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Intermediary

This case is before the Administrator, Centers for Medicare & Medicaid Services (CMS),
for review of the Provider Reimbursement Review Board (Board) decision. The review is
during the sixty-day period mandated in 81878(f)(1) of the Social Security Act (Act) [42
USC 139500(f)(1)], as amended. The Provider and the Intermediary submitted comments
in this case. Accordingly, the Board's decision is now before the Administrator for final
administrative review.

ISSUE AND BOARD DECISION

The issue is whether the Intermediary's adjustments applying Medicare's salary
equivalency guidelines to services performed by the Provider's employee physical and
occupational therapists were proper.

The Board found that the Intermediary improperly applied the reasonable compensation
equivalency guidelines to the Provider's employed physical and occupational therapists
who were paid on a fee-for-service basis.

The Board concluded that the Intermediary's adjustment was not proper because it
adjusted the Provider's cost report by applying the physical and occupational therapy
guidelines for therapy services provided “under arrangement” by outside contractors to the
wages paid to the Provider's employee therapists. The Board found that, contrary to the



Intermediary's argument, 42 U.S.C. 81395x(v)(5)(A) and 42 C.F.R. 8413.106 provide no
basis for the application of the guidelines to employee physical therapists.

The Board also disagreed with the Intermediary's alternative argument that the Provider's
therapy compensation should be disallowed because these costs were substantially out of
line, citing the prudent buyer concept set forth in the Provider Reimbursement Manual.
The Board stressed that if the Intermediary believed that the compensation paid to the
Provider's employees were subject to the specific therapy guidelines addressed by 42
C.F.R. 413.106 and the PRM, it is then inappropriate to rely on general regulations and
program instructions (42 C.F.R. 8413.9 and HCFA Pub. 15-1 §2103) to deny costs.
Moreover, the Board found that the survey the Intermediary used to support its prudent
buyer analysis was seriously flawed and unapproved by CMS. There was no evidence in
the record that the survey was submitted to CMS for approval. The Board therefore
concluded that it was unreasonable for the Intermediary to rely upon the survey to limit
the Provider's actual therapy costs.

Thus, the Board reversed the Intermediary's adjustments.

SUMMARY OF COMMENTS

The Center for Medicare Management (CMM) requested reversal of the Board's decision.
CMM argued that the policy was first included in the Provider Reimbursement Manual
(PRM) in 1976 and clarified in 1977 by requiring that where compensation, at least in
part, is based on a fee-for-service basis, or on a percentage of income (or commission),
these arrangements will be considered nonsalary arrangements, and the entire
compensation will be subject to the guidelines. CMM also noted that the policy was
codified in 42 C.F.R. 413.106(c)(5) of the regulations in 1998, effective for services on or
after April 1, 1998. The cost reporting period in question is May 1, 1997 through April 30,
1998, with one month falling within the effective date of the regulation. Therefore, by
setting forth the same policy in regulations as in the PRM for years, it is clear that the
intent of the policy is that the guidelines are to apply in situations in which employee
compensation is based, at least in part, on a fee-for-service basis, or percentage of income.

CMM also incorporated comments from an earlier case.

DISCUSSION

The entire record furnished by the Board has been examined, including all
correspondence, position papers, exhibits, and subsequent submissions. All comments
timely received have been considered and included in the record.



Since its inception in 1966, Medicare's reimbursement of health care providers was
governed by §1814(b)(1)* and §1861(v)(1)(A) of the Act. Section 1861(v)(1)(a), provides
that:

reasonable cost shall be the cost actually incurred,
excluding therefrom any part of incurred cost found to
be unnecessary in the efficient delivery of needed
health services....

In addition, the Secretary has been granted authority under Section 1861(v)(1)(A) of the
Act to establish:

limits on the direct and indirect overall incurred costs
or incurred costs of specific items or services or
groups of items or services to be recognized as
reasonable based on estimates of the costs necessary in
the efficient delivery of needed health services to
individuals covered by the insurance programs
established under this title....

The Secretary has promulgated regulations at 42 CFR 413.9 which provide that all
payments to providers of services must be based on reasonable costs of services covered
under Title XVIII of the Act and related to the care of beneficiaries. In addition, the
Provider must meet the documentation requirements of both the Act and the regulations in
order to demonstrate entitlement to reimbursement.?

