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ADMINISTRATION OF FEDERAL HEALTH BENEFIT
PROGRAMS

(Part 1—Medicare Program)

TUESDAY, FEBRUARY 17, 1970

House of Eepresentatives,
Intergovernmental Kelations Subcommittee

OF THE Committee on Government Operations,
Washington^ D.G.

The subcommittee met at 10 a.m. in room 2203, Kayburn House
Office Building, Hon. L. H. Fountain, chairman of the subcommittee,

presiding.

Present : Eepresentatives L. H. Fountain, Florence P. Dwyer, and
Guy Vander Jagt.

Staff members present: James R. Naughton, counsel; Dr. D. C.

Goldberg, professional staff member; and Thomas H. Saunders,

minority staff.

Mr. Fountain. Let the committee come to order and the record

show that a quorum is present for the purpose of taking testimony.

Under the rules of the House of Representatives, the Committee
on Government Operations has responsibility for examining the op-

eration of Government activities at all levels with respect to economy
and efficiency. That responsibility, insofar as it relates to the opera-

tions of the Department of Health, Education, and Welfare and certain

other agencies, has been assigned by the Committee to the Intergov-

ernmental Relations Subcommittee.
Pursuant to this responsibility, the subcommittee is examining the

administration by the Department of Health, Education, and Wel-
fare of the Medicare and Medicaid programs. Today's hearing—and
a second hearing later this week—will be concerned primarily with
part A of medicare—the hospital insurance program.

Before we hear from our witnesses, I think it might be appropriate
for me to make some brief observations on national health care ex-

penditures, with particular reference to expenditures for hospital

care. As all of us are painfully aware, expenditures for health care

have increased tremendously in recent years. According to HEW
estimates, total national expenditures for health care in fiscal 1969
were $60.3 billion—6.7 percent of the gross national product.
By comparison, expenditures in fiscal 1950 were estimated at $12.1

billion—4.6 percent of the GNP for that period. As recently as fiscal

1965—just before the medicare and medicaid programs began—esti-

mated health care expenditures were $38.9 billion, an amount which
constituted 5.9 percent of the GNP at that time.

(1)
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Estimated expenditures for personal health care furnished to indi-

viduals during fiscal 1969 were $52.6 billion, with the remainder of the
national total being expended primarily for reseach and construction.

Of the $52.6 billion spent for personal health care, an estimated $22.5
billion (43 percent of the total) was expended for hospital care, $11.9
billion—23 percent—was spent for physicians' services. Drugs, serv-

ices of nurses and other health professionals, nursing home care, dental
care and other health services accounted for the remainder.
About half of the $22.5 billion spent for hospital care was financed

by public funds through the medicare and medicaid programs and the
provision of care in Federal, State and other government hospitals. It

is estimated that about three-fourths of the other half was paid for by
Blue Cross and other private insurance programs. Less than 15 percent
of all expenditures for hospital care, according to HEW estimates,

were paid directly by the persons receiving this care.

Obviously, the manner in which Government agencies and private
health insurance organizations make expenditures for hospital care
has—and will continue to have—far more influence on the cost of such
care than the relatively small percentage directly paid by persons re-

ceiving hospital care.

The subcommittee, through its staff and with the assistance of the

General Accounting Office, has done a considerable amount of work in

preparation for these hearings. In this connection, we have paid close

attention to the work being done by the Senate Finance Committee and
the House Ways and Means Committee with respect to the medicare
program in order to avoid any unnecessary duplication.

The Bureau of Health Insurance of the Social Security Administra-
tion has direct responsibility for administering the medicare program.
Mr. Thomas Tierney, Director of the Bureau, and members of his

staff will be our witnesses today.
Before we start, Mr. Tierney, I want to yield to the gentlewoman

from New Jersey, after which we would like for you to identify those
who are with you.
Mrs. Dwyer.
Mrs. Dwyer. Thank you.

I am pleased we are beginning a series of hearings today which I am
sure will result in an objective and nonpartisan review of the operating
procedures of the medicare program. Our purpose, I believe, is to sug-

gest reform, reform which will encourage and foster better medical
care at minimum cost.

This is a very fitting subject for investigation by our subcommittee,
for preliminary study has revealed that a great deal of the trouble with
the medicare program emanates from cumbersome, if not deficient, ad-
ministration and management.
The Government Operations Committee, by its very charter, has

particular responsibility and concern for the economic and effective

operation of federally administered programs and especially where
the welfare of the millions of Americans is directly concerned, this

committee has a mandate to assure that federally operated programs
function in such a manner as to provide a maximum service to the

American public at a minimum cost and effort.

Many Federal programs, of which medicare is no exception, embody
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the highest purposes and noblest ideals of improving the quality of life

for the American public.

But new concepts, which medicare certainly was in 1965, when trans-

lated into operating programs under the Federal Government must
necessarily endure a period of trial and adjustment.

But it seems with medicare that some waste and outrageous abuses

have been reported and have been encouraged by the manner in which
aspects of the program had been administered. The lack of uniform
safety standards applicable to all extended care facilities under the

medicare program, the lack of effective auditing procedures, confusion

over a meaningful, reasonable cost formula and questions of eligibility

under the program are just a few of the areas in which I am particu-

larly concerned.
As we look into the operations of the medicare program, I hope that

we will identify what abuses do exist to determine just how wide-

spread they are and pinpoint the reasons why they have been permitted
to continue.

Thank you, Mr. Chairman.
Mr. Fountain. I might add for the record that Mrs. Dwyer has

been extremely concerned for some time about this area in which we
are now beginning hearings.

Mr. Tierney, would you now introduce those who are with you and
tell us for the record what their responsibilities are.

STATEMENT OE THOMAS M. TIEENEY, DISECTOE, SOCIAL SECU-

EITY ADMimSTEATION, BUEEATJ OF HEALTH INSTJEANCE;

ACCOMPANIED BY HENEY HEHIE, CHIEF, PEOGEAM INTEGEITY
STAFF; MANUEL LEVINE, CHIEF, DETEEMINATIONS EEVIEW
STAFF; MOEEIS LEVY, ASSISTANT BUEEAU DIEECTOE, DIVISION

OF STATE OPEEATIONS; EOBEET MAYNE, ASSISTANT BUEEAU
DIEECTOE, DIVISION OF INTEEMEDIAEY OPEEATIONS; MOEEIS
OLDEE, DEPUTY ASSISTANT BUEEAU DIEECTOE, DIVISION OF
EEIMBUESEMENT; JAMES EILEY, CHIEF, COST ANALYSIS SEC-

TION; lEWIN WOLKSTEIN, ASSISTANT BUEEAU DIEECTOE,
DIVISION OF POLICY AND STANDAEDS; AND W. N. HENEY,
ASSISTANT DIEECTOE, AUDIT AGENCY

Mr. Tierney. Thank you, Mr. Chairman, I will. I have here at the
table with me Mr. Robert Mayne, who is our Assistant Director of the
Bureau in charge of Intermediary Operations.
And on my right is Mr. Irwin Wolkstein who is Assistant Bureau

Director in Charge of the Division of Policy and Standards.
I also furnished to Mr. Naughton a list of the other people who are

here and are prepared to be responsive to the subcommittee's questions.

Mr. Henry Hehir, the Chief of the program integrity staff.

Mr. Manuel Levine, Chief of the determinations review staff.

Mr. Morris Levy, Assistant Bureau Director, Division of State
Operations.

IVIr. Morris Older, Deputy Assistant Bureau Director in the Division
of Eeimbursement.
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Mr. James Kiley, Chief of the Cost Analysis Section in the Division

of Keimbursement.
Mr. Silverman, who is listed on the list of witnesses, is undergoing

some minor surgery today and will not be here, but hopefully will

be here on Thursday.
We also have Mr. W. N. Henry, who is the Assistant Director of

the HEW Audit Agency assigned to the medicare program by the

Audit Agency.
We have a number of other members of my staff, Mr. Chairman,

who will be available. We wanted to be totally responsive to the

questions you might have.

Mr. Fountain. We appreciate your presence here this morning and
your cooperation. We try to operate these hearings in an informal
way to whatever extent we can, so as to avoid any waste of time. I

understand you have a prepared statement.

Mr. TiERNET. I didn't know whether or not the subcommittee would
want a prepared statement. I did prepare one, but I would prefer, if

it meets with your approval, Mr. Chairman, to highlight the summary.
I know your time is limited.

Mr. Fountain. All right, we will be glad to have you do that. And
we will make your statement part of the record imless some members
prefer the statement be read. Is there any objection to that procedure?

If not, it is so ordered.

(The complete statement follows
:)

Prepared Statement of Thomas M. Tierney, Director, Bureau of Health
Insurance, Social Security Administration

Mr. Chairman and members of the subcommittee, I welcome this opportunity
to appear before this committee to discuss some of the operations of the medicare
program. As you will recall, medicare consists of the application of the social

insurance principles embodied in the social security program to the problem of

financing medical care for the Nation's older people. Medicare has gained from
its partnership with the successful and popular cash-benefit program under
social security, and in turn has made a substantial contribution to the financial

security of the aged. At the same time, medicare has confronted those who
administer the social security program with the necessity of working with the
country's existing medical care system. The missiocu of the medicare program
is not defined as being merely to pay out funds to satisfy the liability of the aged
for the cost of care. Medicare also has statutory responsibilities related to the
cost and quality of the care it pays for. Thus, the medicare program is one of
the parties that must deal mth the issues that have become so prominent in the
last few years, as the very sharp rise in medical prices has led to public aware-
ness of serious problems in the medical care system.

Administrative organization of medicare

While medicare is financed through Federal taxes and the overall direction
of the program is the job of the Social Security Administration, direct contact
with those who provide medical care is handled almost entirely through private
agents—Blue Cross, Blue Shield or commercial insurers, some 180 in total, as
well as many private auditors who are subcontractors, and State agencies. One of
the intricate and delicate administrative duties of the Bureau of Health Insur-
ance which I head is to try to assure that these somewhat autonomous organiza-
tions pay bills properly and promptly ; monitor the quality of hospitals, extended
care facilities, and home health agencies ; measure the reasonable costs of these
providers of services ; determine what charges of physicians and others are
reasonable ; and carry out the various other day-to-day tasks for which they are
responsiible.



Organization of medical care

One of the problems of dealing well with medical care is that it is composed

of a large number of relatively small independently operating units, each with its

own characteristics. There are some 7,000 hospitals, 4,000 extended care facilities,

2,300 home health agencies, 2,600 laboratories, 200,000 physicians, as well as sub-

stantial numbers of other health service providers. It is a very difficult task to

obtain sufficient information about these providers to take the actions appropriate

to dealing with each of them. One of the most difficult initial operations of

medicare was to develop a system to integrate these separate elements into a

whole capable of dealing with a tremendous number of claims. The 6 million

hosDital claims paid in a year are dwarfed by the 38 million claims paid for

medical services. The health benefits paid totaled some $6.3 billion in the last year.

Increasing cost

Previously I referred to the recent sharp rise in medical care costs. This in-

crease is the result of many different factors including the fact that medical
care is what is known as a labor intensive industry, with relatively small poten-

tial for substituting machines for human hands to increase productivity. Further-

more, until recently employees in hospitals and many other segments of the

health industry were not organized in labor unions and were not protected by
minimum wage laws and generally were paid less than employees elsewhere.

There has been considerable catch-up recently. Moreover, there has been an in-

creasing input of scientific advances in medical care that has required not only

added capital but also additional labor to apply it. The financial aspects of medi-
cal care have no doubt also contributed to the price rise. Increasingly, consumers
of medical care are not directly concerned with the price because it is paid for

by insurance or Government. There may be a tendency, too, for some hospitals

to exercise insufficient controls over their expenses because they believe that any
expenses they incur will be met by insurers without substantial question. All of

these and other factors have contributed to the fact that hospital care costs per
day have risen not only in the United States but all over the world. The yearly
increase in hospital costs in the United States has been as much as 15 percent on
an average per-patient-day basis.

These cost rises have affected not only medicare and medicaid but all insurance
programs, public or private. The insurance plans for Federal employees are one
example. The increase in premiums for family coverage under the high option
service benefit—Blue Cross-Blue Shield—plan for Federal employees was 61 per-

cent from January 1966 to January 197€. The corresponding indemnity plan
premium rose by 73 percent in the same period.

System for administrative control and self-improvement

The fact that medicare would involve very special problems of administration
did not go unrecognized even in the earliest stages of the program. In medical
care administration we believe the mark of a successful program is not the total

elimination of all problems but rather identification of the problems as early as
possible and vigorous action to try to relieve them. A number of decisions were
made at the outset of the program, some before the first benefit was paid, to

prepare us to identify problems as they arose, whether they involved only in-

dividual cases or were of a more general nature. Most elements of our system
of administrative controls were planned over 4 years ago, although not all of
them could be translated into processes and systems immediately.
A major element of control in a far-flung, many-faceted, decentralized system

of administration like that of medicare is the development of operating statistics

that permits comparison and analysis of the entire process. Before any claims
were received, a system was developed for 'Obtaining uniform and reliable

program data from intermediaries, carriers, and States about hospitals, ex-

tended care facilities, doctors and other suppliers of health services. While
the system was designed before July 1, 1966, data of this kind—for example,
data on extended care facility costs—take a long time to be produced and made
available for analysis. The first year of coverage of extended care facilities

was 1967. Annual costs could not be made available until 1968. Many extended
care facilities had never become very expert at cost accounting, the interme-
diaries were new at the job, the auditors that were used by medicare were
unfamiliar with the medicare rules. To get through the process of preparing
cost reports which could be said to be accurate, even when judged by only
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the most basic criteria of good accounting, was no quick and easy job. The
intermediaries rejected many on desk review for any number of reasons.

Auditors found all kinds of difficulties and in some cases had to reconstruct
the records in their entirety to produce a report. After they were through, the
intermediary in the case went to the provider to settle differences between the
report as submitted and the corrected one the intermediary though more proper.

After that was over, in many cases the national Blue Cross Association, when
it examined the final report, found obvious deficiencies and required another
reworking.

All of this has meant that only in 1969 did the first data of any consequence
begin to flow to us on the final cost settlements of extended care facilities.

Yet the system design still seems sound and appropriate for the program as
enacted. We will be analyzing and comparing the reports as received, and we
will be taking actions as indicated by our findings. We hope and expect that
the system will be improved in the future as the experience of extended care
facilities, intermediaries, and our own staff are assimilated into the process,

and we find and eliminate kinks in our policies and procedures.
Another example of anticipation and realization built into the medicare sys-

tems has been our identification of physicians to whom substantial sums were
paid under medicare. At the earliest point in our organization, we set up in

our computer processing in Baltimore a basis for accumulating the total in

claims paid by physician. The first tabulation of the results of this accumula-
tion was made in 1968 and it produced some results in identifying problem
situations that verified our opinion that such data collection was most worth-
while. As a result, we prepared to do an extensive tabulation of the 1968
payment information. This information was requested by the Senate Finance
Committee and was the basis for some of the staff findings about which I am
sure you have heard.

Surveillance of intermediaries and carriers

Another facet of our management control system is related to surveillance
and improvement of intermediaries and carriers. As would be expected, finan-

cial control is achieved in part through a budget process. Under the budget
system, annual and quarterly claims workload estimates form the core of the
budgeting process. In addition to the costs involved in claims processing,
intermediaries and carriers have costs related to their other responsibilities

which do not lend themselves so readily to precise measurement. These include
provider and professional relations, utilization review, beneficiary services, and,
most important from a cost standpoint, audits of providers. Provider audits are
generally done by independent accounting firms under subcontract with the
intermediaries.

Intermediaries and carriers are required to submit detailed justifications with
their annual budget estimates which sufficiently explain the proposed use of

funds requested. Items of possible expenditure must be explained fully and
are considered in the light of estimated workloads and productivity.
When budget analysis is completed, intermediaries and carriers are granted

annual budget approvals which are apportioned on a quarterly basis. They are
required to plan their operations within these annual and quarterly allocations

and are not permitted to incur expenses in excess of them without written
authorization.
Under the cost reporting system, each intermediary and carrier is required

to submit quarterly cost statements and final annual cost reports based on its

accounting year. The quarterly reports reflect actual administrative costs dis-

tributed functionally. In addition, they report total benefits paid and work-
loads processed during the period. These are reviewed in relation to such factors

as manpower use, productivity, cost per claim, and the ratio of administrative
costs to benefit payments. Significant deviations of incurred cost from the
approved budget must be explained.

Final cost reports form the basis for audit and final cost settlement each
year and are, therefore, submitted in greater detail. All of the information con-
tained in the quarterly reports is included in these annual reports and, in

addition, a detailed justification of proposed expenditures much like that re-

quired for budget estimates must be submitted. All pertinent information which
has been accumulated about each intermediary and carrier becomes part of

the contract reporting and monitoring system used to coordinate the entire

system.
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Contract reporting and monitoring system

Tlie various workload and financial reports which intermediaries and carriers

are required to submit for a reporting period permit the evaluation of their

operations and cost required for those operations. Workload reports reflect not
only the quantity of work being done but also the timeliness of performance.
Quantity of production is measured in terms of units received and units cleared.

Currency of performance is measured in terms of claims awaiting action and
the time required to complete them. Promptness is also measured in terms of the
number and proportion of cases awaiting action for an unusual length of time
(e.g., over 30 days) in relation to total pending cases. Complexity of workload
is indicated by the distribution of claims by type, and the number of cases which
must be returned for additional information or documentation before payment
may be made. The monitoring system provides pertinent data for each inter-

mediary and carrier and permits the computation of national averages for com-
parison purposes. When significant disparities between individual performance
and national averages are identified, necessary corrective action is undertaken.

Audits of intermediaries and carriers

The DHBW Audit Agency examines intermediary and carrier medicare oper-

ations. Although the primary purpose of the audits conducted by the audit agency
is to review and approve administrative costs, the scope of these audits is not
limited to financial considerations. In addition to verifying financial transactions,

auditors verify that funds were spent according to law, regulations, and pro-

cedures, and they consider whether policies, plans, and procedures are adequate
for effectvie operations.

Contract performance review

Teams from the Social Security Administration visit intermediaries and car-

riers to review their performance. The review team spends 3 to 5 days with the
intermediary or carrier, observing and analyzing operating procedures, examin-
ing records, and interviewing personnel at all levels. The teams make a detailed
examination of organization for performance of medicare functions, staffing of
medicare positions, personnel and management practices, and claims processing
techniques. The team also assesses the efllectiveness of the application of reim-
bursement principles, professional relations, beneficiary services, training, as
well as the adequacy of space and equipment. Other aspects of performance are
also included as may be considered appropriate in the particular situation.

A recent addition to this control process has involved the stationing of resident
representatives of the Bureau of Health Insurance at the offices of many of the
larger carriers and intermediaries to obtain immediate, firsthand information
on the situation at hand and on changes that occur and to provide immediate
consultation and direction.

I will mention briefiy a few more of the administrative control devices adopted
at the outset of the program. Too important to omit was the decision to provide
for centralized development of policy and procedure. It was decided that central
policy control was to be the basic method of operation, even though it was not
possible to develop before the program became operational all the details of policy
and procedure that would ultimately be desirable. Policy statements were made
available in manual and letter form from the program's outset, and these have
been elaborated on and improved as time has passed.

Furthermore, a systematic postpayment review of claims was required to be
carried out by each intermediary and carrier, and claims were required to be
submitted to central office on a sample basis for statistical analysis.

Finally, a system was developed so that beneficiaries would^ be informed of
claims paid in their behalf no matter who received the payment. One of the
results expected from this process was that beneficiaries would inform the pro-
gram where they thought an improper payment had been made, thus providing a
source of evidence of possible fraud and also consequently a deterrent to claims
for services not rendered or for higher charges than were actually made.

In summary, let me say that we believe the medicare program is a good pro-
gram—well conceived by the Congress—and well administered by the Social
Security Administration. It was a massive undertaking and continues to be a
massive operation. It can be improved, we believe, both through legislative amend-
ment and administrative action. In retrospect, perhaps some other priorities of
activity would have been desirable. For the future our goal is a maximum of
efficiency and effectiveness.
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Mr. TiERNEY. First of all, Mr. Cliairman and members of the sub-

committee, we welcome this opportunity to appear before you and
discuss some of the operations of the medicare program.

As you well know, medicare is basically a health insurance system

designed by the Congress to remove the financial impediment which
stands in the way of older people seeking high quality; comprehensive

health care. Their age and their income status distinguishes them from
most of the rest of the population. They use on the average about two
and a half times as much health care as do people under 65, and this

need for care comes at a time in life when their financial status is either

static or substantially depleted. So, the Congress conceived, quite

appropriately, that this would be an insurance program in the broad
spectrum of the social insurance programs administered by the Social

Security Administration.
The program is financed, as you are aware, through Federal taxes

and payroll taxes for part A and premium payments and general

revenue appropriations for part B, which is the physician's services

portion of the program.
As you noted in your opening statement, the primar}^ responsibility

for administration is vested in the Social Security Administration and
its Bureau of Health Insurance. I suppose there have been few Fed-
eral programs, however, which have tried to integrate into administra-

tive operations as many and as diverse and separate a number of

administrative agencies. On the part A side, in which you have ex-

pressed your primary interest in these hearings, we deal with some 83

fiscal intermediaries—either Blue Cross plans or commercial insurance
companies. We deal on the part B side with 33 Blue Shield plans and
16 commercial companies. The Congress, not only in the act but in the
Committee reports, made it very clear that a major portion of the
administrative activity of the program would be carried on by these

organizations, so we have operated in that manner. Obviously, it has
some very great advantages, obviously some disadvantages.
Another indication of the scope of the operation of the program

is that we are dealing, either directly or indirectly, with a tre-

mendous number of relatively small and independently operating
health care organizations. We have participating in the program some
7,000 hospitals across the country, over 4,000 extended care facilities

embodying a concept which was really created by Congress. It brought
them into being. In addition, there are some 2,300 home health agen-

cies, 2,600 independent laboratories and 200,000 physicians, and, of

course, a number of other health service providers. Through the car-

riers and the intermediaries we processed and paid some 6 million

claims in the most recent year, under the part A portion of the

program and over 38 million claims for medical services under part B.
The total health benefits paid in the last fiscal year amounted to

about $6.3 billion. Just to give you some perspective on what those

figures mean, all of the independently operating Y6 Blue Cross plans

in the country and some 60 or more Blue Shield plans, after 30 years

of operations and after 30 years of perfecting techniques, mechanisms
and procedures, claims processing, audit and what not, do just about
that same amount of business for their entire operation throughout
the country.
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In other words, medicare in a very short period of time is match-

ing the operations of all of those organizations. There is no question,

Mr. Chairman, but that the figures you cited are figures which are

of tremendous concern, I think not only to medicare and medicaid but

to the entire public today.

The increase in medical care costs is imprecedented ; the increase

in hospital costs is accelerating, at an even higher rate than m.edical

care costs generally. I think it is interesting to note, perhaps again

to give some perspective to the problems which we face, that medicare

and medicaid are not alone facing the problems caused by this ever-

increasing cost of health care.

The premiums, for example, for high option family coverage in

the Federal employee health insurance program, which you may or

may not be familiar with, have risen 61 percent on the Blue Cross-

Blue Shield side from 1966 through January 1970. And on the in-

demnity program they have risen 73 percent. In the most widely held

Blue Cross group plan in Maryland, premium rates have risen 64

percent. So, all segments of the health industry and the health prepay-

ment industry are suffering to a very large degree from the same prob-

lems that we face, although they do not have the same type of com-
plex operation.

I have included in my statement for your information, Mr. Chair-

man, some of the systems we have identified and put into operation

for administrative control and for review and surveillance of carrier

and intermediary performance.
We deal, for example, with 50 State health departments in the

certification of facilities. I don't think I will go into those in detail

because I assume during the course of your hearings you will be
asking us for further detailed information about them.
Let me say in summary, Mr. Chairman, that I certainly concur

with Mrs. Dwyer's statement. We believe the Medicare program is a
good program. It was well conceived by the Congress, and we think
it has been well administered to date. That is not to say it hasn't been
without its problems. It was a massive undertaking and continues to

be a massive operation. It can midoubtedly be improved both through
legislative and further administrative action, I suppose in retrospect

any objective observer might have established a different set of prior-

ities of administrative activities than those which we established, but
we think they have been effective and are constantly being improved.
So, I share your goal and your stated objective of introducing into

the program a maximum of efficiency and effectiveness.

Mr. Fountain. Thank you, Mr. Tierney.

I wonder if you would give us some information about your own
background and previous experience for the record and for the benefit

of members of the conunittee ?

Mr. Tierney. Yes, sir.

I am a third generation native of the beautiful State of Colorado.
There weren't very many people but Indians around there before
that time.

I went to the University of Notre Dame, graduated from the Uni-
versity of Denver and the Denver University Law School.

I was in the Armed Forces for 4i/^ years in World War II. I
then practiced law in Denver for a;bout 11 years. In the course of
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that practice, I became associated with Bkie Cross first, as a repre-

sentative of a hospital on the Blue Cross Board, and ultimately as

head of the Blue Cross organization in Colorado, a job which I held
for 10 years.

At the time of the institution of the Medicare program, I was
recruited by the Commissioner of Social Security to my present job.

Mr. Fountain. How long have you been Director of the Bureau
of Health Insurance ?

Mr. TiERNEY. I went on duty, Mr. Chairman, on April 15, 1967.

Mr. Fountain. Does the Bureau of Health Insurance have sole

responsibility for operating the medicare program or are there func-
tions performed by HEW personnel outside of the bureau and if so,

would you give us the details ?

Mr. TiERNEY. The Bureau of Health Insurance has basic responsi-

bility for the on-going routine operations of the program, Mr.
Chairman. We are aided and assisted in this by a number of agencies

in HEW. Perhaps one of the most significant areas is in the develop-
ment of conditions of participation for institutional providers in

which a very large amount of the input is provided by the Public
Health Service for obvious reasons of their professional competence.
There is a mass of data processing involved in a program of the size

I am talking about and we do not operate our own data processing
operation. This is taken on by the Bureau of Data Processing and
Accounts in the Social Security Administration.
The compilation of most statistical data of the program, other than

on-going continuing reports we get from intermediaries and carriers

and other administrative agencies is largely in the Office of Research
and Statistics of the Social Security Administration.

I think those are the major inputs, Mr. Chairman, of agencies
other than the bureau.
Mr. Fountain. In addition to Mr. Ball, the Administrator, are

there any other officials in the Social Security Administration above
you in the chain of command ?

Mr. TiERNEY. Yes : Mr. Ball is the Commissioner of Social Security,
Mr. Arthur Hess is the Deputy Commissioner of Social Security.

The Administration is involved or is organized along the lines of
business and offices. The operating functions are carried on by bureaus.
There is the Bureau of Retirement and Survivors Insurance, the
Bureau of Disability Insurance, the Bureau of Hearings and Appeals,
the Bureau of Data Processing and Accounts, the Bureau of Health
Insurance, the Bureau of District Office Operations.
The other offices are the Offices of the Actuary, the Office, as I told

you, of Research and Statistics, the Office of Administration. But as

far as the chain of command of medicare, it goes from me through Mr.
Hess to Mr. Ball and from Mr. Ball to the Secretary.

Mr. Fountain. To what extent is the work of the Bureau of

Health Insurance supervised by your superiors in Social Security and
by officials of the Department of Health, Education, and Welfare ?

Mr. TiERNEY. Well, Mr. Fountain, in the routine daily administra-

tion and operation of the program, there is little supervision. In the

development of longer range policy, longer range procedures, obvious-

ly the Commissioner and in many cases the Under Secretary's office

or the Secretary's office are involved in major decisions.
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Mr. Wolkstein is our Assistant Bureau Director in charge of

Policies and Standards but the making of fundamental policy is

something that we have a great deal of participation in. Obviously to

the extent that they are important, particularly, it is an ultimate
decision a little higher up.
Mr. Fountain. How many employees does the Bureau of Health

Insurance have ?

Mr. TiERNEY. I have a breakdown of them.
Mr. Chairman, we have a total of 1,195 employees across the country.

Now, 685 of those are professional or semiprofessional employees, the

others being clerical ; 685 are at the GS-11 level or above.

If you would like a breakdown on them, there are 45 in our direct

reimbursement branch. One of the provisions of the law is that pro-

viders are authorized to nominate an intermediary and most of them
nominated intermediaries from the private sector. However, they
were given the right to deal directly with the Social Security Admin-
istration if they chose to. So 45 of these people are involved in that

operating organization.

We have 162 people out in the field offices. We have 9 regional offices

around the country. So 162 of this number are there. Ninety-nine of
them are in Mr. Mayne's Division of Intermediary Operations, 85 in

Mr. Wolkstein's division, 50 in State operations, which has primary
responsibility for surveillance in dealing with the State health
departments and 57 in the Division of Reimbursement.

I have, Mr. Chairman, if you would find it interesting, a very
simple organizational chart of the Bureau.
Mr. Fountain. We would like very much to have that for the

benefit of the committee.
How does that total number, 1,198, 1 believe you said, compare with

the total number of people employed by the Social Security Admin-
istration ?

Mr. TiERNET. At the present time, there are 50,336 full-time perma-
nent positions in the Social Security Administration.
Now, if you would like a breakdown on those, the Bureau of Dis-

trict Office Operations, as you well know, maintains some 758 district

offices all over the country, in addition to some administrative centers

elsewhere. 20,250 of those people work in the District Office Opera-
tions. 12,454 work in the Bureau of Retirement and Survivor Insur-
ance. That is the cash benefit program and as you know there are
some 24 million beneficiaries who receive a cash benefit of one sort or
another each month. 8,545 work in the Bureau of Data Processing,
4,110 work in the Bureau of Disability Insurance. Upwards of 2 mU-
lion people either directly or of dependents are drawing monthly dis-

ability benefits. 1,236 employees work in the Bureau of Hearings and
Appeals.
So we are the smallest of the bureaus from the standpoint of per-

sonnel but other bureaus have, in effect, much larger administrative
tasks than we because so much of the actual administrative operation
is contracted out in our operation.

Mr. Fountain. How many employees do the intermediaries have
working with medicare ?

Mr. TiERNEY. I don't have precise data. I have a figure in mind that
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the intermediaries and carriers combined have about 16,000 people.

I can get you the precise number.
Mr. Fountain. Thank you.

Mr. Naughton. Are there about 6,000 working on part A, the hos-

pital level ?

Mr. TiEENEY. I think that is about right, Mr. Naughton.
^

Mr. Fountain. If you have that breakdown, we would like to in-

clude it in the record.

Mr. TiERNET. Yes, we will supply that.

(The following information was subsequently supplied :)

Intermediary employees working on part A of medicare—6,456; carrier em-
ployees working on part B of medicare—12,478, for a total of 18,934.

Mr. Fountain. Mr. Tierney, I might preface this question by say-

ing I am sure we all feel we can use more people to do our job. But I

would like a candid opinion from you as to whether or not you have

sufficient employees and other resources to properly administer the

medicare program ?

Mr. Tierney. First of all, I would agree with your basic premise,

Mr. Chairman, that we could always use more people.

We are currently recruiting a considerable increase in personnel,

particularly in our field offices. I think one thing that is emerging from
a purely administrative point of view as this program matures is that

it is so widespread and so many different elements play a role in it

that it can't really be controlled adequately from a central office.

We are therefore continuing to build up our field operations. For
example, we now have a program underway whereby we will have an
onsite representative in the office of every intermediary and carrier

in the country. We tried during the beginning stages of this program
to carry on that surveillance through contract review teams going out

to visit the intermediaries and carriers. Mr. Henry's HEW audit

agency of course conducts the audits of their operations. We have done
a number of things to try to keep on top of it. But we think the ulti-

mate is to have a man onsite who can identify problems quickly and
call them to our attention. So in that area we have secured approval
and are recruiting and I hope within another 6 months we will have
accomplished the placing of people on site in every single operation.

This I believe is a real need.

Other than that, Mr. Chairman, yes, we can always use more people
and more importantly skilled people. But I think we have had a fair

apportionment of persomiel from the administration. As you well

know, the total Federal executive branch is under some rather strict

limitations on staffing, but we have had our fair share.

Mr. Fountain. Are there any areas of responsibility within your
program where you feel you have too many? You know sometimes
people get in one another's way and nobody accomplishes anything ?

Mr. Tierney. No, I don't think we have too many, I think again we
are learning through experience. We set this program up pretty much
in a vacuum. There wasn't any medicare program so you tried to figure

out what it should be. You were going to have intermediary opera-

tions, dealing with States, jou were obviously going to have to develop
policies and standards, this direct reimbursement branch and obvi-

ously an accounting branch.
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So we went along those lines. We are currently taking a long look

at the total structure to make sure there are not better ways to organize.

I think as the program matures, Mr. Chairman, it becomes more ap-

parent that we do have three major areas of responsibility.

One is the establishment of standards and policies and I think this

is a national operation. The other is the development of relationships

among all of the different entities who deal with the program. Third, a

concentration of effort both through the central and more particularly

through the regional offices on day to day observation and surveillance,

if you will, of the program.
So it is possible that type of organization will emerge rather than

the present divisions we have.
Mr. Fountain. I might say in connection with any of my questions,

I'm not attempting to express an opinion by the question but to place

on the record the facts that the Congress needs.

Have you ever requested additional personnel and been turned down
and, if so, why don't you give us the details ?

Mr. TiERNEY. I don't think I could give you details on that, Mr.
Chairman. There have been times when the administration was simply
under a ceiling limit where there could be no further personnel in a

given month. It may be that we requested replacements and there were
none available and we had to wait in line. But I would say in answer
to your question we have never made any major requests for a sub-
stantial increase in personnel and been turned down.
Kow, the job of recruiting some of these people, Mr. Chairman, for

example the onsite representatives, is difficult. It is fine to say we are
going to put somebody onsite. But this man is going to walk into an
operation, for example, like Associated Hospital Service in New York,
which is the biggest Blue Cross plan in the Nation, and he is to be
responsible for opening that operation and all of its facets, its data
processing, auditing, methods of payment and be meaningfully in-

volved in an analysis of the quality of performance. This is a pretty
smart guy.
You don't just pick up anybody to try to undertake that kind of a

job. So the recruiting has been a pretty long and painful process.

Mr. Fountain. Do you have a definite civil service requirement for
these kinds of personnel?
Mr. TiERNEY. Yes.
Mr. Fountain. They take civil service examinations ?

Mr. TiERNEY. Yes.
Mr. Naughton. Do I understand from your testimony, Mr. Tierney,

that the lack of sufficient ^uantit^r of personnel has not been a signifi-

cant problem in the administration of the medicare program, as to
the total number you wanted?
Mr. TiERNE'Y. Mr. Naughton, I know you have been concerned and

rightly so, as we are, about the whole problem of obtaining cost reports
and auditing them properly.
There is no question but that we could use more people in this area

on a followup basis. However, as you well know, the job of cost audit-
ing is one that is delegated to intermediaries and I should have made
that point, Mr. Chairman, in reply to your question.
In addition to the people working directly for the intermediaries,

they have largely contracted out to some 200 private auditing firms,

48-611—70—pt. 1——
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most of them, the great bulk of the auditing being done by the so-called

big eight outfits, Price, Waterhouse and the like.

They have another 2,000 to 3,000 people out doing the actual audits.

So Mr. Naughton, we could use more people to effectively follow up but

I am not sure that simply more people in the Bureau of Health Insur-

ance would hasten the cost reporting and audit cycle.

Mr. Naughton. But denial of requests for quantity of personnel

has not been a great factor in any problems you may have. This is what
I drew from your testimony.

Mr. TiERNEY. Yes, I think that is correct.

Mr. Naughton. You have something less than 2,000 people working
in the Bureau of Health Insurance
Mr. TiERNEY. I have heard that said.

Mr. Naughton. Have you ever had any problem in terms of your
requesting or your predecessor requesting that personnel and resources

of the Social Security Administration outside of your own shop be

devoted to solving the problems of the medicare program and being

turned down or not provided the support that you needed ?

Mr. TiERNEY. I dont think we ever have been turned down or not
provided the support we have needed but there have been difficult

priority situations.

As I said before, there are 24 million people who on the 3d of each
month get a social security check from the Bureau of Retirement and
Survivors Insurance. People tend to think that once this is established

it is very static thing. But there is a tremendous amount of movement
in that every month.

People will go on and off the rolls depending on whether they go
back to work or not

;
they move and change.

So while we have a mass of computers there is also a maze of com-
puter operation going on. There have been undoubtedly occasions when
we have had to wait in line because the data processing people have had
other problems.
As you know the social security cash benefits had been increased by

the Congress effective January 1, with some checks going out later.

This is a massive undertaking, a tremendous undertaking from the
point of view of programming and machine time.

So that at the moment if we wanted any kind of major change in

medicare data processing, I am sure we would find it difficult to get it

accomplished. As soon as that problem is answered we will get
primary attention.

Mr. Naughton. To close this and go on to other things, could you
provide for the record a list of any significant occasions or which re-

quests for computer time have not been granted ?

Mr. TiERNEY. Yes, I will try to give you that information.
Mr. Naughton. Starting back to the beginning of the program and

running on up today.
Mr. TiERNEY. Yes.
(The following statement was supplied for the record

:
)

-

A review of requests for use of SSA EDP facilities for Bureau of Health In-
surance activities does not reveal an instance where the Bureau was not granted
computer time when requested. The basic problems that have been encountered
have had to do with the development or refinement of EDP systems involving their
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design, programing, validation, and implementation. This has occasioned delays m
the following areas

^^^^^^^^^ of a premium billing and collection system divorced

from the master benefit record and payment system. The refinements which

have been identified as appropriate to upgrade the system introduced several

important policy considerations which involve the concerns of several of the

bureaus and which introduce a range of priority considerations m de-

velopment of systems specifications. Also, some temporary delay m implemen-

tation has been occasioned by inability of EDP equipment to provide adequate

core memory positions, but this has been resolved.

(2) Refinements in the establishment and maintenance of HI entitlement

records dealing with collection of medical insurance premiums from Federal

civil service annuities, the coordination of data between SSA and RRB,
and the exchange of entitlement data between the master beneficiary record

and the HI master record. Again, the matter of obtaining priority attention

on the part of all parties involved in developing the detailed systems specifica-

tions has been the primary cause of delay. While proposed systems refine-

ments could constitute definite improvements, on an overall priority basis

they do not have the urgency for implementation that attaches to other SSA
projects.

(3) Implementation of a special EDP system for maintaining and con-

trolling data on compensation paid owners of participating providers has

been delayed because of diflQculties encountered in assuring that all adminis-

trative segments have a full understanding of the problem and that de-

veloped systems solutions are satisfactory.

(4) Requests for changes in existing systems have been set aside in several

instances because of the impact such changes might have on other existing

systems. In situations of this type the range and variety of programing
problems that have confronted BDPA staff in making such wide systems
revisions have been responsible for delay along with the basic time-consum-
ing factor of working out adjustments acceptable to all constituents.

Mr. Fountain. Mr. Tierney, our next question is one which will

give you an opportunity to give us the benefit of your vast experience,

particularly your experience during the operation of this program.
The medicare law was enacted more than 4 years ago and the pro-

gram has now been in operation for more than three and a half years.

Do you feel any mandatory requirements of the law or any lack of

necessary legal authority^ have created serious administrative diffi-

culties ? If so, would you give us details ?

Mr. TrERNEY. Yes, Mr. Chairman. I think medicare blazed a lot of

new trails in the field of health insurance. Health insurance prior to

the institution of the program had largely been hospital centered.

Most Blue Cross plans paid for in-patient hospital care, relatively lit-

tle outpatient care, doctors' surgical procedures, and in-hospital med-
ical care, very little coverage for home and office calls.

The insurance industry generally, as well as Blue Cross, has had
extremely limited experience in dealing with nursing homes and ab-
solutely no experience in dealing with this concept of extended care
benefits which was again a creature of the medicare law.

We never have had any significant insurance of home health agency
services prior to medicare. In fact, there were no home health agen-
cies before medicare, although there were visiting nurse associations

which provided a more limited type of care. So that some of the things
that were enacted into the law, I think quite appropriately, we really

had to start from scratch on.

One of the most difficult administrative functions, I suppose we and
the intermediaries are faced with, Mr. Fountain, is in the area of ex-

tended care benefits. The law made it quite clear that we were not to
cover what was then regarded as nursing home care. As a matter of
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fact, there is a specific provision in the law which says, in effect, not-

withstanding any other provision of this act, no payments will be
made for care which is custodial in nature.

Nursing homes traditionally before medicare had rendered a great

deal of custodial care. Under the law, to qualify for benefits in an
extended care facility the patient must first of all meet the statutory

requirements of having been in the hospital for 3 days and then
being admitted to an extended care facility within 14 days because of

a continuation of the need for continuous skilled nursing service for

the same condition for which the patient was hospitalized.

Now, this involves some rather exquisite medical judgments. Most
old people have more than one infirmity

;
they may have three or four

infirmities. An old person without anyone at home to take care of
him and who cannot take care of himself totally, but needs help for
personal hygiene or clothing and feeding himself, obviously has a need
to be institutionalized. But that doesn't necessarily mean he qualifies

for extended care benefits under the Social Security Act.
We and intermediaries have had a great deal of difficulty in ad-

ministering this provision. I don't frankly know, however, Mr. Chair-
man, what the answer to that problem is other than a continuing job
of claims review and education of both doctors and the operators
of extended-care facilities.

I think the Congress would find that there may exist a very great
social need for some kind of custodial care either in the home or in
nursing homes for aged people.

Whether or not that should be appropriately charged against a
health insurance program I think is another matter of basic social
policy for the Congress to consider, and certainly there is no question
but that type of benefit would be extremely expensive. I think the
medicaid experience indicated that. So that the program for extended-
care benefits is an area of the law which has caused us serious adminis-
trative problems. I know you are focusing your attention during these
hearings on the part A portion of this program and perhaps there-
fore wouldn't be as interested at this time at least in the part B
portion.

But there are provisions in part B which require many medical
judgments and which are difficult to administer, particularly when
you are processing 38 to 40 million bills per year. You really cannot
conduct a full medical audit on every one of those bills or the admin-
istrative expenses would become horrendous.
Yet it is our responsibility to try to see to two things : That the

service was medically necessary and secondly that a reasonable charge
was made.

^

Again, with 38 million bills you have to develop some very sophis-
ticated computer technology and techniques in order to really accom-
plish those things.

I think another provision of the legislation now before the Bureau
of the Budget for legislative consideration deals with the problem
that the Secretary is really not given any authority under the law
to either attach funds or impose liens or anything else' in situations
where that might be a desirable thing to do because perhaps an over-
payment had been made.



We now operate under the Federal Claims Collection Act, under
which, if we determine an overpayment has been made, we first make
an effort at collection.

If we cannot do it, the case is referred to the General Accounting
Office and they in turn make an effort to establish a collection schedule

that is appropriate. If that fails, the case is then turned over to

the Justice Department for whatever action it might take.

I think this is a bit of legislation that could assist us. Another thing
that the law limits us to, Mr. Chairman, is paying reasonable costs.

Not only the law but more substantially the committee reports at the
time the law was enacted made it clear this was to be reasonable cost

without defining reasonable cost in full detail, but nevertheless the
reasonable costs incurred by institutions in providing service to medi-
care beneficiaries, no matter how much those costs might be disparate
from the costs of other institutions providing services.

We also, under part B, are charged with the payment of reason-
able charges for services. We asked in 1967 and we were given some
authority to engage in so-called incentive reimbursement experiments
in an effort to see if there weren't incentives which could be built into

a reimbursement formula which would go beyond simply the paying
of costs and give people incentives for more effective and efficient

administration.

We have had a limited response from the field. The law did specify

the experiments would have to be voluntary on the part of any pro-

viders. We have three experiments going on which we think may
bear some fruit. But in the so-called Health Cost Effectiveness Amend-
ments, the Secretary is asking for a broader authority to engage in

demonstrations or experimentation.
But in answer to your question, other than that, Mr. Fountain, and

recognizing as you do, I am sure, the complexities of the administra-
tive structure, which again is specified by law, the Secretary is re-

quired to utilize carriers, and intermediaries and is required to accept
the nomination of providers as to who their intermediary will be
unless he can make a finding that such a nomination would not be in

keeping with efficient and effective operation of the program.
This poses some difficulties but it was quite clear that was the con-

gressional intent. I think, too, I would want to say that while there
have been problems in that operation the intermediaries and carriers

have clone an effective job and from the coldblooded practical point
of view, I don't think any other alternative was available at the in-

ception of this program.
There was no Social Security Administration or any other Federal

agency that could have undertaken the total claims-processing opera-
tion. I don't know whether I have fully responded to your question
or not.

Mr. Fountain. Yes, you have.
Are there any specific changes in the law which you would recom-

mend? Other than those areas you have commented upon?
Mr. TiERNEY. No, sir, I don't have personally any basic legislative

proposals. The administration, as you may know, has introduced in
the House Ways and Means Committee hearings the so-called Health
Cost Effectiveness Amendments of 1969. I don't know whether the
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subcommittee has copies of an analysis of those suggestions or not.

But they can be made available.

Mr. Naughtox. Mr. Tierney, I jotted down six items that I think

you mentioned.
The first is the extended care concept ; the second relates to part B

;

the third is authority to attach funds and to place liens upon property

of those who have not paid ; the fourth is the reasonable costs formula

;

the fifth is incentive reimbursement and the sixth item is the require-

ment that you use intermediaries.

Am I correct that on part B, that the administration has requested

authority to bar repeated offenders from the part B program ?

Mr. Tierney. Very true.

Mr. Naughton. This is a little different than a hospital or extended
care program where you first approve the provider and if he isn't

approved you don't pay any bills under that provider ; on the other

hand the patient chooses the physician and you don't know where he
has been until the bill comes in.

Mr. Tierney. That is very true, Mr. Naughton. We can, if an institu-

tion fails to live up to the conditions of participation, terminate its

participation in the program or if it doesn't meet them in the first

place not certify it.

But on the part B side it is an indemnity program and if an old

person goes to a doctor who overcharges or overservices him, we have
to indemnify the old patient against the charges he has incurred. So
we are asking in this cost effectiveness amendment to be given authority
to bar such physicians—of course after adequate hearing and all kinds
of legal protection—from participation in the ]Drogram.
At the moment we camiot do that. The legislative proposal also

applies to institutions and agencies that provide health services under
medicare.
Mr. Naughton. Of the six items, on part B you have requested

additional authoritj?- and on No. 5 on my list which is incentive reim-
bursement you have some authority at the present time but the admin-
istration has officially requested more, is that correct ?

Mr. Tierney. Our authority is limited right now to simply depart
from the basic cost or charge reimbursement principles of the law with
the consent of the institutions or persons that are affected.

What we are seeking now is authority to find out if there aren't

better ways of doing this whole job.

One of the things that I think is emerging, this is a personal opinion
on my part, Mr. Chairman, this whole concept of retroactive cost

reimbursement which has largely been the pattern of payment by the
private sector through the years as third-party payment has grown, is

that it doesn't provide very great incentives for effective administra-
tion of an institution. Under this approach, you start out with a year
and when the year is over you pick up whatever the costs were. If the
costs were high but nevertheless within the realm of reasonableness,
the providers are assured they are going to be covered.

If through imaginative and effective administration a given institu-

tion cuts its costs, it doesn't receive more, it receives less.

The wliole problem of going back and trying to get cost reports,

trying to get all the detail of cost accounting, trying to get audits
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performed, trying to get them returned and final settlements made
really goes back to the concept of retroactive cost determination.

What we want to experiment with, and I think it may be to the

benefit of not only medicare and medicaid but to the whole health

system of the Nation, is the possibility of establishing target rates or

budget rates or negotiated rates under which you know at the begin-

ning of the year essentially what you are going to pay a given institu-

tion and if that institution gains through effective administration, does

better than the rate that had been found reasonable, it is fine. Then the

institution will profit from the cost reductions.

Like any other business it prospers. If on the other hand, it doesn't

do very well in keeping costs within income, it has problems. At the

moment we don't have the authority to do all that we would wish, and
that is the authority we are seeking.

Mr. Naughton. Of the six items I have, I find two on which recom-
mendations for changes in legislation are currently pending.

Now, on the other four, the first item is the concept of extended

care which I understand you say has given you problems and I am sure

it does.

Has the administration recommended a change in that concept ?

Mr. TierneY. No, it hasn't, Mr. Naughton, to date and I think it is

a very difficult thing for the administration to make a recommendation.
Mr. Naughton. Has the Bureau of Health Insurance recommended

a change to the Social Security Administration or to HEW?
Mr. TiERNEY. No, we have concentrated on trying to make the con-

gressional intent work. I am not sure it cannot be made to work but
it cannot be made to work overnight.

One of the alternatives is to say anybody who is under medicare
can on a posthospitalization basis go in and have his nursing home
care covered. That was not the intent of the Congress. What they were
seeking to cover was provision of skilled nursing service that was
much like the hospital provides but in a lower cost setting.

I think that is a valid and viable concept but a difficult one to admin-
ister. Until we are convinced that it cannot be done, we haven't felt

we should recommend it be terminated.
Mrs. DwYER. Is it true that many nursing homes lack skilled nurses

to take care of patients ?

Mr. TiERNEY. Not in extended care facilities that are qualified under
medicare. There are such homes in the Nation.
Mrs. DwYER. But you don't certify them ?

Mr. TiERNEY. No, ma'am. There are some 12,000 licensed nursing
homes in the Nation. About 4,800 of those participate in the medicare
program. In participating homes the State agencies with which we
deal certify and recertify that there is adequate nursing service pro-
vided.

Mrs. DwYER. How^ do you know for sure that they don't change
their personnel from professional nurses to staff assistants in the
interim ?

Mr. TiERNEY. The only way we assure ourselves of this is by con-
tinued surveillance and visits and checkups. Also we can malvc a

determination from payroll records and this type of thing.

But if what you are asking me is on a given day might an institution

for some reason not have the total staff of nurses that is required this
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would be difficult for us to discern. But every one of tlie extended care

facilities has been certified by the State health department to meet the

minimum nursing requirements.
Mrs. DwYER. Then inspection programs do go on by the States

then?
Mr. TiERNEY. Yes, States do the entire certification process for us

other than the onsite visits that our regional office people, central

office review teams, program integrity staff and other people do.

But the basic certification of meeting the medicare provisions for

participation is done by State health departments.

Mrs. D\^^ER. Do standards differ from State to State?

Mr. TiERNEY. Standards for licensure differ from State to State,

yes, but standards for participation in medicare do not differ from
State to State.

