall be 
vigilant to ensure that the cost of items and services are not moved from 
one cost center to another without moving the corresponding charges.” 
 

The hospital should work with the cost report preparer to develop appropriate disclosures 
which describe the changes in methodology from the prior year’s filed cost report. 
Depending on the changes made, the disclosure may be relatively brief and straight-
forward or more detailed.  
 
Generally, a paragraph or two will be adequate to alert the FI/MAC as to what changes 
have been made and where the changes occurred. The disclosure letter for changes 
involving the reporting of medical supplies should include a reference to CMS 
Publication 100-20, Transmittal 321 instructions to the FI/MACs. You may even choose 
to excerpt certain portions of this transmittal and include them in the disclosure letter. A 
full copy of Transmittal 321 is included as Exhibit 14. It should not be sent with the 
disclosure letter since the FI/MAC already has received it and should be aware of its 
content.  
 
An example of a disclosure letter is included as Exhibit 15. This example is not intended 
to be construed as legal advice. Each hospital should consider consulting with legal 
counsel as appropriate. 
 
The hospital should assume that with the first cost report filed encompassing changes in 
reporting of medical supplies, the FI/MAC will increase its scrutiny of revenues and costs 
related to such medical supplies. The hospital workgroup and cost report preparer should 
review all source documents used in developing the changes made and test them for 
accuracy and reasonableness. The workgroup and cost report preparer should be prepared 
to explain the methodology used.  All amounts entered into the cost report should be 
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traced back to the supporting workpaper(s), as well as tied back to all source documents, 
including the general ledger.  All workpapers should be retained and made available to 
the FI/MAC as requested. 
 
 

Conclusion 
 
Charge compression has been well documented as a cause of bias and inaccuracy with 
Medicare Cost Report cost-to-charge ratios. Medical supplies are considered the most 
common area of charge compression. Hospitals now have the opportunity to reduce this 
bias by improving the reporting of medical supplies and segregating them into two lines 
of the Medicare cost report. This workbook was developed to assist hospitals with the 
timely implementation of this change in reporting of medical supply costs. 
 
The concepts, approaches, and examples provided in this workbook should help illustrate 
some workable approaches to gathering, segregating, and reporting the data necessary to 
accurately completing this new requirement of the Medicare cost report. It is very 
important that each hospital begin the process of assessing its financial systems abilities 
to provide the data needed to report Medical Supplies Charged to Patients and 
Implantable Devices Charged to Patients. An assumption that the data is available 
without actually assessing the ability of the hospitals financial systems to provide it is a 
risky approach. Once the assessment is completed, the hospital should be able to develop 
and implement a plan to gather and report the data.  
 
It is vital that all hospitals make the effort to do the work necessary to accurately report 
Medical Supplies Charged to Patients and Implantable Devices Charged to Patients. CMS 
utilizes aggregate data to calculate weights for DRGs and APCs, and the results will only 
be as accurate as the data provided to CMS.  
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CMS TRANSMITTAL 321 
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CMS Manual System Department of Health &  
Human Services (DHHS) 

Pub 100-20 One-Time Notification Centers for Medicare &  
Medicaid Services (CMS) 

Transmittal 321 Date: February 29, 2008 

 Change Request 5928 

 
SUBJECT: Refinements in Cost Reporting Due to CMS’s Revised Procedures for Recalibrating DRG 
Relative Weights Under the Inpatient Prospective Payment System 
 
I. SUMMARY OF CHANGES: The purpose of this CR is to inform the fiscal intermediaries and Medicare 
administrative contractors of the hospital/medical associations initiative on encouraging hospitals to modify 
their cost reporting practices with respect to costs and charges, in an effort to improve the consistency of the 
cost-based IPPS DRG relative weights. We agree that it would be beneficial for hospitals to consistently 
report costs and charges in their appropriate cost centers, and in a manner that is consistent with the way in 
which charges are grouped in the Medicare Provider and Review (MedPAR). 
 
New / Revised Material 
Effective Date: Cost reporting periods ending on or after September 30, 2007 
Implementation Date: March 31, 2008 
 
Disclaimer for manual changes only: The revision date and transmittal number apply only to red italicized 
material. Any other material was previously published and remains unchanged. However, if this revision 
contains a table of contents, you will receive the new/revised information only, and not the entire table of 
contents. 
 
II. CHANGES IN MANUAL INSTRUCTIONS: (N/A if manual is not updated) 
R=REVISED, N=NEW, D=DELETED-Only One Per Row. 
 

R/N/D Chapter / Section / Subsection / Title 

N/A  

 
III. FUNDING: 
SECTION A: For Fiscal Intermediaries and Carriers: 
No additional funding will be provided by CMS; Contractor activities are to be carried out within their 
operating budgets. 
 