A limitation on payments for the reasonable cost of physical therapy services under
arrangement was established by §251(c) of the Social Security Amendments of 1972°
and §17(a) of the Social Security Amendments of 1973. These amendments added
81861(v)(5)(A) of the Act which provides that:

Where physical therapy services [and other therapy
services] ... are furnished under an arrangement with a
provider of services ..., the amount included in any
payment to such provider ... as the reasonable cost of
such services ... shall not exceed an amount equal to the

1 42 USC 1395f(b)(1).

2 Section 1815 of the Act (42 USC 1395g); 42 CFR 413.20; 42 CFR 413.24
% Pub. Law 92-603.

* Pub. Law 93-233.



salary which would reasonably have been paid for such
services ... to the person performing them if they had
been performed in an employment relationship with
such provider, incurred by such person, as the Secretary
may in regulations determine to be appropriate.
(Emphasis added.)

Section 1861(w)(1) of the Act provides that:

the term ‘arrangement’ is limited to arrangements
under which receipt of payment by the ... home health
agency ... (whether in its own right or as agent), with
respect to services for which an individual is entitled
to have payment made under this title, discharges the
liability of such individual or any other person to pay
for the services.

The Secretary implemented §1861(v)(5)(A) through the promulgation of 42 CFR 413.106,
which defines the Guidelines as reflective of the “amount equivalent to the prevailing
salary and additional costs that would reasonably have been incurred by the provider ...
had such services been performed by such person in an employment relationship.” In turn,
subsection (b) defines “prevailing salary” as:

the hourly salary rate based on the 75th percentile of
salary ranges paid by providers in the geographical
area, by type of therapy, to the therapists working full-
time in an employment relationship.

Consequently, the Guidelines, as explained at 42 CFR 413.106(b)(6), are the amounts
published by the Secretary reflecting the application of 8413.106(b)(1) through (4) to an
individual therapy services and a geographical area. Paragraph (c) of the regulation states
that:

Under this provision, [CMS] will establish criteria for use
in determining the reasonable costs of physical ... therapy
services ... furnished by individuals under arrangements
with a provider of services.... It is recognized that
providers have a wide variety of arrangements with such
individuals. These individuals may be independent
practitioners or employees of organizations furnishing
various health care specialists. This provision does not
require a change in the substance of these arrangements.



The Secretary's interpretation of §1861(v)(5)(A) and the regulation at 42 CFR 413.106 is
set forth in 81403 of the PRM, first promulgated in 1977, which states, inter alia, that:

The guidelines apply only to the costs of services
performed by outside suppliers, not the salaries of
provider's employees. However, the costs of the services
of a salaried employee who was formerly an outside
supplier of therapy or other services, or any new salaried
employment relationship, will be closely scrutinized to
determine if an employment situation is being used to
circumvent the guidelines. Any costs in excess of an
amount based on the going rate for salaried employee
therapists must be fully justified.

In situations where compensation, at least in part, is
based on a fee-for-service or on a percentage of income
(or commissions), these arrangements will be considered
nonsalary arrangements, and the entire compensation will
be subject to the guidelines in this chapter.

The Administrator finds that, after a review of the controlling law, legislative history of
the Act, and relevant Medicare policy, the Intermediary properly applied the Guidelines to
the Provider's physical therapy compensation. Contrary to the Board's finding that the
legal relationship between the Provider and the physical therapists determined whether the
Guidelines should be applied, Administrator finds that the fee-for-service compensation of
the Provider's therapists was the controlling factor in the application of the limits in the
case.

In making this determination, the Administrator finds significant that the plain language of
81861(v)(5)(A) of the Act does not limit the application of the Guidelines only to non-
employees or outside contractors. As evident from the foregoing statutory language, the
phrase “under an arrangement” is not defined in the Act by reference to a legal
employment situation, but rather, is defined, in broad terms, as where receipt of Medicare
payment by a provider discharges the liability of the beneficiary to pay for such services.
Although the language of 81861(Vv)(5)(A) clearly applies in situations where there is an
outside contractor relationship, the plain language of the statute does not actually define
“under arrangement” with those terms, and thus, does not specifically exclude
employment situations.