Mrs. DwYER. Just one more question, ^Ir. Chairman ; how can the

Social Security Administration justify the fact that hundreds of

medicare cost reports due in mid-i967 have not yet been submitted by
participating institutions ?

What is the excuse for their not submitting the reports?

Mr. TiERNEY. Let me first correct the statement if I might, Mrs.
Dwyer. They haven't been due since 1967. The extended care facility

portion of the program didn't start when the rest of the program did.

It started on January 1, 1967.

So there were no cost reports due before 1968, the cost reports being
submitted on an annual basis.

Let me give you some figures on the current situation, figures that

we have given to Mr. Naughton. As of our most recent study and it

is right up to date. The last figures—correct me if I am wrong, Mr.
Naughton—^the last figures we gave you were in mid-1969?
Mr. Naughton. We have the periodic reports you make every

quarter.

Mr. TiERNEY. We have 924 delinquent reports at this time. They come
from 637 extended care facilities. Let me give you a few facts about
these cases. Of those whose cost reports have not been received, 152
of them have had their payments either suspended or reduced, pay"
ments have been suspended entirely in 140 cases. Another 177 of
them have been referred to our regional offices and they are negotiat-

ing collection, 41 of them have been terminated and are no longer in

the medicare program or in business; 28 had no medicare business

in the fiscal year, so that even though they were certified as providers,

they didn't come into the program or never had any patients, so

that no report is actually done.
For 23 of them, audits are started even though there were no cost

reports.

Let me tell you a little about the problem, if I may. There wasn't a

nursing home I don't suppose in this country, which had ever really

gone into the kind of cost accounting required by medicare. There was
little third-party reimbursement except by welfare programs and that

on the basis of charges as far as nursing homes were concerned.
So when the first cost reports were made available to them and

filed, we found that in literally hundreds, and I don't think I over-

state the case if I say thousands of institutions, they didn't have the
vaguest notion of how to fill out the cost reports.
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They didn't keep their records that way. So when the first reports

came in virtually all of them were unacceptable.

Far from simply auditing cost reports as we originally thought
intermediaries would contract with standing firms to do, it became a
case of going out and establishing bookkeeping procedures and devel-

oping cost reports.

I think the situation is gradually improving. But we have, Mrs.
Dwyer, in response to your question, only a couple of things we can
do if an outfit is delinquent in filing its reports. We can terminate it,

suspend it and thereby take it out of the program, even though it may
be filling a real community need, or we can work along with it in try-

ing to establish the figures, trying to upgrade the accounting proce-

dures, trying to get audits completed, trying to get them cleared and
carried on.

I think again, as I say, even with 924 outstanding and with it not
being really 4% years but something like 2 years since the reports

were due to be filed, that we have made substantial progress.

Mr. Vander Jagt. Would the Congresswoman yield on that point ?

Mrs. Dwyer. Yes.
Mr. Vander Jagt. Would some change in the system of interim pay-

ment be an incentive to get their cost reports in ? My point being that
if a nursing home received an interim payment in excess of that final

accounting, there is little incentive to hurry up their costs reports.

Mr. TiERNEY. That is very true. We have been emphasizing this

point. For one thing, we recently issued instructions to the intermedi-
aries to the effect that if a cost report is not filed within the 90 days
in which it is supposed to be filed, they can, if there is good reason for
the delay, allow an additional 30 days to file it. Thereafter they will

reduce interim payments by at least 20 percent. I think this will speed
things along.

Mr. Vander Jagt. We were talking about the cost report which is

the first step on that long process to payment. Are there hospitals for

which there has been no final accounting for the year 1967 yet ?

Mr. TiERNEY. There are hospitals for which there has been no final

settlement reached, Mr. Congressman. There are relatively few hos-

pitals for which final audits have not been completed. But we some-
times get into a real argument before the hospital accepts the inter-

mediary's report.

Mr. Vander Jagt. How many have not received the final settle-

ment for the year 1967 ?

Mr. TiERNEY. I will try to get that for you.
Mr. Naughton. It is approximately 2,000, isn't it ?

Mr. TiERNEY. The first accounting year through November of
1969—and I can update this figure for you—^the first accounting year
there were 6,811 cost reports due. There have been 6,674 reports re-

ceived. There were 134 in which no audit was necessary, either no
medicare business or such a minimal amount that nothing was
involved.

Some 6,074 field audits have been started; 5,731 field audits have
been completed and 3,890 final settlements have been made. So, 3,890

settlements out of 6,811 institutions reporting.

Mr. Vander Jagt. So we are taking about a little over half for

the year 1967?
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Mr. TiERNET. Yes, sir.

Mr. Vander Jagt. Almost half have no final settlement for 1967?
Mr. TiERNEY. Yes, sir. Just for the record, Mr. Mayne tells me

the figure now is 4,185 as of January 1, 1970, where there has been
a settlement.

Mr. Yander Jagt. But we are still talking about 2,500 who have
not received final settlement for the year 1967 ?

Mr. TiERNEY. Yes.
Mr. Vander Jagt. You were talking about good administration for

a hospital being able to lower the cost that we are so interested in.

Is it not difficult to have a good administrative program when you do
not know in 1970 yet what you took in in 1967 ?

Mr. TiERNEY. I am sure it is, ]\Ir. Vander Jagt, but I would state

to you again that cost accounting in hospitals is a relatively new
thing. One of the problems we have with the program is that the

Congress made it clear medicare was to pay the cost for services to

medicare beneficiaries and those costs are not to be passed onto the

rest of the public and conversely that we not pay the cost of non-
medicare beneficiaries.

So we had to develop some pretty detailed cost accounting proce-

dures and cost reporting forms. Many hospitals again were simply
not prepared to cope with this. They were not able to produce it

and it took a long time to not only delve it out of their books but
then audit it.

I think we are talking for the most part, Mr. Congressman, of
relatively smaller institutions; the major institutions have been able

to and have been settled.

I might also add this : The amount at issue in most of these cases

is generally very small. I don't Imow what figure we have on it but
generally the amount of adjustment falls within the range of 5

percent. Generally, not all of it is in dispute. Even if all of that were
to go one way or the other, it is still only about 1.5 percent of the
hospital income for the year.

Mr. Vander Jagt. After a large major hospital with good account-
ing procedures submits its reasonable cost figure, how many audits

are necessary between that time and final settlement? Does the inter-

mediary conduct an audit?
Mr. TiERNEY. The intermediary has contracted out with an ac-

counting firm in most instances to conduct an audit. So, first of all,

the auditing firm goes in and conducts an audit. However, the inter-

mediary then does make a desk review. Let me put it the other way.
First of all, the cost report comes in from the institution.

IMr. Vander Jagt. Which is the result of the audit the hospital made
itself?

Mr. TiERNEY. Yes. The intermediary makes a desk review of that,

which is simply checking out the figures to see if they add up, and
in an amazing number of cases they do not add up. So the whole
thing goes back and it has to be redone. But if it comes in and the

desk review looks all right, the intermediary turns it over to the

auditing firm and they go out and conduct the audit.

That is then submitted back to the intermediary. If the intermediary
is a Blue Cross plan, it then submits the report and audit to the Blue
Cross association which doesn't conduct an audit but agam takes a
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look at the whole situation and determines whether or not there are

any policy or legality questions involved which are still open. It is

then that the report comes to us.

Now, the only thing I am trying to point out is the tremendous
amount of the field audits in going out and establishing what the

costs have been, has been accomplished. But the final settlements tend
to be delayed by disputes by the hospitals about the findings, even
though the issue is often small.

Now, we have done a number of things about this. First of all,

we have told intermediaries, once the institution has been audited,

to try to satisfy itself by a much more cursory review that the records
of the institution are kept in such a manner that they can be relied on.

Mr. Vaxder Jagt. Many times each one is using a different account-
ing procedure and there is little correlation between the three audits
done on the same institution in many instances?
Mr. TiERNEY. No ; I do not think so. We have reimbursement man-

uals that spell out precisely what costs are to be in and what costs

are to be out and how they are allocated. So everybody is dealing with
the same set of rules.

It is conceivable that two accounting firms might have different

judgments on a certain situation but they are not going out and
using their own ideas on how audits should be conducted.
Mr. Yaj^-der Jagt. But there is no full faith and credit on audits

done by recognized accounting firms and the same audit will be done all

over again?
Mr. TiER^^EY. No, sir, and that is something that has been proposed.

Particularly where we have established an institution does keep com-
petent records and competent audits are being made, that we ought to

accept a certified cost report from that institution and forget all the
auditing.

Our original position was that this whole thing was so new and so
complex and different from anything that had happened before that
we ought to for educational purposes conduct an audit for every
single institution in the country.

Sometimes it looks kind of silly. We spent a lot of money auditing

an outfit that we did not pay a lot of money to, but the audit in the first

year will have educational eff'ects for many years.

Mr. Yander Jagt. Are there instances where the money spent on the
audit has exceeded the amount paid to the institution ?

Mr. Tierxet. I am not aware of that. I know there has been a sub-
stantial ratio to the amount.
Mr. Yaxder Jagt. A system that leaves 2,500 hospitals without final

settlement for 1 year, 1967, is a system that perhaps could stand some
improvement.

I just have one more question, Mr. Chairman.
In this week's issue of U.S. NeAvs & World Report they said that the

estimated deficit between the cost of part A of medicare and projected
income under the present law amounts to a deficit of $131 billion. That
is throughout the next 25 years. A deficit of $131 billion in the next 25
years just for part A on the medicare program. Would you agree
with that projection ?

Mr. Tierney. I guess for 25 years it is the numerical result of certain

.1
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of our actuaries' calculations and it was mentioned by the chairman of

the Senate Finance Committee.
It presupposes a nmnber of things, Mr. Congressman. That is, if

everything went on as it is, if there were no increases in the tax base

and no changes in the contribution rate allocated to medicare and hos-

pital costs continued to increase, that is what would happen, yes.

Mr. Vander Jagt. That is my question. If everything goes on the

way it is going today, will we in fact accumulate a deficit of $131
billion in the next 25 years, if we don't make a change ?

Mr. TiERNEY. Yes, I think it is an accurate statement if nothing
changes. As you know, the administrative proposal has provisions in

it for change. The tax base—the base upon which taxes are levied

—

does increase and the rates do go up and it has been recommended to

the Congress that the base change and the rate at which they go up be
accelerated by making reductions in contributions for retirement bene-
fits which are estimated to be over financed. I think all of those things
were contemplated, but, I think the basic statement, if you stopped
today and froze everything, 25 years from now we would have that
kind of deficit, yes.

Mr. Vander Jagt. Which is a pretty good incentive for making
some kind of changes, isn't it?

Mr. TiERNET. I would say something would have to happen.
Mr. Fountain. Not necessarily a raise in the taxes.

Mr. TiERNET. Not necessarily raising taxes, Mr. Fountain, but I
think it is unrealistic to think that the costs of hospital care are going
to go down in this country. Every single economic factor would seem
to indicate they are going to continue to go up.

If we can get them to go up at a rate no faster than the general
economy goes up, we are in good shape. But I really don't think it is

realistic to think that through any reimbursement formula or any sur-
veillance or any other operations the hospital costs are going to go
down.

This isn't a phenomenon unique to medicare or even to the United
States. You have figures going up all over the world. It comes from a
variety of reasons. First of all, hospitals are not operations which can be
materially changed by automation, by increased productivity. It is still

pretty much a person-to-person type of case.

About 65 to 70 percent of hospital costs are tied up in wages and
salaries. We have a ratio of somewhere around two and a half to three
staff people per patient in a hospital today.
For the most part these aren't the type of people who were worldng

in hospitals 20 j^ears ago when they were largely janitorial and nursing
people, they are highly skilled technicians, paramedical personnel.
As the scope of medical science advances, things that are highly de-

sirable, there have been terrific cost impacts. Open heart surgery is a

wonderful and dramatic thing, but very costly. People have estimated,
for the average open heart operation, $75,000.
As we do more and more of them we are going to have to spend a

lot of money. I am not saying every effort shouldn't be made to find

ways to curtail the costs, but I don't think it is realistic to think that
costs are going to go down.
Mr. Fountain. If they continue upward, in order to keep the pro-

gram aotuarily sound, taxes likewise will have to go up.
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the benefits, pay less of the bill and not meet the costs as they rise.

Now, the Congress in its consideration of the program at its incep-

tion said let's meet the cost of hospital care to the people. I know I

am overstating the situation. But I don't think we can anticipate that

the costs are going to go down.
As I say, either the benefits are going to go down or the taxes will

rise.

Mr. Fountain. I have a lot of questions in this area, but we are a

little ahead of ourselves with these questions. We anticipated getting

to the question of costs, but probably not today. For developing the

record, we have plans for questions in several subject areas; legisla-

tive authority—we have asked questions about that—health and safety

standards, use of intermediaries, provider audits, amounts paid pro-

viders, statistical analysis and cost comparisons and several others.

And I will yield to members of the committee as I conclude laying
the foundation in each of these areas.

I might at this point ask Mr. Yander Jagt, do you have any ques-

tions in the area of legislative authority, which is the area I have al-

ready covered.

Mr. Vander Jagt. Just one question to determine whether or not it

is appropriate to discuss at this time the reasonable cost method
Mr. Fountain. We will get into that.

Mr. Vander Jagt. That will not fall under the change that would
come by the legislation ?

Mr. Naughton. Yes, it would take legislation to get away from the
formula.
Mr. Vander Jagt. Well, let me ask this one question : Is not one of

the factors driving up the cost the factor that you pointed out, that a
hospital reimbursed on the basis of reasonable cost, if they do a good
job of administration and get the costs down, they get less, so there is

very little incentive for cutting the costs and you add to that factor
that only 15 percent of the medical bill today is being paid by the
consumer.
Where does the incentive come from to get the cost down, and is

that something we should think about in terms of legislation?

Mr. TiERNEY. I would have to say to you, sir, as you put it, if

through effective administration they reduce their costs, both private
and public third party payers pay them less, so that is a Mnd of
anomalous situation.

Mr. Vander Jagt. Thank you, Mr. Chairman.
Mr. Naughton. I might make one comment before getting into a

few questions on legislation. I can certainly agree with your observa-
tion that some of the extended care facilities don't have very good
records. In reading one of your audit reports about an extended care
facility which received a few hundred—at most a few thousand dol-
lars—under the medicare program there was a comment that the
records of that facility consisted of a paper bag in which notes on
envelopes were placed.

I am sure that was an outstanding example of the lack of adequate
records.

Mr. Tierney. I would assume that is a pretty good one.
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Mr. Naughton. Getting back to the extended care concept, do you
think that part of the problem of the fuzziness of this concept is that

Congress may have had in mind when the medicare program was
enacted that the hospitals would expand or add on extended care

facilities and that the treatment of the patients would all be done
perhaps in the same building just in a different wing in which less

expensive care could be provided?
Mr. TiERNEY. I wasn't around when the legislation was debated but

I would tend to agree with you. I think there was an expectation of

this—^hospitals had talked for many years about having intensive

care units, routine care units, and self-care units. There has been a

great development of intensive care units but little movement toward
the other end of the spectrum.

I think there was a hope that the hospitals would move into the

extended care area. This has not developed. Now, we do have, and I

can give you a precise number, a number of hospital affiliated or
integral part extended care facilities, but they are vastly in the

minority.

Mr. Naughton. Doesn't the reasonable cost reimbursement formula
make more sense in thinking of hospitals which are mostly community
institutions run on a nonprofit basis as compared to nursing homes
which are historically proprietary institutions?

Mr. TiERNET. I suppose it does. As you know, Mr. Naughton, the
Congress wrote into the legislation for proprietary institutions a re-

turn on net equity capital which was at the rate of I14 times the
average of the rates of interest paid on fund securities. This, as you
know, is the profit they make on services provided to medicare bene-
ficiaries. The nursing home field feels this is entirely inadequate and
it is constantly searching for more. I would think basically I have to

agree with you, it makes more sense to reimburse a nonprofit institution

on a cost basis than it does a proprietary operation in which there is

an investment on which it is seeMng a return.

Mr. Naughton. Certainly even in a nursing home, there is nothing
wrong with people being in a business for profit if they provide good
service. You can't expect them to be happy with working on a cost

basis, whereas in the community hospitals most of them would be
happy if all of their costs were met.
Mr. TiERNEY. If every one of their costs were met this would be a

nice operation,
Mr. NAUGHTOisr. There has been no recommendation for clarification

of the extended care concept or a change in the concept ?

Mr. TiERNE^. Legislatively?
Mr. Naughton. Yes.
Mr. TiERNEY. No, sir.

Mr. ISTAUGHToisr. The third item you mentioned was the lack of au-
thority to attach funds and place liens on property of those who may
not have filed cost re;ports or who may have been overpaid. There has
been no recommendation on that, has there ?

Mr. TiERNEY. Yes, sir. As you know, you must first submit proposed
legislation to the Bureau of Budget for clearance before it can be
presented. We have a recommendation in that regard at the present
time.

Mr. Naughton. But it hasn't gotten to the Congress yet ?
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Mr. TiERNET. No, sir.

Mr. Naughton. Aren't there some agencies in the Government, the
Justice Department or the General Accounting Office that presently do
have sufficient legal authority if it is needed to place such liens ?

Mr. TiERNEY. I don't believe the General Accounting Office has the
jurisdiction to place liens. I think the Justice Department has, but
through a writ obtained from the court. The Internal Eevenue Service
can do it independently.
Mr. Naughton. Has any attempt been made administratively to

work out arrangements through the Justice Department whereby so-
cial security could do the paper work and transfer documents to the
Justice Department for filing on an accelerated basis ?

Mr. TiERNEY. That is what we do. We follow the Federal Claims
Collection Act which provides that the agency will make every effort
it can to effect collection. If it can't do it, it refers it to the General
Accounting Office and if they can't effectively not only set up a col-

lection schedule but make a settlement, which is another area where
we don't have any significant authority, then they turn it over to the
Justice Department.
We have followed this in every instance in which that kind of action

has been taken.

Mr. Naughton. We will have further questions on the subject of
collection of overpayments on Thursday, I am sure.

The fourth item on the list here is reasonable costs. There has been
no recommendation to the Congress, has there, that that formula be
changed ?

Mr. TiERNEY. No, there hasn't been a recommendation other than
the recommendation which is presently pending to allow the Secretary
to develop techniques for doing so.

Mr. Naughton. For doing what ?

Mr. TiERNEY. For departing from the reasonable cost retroactive

reimbursement approach.
Mr. Naughton. This would be on an experimental basis and would

not affect the majority of the providers ?

Mr. TiERNEY. We would hope it would be a short experimental
period, Mr. Naughton. It is well enough to say let's get off of retro-

active cost adjustment and on to some prospective rate. But that in

itself has a myriad of problems. In the first place I am sure no one
would stand for the rates unless they were pretty well correlated to

costs.

So you have to start with a cost picture or assume the present one is

correct.

Who does this negotiating? You have 7,000 hospitals and 4,000

ECFs and all the other people I told you about. There is a question

there. Do you really negotiate a rate, ^o out and sit down and bargain
a rate or do you think of this thing in terms of a public utility con-

cept in which you enunciate principles that would be built into a rate

and out of applying the mathematics of a given institution to that set

of principles a rate emerges ?

I think these are the things we have to have answers to before we can
make a recommendation to Congress, to get on a retroactive determi-

nation basis away from paying people their costs and to begin negoti-

ating rates of payments on a prospective basis.
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^ Mr, Naughtox. Well, Ave have two questions involved here. One is

:

Should the reasonable cost formula be changed to a negotiated basis ?

That is one problem and you indicated you are studying it.

The second question is how the word "reasonable" in the present
law should be interpreted.

Is it your belief that that word is to be ignored and you are to pay
all costs no matter how high they are ?

Mr. TiER?<fEY. No, I wouldn't agree with that. On the other hand,
the word itself is extremely difficult to define. The Congress said you
pay the appropriate share of the incurred costs of each institution and
you take into account such things as the rate of occupancy, the staffing

level and other things.

One problem is where you have an institution with a low level of
occupancy. The costs have been incurred. They have spent the money.
They are available to take care of more people but they only have been
50 percent occupied.
That gets down to the question : Is the resulting cost reasonable or

not? Do you compare them with an institution that is 50 percent
occupied or 95 percent occupied ?

If they have a comparable scope of service, they are going to be
way out of line with the one that is 95 percent occupied. What we have
done is this: There are certain fixed costs in an institution, as you
well know^—depreciation, heat, light, and maintenance. The over-

whelming remaining portion of it is staffing costs.

We have instructed intermediaries that if the institution has been
providing staff beyond the needs of medicare beneficiaries, this is

unreasonable.We have instructed them that if an institution is depart-
ing from prudent purchasing procedures, if it is paying more for
drugs than drugs cost at the drug store, this is unreasonable. But you
can develop quite high costs, Mr. Naughton, on a given day with a new
institution opening for example.
You have a tremendous amount of fixed cost there and if they only

get 10 patients in the first day the cost per day of those 10 patients

is very high.

Now, over a period of time, if there is a community need for the

institution, those costs will be obviously diluted as occupancy in-

creases. I don't know if I am being responsive to your question, but I

don't think reasonable means whatever they incurred.

On the other hand, I think it doesn't necessarily mean that simply
because it is higher than another institution it is unreasonable.
Mr. Naughton. Well, do you feel that because of mandatory provi-

sions of the law or the legislative history that you have been required
to pay costs which you feel are exorbitant or unnecessary or unjustified

that you would not have paid it had it not been for unreasonable
provisions of the law ?

Do you feel you have sufficient freedom to work out what you con-

sider to be reasonable costs and do the best you can under the existing

formula ?

Mr. TiERNEY. I would have to say this. If the law didn't say that the

medicare program will cover the reasonable costs of a given institu-

tion, no matter how much they may vary from others and so forth, then
we would have greater freedom to go in and say to an outfit, "Look, we



29

will negotiate a rate with you, we are not going to pay you your costs

because we think they are out of line."

We can't do that under the present situation, but that doesn't mean
we have to recognize their costs as being reasonable. So I think it is a

more basic issue than whether reasonable cost is less than full cost in

deciding as to whether or not the present law unduly restricts us.

The answer to your question is that the present law specifies pay-

ment will be made on a cost basis. I think what we are tending to be-

lieve and would like to be able to prove is that that isn't the best way
to reimburse that we might be better off with a target rate or negoti-

ated rate or budget rate.

Mr. Natjghton. But you never recommended to the Congress that

any changes be made in the wording of the law ?

Mr. TiEENET. No, sir.

Mr. Fountain. Have you given consideration to the use of the term
reasonable charge rather than reasonable cost, which would necessi-

tate probably some negotiation ?

Mr. TiERNEY. On the part B side of the picture it is specified that

payment, other than to providers, be on the basis of the reasonable

charge. So that is what we do there, Mr. Chairman. What I am talk-

ing about here when we call it a target rate is in essence an agreed-

upon charge to be paid but determined so that you know before the

beginning of the year what you are going to pay x hospital, in the

absence of unusual circumstances. I suppose you would always have
the provision, you know, if the total employee force goes out on
strike and the hospital is forced to give a 20 percent pay increase, you
have to give it recognition. But nevertheless that is what you are going
to pay.

Mr. Fountain. If I were going to put up a nursing home, unless I
were a person like some I know who like to do that sort of thing and
just want to do it to make a living for themselves but don't want to

make a profit, I don't know what incentive I would have to build a
nursing home if I had to get part of the payment now and get the
other part in a year or 2 years and not know whether or not you are

going to make demands for refunds on the basis of an audit.

It seems to me you have to work out some sort of system where you
know in advance what you are going to pay and the man knows what
he is going to receive. Otherwise there is no telling where the cost of
this program is going to go.

Mr. TiERNEY. I agree with you only one further thought. That is

I am not sure approaching reimbursement through charges, even if

agreed upon, is going to reduce costs. There is no organization that
is going to agree to a charge which they don't think is going to cover
their costs. They are going to look for their costs plus whateA^er they
feel they need above that. It would give a greater prospective control,

it would eliminate some of the complications and expenses of retro-

active auditing and adjustment.
But I don't think any organization is going to negotiate a rate with

you that doesn't cover its costs.

Mr. Fountain. We just went through an experience in North Caro-
lina with nursing homes. I guess you heard something about that, we
won't get into it now, but nursing homes have a problem and some

48-611—70—pt. 1 3
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of them don't know how long they are going to operate. They served

an ultimatum to a lot of patients that they couldn't afford to keep
them because they weren't getting paid enough.

I am sure many of these were welfare cases on medicaid. But they
could get private patients who could pay the rate. We just had quite

a problem.
I had one lady call me and said her mother is 90-some-odd years of

age and she had to get out of the home the next day.

We had some nursing home people say they are not going to put
anybody out but they are going to have to close down.
Like Congressman Vander Jagt, a lot of the questions I would like

to ask are based on observations on the local scene.

Mr. Naughton. The law requires, does it not, that the medicare
program is to pay the reasonable cost of medicare patients and not
to pay the costs attributable to other patients and vice versa ?

Mr. TiERNEY. That is right.

Mr. Naughton. Is it true that the medicare program in some
instances has paid a portion of the costs of operating the maternity
wards of some hospitals ?

Mr. TiERi^EY. Mr. Naughton, as you know there are two basic

approaches to how we determine the allocation of hospital's total

cost to medicare. One is the so-called departmental cost accounting
approach.
Mr. Naughton. Would it be possible to say yes or no before you

start?

Mr. TiERNEY. No, I don't think it would. Because I am not sure it

has happened. Under the departmental approach, this requires a
great deal of accounting for all and medicare charges by department,
and we have some accountants who are more articulate about it than
I. But the routine services are broken up into one department and all

the ancillary services, such as X-ray, lab, operating room, surgery and
the rest, are broken out by department and the cost and charges of each
department ascertained.

Then to find out what portion of those costs are medicare and which
are not you apply the charges made to medicare to the total charges of
that department and you apply that ratio to the cost of each depart-
ment and out of this comes the medicare allocation of costs.

Mr. Naughton. Are there some accountants who claim you are
picking up a portion of the cost of the maternity wards ?

Mr. TiERNEY. Yes, this is the way they say we pick up some of the
costs. Under the combination method which is another way of
estimating the costs of medical patients, you break out the routine
costs and lump all of the costs of the ancillaries, no matter what they
are—the operating room, pharmacy, whatever—and you apply then
the ratio of the charges for all ancillary services furnished to medicare
patients to the charges for all ancillary services furnished to all

patients to the costs of these ancillary services.

Obviously in the maternity room, as far as we know we have had
no maternity cases, so there are no charges for services to medicare
beneficiaries. This affects the charges-to-charges ratio used to find the
medicare portion of cost. But it is alleged that charges for maternity
services generally do not fully cover the cost of some maternity
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services in some institutions. So to the extent that is true, that there

is a cost there for which no medicare services are furnished and you
applied the charges-to-charges ratio to the ancillary costs, some portion

of that cost might become a part of medicare reimbursement.
Now, in a given institution that is a possibility based entirely on

whether or not that institution's relationship of charges to cost is the

same in the obstetrics department as the average of all departments.
The combination method was devised, and is still made available

to hospitals, largely because the basic problem was that many hospitals

found it impossible to maintain all of the charge data needed to de-

ttermine cost on a department by department basis.

I wish you could see the amount of work involved in this sort of

thing—breaking down charges by department for services to medicare
beneficiaries as well as for all patients down through every type of
department. Many of the hospitals weren't in a position to do that. But
that is the method and that is the basis for the charge that I am sure
you heard, that by employing that method it is possible medicare may
be paying a portion of delivery room costs.

Mr. Naughton. In other words, any institution using the combina-
tion method, where the costs of operating the maternity ward ex-

ceeded the charge to the persons using the maternity ward, would in

effect be getting a part of that cost placed on the bills of the medicare
patients or the reimbursement for medicare.
Mr. TiERNEY. Not on the bills but in the cost of ancillary services

and only if the ancillary services that medicare patients use had in

effect a higher markup than the total average cost of ancillary serv-

ices including delivery room costs in the institution. I am not trying
to evade your question but there are cost determination procedures
which are, at best, inexact. It may be that in the hospital the medicare
people are getting a lot of drug care but the charges aren't appro-
priately related to the cost of the drugs; that is, the markup is less

than the average markup. Therefore medicare would be getting a
bargain.
Mr. Fountain. Well, we are going to have to shut off here. I wish

we could continue in the morning and continue from day to day, but
our function here is such that we have to do this when we can.

So the committee will stand recessed until 10 a.m. Thursday morn-
ing, same place.

(Whereupon, at 12 : 15 p.m., the committee was recessed, to recon-
vene at 10 a.m., Thursday, 19 February 1970.)
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Office Building, the Honorable L. H. Fountain, chairman of the sub-

committee, presiding.

Present : Representatives L. H. Fountain, John C. Culver, Florence

P. Dwyer, and Clarence J. Brown.
Staff members present : James R. Naughton, counsel ; D. C. Gold-
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staff.

Mr. Fountain. The committee will come to order.

Mr. Tierney, yesterday I believe Mr. Naughton asked you if the

medicare program in some instances has paid a portion of the cost of

operating the maternity wards in some hospitals. And I believe you
said you could not give a yes or no answer without comment and you
discussed this.

Have you had an opportunity to check into that since yesterday?

rUETHER STATEMENT OF THOMAS M. TIERNEY, DIRECTOR, SOCIAL

SECURITY ADMINISTRATION, BUREAU OF HEALTH INSURANCE,'

ACCOMPANIED BY HENRY HEHIR, CHIEF, PROGRAM INTEGRITY
STAFF; MANUEL LEVINE, CHIEF, DETERMINATIONS REVIEW
STAFF; MORRIS LEVY, ASSISTANT BUREAU DIRECTOR, DIVISION
OF STATE OPERATIONS; ROBERT MAYNE, ASSISTANT BUREAU
DIRECTOR, DIVISION OF INTERMEDIARY OPERATIONS; MORRIS
OLDER, DEPUTY ASSISTANT BUREAU DIRECTOR, DIVISION OF
REIMBURSEMENT; JAMES RILEY, CHIEF, COST ANALYSIS SEC-

TION; IRWIN WOLKSTEIN, ASSISTANT BUREAU DIRECTOR,
DIVISION OF POLICY AND STANDARDS; AND W. N. HENRY,
ASSISTANT DIRECTOR, AUDIT AGENCY

Mr. Tierney. Yes, I have had a chance to revieAv the transcript,
Mr. Chairman
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Mr. Fountain. Do you have anything further to add in response

to that question ?

Mr. TiERNEY. I think what I intended to respond to Mr. Naughton's

question was that there are currently two acceptable mechanisms which

we have outlined for institutions to report their costs and for an

ultimate determination of medicare reimbursement.

One of them as jon will recall, is what we termed the departmental

method ; the other is the so-called combination method.

When the program started, Mr. Chairman, we had four methods,

because it was virtually impossible for institutions to originally do

even the combination method. We had what we called a gross RCC
method. That was simply taking the ratio of total medicare charges

to total charges made by an institution and applying that to costs

across the board. We eliminated that because it is too inexact, even

though in the beginning it was all some institutions could do.

We also had what we called an estimated percentage^ approach to

the combination method. That was a method under which you tried

to estimate the allocation of costs to various departments. Under the

approach, the intermediary estimated, because cost funding could not

be employed, the costs of routine and ancillary services, and then the

combination method approach was followed.

We have then left the two mechanisms, one in which there is full

departmental costing and full departmental charge ratios established.

That, I would have to say, Mr. Chairman, is perhaps the most exact

method, but is nevertheless not fully determinative of actual costs. The
combination method, as I explained it on Tuesday, does take the aggre-

gate ancillary service charges to medicare patients and apply it to the

aggregate ancillary charges to all patients and then applies that ratio

against the aggregate costs for all ancillary services.

Now I agreed with Mr. Naughton that it is possible under that situa-

tion that even though no charges for maternity care were made against
medicare patients (so the ratio for that service is zero) that if the
costs of maternity care in a given institution exceed the charges that
are made for that service, then some portion of that cost comes over
into the total cost against which the ratio is then applied. And I admit
that that is a possibility.

The point I was trying to make with Mr. Naughton is that that does
not necessarily mean that we are overpaying a hospital its costs. When
this program started, Mr. Chairman, the hospitals of the Nation based
on studies which they had made took a very strong position that the
costs of the aged, not only the routine daily nursing costs, but just the
costs of taking care of older people, exceeded those of younger patients.

They gave an example of an 85-year-old woman taken down to the
X-ray department for a GI series. There is a lot more time, a lot

more cost involved in doing it for her than there is a young 25-year-
old buck.

We don't allow any differential in charges. Our rules require that
medicare people be charged the same as anybody else. So that they
claimed in virtually every department we were underpaying. Specifi-
cally, of course, in the routine daily nursing service, where old people
may be suffering from incontinency, or need spoon feeding, or some-
thing else, that the actual cost of rendering routine nursing service to
them was excessive.
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So in the original reimbursement formula that was ultimately nego-

tiated between the Department and the hospitals of the Nation there

was a so-called 2 percent factor, which was applied to an institution's

total operating costs
;
you took 2 percent and added it on and the aggre-

gate medicare portion was to be reimbursed.

That fell into a lot of criticism. People looked upon it as a cost plus.

It was a 2 percent factor applied across the board, whether it was a big

or little hospital, a lot of medicare, no medicare, teaching, nonteaching,

and it was not related specifically to the care of the patient. It was
just 2 percent. If food went up, whatever went up, 2 percent went up.

So that provision was eliminated by an announcement of the Secretary

in April of last year and became effective July 1.

At that time the Secretary also directed us to reopen the whole
question of reimbursement with the institutional providers of the Na-
tion and to see if there weren't more exact and at the same time simpler
mechanisms by which we could reimburse hospitals.

We have been actively negotiating ever since. We are hopefully
going to come up with some of the solutions that I spoke to Mr. Vander
Jagt and other members of the committee on Tuesday. That is a long-

winded reply to your question, Mr. Chairman.
The answer is, as I have said, that in a given institution, depending

on the relationship of charge to cost of the maternity department, it is

possible some of the costs of the maternity department ultimately are

included in medicare reimbursement under the combination method,
but I would still argue, or not argue, but want you to fully understand
that that does not necessarily mean that we are overpaying the hos-
pitals' costs. Because in many other areas it is their assertion we are
underpaying them.
Mr. Fountain. This is somewhat aside from the basic question.

You commented upon the alleged cost of looking after the elderly
as compared with the young. I think obviously there may be merit to
that contention.
Mr. TiERNEY. Yes, sir.

Mr. Fountain. I think there is also merit to the contention that
automatically adding 2 percent everywhere is not a proper way to do
it either. So obviously you are wise in trying to find a new solution to
it.

Mr. Naughton, do you have some information on delivery room
costs ?

Mr. Naughton. I have some questions and additional information
for the record.

Mr. Tierney, the law requires that the costs of medicare patients be
allocated to medicare patients, and that the medicare program not pay
the costs of non-medicare patients and vice versa.

Mr. Tierney. Yes, sir

Mr. Naughton. That is very clear, is it not ?

Mr. Tierney. Very clear.

Mr. Naughton. As a matter of fact, in a letter you sent me on
August 8, on another matter, you quoted a portion of an opinion of the
office of General Counsel talking about what the law requires, and it

was stated there that

—

One mandate emerges clearly, that there be as precise a differentiation as
possible between the cost of service to the beneficiaries of this insurance system



36

and the cost of tlie services to other patients. Congress plainly intends that this

program should pay the full cost, but should pay no more than the cost of the

services provided to the program's beneficiaries.

Now you cannot of course authorize by regulation or policies of the

administrative agency something the Congress has prohibited, can you ?

Mr. TiERNET. No, sir.

Mr. Naughton. There is no question, is there, that the combination
method does result in some costs of the delivery rooms being included
in the amounts reimbursed partially by medicare patients ?

Mr. TiERNEY. Mr. Naughton, I think I have answered that ques-

tion. There is no question but that in some cases that could happen.
But the Congress also enacted into the law that the Secretary should
use his best judgment and should estimate to the best extent possible

that this provision of the law be carried out, that the costs of
medicare beneficiaries not be borne by other people, and vice versa.

Now this method is, at best, an effort to do that. I think what the
thrust of your question is, you are picking out one service a hospital

renders, which medicare beneficiaries in most cases do not use, al-

though in some instances

Mr. Naughton. Do you know of any cases where the delivery room
is used for that purpose by a medicare beneficiary ?

Mr. TiERNEY. Yes, I know of some cases where there obviously
isn't a delivery, but the Joint Commission on Accreditation of Hos-
pital Standards allows the use of the whole maternity service facility

for gynecological patients, so some older people do wind up in that

department. But I think that is begging the question.

Mr. Naughton. Yes. It is a very minor factor, if at all,

Mr. TiERNEY. As I was pointing out the Secretary is supposed to

use whatever mechanisms he can to get down to that fine exquisite

ending where everything paid for is reasonably precise. And he is

allowed the authority to estimate what is the actual situation.

Mr. Fountain. Pardon me. I might say for the benefit of Mr.
Brown and Mrs. Dwyer that just before you came in we were pur-
suing some questions asked previously concerning the extent to which
maternity costs might be involved in the cost reimbursed by medicare
and Mr. Naughton is asking some questions along these lines.

Mr. Brown. Somebody else's maternity costs, you mean?
Mr. Fountain. Yes.
Proceed, Mr. Tierney.
Mr. TiERNEY. If you were to ask the further question, is the full

departmental method a more accurate method, I suppose I would
have to agree with you, that to the extent that it attempts, again
through some arbitrary rules, to totally identify the actual charge
of each department against its actual cost of each department, it

results in perhaps a closer approximation of actual costs.

If you talk to the hospital people of the Nation, Mr. Naughton,
and 1 am sure perhaps you, Mr. Chairman, have been exposed to

this, they claim that we are grossly underpaying their costs and not
meeting their costs under our present formulas. And that is the effort,

therefore, that we are carrying on at this time to negotiate a mutually
satisfactory arrangement which will to the fullest extent possible,

without getting into such an elaborate accounting that it would really
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be kind of an overkill situation, to reach a jointly acceptable

mechanism.
In the meantime these mechanisms have gone on. I think we might

argue endlessly, Mr. Naughton, as to whether or not it does do an
effective job in the overall, of effectively trying to determine the actual

cost of the medicare beneficiaries.

You obviously feel that since there might be some elements of a
delivery room cost in the situation, we are overpaying the hospital.

I could not agree with that.

Mr. Naughton. The matter of overpayment is not involved in this

particular question. Congress has said that the medicare program
shall pick up the costs of the medicare patients, it shall not pay the

costs of non-medicare patients.

Now, granted there are serious problems involved in trying to allo-

cate those costs properly. You may have to make estimates at times,

you may have to make judgments. But it seems to me that a judgment
that the medicare program should pay part of the costs of the delivery
room is unsupported by any factual evidence that I can see.

Mr. TiERNEY. I don't think anybody has made that decision, Mr.
Naughton. The decision was that while there might be some cost

there that was included, as I pointed out, there are costs in other
areas which are not included, and therefore this is not an effort to

include delivery room services. It is an effort to break hospital costs

into two broad categories: First, the daily routine service charge,
room, board, meals, and routine nursing care.

The rest is all of the ancillary services of the hospital combined

—

X-ray, lab, surgery, everything else. Now when you combine all of
those costs, and then combine all of the charges, and there being no
charges made to medicare people for delivery room services, you can-
not say black or white, yes or no. Some of those costs fall into medi-
care. It is simply an effort to allocate costs on that broad basis.

Mr. Naughton. Under the combination method all of the costs of
ancillary services are put into a pool ; are they not ?

Mr. TiERNEY. Yes.
Mr. Naughton. Including the cost of the delivery room ?

Mr. TiERNEY. Yes, sir.

Mr. Naughton. All of the costs are figured up and divided pro-
portionately to the charges ?

Mr. TiERNEY. You figure the ratio of medicare charges to total
charges, there being generally no medicare charges for delivery room
charges.

Mr. Naughton. So if medicare patients were charged half of the
charges of the hospital, they would pay half of the costs of the de-
livery room under the combination method for ancillary services ?

Mr. TiERNEY. No; I don't think they would.
Mr. Naughton. If half of all ancillary charges
Mr. TiERNEY. There being no charges for the delivery room.
Mr. Naughton. Under the combination method, if medicare pa-

tients were charged 50 percent of the total ancillary charges, they
would pay 50 percent of the pool of costs for all ancillary services;
would they not?
Mr. TiERNEY. Yes; they would pay their proportionate ratio of

charges to cost.
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Mr. Naughton-. Wliich would include a share of the costs of the

delivery room.
Mr. TiERNEY. I want to make very sure what you are saying, Mr.

JSTaughton. Assuming the medicare patients have half of the ancillary

service charges, then they would be paying half of the costs.

Furthermore, it breaks down to this point : How closely related are

the charges for delivery room service to the cost of delivery room serv-

ice ? If they are actually related, if the charges cover the costs, and this

relationship is the same as that of other ancillary services to be appor-

tioned to medicare, then there is no portion of the costs to be appor-
tioned to medicare.
Mr. Naughton. I would grant the formula would work out at no

disadvantage to either party if the charges were exactly the amount
of costs.

Mr. TiERNEY. Rig'ht.

Mr. Natjghton. In most cases that is not true, is it?

Mr. TiERNEY. I don't know whether in most cases it is true. I think
traditionally it used to be true. For at least 10 years, the American
Hospital Association has been making a concerted effort to relate the
charges of every service in hospitals to the costs of those services. And
I think a great deal of progress has been made.
Mr. Naughton". In view of the limitations on time, suppose we get

away from the technicalities of the formula and talk about what some
people have said about it.

Mr. Brown. May I interrupt for a minute. Mr. Naughton, are you
using a precise term when you are talking about the various systems of
allocation ? Whose term is that ? Is it yours or the Government's ?

Mr. TiERNEY. It is our term, Mr. Brown. We have developed in the
course of these hearings that there are two basic reimbursement mecha-
nisms, which are available to institutions in an effort to ascertain the
costs of medicare patients. One we call the departmental method ; the
other we call the combination method. So when we speak of this com-
bination method, that is a terminology we have applied to a medicare
reimbursement procedure.

Mr. Brown. I have listened to this since I have come into the room
and I am still not sure I understand the answer to the question that I
hear Mr. Naughton trying to ask. Is a maternity ward allocated to the
cost of a medicare patient in a hospital ? I think that is a very simple
question.

Mr. TiERNEY. I am answering the question, Mr. Brown, that under
the combination method some portions of the delivery room costs, since
we do not break down all of the ancillary services of a hospital. X-ray,
laboratory

,
surgery, delivery room, everything else that is there depart-

ment by department, but rather lump the costs of those ancillary serv-
ices and then apply the ratio of medicare charges of these services
to total charges for these services it is possible that even though
there are no charges for delivery room services made to medicare and,
therefore, the ratio of charge to charge is lowered, that if the charges
made to nonmedicare patients for delivery room services do not cover
the full cost of delivery room services, then some portion of those costs
might appear in the total allocation of costs to medicare.
Mr. Brown. Mr. Chairman, I do not want to
Mr. Fountain. I think, Mr. Brown, if we could get Mr. Naughton
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to start giving any factual situations he may have in mind, it might

help get these questions answered.

Mr. Naughton. We had some previous testimony on the formula.

Mr. Brown. All right.

Mr. Fountain. He testified on this yesterday. We are trying to

clarify it now.
Mr. Naughton. Is it true in the fall of 1967 the New York Blue

Cross plan questioned the legality of the combination method because

it included the costs for private rooms, and to some extent,. delivery

room costs in the pool to be reimbursed by medicare ?

Mr. TiERNEY. Yes ; I think Mr. Ingram in New York raised a ques-

tion as to whether or not the combination method should be made
totally available as a mechanism for reimbursement.

Mr. Naughton. Is it true that in September 1967 your own Office

of General Counsel stated the inclusion of delivery room costs and
private room costs to be reimbursed by medicare was not legal in its

opinion ?

Mr. TiERNET. I think if you are trying to say, Mr. Naughton, that

a direct recognition of delivery room costs would not be appropriate

under medicare, the answer is "Yes," and the General Counsel did say

that.

I do not think the General Counsel ever, however, took the position

that this reimbursement mechanism was a totally inappropriate one.

You have so many variables, Mr. Naughton. For example, cataract sur-

gery is virtually a medicare benefit these days. There are relatively few
people under 65 with cataracts. So we are covering most of the cataracts

in the Nation.

Now, there is no differential in the surgery charge between medicare
patients and nornedicare patients, even though we have this high pro-

portion of medicare. So there you have an instance of where we are

probably not paying enough of the surgical costs.

So it is at best, sir, an effort to make an appropriate allocation be-

tween the costs the hospitals are incurring for medicare patients and
nonmedicare. And I think the fact that one element so distinctly

stands out as being a service that medicare patients would not use, if

you eliminate that one, and do not take any provision for the other
things that they do use and we do not allow any differentials in, we
wind up, in the overall, underpaying hospitals.

Now, I think what the Congress said is not that you are going to

pay every little single thing down to the end on every single patient

;

what it said is you will make an effort to pay this institution the costs

it has incurred in taking care of medicare beneficiaries. That is what
we think this method results in.

Mr. Naughton. Now, the Congress said two things, Mr. Tierney

:

It said you shall pay all costs. No. 1 ; and it said, No. 2, you shall pay
only those costs which are incurred or caused by medicare patients.

I think you are suggesting in effect that two wrongs will make a
right here, that if we have not paid all costs in other areas, by putting
in some of the delivery room costs, we can make it up to the hospitals.

Mr. Tierney. No, I am not suggesting that Mr. Naughton, I am
suggesting that after you have gone through all of the accounting
mechanisms in the world there still has to be some element of estimat-
ing, some element of judgment as to wliether or not you are paying a
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given institution the total costs it has incurred in providing care to

medicare beneficiaries.

We think that the combination method, while not as precise per-

haps as the full departmental, but nevertheless the only thing that
many hospitals are still able to accomplish, reasonably accomplishes
that intent.

Mr. Naughton. Who decides whether the combination method or the
departmental method is to be used ?

Mr. TiERNEY. You mean who makes the decision ?

Mr. Naughton. Who makes that determination ?

Mr. TiERNET. The hospital.

Mr. Naughtox. Do you know of instances in which hospitals have
figured it both ways and naturally picked the one which would get
them the most reimbursement ?

Mr. TiERNEY. Yes, sir.

Mr. Naughtox. Have you any idea of how much is involved in

those amounts ?

Mr. Fountain. If they are smart operators, I would imagine they
have all done that.

Mr. [N'aughton. Not quite all.

Mr. TiERXEY. I do not have a dollar figure on what the differential

might be.

Ml'. Nafghtox. Private room costs are also involved in the distinc-

tion between these two formulas, are they not, in that in the depart-
mental method, as I understand it, the costs of routine services, the
nursing service, board and room, are allocated on the basis of charges,

so that the charges for private rooms being higher, the patients in the
private rooms would pay a higher share of the costs, the patients in

wards, the charges being lower, would pick up a smaller share of the
costs? But in the combination method, all of the routine costs are

totaled, and the total number of patient days are divided into that to

figure out an average per diem and then in order to compute the

medicare reimbursement, you simply take the average per diem and
multiply it by the number of medicare patient days.

Mr. TiERXEY. You are right, Mr. Naughton. You take, of course,

not only the private room costs, but the semiprivate room costs, and
the ward costs, so that you have a cross section of all of the costs, some
being higher, some lower.

Mr. Naughtox. Yes ; and if you use the departmental method and
allocate costs in the same ratio as charges, then this will automatically
crank in a factor to take up the higher charges for the private rooms
and the lower charges for the wards ?

Mr. TiERXEY. It is not necessarily more accurate, Mr. Naughton. You
have to assume again that the charges being made are really related

to the costs. Quite the opposite is true. I do not think that the charges
are directly related, I mean the charges directly related to the costs of
a room. A A^ery high percentage of the costs of hospital care are

centered around what we term routine nursing services. Housekeeping,
administration, every element of overhead is largely centered around
the room charge.

Hospitals have for long periods of years not had in the room charge
probably as high a charge as they should ha^^e had to cover the actual

costs involved.
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So I do not think that I could agree with you that by using the

departmental method you come out with an absolutely more specific

mechanism of determining the actual cost of those services than you
do by the combination method.
Mr. Brown. Mr. Chairman, may I interrupt at this point again ?

Mr. Fountain. Yes.
Mr. Brown. I am sorry. I do not understand that statement at alL

It seems to me under the departmental method medicare would not

have any charge against the maternity ward, would it ?

Mr. TiERNEY. Under the departmental method there would be no
charge

;
no, sir. Under the combination method there is no charge. So

that there is no ratio of charge-to-charge applied to the maternity

costs.

Mr. Brov7n. jSTow, let me say it again, because maybe one of us does

not understand accounting. There w^ould be no charge against the

maternity ward under the departmental system because you do not

have any medicare patients using the maternity ward ?

Mr. TiERNEY. Under either system there would be no charge.

Mr. Brown. Apparently I do not understand the combination sys-

tem. As I understood that system, you put all of the charges for all

of the departments together and take the percentage of charge that

medicare is to the whole hospital cost, and everything is charged out

through all of the departments. On that basis, medicare would be

charged with the maternity ward ?

Mr. TiERNEY. There would be no charges
Mr. Brown. I am saying it backwards. The maternity ward costs

would be charged to medicare patients ?

Mr. TiERNEY. Mr. Brown, again the whole mechanism is what we
call the KCCAC. The ratio of charges to charges applied to cost. What
we tried to do is take the hospital charges to medicare, determine the

ratio of those charges to total charges to all patients and then apply
that ratio to total costs.

In either the departmental method or the combination method,
there would be no charges for delivery room services in the medicare
charge. So that, as I said to Mr. Naughton
Mr. Brown. Let me put it in as simple terms as I know how. There

w^ould be no payment by medicare patients for the cost of maintaining
a maternity ward under the departmental sj^stem ; is that right ?

Mr. TiERNEY. Well, you know I can never say an absolute no. But
it would be a more exact definition of medicare liability or medicare
assuming a portion of those costs.

Now, if the charges in a given institution for delivery room services

cover the cost of delivery room services to the same extent that other
ancillary charges cover the costs of ancillary services, then the result

is exactly the same under the combination method. The point Mr.
Naughton is making is if you assume that the charges for delivery

room services do not cover the full costs of the services, then some
portion of those costs may ultimately fall down into the total operat-

ing ancillary costs of the hospital against which the ultimate ratio of
medicare charges would be applied.