SECTION B: For Medicare Administrative Contractors (MACs): 
The Medicare Administrative Contractor is hereby advised that this constitutes technical direction as defined 
in your contract. CMS does not construe this as a change to the MAC Statement of Work. The contractor is 
not obligated to incur costs in excess of the amounts allotted in your contract unless and until specifically 
authorized by the Contracting Officer. If the contractor considers anything provided, as described above, to 
be outside the current scope of work, the contractor shall withhold performance on the part(s) in question 
and immediately notify the Contracting Officer, in writing or by e-mail, and request formal directions 
regarding continued performance requirements. 
 
IV. ATTACHMENTS: 
One-Time Notification 
 
*Unless otherwise specified, the effective date is the date of service. 
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CMS / CMM / MCMG / DCOM 
Change Request Form: Last updated 08 November 2007 
Page 1 

Attachment – One-Time Notification 
 

Pub. 100- 20 Transmittal: 321 Date: February 29, 2008 Change Request: 5928 
 
SUBJECT:  Refinements in Cost Reporting Due to CMS’ Revised Procedures for Recalibrating DRG 
Relative Weights under the Inpatient Prospective Payment System  
 
 
Effective Date:  Cost reporting periods ending on or after September 30, 2007 
 
Implementation Date:  March 31, 2008 
 
 
I. GENERAL INFORMATION   
 
A. Background:  In the FY 2007 Final Rule (71 FR 47882), CMS began to implement significant revisions 
to Medicare’s inpatient hospital rates by basing the relative weights on hospitals’ estimated costs rather than on 
charges.  The Medicare Provider and Review (MedPAR) files and the Medicare cost report are the data sources 
utilized to develop the cost based weights.  
 
Some industry groups have expressed concerns about potential bias in cost weights due to “charge 
compression,” which is the practice of applying a lower percentage markup to higher cost services and a higher 
percentage markup to lower cost services.  There is concern that cost-based weights may undervalue high cost 
items and overvalue low cost items if a single cost-to-charge ratio (CCR) is applied to items of widely varying 
costs in the same cost center (e.g., for medical supplies and devices).   
 
CMS commissioned RTI International (RTI) to conduct a study on charge compression.  The RTI’s draft 
interim report was posted on the CMS Web site [https://cms.hhs.gov/reports/downloads/Dalton.pdf] in March 
2007.  The RTI report made several recommendations, including a short-term recommendation to expand the 
number of distinct hospital department CCRs from 13 to 19.    
 
In the FY 2008 IPPS proposed rule (72 FR 24712), CMS did not propose to implement RTI’s short-term 
recommendation for FY 2008 to expand the number of national CCRs from 13 to 19, although CMS solicited 
public comments on this issue.  After considering the public comments, CMS added two national CCRs for a 
total of 15 CCRs.   
 
The comments received on the proposed rule from several hospital and medical associations included 
recommendations on how the impact of charge compression might be mitigated through improvement in cost 
reporting by hospitals.  A workgroup convened by the American Hospital Association, the Association of 
American Medical Colleges, and the Federation of American Hospitals found that CMS groupings of hospital 
charges on MedPAR differ from how hospitals group Medicare charges, total charges, and overall costs on their 
cost reports. This mismatch between MedPAR charges and cost report CCRs can distort DRG weights.  For 
example, the workgroup found that reporting of chargeable medical supplies costs and charges on the cost 
report (line 55 of Worksheets C, Part I and D-4) to be a significant problem area because some hospitals report 
chargeable medical supply charges and costs in various ancillary departments on the cost reports, but report 
those charges on the medical supplies revenue code on the claim.   
 
These hospital/medical associations have launched an educational campaign to encourage hospitals to report 
costs and charges, particularly for supplies, in a way that is consistent with the way that charges are grouped in 
MedPAR.  Their suggestions include that hospitals should adopt an approach of classifying all billable medical 
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supply costs and charges to line 55 of the cost report and mapping the 27X Revenue Summary codes from the 
Provider Statistical and Reimbursement Report (PS&R) only to line 55.  
 
Therefore, the purpose of this Change Report is to inform the fiscal intermediaries and Medicare administrative 
contractors of the hospital/medical associations’ initiative on encouraging hospitals to modify their cost 
reporting practices with respect to costs and charges, in an effort to improve the consistency of the cost-based 
IPPS DRG relative weights. CMS agrees that it would be beneficial for hospitals to consistently report costs and 
charges in their appropriate cost centers, and in a manner that is consistent with the way in which charges are 
grouped in MedPAR. 
 
B. Policy:  The Provider Reimbursement Manual (PRM), Part I, §2202.4 requires that costs and charges for a 
given service be matched and placed in the same cost center. Charges refer to the regular rates established by 
the provider for services rendered to both beneficiaries and to other paying patients. Furthermore, it states that 
charges should be related consistently to the cost of the services and uniformly applied to all patients whether 
inpatient or outpatient. Transmittal 18 of the hospital cost report will reaffirm this policy through the instruction 
in §3620 for Worksheet C, on which charge ratios are calculated.  
 