First, in this case, the Board found that the Provider “employed” physical therapists. If the
physical therapists were in fact employees, the Board asserts that the physical therapists



were exempt from the physical therapy Guidelines. However, the Administrator notes that
the Secretary is not bound by the Internal Revenue Services (IRS) provisions in
determining Medicare reimbursement. The Administrator notes that these physical
therapists may be employees under the IRS code but where compensation, at least in part,
is based on fee-for-service, these payments are treated as non-salaried payments under
section 1402 of the PRM and non-employment relationships for Medicare reimbursement
purposes.

The specific salary arrangements in this case are not consistent with prudent practices
associated with full time employment. In this situation, the payment arrangements for
physical therapists are similar to non-salaried personnel. The employment payment
schemes for physical therapy services appear to be outside of a standard employment
arrangement with the Provider and thus create the same opportunities for abuses as more
traditionally defined contractor relationships. Consequently, wages paid on a fee-for-
service or commissioned basis are governed by the Guidelines for purposes of Medicare
reimbursement. The Administrator finds that section 1861(v)(1)(A) of the Act authorizes
the Secretary to determine reasonable costs and to implement limits on costs. That the
Secretary has chosen to apply the Guidelines to the cost of employee compensation on a
fee-for-service basis is not inconsistent with that authority. The law is well established that
section 1861(v)(1)(A) of the Act gives the Secretary “broad discretion” to determine what
are reasonable costs.” The Administrator finds that the application of the Guidelines
under these facts is a reasonable exercise of that discretion.

Moreover, with respect to the Secretary's authority to apply the Guidelines under these
circumstances under the authority granted pursuant to section 1861(v)(5)(A) of the Act,
the Administrator finds it significant that the plain language of section 1861(v)(5)(A) of
the Act does not limit the application of the Guidelines only to non-employees or outside
contractors. As evident from the foregoing statutory language, the phrase “under an
arrangement” is not defined in the Act by reference to a legal employment situation under
the IRS code, but rather, is defined in broad terms as where receipt of Medicare payment
by a provider discharges the liability of the beneficiary to pay for such services. Although

> See, e.g., Good Samaritan Hospital v. Shalala, 508 U.S. 402, 411, 419 (1993); Mt. Diablo County
Hosp. v. Bowen, 811 F.2d 38, 3443 (7th Cir. 1987) (section 1861(v)(1)(A) gives the Secretary wide
latitude in prescribing regulations governing the process of determining reasonable costs). In Good
Samaritan, the Supreme Court noted that section 1861(v)(1)(A) "explicitly delegates to the Secretary
the authority to develop regulatory methods for the estimation of reasonable costs," 508 U.S. at 418,
and likened this authority to the "exceptionally broad authority” that Congress bestowed upon the
Secretary in other areas of the Social Security Act. Id. Pursuant to this authority, the Secretary has
promulgated regulations establishing cost limits, see 42 CFR 413.30, and has provided that the cost
limits may be calculated on a "per admission", per discharge, per diem, per visit, or other basis, Id. at
413.30(a)(2) (Emphasis added).



the language of section 1861(v)(5)(A) clearly applies in situations where there is an
outside contractor relationship, the plain language of the statute does not actually define
“under arrangement” with those terms and, thus, does not specifically exclude
employment situations.

In addition, both the language of the statute and the legislative history of the Act support
the conclusion that Congress was concerned with limiting costs associated with fee-for-
service arrangements such as those in this case. First, in drafting the language of
81861(Vv)(5)(A), Congress chose to refer to the form of the legal relationship between
provider and therapist to establish the standard for determining the applicable limits. Thus,
this limit is established based on a salary compensation, i.e., a fixed compensation which
is periodically paid to a person for regular work or service.

Moreover, the legislative history clearly reflects that Congress expected this limit (salary-
based) would be applied to fee-for-service arrangements, as Congress was concerned
about cost implications of therapy provided under fee-for-service arrangements, as
opposed to salary-based compensation.® Thus, rather than focusing on the exact nature of
the compensation to the therapist, viewing fee-for-service arrangements as the most likely
area for uncontrolled costs and potential abuse.