Mr. Brown. I understand that. But that seems to me to be a com-
mentary on the quality of cost accounting done by the hospital and
not on whether you use the combination or full departmental method.
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I run a small business, not as big as most hospitals, even small hospitals.

You can certainly separate out your administrative costs and your
other costs, and assign them to departments as every small business

does and wind up without medicare patients having to pay the cost

of the maternity ward or the administration of that maternity ward
or the heat, light, and power for that ward or anything else, I would
think, if you have any kind of sensible cost system at all.

Mr. TiERNEY. As I said, Mr. Brown, in the beginning, when medicare
started there was a rather appalling dearth of sensible cost accounting

systems in the hospitals of the Nation. They had not been required to

make this distinction between costs of various classifications and seg-

ments of people.

Even Blue Cross plans that paid on a cost basis, they paid costs

whether you were an infant or 90 years old, it was costs. Most of this

was paid on an average-per-diem basis.

Medicare represents the first effort in the history of third-party
payment in this country to delineate, define, specific costs for an indi-

vidual segment of a hospital population which started out of ne-

cessity with some hospitals using what we called a gross RCC
method, because they had no other way of approaching the problem.
We simply took the gross ratio of medicare charges to total charges

and applied it to costs. There was no other way to reimburse hospitals

in the beginning.
That we have eliminated. We then had an estimated method that

we eliminated.

It really is a question of how fast can you develop the capacity in

the system of the Nation to get down to a precise type of cost ac-

counting that you or I might find desirable ?

The other question is how much of this is worth doing in terms of
honest dollars ?

We are accused by the hospital field particularly of overauditing,
of being guilty of an overkill in cost accounting. Their greatest plea
is for a simplified method of approaching this thing.

It is a difficult problem for them and I think in some instances per-
haps we are trying to be too specific.

Accountants are in great demand, young accountants coming out of
school these days can get a job just about anywhere. And, frankly,
there are many hospitals, particularly smaller hospitals across the
whole face of the Nation—and the vast majority of hospitals in this

Nation are smaller hospitals—that simply haven't developed that kind
of accounting capacity.

Mr. Brown. It sems to me that in view of the list of horrible ex-

amples that seem to be available in this field, I hope some of those
young accountants find jobs in the hospital field.

Mr. Naughton. Mr. Tierney, you talk about the problems of ac-

counting systems.

You didn't restrict the use of the combination system to those hos-
pitals which did not have adequate accounting systems, in your judg-
ment, to use the departmental method ; did you ?

Mr. Tierney. No, we didn't, Mr. Naughton.
Mr. Naughton. Now, in 1967, after the General Counsel's Office

questioned the legality of inclusion of costs of private rooms and
delivery costs through the use of the combination method, is it true
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that a proposed intermediary letter was prepared, which would have
stopped this, but was not sent out ?

Mr. TiERNEY. I don't think that was in 1967, Mr. Naughton.
Mr. Naughton. The questioning was in 1967.
The letter would have been in 1968, 1 assume.
Mr. TiERNEY. No; I think a letter was prepared in 1969, which

suggested that at this stage of the game we should depart from this

and require and force all hospitals to go on a full departmental ac-
counting basis. It was at this point in time that the Secretary reached
a decision to eliminate this 2-percent factor which was supposed to be
the factor which offset our underpayment of what hospitals alleged
to be their total costs, and instructed us to undertake a total reevalua-
tion of the reimbursements mechanism which we are doing.
At that time the decision was made, therefore, not to suspend this

mechanism of reimbursement, but to go ahead and try to work out a
whole new way of reimbursement.
Mr. Naughton. Who made this decision ?

Mr. TiERNEY. I made the decision.

It had the approval of my superiors.

Mr. Naughton. Is it true that the Blue Cross Association in Chi-
cago, after the 1967 letter by your General Counsel questioning the
legality of this, recommended that its plans continue to use this

method, which includes the costs of delivery rooms ?

Mr. TiERNEY. Not only the Blue Cross Association of Chicago, but
the hospital systems of the Nation and all other intermediaries in-

volved, as well as members of my staff were very much concerned
that the elimination of this method under the existing circumstances,
would result in a substantial underpayment of hospital costs in the

country.

Until we found some other and more perfect mechanisms that could
be employed, that that would be the result and they made a strong,

took a very strong position in this regard.

Mr. Naughton. Are you familiar with a summary report on audits

of administrative costs incurred and benefits paid by fiscal intermedi-

aries, which was prepared by the HEW audit agency ? The date of the

letter of transmittal is February 5, 1970 ?

Mr. TiERNEY. I am.
Mr. Naughton. Are you familiar with the section of that report

in which the audit agency again questioned the legality of the com-
bination method ?

Mr. TiERNEY. I don't think the audit agency, however, says or pur-

ports to say—and I would be happy to be corrected, I don't have that

report before me
Mr. Naughton. Let me read the language into the record.

Mr. TiERNEY. I think I know the language you are referring to,

about the possibility of inclusion, through the combination method,

of delivery room care.

But, it does not reach the conclusion that by the use of that method,

we are overpaying hospitals or are paying hospitals more than the cost

of medicare services to medicare beneficiaries. And this, I think, was
the ultimate congressional mandate, that we pay the hospitals the costs

of care.
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This, as I said before, is in our mind a legitimate estimate of how to
go about paying the costs of care.

Mr. Natjghton. Well, if the Congress wanted you to pay the cost
of delivery rooms, why didn't the Congress say you are welcome to
place the costs of delivery rooms in the costs paid by the medicare
program, so long as you don't pay too much money ?

In other words, put in any kind of bill you want, just make it fair.
Mr. TiEKNEY. Congress didn't get into that specificity, obviously.
Mr. JSTaijghton. Let me read what the audit agency said on Febru-

ary 5 of this year. I am quoting from their report : "A large proportion
of hospitals are computing their medicare costs by the combination
method simply because this method produces a greater, though less
accurate, reimbursement than does the departmental methoi Most
importantly, the combination method of cost apportionment permits
a hospital to be reimbursed for costs applicable to private room accom-
modations and to delivery rooms. Each of these types of costs appears
to be specifically excluded from reasonable costs as defined in the
medicare law.

"While the total dollar effect nationwide of the inchasion of private
room costs in hospital reimbursement is not available, information
developed by one intermediary shows that for the largest cost hos-
pitals"—and this is for one hospital—"these costs can range as high as

$1 million annually.*'

That is the cost for one hospital, the extra amount paid by medicare.
Now, are you aware of any other studies or statistics that have been

made that might give some idea of how much more the medicare pro-
gram is paying because you are allowing the use of the combination
method ?

Mr. TiERNEY. Mr. Naughton, no, I am not aware of it.

I would like to call your attention to the provisions of the law with
regard to reasonable costs. You quoted the section which said

Mr. IN'aughton. I quoted the opinion of your HEW auditing agency.

Mr. TiERNEY. Earlier you quoted the section of the law which said

medicare would attempt to make payments for their beneficiaries so

their costs would not be share by the general public and vice versa.

In Section 1861 (V) (1) of the law, the Congress gave the Secretary

the right to establish regulations in this regard and directives.

It said in this effort to determine the reasonableness of costs

:

The regulations may provide for the determination of the cost of service on
a per diem, a per unit, a per capita, or other basis

;
may provide for using different

methods in different circumstances
;
may provide for the use of estimates of costs

of particular items of services ; and may provide for the use of a charge or a
percentage charge where this method reasonably reflects the costs.

It seems to me it is quite clear there that the Congress was not saying
that you are going to go right down the line of every single ser-^ace

that a hospital renders to every single old patient and cost it out. It

said you are going to make the best efforts you can to come up with a
mechanism which will carry out this intent of the law, whether through
estimates, whether through an evaluation of charge data, through
whatever mechanism the Secretary finds appropriate.

I think we can argue endlessly about whether or not the inclusion

or exclusion of a single item of service in a total hospital operation
should or should not be included. But I think the ultimate goal, as I
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said before, is a mechanism which meets the intent of this law to pay
the reasonable cost of the total care provided to medicare beneficiaries

by that institution.

Mr. Naughton. Of course, the audit agency figures on one hospital

alone indicate that the combination method results in a cost to medicare

of $1 million a year more than the departmental method would have
produced.
Mr. TiERNEY. I do not think the audit agency concludes from that

that what has been paid the hospital exceeds the reasonable cost of the

hospital.

Mr. Naughton. The difference is $1 million.

Mr. TiERNEY. Mr. Naughton, I might state to you there is practically

no additional cost in a private room. When you go to a hospital and
get a private room you pay more, but there is very little differential

between actual cost of operating a two-bed room or a private room.

You can get into the niceties of allocating square footage by bed and
whatnot. But it is virtually impossible to pin down unless you have
some very arbitrary rules. You simply take the ratio of charge and as-

sume the hospital sets its charges appropriately and therefore that

represents the difference in cost, the difference in the cost of having
one patient in a room and the cost of having two patients in a room. It

just is not that simple an approach.
Mr. Fountain. Mr. Naughton, you did not read all of that section

of the HEW audit report. Give the record the benefit of their response.

Mr. Naughton. All right.

Continuing on the next page—I did not read quite all of this recom-
mendation by the audit agency

:

In commenting on our recommendation that steps be taken to have the combi-
nation method of cost apportionment deleted from the code of federal regaila-

tions, the Social Security Administration stated that it is not possible to make a
decision on eliminating or modifying the combination method until a current
study of the whole area of medicare reimbursement is completed.
We do not concur with SSA's position on this matter and believe that prompt

action should be taken to discontinue the payment of costs that are not allowable
charges to the program.

Mr. Fountain. Do you have any further comment, Mr. Tierney ?

Mr. TiERNEY. Only to point out, Mr. Chairman, as Mr. Naughton
did, that this is a report of the audit agency which was submitted on
February 13 and we quite obviously will take cognizance of their

recommendations.
We hope very much, in line with the entire questioning and testi-

mony of yesterday, that we are going to get off of this whole idea of
retroactive cost reimbursement, because I do not think it will ever be
a satisfactory mechanism and 5 years from now you and I would be
arguing about whether or not one method of reimbursement was better

than another.

We think it is appropriate, in the meantime, to go ahead with what
we have, because we feel that in the overall we are not meeting the total

hospital costs, particularly since the elimination of the 2 percent
factor.

Mr. Naughton. And you are not concerned about the fact that your
general counsel's office said this is not legal and that the HEW audit
agency has questioned the legality ?

48-611—70—pt. 1 4
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Mr. TiERNEY. We are concerned about tlie fact, but we have never
been confronted by an allegation that what is happening here is result-

ing in the payment of unreasonable costs.

Mr. Naughton. You are aware, of course, that if a Grovernment
agency makes payments that are not authorized by law, that those

payments can be recovered ?

Mr. TiERNEY. Yes.
Mr. Naughton. In fact they must be recovered.
Now, going back to the difference applicable to the delivery room

components of the combination method, did your people at any time
attempt to check over those cost reports that were coming in, where
they actually had enough information to use the departmental method,
but picked the combination method, presumably because it would get

them a higher reimbursement ?

Mr. TiERNEY. We have, Mr. Naughton, as you well know, a hospital

cost analysis section in the Division of Reimbursement which is con-

stantly analyzing the hospital costs as they come in in an effort to

develop statistical comparability data. I assume that those studies

have been made.
Mr. Naughton. Were they ever communicated to you ? Do you have

anybody here that can tell us whether a study has been made and what
it showed?
Mr. TiERNEY. As you know, Mr. Naughton, the very basic distinc-

tion here between the two methods, that is, under the one you have
charges by department ; under the other you have charges in total. So
without the availability of charges by department, you cannot make
this study.

Mr. Naughton. Many of the cost reports that were filed actually

contained data by department—the hospitals figured it both ways and
then took the method that would get them the most reimbursement.
The General Accounting Office personnel in Baltimore analyzed 54
costs reports on which there was sufficient data to figure the costs both
ways, and each of these hospitals had used the combination method.
The General Accounting Office personnel refigured these from the

data that was right on the cost report by the departmental method
and the difference for 54 hospitals was $784,146. In other words, for

54 hospitals, according to the computations made by GAO, the cost

reimbursement paid to the hospitals by medicare was $784,146 more
than it would have been had you required that the departmental
method be used.

Now, if you get $784,000 from just 54 hospitals, about how many
hospitals do you have using the combination method ?

Mr. TiERNEY. I am sure we have that figure.

Mr. Fountain. Of course, it is optional for the hospitals to use
whichever plan they want, isn't it ?

Mr. Naughton. Certainly.

Mr. TiERNEY. We have under the combination method 1,166 hos-

pitals, Mr. Naughton. I would point out, as the chairman mentioned,
these hospitals have this option under the regulation. They are not
foreclosed from using the combination method.
Mr. Naughton. Of course, if the regulation is contrary to the law,

they do not really have that option, do they? At least they do not
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have the option of putting delivery room costs in to be reimbursed by
medicare.
Mr. TiERNETT. Mr. Naughton
Mr. Naughton. Or if they do have the option of putting it in, you do

not have the option of paying it.

Mr. TiERNEY. Oh, I think we do, sir.

Mr. Naughton. But your general counsel's office and your audit

agency question it.

Mr. TiERNEY. The general counsel's office has questioned, as does the

audit agency, whether or not this is an appropriate reimbursement
mechanism. It has never questioned whether or not it actually repre-

sents an over or underpayment of the reasonable costs of medicare
beneficiaries, which is after all what we are after.

Mr. Naughton. I might mention that the figure that I gave you, the

$784,000, is for 6 months, not for a full year.

Mr. Brown. May I ask, as long as he gave the figure for combination
accounting method, could you give me the figure on the full depart-

mental method of reimbursement ?

Mr. TiERNEY. This was an analysis of some reports submitted for

the first cycle of audited cost reports, Mr. Brown. Those using the de-

partmental RCC, there were 201, or 8.2 percent; the combination with
cost finding, which is the method that Mr. Naughton has been dis-

cussing with me, 1,087 or 44 percent; the combination with the esti-

mated percentage mechanism, which was available in the beginning,

which is no longer available, were 1,166, or 47.2 percent ; and the num-
ber using the gross ROC, which again was available in the beginning
but no longer, was 15, or .6 percent.

Mr. Brown. Thank you.
Mr. Fountain. Mr. Tiemey, it seems to me the basic question which

might be posed as a result of this information is if the departmental
method is the more accurate, certainly in those cases where the hos-

pitals can use it—and in these instances they used both—then the
question is why not follow or make mandatory that method.

I am not expressing an opinion on it, but I am raising the question

for any response you might have to it.

Mr. TiERNEY. Mr. Fountain, my only answer to you, sir, would be
that while it may be deemed, from an accounting point of view, more
accurate, I do not think it represents an absolute guaranty that what
we are paying is the full cost of medicare services to beneficiaries.

Now, you can get accountants who say, well, that is the most ac-

curate accounting method. You are faced, however, in this Nation
with 7,000 institutions whose current and unanimous position is that
even under that method and even under the combination method we
are not meeting the costs of hospital services to medicare beneficiaries.

I do not think, Mr. Chairman, that you solve that basic problem hj
specifying accounting procedures. There have to be some further judg-
mental factors brought into the picture.

Mr. Fountain. Of course you are taking into account some intangi-
bles for which hospitals may be entitled to compensation, which you
feel they may not be adequately paid for, but isn't it the responsibility

of the hospitals to satisfy you about those costs, so you can take that
into account in the consideration of a new formula ?
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From your point of view in determining the costs, as to what should

be paid, particularly in view of the increasing cost of hospital care

and medical care, would it not be desirable to determine the most ac-

curate method which would reflect the amount which you should pay
consistent with the requirements of the law ?

Mr, TiERNEY. Yes; I agree with you, sir. That was the 2-percent

allowance that we discussed earlier was deleted from the regulations.

What we have tried to do there is make an intense statistical analy-

sis and survey of the actual cost differentials involved in routine nurs-

ing services for aged people, as opposed to others. This, some studies

have been made on, and we think we may come up with a figure that

will represent that.

The other areas tliat I spoke about, Mr. Chairman, where the asser-

tion is made, and it is very difficult to prove, that older people not only

in routine nursing service, but throughout the hospital, cost more to

take care of, we simply don't have sound data to operate on.

Now we could take the position that until you prove it, we just deny
it. I think intuition and logic tells you that would be an arbitrary

position that would result in our underpayment of costs to the

hospitals.

I really think, as I have said before, the ultimate solution lies in

a different approach.
Mr. Fountain. I quite agree with you, and I agree with their con-

tention. I think the facts of life are such that it would cost more, take
more time to care for the elderly patients. I have a sister who is totally

paralyzed—totally except for one side—and she can't walk. They just

recently had to take her from a nursing home over to a hospital and
it took them quite a while to get her on the X-ray table. I am sure

they spent four or five times as much time with her as they would with
an average individual.

Mr. TiERNEY. That is the point, Mr. Fountain. We didn't allow that
hospital to charge a penny differential between taking care of her
and someone else.

Mr. Fountain. I understand that.

But it seems to me you are engaging in a speculative approach when
you attempt to pay for that in a general way, without some specific

formula. That is why I think it is extremely important that you con-
tinue this process of trying to find a more accurate manner of being
fair to the hospitals and at the same time being fair to the medicare
program.

Mr. TiERNEY. I totally agree with you, sir. There has been no seg-

ment of our total operations that we have spent more time and effort

on in the last 8 months.
Mr. Naughton. You do have solid data on the number of medicare

patients who use the delivery room, or don't use it ? There is no ques-
tion about that, is there ? That is no great accounting problem ?

Mr. TiERNEY. I think we could develop that data, Mr. IS^aughton.

Mr. Fountain. Any other questions in this area ?

Mr. Brown. I would like to ask a question on the philosophy of the
Social Security Administration with reference to this whole problem.
Are you thinking in terms of assisting hospitals with their increas-

ing costs when you pay for medicare patients, or are you thinking in
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terms of paying what the Federal Government is responsible for, the

cost of caring for those medicare patients?

I want to be sure that we are working from the same philosophical

base.

Mr. TiERNEY. Mr. Brown, there is no question about the basic phi-

losophy of the Social Security Administration or the Department in

this case, or in this program, and that is that medicare was a program
designed to cover the costs of health care of the aged. It wasn't de-

signed to help assist hospitals with their financial problems, nor doc-

tors, nor providers, nor nursing homes, nor anybody else.

Our interest is in the beneficiary, and in as fully as possible carrying

out the intent that the reasonable cost of their care be covered.

Is"ow hospitals make great assertions that it should be a part of this

program to make contributions to their capital needs—their capital

needs are very great. The hospital system in this country is badly

underfinanced.

Our position is, that is fine, but that is not for the aged to take care.

Mr. Brown. I would suggest the Federal Government is also taking

care of that problem. I sit on another committee in the Congress which
has that as its primary responsibility. Interstate and Foreign Com-
merce. We have jurisdiction over many and various programs de-

signed to assist the development of hospitals—modernization, the

planning of them, the innovation of the hospital design, a lot of things

like that, which are entirely different, I would think, from your re-

sponsibility to the law as passed by the Congress, to pay the reasonable

costs of these patients.

Mr. TiERNEY. That is right, sir.

Mr. Brown. Let me ask you. this : Do you think it should be neces-

sary for the law to have written into it the accounting procedures
which should be used to determine what those reasonable costs are?

In other words, is the language "reasonable costs" insufficient to

provide you the opportunity to successfully administer this program
in the interests of the economy and efficiency of the Government?
Mr. Tierney. I think it would be a mistake, Mr. Brown, to try to

write into the law a specific accounting or reimbursement mechanism
which would be applied to every hospital in the Nation, large, small,

teaching, nonteaching, religious, or anything else.

Mr. Brown. I agree with you.

Mr. Tierney. I do agree with you sir, that the term reasonableness
whether it is in this program or any other context, is always a subject

of debate. But I think the law has given the Secretary authority to

either, on a per diem basis, per capita basis, an estimate basis, ratio

of charge basis, or on an acceptable accounting basis to do the very
best job that is possible, of estimating the reasonable cost of care to

medicare beneficiaries.

I don't know how much more specific the Congress can get than
that. I don't think an accounting or reimbursement procedure should
be structured in the law.

Mr. Brown. Whose responsibility, within the Department of
Health, Education, and Welfare, down through the Social Security
Administration, is it, do you feel, to develop the formula or formulae
which would be applied to determine what those reasonable costs

are?
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Mr. TlERNEY. Well, the chain of command in the administration of

the program, sir, is the Bureau of Health Insurance, of which I am the

Director, in charge of the operation and administration of the

program, and of making these judgments.
Obviously the ultimate authority over the program lies in the

Office of the Secretary. Eegulations which are promulgated are prom-
ulgated in his name. I am not trying to pass on responsibility, but
quite obviously that is the way the command operates.

Mr. Brown. I think your answer is appropriate.
Should there be varying formulae for different circumstances, or

should there be a principle of hospital cost allocations with regard to

medicare patients that is applicable in some broad way to all hospitals

which handle medicare patients ?

Mr. TiERNET. We had a discussion yesterday, Mr. Brown, about the

desirability of getting off of retroactive cost reimbursements and on
to a prospective establishment of a target rate which would eliminate

all of the niceties of retroactive adjustments
Mr. Brown. But we aren't there yet. That is not what I am asking.

I am asking, under the present system, which is retroactive, whether
there should be different formulae, either applied by you or utilized by
the hospitals, at their discretion to permit them to test the cost of
caring for their patients as to the reasonableness in various ways ?

Mr. TiERNEY. I think, ^Ir. Chairman, we have put out a series of
principles of reimbursement. These have been put forth ultimately

in the form of regulations.

Obviously you have a tremendous spectrum of institutions in the
hospital system of this Nation, ranging from the very large medical
school-oriented hospital where you have an absolutely different scope

of service than from the little hospital in the rural area.

I don't know, sir, that we have had experience enough to date to

know whether or not you should apply the same absolute criteria to
both. I think if you can approach things on prospective basis and estab-

lish what the scope of service is, what does the community need and
therefore what is reasonable to pay, possibly you can make those

differentials.

At the moment we are trying to apply common principles to every
single institution in the Nation, and that is an administrative problem,
frankly.

^Ir. Brown. Not a question, but an observation : It seems to me then
that is the purpose of these hearings to determine what is reasonable in

these reasonable costs, and to get some kinds of a formula which you
can use in either retrospective application as to whether or not the

hospital has charged a reasonable cost, or in prospective application to

what those costs should be, or how those costs should be allocated and
tested in the future when you go back and audit what you have
permitted in advance for medicare patients.

I wonder in either case, whether the hospital should be in a position

to apply its own accounting formula to serve whatever its own pur-
poses are.

I grant that hospitals are wonderful institutions, interested in the

care of their patients and the service to the community and so forth
and so on. But I don't doubt also that there may be some hospital

administrators, even nonprofit hispital administrators, who would
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like to load it on the Government and let the patient get by with
somewhat less that his share of cost if he is going to have to pay for it

out of his own pocket.
Mr. Fountain. Dr. Goldberg, who is presently studying another

facet of the health problem, has a question.

Dr. Goldberg. Mr. Tierney, is it your thinking that hospitals in
general have not developed their financial management and their

accounting systems to the point where one could compare them favor-
ably to efficient corporations in the private sector ?

Mr. Tierney. You are asking me for a judgment, and I don't mean
to make a blanket indictment, but I think it is fair to say that because
there has been no reason in the past for the hospitals, prior to medicare,
that they probably devoted much less effort to the niceties of cost
accounting than to business generally. Medicare was the first program
that ever came along that said to a hospital, from now on, instead of
being paid on an average per diem on some other basis, you are going
to have to start to try to allocate out in a more refined maner the cost
in your institution, and apply it to these people.
So I think it is a fair judgment and I don't think it is an indictment

of the hospitals that they have not had that capacity in the past.

Dr. Goldberg. I quite agree with you.
I hadn't intended the question to be critical in nature or tone. I

simply wanted to ascertain whether this was the thrust of what you
had been saying earlier.

Now, in the same connection, are there substantial differences in

capabilities between hospitals? Have some hospitals developed very
effective accounting systems that reflect quite accurately the actual

costs of providing services for classes of patients ?

Mr. Tierney. There are a number of undertakings in the country,

Dr. Goldberg, which you are undoubtedly familiar with, the CASH
program in California, the HAS program in the Midwest, where there

has been a great effort to develop common cost accounting procedures
for participating hospitals and data which theoretically brings about
ultimately a basis upon which comparability studies can be made.

I think this is a developing thing,, and I am quite sure, sir, that there

are institutions that do a much more adequate job than others. I fiiid

it difficult, without going back and making a further survey, to iden-

tify them for you.

Dr. Goldberg. I would not want you to identify particular insti-

tutions. What I am asking you to respond to is simply whether from
your own knowledge you could say there are a group of hospitals in

this country that have very accurate cost accounting systems.

I will mention one hospital, not that I am personally familiar with
it, but that I have heard referred to many times as being a very effi-

cient institution in its financial capabilities—Massachusetts General

Hospital.

Mr. Tierney. I know Massachusetts General has that reputation.

Nevertheless, we have a number of problems in dealing with Massa-

chusetts General, quite separate and apart from their accounting ca-

pacities, because of other reasons or provisions in the law that we have

not been talking about here. But I think I would agree with you that

Massachusetts General has done a good thing.

Interestingly enough Massachusetts General has approached us on
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the basis of talking about an all inclusive rate. Forget the whole busi-

ness of breaking down services and breaking down departments and
breaking down costs. Let's have an all-inclusive rate situation, which

as you may know, Doctor, was a situation that prevailed largely 35

years ago in the hospital and from which they gradually departed

into this charge system.

So when you say do they have a very effective cost acc<)unting sys-

tem, yes, but their philosophy is that over the long range in the future

perhaps hospital care should be financed not through that kind of a

cost accounting system, but by the establishment of an all inclusive

rate.

Dr. Goldberg. I recognize the merit of what you are saying, and
I think it buttresses the fact that in every similar situation there is

somewhat an adversary relationship between the payor and the payee,

whether it be in the grant or contract area or in an operation such as

yours. The person on the receiving end will always have differing

opinions and attitudes and want more. This is the nature of the game.
I think the part of this series of questions that interests me most is

this: If I understood correctly the thrust of what you were saying
earlier, as between the departmental method of accounting and the

combination method, the former produces more accurate results,

assuming that it is being done well within the institution. '

Is that a correct statement ?

Mr. TiERNEY. Yes, sir, that is correct, assuming it is being well done
and, assuming as I am sure you mean in saying, that it is well done that
the charges reasonably are related to and reflect the costs.

Dr. Goldberg. Which a good postaudit would disclose.

Mr. TiERNEY. An exhaustive postaudit, yes, sir.

Dr. Goldberg. Yes. Earlier Mr. Naughton made reference to a

study, I believe it was a GAO study, which identified 50-some-odd
hospitals which had computed their costs both ways.

Obviously they had the capability of using the more accurate de-

partmental accounting method.
These hospitals found that the combination system provided them

with the largest return and they so claimed.

Under those circumstances, what is the justification of your allowing
those hospitals to take the higher figure? Is this in the nature of an
offset because of the elimination of the 2 percent factor? Is that

your philosophy ?

Mr. Tierney. Xo, sir.

As I traced the development of this whole reimbursement mecha-
nism from the beginning, we started out with four permissible opera-
tions. We have sliced off one and we have sliced off the ultimate here,

Doctor, is a matter of time. We are now engaged in an effort to very
soon develop a whole new approach and we have not seen fit to date

to slice off still a third and leave the hospitals of the Nation with only
one mechanism by which they can claim reimbursement.

Dr. Goldberg. I am not asking that. I am trying to ascertain why, in

circumstances where you know the hospital has the capacity, indeed

has gone through the paper work of doing a departmental audit, you
would not insist that reimbursement be made on that basis, rather

than on the basis of a combination method which provides a higher

figure ?
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Mr. TiERNEY. I suppose the alternative always would lie with the

hospital, Doctor. They simply would give up the cost accounting sys-

tem they had and use the combination method as long as it is available.

We are not in a position, Doctor, to prescribe accounting systems for

hospitals. All we can insist upon is that they file cost reports in ac-

cordance with our regulations and that they have the data that we
can audit and substantiate. But we are not in a position to tell any
hospital "You will use such and such an accounting system."

Dr. Goldberg. I appreciate that. Just one final question.

Do you require that the hospitals receiving payments under medi-
care apply the method they use for reimbursement from you consist-

ently for all purposes, or do you allow them to use more than one
method ?

Mr. Tierney. Well, I don't know that I understand your question.

They obviously are allowed to do anything they want, to charge people
who are not covered by third party payment of some sort. They have
another method of being reimbursed by whatever local Blue Cross
plan they are in.

Now the cost figures, the basic data, are all the same. But they don't

have to accept reimbursement from Blue Cross on the same basis they
accept it from us.

The General Accounting Office made a study, I guess it was a year
or two ago, of whether or not medicare was paying more than the

local Blue Cross plan was paying in 10 selected areas around the

country and it found that in nine of the areas the local Blue Cross plan
was pajdng more, on an average per diem basis, than medicare; in

one medicare was paying more than Blue Cross on that basis.

Now some of the plans were paying charges while others were pay-
ing cost. But as you well know. Doctor, the term "cost" is meaning-
less unless you know what is included in the cost.

Dr. Goldberg. Yes. I appreciate that.

Mr. Tlerney. I am trying to answer your question. There is this

requirement, they can't have a different charge schedule for medicare
than they have for all of the other patients, because that is an integral

part of the ultimate determination of the cost of medicare. So they
have to charge everybody the same.

Dr. Goldberg. But they can obtain reimbursement from Blue Cross
or some other third party payor under the departmental method
and they can turn around, after having made that kind of computa-
tion, and receive payment from medicare under the combination
method ?

You don't say, like Internal Kevenue, that the institution has a choice
of cash or accrual accounting, can be on a calendar or fiscal year basis,

and so forth, but has to be consistent from one year to the next.

Mr. Tierney. They have to be consistent from one year to the next
with us unless within certain time limits they obtain permission from
the intermediary to change. But what they do with other third party
payers, we have no way of knowing.

Dr. Goldberg. I am just expressing a personal opinion. I come away
with the very distinct impression that, under the circumstances, where
you know a group of hospitals not only have the capacity but are, in

fact, on a departmental accounting basis and you permit tliem to obtain
a higher reimbursement by calculating costs another way, you, in
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effect, are giving them a bonus. And while under your regulations this

is a permissible arrangement, there is no denying that, I think the
crux of the matter is whether tliis ought to be permissible—whether
this is an accurate reflection of true costs.

We spoke earlier about various intangibles that might not get re-

flected in costs. I don't question that this would be true in hospitals

with unsophisticated or less sophisticated methods.
But when you are dealing with hospitals that have highly devel-

oped systems, I can't personally see any rational basis for saying:
"Take a choice, fellows ; after you have done very accurate accounting,
we will allow you to claim a higher figure through a less accurate
method."
Mr. TiERNET. I think I have restated our position. Doctor. And you

don't agree with us.

Dr. Goldberg. That is right. In your earlier testimony, you made
simultaneous reference, and I was trying to ascertain whether the two
things had a causal relationship, to allowing hospitals to choose the
combination or the departmental method and the elimination of the
2-percent factor. Whether you intended it that way or not, I came
away with the distinct impression that you were trying to soften the
blow to the hospitals.

Mr. Tierney. I think not at all. Doctor, and I would welcome the
opportunity to correct that impression if that was the impression I
left with you.
At the time that the decision was pending as to whether or not the

time had come to modify the combination method, there was an elimi-

nation of the 2-percent factor, which was supposed to cover all of these
unidentifiable but, nevertheless, recognized cost differentials. And we
were then under a mandate to develop a new mechanism.
Whether you say soften the blow or not, I don't think that was the

motivation. The motivation was that there had been in the regulations

a mechanism wliich was designed to cover the unidentified costs for

the aged. It has not been modified and we were going to try to get a
new formula. It did not seem appropriate at that time to make further
changes in the regulations.

Dr. Goldberg. Thank you.
Thank you, Mr. Chairman.
Mr. Fountain. We just had a second call for a quorum. In the hope

of at least getting another section we would like to ask some questions
about health and safety standards.

The committee will take a recess for 15 minutes and hope we can re-

turn and get in at least another 45 minutes, if that is satisfactory to

you.

The committee stands recessed until 11.50.

(Short recess.)

Mr. Fountain. The committee will come to order.

Mr. Tierney, I would like to ask some questions now in the area of
health and safety standards.

Mr. Tierney. Yes, sir.

Mr. Fountain. Before being approved for the medicare program,
are extended care facilities required to meet minimum standards for
health and safety ?
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Mr. TiERNET. Yes, sir
;
they are. We have conditions of participation

as we call them, for all institutional participants, and as I think I told

you in our original testimony, Mr. Chairman, the State agencies, the

State health departments of the Nation, conduct the surveys under

agreements with the Secretary.

They go into the facility, they inspect it, and they certify it as meet-

ing the requirements not only of the State law, of licensure, of course,

but also the requirements of the medicare regulations. That is how they

become certified.

Mr. Fountain. So I assume you would agree that an adequate num-
ber and quality of nursing personnel is essential if an extended care

facility is to provide adequate health care?

Mr. TiERNEY. Yes, sir ; that is one of our conditions of participation.

Mr. Fountain. Is it true that the conditions of participation re-

quire that an ECF must have a registered nurse in charge of at least

one 8-hour shift out of each 24 and there must be either a registered

nurse or a licensed practical nurse in charge of the other two shifts ?

Mr. TiERNEY. Yes, sir.

Mr. Fountain. Is there any specific requirement as to the maximum
number of patients one nurse can serve ?

Mr. TiERNEY. No, sir. We have not established what you would call

a nurse-patient ratio. This is a very difiicult thing to do, Mr. Fountain.

It depends entirely on such factors as patient mix and their needs, the

physical layout of the facility, the functions assigned to the nursing
service and the patient care policies of the facility.

In the development of our criteria or our conditions for participa-

tion, I think I also told you on Tuesday we had a major input, major
consultation with the Public Health Service, and with such organiza-

tions as the American Nursing Association and other qualified experts

in the field.

They recommended strongly against the establishments of any pre-

cise patient-nurse ratio on the grounds that among other things when
you set minimums, they tend to become maximums. Only within the
past few months the Public Health Service reiterated that nurse-
patient ratios not be established as a requirement for medicare
participation.

They felt in their professional judgment that it was not, it would not
be good judgment to try to establish any kind of a minimum nurse-
patient ratio. So we do not have that, sir.

Mr. Fountain. I appreciate the merit of that contention. And yet
insofar as any specific requirement of the conditions of participation,

you could have two or 300 patients in an ECF served by only one nurse
;

could you not? Or could you?
Mr. TiERNEY. I suppose you could for a very short time, Mr. Foun-

tain. On a given night, if everybody did not show up, that might hap-
pen. But our basic requirement is that there be adequate nursing
personnel on hand and we would not tolerate any such situation as that.

Mr. Fountain. Maybe that is an extreme example. But you could
have in many instances twice as many patients, I guess, served by the
same number of nurses in one institution as in another.
Mr. TiERNEY. Our condition of participation in this area. Mr. Foun-

tain, reads that "the institution must provide 24-hour nursing service



56

which is sufficient to meet nursing needs in accordance with the policies

developed" in paragraph 2, "and has at least one registered profes-

sional nurse employed full time." That is not only the regulation, but
it is a part of the law.

Mr. Fountain. Are any spot checks made to determine whether or

not they do have adequate nursing at the institution?

Mr. TiERNEY. Yes, sir. Checks are made routinely by not only the

State health department, which as I have indicated, is the carrying
agency, but by intermediaries, by people from our own regional offices,

and by some visits that we made from the central office.

Mr. Fountain. Who has the responsibility for inspecting ECF's
to determine whether or not they are in compliance with the conditions
of participation ?

Mr, TiERNEY. The State health department in each State.

INIr. Fountain. You rely upon them ?

Mr. TiERNEY. Yes, sir. The law specifies that the Secretary shall

contract with the State health agency or other appropriate State
agency for these purposes.
Mr. Fountain. Mr. Naughton.
Mr. Naughton. Mr. Tierney, I am not sure I follow the logic behind

your statement that when you have a minimum ratio that the minimum
tends to become the maximum. Could you not require adequate nursing
service and provide specifically that unless you have at least one nurse
for every 50 patients or 40 patients, or whatever a desirable minimum
is, it shall not be considered adequate ?

In other words, you have to have this ratio or you are automatically
not adequate. But you may not be adequate even if you have that, de-

pending on the type of patients you are taking care of and so forth if

you are clearly not rendering the service that should be rendered?
Mr. TiERNEY. Well, you certainly could do that, Mr. Naughton. I

tliink the real test of whether or not staffing is sufficient is the verifica-

tion that restorative nursing is being provided in accordance with our
regulations and that the amount of skilled nursing care required for
a viable and safe protective environment is maintained.

I can only tell you again, sir, that the Public Health Service, and
national professional nurse organizations, were very specific in recom-
mending against setting any such ratios, because they thought it

would be wasteful in many situations where that kind of a level was
not required and would tend to, as I say, become a maximum. You
might get other judgments from other people. But these are people
who have vast experience.
Mr. N'aughton. Do you have correspondence from the agencies you

mentioned that you could supply to us indicating their opposition to

minimum standards ?

Mr. TiERNEY. I will have to find out whether that is in the form of
correspondence.
Mr. N'aughton. Do you also have communications from others who

strongly urged you put into effect a minimum ratio ?

Mr. TiERNEY. I am not aware of any such correspondence.
Mr. Naughton. Would you supply those also, if you have any?
(The following information was later supplied :)
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The only correspondence on nnrse-patient ratios in extended care facilities

was from tlie American Nurses' Association. The organization's enclosure to the

letter dated April 18, 1967, stated that it does not recommend any specific formula,

ratio, or numerical concept. 'The letter and enclosure follow.

American Nurses' Association, Inc.,

New York, N.Y., April 18, 1967.

Commissioner Robert M. Ball,
Social Security Administration,
Department of Health, Education, and Welfare,
Baltimore, Md.
Dear Commissioner Ball : I am pleased to enclose the statement on nursing

staff requirements for inpatient health care services which wJas recently prepared
by the ANA Committee on Nursing Services and the staff of the Nursing Services

Department. This statement suggests a recommended approach for determining
nurse staff requiremehts for inpatient health care facilities. It is based on the

ANA Standards for Orglanized Nursing Services and outlines the factors affecting

staffing which must be taken into consideration in determining needs for

individual units and institutions.

It is hoped that those nurses who are responsible for determining and support-
ing staffing requirements will find this statement of assistance in evaluating their

present patterns and stimulate study and research in the development of new
types of staffing plans. It is recognized that the standards related to staffing

represent a goal to be achieved for many departments which are faced with
serious shortages of nursing personnel. This statement then might be used also

as a discussion point to support the effort of the staff to improve utilization of all

personnel by appropriate delegation and assumption of functions throughout the
instituition.

Additional copies of this statement are availahle upon request at no cost from
the ANA Order Department.
We are pleased that the American Journal of Nursing Co. is planning to

publish the statement in an early issue.

Permission to reproduce the attached statement is granted when full credit

is given to the American Nurses' Association in the reproductions.
Comments and suggestions about how this statement can be improved when

revised will be gratefully received.

Sincerely yours,
Pauline M. Fahey, R.N.,

Assistant Director, Nursing Services Department.

Statement on Nursing Staff Requirements for Inpatient Health Care
Services

introduction

What is the number of nursing personnel required to provide "adequate"
nursing care? How many nurses are needed to staff a 150-bed hospital? What is

a desirable ratio between registered nurses and auxiliary personnel? These and
similar questions are raised daily as health care administrators, nursing service
administrators, Government agencies, and community health leaders seek specific

recommendations on numbers or ratios of nursing personnel needed to staff

health care facilities.

The American Nurses' Association does not recommend any specific formula,
ratio, or numerical concept which could be applied generally to any inpatient
health care facility because of the multitude of factors which must be taken
into consideration for each situation in determining staffing needs. The associa-
tion does recommend that the director of nursing and her staff develop individual
staffing patterns for each patient care unit or department taking into considera-
tion "Standards for Organized Nursing Services" ^ but specifically standard No. 6
and four of its assessment factors, which say :

"The nursing department promotes safe and therapeutically effective nurs-
ing care through implementation of established standards of nursing
practice."

1 Standards for Organised Nursing Services, American Nurses' Association Code No.
NS 2.
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(a) "Registered nurses review and revise nursing care programs as
necessary."

(&) "A registered nurse plans, supervises, and evaluates the nursing care
of each patient."

(/) "A registered nurse assigns the nursing care of each patient according
to the needs of the patient and the preparation and competence of available
stafe."

(g) "A registered nurse gives nursing care to patients who require her
judgment and specialized skills."

With these standards as a basis, these decisions should be made for each
situation

:

(1) How many patients can one R.N. plan, supervise, and evaluate nurs-
ing care for, and at the same time

;

(2) How many auxiliary personnel can one registered nurse direct, super-
vise, and evaluate

;

(3) How many patients will require the direct care of a registered nurse
and how much nursing time will be involved in this care?

Additional considerations

The following policies, practices, and factors should also be determined before
the nurse staffing requirements can be established

:

(1) The purposes and objectives of the health care facilities and the
nursing service department, including the standard of patient care estab-
lished and supported by the health care facilities.

(2) The assigned responsibilities and functions of each department and
their employees in relation to services to patients, especially as these affect

the amount of nursing time spent on activities not directly related to nursing
care.

(3) The number of physicians referring, visiting, and directing the med-
ical care of patients within the health care facility.

(4) The level of activity throughout the hospital and within each nursing
unit, such as patient turnover, number and complexity of operations, diag-
nostic procedures, treatments and medications.

(5) How often and for how long does the patient have to leave the nursing
unit for special procedures and treatments?

(6) The intensity of illness, the nursing needs, the degree of dependence,
and the age distribution of patients cared for within the health care facility

and the placement of these patients within the various nursing units.

(7) The physical layout of the total institution, the relationship of in-

dividual departments to each other, the size, geographical layout, number
of beds, type of accommodations, the proximity to other hospital depart-
ments of each nursing unit, and the number and type of specialized nursing
units.

(8) The quality and availability of supplies, equipment, and supportive
personnel and services to the patient care units over the 24 hours of the
day and 7 days of the week.

(9) The number, level of preparation, and assigned functions of all nurs-
ing personnel and the time required to bring new nursing employees to the
level of their job expectations.

(10) The method of patient care assignment employed by the nursing
department.

(11) The quality of nursing administration and supervision available.

(12) The method of assignment and the number and level of competency
of private duty nurses normally available and employed by patients or the
health care facility.

(13) The amount of time spent by nursing service personnel in teaching
and research activities.

(14) The amount of nursing time spent in planning for continuity of
patient care.

One estimate that is helpful in determining the basic requirements for nursing
personnel for the health care facility is that on the basis of a 40-hour or 5-day
work week it takes 4.2 persons to provide one employee on duty in any one situ-

ation 7 days a week 24 hours a day. However, this figure allows no leeway
whatsover for holidays, sick leave, time off for staff development, meetings,
vacations, and leave of absence.
In order to determine accurately staffing needs, the director of nursing should

have access to complete staffing data compiled regularly for the nursing depart-
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ment whicli indicate average sick time, leave of absence, vacations, staff develop-
ment needs, and turnover rates.

Because needs within each unit can fluctuate daily, adjustments may have to
be made in staffing patterns to meet these changes. Many nursing departments
have established a pool or reserve of part-time nursing personnel esi)ecially

oriented who can be assigned on a daily basis whenever needs occur. These
pools can decrease the need to move regular nursing personnel frequently from
their own areas of assignment resulting in decreased efficiency and weakened
continuity of patient care.

All staffing
,

patterns need to be reevaluated at regular intervals on the basis
of current staffing standards, statistics, changing needs, patterns and practices.
Experimentation must be encouraged to achieve more effective utilization of all

nursing personnel and constant upgrading of the quality of nursing care.

Mr. Naughton. You indicated that your standard requires 2tt-hour

nursing service with a sufficient number of nursing personnel on duty
at all times to meet the needs of the patients. Your definition of nurs-
ing personnel includes aides and orderlies, does it not, as well as regis-

tered professional nurses and licensed practical nurses ?

Mr. TiERNEY. Yes. There is this basic requirement that there be a

registered nurse, and that there be licensed practical nurses and there

be other appropriate nursing personnel.

Mr. Naughton. So we are pretty much back to the mandatory
requirement of one nurse, either registered or a licensed practical nurse
per shift. Beyond that maybe they might have aides and orderlies, but
you get to a judgment question.

Mr. TiERNEY. I might point out, Mr. Naughton, that this is not
unique in this program or in the hospital field, for example. The Joint
Commission on Accreditation of Hospitals which has been in existence

for 30 years, and which represents as you know the hospital associa-

tion, the American College of Surgeons and American College o'f

Physicians, do not mandate patient-nurse staffing ratios in hospitals.

They simply require that there be adequate nurse staffing in the hos-

pitals. And they include in that staffing qualified orderlies and nurses'

aides, and other personnel. So that I think what we are doing is in

keeping with the established practice of health institutions in the

Nation.

Mr. Fountain. What are the qualifications required of the survey-

ors who make these inspections to determine whether or not the condi-

tions of participation are being complied with ?

Mr. TiERXEY. I would stand ready to be corrected on this, Mr.

Fountain. I think the regulations specify that the Secretary satisfy

himself that the State agency with which he contracts has competent,

capable, and sufficient staff to carry out this function. I do not think

there are any specifics spelled out as to the qualifications of an indi-

vidual surveyor.

Mr. Fountain. Incidentally, at this point let me say if at any time

during the course of our questioning some one of your colleagues is

in a particular area where he is especially equipped to respond, do not

hesitate to call on him.

Mr. TiERNEY. Thank you, sir. I would point out for the record that

section 1864 of the law says that the "Secretary shall make an agree-

ment with any State which is able and willing to do so under which the

services of the State health agency or other appropriate State agency

will be utilized by him for the purpose of determining whether an

I



60

institution therein is qualified as a hospital or an extended care
facility."

Now, Mr. Levy can respond as to what further qualifications there
may be.

Mr. Fountain. Mr. Levy.
Mr. Levy. Mr. Chairman, in accordance with the terms of the agree-

ment that we have with each of these State agencies, the State per-

sonnel must meet the required civil service and merit system provisions

of the State.

Now, generally the pattern followed by the State agencies in sur-

veying facilities is to use registered nurses and others with health care

backgrounds such as hospital administrators. Some of the States use

physicians to survey the more medically related aspects of these facil-

ities. The States also use sanitarians and other people with paramedi-
cal backgrounds. Frequently the pattern they follow is to have a team
of these individuals, when they do the survey, so they might have a
registered nurse, say, a medical records librarian, and a sanitarian

comprising a survey team.
Mr. Fountain. Again, this is done by the State ?

Mr. Levt. I am referring to the State health departments, yes.

Mr. Fountain. Mr. Naughton.
Mr. Naughton. Mr. Levy, do all States to your knowledge have

fully qualified people with medical backgrounds making these inspec-

tions ?

Mr. Levy. Yes, sir.

Mr. Naughton. Are you confident it would not be possible for some
State, for example, to hire a used-car salesman or retired clergyman ?

Mr. Levy. I would hope they would not.

Mr. Naughton. Are you certain ?

Mr. Levy. As far as I know the personnel in the States who do the

surveys generally have a background in some part of the medical care

field.

Mr. Naughton. Now we are talking about the people who actually

go out and inspect the nursing homes, walk through the halls, look
at the equipment, because you cannot do this from Washington and
you cannot do it from a desk in the State capitol.

Are you or are you not confident that all of the surveyors, every-

where, who are making these inspections for the Medicare program
are fully qualifi^ed ?

Mr. Le\^. Mr. Naughton, let me respond to your question this way

:

The States use the equivalent of 700-some-odd people to do these

surveys.

Now, these are people, of course, as I indicated, on the staff of the
State health departments. I would not want to say in the TOO we
might not have one former used-car salesman, but to my knowledge,
the people who are doing these surveys in the nursing homes have some
medical background to do the survey.

Mr. Fountain. Of course, there is nothing wrong with a used-car
salesman if he is otherwise qualified. There are some in the Congress,
I understand.
Mr. Levy. I have met some very qualified used-car salesmen, Mr.

Chairman.
Mr. Brown. Would you extend the same courtesy to the clergymen ?
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Mr. Naughton. Do you have in your possession, or is there available

to 3^ou, a list of the qualifications of the various surveyors who are

making these inspections ? In other words, do you know or do you not ?

Mr. Levy. I could submit, if this is what you want, Mr. Naughton,
for the States generally the types of skills

Mr. Naughton. I do not mean generally.

Mr. Levy. You want individual persons or by individual States.

Mr. Naughton. The total picture. In other words, is there in the

United States, anywhere, a used-car salesman or a former clergyman
with no other qualifications in the field out checking medicare extended
care facilities to see if the health and safety conditions are adequate.

Mr. Levy. I do not have such information personally.

Mr. Tierney. Are you asking for a list of names and qualifications

of the 700 people?
Mr. Naughton. No.
Mr. Fountain. I do not think anyone can expect you to have

definite information about every individual used by the State. I think
if some situation is brought to your attention—I think the important
thing is what are the procedures to check into this sort of thing, to

take every precaution that it does not happen.
Mr. Tierney. Mr. Chairman, in that regard, Mr. Levy is the

assistant director in charge of the division of State operations and
he has reports of people who go out and visit every State agency, and
who observe and evaluate the job they are doing. On those occasions

they also go on site and see whether or not what has been reported in

a survey actually does exist.

This, we think, is the most effective administrative technique we
have for determining that an agency as a whole is doing its job.

In reply to your question, Mr. Naughton, I would not even want
to give you any assurance that there isn't a poor old used-car salesman
on a job somewhere out in Idaho today.
Mr. Naughton. I don't know of one at the moment, but
Mr. Tierney. If you ever hear of one, I wish you would let us know.
Mr. Levy. May I suggest this, the committee may find this helpful.

The Association of State and Territorial Health Officers recently com-
pleted a very extensive inventory of the qualifications of surveyors

—

you may have a copy of this.

Mr. Naughton. That is people at the State level. That is not people
making inspections.

Mr. Levy. Yes, they are, these are the people that are going around
to do the surveys.

Mr. Naughton. In all cases ?

Mr. Levy. As far as I know, sir.

Mr. Naughton. The question I am trying to get answered, and I
think it is fairly simple : Is there anything in your agreements with
the States, with every State, that specifically requires basic minimum
qualifications for surveyors who are to inspect nursing homes ?