Section 2203 of the PRM I states that in order to assure that Medicare's share of the provider's costs equitably 
reflects the costs of services received by Medicare beneficiaries, the intermediary, in determining reasonable 
cost reporting, evaluates the charging practice of the provider to ascertain whether it results in an equitable basis 
for apportioning costs. So that its charges may be allowable for use in apportioning costs under the program, 
each facility should have an established charge structure which is applied uniformly to each patient as services 
are furnished to the patient and which is reasonably and consistently related to the cost of providing the 
services. While the Medicare program cannot dictate to a provider what its charges or charge structure may be, 
the program may determine whether or not the charges are allowable for use in apportioning costs under the 
program.  
 
C. Reporting and Review 
 
Providers may submit cost reports with cost and charges grouped differently than in prior years, so long as the 
cost and charges are properly matched and Medicare cost reporting instructions are followed.  Medicare 
contractors shall not propose adjustments that regroup costs and charges merely to be consistent with previous 
year’s reporting if the costs and charges are properly grouped on the as-filed cost report.  In addition, prior 
approval from the Medicare contractor is not needed to regroup billable medical supply costs and charges to 
lines 55 because this is not a change in cost finding methodology.  Medicare contractors shall be vigilant to 
ensure that the costs of items and services are not moved from one cost center to another without moving the 
corresponding charges.  Contractors shall use the applicable desk review thresholds to determine whether a 
limited or a full desk review needs to be performed on the as-filed cost reports.  Contractors shall determine the 
level of review needed to resolve any material variance noted during the completion of the ADR section of the 
full desk review. If the contractor suspects that the cost-to-charge ratio reported for any cost center is 
unreasonable, the contractors can add steps to the limited desk review program to ensure proper matching of 
cost and charges. 
 
 
II. BUSINESS REQUIREMENTS TABLE 
 
Use“Shall" to denote a mandatory requirement 
 
Number Requirement Responsibility (place an “X” in each 

applicable column) 

95



CMS / CMM / MCMG / DCOM 
Change Request Form: Last updated 08 November 2007 
Page 3 

Shared-
System 

Maintainers 

  A
/
B
 
M
A
C

D
M
E 
 

M
A
C

F
I 

C
A
R
R
I
E
R 

R
H
H
I F

I
S
S 

M
C
S

V
M
S

C
W
F

OTHER 

5928.1 Contractors shall not propose adjustments that regroup 
costs and charges merely to be consistent with previous 
year’s reporting if the costs and charges are properly 
grouped on the as-filed cost report. 

X  X        

 
 
III. PROVIDER EDUCATION TABLE 
 
Number Requirement Responsibility (place an “X” in each 

applicable column) 
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5928.2 Providers shall ensure that costs are properly matched 
with charges and that the costs of items and services are 
not moved from one cost center to another without 
moving the corresponding charges. 

          Providers 

5928. 3 Contractors shall post this entire instruction, or a direct 
link to this instruction, on their Web site and include 
information about it in a listserv message within 1 week 
of the release of this instruction.  In addition, the entire 
instruction must be included in your next regularly 
scheduled bulletin. Contractors are free to supplement it 
with localized information that would benefit their 
provider community in billing and administering the 
Medicare program correctly. 

X  X        

 
IV. SUPPORTING INFORMATION 
 
A: For any recommendations and supporting information associated with listed requirements, use the 
box below:  N/A 
 
X-Ref  
Requirement 
Number 

Recommendations or other supporting information: 

N/A  
 
B: For all other recommendations and supporting information, use this space:  N/A 
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V. CONTACTS 
 
Pre-Implementation Contact(s):  Miechal Lefkowitz, 410-786-5316; Nisha Bhat, 410-786-5320 
 
 
Post-Implementation Contact(s):  Miechal Lefkowitz, 410-786-5316; Nisha Bhat, 410-786-5320 
 
 
VI. FUNDING  
 
A:  For Fiscal Intermediaries and Carriers, use only one of the following statements: No additional funding 
will be provided by CMS; contractor activities are to be carried out within their operating budgets. 
 
B:  For Medicare Administrative Contractors (MACs), use the following statement: 

The Medicare Administrative Contractor is hereby advised that this constitutes technical direction as defined in 
your contract. CMS does not construe this as a change to the MAC Statement of Work. The contractor is not 
obligated to incur costs in excess of the amounts allotted in your contract unless and until specifically 
authorized by the Contracting Officer. If the contractor considers anything provided, as described above, to be 
outside the current scope of work, the contractor shall withhold performance on the part(s) in question and 
immediately notify the Contracting Officer, in writing or by e-mail, and request formal directions regarding 
continued performance requirements.  

97



 
 
 
 
 

EXHIBIT 15 
 
 
 

DISCLOSURE LETTER 
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