Consequently, the statutory language of section 1861(v)(5)(A) and its legislative history
all indicate that Congress did not contemplate all possible forms of fee-for-service
arrangements and, thus, did not contemplate fee-for-service arrangements within the
context of a formal employment relationship. However, it is equally evident that the
purpose of enacting section 1861(v)(5)(A) of the Act was to place limits on physical
therapy fee-for-service compensation costs. Because of the ambiguity of the language at
section 1861(v)(5)(A), the Secretary's interpretation of the statute is entitled to
considerable deference as long as it is reasonable.” The Administrator finds that the
Secretary's interpretation of the Act, to consider the phrase “under arrangement” to

®'S. Rep. No. 92-1230, 92nd Cong., 2nd. Sess. 52 (1972) (provision will “limit
reimbursement for physical and other therapists to a reasonable salary related basis rather
than a fee-for-service basis."); H. Rep. No. 992-231. 92nd Cong. 1st Sess. 110 (1971) (
"Committee bill includes ... provisions for controlling program expenditures for therapy
services ... and for preventing abuse"); S. Rep. No. 93-533, 93rd Cong. 1st Sess. 68
(1973) ( "the cost that would have been occurred if payment had been on a reasonable
salary-related basis rather than on a fee-for-service").

" See Chevron U.S.A.,, Inc. v. National Resources Defense Council, Inc., 467 U.S. 837,
842-43 (1984). Where a statute is silent or ambiguous on the issue in question, the
interpretation of the agency charged with administering the statute is entitled to deference
as long as it is a reasonable one.



include those employment situations where payment is on a per-visit or per-unit basis, is
reasonable based on the ambiguous language of the statute, the clear congressional intent
to control costs and abuses by limiting fee-for-service compensation, and the Secretary's
concern about the possibility of providers circumventing that intent through what would
appear to be employment relationships.

Thus, the Administrator concludes that the language of 81403 is not limited to non-
employment situations. However, of relevance to this case, 81403 states that “[i]n
situations where compensation, at least in part, is based on a fee-for-service or on a
percentage of income (or commission), these arrangements will be considered non-salary
arrangements” and hence subject to the Guidelines. In context, this provision is clearly
meant to encompass employment relationships where compensation is on a fee-for-service
basis, such as is the case here.® An interpretation of the provision as applying only to
outside suppliers renders the provision superfluous, since there is no need to explain that
such arrangements are “nonsalary” arrangements.’ Further, in light of the longstanding
Manual provision, the Secretary is not retroactively applying a new policy and has been
consistent in certain general statements regarding application of the Guidelines.

Moreover, 81403 of the PRM, specifically addresses two types of “employment”
situations, i.e., 1) the “newly salaried” employees which the Secretary closely scrutinizes
to make sure that an “employment situation is not being used to circumvent the
guidelines,” and 2) the “fee-for-service” compensated employees, which the Secretary
treats as “nonsalary arrangement.” As noted above, the Secretary's treatment of the latter
situation, as a nonsalary arrangement, reflects the agency's assumption that such a
compensation arrangement is subject to the same possible abuses that arise in the situation
of the use of an outside contractor. Section 1403 of the PRM is therefore CMS' attempt to
further congressional efforts to prevent such abuses, whether they arise through a clear
outside contractor situation or through a hybrid employment/contractor situation, as in this
case.

8 A rule of statutory construction equally meaningful in this context, is "every word and
clause must be given effect.” Black, Construction and Interpretation of Laws, 860 (2d.
1911). See also Babbit v. Sweet Home Chapter of Communities for a Greater Oregon, 115
S.Ct. 2407, 2413 (1995).

% Moreover, the Board's decision concludes that a prudent buyer analysis should be
administered in order to determine whether the Provider's therapist costs were
unreasonable. However, the Administrator would point out to the Board that guidelines
themselves establish CMS's determination of costs which are reasonable in the
marketplace. Costs in excess of the Guidelines are, in effect, determined to be
unreasonable.