In other words, so they would have some experience that would
enable them to tell whether the health or safety conditions are met?
Mr. Levy. Mr. Naughton, the agreement calls, as I indicated earlier,

for the personnel employed to do the surveys to meet specific State
civil service requirements.

48-611—70—pt. 1 5
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Xow the States, at least many of the States I am sure, have specific

requirements that the people doing the surveys have health care

backgrounds.
Mr. Naughton. Eight.

Mr. Levy. Which they would establish before people could be em-

ployed by the States to do these surveys.

Mr. Fountain. I think Dr, Goldberg lias just suggested the basic

question may be, are the employees of tlie State who participate in

this kind of activity and perform this service, subject to the State

merit system?
Mr. Levy. Yes, Mr. Chairman, they are.

Mr. Brown. May I ask a question at this point, Mr. Chairman ?

Mr. Fountain. Yes.

Mr. Brown. But is the inspection of the facilities and the establish-

ment of requirements for the health standards of hospitals and ex-

tended care facilities covered by the same agency in all States ?

I would assume, for instance, that in some States the safety stand-

ards of a hospital structure might possibly be under the jurisdiction

of a State building inspector as opposed to a health department.

Now is that common throughout the 50 States in the country or not ?

Mr. Levy. Let me respond this way, Mr. Brown : To the first part

of your question, the actual inspection is done by the State people.

What they are inspecting against, sir, are what we describe as the

conditions of participation, which were developed by the Department
of HEW in consultation with a number of experts in the health care

field and issued in accordance with the appropriate legislation. The
conditions do provide that as part of the survey the States survey or

must determine that the facility meets all applicable State and local

fire and building codes and regulations.

Mr. Brown. That relates to the specific kinds of facility that it is.

Mr. Levy. That relates to the specific kind of facility; yes, sir.

Mr. Brown. In other words, you are operating in this field, if I

understand it correctly, under a Hinshaw amendment type of rela-

tionship, where you are taking the word of the responsible State
agency for the approval of the facility in that State with reference to

safety standards as they apply to structural usages? But whose word
are you taking with reference to the health standards as they apply
to the various aspects of health care ?

Mr. Levy. We are taking the word, sir, of the State surveyor, who
is on the staff of the health department.
Mr. Brown. With reference to health matters.
Mr. Levy. I am referring to health matters; yes, sir.

He makes his survey against the conditions of participation which
have been issued for that class of facility. So if we are talking about
extended care facilities, he has a listing of various standards, factors

and conditions which go to the health aspect of the facility that he
surveys against.

Mr. Brown. The use of your terms, I am sorry, is confusing to me.
When you say he surveys against, are you. talking about Federal

standards that he checks against when he makes the survey ?

Mr. Levy. That is right, sir.

Mr. Brown. ^Vhat about the State standards? Are the Federal
standards generally higher or lower than the State standards ?
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Mr. Levy.- The conditions provide that the facility must meet any
appropriate or applicable State licensing requirement. So that is the

first thing.

Mr. Beown. Let me stop you there if I may.
Have yon done any generalized survey of the State licensing re-

quirements to determine whether or not those requirements are ade-
quate and how they compare to the Federal standards?
Again I don't want to mix up the terms, so correct me on the terms,

but the Federal standards against which they are checking? Have
you done that kind of survey ?

Mr. Levy. Yes, sir; we have a compilation of the various State li-

censing requirements. While I couldn't relate to a specific State in

terms of which one is higher or lower, as a general observation, the
State licensing requirements go more to physical plant and safety

factors, as opposed to the more health related items.

The medicare conditions are more comprehensive in terms of cover-
ing both the health-related items and the physical plant.

Mr. Brow^n. I don't want to monopolize this, Mr. Chairman, but
I would like to pursue that point.

In Hill-Burton, for instance, to get Hill-Burton funds for a general
line hospital, there are Federal standards, are there not? Now, how
are the HiJl-Burton standards measured, and how do they stack up
against the State standards for health care in general hospitals ?

Mr. Levy. Mr. Brown, I think it would apply equally well to ex-
tended care facilities and I happen to have the medicare extended
care facility conditions with me.

In terms of physical plant, these conditions provide that the facility

must meet the Hill-Burton standards if constructed with Hill-Burton
funds. The medicare conditions say if it doesn't meet the Hill-Burton
requirements, the medicare conditions would apply.
Mr. Brown. And the}^ are lower than Hill-Burton requirements?
Mr. Levy. I really couldn't answer, sir, in terms of item by item. I

would answer this way, that of course the Hill-Burton requirements
appl}^ to new construction. Now, in developing
Mr. Brown. Or additions?

Mr. Levy. Or additions.

In developing the medicare conditions, the people who developed
these had to take into account the fact that these were going to be
applied to some older facilities as well as new facilities coming into

the program.
So it might be quite possible that in some areas, recognizing, for

example, what the building codes were in the past, that there might
be more flexibility in the medicare conditions than in the Hill-Burton
requirements.
Mr. Brown. The Hill-Burton requirements are generally stiffer

than the State requirements are across the Nation, or are they not?

In the safety area ?

Mr. Levy. I would have to look at the applicable State require-

ments, State by State, sir, and compare it against the Hill-Burton

requirements.

The State requirements do vary considerably from State to State.

I know I am not responsive to your question as I would like to be, but

I couldn't make a blanket statement.
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Mr. Brown. Well, I think you are responsive to this extent, if I
may, and I recognize that this is a new area, and all of that. But it
seems to me that some conscious thought should be given to a relation-
ship between medicare assistance and Hill-Burton funding as relates
to general hospitals and as relates to extended care facilities.

Now one of the things that just is a fact about this business that we
are m of Federal assistance to State and local governments, is that
when they get the Federal money, the Federal Government starts
telhng them what to do and what'^the standards have to be. In some
cases, obviously, the State standards are higher than the Federal
Government sets and so forth.

But nevertheless, where the money goes, there goes the control. The
guy that pays the piper calls the tune. So in this case it would seem
to me that it might be helpful to you in doing your job with reference
to medicare funds and the approval of medicare facilities, to try to
relate the job you are doing in some way to Hill-Burton. I am not sug-
gesting that to receive Hill-Burton funds should be the criteria by
which you determine whether or not a facility should receive assist-

ance for the care of medicare patients, because that is a little, perhaps
sets a standard a little higher than we might want to set it under the
circumstances which you described, which I think are to a degree
reasonable, in view of the fact that this program started very suddenty
and you had to accept some facilities which may not be altogether
desirable, or as desirable as new Hill-Burton construction.

I would like to raise one other question, if I may, or make an obser-
vation and get a comment on it. It seems to me when you have new
construction in the "H*' construction arrangements for a general hos-
pital, where the nurses' station is in the center of this, or really what
I am talking about is a square with legs, which is built not unlike the
Rayburn Building, where the center of the building becomes the
nurses- station—I realize I prejudice my argument even mentioning
the Rayburn Building—but where you have that central nurses' sta-

tion with the rooms around it, and then the rooms may be at the end
where people who need less constant attention are located a little fur-

ther away from the nurses' station, you have a different need for nurses

than where you have the nurses stationed in a center of a corridor

and the corridor goes both ways and the nurse has to run up and down
the corridor to watch the patients all night. So I can understand how
you can't set a standard for the number of patients per nurse.

But it seems to me when we get into the safety standards area

—

of course, Ohio had a grim experience in this recently—that the effort

ought to be made to relate those safety standards to the Hill-Burton
kind of standards with a view to the modification necessary because

of the medical need for beds brought on by the onset of this program.
That is a lot to ask for a comment on, but let me say one other thing.

That is that I personally subscribe to the Hinshaw approach in these

things if you have adequate State standards. But it seems to me you
have to look at those State standards for the guidance of this commit-
tee, or better said, the Ways and Means Committee, where this legisla-

tion basically springs from, in order to determine whether or not you
can legitimately accept the State evaluation on these matters and feel

that they haA^e done an acceptable job with reference to the Federal
Government standards.
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Mr. TiERNEY. May I just comment, Mr. Brown, because I think you
have made some extremely pertinent points.

I think there is one facet of the certification procedure we haven't
made clear and that is the law specifically specifies that where a hospital
is accredited by the Joint Commission on Accreditation of Hospitals, it

automatically qualifies for participation in the program with only the
further requirement at the time that it have a utilization review
committee.

Mr. Brown. Which in a way of saying means the Federal Govern-
ment has accepted these private accredication agencies as a nonpareil

in the field. Is that right?

Mr. TiERNET. That is specified in the law.

Mr. Brown. That has been done in certain other laws unrelated to

hospitals, but certain other laws related to State approval of facilities

which receive Federal interest or Federal money.
One can argue as to whether or not it is appropriate only with the

facts as to whether or not those standards are high enough to meet
standards that we would feel ought to be accepted at the Federal level.

Mr. TiERNEY. Yes, sir. I onl}^ want to make clear one other point and
that is that the State licensure requirements are not controlling, thej
may be minimal, they still have to meet the conditions of partici-

pation. The law also specifies that at the request of a State the Secre-

tary may impose higher requirements for participation by providers of

services in that State than in other States. I think I am correct in the
statement that in the 3 years we have only had requests from two States

to impose higher requirements and that had to do with who is quali-

fied to be the supervisor of a home health agency.

Mr. Levy. That is correct.

Mr. Tierney. So we feel, sir, in the overall, that our requirements

do more than meet the level of State requirements.

Mr. Brown. All right. Let me ask just a couple more questions in

that area about the Ohio case.

Was the nursing home involved in Ohio a newly constructed facility ?

Mr. Levy. I believe it was constructed around 1965 or 1966.

Mr. Brown. At the time of the beginning of the program or there-

abouts ?

Mr. Levy. Yes, it would have been.

Mr. Brown. It seems to me it would be sensible to apply to newly
constructed facilities the more stringent requirements of the Hill-

Burton program or at least something closer to the requirements for

Hill-Burton with reference to safety standards. That does not have
anything to do with the fact that it is a general hospital versus an
extended care facility. Whether or not the person is bedfast because of
age, versus bedfast because he is not well enough to get out of bed
really does not make any difference.

But the facility, if new, could very well have had the requirements
set that are set on new facilities, new construction, of general hospitals.

Is that illogical, do you think ?

Mr. Levy. No. In fact, if the facility was a Hill-Burton constructed
facility or Hill-Burton furnished facility, it would have to meet the
Hill-Burton safety standards.

Mr. Brown. If it had been Hill-Burton, it would not have had that
carpeting. Isn't that right?



66

Mr. Le\^. Yes. I understand the present Hill-Burton standards—
I don't know what it was at the time of the construction of the facili-

ty—but the present Hill-Burton standard calls for the application of

a test which would have ruled out that carpeting.

Mr. I^ROWN. Thank- you.

Mr. Fountain. I have se\'eral more questions about the health

standards before we get to the question of safety.

Is an extended care facility required to be in compliance with all of
tho conditions of participation in order to participate in the program ?

Mr. TiERNEY. It must be eitlier, Mr. Chairman, in full compliance
with all of the conditions of participation or must be in substantial

compliance and moving toward full compliance.
Now at a given point in time a given institution might have de-

ficiencies in o]ie or tvro of the actual conditions of participation but is

in substantial compliajice and is moving toward correcting the de-

ficiencies. And the deficiencies do not result in any health or safety haz-
ards. So we liave institutions which are in substantial coivipliance but
not full.

Mr. Fountain. What criteria, if arsy, do you have for defining what
constitutes substantial compliance?
Mr. TiERNEY. Mr. Levy ?

Mr. Levy. Mr. Chairman, what we did when we started oiit on the
certification process, we had these conditions of participation which I

have referred to and wliich contain approximately 400 individual
items.

As I believe Mr. Tierney testified on Tuesday, the extended care
facility program was a brand new program, at least the concept of an
extended care facility was new. In this setting we realized that one
could not expect, with something like several thousand nursing homes
in the country, that a facility, or a large number of facilities, could
meet each and every one of these 400 items.

So we established a coiicept of two levels of certification. One we
said where a facility could meet all of the requirements in the lav7 and
meet each nnd every one of the requirements in the ma jor areas of the
conditions, this facility would be certified as being in full compliance.
What I am trying to convey is that of the 400 items, there might be

a very small number of items whicli a given facility at the time of the
survey did not meet but which in the jud^rment of the State health
department was not a severe deficiency and was not a deficiency that
adversely affected the health and safety of patients.

Mr. Fountain. You mean they actually list 400 items ?

Mr, Levy. There are 400 items they actually look at, Mr. Chairman.
Now this type of facility was granted a certification of full com-

pliance, or in the jargon we use it is a so-called "A" facility.

We also were aware that there were ma.ny facilities that would meet
all of tiie requirements in the lavf and would meet the major areas

that the conditions went to although they might not be able to meet
some of the so-called subcategories of the conditions, but that these

facilities w^^re w^orkin.Qr toward the correction of the deficiencies in

the categories or subcategories that they could not meet.

So this type of facility was given a certification of being in substan-

tial compliance or as we use the term a so-called "B" type facility. I

would point out for the benefit of the committee, sir, that before a
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facility can be given a certification as being in substantial compliance

as opposed to full compliance, the State health department must make
a finding that there were no adverse health and safety factors present

and that facility was working very diligently and hard to correct

these deficiencies. Perhaps it vv^ould help if I gave an example of the

type of deficiency we are talking about.

One of the requirements we have is there either has to be a fulltime

dietitian heading the dietary department or if the facility is small,

it could have a part-time dietitian come in on a consulting basis.

It may have been at the time of the survey that the surveyor's judg-

ment was that the food being served in the facility met all of the

requirements for nutrition and adequacy, but perhaps two months
before the survey the part-time dietitian they were using left her job.

Now if the facility could demonstrate that they were seeking to

secure the services of another dietitian and it was in the judgment of

the State a matter of time before they could locate that person, that

facility would be certified as being in substantial compliance with the

medicare requirements.
Mr. Fountain. How many extended care facilities participate in

the program ?

Mr. Le\^. There were 4,786 as of January 1, 1970.

Mr. Fountain. How many are in full compliance and how many
are in substantial compliance ?

Mr. Levy. As of the first of January, 1,387 were certified in full

compliance and 3,899 were certified as in substantial compliance.
I might explain also, Mr. Chairman, that there is a movement

between those that are in substantial compliance and those in full

compliance.
In other words, a facility may meet all of the medicare requirements

at the time of the survey and when the surveyor comes back the next
time, that facility may have run into some problems and as a result

the State agency lowers the certification to substantial compliance.
On the other hand, when a surveyor recertifies a facility that is

certified originally in substantial compliance he may find that the

facility has corrected all of the problems and that facility would be
recertified as being in full compliance.
Mr. Fountain. Have you made a careful check of those 400 items

to see whether any of them may be picayunish or unnecessary ?

Mr. Levy. We have, Mr. Chairman, been continuously evaluating
these items.

We evaluate them by meeting regularly with the State health de-

partments, with the people who are out interpreting and applying
these items. We get their feedback and judgment. We talk with the
Public Health Service who have a responsibility for giving us counsel
on the development of these items.

As a result of this effort, we are now doing a rather comprehensive
review of these conditions of participation.

For example, one of the requirements we presently have, and in

retrospect it was a requirement that everybody who participated in

the development of these items felt a good item and should be in here,

was that each extended care facility have a separate examination room,
where when the physician comes to the facility he would examine the
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patient. And so the requirement was that you had to set aside a room
for this purpose.

We found in a very large number of facilities that it was the judg-

ment of both the administration of the facility and of the physicians

using this facility that such a separate room was not necessary.

The physician preferred to examine the patient at the bedside.

We will take this into account in redrafting these requirements. And
this is the type of item we are finding, sir.

Mr. Fountain. Mr. Naughton?
Mr. Naughton. Do you have any specific criteria, Mr. Levy, which

tell a State what can be considered substantial compliance and what
should not be approved as being in substantial compliance?
For example, I don't think anyone would quarrel with the idea that

you might go without a dietitian for a couple of months if the food
is OK, but do you tell the States you can approve without a dietitian,

but don't approve a fire hazard as being in substantial compliance?
Mr. Levy. We issue, in addition to these regulations, we have what

we call a State manual in which the States receive instructions cover-

ing all aspects of the survey process including how to go about evalu-

ating and making these judgments as to what is substantial compli-
ance, what is full compliance, and what is out of compliance.
Mr. Naughton. Do you essentially leave it up to the States to make

the decision with the advice they find in the manual ?

Mr. Levy. By the law it is a State responsibility. They must make
a recommendation or certification to us as to whether this particular

requirement is in compliance or is out of compliance.
We try to give them guidelines and assistance in making this

judgment.
Basically, however, it is a State judgment to make.
Mr. TiERNEY. I think for the record it ought to be clear, Mr. Naugh-

ton, that where a severe fire safety or other health hazard exists there

can be no substantial compliance. This is out of compliance.
Mr. Naughton. We will get to that a little later, Mr. Tierney. But

just to conclude this business of the qualifications of surveyors, you
mentioned an inventory compiled from the questionnaires sent to State
agencies of the qualifications of persons at the State agency level.

Mr. Levy. Yes.
Mr. Naughton. That does relate to the qualifications of persons

working at the State level, not the local level, am I correct ?

Mr. Levy. This relates to the State health departments. Our agree-

ments are with the State health departments.
Mr. Naughton. How many States rely on local officials, if any, to

make the detailed inspections?

Mr. Levy. The only State, sir, that uses local officials is the State
of California. And there the local officials, the use of local officials is

confined to one county, which happens to be Los Angeles County, and
this is in accord, as I understand it, with State law, which says that
any county over a certain population, the county health department
does the surveying.
Now having said that, I am reminded that in New York State, the

New York City Health Department surveys extended care facilities in

New York City and in Washington State county personnel are used.

But as far as I know, these are the three exceptions.
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Mr. Naughton. I am sure some States probably have excellent pro-

grams and they have requirements that qualified people make inspec-

tions and they see they are enforced. Some States probably don't.

For the purposes of medicare inspections, the surveyors who actually

go into the extended care facilities, do you have mandatory require-

ments that the States are supposed to observe, or the localities, if they

use local inspectors, with respect to the qualifications of the surveyors,

or do you leave it up to the State agency ?

Mr. Levy. It is basically up to the State health department. As I

mentioned, the people who do the surveys must be hired in accordance

with the State civil service merit system requirements.

Mr. Naughton. There is nothing in your regulations that would

prohibit a State, if it wanted to do so, from hiring a former used car

salesman or former clergyman?
Mr. Levy. I would hope there would be a prohibition in the State

regulations.

Mr. Naughton. But there is none in yours ?

Mr. Levy. Essentially, no.

Mr. ^^'aughton. Don't you think it would be advisable to put it

into your regulations since you think it is a good idea ?

Mr. Levy. I would respond in this way: I would want to know
whether we can legally impose this requirement on the State

government

:

Mr. Naughton. So, in the three and a half years, or a little over
3 years since the program has been going on, you have not inquired to

see whether you legally could require that surveyors be qualified for

the job they are doing, let alone impose such a requirement?
Mr. TiEKNEY. Mr. Naughton, I believe there is a judgmental

question •

Mr. Naughton. No, I am asking yes or no, have you asked for a
legal opinon whether or not you could impose these requirements?
You indicated, Mr. Levy, that you are in doubt as to whether you
could legally require that the surveyors be qualified.

Mr. Levy. That is right. Of course, that presupposes, sir, that we
could actually specify or we should specify the types to be employed.

I might add this, we do
Mr. Naughtox. You are getting a little ahead, Mr. Levy. You indi-

cated you thought it would be a good idea to have requirements in
all States to keep them from using people who did not have qualifica-

tions for the job to go out and pass on the safety and health conditions

in medicare facilities.

I suggested to you it would not be a bad idea if you did it yourself.

You indicated you don't know whether you could legally impose such a

requirement.
Mr. Levy. Yes.
Mr. Naughton. You have never inquired in the 3 years of this

program ?

Mr. Le\^. No.
Mr. Brown. Mr. Chairman, could I ask just one question ?

Do you have any requirement in your regulations governing the
staffing of the health care facilities covering food handlers and their

health qualifications ?
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Mr. Levy. Yes, there are. In the medicare conditions there are, Mr.
BrOAYH.
Mr. Browx. In other words, something that Avould prohibit active

TB cases from handling food ?

Mr. Levy. Yes, sir. I can appreciate j^our concern, sir.

Mr. Fountain. What system do you have for checking to whatever
extent may be necessary to determine whether or not the States are

complying with their own merit system ?

Mr. Levy. We do, Mr. Chairman, a regular review, what we call an
administrative review, of each State agency. This is usually done on a

12- to 18-month basis.

At that time, one of the things we would look at is whether the State

is in compliance with applicable State civil service and merit system
rules and regulations in the hiring of personnel.

Mr. Fountain. You have already pointed out that you have safety

standards, including those for fire safety. They are included in the

section of the conditions of participation relating to physical environ-

ment, I believe.

Mr. Levy. Yes, sir.

Mr. Fountain. Are these provisions, although referred to as stand-

ards, really only guidelines to State agencies which make inspections,

and not mandatory ?

Mr. Levy. Mr. Chairman, when the so-called medicare conditions
were developed, these conditions were developed, of course, in counsel
with a wide-ranging group of individuals representing various orga-
nizations. jSTow, we tried, in developing those, to be as specific as we
could at the time, recognizing, of course, this was done in 1965.

I think in looking at them one would say some are very specific and
some do leave room for the applying of judgmental factors. I really,

although I do not mean not to respond directly, I really could not
say on a specific item, because I think it would be a judgment that
individuals would perhaps differ on whether this is specific or whether
these are guidelines.

We do say in the physical plant section, as I recall, that these are

guidelines that should be used or applied.
Mr. Fountain. That is not a very good word for many of us who

have heard that term guidelines before.

Mr. Levy. I am aware of that, sir.

Mr. Fountain. That particular provision—405.1134—reads as

follows: "The extended care facility is constructed, equipped, and
maintained to insure the safety of patients and provides a functional,
sanitary, and comfortable environment. The following standards are

guidelines to help State agencies to evaluate existing structures which
do not meet Hill-Burton construction regulations in effect at the time
of the survey, and to evaluate in all facilities those aspects of the phys-
ical environment not covered by such Hill-Burton regulations. They
are to be applied to existing construction with discretion and in light

of community need for service.''

But it is not mandatory. Of course, you do have a right to terminate
funds if the State does not comply with its merit system, do you not,

if it does not meet your requirements ?

Ml'. Tierney. At any time, Mr. Chairman. I think this is significant.

Any time we have evidence that this now-famous used car salesman
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was used, we would certainly do something. We have no such evidence.

Mr. Fountain. I was going to ask Mr. Naughton. Do you have any
evidence of any such situation ?

Mr. Naughton. No evidence. We had an unconfirmed report to
that effect. And apparently there is nothing in the regulations to

prevent it.

Mr. Fountain. Mr. Brown has already mentioned the disastrous

fire which took the lives of 32 patients in a medicare-certified facility

in Ohio last month. According to press reports this facility has been
described as one of the best constructed facilities in the country with
basic construction which was highly fire resistant.

Of course, it did not prevent the loss of lives of about 70 percent of
the patients. It is my understanding that the type of rubber-backed
carpet that was used in the facility has been said to be a principal

cause of the heavy loss of life.

Would the provisions in your guidelines, Mr. Levy, with respect to

the use of fire-resistant materials and furnishings, if applied by the

responsible State agency, prohibit the use of the type of carpeting
which was involved in the Ohio fire ?

Mr. Levy. Mr. Chairman, if the State and local fire regulations

which the facility must meet would preclude the use of that carpeting,

it, of course, should not have been in the facility or else the State
health department should have advised us of that.

Now, the medicare conditions for the health and safety factors

w^ould provide this, that if the facility, as I mentioned to Mr. Brown^
met the Hill-Burton conditions, it is my understanding the Hili-

Burton conditions or requirements would preclude that type of
carpeting.

Mr. Fountain. But not the medicare ?

Mr. Levy. By reference

Mr. Fountain. Well, the facility was approved.
Mr. Levy. That is right, sir.

Mr. Fountain. For medicare participation ?

Mr. Levy. That is correct, sir.

Mr. Brown. But not built with Hill-Burton funds; is that the dis-

tinction we are drawing here?
Mr. Levy. Yes.
Mr. Brown. Had it been built, even though it is an extended care

facility, with Hill-Burton funds—

—

Mr. Levy. Then I assume the Hill-Burton people would check
whether it met that requirement, sir.

Mr. Fountain. Mr. Naughton.
Mr. Naughton. Mr. Levy, there is not any question in your mind,

is there, that the medicare regulations in themselves and without ref-

erence to Hill-Burton, because most of these are not Hill-Burton
facilities, do not prohibit the use of that type of carpet ?

Mr. Levy. Mr. Naughton, we have issued a directive to the State
agencies indicating to them that carpeting that has a flame spread
rating of more than 75, using the Steiner tunnel test, is a fire hazard.
We have told the States that they should immediately notify all ECF's
and non-JCAH hospitals that any carpeting installed thereafter must
be within the safety limits of the tunnel tests. And we have also asked
them to contact each facility and ask the facility whether it is carpeted
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and if it is to submit to the State health department a written state-

ment from the manufacturer, from an independent testing laboratory,

that the carpet and the backing have been rated in accordance with
the tunnel test. Where the facility furnishes information establishing

that the carpeting has a flame spread rating of more than 75 or the

facility is unable to furnish information on flame spread rating, w^e

are asking the State agency to get with the facility and the State or

local fire authority to take steps to correct the deficiency or protect

the environment from fire hazard.
Mr. Naughton. What is the date of that communication to the

States?
Mr. Levy. This went out on February 17.

Mr. Naughton. So that was Tuesday of this week ?

Mr. Levy. Yes, sir.

Mr. TiERNEY. I think, Mr. Naughton, we should be totally frank
with you in this discussion.

Mr. Naughton. I would appreciate it. We would save a lot of time.

Mr. TiERNEY. From the beginning, on the citation of the law which
I cited, we have contracted with the State agencies and have said that

they must meet the conditions of participation plus all local fire and
safety codes.

I do not think you can find in our conditions of participation, and
I am sure do not find in many fire and safety codes—I am told even
in the 1967 edition of Life Safety Code—provision for testing carpet-

ing against this tunnel test. This carpeting that was in that tragic fire,

as I understand it, Mr. Brown, would pass what is called the pill test.

Under this procedure, you ignite a methanamine pill on the carpet, see

how fast the flame spreads. But we did not have a specific provision
that would incorporate and require of every facility in the Nation that

it pass this tunnel test.

Mr. Naughton". At the time this Ohio facility was built, the Hill-

Burton standards would have precluded the use of this carpeting.

There were no medicare standards at that time ?

Mr. TiERNEY. I do not know whether the Hill-Burton requirements
at that time would have precluded it.

Mr. Naughton. At the time of the fire the Hill-Burton standards
would have precluded the use of that type of carpet; at the time of
the fire your standards would not have precluded the use of that
carpet ?

Mr. TiERNEY. Not unless the Ohio law precluded it.

Mr. Brown. I think we have a point that ought to be made here,

because it relates to Mr. Levy's responsibilities. Hill-Burton funds
would not have permitted the hospital to build the addition, or acquire
it, with this carpeting in it. But had the hospital gone out on its own
and installed the carpeting, there would not be any prohibition through
the use of Hill-Burton funds in that regard.
And this comes back to the quality of the standards set for con-

tinuing approval of the facility and the quality of the people who are

making those evaluations, whether or not the facility is meeting the
standards.

I would make one other observation, because I do not think it has
been given sufficient emphasis. As this program began suddenly, you
indicated you accepted facilities for medicare qualifications that might
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not be acceptable in the future. I would hope that we could have some
assurance out of the Social Security Administration in the approval

of facilities that unless facilities are upgraded in the future, that the

marginal facilities, those which you consider marginal now, would be

phased out over the years ahead by an increasingly stringent standard
that would bring the social security medicare standards up to the level

of standards generally applied to general hospitals.

I am sure that will not be very popular. That statement will not be
very popular with those people who operate the extended care facilities

at this point. But I think we have to look seriously at the ability of the

patient to withstand what could happen to him in a facility where he is

located.

Mr. TiERNEY. Mr. Brown, I agree totally with you. And I think in

behalf of the Social Security Administration I can give you that as-

surance. If you were to go out today, sir, and apply the tunnel test to

every bit of carpeting in every health facility in this Nation, I do not
know what the impact would be. I think we might find a great deal of
carpeting that would not pass the test. But I nevertheless totally

agree—it is too bad that it is in the wake of a tragic situation—and
you have our assurance that the requirements will be more and more
stringent in this regard.

Mr. Brown. I assume this committee will continue to be interested

in this problem over the years ahead and we will see how well that
assurance is lived up to.

Mr. TiERNEY. I am beginning to get that message, sir.

Mr. Fountain. Mr. Levy or Mr. Tierney, has an investigation been
made of the Ohio fire ?

Mr. Levy. Yes, sir.

Mr. Fountain. When was it made ?

Mr. Levy. I believe there was a State investigation shortly there-
after.

Mr. Fountain. Have you made one ?

Mr. Levy. We have asked the health insurance regional office that
has responsibility for the State of Ohio as well as the State of Ohio
Health Department to give us a report. And we have also had a repre-

"

sentative of my staff out in Ohio to personally meet with the Ohio
State Health Department people about the fire.

Mr. Fountain. Do you feel that the investigation you are now
making through these channels will be extensive enough ?

Mr. Levy. Yes, sir.

Mr. Fountain. Is it true that the last survey report on the Ohio
nursing home showed the home to be in substantial compliance with
correctable deficiencies, and one of these deficiencies was the lack of a
sprinkler system in hazardous areas?
Mr. Levy. The most recent survey report in March 1969, indicated

lack of sprinklers in hazardous areas. It did not indicate what specific
areas were deemed hazardous.
Mr. Fountain. How long had the home been certified under the

medicare program without a sprinkler system ?

Mr. Levy. The home never had a sprinkler system. But I would add
that given the type of construction for this home, it did not, under
Ohio law, require a sprinkler system. In fact, I believe there is corre-
spondence to the State from the architect at the time it was built
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specifying, in response to an inquiry from the State health department,

that given the type of construction a sprinkler system is not necessary.

Mr. Fountain. But tliey were in substantial compliance ^Yith the

medicare guidelines, and they were in compliance with the State law ?

Mr. Levy. Yes, they did meet the State laws.

Mr. j^^'augjiton. Of course, your guidelines did call for a sprinkler

system in hazardous areas, did they not ?

Mr. Le'\'y. Mr. Kaughton, the guidelines call for sprinkler systems in

hazardous areas unless there are other means of protecting the areas.

This is also in accord vrith the applicable provision of Life Safety

Code.
^Yhat they are really saying in the code and what we are saying is

that if you have let's say a boilerroom, and if the area encompassing
that boilerroom meets appropriate fire safety standards, you do not

have to have sprinklers.

In other words, if you have say a 1-foot block wall around it,

sprinklers would not be necessary.

Mr. Naughtox. That is the Life Safety Code you are speaking of?

But the lack of a sprinkler system was cited as a deficiency, was it not,

in your latest survey report ?

Mr. LE\nr. Yes, sir.

Mr. Naughton. And that had existed since November 1966 when
the facility was approved for the medicare program?

Mr. Levy. I believe, as I recall reviewing the survey report, it was
cited just in the 1968 and 1969 report.

Mr. JSTaugiiton. A'^liether it was cited on the earlier reports or not,

there never was a sprinkler system?
Mr. Levy. You are correct, sir.

Mr. TiERNEY. Again for purposes of the record I think it should be
made clear that this is a form which people go down and they fill in

eitlier 3^es or no.

It says "Is there a sprinkler system?'' The answer is "No." But the

requirement is that there be a sprinkler system in hazardous areas. It

was the decision of the State and local health departments, as well as

the documentation by the architect, that there were no hazardous areas

in this particular home requiring a sprinkler system.

So it was not a case of there being a requirement for a sprinkler

system and they did not have one and we nevertheless certified them.
jMr. Naughton. I think we have established that you don't really

have any requirements, you have guidelines. And I think what happens
is you leave it up to the State.

Mr. TiERNEY. We have gone over the provisions of the Life Safety
Code. It says you will have sprinklers where there are hazardous areas.

IMr. Fountain. I wonder if we have sprinklers in this building.

Mr. TiERNEY. It is a hazardous area only for some people. It

depends on which side of the table you are on.

Mr. Fountain. Of the approximate 3,400 facilities which have been
certified for medicare without being in full compliance, how many
have deficiencies in fire safety ?

Mr. Levy. I would have to submit that for the record. I would be
happy to, Mr. Chairman.

(The following statement was provided by Mr. Le\^ :)
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NuMBEE OF Extended Care Facilities With Safety Deficiencies

Analysis of provider data in the central office of the Bureau of Health Insurance
indicates that the data are insufficient for preparing a reliable statement on the

incidence of patient safety deficiencies in extended care facilities. One of the

reasons for this is that the survey information available in central office is

received only after a lag of several months after the actual survey of the facility,

a period in which many of the deficiencies noted at the time of the survey would
have been corrected.
Because comprehensive survey records are maintained by the State health

departments, who are responsible for making certification reconimendaitions, we
are working through the State agencies to identify and evaluate any existing

safety problems which have gone uncorrected. The State health departments are
being requested to report to the Bureau of Health Insurance for each facility any
uncorrected safety problems, the circumstances surrounding them, and the steps

being taken to resolve the problems.

(Since the statement supplied did not contain the requested in-

formation, further data was requested and the following additional

material was then provided :)

Ddepartmext of Health. Education, and Welfare.
Social Security Administration,

Baltimore, Md., May 7/. 1910.

Mr. James Naughton,
Counsel for Intergovernmental Relations SuT)Committee,
Washington, D.C.

Dear Mr. Xaughton : Enclosed is information on extended care facilities with
physical environment fire safety deficiencies as requested in your recent telephone
conversation with Mr. Robert Mayne.
The Bureau of Health Insurance identified extended care facilities having

deficiencies reported on the last State agency survey report form in the areas
of physical environment or disaster plan. The deficiencies ranged from failure to
have fire regulations posted properly, to an absence of automatic extinguishing
equipment in a;ppro<priate areas. A listing of the deficiencies found in central
office records is enclosed.
While ithe lasit survey report forms in central office were the source of the

enclosed data, the information ranged from current survey reports (surveys
accomplished within the last few months) to reports of surveys done a year ago.
In addition, because of processing lags our files did not contain information for
a number of facilities on the extenSt to which deficiencies have been corrected.
( It is routine and in accordance with issued instructions for the State agencies
to require correction of deficiencies and to so notify the facility after survey.

)

Because our records are not yet complete on whether or not the deficiencies
have been corrected, we have asked all State agencies to review their records,
require correction of any deficiencies still outstanding, and report the results to
us. Please let me know if I can be of further assistance.

Sincerely yours,
Thomas M. Tierney,

Bureau of Health Insurance.

-I
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1

' Mr. FouNTATx. We have some information ^Yhicli was compiled by
the Community Health Service of the Public Health Service which

indicates tliat as of January 1969 there were 1,660 facilities which had
inajOfr deficiencies in their physical environment. Fire safety is in-

cluded in physical environment, along with other factors, such as

requirements for hand rails, ramps, and so forth.

But I o-uess it is likely tliat no one really knows exactly how many
medicare certified facilities have major deficiencies in fire safety.

Mr. NArGHTOx. You don't have that information?
Mr. LE^T. I don't have it with me.
Mr. TiEEXEY. We can certainly go through the record and get it.

Mr. Xaughtox. Is it available anywhere in the Social Security

Administration at the present time ?

Mr. Fouxtaix. We are not encouraging any more redtape unless

it is absolutely necessary because we are all overburdened with

paperwork.
Mr. TiERXEY. We have a file on every single participating provider

institution. It would require going through those. But I think it would
be well worth going through those and seeing whether or not, as you
are suggesting, there may be in those files a certification where it says

there is a fire or safety hazard.
iMr. ForxTAix. Wlietlier or not what you might find would justify

the time and elfort, I don't knovr, but that is a decision you can make
as to how much time it would take to check into that sort of thing.

Mr. TiERXEY. I think it is a decision we will make, sir.

Mr. Xavghtox. You have not actually changed your guidelines or

standards with respect to carpet ?

You are trying to find out how many of the facilities have the same
type of carpets. But you Imve made no change in your requirements
that would prohibit it if you do find it ?

Mr. TiERXEY. We have made this change. There will be ]io further
carpeting installed in any facility that does not meet this test.

In the meantime, in all of the institutions in the Nation, the State
health departments will go out and find out in those institutions

whether there is carpeting or not, whether it does meet the test, and
report back. I think that is in keeping with what Mr. Brown said.

I think the worst possible thing we could do is issue a regulation and
then not enforce it. And I think it behooves us to find out the scope
of the problem and then issue a regulation.

It would be a simple thing to put out today a statement saying that

every institution in this Nation will rip out its carpeting tomorrow
unless it meets this code.

Mr. Fouxtaix. Don't do tliat, we would hear about that in a hurry.
Mr. Naughtox. Mr. Tierney, after all of the things you have de-

scribed as difficult during the course of these hearings, I am amazed
to hear you describe that as simple.

Mr. TiERXEY. It is simple to write a letter, Mr. Naughton.
Mr. Naughtox. Have you actually changed the regulations to pre-

vent installation of this carpeting ?

Mr. TiERXEY. We have advised all State agencies the proposed
regulation is being prepared for publication in the Federal Register
with the 30-day comment period and I am sure there will be a great
deal of comment.
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Mr. Naughton. So that part is not actually in force, althougli hope-

fully nobody will be putting that type of carpeting in ?

Mr. TiEEKEY. Well, it is in force as far as anybody from this day
forward going out and installing new carpeting. We have told the

State agencies we won't allow it. xlncl not to certify them.

Mr. Saughton. In other words, the crux comes when they try

to get it approved after having installed the carpet.

Mr. TiERNEY. There is always a point in time; yes, Mr. Naughton.
Mr. Fountain. Do you know of any other facilities that have this

same type of carpet now ?

Mr. TiERNEY. No, sir. That is Avhat we are trying to fnid out.

Mr. Inaughton. Mr. Chairman, on another matter, I have a letter

from Mr. Tierney relating to this question of the deli\'ery rooms and
I think it might be advantageous if we put that in the record along

with the opinion of the Office of General Counsel on that subject.

Mr. Fountain. If there is no objection, they will become a part of

the record at the proper point.

(The letter and opinion follow:)

Department of Health, Education, and Welfare,
Social Security Administration.

Baltimore, Md., August 20, 1969.

Mr. .James R. Naughton,
Counsel, Intergovernmental Relations 8ut)Oommittee,
Washington, D.C.

Dear Mr. Naughton : You have asked why this Administration has not ex-
cluded tlie delivery room specifically as an ancillary service in modifying its cost

report to reflect the 1967 Social Security Amendments and the involvement of

titles V and XIX.
In developing its original cost report the program was aware that the delivery

room in the average hospital is an integral part of the Oh-Gyn service and a
part of the total cost of operating the institution. For this reason, delivery
room as an ancillary service was reflected on the original cost report. Since there
were only limited or no charges made to medicare beneficiaries for delivery room
care, except as an incident to gynecological services, the ROC formula precluded
a significant assumption of those costs.

Subsequently, in commenting on a problem concerning cost differential between
the departmental and combination methods of apportionment, our Office of
General Counsel advised that in its opinion delivery room as an ancillary service
should not be included in the hospital's cost figures at all since medicare patients
do not share in these services.

On the basis of this opinion, the program with the assistance of the Blue
Cross Association and representatives from several Blue Cross plans developed
a proposed intermediary letter to eliminate from routine care the higher cost
related to private accommodations and to exclude from ancillary services the
costs of those services in which medicare beneficiaries do not share. While
developing the intermediary letter, we were advised by our intermediary repre-
sentatives that the approach to the problem was not fair to the hospital because
it did not consider all elements of cost. For example, nursing costs are incurred
to a greater degree by the elderly than by the nonelderly. The intermediary
letter could not deal with the problem because there is no practicable method
which can be used to measure with any degree of accuracy the proper impact of

these costs.

Other representatives in the hospital field also stated that the method by
which the program would determine the routine care cost differential by type
of accommodation would require inordinate additional recordkeeping for these
hospitals.

While we were considering .alternate approaches to the problem, the Secretary
decided to disallow the percentage permitted as allowance in lieu of recognition
of other costs. In view of this action, and recognizing that the method devised
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was not wholly satisfactory, the Administration decided against further action
at this time.
There is evidence that nursing costs for elderly patients are higher than for

the nonelderly. Our problem is that we have not been able to develop a method
which would determine the degree of variation in the light of each institution's
actual experience. Since we have not satisfied the concern of the hospitals that
the program is not paying its full share of nursing costs, we feel it is inappro-
priate, especially in light of the Secretary's action, to impose a policy which
would result in further reducing the program's share of the hospital's costs.

You are no doubt aware that the Administration is committed to a reconsid-
eration of its reimbursement principles to assure that the program is assuming
its proper share of hospital costs. In this evaluation we intend to consider the
problem of a proper allocation of nursing costs and to also clarify the treatment
which should be accorded ancillary services, including delivery room, which are
not utilized by medicare beneficiaries.

Sincerely yours,
Thomas M. Tierney,

Directoi', Bureau of Health Insurance.

November 7, 1967.

Memorandum From Office of the General Counsel

To : Mr. Raymond Del Rosso, Deputy Asst. Bureau Director, Division of
Reimbursement, BHI.

From : Melvin Blumenthal. Assistant General Counsel.
Subject: Substantial variations in medicarecost reimbursement formulas

—

New York City hospitals (your memorandum dated October 13, 1967).

This is in reply to your memorandum dated October 13, 1967, in which you
transmitted comments made by the New York City Blue Cross Plan along with
materials from your files relating to substantial variations in cost reimbursement
of New York City hospitals, depending upon whether the combination method
or departmental method of reimbursement was employed.
We have reviewed the materials submitted and we agree that the New York

City Blue Cross Plan is properly concerned about the possibility of substantial
over-reimbursement of certain New York hospitals under the combination method
of cost reimbursement. We do not agree, however, that there is any conflict

between the principles of reimbursement for provider costs (Regs. Sec. 405.401
through 405.454) and section 1861 (v) of title XVIII.
The comments of the New York City Blue Cross Plan and also the supporting

material which you submitted indicate that there are two possible errors which
could result in substantal over-reimbursement under the combination method

:

(1) The inclusion of the cost of delivery rooms in the formula for com-
puting the cost of ancillary services rendered to beneficiaries ;

(2) The failure to reduce the average per diem costs for routine services
(room and board, etc.) to take into account the fact that such costs may
include the cost of private rooms furnished for the convenience of the
benefiicary.

I. COST OF DELIVERY ROOMS NOT ALLOWABLE

With respect to the first point, we note that in the four inpatient cost settlement
sheets which you submited, the costs of delivery rooms were included in the
reimbursement formulas and that consequently the amounts calculated under the
combination method substantially exceeded the amounts calculated under the
departmental method. We believe that the inclusion of delivery room costs in
the reimbursement formula is clearly in error for the reason that such costs
are in no way related to the cost of services furnished to beneficiaries, and hence
cannot, under the provider cost reimbursement regulations, be charged or appor-
tioned to the title XVIII program. In this connection regulations section
405.402(a) sets forth the basic rule that the program's share of institutional
costs must be related to care furnished to program beneficiaries

:

"405.402(a) In formulating methods for making fair and equitable reimburse-
ment for services rendered beneficiaries of the program, payment is to be made
on the basis of current costs of the individual provider, rather than costs of a
past period or a fixed negotiated rate. All necessary and proper expenses of an
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institution in the production of services, including normal standby costs, are
recognized. Furthermore, the share of the total mstitutional cost that is home
by the program is related to the care furnished beneficiaries so tliat no part of

their cost would need to be borne by other patients. Conversely, costs attributable

to other patients of the institution are not to be borne by the program. Thus, the
application of this approach, with appropriate accounting support, will result

in meeting actual costs of services to beneficiaries as such costs vary from institu-

tion to institution." (Emphasis supplied.)
The objective of this rule is stated in section 405.402(b) (3) as follows :

"(3) That there he a division of the allowable costs between the beneficiaries

of this program and the other patients of the provider that takes account of the
actual use of services by the beneficiaries of this program and that is fair to

each provider individually." (Emphasis supplied.)

Furthermore, there is a clear recognition in the regulations dealing with the
apportionment of allowable costs that medicare beneficiaries are not a cross sec-

tion of the total population and that the use of services by the over age 65 group
differs significantly from other groups. As stated in section 405.403(c) :

"(c) A basic factor bearing upon apportionment of costs is that title XVIII
beneficiaries are not a cross section of the total population. Nor will they con-
stitute a cross section of all patients receiving services from most of the providers
that participate in the program. Available evidence shows that the use of

services by persons age 65 and over differs significantly from other groups. Con-
sequently, the objective sought in the determination of the title XVIII share of a
provider's total costs means that the methods used for apportionment must take
into account the differences in the amount of services reecived by patients who
are beneficiaries and other patients served by the provider." (Emphasis supplied.)

See also section 405.408(f) which states, in pertinent part

:

"* * * Consequently, consideration of equity among institutions are involved
as well as that of effectiveness of the apportionment method under the program
in accomplishing the objective of paying each provider fully, but only, for services
to beneficiaries" (Emphasis supplied.

)

Thus the regulations require that provider costs be apportioned so that the
program pays only for services that are actually rendered to beneficiaries. In the
context of a program limited to beneficiaries who are over age 65, the cost of deliv-
ery room services are not allowable costs and hence may not be charged to the
program regardless of which method of apportionment is chosen by the provider.
Under the departmental method of apportionment the cost of delivery rooms

may not be charged against the program because medicare beneficiaries do not
use the facilities in question. The same is true with respect to the combination
method of apportionment. See in this connection section 405.404(a) of the
regulations relating to methods of apportionment under title XVIII. Whatever
method of apportionment is used only a provider's allowable costs may be taken
into consideration, a point that is communicated in section 405.404(c) which
states

:

"(c) The second alternative is a combination method. Under this method,
as applied to inpatient care, that part of a provider's total allowable cost which
is attributable to routine services (room, board, nursing service) is to be
apportioned on the basis of the relative number of patient days for beneficiaries

and for other patients
;

i.e., an average cost per diem basis. The residual part of
the provider's allowable cost, attributable to nonroutine or ancillary services, is

to be apportioned on the basis of the beneficiaries' share of the total charges to

patients by the provider for nonroutine or ancillary services. The amounts
computed to be the program's share of the tivo parts of the provider's allowable
costs are then combined in determining the amount of reimbursement under the
program. Use of the combination method will necessitate cost finding to determine
the division of the provider's total allowable costs into the two parts, although
it would be less involved than for the first alternative, the department-by-
department method," (Emphasis supplied.)
Furthermore, there is nothing in the portion of the regulations dealing with the

methodology of apportionment which remotely suggests that the cost of delivery
rooms may be allocated to the medicare program. Principle 2-2 (regulations
section 405.452(a)), restates the basic rule of section 405.402(a) that the pro-

gram's share of provider costs is based upon actual services to program
beneficiaries

:
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"405.452 (a) Principle.—Total allowable costs of a provider shall be appor-
tioned between program beneficiaries and otber patients so that the share iorne

the program is based upon actual services received by program 'beneficiaries.

To accomplish this apportionment, the provider shall have the option of either of

the two following methods: * * *" (Emphasis supplied.)

Furthermore, throughout section 405.452 there are repeated references to the

allocation of allowable costs with the repeated injunction that regardless of

which method of apportionment is used, the objective is to approximate as closely

as practicable the actual cost of services rendered to beneficiaries. See especially

section 404.452(c) (1) which states, in part

:

"(ii) The cost of services to beneficiaries of the health insurance program may
be determined by either of the alternative methods, that is selected by a provider

;

however, the objective of whatever method of apportionment is used will be to

approximate as closely as practicable the actual cost of services rendered.

"(iii) The two methods of apportionment available for use in determining the

cost of services rendered to beneficiaries of the program have as their goal the

allocation of the total allowable costs between the beneficiaries and other

patients in as equitable a manner as possible * * * "

II. PRIVATE ACCOMMODATIONS

With regard to the second point raised by the New York City Blue Cross Plan,

we agree that if the average per diem cost of routine services includes any
amount attributable to the cost of ])rivate accommodations that were not reo.uired

for medical reasons (section 1861 (v) (2)), then such per diem cost must be

adjusted downward. In this connection, the provider cost reiniubrsement regula-

tions permit payment only for the cost of covered services and require suitable

retroactive adjustments at the end of each accounting period ; as stated in section

405.4.51(a) :

"405.451(a) Principle.—All payments to providers of services must be based

on the 'reasonable cost' of services covered under title XVIII of the Act and
related to the care of beneficiaries. Reasonable cost includes all necessary and
proper costs incurred in rendering the services, subject to principles relating to

specific items of revenue and cost." (Emphasis supplied.)

and in section 405.454(f) (1) :

•'405.454(f)(1) Retroactive adjustment.— (1) * * * Actual cost reimburse-
ment to a provider cannot be determined until the cost reports are filed and costs
are verified. Therefore, a retroactive adjustment will be made at the end of the
reporting period to bring the interim payments made to the provider during the
period into agreement with the reimbursable amount payable to the provider
for the services rendered to program beneficiaries during that period. ^' * *"

Although the provider cost reimbursement regulations do not specifically refer

to the cost of private accommodations which are not required for medical rea-

sons, this point is specifically covered both in the statute (section 1861 fv) (2)
(A) and in the Subpart A regulations. See in this connection, section 405.116(b)
of the regulations wherein it is stated

:

"(l3) * * * rpjig reasonable cost of private accommodations is covered in full

only where their use is medically indicated, ordinarily only when a patient's

condition requires him to be isolated. Where private accommodations are fur-

nished for a patient's comfort, the amount payable under this Subpart A may
not exceed the reasonable cost of accommodations containing from two to four
beds. * * *"

Thus it is clear that the cost of private accommodations not medically re-

quired are not allowable under the program so that any payment to a provider
which includes such costs must be adjusted to reflect actual program liability.

Melvin Blumexthal.

Mr. TiERNEY. Mr. Naiighton, I hope you never find a delivery room
vrith a carpet in it.

Mr. Fountain, Dr. Goldberg?
Dr. Goldberg. In connection with your nev; requirement that car-

peting in extended care facilities meet the tunnel test, have you given
any consideration to requiring that they also met the burning-pill test ?

Mr. Tierney. It is my understanding that the tunnel test is a higher
standard than the pill test.
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Dr. Goldberg. No, it is a different kind of standard. One is not

substitntable for the other. The pill test measures the flammability or

the resistance to flame of the carpeting, and the other measures the

rapidity and intensity of the flame spread. You could have a situation

where carpeting is highly flammable, as many acrylics have been

found to be in the past, and won't pass the pill test but which might
pass the tunnel test, and vice versa. One is not a substitute for the

other, and there is a great deal of argumentation among the experts

who are concerned with setting standards in this area as to what is

the most desirable standard.
I believe the Department of Commerce, which has the responsibilit}^,

not long ago published a notice in the Federal Eegister setting forth

its finding that a new or amended standard may be needed for car-

peting. I do not know whether Commerce contemplates a standard
similar to the pill test, which, incidentally. GSA requires for any
federally purchased carpeting. However, I think you might give some
attention also to the question of whether you ought to expand your
prohibition to carpeting which will not pass the pill test.

Mr. TiERNEY. I appreciate that, sir.

Mr. Fountain. Any other questions before I yield to Mr. Brown
for a relevant observation ?

Mr. Brown. I do want to ask one question, Mr. Chairman, that

follows in this same area of thinking.

Is there still a need for additional extended care facilities to meet
any backlog of need for this program^ In other words, do we have
people crying to get into extended care facilities where they are cur-

rently unavailable ?

Mr. Tierney. Mr. Brov\'n, the Public Health Service and we have
made some surveys around the country.

As you would expect, there are areas which have some more than
they need, and some areas which have, still have, a need for beds.

I am not aware of any area in which there is an acute need for

expanded extended care facilities. One of the problems we discussed

with the committee Tuesday is the concept of the extended care benefit

as defined by the Congress, as an extension of the skilled continuous
nursing service which one receives in a hospital, but doing it in a
less expensive setting.

This is an area that requires a great deal of medical judgment. And
there are assertions being made certainly by extended care facility

administrators and organizations that the benefit pattern is so re-

stricted that people are backing up in hospitals, and it ought to be

broadened. This I think is something that we are going to be studying.
As I suggested to the chairman Tuesday, ultimately it will be a

matter of Congressional determination of a social policy.

Do you want to really provide nursing home care or do you want
to provide this concept of an extension of the skilled continuous nurs-
ing service of a hospital ?

I think, and I am maybe reading your mail or suggestions made
to you, but if you are getting suggestions today that people are unable
to get into extended care facilities, it may be more over that factor
than it is due to lack of the facilities themselves.
Mr. Brown. No, the reason I asked the question with reference to

Ileal th and safety standards, was because it occurs to me that if there
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is not a backlog of need for extended care facilities at present, except
perhaps in spotty areas around the country where none have been
built, and considering how profitable this business seems to have been
and how much speculation there is in this field in the markets, I doubt
that there are many areas of the country where this need has not been
met and perhaps more than met.

It seems to me that you are in a position, if that is the case, to tighten

up on health and safety standards. I for one just as a matter of obser-

vation as to how these programs work and how they become efficient

and inefficient in their administration would suggest that you are

perhaps on the right track using the State service or the services of

State organizations if you are in a position to jack up those State

organizations and assure that the services which they are providing in

terms of checking are adequate.

If they are not adequate—and I am not sure we have really come
down on one side or the other of that question in this discussion yet

—

if they are not adequate, then I suppose the issue becomes whether or

not you set federal standards and try to enforce them with Federal
inspectors.

In the long run I think we will find that adds to the cost of the whole
operation for the economic cost, regardless of who pays it, will be
higher if you have Federal inspectors than if you use existing State

inspectors—even if you assure yourself they are qualified, (a) to in-

spect adequately, and (b) they are following stringent enough stand-

ards to assure safety with reference to Federal standards in this area.

I get the impression that our Federal standards are somewhat lower
than the State standards in existing hospitals, but that is only an im-

pression I get from this discussion. I don't know whether that is a

fair assumption or not.

Mr. TiERNEY. I would hate to leave you with that impression, Mr.
Brown, because I think the opposite is true in hospitals and extended
care facilities.

Mr. Brow^n. I am sorry, I don't want to leave you under a mis-
apprehension, that the Federal standards for extended care facilities

are lower than the State standards for hospitals.

Mr. TiER^^EY. I am not sure I know what you mean, sir.

The standards for hospitals are for the most part established under
the law as the standard of the Joint Commission on Accreditation of

Hospitals.
The law further provides that if a State has higher requirements

than the Federal requirements, they shall be imposed.
As I said before, we have only had two States—relative to home

health agencies—impose higher requirements but only on one item of
the home health agency conditions. So I don't think you can conclude
that the States have higher requirements than we.
Mr. Brown. For their hospitals as opposed to extended care

facilities?

Mr. TiERNEY. For either one.

Now the standards for accreditation of hospitals of course, beyond
fire and safety, go into a great deal more detail.

Mr. Brown. I am speaking of only fire and safety, or health and
safety.

Mr. TiERNEY. I think I understand it now.
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Mr. Fountain. Before we recess, I would like to ask you one ques-
tion : It is not relevant at this point, but do you take any kind of inven-
tory or ask the States to take one to determine how many people stay

hi hospitals, how many unnecessary days, during an observation period
or waiting for doctors to come and examine them or going through
the routine things that they could go through by staying in a motel
or staying in some other place ?

Mr. TiERNEY. Yes, sir, we do, through a series of different

approaches.
First of all, every hospital in order to participate again under man-

date of the law must have a so-called utilization review committee.
This is a committee of the staff, of the medical staff that reviews
admissions, lengths of stay, and must review long-term stays on a

continuing basis.

First of all, the State agency goes into an institution and deter-

mines that such a committee exists that the facility has a utilization

review plan, and that the facility's committee is operating in accord

with the plan. A committee can exist on paper and not be very effec-

tive. Thereafter the intermediary's role on a continuing basis is to

evaluate the effectiveness of the utilization review being carried on
in the institution.

We in turn through our program validation and our contract

performance reviews look to see whether or not the intermediary is

following up and making sure that utilization review is effective.

I am sure you appreciate, Mr. Chairman, that in the final analysis

a person is in the hospital because a physician certifies he needs to be

there and he continues to stay in the hospital because his physician
continues to certify he needs to be there.

Now this review by a medical staff I think is an excellent thing.

I don't know how we will ever be able to prove how effective it is in

medicare, because we had it from the inception. If we operated for a

while without it and then put it into effect, we might have seen a dra-
matic change. But it has always been a part of the picture.

I don't profess that it is an absolute guarantee that there aren't

people unnecessarily in hospitals, but they are in hospital because the
doctor certified they needed hospitalization and the Utilization Keview
Committee has not disagreed with the doctor.

Mr. Fountain. I guess this is an area where some work has to be
done with and among doctors, because I have had some private physi-
cians to tell me in their opinion millions of dollars could be saved if we
could ever find a way to prevent that sort of thing from happening,
that is unnecessary stay in the hospital, not just recuperating from an
illness, but going in there and staying 5 or 6 days for routine examina-
tion and paying the regular hospital fee.

Dr. Goldberg?
Dr. Goldberg. Is it discretionary with each of the hospitals as to

who serves on the Utilization Eeview Committee, or do you have any
standards mandating certain procedures ?

Mr. TiERNEY. There have to be at least two physicians from the
medical staff on the committee and at the facility's discretion other
qualified nurses or medical personnel. But we don't specify who those
people will be, no.
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Dr. Goldberg. The same doctors who might be placmg people in

hospitals unnecessarily or keeping them there for a longer period of
time than is required for their medical conditions could be the same
persons who are judging their own conduct.
Mr. TiERNEY. You are right, sir.

Mr. Fountain, The committee stands recessed subject to the call of

the Chair.
(Whereupon, at 1 :20 p.m., the committee was adjourned.)



MINISTRATION OF FEDERAL HEALTH BENEFIT
PROGRAMS

(Part i—Medicare Program)

TUESDAY, MABCH 3, 1970

House of Representatives,
Intergovernmentae Relations Subcommittee
OF THE Committee on Government Opef^ations,

Washington. D,C.

Tlie subcommittee met at 10:15 a.m. in room 2203, Rayburn House
Office Building, Hon. L. H. Fountain, chairman of the subcommittee,
presiding'.

Present : Representatives L. H. Fountain, Clarence J. Brown, and
Guy Vander Jagt.

Staff members present: James R. Naughton, counsel, and Thomas
H. Saunders, minority staff.

Mr. Fountain. The committee will come to order. The record will

show tliat a quorum is present.

Our hearing today is a continuation of a series of hearings which
we began last month concerning the administration of the medicare
and medicaid programs. Our witnesses today wall be Mr. Thomas M.
Tierney, Director of the Bureau of Health Insurance, Social Security
Administration, w^liich administers the medicare program, and some
of Mr. Tierney's associates in that Bureau.
During the hearings last month, most of our questions were ad-

dressed directly to Mr. Tierney. Since we will be getting into details

of program operations this week, rather than some of the more general
matters we discussed previously, I think it might be appropriate if

we place a little less of a burden on Mr. Tierney and address our ques-

tions wherever feasible to the persons who have direct responsibility

under Mr. Tierney for particular operations.

It is my expectation that most of our questions today will be di-

rected to tlie use of intermediaries in carrying out the medicare oper-

ations, and the manner in which those intermediaries have been
carrying out their responsibilities.

Mr. Tierney, before we begin our questioning, I wonder if you
would identify the other witnesses with you ?

Mr. Tierney. On my left, Mr. Chairman, Mr. Robert Mayne, who
is the Assistant Bureau Director in charge of Intermediary Opera-
tions. On his left, Mr. Robert Ouloosian, who is Chief of the Contract
Administration Section in that Division, and on my riglit is Mr. Wil-
son Jones, who is Chief of the Contract Financial Management
P»ranc]i of that Division.

(87)
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These are men who are obviously directly involved in the day-to-day
operations and relationships with intermediaries.

Mr. Fountain. We are delighted to have all of you with us and
appreciate your presence here this morning.
Mr. Mayne, I wonder if you would describe your responsibilities

in the Bureau of Health Insurance.
Mr. Mayne. I joined the Bureau of Health Insurance as a member

of the predecessor task force that was established in February of 1965

before the legislation was passed. At the time we formed the Bureau,
I was assistant to the Director, responsible for the development of

an organization, of an administrative pattern and a rather broad range
of involvements in the planning for getting started with the medicare
program on July 1, 1966.

I went to the position of Assistant Director in charge of the Divi-

sion of Intermediary Operations in November of 1967 and have been
in that position since.

Mr. Fountain. Generally speaking, Avhat part do intermediaries

play in the administration of the medicare program?
Mr. Mayne. The intermediary is the real key to the operation of

the program. The statute and the contracts that we have with these

intermediaries—the contracts are based on the statute—provide that

the intermediaries will make determinations on payments that are

required to providers on a reasonable cost basis: receive, disburse, and
account for funds; audit records of the providers; and serve as a

center for communication with the provider on the policies and in-

structions that are used to implement the program.
They have then other duties which are of less importance as far as

overall responsibility is concerned, but they are still of considerable

importance in that they are charged with assisting providers of service

in the development of their abilities to effectively assure the employ-
ment of utilization safeguards, and they are to conduct studies to

assess the application of utilization safeguards.
They are also to make management studies as may be necessary at

the direction of the Secretary and participate in statistical research
studies as may be required by the Secretar}^ They must have, because
of their responsibility for processing claims, for making payment for
the reasonable cost of the services rendered medicare beneficiaries, a

procedure for reconsidering and hearing disputes involving providers.
This is largely the role of intermediaries.

So the whole focus of the relationship is the provider to the inter-

mediary and as you will recall in the session we had the other day, we
identified the fact that the intermediary is nominated by groups or
associations of providers, so the relationship is very clearly established.

Mr. Fountain. About how many different intermediaries are there

and how are they classified ?

Mr. Mayne. We have a prime contract with the Blue Cross Asso-
ciation, which in turn has subcontracts with 74 Blue Cross plans.

In addition, we have prime contracts with nine other organizations,

seven of which are commercial insurance companies. The other two
are Intercounty Hospital Service which is not an insurance company,
and then the Kaiser Foundation which is an intermediary for its

own hospital.
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Mr. Fountain. How many commercial insurance firms ?

Mr. Mayne. Seven commercial insurance firms, and two other inter-

mediaries
;
using the term "commercial insurance" a little loosely. One

of the seven is a cooperative in Puerto Rico. We classify them w^ith

the commercials. Then there is The Kaiser Foundation and Inter-

county Hospital Service in Philadelphia. So there are nine in that

group.
Mr. Fountain. Does the law require the Social Security Admin-

istration to accept any intermediary chosen by a provider, or does it

permit Social Security Administration to reject an unsatisfactor}^

intermediary ?

Mr. Mayne. No, sir, the statute provides that the Secretary is to

accept these nominations but that he would not accept them if there
was reason to show that there would not be effective administration,
or that they could not serve to carry out the utilization safeguards as

required by the statute.

So there are two factors there.

Mr. Naughton. Mr. Mayne, as a matter of fact, section 1816(b)
which relates to the selection of intermediaries and use of intermedi-
aries, specifies that the Secretary shall not enter into an agreement
with any agency or organization under this section unless he finds that
to do so is consistent with, the effect and efficient administration of
the hospital insurance program, does it not ?

Mr. Mayne. That is right.

Mr. Naughton. So there is a positive duty upon the Secretary not
to accept any intermediary unless they are prepared to do an efficient

and effective job.

Mr. Fountain. How many intermediaries handle the bulk of the

medicare program ?

Mr. Mayne. Well, you have to look at the types of providers. As
far as the hospitals are concerned, the Blue Cross system handles
about 93 percent of all of the hospitals. With respect to the extended
care facilities, the Blue Cross system handles 53 percent and the other
intermediaries handle 47 percent.

Mr. Fountain. Can intermediaries be held financially responsible

if the medicare program suffers losses because of gross negligence of
the intermediary ?

Mr. Mayne. That is a very interesting question, Mr. Chairman. The
statute provides that we are to pay the intermediary their administra-
tive cost in administering the program. The only provision that is

made for holding them liable is in the event that a certifying officer or
disbursing officer working for an intermediary is found to be guilty

of gross negligence or intent to defraud. We then have recourse. The
language which is in 1816(e) (1) says that no individual designated
pursuant to an agreement under this section as a certifying officer

shall in the absence of gross negligence or intent to defraud the United
States be liable with respect to any payments certified by him.
And then you have the same provision in subpart 2 with respect to

a disbursing officer ; and then subpart 3 nails this down by saying that
no such agency or organization shall be liable to the United States for
any payments referred to in paragraphs 1 and 2.

',11
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Mr. NArGHTOx. Mr. Mayne, is it 3^our interpretation of that statute

that if gross negligence on the part of a large insurance firm or large

Blue Cross plan results in the unnecessarj^ and unjustified expenditure

and loss of a million dollars in taxpayers' funds, that you may be able

to recover it from the clerk who made the payment, and signed the

check, but you can't go against the insurance company ?

Mr. Mayne. Well, I would say we would surely try. AVe have not had
a situation as yet where we were in the position to really press or to

propose such an action.

Mr. Naughtox. Aren't you concerned that this provision of the law
may prohibit you from recovering in the event you find that gross

negligence by one of the organizations you are doing business with
has cost you a lot of money ?

Mr. Mayne. Well, I think we would have to go with the record on
that, Mr. Naughton, and see wliat the situation would be.

Mr. Naughton. But you have never been concerned enough about it

to ask your General Counsel for an expression of opinion on what your
recourse is or possibly to recommend that the Congress change this

provision of the 1 aw ?

Mr. TiERNEY. I think we have discussed this—if I may, INIr. Chair-
man—general area of consideration with the General Counsel. We have
discussed it Avith committees of the Congress.
As a matter of fact, the Senate Finance Committee staff report raises

the question of whetlier or not it is feasible to ask these organizations,

commercial insurance companies and Blue Cross plans, and on the part
B side there are 33 Blue Shield plans and 16 commercial insurance com-
panies involved, to operate this total administrative process on an
absolutely no-gain, no-loss basis.

There is no room for them to make any money. They are paid their

audited costs. Whether or not it is feasible to ask any organization to

assmne a risk of, say, a million dollars—it could be more than a million
dollars—where you pay them absolutely nothing to undertake such an
assumption of risk, is a very doubtful question.

So that I think this is something that probably is a policy deter-

mination that will ultimately be made.
If you are going to hold somebody responsible, which this law pur-

ports not to in the absence of gross negligence, I can't imagine the
organization assuming that responsibility without being also compen-
sated for some kind of a risk factor.

The Senate Finance Committee staff report suggests that that be
built into the system, and so it is under consideration.
Mr. Natjghton. Well, if there is no gain to the commercial insurance

firms or the Blue Cross plans for participating why do they do it ?

Mr. TiERNEY. I think some of them are beginning to wonder why.
I think in the early stages of the game, there are obvious reasons why
they did it. This was the first large involvement of the Federal Gov-
ernment in the financing of health insurance in the Nation. There was
great consternation in the private sector that this was the camel's nose
under the tent, and the Federal Government would be moving in.

Both the providers of the service and the people in the private sector

at that time felt it important to play a significant and meaningful role

in the operation of medicare. The Congress made specific provision
for it.
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If you go back and read the congressional committee reports they
were much stronger than the law itself that this was to be the mecha-
nism, that it would be largely administered by private health insur-
ance carriers of proven capacity and ability.

At that time therefore, they assumed that this was a role that was an
appropriate one for them.

I said a minute ago—perhaps jocularly, but it didn't seem to get
much of a laugh—that some of them are reevaluating their positions
because they do find now that there is no profit, that what they might
have felt was a good public relations thing to do is being questioned
because they are being asked more and more and more to operate a
stricter and stricter surveillance over the institutions that have nom-
inated them, over the doctors to whom they are making payments, and
I just would assume that some of them are beginning to wonder, in
the absence of a payment of some kind, of a plus factor—and I don't
like the use of those words—but the absence of a payment of some kind
of an incentive for them to do an effective job, whether or not they
want to continue the role indefinitely.

Mr. Naughton. They are reimbursed, of course. The intent of the
law is that they are to be reimbursed for all costs.

Mr. TiERNEY. Yes.
Mr. Naughton. Reasonable costs.

Mr. TiERNEY. And I think there are some advantages that may
inure to some of them in the ability to allocate some portion of admin-
istrative overhead—perhaps a most significant area^—an ability to pro-

vide a basic claims volume sufficient to utilize a larger computer
capacity than they might out of their own business.

So that these are some intangible benefits. But they have to account

for every penny they spend on medicare and that is what they get paid,

and that is what is audited out and what is the end of it.

Mr. Naughton. Of course, it gives them a chance to gain experience

without any risk.

Mr. TiERNEY. Mr. Naughton, most of these companies have had
long, long years of experience ; that is why they were selected.

Mr. Naughton. In a program similar to this ?

Mr. TiERNEY. Not in a program of the broad spectrum of medicare,

of home and office calls and all the things the voluntary private sector

has traditionally not provided.
Mr. Naughton. In view of your past association with Blue Cross,

could you give us information on the background of the Blue Cross
and Blue Shield organizations ?

Mr. TiERNEY. Well, yes, sir; a very brief summary.
Blue Cross had its inception down in Baylor Hospital in Dallas,

Tex., back in 1929, when a man named Dr. Justin Ford Kimball
thought up a simple idea, and that was that a group of Dallas school-

teachers would pay 50 cents a month to this hospital, and the hospital

would put the money in the cash drawer and when, as and if these
schoolteachers needed hospital care, the hospital would make it

available to them.
This was at a time when, as you know, the depression was hitting.

Hospitals were faced with tremendous financial problems, and even
though costs were only something like $3 or $4 a day, there were mil-
lions of Americans denied access to hospitals because they didn't have
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that much money, and it was kmd of an idea whose time had come.

During the 1930's independent autonomous voluntary Blue Cross
plans sprang up in virtually every State in the Nation, with the excep-

tion of Nevada, where there still is not a program, and many States

had five or six or seven, developed around counties or districts.

In 1939 doctors of California decided that hosptal insurance seemed
to be catching on with the public, so Blue Shield was formed in an
etfort to provide a mechanism for the financing of medical services.

The whole original scope of Blue Shield coverage was in-hospital

medical and surgical care. It was felt that you could insure against

surgical procedures because nobody wanted to undergo surgery, but

if you broadened it out further than that, you couldn't make it an
insurable thing.

I might say that the private health insurance sector had felt that the

approach to this was indemnity. You pay out so many dollars per
week in a hospital, or agree to pay a hundred dollars' worth of X-ray
costs. The departure that the Blues brought into the field was paying
for services rather than paying dollars.

They said : "We will cover the hospital bill." Well, nothing much
liappened during the 1940's, until 1948, when the automobile union
negotiated and for the first time made health benefits a part of the

bargaining table negotiations, and under the impetus of that, in 1948
Blue Cross and Blue Shield mushroomed.
They grew steadily through the fifties, and have continued to grow

since. I have not seen the m.ost recent figures, but I think the Blue Cross
plans of the country cover some 68 million people. Blue Shield
something less than that—maybe 60 million.

In 1957, the Blue Cross Association was formed, originally as a
national enrollment entity to handle national accounts. It really

became activated in 1960, and I suppose its first significant national

account was the Federal emploj^ee program under which, as you know.
Federal employees have a choice between a national Blue Cross-Blue
Shield service plan, or an indemnity plan which is underwritten by
Aetna.
The second big event for the Blue Cross Association was certainly

its assumption of the role of prime contractor under medicare.
Eather than the Secretary having contracts with the 74 separate

Blue Cross plans around the Nation, he entered into a prime contract
with BCA under the terms of which they agreed to supervise and give

surveillance to the operations of the plans.

I don't know if you wanted that long-winded a history or not, Mr.
Naughton.
Mr. Naughton. I guess it won't hurt anything.
Mr. Fountain. It's good for the record to have this information.
Mr. Naughtox. What part, if any, did the American Hospital

Association play in the growth of Blue Cross plans ?

Mr. TiERNEY. Well, the American Hospital Association has had a

long affiliation with Blue Cross. Blue Cross was the child of the

hospitals. This is where it came from.
Before there was a Blue Cross Association, there was a Blue Cross

Commission, and that was a commission of the board of trustees of

the American Hospital Association, and that was the license authority,

that was the organization that said to a local group of people in
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Illinois or Iowa, all right, you set up an organization, nonprofit,
which meets our criteria, and you are therefore licensed to use the
Blue Cross symbol. The symbol still belongs to the American Hospital
Association.

That commission was abolished, but there has long been a close

affinity between Blue Cross and hospitals, because, as I said, while in
later years certainly the thrust of the Blue Cross philosophy and
influence has been directed more toward consumer cooperative identi-

fication, it nevertheless was from its inception a prepayment plan for
hospital services sponsored by hospitals.

I think now you have a different market than you had in those
days. Today Blue Cross competes with the commercials for General
Motors business or steel business or something else on the basis of
who can provide the benefits most efficiently and economically. Unlike
the old days, whether or not you were nonprofit or whether or not
you had associations with professional organizations, are factors

that don't mean much any more.
Mr. Xaughton. Did the American Medical Association play a

similar role in the establishment of the Blue Shield program?
Mr. TiERNEY. No, I don't think the American Medical Association

did. As a matter of fact, it looked with some foreboding on the
formation of Blue Cross and Blue Shield.

The AMA has endorsed voluntary third parties prepayment
arrangements, but there is no direct affiliation between Blue Shield
and AMA.
Mr. Naugiiton. Is there a connection between Blue Cross and Blue

Shield other than the fact they operate together, or are they
independent?
Mr. TiERNEY. They are independent organizations and independent

corporations in virtually every State. There are maybe one or two
States where there is a single corporate entity, but for the most part
they are separate corporations.

But they have traditionally shared common services—enrollment,
billing of premiums, processing of claims and this sort of thing.

Usually the Blue Shield organization has its own claims staff, its

own professional relations staff, and Blue Cross has its separate staff.

But I think they have found it efficient and effective to avoid
duplication of services, and in most places they operate together.

This isn't true everywhere. In California, they are competitors. Blue
Cross sells hospital and medical services, and Blue Shield does the
same, and they fight for the business. The same is true in Minnesota
and several other places, but I think the general pattern has been one
of not affiliated, but cooperative corporate entities.

Mr. Naughton. Is there any national organization that exerts the
type of influence over the affairs of local Blue Shield plans that

would perhaps be exerted by the American Hospital Association over
the local Blue Cross plans ?

Mr. TiERNEY. I'd like to go back—I don't know that you have
established—or I hope I haven't established a belief that the American
Hospital Association exerts influence over the local Blue Cross plan.

Mr. Natjghton. They control the symbol, if nothing else.

Mr. TiERNEY. Interestingly enough, the criteria are quite easy to

meet. You must be nonprofit; you must pay out a percentage of

48-611—70—pt. 1——-7
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premium income in benefits
;
you cannot have directly salaried, sales-,

men. As long as you do these things, there is no way to revoke the
license.

So that isn't much of a weapon, Mr. Naughton. There isn't any Blue
Shield organization exactly the equivalent of the BCA. The National
Association of Blue Shield Plans has never been an operating entity

to the extent that BCA has been. It does, however, as the national

trade association, represent the Blue Shield plans of the country.

Mr. Naughton. Apart from any auditing or other control that
might be exercised under contract, does any Federal agency have any
regulatory authority over the Blue Cross and the Blue Shield
operations ?

Mr. TiERNEY. I think in every State in the Nation, with the

possible exception of Missouri which may now, all plans are under
State insurance commission regulation, I believe in one State the
regulating body is the State banking corporation. But they are all

regulated as to benefits and rates.

Mr. Naughton. Do the laws require that all of them be nonprofit 'i

Mr. TiERNEY. No ; not the law^s as such. Most States have enabling
legislation for nonprofit organizations to be formed, and that is how
most of these organizations were formed. But there is no law requiring
any third party health program to be nonprofit.

Mr. Naughton. To your knowledge, are there any Blue Cross plans
that are operated on a for-profit basis ?

Mr. Tierney. No; I think under a quirk of the law, the Indiana
Blue Cross plan is organized as a mutual insurance company, but many
people say this is the same thing as nonprofit. In other words, there
are no stockholders. The members own it.

Mr. Naughton. Do the laws generally limit or not limit the salaries

that can be paid ?

Mr. Tierney. I don't think the law limits the salaries that can be

paid.

Mr. Naughton. To your knowledge, do the maximum Blue Cross
salaries exceed the Government salaries for the same level of

responsibility ?

Mr. Tierney. Yes; to my sad knowledge, this is true.

Mr. Fountain. Do the contractual relations between the Social

Security Administration and Blue Cross differ from those of other

intermediaries ?

Mr. Tierney. Mr. Fountain, we have direct contracts with the com-
mercial companies—Mutual of Omaha, Aetna, Travelers, the others.

We deal directly with them, and even though they may operate in four
or five States, we don't have a direct contract or subcontract with their

local offices in four or five States.

With Blue Cross it was different. The Secretary did contract at that

time directly with the Blue Cross Association, as the prime contractor,

and then they entered into approved subcontracts with the local plans.

Now there are two differentials, Mr. Chairman, in the language of

the contracts. The contract with the commercial companies says that

the intermediary will comply with the regulations promulgated by the

Secretary and the directives issued by him.
The Blue Cross Association contract says that BCA will comply

with the regulations issued by the Secretary and BCA took the position
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that as the prime contractor, it would receive directives from the"

Secretary, or from my Bureau, or from SSA, and it would transmit
directives to the subcontracting plans.

The second thing was that in the other contracts it provides
that the commercial intermediary will be a channel of communication
between the Secretary and providers of service. In the Blue Cross con-
tract, there is a provision that it will be the channel of communication"
between the Secretary and providers of service. This again, at the time,

sir, had as its concept that they were going to centralize and control

and direct all of these 74 plans around the country, and they would do
the channeling of communications to the providers, rather than having
us contacting directly the providers through each of the plans.

Now those don't seem like very significant differentials, but they
have caused some problems in the operation of the program. These
contracts run for a period of 2 years, and the current contracts will

expire July 1 of this year. We gave notice to all intermediaries and
carriers—the intermediaries as w^e must a year ago—that we didn't

intend to renew the existing contracts and some of these things, Mr.
Chairman, we will be clearing up in the new contracts.

Other than those things, there are no other distinctions.

Mr. Fountain. As I understand it, your contract with the national
Blue Cross Association requires that communications w^ith the local

Blue Cross plans be routed through Chicago, rather than directly be-

tween Baltimore and the local plan, is that right ?

Mr. TiERNEY. That is what the contract specified, and for quite a
while that was a hangup. Frankly, the Blue Cross Association, Mr.
Chairman, is quite zealous of its role. They felt they were in a position

to more effectively coordinate the activities and get greater uniformity
of performance from plans if they controlled the directive.

More recently, we have determined from a number of sources, in our
review of operations, that it is impossible to keep on top of intermedi-
ary operations and carrier operations around the country even through
our own regional offces, and we are noAv putting people on site in the
major intermediary and carrier operations in the country, and hope to

have people on site in all of them in another few months.
So that while these early niceties of contractual language have

caused difficulties in the past, I think we have largely overcome them.
Because we have people right in their offices now, to say nothing of
going through Chicago.
Mr. Fountain. From your experience, taking into account the argu-

ments you have made, have you found that dealing through Chicago
creates an unnecessary layer of bureaucracy ?

Mr. TiERNEY. Mr. Chairman, I think there are a lot of values to it.

In the first place, one of the main things BCA does is provide a nation-

wide wire system which w^e fully utilize in the operation of the medi-
care program.

For every one who goes to the hospital, there is a query sent to Balti-

more to determine whether or not he is eligible, whether or not he used
up his spell of illness, whether or not he paid up his deductibles. A
BCA wire system they had in effect before medicare started is used to

communicate these requests and responses.

Mr. Fountain. That is done as soon as the person enters the

hospital ?
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Mr. TiERNEY. Yes, sir. That is a great value. Blue Shield plans
^"hich are coordinated with the Blue Cross plans use that same wire
system for the part B side, so this is a real value.

There is a real value in having some kind of a central point where
you can get a uniform performance effort. Now of course Blue Cross
is a much bigger thing, but I think it is similar in concept to dealing
with, say, Aetna Insurance Co., rather than 14 different Aetna offices

around the country.
To the extent, however, that it has developed any duplication of

effort, and in the audit area I personally feel that the present proce-
dure of having current audits go from the providers to the plan's

auditor, to the plan, through BCA and then to us sets up a triple

review which may be unwarranted.
These are things I think we can eliminate. But I would hate to see

us wipe out the whole thing.

Mr. Fountain. Have you had any difficulty in obtaining appropri-
ate information from local Blue Cross plans, or in getting them to

understand and carry out requirements ?

Mr. TiERNEY. I am sure we have had a lot of difficulty in getting a
lot of people to understand and carry out the req[uirements, Mr.
Chairman. I think what you are speaking of is getting information
from local plans.

Again, early in the game, one of our regional offices wanted some
information about what was going on in the local plan. BCA took the

position that the information had to be obtained through their re-

gional representative or through Chicago.
This sounds melodramatic, and sounds almost childish in some re-

spects. I think for the most part, we have overcome it, Mr. Chairman.
There are still instances when I would prefer to pick up a phone and
talk to the guy in San Francisco and get an answer direct. On the other
hand, I think they have to an extent a legitimate concern that the
answer of the guy in San Francisco is the same one that the guy in

Boston is going to give me.
Mr. Fountain. Mr. Naughton suggested I might ask you to com-

ment on the same question, Mr. Mayne, since you are directly in charge.

Mr. Mayne. I gathered from the question, Mr. Chairman, that

there was an interest in identifying particular situations where the

accumulation of information had been delayed.
Mr. Fountain. Right.
Mr. Mayne. There have been situations where we have asked for

information and it has not come in within the deadline we have asked
for.

Mr. Fountain. What is your usual deadline, or does it depend upon
the individual situation ?

Mr. Mayne. This would vary, depending on the kind of informa-
tion we were seeking. In some of these situations, the delay was be-

cause of the BCA's recasting, and in some of these cases it was in col-

laboration with us—saying, we will be glad to go out and get this

information for you. We think however it would be better if you
asked it in this way, or add these particular things to it.

So this was done. Then BCA has had the problem of getting the
information back in time from the plan and there have been instances
when they have not met the deadline.
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Mr. Fountain. Has that been true to any great extent ?

Mr. Mayne. I would say no, not to any great extent.

Mr. Naughton. Do you feel that lack of availability of information
that you requested has not been a serious problem ?

Mr. Mayne. I think, Mr. ISTaughton, it is a question of how readily

available was the information, and what did they have to do to get it.

If we are after information, we set a deadline, certainly we would
hope to have it available at that time. But a program of this kind, you
can't always make a judgment in Baltimore as to how readily informa-
tion is going to be available. This is particularly true where jon are

relying on data that are accumulated in a plan. A great variety of
systems are present in these individual plans, some with very sophisti-

cated computer S3^stems that can spill the information out very
quickly; others that will have to accumulate it largely on a manual
process.

Mr. Fountain. Incidentally, do you all do any checking behind
the computers?
Mr. Mayne. Absolutely.
Mr. Tierney. Computers can make some of the worst mistakes you

can conceive of.

Mr. Fountain. I have been involved with some of them.
Mr. Tierney. ^Vhen a computer makes a mistake, it is a whopper.
Mr. Naugiiton. I suspect you are using the same computers in Balti-

more that are handling some of my charge accounts.

Mr. Tierney. I don't think we have farmed out anything to the de-
partment stores, but I have had the same problems. I once got a $75-

sweater free because they said they couldn't fool with me any more-
Mr. Fountain. Have there been occasions when the Blue Cross Na-

tional Association has instructed local plans to disregard and not fol-

low instructions issued by SSA ?

Mr. Tierney. Yes, I think of two instances, and maybe Mr. Mayne
can think of some more.
Mr. Fountain. Can you give us the details ?

Mr. Tierney. Our professional relations people put out a bulletin

one time asking that they be furnished copies of everything a plan put
out in the way of professional relations information or bulletins or
directives or anything else. And the BCA balked

;
they said that under

the contract, we didn't have any right to demand any such wholesale
sending of things. They had sent things they thought were pertinent
and affected medicare, but they weren't going to send everything else.

Well, we worked that out, I think, to our mutual satisfaction. Per-
haps we had asked too much.
On aiiother occasion, a request for information related to the prob-

lem of determining—and I think we touched on this the other day

—

the appropriate amount of owner's compensation, where the owner of
a proprietary institution is the administrator and where he determines
his own salary. It became obvious early in the game that we had to
get some kind of a fix on what comparable administrators were being
paid in comparable institutions, on an arms length basis, where they
were not the owners.

So we asked all intermediaries to compile, together with our regional
officers, information to this effect. BCA people at that time took the
position that they would go out and compile all the information for
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our regional office, but not compile it together with the commercials.
That would be up to the regional office.

Well, again that seemed a little bit overzealous guarding
of prerogatives.

As far as I am aware, sir, these are the only two times they refused
to follow our directives.

Mr. Fou?fTAiN. You worked that out satisfactorily ?

Mr. TiERXEY. We got the information. We could have gotten it more
reasonably.
Mr. Naughtox. That creates problems for you, doesn't it, if your

prime contractor is telling your subcontractors not to follow your in-

structions and cooperate with you ?

Mr. Tterxey. I think in 4 years, if I can only think of two instances,

it hasn't been a major problem.
Mr. ]Mayxe. I can think of one other that we resolved, and resolved

pretty fii'mly.

It's a requirement that the plans as subcontractors submit audit sub-
contracts to us for approval. And in several instances, the Blue Cross
Association told the plans to go ahead and approve the audits before
receiving on approval.
So we liad a session on this with Blue Cross Association, and they

said, well really they didn't mean what they said; it was all worked
out.

Those were I think only about three, weren't they, Bob ?

Mr. OuLOOSiAN. Yes.
Mr. Naughton. You are not sure those are the only instances that

occurred ?

Mr. Mayxe. I would say in that area, yes.

Mr. Xaughton. I am speaking of instances where Blue Cross-
Chicago has told local plans to disregard instructions. Are you saying
that three is all there are, or three is all you can think of at the

moment ?

Mr. Mayne. What we are saying is these three are the ones that
come to mind.
Mr. Fountain. ^^Tiat was the explanation ?

Mr. Tierxey. The explanation I think, Mr. Chairman, was their

legal interpretation of the specific provisions of the agreement, what
they had a right to do under the agreement—and I am sure Mr. Naugh-
ton has a copy of it—it sets forth the functions of the intermediary.

And their basic position is that you have contracted with us to carry
out these functions, now it is up to you to make an appraisal of oui

overall performance and see how we are doing it. It is not up to you
to tell us how to do it.

Our position from the beginning was that maybe that was the way
the contractor read it, but it is quite clear in the law, quite clear in our
concept of the contract, that it is up to us to tell you how to do it in

some instances, and that has been the basic conflict.

And I don't want to leave the impression with you that this is totally

tied up with BCA. On the part B side, we have this with carriers all

the time. It is spelled out specifically in the contract that they are to

make determinations of what a reasonable charge is. We are constantly
sending out directives telling them how to do that, and many of them
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saj, you go fly a kite, you contracted with us to make those
determinations.

So we have had this kind of abrasive operation which I think you
would expect between a Federal agency which has contracted out
these services, and yet continues to feel a responsibility to see that they
are done effectively.

Mr. Fountain. I didn't mean to single out the BCA.
Mr. TiERNEY. I was just afraid we were leaving that impression.
Mr. Fountain. We did have individual instances brought to our

attention, but we are interested in others too.

Mr. Naughton. Of course, BCA's situation is the only one where
you have a third party between you and the intermediary that has the

direct contact with the provider.
Mr. TiERNEY. Yes, you are right.

Mr. Naughton. May I ask—you mentioned one of the situations

with Blue Cross-Chicago, where it instructed the local plans to dis-

regard requests for information. It involved a request on the part of
social security for copies of all the promotional material, instructional

material being sent out by Blue Cross, local plans or national distribu-

tion, to the providers with which they were dealing. Did any of that

23romotional material—I guess you may not know, since you evidently
didn't get it

Mr. TiERNEY. We got everything involving medicare.
Mr. Naughton. Are you sure you got it all ?

Mr. TiERNEY. I am not sure.

Mr. Naughton. Were any of those perhaps suggestions to the pro-

viders to use the combination method and get part of the cost of

delivery rooms paid by medicare ?

Mr. TiERNEY. No, sir.

Mr. Naughton. You really don't know whether it was or wasn't
done, do you ?

Mr. TiERNEY. I am not aware—maybe you are—of any Blue Cross
plan ever sending out a directive to providers saying use the combina-
tion method. If you are, I would be glad to know of it.

Mr. Naughton. Mr. Mayne, are you aware ?

Mt.Mayne. No.
Mr. Naughton. Are you sure, where an intermediary suggested to

a provider
Mr. Fountain. He said he wasn't aware.

Mr. ^Iayne. I couldn't answer that.

Mr. TiERNEY. We are talking about written material, Mr. Naughton.
I think it is quite likely that an intermediary, in dealing with a pro-

vider, would point out the alternative methods and suggest that it use

whichever one it had an option to use. I am simply not aware of any
written directive to that effect, and if you are, I would be glad to

know about it.

Mr. Naughton. At the moment, Mr. Chairman, I am not aware of

any actual written communication between the intermediary and the

provider, suggesting that some course of action might get them more
medicare reimbursement. There is evidence of oral communication of

this type.

Mr. Fountain. Have you been seriously dissatisfied with the per-

formance of any of the Blue Ciross local plans ?
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Mr. TiERNEY. Well, Mr. Chairman, any time you have this kind
of a range of plans there emerges a pattern of very good ones, middle-
of-the-road ones, and obviously some have to fall at the bottom end.
These may arise out of a number of things, such as lack of capacity

to process bills efficiently and effectively, and keep the thing moving.
There may be an inordinately high cost per bill in one plan as

compared to the national average. We are constantly looking at the
plans. We have information on their average processing time, their

bills pending over 30 days, their cost per claim processed, all of the
different criteria we have developed m order to evaluate plans.

And there are frankly plans which have not done as effective a job
as we think they should, and we will be taking a look at those plans as

I told you in the renewal of the contracts in July.
There is always the question, Mr. Fountain, and I don't mean to beg

the question, but on both the carrier and intermediary side, you have
organizations in which you have now invested 4 years of time and
money and personnel, and they have developed to a level. You are

therefore faced with, will we junk all that and throw it aside and
start all over with a new guy who has to do the same thing all over

again, has to deA^elop the capacity and personnel and computer and
what not.

It's a difficult judgment to make, and our basic philosophy has been
to—on both the carriers and intermediaries—try to bolster the per-

formance, improve what we have.

In two or three instances, we decided it was no use making further
effort and we made changes, and we may do that again in the future.

Mr. Fountain. As a practical matter, do you feel you are in a

position to terminate the use of individual Blue Cross plans whose
performance may not be adequate ?

Mr. TiERNEY. I think that is probably a legal matter, Mr. Chairman.
The contract says that the Blue Cross Association can terminate a
subcontract. I personally think that there is no question but that for
cause the Secretary, after hearing and all the rest of this involvement,
could terminate a contract.

Mr. Fountain. I guess for reasons you have already explained,
unless it were essential, you wouldn't want to terminate a contract,

but it seems to me that that is a question that ought to be answered as

to whether or not you have that right.

Mr. TiERNEY. It certainly would seem there should be no question
about the authority to do so.

Mr. Mayne is pointing out what I though I said—we have nothing
in the subcontract with regard to nonrenewal. We do have provision
for termination for cause.

Mr. Fountain. Does it list the causes or is that within the

discretion ?

Mr. TiERNEY. That is a matter of discretion, but it requires a

hearing.

Mr. N'aughton. Have there been any involuntary terminations of
intermediaries contracts ?

Mr. TiERNEY. Yes.
Mr. Naughton. Either Blue Cross or commercial ?
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Mr. TiERNEY. There have been four terminates of part A inter-

mediaries or part B carriers, Mr. Naughton.
Mr. Naughton. What were the reasons for those ?

Mr. TiERNEY. Well, largely in two of them it was simply lack of
capacity. They were just out of the picture and there wasn't any
question we had to put somebody else in.

Mr. Naughton. Unsatisfactory performance ?

Mr. TiERNEY. Yes, sir. The other two were more or less mutual
agreement, that it was perhaps impossible for them to be totally

effective. I should correct myself. In one, it was more of a voluntary
termination. The company simply said, we have given this 3 years of
good try, and we think we have done our share, and we would just as

soon get out.

In the fourth one which is just underway, there was a mutual agree-

ment that although this is a very excellent company, it was operating
in only one State, quite far away from its home office operation, and in

the best interests of the program, we should terminate.

Th^s was, in effect, a mutual agreement, rather than a unilateral

termination.
Mr. Naughton. Would that be two by mutual agreement and two

more or less involuntary, where you said "You are not performing and
we have to call it quits" ?

Were any of those Blue Cross or were they all commercial ?

Mr. TiEflRNEY. They were all commercial.
Mr. Naughton. So that out of less than a dozen commercials that

you started with as intermediaries, by mutual agreement on two and
more or less involuntary on the other two, you have dispensed with
their further participation ?

You have what is it—74 Blue Cross plans ? And there have been none
of these terminated ?

Mr. TlERNEY. No.
Mr. Naughton. Of course, there is some question as to your legal

authority under the contract to terminate.

Mr. TiERNEY. There is no question about our being able to terminate
them for cause, Mr. Naughton, by showing they are ineffective and in-

efficient. As you pointed out, the law says the providers of services will

have the right to nominate an intermediary and unless the Secretary
finds that they are ineffective or inefficient, he will accept that

nominat'on.
NoAv if he is going to make a finding of ineffectiveness and ineffi-

ciency, he is going to have a hearing and prove that allegation. That
hasn't been done in any Blue Cross instances.

Mr. Naughton. Are all of the 74 local Blue Cross plans in your
judgment doing a more effective and efficient job than either of the
two that were terminated ? I mean, was their performance substantially

worse than that of any Blue Cross plan ?

Mr. TiERNEY. Yes ; I think they were.

Mr. Naughton. All 74 Blue Cross plans are doing substantially

better?

Mr. TiERNEY. Than the four that were terminated
;
yes.

Mr. Naughton. What is the basis for your conclusion to that effect?

Is it based on statistics ?



102

Mr. TiEPvNEY. It is based on the criteria that 1 am sure you are fa-

miliar with, Mr. Xaughton. Their processing times, their costs, and
so forth. Mr. Mayne can go through the whole list of things on how we
evaluate the performance of intermediaries and carriers.

Certainly in answer to Mr. Fountain's question, there are some Blue
Cross plans that are on the low end of the scale, have high costs for do-
ing an ineffective job, and I don't mean for a minute to say they are

doing on the whole a better job than commercial intermediaries.

But they represent 93 percent of the hospitals. The commercials have
the balance—and our own direct reimbursement branch has a portion

of the balance. As Mr. Mayne pointed out, the ECF portion splits

roughly 50-50. Blue Cross has a little more than the commercials. The
ECF operation as you know requires a much more intricate and diffi-

cult type of intermediary role than the hospital portion.

Blue Cross didn't have any greater experience with ECF's or nurs-
ing homes than the commercials, and I think it is even steven.

Some commercials do an excellent job, some less excellent than Blue
Cross.

Mr. Naughton. Could you provide the subcommittee with a com-
parison showing the statistical factors that led social security to con-

clude that the four who are no longer with the program—or the two,
whichever was the case—should be terminated, and comparing that

with those Blue Cross plans which are on the low end of the per-

formance scale.

Mr. TiERNEY. I am sure we can give you that.

(The information referred to appears on p. 134.)

Mr. Naughton. Have you ever expressed to Blue Cross in Chicago
serious dissatisfaction with the performance of one or more of the

local Blue Cross plans, Mr. Mayne?
Mr. Mayne. Yes, indeed. And of course through our contract per-

formance review we, identify deficiencies in performance. The Blue
Cross Association receives a copy of the report. We expect comments
from them. Then the implementation of our recommendations is

checked on through our own regional offices.

Mr. Naugitton. What were the more serious complaints that you
made to Blue Cross-Chicaoo about performance locals ?

Mr. Mayne. They would pretty well run the gamut in some cases,

we had concerns about their claims-processing operation, the time they
were taking.

Mr. Naughton. To pay out ?

Mr. Mayne. That is right. In other cases we had concerns that they
had not proceeded with the effective development of utilization safe-

guards in line with general instructions.

We had concern, as I am sure you know only too well, about the han-
dlincr of the Drovider audit in a number of situations.

There would be situations where we had questions about their query
process, the degree of error in it. With a high degree of error, this of ;

course falls back on the provider, on the hospital, causes delay, causes I

additional work.
So there are a great range of things. These would be brought to the

prime contractor's attention as well as the subcontractor.
Mr. Naughton. What kind of action did you get from the prime
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contractor ? Do they have an obligation under the contract to clean up
deficiencies ?

_
Mr. Mayne. They do, and where we have had several serious situa-

tions, they have, without waiting for one of our contract performance
reviews, sent in teams of their own. They have spent as much as a week
or 2 weeks in a plan ; some of these have resulted in a complete reor-
ganization of the plan's work in the medicare area.

Mr. Brown. Assuming they didn't take that action, would you have
cause to terminate the contract under the terms of the contract ?

Mr. TiERNEY. Yes, I think, Mr. Brown, that if we directed them to
take action, and they refused to take action—this would be cause to
terminate a contract.

Mr. Brown. I think it would be cause, but does the contract specifi-

cally indicate it would be ?

Mr. TiERNEY. Well, the contract is drawn in broad terms. For
cause, the Secretary may terminate the account.
Mr. Brown. Who drew that contract up ?

Mr. TiP^RNEY. The Department's General Counsel.
Mr. Brown. When was it drawn? Do you know the individual

and/or the time that the contract was drawn, and the responsible
party for drawing it ?

I listen to this contract discussed, and it sounds to me like I could
have drawn that contract and I am a newspaperman, not a lawyer.
Mr. TiERNEY. The original contracts were drawn in the spring of

1966.

Mr. Brown. Who was the General Counsel of the Department in

the spring of 1966?
Mr. Tterney. Alanson Wilcox. His Assistant General Counsel

assigned to the Social Security Administration, Bureau of Health
Insurance, was Melvin Blumenthal.
Mr. Brown. Were they the parties that drew the contracts, or was it

drawui in the Secretary's office?

Mr. Tierney. I wasn't here at that time, but I assume they as counsel

for the Department approved the contract. The contract went through
a long series of negotiations between the parties, and ultimately

emerged a contract which had the approval of Counsel's office.

Mr. Brown. Are these people still in the Department?
Mr. Tierney. Mr. Wilcox isn't. Mr. Blumenthal is.

Mr. Fountain. Do you know enough about the background of the

preparation of the contract to express an opinion as to whether or not
the question of putting the specific for cause items in the contract was
a matter of serious negotiations ?

Mr. Tierney. I would have to have Mr. Mayne reply to that. I
Avasn't around at that time.

Mr. Fountain. The contract just says for cause, does it not ?

Mr. Mayne. Yes, it says if the Secretary finds that there is not effec-

ti^-e and efficient administration.

Mr. Fountain. That language is in the contract ?

Mr. Mayne. That language is in the contract. The language is veiy
similar to the language in the statute itself. 1 did not participate in

the negotiations of the contract, but it is my understanding that the

U'hole pattern was formed along the lines as identified in the statute.
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and with tlie concepts that were brought out in the committee reports
as to the role of the intermediary.

J\ir. FouxTAiN. When does the prime contract with the Blue Cross
national association expire?
Mr. TiERXEY. June 30 of this year.

Mr. FoL'XTAiN. Does SSA expect to renew the contract on the same
terms ?

Mr. TiERXEY. IS[o,sir.

Mr. Xaughtox. What major changes do you intend to insist upon ?

You mentioned some, but perhaps you could summarize them for us.

Mr. TiERXEY. I think clarifying the situation we have discussed,

Mr. Xaiighton, making it clear that the Secretary has direct access to

the plans, making it clear that the Secretary has an unqualified right
to }iot reiievr or to terminate a contract with a subcontracting plan.

We had as a matter of fact plans to start negotiations this morning
on a new contract, until the committee session Avas held. We have
couipiled a list of items Ave intend to negotiate.