As reflected at section 1403 of the PRM, the Secretary believed that either way, the
possibility of abusing the program for greater reimbursement was the same, and could
reasonably be prevented using the same imposed compensation limits. Whether the
therapist is an employee of the Provider or receives benefits from the Provider which
employees typically receive, are not the significant factors in this case. To base the
decision of whether the Guidelines apply simply by examining the form of the
employment relationship, rather than by exploring its substance, would facilitate the types
of program abuses which Congress was trying to prevent in its adoption of section
1861(v)(5)(A) of the Act.

Consistent with the above, the Administrator notes that the Secretary has amended her
regulations, reiterating the longstanding policy of treating fee-for-service therapist services
as “under arrangement” situations. The 1998 amendments to the regulation at 42 CFR
413.106(c)(5) provide that:

If therapy services are performed in situations where
compensation to a therapist employed by the provider
is based, at least in apart, on a fee-for-service or on a
percentage of income (or commission), the guidelines
will apply. The entire compensation will be subject to
the guidelines win cases where the nature of the
arrangements is most like an under “arrangement”
situation, although technically the provider may treat
the therapists as employees. The intent of this section
is to prevent an employment relationship from being
used to circumvent the guidelines.

The Secretary explained in the preamble to the proposed rule of the above regulation at 42
CFR 413.106(c)(5) that:

We are proposing to revise section 413.106(c)(6) that
would provide that salary equivalency guidelines will
apply in situations where compensation to a therapist
employed by the provider is based, at least is part, on a
fee-for-service or on a percentage of income (or
commission). The entire compensation would be subject
to the guidelines in cases where the nature of the
arrangements are most like an under “arrangement”
situation, although technically the provider may treat the
therapists as employees. The guidelines would be applied
in this situation so that an employment relationship is not
being used to circumvent the guidelines.
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Since June 1977, there has been longstanding governing
policy at section 1403 of the Provider Reimbursement
Manual, Guideline Application, regarding this issue for
making payments to providers.... This instruction
clearly requires the intermediary to apply the salary
equivalency guidelines in cases where the provider is
paying the physical therapists on a fee-for-service basis.
This instruction considered the nature of those
arrangements and that they are most like an under
“arrangement” situation, although technically they are
employees. Therefore, the instructions further the
statutory purpose as reflected in the legislative history
of the salary equivalency guidelines. This instruction
addresses the fact that HCFA recognizes that certain
employment relationships would effectively circumvent
the guidelines and provided for these circumstances in
section 1403 of the Provider Reimbursement Manual.*

The Administrator finds that the foregoing regulatory language reflects a clarification in
regulation of longstanding Medicare interpretative policy. Section 1403 of the PRM
interprets and clarifies existing legislation and regulatory instruction regarding the
Guidelines' applicability to physical therapist compensation paid under arrangements.
Moreover, in this case, as discussed above, the policy of applying the Guidelines to fee-
for-service arrangements has been in section 1403 of the PRM since 1977.

The Board found that the Intermediary failed to prove that the costs for its employee
physical therapists are substantially out of line with physical therapy costs paid by similar
home health agencies. However, the regulation at 42 CFR 413.106(c)(5) provides that
these costs are evaluated so that such costs do not exceed what a prudent and cost
conscious buyer would pay for the given service. The Administrator notes that the
Provider's physical therapy costs exceeded the Guidelines. The Secretary has determined
that in such circumstances the Provider's rate per visit was not what a prudent and cost
conscious buyer would pay for the given service. However, rather than an irrebuttable
presumption of unreasonableness, the Secretary in fact allows providers to demonstrate
that they are entitled to exceptions to the application of the Guidelines under certain
circumstances.

1062 Fed. Reg. 14851, 14871 (Mar. 28, 1997)(proposed rule); see also 63 Fed. Reg. 5106,
5126 (January 1, 1998) (final rule).
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DECISION
The Administrator reverses the decision of the Board in this case.

THIS CONSTITUTES THE FINAL ADMINISTRATIVE DECISION
OF THE SECRETARY OF HEALTH AND HUMAN SERVICES

Date:_7/8/05 /s/
Leslie V. Norwalk, Esq.
Deputy Administrator
Centers for Medicare & Medicaid Services
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