I am not trying to be defensive Avitli Blue Cross Association, Mr.
Fountain, but I would hate to have left on this record an impression
that this was a total unilateral and arbitrary contract that has not
resulted in effective and efficient administration of the program.

I think it can be improved, but I don't think it has been a major
])i'o]ilem in the administration of the medicare program. I think most
of the piaiis have done a very effective job of it.

You see, sir, these are absolutely autonomous local organizations.

Five or six good and true men. Some place back in the early 1940's they
got together and formed a Blue Cross plan.

And the Blue Cross Association as such had no being at that time.

So you aiTivt dealing with a homogeneous thino- like the Traveler's

Insurance Co. You are dealing with 74 totally different, totally

autonomous organizations. And you just couldn't expect them all

to be of the same caliber and the same performance.
I think in that respect. BCA has had a good effect. It tries to bring

them all up to a leA'el.

Mr. Broavx. It seems to me there are a number of questions that

hoATr around this point.

One is AA'hether or not Blue Cross and the other contracting inter-

mediaries perform the serAnces that were cabled for bv the contract.

In otlier Avords, haA-e they lived up to the contract ? And I gather that

what you are saying is that you feel they have liA^ed up generally to

the contract. Is that correct ?

Mr. TiERXEY. Yes, sir.

Mr. Broavx^. Then the next question is whether or not the contract

worked up by the Secretary when this program started is an appropri-

ate contract, and does all the things that a contract should do, and I

am inclined to think that a A'ery poor case for a positive answer to that

question has been made.
As a matter of fact, I must conclude that the contract, apparently as

you have concluded, does not do or does not provide the Social Security

Administration the kind of control and information, ready access to

that information, that you would like to have, is that correct?

Mr. TiERTfEY. I am sure any contract can be improved, Mr. Brown.
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I don't think that our lack of information, or our inability to have
totally up-to-date data arises out of the contract.

It arises out of the capacities of the entities involved. The contract

—

and I don't know whether you have seen it—spells out distinctly what
the functions of the Secretary will be, what the functions of the inter-

mediaries will be and the subcontracting intermediaries, and with ex-
perience, we think there ought to be some changes in those fmictional
descriptions, but I don't know if the committee's counsel has deter-

mined any specfic area where there is really a weakness in the contract.

I think this whole concept of whether or not there should be any
interference with the Social Security Administration's direct contact
with the local plan, that is a weakness, and ought to be eliminated, but
I don't think that lack of information has arisen out of any weakness
in the contractual relationship. Where we haven't gotten information,
it is normally because they don't have it.

Mr. Brown. You did indicate, however, that you were going to re-

negotiate the contracts and improve those contracts so this would lead
me to the conclusion that there is some feeling on your part at least that
the contract under which you are currently operating with the inter-

mediaries is not adequate or totally satisfactory.

Mr. TiERNEY. It is not totally satisfactory, sir, and that is true not
only of the contract with BCA and commercials but on the part B side

with the carriers.

Mr. Brown. It seems to me the other point involved here is whether
or not you all have acted aggressively to get the information and give
the guidance that you had a right to give under the contract, and in

turn, whether or not, regardless of the nature of the contract, the varia-

ous intermediaries did an adequate job with the responsibility to which
they have been assigned under the contract, and I would like to have
your comment on that latter point.

I suppose the judgment on whether or not you all pursued your
responsibility under the contract is a judgment we would have to make
or could more directly make than you could. But what about whether or
not the intermediaries, regardless of the contract, have exercised their

full responsibility in the program ? Is that what your comment alluded

to a moment ago ?

Mr. T1ERNE.Y. Well, Mr. Brown, I don't want to beg your question.

I said before some of them have certainly done a better job than others.

I am not aware of any intermediary that has failed to perform its func-

tions under the contract. That doesn't mean it has performed them 100

percent or always on time or carried out every facet we would like to

see done, but there has not been a case, other than those I alluded to in

replying to Mr. ISTaughton, where we felt that the performance of tlie

intermediary was so bad that it warranted termination of the

agreement.
This has been a massive program. It's something brand new. They

didn't have experience with this type of thing, and it's been a painful

process.

I am sure you must recall the time when the great problems of medi-
care were the vast pipeline full of bills and nobody could get a bill paid

timely. Those are the problems we attacked first.

Then we attacked the problems of perfecting mechanisms to make
it possible for them to fully perform on a totally acceptable basis. We
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think we made a lot of progress and they have made a lot of progress,
•but there is still somebody who is doing a better job than the other guy.
But in direct answer to your question, I don't think any of them have,

either through default or through refusal, failed to carry out the func-
tions that were given to them under the contract, or to make an honest
effort to do so.

Mr. Browx. My question, however, was, do you feel that regardless
of the requirements of the contract, they have fully exercised what you
would consider to be good public responsibility with regard to the func-
tions that has now developed for intermediaries in connection with the
program ?

I'll put it another way—are there aspects of their performance which
you now feel should be required under the contract, which are not
currently required under the contract ?

Mr. TiF.RXET. I don't think that there are aspects of the performance
that aren't required under the contract. For example, Mr. Brov»'n, we
talked the other day about this whole effort to make this fine judgment
of whether or not a case in an extended care facility is a covered benefit

or not.

Some of tliem have done a very good job of this. Some of them
frankly have done a very bad job of it, and our effort has been to see

to it that they increased their abilities.

The same is true of home health agencies. Again we have a very
limited, defined benefit. In the early days of the program, I think
there is no gainsayino- the fact that manjr intermediaries did not try

to make that fine decision. They paid the bills. We have tried to perfect

that.

Now, that didn't arise out of anything that is in or out of the
contract. It arose out of an inability and lack of experience in the

administration of that kind of a benefit.

Mr. Brow^^^^. Wliat occurs to me in this is that if you are going to

require additional performance under a new contract, you may very
well fi.nd yourself in the position where you either do not have the
intermediaries eager to perform this function, or you will have to make
a judsrment as to whether or not the intermediaries are to perform
this function at a certain fee, which adds to the cost of the program.
Hopefully a fee which would by the process of its being earned, might
reduce some other aspects of the program to the taxpayer at least. Or
whether that function which the intermediaries now perform is to

be performed by some other agency, possibly your own organization,

or some other aspect of private or public enterprise, private industry
or Federal Government.

Plave you moved toward any thinking in that area ?

Mr. TiERNEY. No, sir, we certainly haven't moved toward any think-

ing that the Federal Government would take over any of the present

major functions.

I don't think we have in any agency certainly not in our agency—the
I

capacity, sir, to go out into the country and start doing the job that '

the intermediaries are doing. This would take a great deal of tooling

up.

On your other question of whether or not there should be an incen-

tive built in, as I said, the Senate Finance Committee staff report urges
that consideration be given to that.
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I think you put your finder on the point. If you are going to start

]3aying something in addition to what is now being paid, which is

pure cost, it has got to be with some assurance that out of that pay-
ment is going to come a more effective administration of the program,
that is going to result in a gross savings.

We have given some thought to that. The companies for the most
part were pushing for that. On the other hand, I think they find it

difficult to know just exactly how to structure this sort of a thing. It

is not unlike I suppose some of the problems the Defense Department
faced. They did have to some extent instead of a pure cost contract, the

carrot out here where if you do better, you make something out of it.

Just how much that carrot should be. I don't know.
Mr. Brown. Wait a minute, I want to check you on that point.

If you do better you make something out of it. You are talking about
the guy that is receiving the money in the long run anyway.
Mr. TiERNEY. I am talking about the intermediary, not the provider.

We have also talked about providing incentives to the provider.

Mr. Brown. But who are you talking about in the De-
fense contracts ?

Mr. TiERNEY. I am not totally familiar with the Defense contracting
situation, but as I understand it, there was an effort to depart from
pure cost contracting in the Defense Department on an incentive

to a more effective doing the job, and allowing something over and
above if they did prove more effective.

This is what I think you are talking about, if you are going to pay
these people something over their cost. It sounds good and makes
some sense, but I don't frankly know, and I am not sure they know
how we would go about that.

Mr. Broavn. If I might make an observation. I sit on another com-
mittee in the Congress, the Joint Economic Committee, which has

gotten into a discussion of this whole area of defense contracting. And
in this area, the job of checking the contracts and the performance
of the ultimate contractor is a Federal function. And we have had, as

the headlines have shown, a considerable problem in this area when the

work has been done by Federal employees checking the Defense
contractors.

Because it boils down to whether or not you are going to buy the

system at the price the ultimate producer sets on it, and negotiating

between those two. It seems to me we have a different kind of situa-

tion with the intermediaries, who really are private industry that

have taken on this responsibility, for whatever reason, and hopefully
they should have some incentive to see that the system operates as

efficiently as possible.

But it occurs to me that unless there is an incentive built in for them,
that there is no reason to expect that they would do a better job than
the Government has done in some other areas of private contracting.

Short of a restriction in the contract which would provide the

stick—in other words, that you beat them if they don't do a better

job—and that is going to keep a lot of people from wanting to do the

job at all.

Where are we headed then in this middleman position ? The inter-

mediary's responsibility for exercising this judgmental, discretionary,

but highly important and in many ways rather expensive responsibil-
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ity of approving and disapproving payments—is there some thought
of getting into this? The incentive system of making money out of
saving the taxpayer money ?

Mr. TiERNEY. Yes, there is some thought, but as I say, our thoughts
certainly haven't crystallized in this area, because it is a much dif-

ferent thing, as you well pointed out, from the typical Government
contract operation.

I do think there is this incentive, sir
;
every one of these organizations

is involved in its own private operation in the health care system of
this Nation, and it has just as much a stake in seeing that services are

delivered as economically and as efficiently as possible in its own
operation as it has in ours.

Mr. Brown. But there is one rather distinctive difference, that if

they have high costs to the producers, the services which their insureds
use, then those costs ha^'e to go back to the insured in terms of higher
premiums and their system becomes less competitive with the system
of some other private competitor in this same field.

And so you have really got the pressure on them as business opera-
tion to keep those costs low, to see that nobod}^ is unduly profiting on
them.

I don't see that they have the same pressure with reference to the
federal system to which the taxpayers generally contribute in terms
of the medicare contribution.

Mr. TiERNEY. I think they have.

Mr. Brown. It isn't the whole body politic that contributes of
course, but it is the people who participate in medicare, and I don't

see what the incentive is, what the loss is for the intermediaries in

this connection.

If they don't do a good job. Social Security raises medicare pre-

miums. If they do do a good job Social Security doesn't have to raise

them quite so fast, but it is no skin off their nose one wav or the other,

is it?

Mr. TiERNEY. There is no direct financial involvement. You are

right, sir. Other programs have been developed in different ways.
As you know, the Federal employee health programs are under-

written programs. The premiums of course have increased in those
programs. I think I testified to it the last time I was before the

committee. I don't have the figures with me now, but I stand ready to

be corrected, and I would like to reserve the right to correct the record
if I am wrong.

I think I testified they have gone up in the last 3 years, 61 percent
in the service plan, and 73 percent in the indemnity plan.

So I don't know that that is the answer. Just putting the monkey
on their back. The costs of health care in this Nation are going up
in the private sector and in the public sector. I think all we can hope
to do, Mr. Brown, is to develop a surveillance organization in every
region and in our own central office to make sure that every intermedi-
ary is operating as efficiently and effectively as we can prod them to

do, and where we find that they are incapable of doing that, eliminate
them.
Mr. Brown. If they get tired of being prodded, let them eliminate

themselves.
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Mr. TiERNEY. That is our only ultimate weapon now, and perhaps
it is too much of an overkill. If that went on forever, you would wind
lip with just whoever was willing to continue the operation.

I am not arguing against giving them an incentive, but you can't tie

it to benefit payments. It is awfully hard to tie it to a tangible opera-
tion. You could say, for example, well, if you cut back the claims we
will pay you a premium. This may result in simply passing on more
of the load to the beneficiary and saving the program money, but
nevertheless, the aged person is then paying more of it.

So that doesn't seem to be a viable approach. The Congress was
quite clear that these people would operate on a nonprofit, no-loss

basis ; that their actual costs of administration would be covered, and
that's it. That is the way we are still operating.

Mr. Brown. If I may conclude with the observation that it seems
to me when we get into these Federal programs, we run into the
problem of who has the incentive of competition, of profit, to make
the system operate efficiently.

And I am not sure that with an intermediary that makes nothing or
doesn't benefit in the profit sense or the competitive sense—if that is a
fair assumption; I am not sure it is—out of the service it provides
as an intermediary, that you have a system that is very different from
letting the Government take it over, and there is no incentive apparent-
ly other than public service on the part of those people who operate
the Government system, to see that it operates as efficiently as possible.

Maybe we have dug ourselves into another one of these traps out of
which there is no real sound route. It's one of the problems, incident-

ally, which some people pointed out when we got into the consideration

of medicare initially, but I wish we could find some resolution of this

problem ; some recommendation from the Social Security Administra-
tion or elsewhere as to how we can avoid that trap of cost overrun type
of negotiation that we have in the defense aspect of Federal-private
industry relationships, that would see us in this Federal-private rela-

tionship avoid what is the usual result, the taxpaj^er pays, and paj^s,

and pays.

Mr. TiERNEY. Well, I share that concern, and that desire with you,

sir. I think, to put this thing in perspective, the total administrative

costs of the portion which this committee has been concerning itself

with is a very small portion of the total costs of the medicare program.
The cost not only of all of the intermediaries but of the Social

Security Administration and the district offices runs for 1969 in the

neighborhood of 1.15%. This is the ratio of administrative expense to

benefit expense excluding the cost of provider auditing.

Now, that is an awful lot cheaper than most commercial companies
or Blue Cross plans run their own business. And for understandable
reasons, they don't have enrollment or sales or billing problems.

But 1.15 percent I think gives you some assurance that the ad-

ministrative aspect of this thing isn't running out of control.

Mr. Brown. Well, really that 1.15 is the cost of the insurance ad-

iuster—what would be the insurance adjuster in an automobile claim,

in effect, isn't it ?

Mr. TiERNEY. Not only the adjuster, but the payment.
Mr. Brown. Obviously no sales and some of the other things you

mentioned
48-611—70—pt. 1 8
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Mr. TiERNEY. The recorclkeepino- and payment process and that
type of admmistrative operation, carrying out their functions. We
don't of course cover any of their sales costs or advertising costs

or any other portion of those costs.

Mr. BR0WT>r. If we eliminated all those other costs and got down
to what an intermediary is spending on the medicare program as op-
posed to what it is spending on its own program, whether those two
hgures would relate and if they did not relate, I would suspect that
perhaps they would be more concerned about their own program with
reference to whether or not they were paying unworthy claims and
so forth, than they would to the cost of administering the program to

determine whether medicare is paying unworthy claims.

Mr. TiERNEY. I think you would find them quite comparable, sir,

and I would attempt to get them for you if you are interested.

Off the top of my head, and you can ask the Blue Cross people
if you choose to have them in here, I think the average administrative
expense ratio of the Blue Cross plans of the country is around 5 per-

cent. That covers their other activities.

But on the pure claims processing, recordkeeping, query, the func-
tions they perform for up, I think you would find that 1.15 percent
is below Avhat it costs them in their own business.

Mr. Brown. I think this is a matter we could only determine from
Blue Cross and it might be worthwhile to have someone from Blue
Cross and other private companies that are intermediaries appear
before us and discuss this whole issue. I think it has some interesting

aspects to it from which we can only presume their viewpoints, and
we might be better advised to get them directly from the people
involved.

There are other statistics that I would much prefer to see us spend
our time trying to obtain, than that one in particular. Thank you.
Mr. Fountain. I assume you envision that the intermediaries will

likewise have some questions they would like to raise about some
provisions they would like to have in the contract ?

Mr. TiERNEY. Yes, I think they will, Mr. Fountain. As I said before,

this is an abrasive relationship in the final analysis, because they are

doing a job, and we are looking over their shoulder. They think we
overdirect. I am sure they Avould like to see a little more freedom of
operation. I am not aware of what they will be asking about.

Mr. Fountain. Mr. Naughton has a question.

Mr. Naughton. Mr. Tierney, some of the people who work under
you have a little more unhappy attitude about the effects of trying to
work through Blue Cross-Chicago in dealing with local plans, do they
not, than you have expressed here ?

Mr. TiERNEY. I don't know about the degree of unhappiness. Yes,
some of the people find that we run into problems and they are quite

dissatisfied with the way it operates.

Mr. Naughton. Do you recall a September 23, 1969 memorandum
from Fred B. Wolf who, I believe, is regional representative for the
health insurance program in Chicago region ?

I can read part of it to refresh your recollection.

Mr. Wolf, in his memo to you, indicated that

:
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AVe wrote each intermediary on August 1 requesting a list of providers who
have rendered little or no service to medicare beneficaries for an extended
period of time. I have since learned that George Hasapes of BCA—which is

the Blue Gross Association—instructed all the plans in this region not to

furnish the information I requested, and that he has again written to Bob
Ouloosian concerning the matter.

It seems to me that a refusal of a contractor to supply basic, simple, un-
complicated information to be used for oflacial purposes in administration of

the medicare program is a breach of contract. I certainly agree with what
Secretary Finch said on "Issues and ALSwers" on Sunday, September 21, when
he said "We don't have rational control of the medicare program."
While tMs particular issue is relatively a minor one, the principle is important.

We must insist on the prompt receipt of available infoirmation when requested
for official program purposes.

So long as BCA exercises a veto over SSA requests, we will never be able to

have rational control over this program. Since BHICO—
What is that?

Mr. TiEENEY. Bureau of Health Insurance, Central Office.

Mr. Naughton (conthiuing).

* * * has responsibility for administrative, legal and contractual negotiations,

with BCA, I am requesting your assistance. Please contact BCA and instruct
them to furnish the information I have requested in my letter of August 1.

Thank you for your assistance and let me know the action you have taken.

This was September 3, 1969. Has the information been furnished'?

Mr. TiERNEY. I don't know.
Mr. Mayne. I really don't know. Tlie issue now is the one we were

discussing earlier, that BCA's position was not that they didn't want
to give the information, but that having the responsibility for super-
vision of the plans, the request should have come through them for
their coordination.

This was their problem.
Mr. Naughton. Well, of course, Mr. Wolf's views are on the record.

Mr. TiERNEY. As I think Mr. Mayne pointed out, Mr. Wolf had
written to each plan. This has been the problem. BCA says don't go
to each plan, come to our regional office, and we will get the
information.
Now, we will find out for you whether or not the information was

secured, but I totally agree with Mr. Wolf that that to me seems
something that we have to totally clarify.

iNow their position is, we are the prime contractor, we are responsible

for this operation. If you want the information from the plans in Mr.
Wolf's region, ask us for it and we will get it.

Mr. Wolf is saying that's crazy, I will get it myself directly. And
that is something we have to clarify.

(The following chronology of significant events related to the

September 23, 1969 memorandum from Mr. Wolfe was subsequently
supplied

:)

On August 1, 1969, Chicago RO requested information by letter from all

Blue Cross plans and commercial intermediaries regarding providers with little

or no medicare business. Unfortunately, in the letter the RO indicated that,

where there has been no medicare business, the provider need not file a cost
report.

On August 11, 1969, BCA sent a telegram to all plans advising them not
to comply with the RO request. On the same day, BCA wrote BHI, Baltimore,
questioning the position reflected in the regional letter that a provider with
no medicare business need not file a cost report. BCA questioned this and
stated that it conflicted with its previously issued instruction to all the plans
that in such cases the provider must file page 1 of the report.
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In the first week of October 1969. BOA, after an exchange of correspondence
with us which resulted in our agreeing with BCA that page 1 of the cost report
should be filed where there was no medicare business, instructed the plans to
provide the Chicago RO with the information requested.
To date, information has been received from all plans.

Mr. Naughton. I think you indicated you were somewhat unhap])y
with some provisions of the contract with the commercial insurers

which do not involve BCA.
What significant provisions, if any, of those contracts are you

unhappy with ? Or what did you feel should be changed ?

Mr. TiERNEY. I don't think on the part A side there are any signif-

icant changes in the contracts. On the part B side I think there was
more concern.

Mr. Naughton. You indicated that the use of wire services main-
tained by BCA with its local plans was very beneficial in the operation
of the program, and I am sure it is. What arrangements do the com-
mercial firms who are acting as intermediaries make? They don't

have the BCA network available to them ?

Mr. TiERNEY. No ; and they contact us on another kind of network.
Mr. Naughton. Do you find the cost of whatever arrangements

the commercial insurers have substantially greater than the BCA cost ?

Mr. TiERNEY. The query operation?
Mr. Xaughton. Yes.

'

Mr. TiERNEY. I don't have those figures on the top of my head. We
can try to get them.

(The following information was subsequently supplied:)

A meaningful comparison cannot be made of the costs of transmitting medicare
queries by commercial insurers as opposed to the query operation of the Blue
Cross plans. This comes about from the variety of transmission media used by
the commercial firms, which Mr. Mayne mentioned in his testimony to the sub-
committee on March 3, 1970. For example, some insurers incur no direct com-
munications cost except for the cost of transporting the data to a local social

security oflSce or payment center, where it i» transmitted to Baltimore. On the
other hand, some commercial firms use a device installed at their location for
transmission to Baltimore via the GSA advanced record system. This mix of
transmission modes does not provide for a comparative measurement of medicare
transmission costs between the plans and the commercial firms.

The advantage of the Blue Cross wire system, as compared with the methods
used by the commercial insurers, would lie in its sustained eflSciency and relia-

bility of performance. The use of a network system to gather and transmit que-
ries makes for a high degree of control and uniformity not always possible with
the use of assorted systems. In terms of economy, however, we are trying to deter-
mine if there might be a better alternative to any of the curent systems used for
transmitting medicare data. While basic policy considerations must still be
faced, a preliminary study on alternatives to the BCA system has been
completed.
Based on summary-type data available on BCA wire costs, three systems al-

ternatives were considered; i.e., (1) use of the GSA advanced record systems
(ARS)

; (2) combined use of the ARS and new dedicated SSA facilities; or (3)
exclusive use of new dedicated SSA facilities. The study indicated that, if the
plans were to communicate directly with SSA, Baltimore (alternative 3 above),
queries would continue to be processed in a timely fashion at less cost than
the present way of doing business. As the cost factors used in pricing out the al-

ternative systems were derived from summary data, however, any conclusion
to supplant the Blue Cross, in whole or in part, would be highly speculative. Since
the preliminary study points to a substantial savings (possibly $100,0(X) a year),
it is our intention to arrange for an in-depth study of these and other communi-
cations systems possibilities to validate any actual savings potential. Such a
study would also consider the integration of medicare queries from the com-
mercial insurers.
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Mr. Naughton. What advantage if any is there to the Blue Cross
wire system as compared with the methods used by the commercial in-

surers, either in terms of efficiency or economy— and you can provide
that for the record if you would.
Does SSA have a wire network that you can also use for this purpose ?

Mr. Mayne. Yes, and some of the intermediaries and carriers are

on our network. We have a variety of transmissions, depending on the

local situation, both for intermediaries and carriers. In some situations

we have magnetic tape transmitted by bus. In others, they have used
our wire system with the sending instrument right in their shop.

In one or two instances, they utilized the instrument that is in our
social securit}^ district office.

Mr. Naughton. About how large a staff does BCA have ?

Mr. Mayne. I can probably give you an exact figure.

Mr. Naughton. An estimate is all right. You can correct it for the
record.

Mr. Jones. The average manpower for the last fiscal year in BCA
was 126.6 man-years.
Mr. Naughton. About hovr large was the manpower prior to the

medicare program or their participation in it?

Mr. Jones. BCA employed 169 people before medicare came on
the scene.

Mr. Naughton. Is this 126 people simply the staff working on
medicare ?

Mr. Jones. That is the staff working on medicare.
Mr. Naughton. How large is the staff that does not work on

medicare ?

Mr. Jones. The current staff is 274.
Mr. Naughton. How does the size of the Chicago operation of Blue

Cross compare with its size prior to the medicare program?
Mr. Jones. For the fiscal year 1969, we have added the administra-

tive cost of the Blue Cross plans to that of medicare, and medicare as

a percentage of the total is 21 percent.

Mr. Naughton. I am trying to establish whether the Blue Cross
Chicago office has grown substantially since the medicare program
started ? What was its manpower prior to the time they got involved
with you on the medicare program ?

Mr. Jones. From 200 to 300 employees, and these 125 people work-
ing on medicare would be by and large additions they have made.
Mr. Naughton. The 125 working on medicare presumably are addi-

tions ? But did they have 200 working on Blue Cross back in 1965, or
did that end of the operation also grow ?

Mr. Tierney. I think we would have to give you that figure. I don't
know that we have it.

(The following data was subsequently supplied
:)

Prior to medicare, BCA employed 169 people. The most recent figures show

:

Employees involved in BCA work other than medicare 274
Employees directly involved in medicare 158

Total employees 432

Mr. Naughton. Do you really need this wire system they have?
Could you operate fairly well if you didn't have it ?
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Mr. TiERXEY. We would have to liave a substitute ^Yi^e system of

some sort. You can't handle, as we handle, millions of claims and
queries back and forth without a wire system, ^^ow, we could substitute

a wire system. I think the judgment made at the time of the contract

was if I am not incorrect that there wasn't really then available a

wire system. It would be a case of judgment.
Mr. J^AUGHTOX. Well, you do have a wire system now, ^Ir. jMayne?
Mr. Mayne. ^sTo, I would like to clarify that. I was around at that

time. There was serious consideration given to using the social security

wire system which ties the Social Security district offices into the

Baltimore computers. There were two problems.
One Avas that the capacity of our system was not equal to the load

that was going to be taken on, nor could it be developed to accommo-
date that load in the few months that were available.

In the second issue, which was a policy issue and a significant one

—

with the role of the intermediaries in dealing directly with the pro-

vider, was it reall}^ appropriate to sandAvich in the Social Security

district offices betAveen the provider and the intermediary for this im-
portant process of the receipt of admission notice, transmission, and
receipt of responses as to eligibility, length of spell of illness, days left

and so forth ?

Mr. Navghtox. So you sandAviched in BCA instead, AA^hich may
have been necessary at the time, because it Avas the only one available.

Mr. Mayxe. Well, the system Ave were looking at tied the social

security offices to Baltimore. BCA ties the plans to Chicago to Balti-

more.
ISTow Ave could not haA'e devised a system that would have tied the

plans to Baltimore, nor could we haA^e expanded our district office

system in time to haA^e gone that route.

Mr. JsTaughtox. But between then and now, had you chosen that

route, you could haA'e expanded the physical arrangements and Avorkpd

through the district offices, instead of Chicago ?

Mr. Mayxe. We could do that. I think the basic policy issue still

remains, and it is a serious issue.

Mr. Naughtox. You mentioned the cost of administration of the

intermediary serA^ces. As I understand it, it is li/^ percent of the pro-

gram pavments on an aA-^erage basis ?

Mr. Mayxe. 1.15, exclusive of provider auditing.
Mr. Tierxey. Fiscal year 1969 figures, total Blue Cross is 1.15. Total

commercials, 1.16. Awfully close.

Mr. Naughtox. Now this is a percentage, of course. What does tliat

represent in terms of dollars ?

Mr. Tierxey. Total Blue Cross administrative expenses, $47,263,-

405 for fiscal year 1969. Total commercial, $5,965,537. Those figures

are exclusive of provider auditing.
Mr. Natjghtox. How much did provider auditing cost ?

Mr. Tierxey. Auditing cost for Blue Cross, $18,119,927. Total com-
mercial, $4,453,303.
Mr. Naughtox. The Blue Cross figure is made up of 74 different

plans, plus the Chicago operation.
If the aA^erage for Blue Cross is 1.15 percent of the payments made,

you haA^e 74 different figures going in to make that up. What is the
high and low for Blue Cross operations in terms of the percentage?
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Mr. TiERNEY. Let me take out the highest—the highest would ap-

pear to be 1.96, and the lowest would appear to be 0.56.

Mr. Naugi-iton. So there is almost 4 to 1 difference in the average
administrative costs. Which is the highest and w^hich is the lowest ?

Mr. TiERNEY. The highest one is Wlieeling, W. Va., 1.96. Of course,

that is a relatively small plan with a relatively small claims volume,
and you would expect a relatively higher cost.

The 0.56 is New Haven, Conn.
Mr. Naughton. Which large plan has the highest percentage cost ?

Mr. Jones. The larger plans, Boston has the highest, 1.46 Chapel
Hill, N.C., would have the next highest, 1.42.

Mr. Naughton. Does that cover most of the State ?

Mr. Jones. That would cover the entire State of North Carolina.
Mr. TiERNEY. It's not a large plan as compared to New York or

Massachusetts.
Mr. Naughton. What is the figure for Washington, D.C. ?

Mr. Jones. 1.37.

Mr. Naughton. The Social Security Administration acts as direct

intermediary through a unit of your own for those providers who
do not choose to operate through either Blue Cross or one of the
commercials. In your judgment, Mr. Mayne, how does the performance
of your direct unit compare with that of the Blue Cross and the com-
mercial firms in terms of economy and efficiency ?

Mr. Mayne. Well, the direct reimbursement operations is a quite

different operation from anything that is present in the other inter-

mediaries. The big difference is that it is nationwide, that it deals

with a number of hospitals, particularly government, local govern-
ment hospitals, that had no associations with other third parties in

the past, whose choice was to come with the Federal Government.
There are certain other hospitals who, because of ])articular prob-

lems with other third parties, thought it would be to their interest not
to have to deal with them again, so they elected to come with the

Social Security Administration.
So that you do not have the situation of a concentration of pro-

viders, either hospitals or extended care facilities, as you do for
most of the intermediaries.

You have a different type of provider. I think in some respects our
direct reimbursement branch can serve as a laboratory for us, particu-

larly in areas of utilizations control, in the refinements of the claims
review process; and thev have done just this. So that our evaluation
of them as an intermediary would be quite different.

Mr. Naughton. Recognizing they are not representative, how do
they compare in terms of economy ?

Mr. Mayne. I will have to get the figure for the record. I have it on
the charts.

Mr. TiERNEY. It is higher, Mr. Naughton. We deal for exam]:>le, Avith

California State hospitals, the mental hospitals. We deal witli New^
York City hospitals. We deal with a lot of all-inclusive rate hospitals

and it is a higher figure.

Mr. Mayne. Sixtv-seven of them in Puerto Rico.

Mr. Naughton. In terms of the effectiveness of their perform ance,

how do you think it compares? Do you haA-e anv trouble getting in-

formation from your direct branch ?
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Mr. Mayne. Of course, they are not in my division, but I must say
that when we want information on a particular problem, we have
always been able to get it, certainly. Again, it's somewhat of a
different relationship, being part of the family.

Mr. Fountain. May I ask a few questions now on the cost of inter-

mediary services ?

On what basis are intermediaries compensated for services ?

Mr. TiERNEY. They are compensated on a no-profit, no-loss basis,

Mr. Fountain. They submit budgets first of all to our contract fi-

nancial branch—Mr. Jones' organization. Those budgets are reviewed
and approved, and are then adjusted on the basis largely of workload
during the year.

At the end of the period, they submit a final cost statement that is

audited by tlie HEW audit agency, and final settlements are then
made.
Mr. Fountain. How much have they been paid to date ?

Mr. TiERNEY. Total payments to intermediaries to date?
Mr. Fountain. Approximately. I realize you can't be exact.

Mr. TiERNEY. For each of the 3 years, fiscal 1967, 1968, and 1969,
the part A intermediaries, for administrative expenses, have been paid
as follows : 1967—$30,589,166

;
1968, $43,294,369 ; and 1969, $53,228,942.

Those are administrative expenses of their operations, Mr. Fountain.
In addition to that, they have paid subcontracting auditing firms sums
of $2 million in 1967, $12 million in 1968, and $22 million in 1969, iu

round figures.

Mr. Fountain. This is what they have paid out ?

Mr. TiERNEY. For auditing. Auditing providers. You see, they sub-

contract with the major auditing firms of the country to do the
auditing of the hospitals. This is a direct administrative expense of
theirs. I think it is fair to segment that out.

Mr. Fountain. So to date you have had administrative costs to in-

termediaries of about $127 million total for 1967, 1968, and 1969 ?

Mr. TiERNEY. Approximately
;
yes, sir.

Mr. Fountain. They have had to pay out about $36 million for

audits ?

Mr. Mayne. That is in addition.

Mr. Fountain. Is that pursuant to contract too ?

Mr. TiERNEY. Yes, sir.

Mr. Fountain. Do you feel that you have gotten your money's
worth ?

Mr. TiERNEY. Yes, sir ; I think we have gotten our money's worth. I
think you have to look at it this way, Mr. Fountain, without the
intermediaries and the carrier system of the Nation, this program
couldn't have gotten off the ground. I think in the overall, they
have done an effective job of administering a very complex program.

In the beginning they did a quite ineffective job in many areas,

and I think it's been a process of moving from one stage to another. At
the moment, on the part A side, particularly, I think they are doing
an effective job.

This is not to say that there are not problems. There are problems.
With some plans still not having developed a sufficient computer ca-

pacity to carry the load. There are problems with some plans that have
excessive personnel turnover and therefore develop high unit costs.
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But I think they have done an effective job, and the Government has
gotten its money's worth.
Mr. Fountain. Are there certain steps which you take to determine

how well they are performing their responsibilities and if so, what
are they ?

Mr. TiERNEY. Well, very generally, sir, we have a number of sur-

veillance activities. One is what we call our contract performance re-

views through teams from the central office that go out at least on an
18-month cycle and make an indepth review of the operations of the
program.
We have regional office people doing a monthly visitation of every

operation, trying to pinpoint problem areas, and do something about
them.
As I told Mr. Naughton earlier, we have, since late last fall, begun

a program of putting an onsite representative in every one of the
major carriers, and we hope in time—^these are difficult people to re-

cruit—we will have one in every carrier with some minor exceptions
where there simply isn't a workload sufficient to warrant it.

In addition to that, we have a monthly reporting system whereby
we gather data on the claims processed, the average processing time,

the number pending over 30 days, the number of EOF bills denied,

the number reduced, a whole list of criteria by which we try to eval-

uate their performance.
As a final step of course you have the HEW audit agency going in

and reviewing their costs and wherever appropriate, the General
Accounting Office going in and making its own independent audit.

So if you would like, either for the record, or Mr. Mayne can list

for you all of the various evaluative criteria we employ, we can do it.

Those generally are our mechanisms, sir.

Mr. FouNTx\iN. Do you have that outline, those criteria, which you
can submit for the record ?

Mr. Naughton. We already have that.

In that connection, one of the criteria used is the unit cost which
is computed by dividing the number of bills handled into the total

administrative cost for a particular plan or commercial firm, and which
gives you a figure of so much per bill handled.

I have that data here for part A, for fiscal year 1969, and you can
check me if I am wrong.

It appears that in Portland, Maine, this appears to be about the

lowest—it costs an average of $1.79 for each bill handled.
Chapel Hill, N.C., which was mentioned earlier, has an average

of $3.66. But the highest figure, and this appears to be the national
high, is right here in Washington, D.C., where it is indicated that
it costs $5.56 per bill handled, which is substantially more than Chapel
Hill, and three times Portland, Maine.
Mr. Mayne. Are you dealing with fiscal 1969 or the first fiscal

quarter of 1970?
Mr. Naughton. Fiscal 1969. In view of our local plan's standing

on your list, have you made any iquiry to determine why it ap-
parently costs so much more in Washington to handle a bill than in

Portland?
Mr. Mayne. We certainly have. Over the last 18 months we liave
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had two groups of our people in to examine the operation, particularly
to focus on the matter of cost.

Some of the problems relate to the accounting and allocation
methods that were used. Some of the problems relate to the use of
staff, to the fact that they are in a high salary area, and that they
have a very high personnel turnover.
We are still not at all satisfied of course with all of the answers.

The costs are high.
Mr. ^vTatightox. I note that the average amount of salary paid by

the Washington Blue Cross for fiscal 1969 is $7,806, which is about
the highest that I notice, going down the list here.

Eochester, N. Y., is $8,055, but everything else seems to be lower than
that, unless I missed one.

And some of them—Chattanooga, Tenn., the average is $5,175.
The figure for Ts^ew York is, $7,297. And Washington is $7,806.
I don't think anybody would claim that Washington is a low-cost-

of-living area, but it certainly is not generally regarded as being as
high as IN'ew York City.

^'\Tiat do you think is the reason for the high turnover in view of
the high average salary ?

Mr. Mayne. Well, unfortunately, I guess the competition they are
getting from the Federal Government as far as employment is

concerned.
And the one thing that you have to keep in mind, the salary range

certainly plays its part in these costs, and they do vary from plan
to plan. The salary schedule will be established by the plan's basic

operation. You can't very well operate an organization and have one
scale of salaries for people who are working in medicare and have
a different scale for the people that are doing the regular business.

So that the decision of an organization where they set their salary

limits or their salary level will depend on the factors that they take
into account for their total recruiting, total staffing operation.

And Washington has—even with the kind of salary they pay on
an average—they still have had considerable turnover.

Mr. Xaitghtox. Of course the average could be somewhat mis-
leading. Do you know how much of the high rating of Washington
on this scale is accounted for by high executive salaries, and how much
is attributable to relatively high salaries paid to the people who actu-

allv process the paioer that comes through ?

Mr. TiERNET. We have those figures, because there has to be an
allocation of all overhead and administration. We can get them for you.

(The following data was subsequently supplied :)

Washington, D.C. Blue Cross reported 1.3 man-years of executive salaries in

fiscal year 1969 at a total salary cost of $22,765. This calculates to an average
salary of $17,512. which is reasonably in line with executive salaries in other
high-cost labor areas. Of the total unit cost of $5.56 for Washington, D.C.
Blue Cross in fiscal year 1969, $0.63 is due to higher-than-average salaries as
compared with all part A intermediaries as a group. This difference breaks down
into (1) $0.10 for executive and (2) $0.58 for clerical, semiprofessional, and
all other.

Mr. Tierney. One other thinof to take into consideration on this

average salary is the degree of computerization in an operation. If

you have a very high level of computerization, your average salary
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amounts tend to be lower. If you will notice that productivity per
man-year in New York is substantially in excess of that in Washino^-
ton—it is, 2,115 as against 1,849. Washington does have very largely

a manual operation, and therefore has more people employed. If they
had a higher level of computerization, the salary portion might go
down, whereas the computer portion might go up.
Mr. Naughtox. Do you think you could do it with computers in

Baltimore, in the direct unit?
Mr. TiEEXEY. I haven't any ]3rief for the Washington, D.C., Blue

Cross plan. As Mr. Mayne says, we have been aware of the fact that

this has been a very high-cost operation, that it has not totally been
able to utilize computers to the extent possible, and we are concerned
about it.

Mr. Naughtox. Do you use factors in your own direct operation
that you think allow you to make economies that the Washington plan
does not or cannot take advantage of ? Just to get a comparison ?

Mr. TiERNEY. I think we have a higher level of computerization
that would result in a lower average manpower salary cost.

Mr. Naughton. In other words, you could probably do it cheaper ?

IMr. TiERNEY. I would guess with you. Mr. Naughton. I don't know.
Mr. N'aughtox. If you can't do it cheaper than the highest cost

j)lan on the entire list, it doesn't speak very well for your competence
in your own operation.

Mr. TiERNEY. If we were to move into Washington, D.C., it is not
just a case of plugging in the computer in Baltimore. We would have
to open an office and hire people.

As a result, if our salary scale and our computerization were greater

on the one hand, we would come out with a lower figure. But I haven't
made an analysis to give you a yes or no answer on that.

There are many things intermediaries do besides process the bills.

The}^ are in the hospitals, they are carrying on professional relations,

they are carrying on surveillance of utilization review.

We would have a problem of course of nomination. We would have
to say to the Washington, D.C. hospitals, even though the law gives

you a right to nominate, we are going to take it over, and this would
cause problems in itself.

Mr, Fountain. Have there been instances in which intermediaries

have attempted to charge cost of private busiiiess operations to the

medicare program? If so, I wish you Avould give us the details.

Mr. Mayne. I think on that, Mr. Fountain, there certainly have
been charges m.ade, as presented on the claims for reimbursement, by
the intermediaries, that have been disallowed.

In some instances, this has been a particular kind of situation—

I

know one was picked up by GAO in a report dealing with Aetna,
where Aetna had used a fiat percentage for the allocating of executive

salary costs.

'\'\nien this was discovered, it was corrected. Aetna said, they were
wrong, it slioulcl not have been done this way and here is your money.
You might be interested in knoAving that out of the 111 closing

agreements for cost claims for the first year of operation, we dis-

allowed 1.9 percent of the claimed cost.

Mr. TiERNEY. Cost claimed.
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Mr. XAroHTON. Of course tliat could mean one of two tliinfrs, either

that that Avas the percentaoe of ineligible costs that were claimed,

which is fairly low, or that it was higher and yon missed some.
Mr. Mayne. I don't know. I think when we were before the com-

mittee the other day, we described the process of HEW audit agency,
which does the audit of the intermediaries, and they take certain

exceptions and then takiiig those exceptions, we review the situation

and we make a determination then as to what should be disallowed
and what may be accepted.

Mr. Xaughtox. Did you give the figure of 1.9 percent of claimed
costs disallowed?
Mr. Mayxe. 1.9 percent on the closing costs for the calendar year

1966, and then for the calendar year 196", for those we have had
closing, the fisfure is 1.5 percent.

Mr. Xaughtox. ^at about 1968?
Mr. ^Iayxe. The audit agency has not completed enough of 1968

for me to have a report.

Mr. Naughtox. What does this 1.9 percent and 1.5 percent rej^re-

sent in terms of dollars?

Mr. Mayxe. The claimed costs for that 1966 j^ear. for these 111
closing agreements, $35,608,701. And we determined that of that,

$34,916,740 were allowable, or 98.1 percent of the total amount
claimed.

Mr. Naughtox. And the amount disallowed would be $700,000 or
$800,000?
Mr. Mayxe. Yes, it would be about $700,000.
Mr. Naughtox. How about the next jes.T ?

Mr. Mayxe. The next year, on the reports for the first 70
intermediaries and carriers, the amount claimed was $61,681,500. I do
not have the closing agreements on those. That's all I have on that

figure.

Mr. Naughtox. One and a half percent of that would be about
$1 million?
Mr. Mayxe. But I can't use that figure. I am backing off because

those are not all closed. We closed on 21 of that 70, so far, and for

those 21, there was a total of $13,013,058 claimed, and we determined
that $12,816,781 was allowable.
Mr. Xaughtox. Do you have the books closed on administrative

costs for 1966, or are there still some which have not been finally

settled ?

Mr. JoxES. There would still be approximately 20 not settled.

Mr. Xaughtox. So you haven't completed the accounts on adminis-
trative cost for 1966 yet ?

Mr. JoxEs. That's correct.

Mr. Xaughtox. The process is, I guess, that the auditors go out
and examine the books and may question certain items, and recom-
mend that they be disallowed. But does SSA then make the final

determination as to whether or not to go by the auditors recommenda-
tions ?

Mr. Mayxe. That is right. The auditors will set aside a certain

amount for various reasons. For example, they might set aside a total

amount on the subcontract because they would say the intermediary
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did not come in under the terms of their contract for prior approval.
This happened in that early 1966 tooling up period.

Mr. Naughton. On this 1.9 percent in 1966, how does that compare
with the percentage of expenditures questioned by the auditors ?

Mr. Mayne. I don't have exact parallels here. I am sorry. But the
data I have in front of me deals with the 128 audits that had been
made for that year, where some $43,840,000 had been audited and the
auditors accepted $41^/2 million, or about 95 percent.

Now we still haven't settled on all of those, as you mentioned. We
have a diiference between 128 and 111.

Mr. JsTaughton". For some of the items that were questioned by
the auditors, this amount was cut down substantially in the later

negotiations ?

Sir. Mayne. On the same basis, it was.
Mr. Naughton. How long does it normally take to finally settle

after an audit is made ?

Mr. Mayne. Maybe Mr. Jones could give you a better figure as an
average. It is like anything else. If it comes up, as it does in some
situations, where we actually owe them money, we settle very quickly.

If you have a small amount, generally that is settled quickly—you
collect it right away. Where there is a large amount or a particular
point of issue, then those can drag on.

Mr. Jones. On the average, we would settle in about 3 months if

there were no really serious problems in negotiations. A settlement
in more difficult cases may stretch to 6 months or a year.

Mr. Naughton. What is the general lag in the time it takes to audit
the intermediaries' books after the reporting period ? In other words,
your audits for 1968 are not yet completed, is that correct?

Mr. Jones. The audits are made by HEW audit. It depends on
manpower. They tried to audit as promptly as possible on the first go-

around. On the second and third round, they have different priorities

to work with. The second and third rounds have not proceeded as

rapidly as the first round.
Mr. Naughton. What percentage of 1968 audits are completed, for

example ?

Mr. Jones. For 1968, we have only received two reports as of now.
There are a number of other audits now in progress.

Mr. Naughton. Of course, since this is for the calendar year, they
couldn't start those until 1969.

Mr. Jones. That is right.

Mr. Naughton. Have yOu received all 1967 audits or are there a

number of those out ?

Mr. Jones. There are 70 reports which have been received for 1967.

Mr. Naughton. Out of how many ?

Mr. Jones. Out of a total of 136 with the combined A and B
programs.

J\Ir. Fountain. Mr. Naughton, do you have some other instances or

facts concerning attempts to charge costs of private business opera-

tions to the medicare program ?

Mr. Naughton. I have a copy of a summary audit report prepared
by the HEW audit agency, and submitted on June 10, 1968. This
report summarizes the results of the examinations of administrative
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costs claimed for periods through December 31, 1966 by 85 of the 137
fiscal intermediaries participating in tlie medicare program.
The 85 fiscal intermediaries claimed administrative costs totaling

$26 million. For 19 of these intermediaries, with a cost of $3 million,

no discrepancies were reported in the costs claimed.

With respect to 66 intermediaries, the audit reports raised ques-

tions on, or identified for SSA consideration, costs of $1,559,640 out
of a total of about $23 million claimed.
The questions raised most frequently related to the allocation, allow-

ability, or documentation in support of (1) indirect costs, (2) costs of
meetings, entertainment, advertising and travel, (3) salaries and re-

lated costs, and (4) depreciation and use charges.

Some of the particular items that were questioned and that were
cited as examples—examples of the worst they found, I am sure

—

are given. There is a comment on indirect charges which reads as

follows

:

In fifty intermediaries, we noted that Medicare had been charged witli costs

totaling $611,507 which had been incorrectly computed or allocated or which
included amounts that were allocated on questionable bases.

For example, our audits of a part A intermediary and part B carrier—which,
although separate legal entities, used common facilities to jointly perform their

operations—showed that they had merged their medicare and complementary
insurance claims processing operations without allocating any portion of the
processing costs to their nonmedicare activities. Claims received from or on
behalf of medicare beneficiaries who were also eligible for benefits under the
fiscal intermediaries' private complementary insurance programs, were proc-

essed by the intermediaries' claims department which determined the amounts
payable under each type of coverage. Notwithstanding the fact that this claims
processing operation substantially benefited the fiscal intermediaries' private
lines of business, the entire cost of the operation had been charged to medicare.
We estimated there was an overcharge to medicare of more than $100,000
for the 6 month period involved.

Apparently they were simply using the employees for both their

private business and the medicare business, and charging the entire

cost to medicare. Do you happen to know Avhat happened to that

$100,000 ? Have you checked it '(

Mr. TiERNEY. I assume we have, but I would want to check it out.

T know what you are talking about. This has been a problem since

the inception of the program. This problem of merging their process

with our own program.
Now there are three broad categories in Avhich these things fall.

Some people have no merger. They process the medicare bill and for-

get it. And then they process their own bill. So we don't have this

allocation problem. Some of them do it with a totally integrated
program so that when the bill is introduced, it goes through the
computer and it processes two checks, the medicare check and the pri-

vate business check to cover the balance.

Others use a kind of combination of that where they go through
the computer processing on the medicare portion, and then take the

product of that and process it for the balance that they are due.

They had to go through a long range of accounting and auditing
operations and negotiations to establish the type of integrated or

nonintegrated system that each intermediary or carrier has.

They have all defined a system and we have defined a method of

cost allocation for each system.
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I will follow that one out if you would like me to, specifically.

Mr. Naughton. Yes, if you would.
Mr. TiERNEY. But that has been the problem.
Mr. Naughton. Am I correct that it's been your policy not to allow

costs of entertainment and of first class air travel in a routine situa-

tion for reimbursement by the medicare program ?

In other words, do you follow the policy generally applicable to

Government employees that the Government does not pay the cost of
enteitainment ?

Mr. TiERNEY. I think you will find in that same report, a statement
of an official determination that liquor and entertainment are not
covered, since they do not contribute to efficient and effective admin-
istration.

Mr. Naughton. The summary of results of audit states that "During
one audit we noted that the fiscal intermediary followed a general
practice of allowing its employees to use first-class air accommodations
without regard to the provisions of SSA's Intermediary Manual which
set forth the specific circumstances under which the additional cost

of first-class accommodations are allowable (for example, where less

than first-class accommodations are available only during unreasonable
hours or would be detrimental to the traveler's comfort or liealth)."

Mr. TiERNEY. We in every instance disallowed unauthorized first-

class travel.

Mr. Naughton. "Largely because of this general practice, the inter-

mediary did not have any information, on a case-by-case basis, to

justify the use of first-class accommodations rather than less than
first class. On the basis of our computation, we questioned costs charged
to medicare of $8,351 representing the difference between the cost

of the first-class and less-than-first-class air accommodations. Do you
know what happened to that item ?

Mr. Mayne. I don't know who the intermediary was.

Mr. Naughton. I am not sure who it was either.

Mr. TiERNEY. No question about it. We would recover it.

In another instance, the report states, "we questioned costs of

$8,692 which the fiscal intermediary had charged to medicare as

advertising cost. Our review showed that these expenditures were used
to purchase newspaper advertisements applicable to the intei'mediary's

private lines of business. They were in no way related to the recruit-

ment of personnel for the intermediary's medicine activities and
otherwise did not meet SSA Intermediary Manual requirements for

allowability."

Of course your policy is clear on that, that you don't have to

advertise for people to participate in medicare and you don't pay
for it.

Mr. TiERNEY. No question about it.

Mr. Naughton. In another instance the auditors said "We ques-

tioned salary costs of about $14,800, after our review showed that

there were no records to substantiate that the employees involved had
devoted time to medicare, and our examination of personnel records

and interviews with the employees indicated that they had neither

been hired for nor performed work on the intermediary's medicare
operations."

Of course this type of cost would be disallowed.
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Ml'. TiF.iiNEY. Right.
iVlr. NxVUGHTOX. There is another mention in here, not too large an

nnioiiiit, but rather interesting. An intermediary which had charged
the full cost of 67 chairs at $56 each to the program—an item of $3,631.
The auditors figured the reasonable cost of depreciation would be
$113. These are, of course, examples of what the auditors picked up
and I am sure they are not representative.

They have gone through and cited those which they felt were most
deserving of special attention.

]Mr. TiERNEY. I would like to make it clear for the record there is

no indication that—despite the auditor's findings—they were allowed,
is there, in that report ?

Mr. Xaughton. I don't think we Imow yet. Mr. Mayne, or whoever
has the responsibility, if you could give us information as to what
happened on each of these items questioned—^the report I have doesn't

give the names of intermediaries but I am sure your files will disclose

that information.
Mr. TiERNEY. We will be glad to do that.

(The information below was subsequently provided for the

record :)

The following is a response to questions raised on the disposition of specified
items of questioned costs mentioned in the DHEW Audit Agency's summary
report

:

1, Advertising—Advertising which benefits the company's regular lines of
business is an unallowable cost for the medicare program. The only, advertising
costs allowable under our contracts with intermediaries and carriers are adver-
tising for (1) recruitment of personnel, (2) the procurement of scarce items
and (3) the disposal of scrap or surplus materials. No unauthorized advertising
has been allowed in any of the cost settlements to date.

The case cited, where an intermediary (Pennsylvania Blue Shield) had
incorrectly claimed $8,692 for advertising costs, related to advertising for
recruitment of personnel. However, the company had incorrectly allocated an
inequitable share of the company's total recruitment costs to medicare. The
company concurred with the auditor, and the entire amount of $8,692 has been
refunded.

2. First-Class Travel—First-class air travel is unallowable except under cir-

cumstances described in the Standardized Grovernment Travel Regulations such
as, for example, non-availability of less than first-class accomodations. No
unauthorized first-class air travel has been allowed in any of the cost settlements
to date.

The dispute involving the first-class air travel amounting to $8,351.

This was not an actual figure but a projection based upon statistics. The
actual amount involved was only $235 and the balance of $8,116 was projected.

This Involved a total of $20,705 in projected expenses. The total projected ex-

penses included numerous other things other than first-class air travel. SSA
has reached an agreement with Blue Cross Association on the total ($20,705)
of unallowable expenses. The ex:act amount attributed to first-class travel can-

not be obtained.
The BHI policy regarding first-class travel can be located in part I of the

intermediary manual, the administrative section, section 1156. in the part A
manual and section 4156 in the part B manual. Enclosed is a copy of section

1156. which is identical to section 4156.

1156. Travel costs

E. Air travel. The difference in cost between first-class air accommodations
and less than first-class air accommodations is unallowable except under cir-

cumstances described in section 3.6(c) (1) in the Standardized Government
Travel Regulations (revised March 1, 1965) as quoted below

:

Policy. It is the policy of the Government that persons who use commercial
air carriers for transportation on official business should use less-than-first-class

accommodations, instead of those designated first-class, with due regard to
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efficient conduct of Government business and the travelers' convenience, safety,

and comfort. In view of this policy the use of first-class accommodations should
be limited to the following instances

:

(a) Regularly scheduled flights between authorized origin and destination
points prfovide only first-class accommodations.

(b) Space is not available in less-than-first-class accommodations in time to

carry out the purpose of the travel.

(c) An authorizing officer authorizes or approves the use of first-class ac-

commodations as necessary for the conduct of the mission or for reasons of the
traveler's health.

(d) An authorizing officer authorizes or approves the use of first-class ac-

commodations for flights within or between foreign areas because available less

costly accommodations do not provide adequate standards of sanitation, health
or comfort.

Officials responsible for approving travel authorizations may not be able to
anticipate circumstances which may arise while a person is traveling which
necessitate the use of first-class accommiodatlons. In such circumstances, even
though the use of first-class accommodations is authorized, the traveler is re-

sponsible for using the less costly accommodations when they will meet all rea-

sonable requirements. For audit purposes, the traveler's judgment in these in-

stances will be considered conclusive. However, agencies may specify on travel
authori2?ations, or other administrative directives, that the less costly accom-
modations be used. In that event, the traveler will be limited to the type of

accommodations specified.

1. Section 3.6(c)(1) of the Standardized Government Travel Regulations is

intended to apply only to direct travel charges to the agreement.
2. Where first-class air accommodations are used in lieu of less than first-class

accommodations, the reason for such use should be documented on the travel
authorization or other appropriate intermediary records.

3. Complementary insurance.—There were two instances where companies
had merged their medicare and complementary insurance claims processing
operation and had not properly allocated costs to their nonmedicare activities.

Amounts disallowed by the HEW Audit Agency for these two companies (Boston
Blue Shield and Boston Blue Cross) for the July-December 1966 period were
$42,968 and $65,952, respectively.
Agreement has been reached with both companies in the amounts recommended

by the HEW Audit Agency.
4. Records not properly documented.—The auditor questioned costs of $14,783

for one intermediary (Inter-County Hospitalization Plan, Inc.) because records

were not properly documented. Subsequent review of records by the Bureau of

Health Insurance showed that some of these costs were improperly claimed.

However, company documentation demonstrated that costs were incurred in other
areas of operations, although the precise amount of costs could not be determined
because of the absence of detailed time records. Therefore, the Bureau's position

was that the company should be reimbursed an amount which would be
reasonable under the circumstances. Making such a determination involved a
detailed review of the company records. In addition, the records of other com-
panies handling a comparable workload were also reviewed in order to validate

the reasonableness of the determination, Following such a review, the Bureau
and the company negotiated a mutually acceptable settlement. The amount agreed
upon was $12,223, and the remaining $2,560 has been refunded to the Bureau
of Health Insurance.

5. Purchase of chairs.—One fiscal intermediary (Continental Casualty) pur-
chased 67 chairs at a cost of $3,744, and charged the full amount to medicare.
Since these chairs cost more than $50 each and have an "economic life" in excess
of 1 year, the company should have capitalized the equipment and charged de-

preciation to medicare in the amount of $113. The company concurred with the
auditor's recommendation, and the questioned amount of $3,631 has been refunded
to the Bureau of Health Insurance.

Mr. Fountain. Mr. Tierney, I wonder if you would, tell us for the

record what is meant by the term "extended care" and how you decide
who is eligible to receive care in the ECF under medicare and who is

not eligible ?

48-611—70
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Mr. TiERNEY. Well, Mr. Chairman, the term "extended care" is a
creature of the medicare law. The statute provided that not only would
there be inpatient hospital care as a benefit but that there would also

be a benefit available where a person required continuous skilled

nursing service, in a so-called extended care facility. Now, this was
quite distinct, Mr. Fountain, from the concept of nursing home care

as it existed in this country prior to medicare.
Nursing home care was largely devoted to long-range chronic illness

custodial type services. It was quite clear that the Congress didn't

intend this be covered. What they were seeking was a continuation of
the same level of skilled nursing service that a hospital would provide
but hopefully in a less expensive setting.

This is an extremely difficult thing, Mr. Fountain, to determine
because there are tremendous judgment factors involved in every case.

But we have put out standards and criteria for determination for the
intermediaries to follow in administering this benefit.

The law provides, as you know, that notwithstanding any other pro-
vision in the law, no funds may be expended from either trust fund for

care which is custodial in nature. So here joii have an old woman with
a broken hip and she hasn't anybody at home to take care of her and
she needs some help getting dressed, but other than that she has re-

covered. She can get around. She is no longer in need of any skilled

nursing service. We don't cover that as a benefit.

Unliappily, Mr. Foimtain, one of the problems in this whole area is

that the judgment sometimes has to be made retroactively. This im-
poses a real hardship not only on the beneficiary but on the provider
of tlie extended care facility or nursing home. We have developed all

kinds of different mechanisms, hopefulh^ to avoid this kind of retro-

active denial.

We developed a so-called assurance-of-payment provision whereby
if the intermediary satisfies itself that the given institution under-
stands this basic concept, limited concept, of extended care, if its

medical staff does and if the medical record supports that level of

service being rendered, that it will be assured payment on cases so long
as it sends in a medical information form on cases where there is some
doubt as to whether or not they fully meet the qualifications of the

regulation. This has helped, but it hasn't eliminated the problem.
There are onh^ a couple of alternatives, Mr. Fountain, and they are

not very acceptable alternatives to this concept. One is let's forget

extended care and all the necessity of medical judgment as to whether
or not there is a need for continuing skilled nursing service. Let's

simply provide post hos]:>ital nursing home care.

I have very informal estimates from the actuaries that if you go that

route you are going to run into costs of S3 billion a year if you are

really just going to provide custodial nursing care. As you may Imow,
under the medicaid program nursing home care is the major cost

factor.

On the other hand, you certainly raise serious doubt about providing
a benefit or lioldins out a benefit as bein<x a part of a benefit pattern

and then turning down a very large number of the cases which hope-
fully qualify for it.
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It is complicated further, sir, by the fact that in all these instances
;the doctor says yes, I think this patient ought to go to this nursing
home. Well, under the law, it is quite obvious again that you can't rely

simply on that certification.

It is one of the intermediary functions to determine through its own
medical review whether or not this actually does meet not just medical
necessity or the convenience of the patient but w^liether or not the
medical records substantiate a continuum of service of this skilled

nature.

I don't suppose, Mr. Fountain, in the whole program to date at the
moment—certainly not under the part A portion—we have a more
troublesome area than this one. I think, not to sound presumptuous,
ultimately a decision is going to have to be made as to whether old
people who have social problems, living problems, are going to have
some kind of a benefit made available to them quite apart from
whether or not they really need skilled nursing service. To do it will

be a very expensive thing.

Mr. Fountain. That would be a tremendous policy question.

Mr. TiERNEY. Yes, sir.

Mr. Naughton". Mr. Tierney, of course the Social Security Admin-
istration has published literature designed for circulation to medi-
care beneficiaries and potential medicare beneficiaries describing what
the program provides.

Do you now and have you from the beginning emphasized in as

strong terms as you know how to the potential recipient that medicare
does not provide nursing home benefits? That extended care is what
is provided and that the custodial care is not covered ?

Mr. TiEKNEY. I think we have tried to make it very clear in the hand-
books that nursing home care is not provided and that custodial care

is not provided but I think we certainly have not gotten across to the
20 million people of the country what this very sophisticated concept
of extended care is.

I think, Mr. Naughton, this is a real problem. We have done a num-
ber of things. We try to continually carry on educational programs in

this regard. But to try to explain it to the average beneficiary is ex-

trem_ely difficult.

Mr. Naughton. Could you provide for the record the warnings that

you have issued, the language that you used in your general circulation

pamphlets, indicating any changes made in it and what your current

Vv'arnings are?

Mr. Tierney. Yes : I would be glad to.

(Note : The material submitted is in the subcommittee files.)

Mr. Fountain. How much would it cost to circularize every poten-

tial beneficiary with a clear-cut differentiation between the various
types of services ?

Mr. Tierney. I don't think the cost would be prohibitive because
for most of these 20 million people we send them a cash check every
month. We could certainly prepare inserts. We tried this. The cost

part isn't tough. But explaining it in a clear-cut, concise, succinct

explanation you talk about is very difficult.

Mr. Fountain. Have you talked in terms of not just what is covered
but what is not covered, as some of the commercial insurance policies

do and hospitalization policies ?
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Mr. TiERNEY. I am not sure we made that clear, Mr. Fountain.
Mr. Fountain. Sometimes that approach is more effective than say-

ing what is covered because when you deal in terms of what is covered
people can of course think of all sorts of things.

Mr. TiERNEY. One of the anomalies of this situation is if you estab-

lish that one basic need then a whole regimen of things become cov-

ered. Physical therapy, speech therapy, ever^^thing you can think of
is covered. But it all hinges on that one requirement, skilled nursing
care. We now are preparing in the Office of Public Information of the
Social Security Administration a series of radio and television and
other media explanations hoping to get tliis story across. I don't
think we should, in any way, lessen our efforts but I am afraid we are

never going to really get the story across because this becomes a very
subjective thing. You are an old person and you feel sick. Maybe you
have five different ailments. This thing has to be an extension of the
care for which you were put into the hospital. A person might have
five different things he needs care for but unless it is the one he was
put in the hospital for he is not eligible. So I don't know that we will

ever get the story across but we certainly should try.

Mr. Naughton. You have a subsidiary problem, too, in that some
institutions wliich really are providing custodial care will crank in

unneeded physical therapy and unneeded treatments in order to try

to make it appear that skilled care is being rendered.

Mr. TiERNEY. Yes, sir. That is a temptation. One of the ways some
ECF's have approached it is, we can prove skilled care is required by
giving a lot of it.

Mr. Naughton. "^^Hiat percentage of the care, even in an extended
care facility, would actually be skilled care in a normal case? It is a

very small percentage, isn't it, where you would be getting an injec-

tion or some sort of medication that required a registered nurse or a

trained medical person to administer it ?

Mr. TiERNEY. Well, you get all kinds of arguments about that as to

what skilled nursing service is. Just turning an old person in bed,

some people say takes skilled care. Particularly if it is an orthopedic

case.

Mr. Naughton. But you don't require that a registered nurse do
that under your regulations ?

Mr. TiERNEY. No, sir.

Mr. Naughton. In other words, these patients have to be fed, they
have to have their personal needs tended to.

Mr. TiERNEY. If that is all, then they don't qualify.

Mr. Naughton. But even if they do qualify, the personal needs and
the routine care, the custodial care is going to make up 90 or 96 or 98

percent of the care they receive in most cases, is it not, even if they

actually are receiving skilled care which would qualify them?
Mr. TiERNEY. I don't know whether it is that percentage.

Mr. Naughton. You might have a patient who requires injections

three times a day for example. That may be the only skilled care they

are receiving and it would qualify them, but it would constitute less

than 1 percent of the actual care they are receiving.

Mr. TiERNEY. That is quite possible.

Mr. Fountain. Is it the responsibility of the intermediary to re-
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ject claims by ECF's for services provided beneficiaries who won't re-

quire extended care ?

Mr. TiERNEY. Yes, sir.

Mr. Fountain. Have the percentages of rejections for this reason
by different intermediaries been fairly similar or have there been some
wide variations ?

Mr. TiERNEY. There have been some very wide variations, Mr.
Chairman, from the beginning of the program and more recently. Cer-
tainly in the beginning of the program there was a lack of nicety of this
understanding on the part of everybody concerned and I am sure there
were a lot of bills paid that shouldn't have been paid. As a result of
our program reviews and visits to ECF's and our gradual accumulation
of data, we stepped up our guidelines for intermediaries. On the things
they had to evaluate in these situations and as a result, the number of
(denials now is at a much higher rate than it was a year ago or at the
beginning of the program.
Mr. Fountain. I wonder if you would give us some idea as to how

wide the variations may be, or have been.
Mr. TiERNEY. Well, here are some figures that give you an idea. From

January to June 1968 the numbers denied amounted to only 1.5 percent
of the admissions. From July 1968 to June 1969 that was up to 2.7

percent. From July to December 1969, on a national basis, that was
up to 7.1 percent. Some of the variations between intermediaries—Blue
Cross, overall, is currently denying about 8.5 percent of the cases. The
commercials range from a high of 12.8 percent to a low of 1.3 percent.
So there isn't uniformity. For example, that 1.3 percent intermediary
is getting far fewer bills now than it did a year ago because it is estab-
lished with these institutions that there is no use sending a bill for
uncovered care because it w^on't be paid. You can't say it is because it

is only 1.3 percent they are doing an ineffective job. That is about the
range of it, sir, in the overall, currently somewhere in excess of, at least

for the July-December 1969 period, something in excess of 7 percent
of the cases are being denied. That doesn't sound too bad. Ninety-three
percent are being paid. But 7 percent of 518,000 bills is a lot of people.

Mr. Fountain. Do you have any additional information?
Mr. Naughton. I have some figures which are for the period Janu-

ary through October 1968 and during that period for all regions the
total number of bills processed was 975,707 and the number of ECF
denials was 6,139 which is an average of 1.7 percent for all

intermediaries.

The range is very, very wide for this period. One intermediary had
no rejections out of 4,411 bills. Another had five rejections out of 27,-

553 bills which is five one-hundredths of 1 percent. On the high side it

was 31.9 percent. An intermediary denied 1,285 of 4,033 bills submitted.

I think that what Mr. Tierney says about getting tou2:her is ouite

true. It does show up. The intermediary which denied five of 27,553

bills from January through October of 1968 happens to be IMasssachu-

setts Blue Cross and it is my understanding' that in July-August 1969

they denied 240 of 4,056 bills which would be 5.9 percent. It is my fur-

ther understanding that the direct reimbursement unit in the Social

Security Administration has rejected nt certain periods of time as high
as 56 percent of the bills submitted. Here is one which I just can't \m-
derstand where for the State of IMissouri, the St. Louis Blue Cross proc-
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essed 6,781 bills and rejected 85 which would be 1.3 percent while over
in Kansas City they processed 3,265 bills and rejected 824 which is 25.2

percent in the same State. There is a very, very wide range among
the intermediaries.

In April through June of 1969 the Alabama Blue Cross turned down
580 of 1,324 which would be 43.8 percent.

Mr. Fountain". Any comments on those variations. Mr. Tierney ?

Mr. Tierney. No, only to again tell you this has been an evolution-

ary process. We are in the early stages. If you go back before 1968, Mr.
Naughton, you find there were virtually no turn-downs. It wasn't until

we called attention stringently to those requirements of the regulations

that people began to really get in and take a look.

I think some have overreacted, frankly. I am afraid in some instances

they are just saying we are not going to stick our neck out. We will

turn them all down. I had nursing homes, ECF's from various portions

of New England come to me and say look, we have nobody. That is

going too far.

Mr. Naughton. Certainly an intermediary which has a reputation

of being fairly tough and of turning down bills which look like they
shouldn't be accepted is going to wind up after a certain period of time
not getting so many ineligible bills submitted. That certainly is a fac-

tor. Would you not agree that variations in the performance of differ-

ent intermediaries is a far more important factor in the difference in

rejection rates than variations in the number of ineligible bills being
submitted ?

Mr. Tierney. Yes, I think so, but I think you may find you don't
have quite that type of variation today, although you still have con-

siderable variation.

Mr. Naughton. It has improved.
Mr. Fountain. Would you be able to submit for the record what

the situation is today as compared with that ?

Mr. Tierney. Yes, sir.

Mr. Fountain. It would be good to have it.

(The following information was subsequently supplied :)

PERCENTAGE OF ECF BILLS DENIED FOR NONCOVERED CARE, JANUARY 1968 TO DECEMBER 1969

Jan. 1, 1968 to July 1, 1968 to Jan. 1, 1969 to July 1, 1969 to

Intermediary June 30, 1968 Sept. 30, 1968 1 June 30, 1969 Dec. 31, 1969

BCA 1.8 2.5 6.8 9.0
Travelers .4 .9 1. 0 1.

8

Mutual 2.0 .3 3.8 5.8
Aetna 1.0 1.1 1.1 8.2
Others 2 1.7 4.1 4.6 9.3

National 1.5 1.9 4.4 7.1

1 Data for 4th quarter of 1968 not available due to incomplete reports.
2 Includes the following intermediaries: Kaiser, Prudential, Hamilton Life (January through June 1968 only), Intercounty,

Coop de Salud de Puerto Rico, Community Health of Michigan, Nationwide, Hawaii Medical Service, and SSA.

Mr. Mayne. If I might I would like to make one point, too, about
this question of the ineligible bill which gives us real concern. You
set up this pattern that bills are going to be denied with the result

that a judgment is made and the patient is not admitted to the insti-

tution on the grounds that this is not going to be exended care. What
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you have done then is cut of? the beneficiary who has a right under
the law to make a claim for this service. This is the other side of the
coin that we must keep in mind.

If we are creating a situation where people not only are being
denied the opportunity for the service but even a right which they
have under the law to make a claim and to go through a reconsidera-

tion and appeal process, then we have a somewhat dangerous situation.

Mr. ISTx^uGHTON. I think the point we are making is simply that these

wide variations that have existed simply can't reflect variations in

the number and in the type of patients coming in. It must reflect

primarily variations in the performance. Some may be being too

tough. Others may be being too easy. One way it is wrong for the

program. The other way it is an injustice to the beneficiary.

Mr. Fountain. Any other questions ?

(No response.)

Mr. Fountain. The committee stands recessed until 10 tomorrow in

room 2247.

(Whereupon, at 1 :10 p.m. the subcommittee was recessed, to recon-

vene at 10 a.m., Wednesday, March 4, 1970.)
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ADMINISTRATION OF FEDERAL HEALTH BENEFIT
PROGRAMS

(Part 1—Medicare Program)

WEDNESDAY, MARCH 4, 1970

House of Representatives,
Intergovernmental Relations Subcommittee

OF the Committee on Government Operations,
Washington^ D.C.

The subcommittee met at 10 :15 a.m. in Room 2247, Rayburn House
Office Building, the Honorable L. H. Fountain (chairman of the
subcommittee) presiding.

Present: Representatives L. H. Fountain and Benjamin S.

Rosenthal.
Staff members present : James R. Naughton, counsel ; Phil Carlson,

minority counsel, and Thomas H. Saunders, minority staff.

Mr. Fountain. Let the committee come to order.

FURTHER STATEMENT OF THOMAS M. TIERNEY, DIRECTOR, SOCIAL

SECURITY ADMINISTRATION, BUREAU OF HEALTH INSURANCE;
ACCOMPANIED BY ROBERT MAYNE, ASSISTANT BUREAU DIREC-

TOR, DIVISION OF INTERMEDIARY OPERATIONS; MORRIS OLDER,

DEPUTY ASSISTANT BUREAU DIRECTOR, DIVISION OF REIM-
BURSEMENT; JAMES RILEY, CHIEF, COST ANALYbIS SECTION;

WARREN E. SILVERMAN, STAFF MEMBER, DIVISION OF POLICY
AND STANDARDS; ROBERT OULOOSIAN, SUPERVISORY CONTRACT
OPERATIONS SPECIALIST, DIVISION OF INTERMEDIARY OPERA-
TIONS; AND LAWRENCE M. SIMMS, HEW AUDIT AGENCY

Mr. Tierney. Mr. Chairman, I have not seen the transcript of

yesterday's hearing, but in reviev^ing my testimony last night in

response to some of Mr. Naughton's questions about the replacement
of intermediaries, I think I confused carrier replacements v^ith some
intermediaries.

Mr. Fountain. You may correct it at this point if you would like.

Mr. Tierney. Ironically, it is the same situation; there are four

intermediaries that have been terminated, and for about the same
reasons. But they were not the ones that I had in mind at the time.

So if I could supply that for the record, sir ?

Mr. Fountain. That will be all right.

(The following data was subsequently furnished
:)

(133)
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Previous discussion of terminated intermediaries was confused with carrier
replacements. An analysis of the circumstances surrounding termination of
the two intermediaries indicated that, while they were deficient in certain
measurable areas, the primary reason for their termination was attributable
to a multitude of problems relating to an overall administrative inability to
meet their contract responsibilities.

One of many serious problems faced by one intermediary (Hamilton Life
Insurance Co.) pertained to current financing and the establishment of interim
rates. On one occasion, a sample review of 20 provider files, 17 percent of the
intermediary's ECF's, revealed no instance where it could be determined that
the interim rate was either established or adjusted properly. In fact, it was
apparent that many rates were increased solely on the basis of telephone calls
or unsupported letters from EOF administrators. Also, the intermediary was
totally unprepared to handle public and provider relations activities ; to assist
providers in the establishment and maintenance of fiscal records ; to offer
guidance to providers in the development of procedures relating to utilization
practices ; and procedures for control of bill processing and payment were either
poor or nonexistent. Furthermore, the intermediary was understaffed at all

but the executive levels ; had a high unit cost despite understaflRng ; was defi-

cient in both quality and timeliness of performance; and was experiencing
financial difficulties in its private business.
The primary deficiencies of the other intermediary (New York State Depart-

ment of Health) related to internal management and poor control of its work-
load. The intermediary had no effective bill review mechanism ; was overstaffed :

had insufficient controls on queries and open items ; had no written guidelines
for bill reviewers ; and lacked management expertise as evidenced by other
less significant findings of our review of its operations. Furthermore, the
intermediary failed to move ahead with a provider audit program (at termina-
tion had completed only three audits) and was virtually unable to carry out
necessary provider relations activities.

Due to the nature of the above related deficiencies and the unique aspects
of the subject intermediaries (one served only ECF's and the other served
only HHA's), there can be no meaningful and valid comparison of other inter-

mediaries at the so-called lower end of the i)erformance scale. At present, there
are no other intermediaries with comparable problems which would prompt
termination action. However, we are closely following the progress of some
intermediaries whose performance is not satisfactory.

In response to a subcommittee request for further information, the following
additional data was subsequently supplied :

In addition to the explanatory statement previously furnished there is pro-

vided below statistical data comparing the terminated intermediaries with the
poorest performing Blue Cross plans as to workload processing and administra-
tive cost. In workload processing the data for the last quarter the organizations
served as intermediaries is presented whereas the administrative cost data for

the last fiscal year is provided.

TERMINATED INTERMEDIARIES (A) JANUARY-MARCH 1968

Weeks'
work

on hand

Percent of

bills pending
over 30

days

Percent

returned

because
of error

National average -. . 1.3 12.3 4.4

Hamilton Life Insurance Co
New Hampshire BC

1.1

7.6 .

30.5 7.9

Rhode Island BC 4.8 .

Missouri-St. Louis BC... 57.1

Puerto Rico BC 53.9
Missouri-St. Louis BC 11.3

Puerto Rico BC 11.0
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FISCAL YEAR 1968

Percent

Adm./Ben
Unit

cost

National BC and Comm- 1.16 $2.98
Hamilton Life Insurance Co 1.21 3.90
Wilmington, Del. BC 2.57
Wheeling, W. Va. BC 2. 46
Washington, D.C. BC. 5.92
Wheeling, W. Va. BC. 4.76

TERMINATED INTERMEDIARIES (B), APRIL-JUNE 1969

Weeks'
work

on hand

Percent of

bills pending
over 30

days

Percent

returned

because
of error

1.1 15.0 4.4
1.2 19.5 4.1
3.

1

2.3
50.0
31.8

National average
New York State Department of Heath.
Illinois-Chicago BC
Alaska BC
Puerto Rico BC
lllinois-Rockford BC
Puerto Rico BC
Missouri-St. Louis BC

16.0
12.1

FISCAL YEAR 1968

Percent

Adm./Ben
Unit

cost

National BC and Comm 1. 15

New York State Department of Health 6. 67

Wheeling, W. Va. BC 1. 96
Baton Rouge, La. BC 1. 90
Washington, D.C. BC
Richmond, Va. BC

$3. 46
2.75

5. 55

5.12

Mr. Fountain. As I understand it, Mr. Tierney, it is the responsi-

bility of the intermediary to arrange for the auditing of cost reports

which are submitted by the providers for medicare reimbursement;
is that right ?

Mr. Tierney. Yes, sir. One of the specific functions under the inter-

mediary contract is to arrange to audit the cost reports submitted by
providers.

Mr. Fountain. I wonder if you can tell us approximately how much
of the auditing is performed by employees of the intermediaries and
how much is done by outside accounting fii-ms employed on a contract

basis ?

Mr. Tierney. I think we can give you that figure specifically, but
there is a mix that I think I ought to explain, Mr. Fountain.

Originally the cost reports come into the intermediaries, the so-

called desk audit is done by the intermediaries own staff ]^eople, tlien

the field audits are largely conducted by independent auditing firms.

(The following information was subsequently supplied
:)

As of January 31, 1970, the number of audits completed was 16,240. Of these,

intermediaries reported that 12,108 were completed under contract with out-

side audit firms and the remaining 4,132 were completed by in-house audit
staff.

Mr. Tierney. I can give you that information for tlie record. The
very major part is done by outside auditing firms, Mr. Fountain. A
few intermediaries have the in-house capacity to do it, but very few.
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The information that I have here is that there are currently some
200 finiis involved, with 300 contracts.

Mr. Naughton. But about eight of those have the bulk of the
business, do they not ?

Mr. TiERNEY. Yes; I think the major accounting firms of the
Nation, Arthur Anderson & Co.; Arthur Young & Co.; Ernst &
Ernst; Harris, Kerr & Forster; Haskins & Sellers; Lybrand, Ross
Bros. & IMontgomery

;
Peat, Marwick, Mitchell & Co. ; Price Water-

house & Co.
Out of 10,754 audits, those firms did all but 2,974. So, quicklv, that

is 7,<S00 they did out of that.

Mr. Naughton. Wlio, in your shop, Mr. Tierney, has primary re-

sponsibility for riding herd over the efficiency and economy of the
audit work that is done ?

I know that it is the responsibility of the intermediary to arrange
for and directly supervise the performance of the audit work, but
who in the Social Security Administration checks on the auditors ?

Mr. Tierney. Well, our Division of Intermediary Operations, of
course, cliecks on the intermediaries' overall functions with the aud-
itors, and approves the subcontracts with auditors.

The Division of Reimbui'semen^-—Mr. Older is the Deputy Assistant
Bureau Director—then reviews the audits once they are submitted.
But as far as approving audit subcontracts and overseeing the in-

termediary conduct of the audits, Mr. Mayne has primary respon-
sibility.

^Ir. Fountain. Have you made an effort to determine how the cost

of having audits performed by full-time employees compares with
the cost of employing outside auditors ?

^Ir. Tierney. f would ask Mr. Mayne.
Mr. Mayne. We have made some studies, Mr. Chairman, but the

data that we have is not really conclusive.

We had supposed that there would be a real saving in using the inter-

mediaries' own audit staff, and we still think that this has some real

possibility.

But the data that we have is not conclusive enough to prove whether
we would really save money on this. We think we would, for several

reasons.

First, the advantage to the intermediary in having a staff that is

fully available and that will not be influenced by other demands for

audit work which are imposed upon the outside firm, particularly at

such times as the first quarter of a calender year, on up until August 15.

We think also that there would be some savings as we went down
the road because there would be less likelihood then of having new
people come into the operation.

This has been one of the real problems that the audit firms have
faced, that they have had to add a great number of people. These
have been new people. They have gotten them trained and then for

other audits they have had to bring others in.

So we would like to continue, not our experimentation, but the

direction of utilizing intermediary capability where they can build

up this staff. This is for them a difficult job.

We started audit activity in 1967 when the audit program reallv got

underway after a year of program operation, and the intermediaries
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as a group had some 200 people available. Now we have gone up at
the present time to something well over 700, so they have increased
their staffs to carry on the total j c^b.

Mr. Fountain. How extensive was this study ?

Mr. Mayne. Well, that was our problem. We felt that we had insuffi-

cient numbers to really make a judgment, and we are continuing with
our study. As we get more data, then we can come up with some
evaluation.

Mr. Fountain. Do you have a specific number of people who are
engaged in the study or is it just everybody take a look at this and
have a general discussion type of approach %

Mr. Mayne. We have this centered in one section, yes, and the data
would be flowing into that section as we continue to get information as
audits are completed.
Mr. Fountain. Will that group in which you have this information

centered make a recommendation after they have accumulated all of
the data they need ?

Mr. Mayne. Yes. We would hope with the great number of audits
being completed that we would be in a position in a few months to
make some positive recommentations.
Mr. Fountain. Who is in charge of that study ?

Mr. TiERNEY. Mr. Eobert Ouloosian.
Mr. Fountain. Mr. Ouloosian, I wonder at this point if you would

give us the benefit, in a nutshell, of anything which you might be able
to tell us to supplement what Mr. Mayne has said ?

Mr. Ouloosian. The very limited data we have does seem to lead us
to believe that there would be a fairly substantial savings in using the
intermediaries' own staff, just based upon such things as the average
hourly rates paid by the intermediary to its personnel as contrasted
with the average hourly rates we are paying under contracts.

Now this has to be looked at very carefully because we have in a
number of States a large number of providers with fiscal year-ending
dates occurring all about the same time.

Well, with all the fiscal year-ending dates occurring at about the
same time, and the cost reports being filed at about the same time, and
all the tremendous amount of work to be done all about the same time,

it may be difficult for an intermediary to staff efficiently to handle
this type of workload which occurs in one small part of the year. If
the intermediary staffs to do the work timely, he will be overstaffed

for the rest of the year, thus more than offsetting the anticipated

economies.
Although, on the surface, just looking at what an intermediary pays

its employees as contrasted with what an audit firm pays its employees,
there are other considerations that have to go into making the final

judgment.
We are continuing to gather information and we hope when we have

sufficient information that we can make more conclusive

recommendations.
Mr. TiERNEY. Mr. Fountain, I think there are other activities you

should be aware of that perhaps attack the problem more directly.

One of the basic problems in the final analysis is with these some
10,000 cost reports of all kinds each year. We have a shortage of ac-

countants in this Nation. The accounting firms tell us now they will
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take a kid out of college with an accounting A.B. or a bachelor of
science and start him at $12,000. This is pretty nice work compared to
what it was a few years ago.

So we are trying to do a number of things I think may attack the
problem more directly.

First of all, the adoption of a common cost report, one that Avould be
utilized in the final analysis not only by medicare and medicaid but
by Blue Cross and others. At the present time we have this duplicative
system with five or six or seven different kinds of cost reports.

The Assistant Secretary Comptroller in the Department is running
a pilot project on accepting certified cost reports by a competent
accounting firm which has already done an audit for the institution.

We are determining w^hich cost reports are reliable, where the data
has proved out to be correct; and therefore, instead of making an
annual audit, maybe only one every 3 years.

At the inception of the program we felt strongly that it was neces-

sary, as long as these institutions were coming in and participating,

that we ought to make an audit on every single one of them. That de-

cision resulted in some anomalous situations where we, in the first

period particularly, were overkilling in the way of audits. In the
second periods, of course, their production picked up, and that situa-

tion was not the same.
One of the things we found we had to do in many cases was to ac-

tually establish competent bookkeeping arrangements.
So I think the common cost reports, the acceptance of certified

audits, the review of audits and determinations of whether or not you
have to make simply a spot check or a full audit—these things are now
emerging, and hopefully will solve the problem.
Mr. JSTaughton. Mr. Tierney, who is in charge of the study of the

so-called common cost report that you mentioned. Is that Mr. Ouloo-
sian also ?

Mr. Tierney. Yes. But it is more in Mr. Older's office. And I might
add it is not simply within the Bureau ; it is a case of working with the
American Hospital Association and other people to see if we cannot
deA^elop a common cost report that everybody will employ—medicare
and medicaid, as I say, and hopefully other third party payers.

Mr. Naughton. When did the work start on that project?

Mr. Tierney. It has been going on through the Association of Hos-
pital Financial Management and representatives of our organization
and other interested parties for I would say 18 months, Mr. Naughton.
Mr. Naughton. I wonder, Mr. Chairman, if it might be appropriate

for them to provide for the record just a brief statement of what is

being done there and who is involved in it and the amount of progress
they feel has been made ; and also a target date, if you are able to set

one, for completion ?

Mr. Tierney. We would be very happy to.

Mr. Fountain. Are you in a position at this time to approximate a

target date ?

Mr. Tierney. I do not think we are, Mr. Chairman.
This Massachusetts experiment that I spoke about went into effect

over a year ago. I would hope that within another 6 months we will

have enough data to make some evaluation of how it is operating.

(The following statement was submitted for the record :)
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This project is under the general jurisdiction of the DHEW Audit Agency.
The draft of the combined cost report has been completed and tested in 14
hospitals in Massachusetts. The results of the test showed that the form worked
out particularly well in all of the hospitals. The audit agency is presently
evaluating the comments on the cost report which were submitted by several
professional organizations. Upon the completion of this evaluation, DHEW
Audit will discuss the implementation of this form on a national basis with SSA
officials.

DHEW Audit in conjunction with the AICPA and BCA is also drafting an
audit program to accommodate this common cost report form. The draft of this

program should be completed sometime in the near future.

Mr. Fountain. Are intermediaries required to secure prior approval
of contracts with outside auditors ?

Mr. TiERNEY. Yes, sir.

Mr. Fountain. Have there been some occasions when this has not
been done?
Mr. TiERNEY. Yes, I think that there have been.

Mr. Mayne talked about some of them yesterday who went ahead,
and on the basis of their own judgment, signed contracts with audit-

ing firms and began work prior to our approval.
Mr. Naughton. Mr. Tierney, w^ho were these intermediaries who

went ahead and signed contracts without approval?
Mr. Tierney. I would have to ask Mr. Mayne if he has that data.

Mr. Fountain. Mr. Mayne, do you have that information ?

Mr. Mayne. I would have to give you the names. There were sev-

eral Blue Cross plans, and as we discussed it yesterday, they were told

to go ahead, or BCA instructed them to go ahead and complete the

audits, or the audit subcontracts.

We related yesterday when this came to our attention we required

that this be rescinded.

I might say that to the best of my recollection all of these were
firms that had been used in the past, and there was the pressure to

get the audits underway. But we insisted that this was not sufficient

cause to ignore the requirements for audit subcontract approval.

The following information was subsequently provided :)

The following five Blue Cross plans were advised by BCA to proceed with audit

work even though the audit subcontracts were not yet approved by the Bureau
of Health Insurance

:

Michigan Hospital Service
Blue Cross of South Carolina
Associated Hospital Service of Maine
Capital Blue Cross of Pennsylvania
Oregon Blue Cross

Mr. Naughton. Blue Cross Association in effect told their member
plans to disregard your instructions that these audit subcontracts

would have to have prior approval ?

Mr. Mayne. Well, several member plans. I would not want it to

appear that they made a general proclamation to all of their member
plans.

Mr. Naughton. Just those that inquired?

Mr. Mayne. There were tliree or four having problems in getting

the audit started, and I understand they raised the question with

BCA.
Mr. Naughton. When did it take place, approximately?

Mr. Mayne. Approximately last June. I would have to look at the

record to be sure.
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Mr. Naughton. What happened with respect to those not approved ?

Were there expenditures under the contracts when they were in a
nonapproved status ?

Mr. Matne. I do not know Avhether there was any work actually

accomplished under the contracts before there was subsequent approval.
Mr. Naughton. Did you subsequently approve them ?

Mr. Mayne. They were subsequently approved.
Mr. Naughton. So all moneys spent under the contracts, whether

before or after approval, were reimbursed by social security?

Mr. Mayne. Or as the audits were goino- on.

Mr. Naughton. Have you had any trouble with the Blue Cross or
commercial intermediaries signing subsequent audit contracts with-

out prior approval?
Mr. Mayne. No, we have not.

Mr. Fountain. To your knowledge, what is the highest hourly rate

paid to outside auditors b}^ intermediaries and charged to the medicare
program ?

Mr. Tierney. I would have to give you the figure. It is available.

I do not know what it is.

The way the contracts come in, they charge generally so much for

a senior accountant per hour, a junior accountant and an apprentice,

or whatever they call them.
(The following statement was supplied for the record:)

The highest hourly rate for any category of personnel in any subcontract ap-

proved by us is $50 per hour for partners of several major accounting firms. We
had not approved the $53 per hour paid by the St. Louis BC Plan to Price Water-
house which Mr. Naughton refers to on page 361 of the subcommittee hearings
transcript. A sampling of approved subcontracts with the major audit firms
shows that the percentage of time spent in audit activity by this most expensive
category of personnel, the partner, ranges from about 1.5 to 3 percent. Thus, this

high cost person constitutes only a very small part of total audit costs. We
expect, from our many dealings with the major accounting firms of the country,
that the hourly rates for this category of people will, for this year, range be-

tween $45 and $50 per hour.

Mr. Fountain. Can you give an example ?

Mr. Tierney. A junior accountant, $10.50; semi-senior, at $13; a

senior at $15.50 ; a supervisor at $20 ; a manager at $26 ; and a partner
at $40.

Mr. Naughton. Are those the lows ?

Mr. Tierney. This is just an example. I would have to give you the
highs,

I think you have to understand one thing : until you can really get
a fix on how many hours each of these individuals operate, how many
hours the senior partner is going to be involved as against the junior
accountant, it is difficult to know the hourly cost of auditing.

I would like to add that on a full scope audit they use on the
average 43 percent junior accountants, 23 percent semi-senior, 19 per-

cent senior, 9 percent supervisor, 4.5 percent manager, and 1.5 percent
partner. He gets in on the final act.

Mr. Naughton. You indicated that only one-and-a-half percent of
the hourly charges are for that most expensive category, the partner.
Is this a report on the experience that you have had with all of the
audits that have been conducted ?
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Mr. TiERNEY. No, sir. This is just an example of a cost allocation

of an audit.

Mr. Naughton. This represents one audit, then, does it ?

Mr. TiERNET. One audit contract.

Mr. Naughton. So the fact is

Mr. TiERNEY. If what you are seeking is what is the highest con-
tract we have approved, we can certainly give that, but it would be on
an hourly rate basis.

Mr. Naughton. Then the figures you have cited do not mean a thing
except that is the way the time was allocated for one contract ?

Mr. TiERNEY. That is right.

Mr. Naughton. Maybe you could find one where 50 percent of the
time it was a partner. Would that be possible ?

Mr. TiERNEY. Anything is possible. I think it would be highly im-
probable that a senior partner was doing 50 percent of the auditing.

And if that were so, I am sure we would raise serious questions
about that kind of an audit submittal.

They do submit both ; not only their cost per accountant, but their

best estimate of the time spent and the best estimate of the time to be
spent by each of the categories of personnel involved.
Mr. Naughton. Is that an estimate of what the costs were expected

to be that you have been reading to me, or is it the way the bill

came in?

Mr. TiERNEY. This is an estimate of what the costs were expected to

be. This was a contract. This is what they said : "Here is what we think
is going to happen."
Mr. ISTaughton. How did the charges compare with the estimate?

Mr. TiERNEY. I would have to give you the figure on that.

(Note.—The subcommittee was subsequently advised this informa-
tion was not available.)

Mr. Naughton. Maybe I should address this to Mr. Ouloosian.
Have you had any audit contracts where the actual charges turned

out to be somewhat higher than the estimates ?

Mr. OuLOOsiAN. We have had some, yes.

Mr. Naugiiton. What do you suppose is the highest overrun you
have had in terms of the original cost estimate and the actual cost of

the audit when the bill came ?

Mr. Ouloosian. I do not have it readily available. We could se-

cure it.

Mr. Naughton. Would it exceed $100,0-00, do you think ?

Mr. OuLOOSiAi^. I would not venture to say. I really do not know.
I would have to get the information.
Mr. Naughton. You are not sure it would not exceed $100,000?
Mr. Ouloosian. I am just not sure.

(The following data was later supplied :)

An analysis of 134 audit subcontracts in which ori.s^inal estimates were sub-

sequently increased by amendment reflects the national figures set forth below

:

Original estim'ates $0, 737, 154
Revised estimates $81, 479, 336
Dollar increase^ $1,742,182
Percent increase 26

^ These are not amounts paid (many of the contracts are not completed) ; rather thoy
are estimates of additional funds expected to be needed.

48-611—70—pt. 1 10
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The largest dollar increase approved is $159,736. The average increase in the
134 subcontracts examined was approximately $12,900.

Listed below are the contr'acts in the sample where the increases were $25,000
or more

:

Contract Original Revised

number estimates estimates Increasei

COL 2B $264,680 $320,335 $55,655
ILC lA 259,990 324,853 64,863
ILC 3A 101,191 166,098 64,907
ILC 6A 238,090 273,290 35,200
ILC 2A 510,673 638,035 127,362
OC! IB 109,355 156,086 46,739
OCO lA 38,700 86,408 47,708
MSL 2A 239,021 271,526 32,505
KAN 8A 62,335 104,375 42,040
MKC IB 113,676 149,164 35,488

Contract Original Revised

number estimates estimates Increasei

TEX 1 $947,010 $1,106,746 $159,736
MD IB 128,000 220,500 92,500
TCH IC 475,731 573,130 97,399
FLA 15B 48,366 74,589 26,223
FLA 8A 90,820 116,816 25,996
MNE lA 103,257 139,843 36,586
MNE 2B 96,530 139,462 42,932
GAC 2A 206,286 258,260 51,974
MSL IE 387,983 417,403 29,420

1 These are not amounts paid (many of the contracts are not completed); rather they are estimates of addition

funds expected to be needed.

^Ir. TiERNEY. I think it is conceivably possible it would exceed

$100,000 ; but I do not Imow, Mr. Naughton. You take an outfit that is

auditing, say, all of the hospitals in New York State; they make their

best estimate of what the situation is going to be ; and they give you
an hourly figure and an hourly breakdown. If the number of hours in-

volved is double what they think is going to be required, it is going
to amount to an awful lot of money.
Mr. FouNTAix. Have you taken an inventory to determine what the

average hourly rate is that has been paid ?

Mr. TiERNEY. The average hourly rate is somewhere around $15.

Mr. Fountain. Over the period of the operation ?

Mr. TiERNEY. Yes, sir.

Mr. Naughton. Do you have any statistical basis for that, Mr. Tier-

ney ?

Mr. TiERNEY. Simply the audits we have in to date and what they
have cost.

Mr. Naughton. "\Y1io has analyzed those ? Mr. Ouloosian ?

Mr. TiERNEY. I think Mr. Older's division.

(The following statement was subsequently submitted for the

record:)

We do not have readily available information on the average hourly audit costs

paid on completed audits. To develop this data will require approximately 1 week
or so of time. If it is felt that this information is that vitally necessary for the
hearings, a subsequent request should be made with the understanding that con-
siderable time and effort will be involved in pulling the data together. We do,

however, have readily available the average hourly rates for audit subcontracts
approved in 1969 and 1970 to date. This averages $13.14 per hour. However, as
the intermediaries and audit firms implement the limited audit approach, we ex-

pect that there will be substantial reductions in the number of hours required to

complete audit, but increases in the average hourly rate. This is so because in the
application of a limited audit approach a greater percentage of higher level per-
sonnel is involved in the audit process. The figure of $13.14 per hour does not
refiect the limited audit approach, since it is virtually impossible to estimate
these in advance. What we have done to assure, however, the implementation of

the limited audit approach and to bring expenditures in line with budgeted
amounts is to reduce the total dollar amounts approved in proposed subcontracts
by 30 percent across the board. There is no way to recalculate the average hourly
rate when applying this type of an across the board reduction.
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Mr. Older. We have some figures on what the cost is. Some of these

figures are based on rather limited data because of the few cost reports
that we have.

But, for example, in extended care facilities, on 342 audited cost re-

ports out of 1,830, the audit costs were $501,000.
The total cost—that is, not the medicare cost, but the total costs of

the institution were $89 million ; and medicare costs were $18 million.

The audit adjustments amounted to $419,000, so that you have the
situation here—and it may be because they are first-year audits that the
costs were $501,000—this is for 342 institutions—and the adjustments
were $419,000.

Mr. Naughton. When you say "adjustments," Mr. Older, is that the
net reduction in the amount paid on the basis of the audit as compared
with the original claim ? Or is it the total of adjustments both ways ?

Mr. Older. I think it is the total of adjustments both ways.
Mr. Naughton. What was the net effect of those adjustments ?

Mr. Older. That is the net effect. It is the net effect between the ad-
justments that increased costs for something the provider did not put
in or decreased costs because of something put in that should not have
been put in. That $419,000 is the net effect.

Mr. Naughton. Do you happen to know what the gross reductions

and gross increases were ?

Mr. Older. I think we can get that for you.
(The following data were supplied for the record

:

)

This is in reference to Mr. Naughton's request for a breakdown of the net
medicare audit adjustments stated in the hearings on March 3-4. The transcript
indicates that net medicare adjustments were $419,000 ( rounded—$418,994 ) . The
following tabulation is an analysis of this figure.

Description of audit adjustment
Number of

reports

Amount of medicare
audit adjustment

No adjustments
increase in amounts claimed

59

91

0

$323, 877

Subtotal - -

Reduction in amounts claimed

150
191

323, 877
742,871

Total. 341 418,994

We do not have that on the extended care facilities. We may have
some figures on hospitals for that. We can get it for you if you would
like.

Mr. Naughton. Do you have available, either Mr. Ouloosian or Mr.
Older, data showing for each of the audit subcontractors the amount
of their estimate for audit work as compared with the amount of the

bill that they sent in ?

Mr. Older. I do not.

Mr. Naughton. Is this readily available?

Mr. Tierney. It is not very readily available because they do not

send us a bill. They bill the intermediary and it becomes a part of its

total operating expense which, at the end of the year, is again audited

itself.



144

Now those auditing costs, the figures I gave Mr. Fountain yesterday
are segregated out from their other administrative costs. So we could
obtain the data for you. But it is not at present readily available.

Mr. Naughton. You gave us figures for 342 audits, I believe it was,
Mr. Older. Were those audits of ECF's ?

Mr. Older. Those were ECF's.
Mr. Naughton. Is that the total number of audit reports you have

gotten in?

Mr. Older. No, we have more than that. We have 1,830.

Mr. Naughton. You have 1,830 up in Baltimore ?

Mr. Older. Yes.
Mr. Naughton. What would the 342 be ?

Mr. Older. The reason the 342 were used was these were the ones

where we knew the audit costs and the audit results. On the others we
did not have from the intermediaries the relative or related audit costs

so w^e could use it as part of this sample.
Mr. Naughton. What you are saying is out of 1,830 audit reports

you have gotten and paid for on extended care facilities, that you only
knoAv how much it cost in 342 cases, and for the remaining 1,400-some,

you do not even know how much it cost ?

Mr. Older. Are you asking me how much it costs for audit costs ?

Mr. Naughtox. For each of the other 1,400-some audits. '

Mr. Older. We have total amounts, yes.

Mr. Tierney. I think I gave you yesterday, Mr. Naughton, the total

administrative expenses and total audit costs of the intermediaries as

of fiscal 1969.

To give you some feel for the scope of the audit costs, they represent

somewhere between 23 and 28 percent of the total administrative costs.

It is a very high percentage of the costs.

Mr. Fountain. What was the total administrative figure ?

Mr. Tierney. Of the intermediaries, 23 to 28 percent of their total

administrative costs are tied up in audit costs.

Now, this is what gives us concern, Mr. Fountain. Certainly our
experience to date indicates that there is a very valid need for audits.

But we certainly do not want to be guilty of overauditing ; and we
are trying to find mechanisms whereby we can assure that these costs

that we are reimbursing to providers have actually been incurred, and
yet somehow reduce this twofold thing : The very high cost of auditing
and the very long process of auditing, and that is why I said we hope
through the use of common audit forms and common cost reports and
the rest of these things, the acceptance of certified audits, then maybe
we can escape some of the costs.

But I do not think it would have been a responsible thing to do in

the first years of the program.
Mr. Fountain. Mr. Mayne, would you like to add something to that ?

Mr. Mayne. I am going to move in the same direction Mr. Naugh-
ton was going, because he was raising the issue with Mr. Older as to

knowledge of the audit costs for these particular situations, which is

a matter then of matching the specific audit costs for the institutions

where the audit has been completed.
The cost of audit goes on all the time. The payments are made by

the intermediary to the audit subcontracting firms as the audits are
carried on. We are apprised of these payments through the financial



145

reporting of the intermediaries to us; and then we do get a subse-
quent report when the audit operation is finally completed, which we
can match then against the drawings of the intermediary, so that we do
know what we are paying for audit.

But your question is : Do you know then what you spent specifically

for these cost reports? And the answer is that we have not matched
this up.

Mr. Naughton. In other words, you know how macli your total

audit costs are, but, with some exceptions, you do not know how
much any particular audit cost ?

Mr. Mayne. As we have explained, we know particular audit costs

where we have made these studies.

Mr. JSTaughton. Would it not be a relatively simple matter to re-

quire each auditing firm when they make an audit and turn in an
audit report—I assume they turn in an audit report; maybe they do
not always do that—^to put on the audit report a little addendum stat-

ing how much the audit cost and what the breakdown was ?

Mr. Mayne. In eJffect, this is what is done on a form. It is not quite

as simple, though, as it might appear to pull this data together in a
big flow operation where you have the cost reports coming in one way

;

you have financing reporting coming in monthly ; and then you would
have the subsequent reporting of the actual costs of particular audits.

So I would agree this could be done but
Mr. Naughton. Let me ask you this : What percentage of the audits

made of cost reports by outside auditors—in what percentage of the

situations in which they charge you do they make any kind of a report

at all?

Mr. Mayne. Do they make an opinion report ?

Mr. Naughton. No ; a report of what they found when they went
to check the books to see whether the cost claim was accurate.

Mr. Mayne. In every one of them.
Mr. Naughton. You have no situations where you paid for audit

work and have not received a report from an outside auditor ?

Mr. Tierney. We may have paid on an interim basis while the

audit is going on, because it is billed monthly ; but the whole purpose
of the audit is a certification by the auditing firm that this audit fairly

represents the costs to the medicare program. So it is a full report.

Mr. Naughton. And of course, the auditor, in order to turn in a

bill, has to keep track of the amount of time that is used on a particular

job?
Mr. Tierney. Yes.
Mr. ISTattghton. And these are firms with numbers of clients and I

would assume that General Motors would be unhappy if they charged
them for work done for Ford, so they must have some sort of a cost

allocation of their own to enable them to tell the clients what a particu-

lar iob cost ?

Mr. Tierney. I think you are correct. It is possible, after the data

is assembled, to say what the actual cost of the audit was for St. Imke's

HosDital.

Mr. Naughton. So they should be able to tell you what the audit

cost is ?

Mr. Tierney. I have to a^ree with you.
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Mr. Naughton. But you do not require them to simply put on the
audit report that they turn in a breakdown showing how much it cost
to prepare that report ?

Mr. Fountain. They could probably do that in 30 minutes.
Mr. Older. As a practical matter, auditors do not necessarily bill

immediately after a job is finished. It takes some time to prepare the
report. It takes some time for the partners and others to review ; and
then it is the partner and the others who prepare the costs of that
audit and then send out the bill.

Now what we are saying is that we have used in our sample the 342
reports in which we have been able to relate audit costs to the audit
findings. There will be more and more of these as they come through,
and we can add them to our study. But it is not the kind of a thing
that you get automatically. As soon as an audit is completed, you
don't necessarily get the related bill.

Mr. Naughton. Do 3^our regulations and the contracts that you
approve require that within a reasonable time a breakdown will be
provided showing the amount of costs allocated to a particular audit ?

]\Ir. Older. The audit subcontract does require the audit firm to

submit a final billing to the intermediar}^ timely upon completion of
the audit of a particular provider, and we do have the intermediaries
reporting this information to us.

Now we get the cost reports in : and reviewing the cost reports, we
find what adjustments were made by the auditors. Then as the billing

information comes in, or as we can identify billings related to those

audits, we will relate them and use the study to find out how much it

cost us to do the audit and what we have gained from it.

Mr. N.vuGHTOx. Are the bills themselves required to relate the

charges to particular audits ?

Mr. Older. Yes, it would be a bill for a specific audit; as Mr.
Tierney said, a bill for St. Luke's audit would be related to the St.

Luke audit report.

Mr. Naughtox. Let me ask you this, Mr. Ouloosian
^Ir. Fountain. Before you get to that, are these bills submitted

charging- on the basis of fees or an hourly basis ?

Mr. Tiernet. An hourly basis.

^Ir. Fountain. And they specify how many hours they were en-

gaffed in the work ?

IVTr. Tierney. That is correct.

Mr. Naughton. Mr. Ouloosian. since von have the responsibility for

analvzing the situation to see whether it is more economical to have
auditins: done by in-house auditors or some other arrans-ement, do
you feel that you will, within a reasonable time, have satisfactory in-

formation for the cost of the remaining audits out of these 1,830 for

which you have only 342 identified as to costs ?

Mr. Ottloosian. Yes.
Mr. ISTattgttton. About what is the maximum lenoth of time you

would anticinate would intervene between the submission of the audit

reioort and your receiving information showing you the cost of the

particular audit?
Mr. Ouloosian. As I think Mr. Older pointed out, there seems to be
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a timelag between completion of audit work and the audit firm getting
around to submitting final billings.

Now, you would think offhand that since the audit firms have in
every case—money coming, that they would be anxious to submit a
final billing to receive their money; but that just does not seem to
square off with reality. They are just not submitting final billings as
promptly as we would desire.

My expectation is we will have considerable data, I would hope, in
the next few months. But again, this is just an estimate off the top of
my head.

Mr. Naughton. How many audits would you estimate you have paid
for at the present time ? How many audits are supposed to have been
completed of ECF's ?

Mr. TiERNET. I think Mr. Mayne has a breakdown on all audit cost
reports or cost reports due, field audits completed, desk audits com-
pleted, and final settlements, and he can go tlirough those.

Mr. Naughton. As of January 1, for example, how many audits had
been completed as of that time ?

Mr. Mayne. For ECF's?
Mr. Naughton. Yes, for ECF's.
Mt. Tierney. You have information for hospitals and ECF's and

home health agencies ?

Mr. Mayne. Yes, I have the whole thing.

Mr. Naughton. Well, I have some figures here
Mr. Mayne. These columns are not typed straight; that is the

trouble.

Field audits for the first year for ECF's, 582.

For the second year, 2,283.

For the third year, 847.

That was as of January 31.

Mr. Naughton. So there had been about 3,600 or so audits com-
pleted as of January 1 ?

Mr. Mayne. That is right. Well, January 31.

Mr. Naughton. January 31, which is a solid month ago ?

Mr. Mayne. Yes.
Mr. Naughton. And you have received 1,830 of those?

Mr. Mayne. Remember, you have a final settlement to make. The
fact that the audit is completed does not mean that the matter is dis-

posed of. Once the audit is completed, the auditor may leave the shop.

He may write back to the provider and say, "Now we need this kind of

information in addition. We have completed the audit, but these things
must be brought in. We must have this additional information."

Or, at the completion of the audit, he will give them a copy and say,

"Now, these adjustments need to be made."
So this takes time.

Then after that occurs, then there must be a negotiation, if you
would call it that, in broad terms, dealing with the final settlement.

And this is the basic responsibility, of course, of the intermediary.

And it is after the final settlement that the thing is closed out and
then the cost reports, the audited cost reports would flow on into us.

So there is quite a lag.

We arranged at the outset—and sometimes I wonder whether we
were really wise in doing this—to get unaudited cost reports so that
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we would know what was going on. We still provide for obtaining
the unaudited cost reports for extended care facilities.

I say I have some question because there has been some misreading
of the unaudited cost reports and the data from them.
Mr. Naughton. Perhaps this would be a good point to get in the

record, the whole picture as to the delays in obtaining cost reports

and in making the audits ?

Mr. Fountain. All right.

Mr. Naughton. I have before me an intermediary workload and
provider audit activity report for January 19Y0.

Now, am I correct that you have three accounting periods which are

more or less complete, as I imderstand it ? The first one was the period
between July 1, 1966, and June 30, 1967. In other words, the 1967 fiscal

year. And the second two are the 2 following fiscal years. So the third

auditing period ended June 30, 1969, for all providers.

The reporting period for a provider would not necessarily end on
June 30, am I correct on that? It could end at any time during the
fiscal year ?

Mr. TiERNEY. Whatever their fiscal year is.

Mr. Naughton. For ECF's, since the program started in January of

1967, the first period would include only those ECF's whose account-
ing periods ended between January 1, 1967, when the program started,

and June 30, 1967, when the first accounting period ended ?

Mr. Mayne. That is right.

Mr. Naughton. For those ECF's whose fiscal period was on a

calendar basis, their first report would be due during the second year,

and so forth.

Now you have statistics indicating that during the first 6 months of

1967, the first accounting year, 1,171 reports were due ?

Mr.TiERNEY. From ECF's ?

Mr. Naughton. That is right ; from ECF's.
Mr. TiERNEY. That is right. The first year. And of those, 1,048 had

been filed.

Mr. Naughton. This is as of January 1, 1970 ?

Mr. TiERNEY. That is right.

Mr. Naughton. How long after the close of the provider's auditing
period is his cost report due ?

Mr. TiERNEY. The cost report is due in 90 days, with a provision

that, for extenuating circumstances, the intermediary may extend that

period another 30 days.

Mr. Naughton. These 1,171 cost reports that were due in the first

year, which ended June 30, 1967, were those actually due by June 30

or were some of them due up to 90 days later ?

Mr. TiERNEY. It would all depend on their fiscal year. ECF cost

reports must cover a period of 12 months or 13 consecutive equal

periods of 4 weeks. However, for its first cost report a provider may
file for a period of less than 12 months, but not less than 6 months
under the medicare program. Such short period reports must begin

with January 1, 1967, and end on the date selected by the provider for

the end of its regular reporting year. In the case of a new provider

having no previous cost history, a short period report ending on the

date selected for its year end and covering less than 6 months will be

accepted.
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Nevertheless, the figure you cited, as of January 1, 1970, llYl cost
reports were due for that first year.
Mr. Naughton. "Would some of these not have been due until

September 30?
Mr. TiERNEY. It is possible.

Mr. Naughton. But the latest period at which any of the 1,171 cost

reports would have been due would have been September 30, 1967,
which is almost 2% years ago.

Mr. TiERNEY. Not September 30, 1967. September 30, 1968.

You see, the program did not start until 1967.
Mr. Naughton. But some of the first cost reports would have been

due in that first 6-month period. The accounting year we are talking
about for these l,l7l is fiscal year 1967, which ended June 30, 1967.

These 1,171 reports
Mr. TiERNEY. You are correct.

Mr. Naughton. The latest date on which any one of the 1,171
reports was originally due would have been September 30, 1967, which
would be 2 years and 5 months ago. Now, although 2 years and 5

months have expired from the due date
Mr. TiERNEY. I want to make sure we are correct on that. Mr.

Naughton. I am not sure there were 1,171 cost reports due by June 30,

1967, or did you say September ?

Mr. Naughton. By September 30.

Mr. TiERNEY. Is that correct ?

Mr. Mayne. That is correct.

Mr. TiERNEY. In other words, there were that many outfits that had
a 6-month period between January 1 when the program started

Mr. Mayne. There were 1,171 extended care facilities whose fiscal

year-ending date occurred between January 1, 1967, and June 30,

1967. This is the point. And that is right. And so under our instruc-

tions they were called on to file a cost report, even though this

would be for a very short period of time, 2 or 3 months or something
like that.

Mr. Naughton. Yes ; it would not be a year ?

Mr. Mayne. That is right.

Mr. Naughton. So 1,171 reports were due not later than Septem-
ber 30. Of those 1,171, if my arithmetic is correct, 123 have not yet

been supplied, even though 2 years and 5 months from the due date

has expired.

Now, why have they not been provided? Or why have you not

obtained them ?

Mr. Mayne. I think you could ask the same question, and probably

you are going to, Mr. Naughton, about the second year.

Mr. Naughton. Yes.

Mr. Mayne. So let us roll the two together. It makes it a little

easier for me because I have the figures rolled together here.

Mr. Naughton. There are 4,868 reports due for the second period

which would have been due not later than September 30, 1968. And
of that number, 3,558 have been received ; is that correct ?

Mr. Mayne. No.
Mr. Naughton. 4,371 ?

Mr. Mayne. 4,371.
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Mr. Naughton. How many does that leave that are still overdue
from September 30, 1968, which is 1 year and 5 months ago?
Mr. Mayne. In fact, what we have done, Mr. Naughton, is take a

look at all of the delinquent cost reports for the period through De-
cember 1968 and we find that if you add these up, there are 2,108
cost reports for ECF's that are delinquent.
Of those, we have now received 1,184.

Mr. Naughton. This is since January 31 ?

Mr. Mayne. Yes. This is as of the 15th of February.
Mr. Naughton. Do you have any more that have become delinquent

since then that would build the figure back up ?

Mr. Mayne. I do not see how we could. I do not know^ where they
would come from.
We have therefore at this point in time 924 cost reports that are

outstanding. Of those, there are 152 where the intermediary has
either reduced the payment or has notified the EOF that all payments
are going to be suspended within 30 days unless the cost report is

received.

We have an additional 140 where the cost report is delinquent where
payments have already been suspended because of failure to receive
the cost report.

We have another group which would represent ECF's which have
left the program either because the EOF no longer participated or
there was a change in ownership, so that you are looking to a dif-

ferent business entity; and 177 of those have been referred to the
regional office for collection action.

There are 41 others where the EOF is definitely no longer in the
program, or no longer in business, and demand letters have been sent

for cost reports. We will proceed through our regular channels for

collection on these.

There were 27 ECF's that did not submit a cost report because
they had no medicare business in the fiscal year on which a cost report

was called for.

We have 23 others where the audit was started w^ithout a cost

report. This leaves us then a residue of 113 which involve a whole
variety of actions.

So, as far as the delinquent cost reports are concerned, this has
been a real problem, and I would not want to minimize in any way the

role that everyone plays in this. First, the availability of cost report

forms, the procedures, the lack of accounting experience in the ex-

tended care facility area, the lack of provider capability, the efforts

that the intermediaries had to make with the providers in getting

them to a point where they could provide a cost report or, in many
instances, using the audit itself as a means of producing a cost report.

Then the additional

—

Well, we are dealing with delinquent reports, so let us leave it then
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right at the point of the provider, the difficulty of the provider in
producing a cost report,

Mr. Naughton. Mr. Chairman, I suggest we might want to put
in the record the summary report which gives the status of the various
cost reports and audits.

Mr. Fountain-. Whose summary is that ?

Mr. Naughton. It was done by the Social Security Administration.
And perhaps if we put these two pages in the record
Mr. Fountain. Are you familiar with these pages, Mr. Tierney ?

Mr. TiERNEY. Yes, sir.

Mr. Mayne. Very much so.

Mr. Naughton. I think they would give a pretty good picture of
what the statistics are.

Mr. Fountain. They will become a part of the record.
(Appropriate pages from the January 1970 "Intermediary Work-

load and Provider Audit Activity Eeport" follow:)

B. PROVIDER AUDIT ACTIVITY

This report covers the status of the audit activity for the first, second, and
third accounting periods, i.e., accounting years with closing periods between
July 1, 1966, and June 30, 1967 ;

July 1, 1967, and June 30, 1968 ; and July 1, 1968,
and June 30, 1969, for all providers for the month of January 1970 as required by
part A manual, section 2050.
A 3-month comparison of the audit activity is shown in exhibit I.

This report reflects the following national averages :

Hospital HHA ECF

Percent of due cost reports filed

:

1st year

2d year

3d year
Percent of field audits started to reports filed :

i

1st year
2d year

3d year.-
Percent of field audits completed to field audits started :

i

1st year.

2d year

3d year

Percent of final settlements made to audits completed :
i

1st year

2d year -

3d year..

iThe number of "no audit necessary" is included with "field audits started" and "field audits completed" in order

to arrive at a more accurate indication of the intermediaries' progress.

The Blue Cross plans and one commercial received all cost reports due
for the first 3 accounting years. Fourteen BC plans have received all cost reports

due for the first and second accounting years. One BC plan has received all cost

reports due for the first and third accounting years. Twenty-eight Blue Cross

plans, two commercials and SSA have received all cost reports due for the first

accounting year and one BC plan and one commercial have received all cost

reports due for the second accounting year.

Two Blue Cross plans and one commercial have made final settlements with

all providers for the first and second accounting years.

First year : New York, N.Y.
Second year

:

Jamestown, N.Y,
New York, N.Y.
Puerto Rico

98. 52 95. 52 89.49
96. 24 94.25 89.79
84.41 84. 17 79.22

93. 29 79. 66 82. 34

76.72 68.95 75,42
35.93 36. 74 44, 39

94. 22 95. 02 85.39
88. 56 93.71 81.10
71.18 88.78 61.47

70. 80 56. 57 53. 05

42. 90 48. 63 55.34

21.57 37.67 45.60
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EXHIBIT I—3 MONTH'S COMPARISON OF PROVIDER AUDIT ACTIVITY

Hospitals HHA's ECF's

No- De- No- De- No- De-
vem- cem- Janu- vem- cem- Janu- vem- cem- Janu-
ber ber ary ber ber ary ber ber ary

1969 1969 1970 1969 1969 1970 1969 1969 1970

Cost reports due:

1st year. 6,820
2d year... 7,035
3d year 7,104

Cost reports filed:

1st year. 6,674 6,685 6,724
2d year. 6,466 6,619 6,771
3d year 5,033 5,569 5,997

Desk audits completed:
1st year 6,515 6,587 6,583
2d year 5,896 6,165 6,279
3d year 3,700 4,246 4,819

No field audit necessary:

1st year.. 134 137 152

2d year 73 79 96
3d year 35 40 47

Field audit started:

1st year 6,074 6,105 6,121
2d year. 4,847 4,971 5,099
3d year 1,655 1,857 2,108

Field audit completed:
1st year 5,731 5,773 5,759
2d year 4,187 4,346 4,505
3d year 1,069 1,258 1,487

Final settlements made:
1st year.... 3,890 4,025 4,185
2d year.. 1,612 1,789 1,974

3d year 238 282 331

Unaudited cost statements received by
BHl-DR:

1st year.. 3,188 3,214 i
3, 123

2d year 4,312 4,558 i4,494

3d year 2,461 3,201 i 3, 570

Percent to desk audited by inter-

mediary:
1st year.-.. 48.93 48.79 50.17

2d year 73.13 73.93 71.57
3d year 66.51 75.38 74.08

Audited cost statements received by
BHl-DR:

1st year 2,917 3,083 i3,338

2d year... 1,012 1,186 1 1,388

3d year 115 157 i 200

Percent to final settlements made by

intermediary:

1st year..... 74.98 76.59 79.76
2d year.. 62.77 66.29 70.31

3d year 48.31 55.67 60.42

1,452
1,688
1,788

1,358 1,367 1,387
1,516 1,546 1,591
1,215 1,319 1,505

1,276 1,297 1,312
1,301 1,389 1,436
912 1,046 1,161

245 241 255
179 184 203
81 95 113

818 830 850
836 856 894
339 345 440

765 781 795
749 773 825
260 297 378

553 567 594
438 464 500
119 148 185

642
932
812

50.31
71.63
86. 38

348
270
51

62. 92
61.64
42.85

814
948
709

62. 76
68.25
67. 78

357
276
55

62.96
59.48
37.16

1,171
4,868
5,526

1,013 1,028 1,048
4,251 4,321 4,371

3, 852 4, 137 4, 379

940 960 985
3, 880 3, 989 4, 038

2,691 3,022 2,396

121 126 155
344 354 391

231 335 348

743 719 708

3,026 3,112 2,906
1,301 1,473 1,596

538 553 582
2,070 2,179 2,283

644 750 847

347 372 391

1,269 1,366 1,480
391 463 545

823
973
116

62. 72

67.75
9. 99

387
307

65.15
61.40
47. 56

698
3, 471

1,946

74. 25
89.45
72.31

213
895
284

30. 55
70. 52

72. 63

711

3,504
2,176

74. 06
87.84
72.0

240
1,048
386

64.51
76. 72
83. 36

722
3,558
2, 462

73. 29
88.11
74. 69

270
1,110
450

69. 05

75. 00

82.56

Based on physical inventory January 1970.

Mr. TiERNEY. I would ask, Mr. Chairman, that the report that Mr.
Mayne just gave on the total picture also be a part of the record.

Mr. Naughton. It is in the record.

Mr. Fountain. If you have some further details, we will take the

whole thing.

Mr. Naughton. Would you like to prepare a supplement to this

to reflect the data Mr. Mayne gave ?

Mr. TiERNEY. To reflect the figures Mr. Mayne just gave you, yes.

(The following information was supplied for the record :)

Current status of delinquent ECF cost reports

Delinquent reports 2, 108
Cost reports received 1, 184
Cost reports outstanding ^ 924
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Providers whose cost reports not received

Payments reduced or to be suspended ^ 154
Payments suspended 140
Referred to RO for collection action 177
Terminated ^41
No medicare business in fiscal year 27
Audit started without cost report 23
Other * 113

1 673 ECF's owe program 924 cost reports.
2 In these cases payments have already been reduced or notice sent that payments will

be suspended within 30 days.
3 Includes providers who are no longer in the medicare program and/or no longer in

business. The following types of action are being taken to obtain the cost reports

:

Demand letter sent or field audit started without the cost report. In other cases the cost
report is expected soon.

4 Contains a variety of actions, no one of which is of sufficient number to warrant
separate tabulations.

Mr. Naughton. You have indicated, Mr. Mayne, that 924 cost re-

ports are currently delinquent. Actually, the figure as of January was
2,108, but I suspect you have been making an extra special effort to

get some of these in. I know we have been talking to you.

Mr. TiERNEY. About daily.

Mr. Naughton. So you have all but 924 accounted for; but there are

still 924 delinquent. Can you tell us approximately how much money
was paid to those 924 providers who have not filed cost reports ?

Mr. TiERNEY. To clarify that figure, there are 673 institutions in

that 924, so that some of them owe more than one cost report.

Mr. Naughton. Do you have any with three delinquent ?

Mr. Mayne. I do not know.
Mr. TiERNEY. I do not know.
Mr. Naughton. Anyhow, you have 673 providers with 924 delin-

quent reports, and they could not have more than three, I guess, be-

cause the program has not been going on long enough. But some of

them have at least tw^o.

Are these figures for ECF's alone ? Hospitals are not included, are

they?
Mr. Mayne. ECF's alone.

Mr. Naughton. The hospital figures will be included in the record,

of course, but we are talking now about extended care facilities.

Is the picture about the same for hospitals ? Or have they a better

record on submitting cost reports? Or do you have a better record

on obtaining them ?

Mr. Mayne. The record on the hospitals is better on this, as it is

all the way through; and this again identifies the difference in the

situation at the beginning where the hospitals, even though many of

them were ill equipped, there ^v^ere still more that had the capacity to

produce a cost report. So again in matching figures, as of December

31, 1969, we had 540 delinquent hospital cost reports for the first two
accounting periods even though there are many more of them.

Mr. TiERNEY. That is out of 7,000.

Mr. Naughton. There are about 7,000 hospitals, and they would
have had 7,000 the first year instead of 1 ,100 ?

Mr. Mayne. Of those, if you are interested, we have since that date

received 227, leaving us 313 outstanding. Of those, 75 payments have
been reduced or suspended, or given notification of suspension. In 12

there have been actual suspensions. There are 50 that have been termi-
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nated. And there were 14 that had no medicare business in the fiscal

year.

There are 35 that represent governmental or all-inclusive rate struc-

tures, which present a rather unique problem of its own.
There have been 32 audits started without a cost report ; so that we

are left with a residue of 31 that involve a lot of minor things.

Mr. Naughton. Going back now to the question, approximately how
much money has been paid to the 673 providers who have the 924
delinquent cost reports ?

Mr. Mayne. I do not have that figure.

Mr. TiERNEY. I think Ave can develop it for you.
(The following information was subsequently provided :)

Number of Number of Total interim

providers cost reports payments

Payments reduced or to be suspended 152 208 $8,320,472
Payments suspended 140 225 7,564,181
Referred to RO for collection 177 219 5,246,623
Terminated 41 48 1,560,756
Audit started without cost report 23 27 897,647
Other 113 160 7,950,962
No medicare business... 27 34 0

Total. 673 921 31,540,641

Note: 3 additional reports were submitted prior to compilation of this data, leaving a total of 921 delinquent reports.

Mr. Naughton. Has anybody ever thought it might be interesting to

try to figure out how much money these folks have gotten from you?
Is it a safe assumption that most of those people who are providers
who have delinquent cost reports, particularly over long periods of
time, probably feel that they woulcl not get any more money if they
submitted a cost report, and that in fact they may wind up having a
claim made against them for a recoupment of some of the money they
have already received ?

It is a little like the income tax situation; is it not generally ac-

cepted that people with refunds coming get their returns in first ?

Mr. TiERNEY. I always do.

(Laughter.)
Mr. TiERNEY. Mr. Naughton, one of our problems in this—and I

do not mean to minimize the problem because you certainly put j^our

finger on a serious problem—involves the whole concept of the retro-

active cost reimbursement.
Mr. Naughton. I do not think we have time this morning to go

into that.

Mr. TiERNEY. No, I do not want to get into that.

One of the things we have asked for is authority to impose liens or

otherwise attach property for cost reports. We do not have the au-

thority. We proceed under the Federal Claims Collection Act.

Mr. Naughton. You do have authority to demand cost reports and
examine the reports submitted ?

Mr. TiERNEY. Yes, sir.

Mr. Naughton. You keep a record of the money you pay out ?

Mr. TiERNEY. Eight.
Mr. Naughton. Has anybody in your shop been assigned to try to
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find out how much money has been paid to these 673 providers with
924 delinquent cost reports ?

Mr. TiERNEY. We have those figures, but we would have to supply
them to you. The picture changes every day, as Mr. Mayne said. Since
January 1 when you asked, we have gotten in 924 of them, so as of
today there may be a different figure.

Mr. Naughton". How many of these 673 providers, if any, would
you think have gotten a total of a million dollars ?

Mr. TiERNEY. I haven't any idea.

Mr. Naughton. Do you think there are any on that list that have
gotten a million dollars ?

Mr. TiERNEY. I would not want to say.

Mr. Naughton. Who is most familiar with this situation? Whose
responsibility is it to follow up on these ?

Mr. TiERNEY. Well, it is the responsibility obviously—and I do not
want to pass the buck—it is the responsibility of the intermediary.
They are the people who have made the payments and they know how
much has gone out, and they know whether or not the cost report has
gone in.

Mr. Naughton. Have you asked the intermediaries to sup]:)ly you
data as to how much money has been paid to these 673 providers? It

seems to me that is a very pertinent figure.

Mr. TiERNEY. We carry on a continuing dialog vrith intermediaries
on all of these items and try to get a fix on every one of them.
But I have difficulty in answering your question. I cannot say that

at any given moment in our shop we have a tabulation of how much
money has been paid to these ECF's for whom we do not have cost

reports.

Now, if we can identify those ECF's, we can give you the figures.

Mr. Naughton. You may recall, Mr. Tierney, I think we asked
about last September for just this information.

Did that go through your shop, Mr. Mayne ?

Mr. Mayne. I do not recall. You asked for information on what ?

Mr. Naughton. On how much has been paid to providers with
delinquent cost reports.

Mr. Mayne. I do not recall that.

Mr. Tierney. Did we respond to that question ?

Mr. Naughton. We got a considerable volume of information, and
I am sure somebody prepared it.

Mr. Tierney. Well, Let's see. We have a lot of people liere with us.

Mr. Naughton. I cannot tell you those figures.

Mr. Chairman, if you want them for the record, we will supply

them.
Mr. Fountain. We would like to have them.

Mr. Tierney. The amount of money paid to 673 care facilities that

have not filed cost reports ?

Mr. Naughton. I do not think you have those figures, the coniDlet^

total.

Mr. Tierney. I am not sure we do. As I say, I l)e]ie\-e in i)nrtial

reply to your inquiry last September, we told Mr. Zlamal that it

would be a case of going to the intermediaries and getting tliese

figures.

Mr. Naughton. That is right.
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Mr. TiERNEY. I do not want to put words in anyone's mouth and
correct me if I am wrong, but I think he said, Well, that would not
be necessary at that time.

If you feel it is necessary, we will do it.

Mr. Naughton. We came back later and decided it would be good
to get that information, and we have information about that thick
[indicating] in the office that shows a part of this.

But apparently you have been unsuccessful to date in getting infor-
mation from some of the intermediaries as to how much they paid out.

Mr. TiERNEY. I am sure they have that information. And if you
want it, we will get it.

Mr. Fountain. Can you put in the record, Mr. Naughton, what we
did get, what we did not get, and what we need that we did not get?
Mr. Naughton. Yes, we can put something in there.

Mr. Fountain. Can you orally state it ? Do you recall enough about
it to be able to make a general statement on the record now which
they can later check on and correct if you are in error ?

Mr. Naughton. A request was sent out to all intermediaries to

provide the information that we had requested, and a considerable
amount of information did come back in. We have a good deal of infor-

mation as to providers who had delinquent cost reports, some of whom
had received fairly large sums of money.
Mr. TiERNEY. I think the information we secured for you—at that

time there were some 2,000 delinquent cost reports, and we got
information on those.

Now you are asking about how much was paid to these 67-3 that are

left, and I do not have that information. We can get it.

Mr. Naughton. Do you have information as to how much was paid
to the 2,154 that you originally had ?

Mr. TiERNEY. I gather you have that information, Mr. N[iughton.
Mr. Naughton. Most of it. It is not complete.
Mr. ]\Iayne. How mudh do you lack, Mr. Naughton ? Because now

Mr. Ouloosian reminds me there was a telephone sweep of the country
made to contact each intermediary, reidentifying these providers, the

amount of interim payment, the amount of current financing. And
as I understand, this was gathered and provided.
Mr. Naughton. Yes.
Mr. Mayne. How complete or incomplete was it ? Was it accelerated

payment rather than current financing ?

Mr. Fountain. What did you say?
Mr. Mayne. Interim payment and accelerated payment.
Mr. Naughton. We will talk with you later to negotiate what

response we would like to have you make. There is a considerable

amount of information but it is incomplete. Apparently you were
unable as of the last time we talked with you to get that basic

information from some intermediaries.

Mr. Fountain. In ^hat respect is it incomplete?
Mr. TiERNEY. Well, I do not want to argue with you. I just think

this must be some misunderstanding regarding information we were
unable to get from intermediaries. We would be able to get from every
intermediary what it has paid to an institution.

Mr. Naughton. Would there be any of these delinquent providers,

do you think, who had received in excess of $500,000?
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Mr. TiERjvTEY. I just cannot guess with you. We are talking about
673 outfits—we will pull the data together and supply it to the record.

^
Mr. Natjghton-. Is there no one in your shop, Mr. Tierney, who is as-

signed to policing this, to try to get the intermediaries busy, or to get
busy yourselves if the intermediaries will not, to see if you can recover
overpayments to these people who have not even made cost reports?
Mr. Tierney. We take the position where the cost report has not

been filed, the entire amount paid is an overpayment. This is obviously
an overstatement, but nevertheless it constitutes an overpayment. And
as I think you know from your discussions with Mr. Silverman, he
has responsibility for and has a great deal of data on the overpayment
situations which have been identifi.ed and just where we stand on
them.

If you like, he would be glad to speak to that.

Mr. Naughton. Is he here ?

Mr. Tierney. Yes ; he has a patch on his head, but he is here.

Mr. Naughton. I think the record should show his injury was not
inflicted by a member of the subcommittee staff.

Mr. Tierney. I might dispute that. [Laughter.]
Mr. Naughton. Would you tell us as best you can, Mr. Silverman,

what is the situation with respect to these 673 providers that have the
overdue delinquent cost reports, as to about how much they have got-

ten and what some of the largest might be, and what progress is being
made toward either getting the cost reports or getting final action
taken ?

We have some statistics in the record already on that.

Mr. SiL\^RMAN. Not being here for all of these things, I do not know
specifically what it is you do have in the record.

However, I would like to resj)ond to your
Mr. Naughton. I am speaking of the statistics Mr. Mayne put in

earlier today.
Mr. Silverman. To your present inquiry, let me say this : We have

combined the overpayment situation to include all categories of pro-
viders and situations, not just specifically those who have been delm-
q^uent in filing cost reports. We have combined that situation with the

situation where providers have terminated participation in this pro-

gram ; and they may have filed cost reports but have failed on the basis

of audit to repay the program amounts which have been determined to

be overpaid.

In addition to that particular situation we have other situations

which are classified as overpayments. That would include situations

where, on the basis of a medical audit, it has been determined that

claims have been filed and paid for noncovered services and, conse-

quently, any amounts paid on those claims to the provider have also

been determined to be overpayments and would fall within this cate-

gory that I work with.

In addition to those three, the fourth category was mentioned by
Mr. Mayne in relation to the fact that we have participating providers

who may have filed cost reports but have failed to respond to our re-

quests for refund of the overpaid amounts determined as a basis of

audit, and therefore, the intermediary has moved forward to reduce
the amount being paid on an interim basis or, in some cases, as he re-

lated to you this morning, payment has been fully suspended.

48-611—70—pt. 1 11
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Now, basically, as of December 31, 1969, in additon to the delinquent
cost report statistics, we had 993 providers who had terminated their

participation in the program. Some of those providers are included in

the statistics that Mr. Mayne has already quoted to you as failing to

file cost reports.

In fact, I can update just a little bit by responding to another point.

There are some that have failed to file at least all three cost reports.

This category of termination is not strictly, as may seem to be the case,

one who is no longer participating in the program. Within the cate-

gory of terminations we include, as Mr. Mayne indicated, a change of
ownership status, because under the provider agreement, when a

facility undergoes a change of ownership, the original agreement the
first owner had with the Secretary ceases to be valid and the new
owner must agree to participate in this program and execute a new
viable provider agreement.
Mr. Naugiitox. At that point, in case of a change of ownership,

must the new owner assume liability for any obligations of the
previous owner?
Mr. SiL^'ERMAN. No, sir. This would depend upon his agreement

of sale, the contract to buy the existing facility.

There have been many cases where the new owner or the new
entity has assumed all of the assets and liabilities of the previous
entity and, yes, we can look to the new entity for recoupment of any
overpaid amounts.
Mr. Naughton. Would those be mergers primarily ?

Mr. SiLA^RMAN. No. They could be outright sales rather than a

merger or consolidation. But merger and consolidation constitute

another category of terminations.

The other two major categories are voluntary or involuntary; vol-

untary being where the provider just does not feel it is worthwhile
to continue his participation in the medicare program due to various

reasons, most often the lack of medicare utilization ; it just does not
get enough use by medicare patients to make worthwhile maintaining
the recordkeeping and all the other elements of participating in the

program.
On the other hand we have involuntary terminations where it

has been determined that the facility no longer meets the conditions

of participating in our program, and therefore we move to terminate

its participation in the program.
So those are the major categories of terminated providers: Vol-

untary; involuntary change of ownership; closure; consolidation or

Qierger.

We have some, obviously, who go out of business altogether; they

just close their doors.

Mr. Naughton. Of the 673 providers who have delinquent cost

reports, and most of whom I presume have never filed a cost report

—

or do you have any that filed one and then were delinquent on the

second one ?

Mr. Silverman. Yes, sir. I would like to give you some figures,

if I may.
As of December 31, 1968, there were 678 terminated ECF's. Of

those 678 ECF',s we have only been able to obtain cost reports and
reach a settlement on some 67 providers. So the majority of the
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remaining delinquent cost reports are attributable to ECF's which have
terminated for one reason or another their participation in the
medicare program.
Mr. Naughton. Subtracting 67 from 678, 1 get 611. That is not the

actual number included in the 673 that are now delinquent, is it?

Mr. Silverman. 'No, sir.

Mr. Natjghton. The figures you cited were for December 1969, and
since that time some wou]d have filed cost reports ?

Mr. Silverman. That is correct, sir.

Mr. Naughton. Of the 673, according to the most recent estimate,

who have delinquent cost reports, what is your best judgment as to

how many of those might actually be entitled to significant additional
sums of money if they were to file cost reports ?

Mr. Silverman. Roughly between 20 and 30 percent on an average,
basing this statistic on the fact that, of the providers who have termi-
nated their participation in the program and who have subsequently
submitted cost reports that we have been able to audit, our interme-
diaries have informed us that in about 20 to 30 percent of the cases

we have ended up making additional payments to the provider.
Mr. Naughton. In how many cases have there been substantial

additional payments?
Mr. Silverman. It depends on what you mean by "substantial."

Mr. Naughton. Over $5,000, for example.
Mr. Silverman. I would have to take a guess at that because most

of the figures that we have are in excess of $5,000. However, we are

also aware of many cases where the payments have been as little

as $600. So I would have to say that of the 20 to 30 percent where we
are making additional payments, better than 50 percent of the pay-
ments would represent in excess of $5,000.

Mr. Naughton. These would be fairly large providers, would they
not?
Mr. Silverman. If you want to consider anything over 25 beds a

substantial provider, then my answer would have to be "Yes".
But the majority of providers that we are concerned with here

are those which have between 25 and 75 beds. The dollar volume would
depend on their medicare utilization more than the bed size.

Mr. Naughton. Of course, these are the ones that eventually you
have been able to get cost reports from.

Would you estimate as you get to the hard-core cases that have
been delinquent for longer and longer that the percentage that have
more money coming is going to decline ?

Mr. Silverman. I think in the hard-core cases, commonsense would
say these are the people who feel they owe us money.
Mr. Naughton. In other words, out of the 673, you feel it is a fairly

safe assumption that the great majority probably do not have any
more money coming, and most of them feel they owe you some money ?

Mr. Silverman. That is correct, sir.

Mr. Fountain. In some cases I imagine some of them may not be in

a position to pay you back.

Mr. Silverman. That is correct, yes, sir.

Mr. Mayne. Might I interject a minute? You keep using this 673
figure. Those are the 673 extended care facilities that are delinquent ?

Mr. Naughton. Right.



160

Mr. Mayne. They owe us 924 cost reports. Now we have taken
action against a number of those, as I reported. There are 152 of them
where payment has already been reduced, or they have been notified it

is going to be suspended.
There are an additional 140 where we have suspended payment—the

intermediary has suspended payment.
So I do not want to get this tied in with a recoupment action. Maybe

some of these will be involved later on in some kind of a recovery action.

It may well be, though, that of these nearly 200 institutions where pay-
ment has been reduced or suspended, that this will indeed produce
the cost report.

So you are not dealing with a true delinquent figure of 673 as some-
thing that is never going to come out or have something happening on
it. There is a very substantial action going on.

Now we do know out of the group of 673 there are 177 where there

has been referral to the regional office for collection action; another
41 that are clearly terminated.
Now this immediately begins to move these into the channel that

Mr. Silverman is talking about.

Mr. Naugiiton. Out of those 177, how much money has been
produced in collections ? Have you derived one single solitary cent in

collections from the 177 you have referred ?

Mr. Silverman. Yes, sir.

Mr. Naughton. OK, how much have you received ?

Mr. Silverman. Rather than answer that way, let me for the pur-
poses of giving you some idea say that we have established from the
central office standpoint, not in the regions now, but in those hard-core
cases where even the regional offices have been unsuccessful in estab-

lishing a repayment schedule, $435,865.00 for 16 providers.

Mr. Naughton. Are those promises to pay ?

Mr. Silverman. Commitments. All have begun paying. Some of the

payment schedules run back into 1969, and I could not give you today
the exact dollar determination of how much has been repaid, but all

of these providers are meeting their commitments in repayments.
Mr. Naughton. That is for 16 providers ?

Mr. Silverman. That is correct, sir.

Mr. Naughton. If you divide $435,000—did you compromise any
of these ?

Mr. Silverman. No.
Mr. Naughton. The average amount of the claim that is admitted

and being paid for the 16 you have gotten action on would be some-
where between $15,000 and $20,000 ?

Mr. Silverman. Correct, sir. But some of them are as high as $95,-

000, and some of them are as low as $3,300.

Mr. Naughton. We have been talking about 673 providers being
delinquent in reports, and it is likely, I suppose, that many of them, if

not most, will wind up owing money if you catch them to get the

reports, but that, as you indicated earlier, is by no means the full

picture as to the number of overpayments that have been made ?

Mr. Silverman. That is correct, sir.

Mr. Naughton. Well, you do not know how many of the 673 owe
you money because you have not been able to get any information, ex-

cept for a few of them ?
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Mr. Silverman. No, sir ; I would not say that. Of the 993 providers
v^hich are inckided in our hard-core collection cases, our terminated
cases or other sundry hard-core nonresponsive providers, you cannot
make that sort of a statement. We are continuously working on obtain-
ing additional information. In fact, we were informed just Monday
of this week of one case where after 2 years of frustration we have
managed to secure cost reports from five associated providers who have
been delinquent in filing their cost reports since the beginning of the
program.
But we are continuously obtaining additional information and we

have secured in total information on approximately 1,114 providers
which fall into this category.
Mr. Naughton. These 993 so-called hard-core cases would include,

I assume, a number of the 673 who are delinquent but not all, I am
sure ?

Mr. Silverman. That is correct, sir.

Mr. Naughton. It would include others who have filed the cost re-

ports or the audit of the cost reports indicated they had received over-
payments ?

Mr. Silverman. Correct.
Mr. Naughton. Can you give an estimation as to what the total

payments to these 993 hard-core cases have been ?

Mr. Silverman. No. But I can give you a specific figure on approxi-
mately 223 cases where we have done some intensive study out of the
990-some.
Mr. Naughton. OK.
Mr. Silverman. Those providers received a total of $35 million, ]

believe it is.

Mr. Kaughton. $35 million? This is the grand total of payments
made?
Mr. Silverman. Total payments made to the providers, 235 pro-

viders in number. It was $34,000,745.
Mr. Naughton. Have you averaged that out ?

Mr. Silverman. No, sir.

Mr. Naughton. Of that 34, do you have estimates as to the amount
of this 34—$35 million which you believe are overpayments?
Mr. Silverman. No, sir. These are just total payments made to the

provider. We have indications on a very small number of these cases

by the intermediary as to whether or not there is an underpayment
or overpayment, and the figures that the intermediaries have provided
us with are so inconclusive that to give you figures would be meaning-
less because they do not constitute a representative number of the 235
providers.

Mr. Naughton. Have you had difficulty in getting the information
you needed as to payments made from the intermediaries ?

Mr. Silverman. No, sir.

Mr. Naughton. Do you have figures as to the payments made to all

993 of the hard-core cases ?

Mr. Silverman. Yes, sir. In just about every case. There are several

we do not have the figures on, and that is for various and sundry
reasons, of allocating payments to a chain of separate owners. Some
facilities have uiidergone more than one change of ownership, and
the intermediary has been aible to report a total payment but we have
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not been able to break it down to segregate liability ; and until we can
do this, we cannot work with the figures the intermediaries provide
us.

Mr. Naughton. What are the largest payments you are aware of that
have been made to individual providers that are in this 993 hard-core
category ?

Mr. Silverman. We have a series of five associated homes in the
State of Texas
Mr. Naughton. Is that Golden Manor ?

Mr. Silverman. Yes, sir ; that is the Golden Manor. And I have some
current information on the Golden Manor for you.
Mr. Naughton. What is the situation there ?

Mr. Silverman. The original tally on the Golden Manor homes
indicates that the facilities—there are five homes involved—received
a total of $1,1^^6,006.71 in total program payments. As of the end of
January of this year, we had secured a first-cycle cost report from all

five of these facilities.

Mr. Kaughton. For fiscal year 1967 ?

Mr. Silverman. Correct, sir. Which resulted in a reduction of the
total amount outstanding by $404,420.50.

Mr. Naughton. In other words, of this

Mr. Silverman. The intermediary has received cost reports, and are

in the process of auditing and settling the first accounting period.

That leaves a balance of $771,586.21 for the second period. The
accountants representing the Golden Age Manor l^ursing Homes have
not indicated that they would file the second cycle cost reports before
the first cycle has been settled. Therefore, the intermediary has re-

feri'ed the Golden Age Manor cases to the Bureau of Health Insurance
regional office in Dallas, and the case is being referred to us for re-

ferral to GAO for collection, and we are not going to wait, until the

audit is completed.
Mr. Naughton. You think 2 years is enough ?

Mr. Silverman. There were several problems involved here, the

main one being we had a change of ownership with a split of responsi-

bility for payment, and you cannot approach it as a whole. You have
to work with the individual homes. The total amount outstanding for

each of the homes varies considerably.

So although we are looking at it as one package, it is really five

individual cases with a lesser amount of money involved.

Mr. Naughton. How did the interim payments made during the
first year compare with the amounts claimed on the unaudited cost

report you have received ?

Mr. Silverman. According to the response from the intermediary,

the facility has been underpaid.
^Ir. Naughton. Of course, you have not audited this ?

Mr. Silverman. No, sir.

Mr. Naughton. And you will not accept that without an audit?

Mr. Silverman. That is right.

Mr. Naughton. Are these facilities still participating in the
program ?

Mr. Silverman. No, sir, these are terminated facilities.

Now let me state I do not know whether the names of the facility

have changed and they have come in under another name to partici-
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pate or not. That is beyond the scope of the problem that I have to

deal with.

Mr. Naughton. Have you made any investigation to determine
what the relationship of the new owners and the old owners, if any,
is, other than buyer and seller ?

Mr. Silverman. Oh, yes, sir.

Mr. Naughton. Are they related in any way ?

Mr. Silverman. Not according to the information the intermediary
lias been able to develop.
Mr. IsfAUGHTON. It has been stated here that one of the devices for

getting cost reports in is through a reduction in the interim rate that
is paid, or a suspension of payments in the delinquent cases. Under
your regulations, how long do you wait before the intermediary is

supposed to reduce the interim rate because of a nonfiling of a report ?

Mr. TiERNEY. A maximum of 4 months now, Mr. Naughton. That
regulation was put into effect in the fall of 1969.

Mr. JSTaughton. What was it before that time ?

Mr. TiERNEY. There was no penalty provided before that time. The
General Counsel's office was not sure we could impose a penalty. But
we have imposed the penalty and nobody has tested it. So we are con-

tinuing with the penalty.

Mr. Naughton. When you speak of "penalty," do you mean the
reduction of interim payments ?

There is no penalty if a man collects an overpayment from you and
3 years later you get it back ; he does not even have to pay interest,

does he ?

Mr. TiERNEY. There is no provision for our paying interest on an
underpayment and requiring interest on an overpayment.
Mr. Naughton. So if he has a couple hundred thousand dollars of

your money he is not entitled to, he can hold it at 7 or 8 percent and
stall you off as long as he can, and it is a pretty good deal ?

Mr. TiERNEY. Yes, sir. And the only mechanism, as I say, is the

Federal Claims Collection Act. We make a demand, and if it is not

met, we turn it over to GAO and from there it goes over to the Depart-
ment of justice.

Mr. Naughton. You feel you have no authority to place a penalty

on these overpayments where there are flagrant delays in settling, or

the information is not even filed ?

Mr. TiERNEY. We have no legal authority to collect interest on an
overpayment. And again, as I say, neither do we have any legal obliga-

tio>i to r»ay interest on underpayments.
Mr. ^^AUGHTON. You do not feel as daring about trying to place

a penalty on these people for that as you do about going ahead and
paving part of the cost of delivery rooms?
Mr. TiERNEY. I would be glad to reopen that discussion, if you

wo^ildlike to.

Mr. Naughton. I am sure we will at another time.

You have not asked the Congress to ohaugo the law to give you
specific authority ?

Mr. TiERNEY. The Senate Finance Committee report recommends
that the law be changed in that regard : nnd in our testimony there

last week we concurred in the recommendation.
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Mr. Naughton. You are willing to go along with what they have
recommended ? You did not initiate it ?

Mr. TiERNEY. Mr. Naughton, after all, this is on an estimated basis

when you start the beginning of a calendar or fiscal year. There is no
possible way of knowing whether interim payments are going to

result in an overpayment or underpayment. You do the best job you
can of estimating.

If you are going to exact interest on overpayments, it would seem
only fair you would also pay interest on underpayments.
Mr. Naughton. In how many instances, if any, have intermediaries

failed or refused to carry out instructions to reduce or suspend interim
payments to providers who were delinquent ?

Mr. TiERNEY. I am not aware of any instances, Mr. Naughton.
Mr. Naughton. Would you provide an answer for that to the

record? Would you check and ascertain whether they have in every
instance

Mr. TiERMEY. Have you any information ? If you have information,

I would be glad to have it to follow up.

Mr. Nattghton. I have a suspicion.

(The following information was subsequently supplied :)

The results of a very recent survey show that some intermediaries have not as
yet reduced or suspended interim payments on all providers who are delinquent
in filing cost reports. A substantial number of these providers are now out of the
medicare program and, therefore, this policy cannot be applied to them. In all

other instances we are following up with our intermediaries to require that

action be taken. We are not aware of any refusal by an intermediary to comply
with the policy.

Further information concerning the survey, which was contained in the

January 1970 "Intermediary Workload and Provider Audit Activity Report,"
follows

:

Intermediaries were asked to submit supplemental information on their

January 1970 audit activity reports, indicating the reductions and/or suspensions
of interim payments they had imposed on providers which failed to file timely
cost reports.

The results of the survey are shown in the following table.

Delinquent reports Reductions Suspensions

Hospital HHA ECF Hospital HHA ECF Hospital HHA ECF

1st account paid

2d account paid.

3d account paid

96
264

1, 107

65 123

97 497
283 1, 147

21

47

155

12

16
20

5

62

182

7

14

18

5

13

19

19

88
227

Individual reports from Blue Cross plans and intermediaries show wide var-
iation in the degree to which reductions and suspensions are being imposed.
Follow up action will be taken where it appears that I.L. No. 396 is not being
appropriately applied.

Mr. Mayne. Mr. Chairman, if I might make a point with regard
to the cost report filing, the penalty, certainly we had no sanction.

Early, though, we did issue instructions saying that if there are de-

linquent cost reports, you, the intermediary, should look to the in-

terim rate, and if it would appear that this interim rate is out of line

so that you are indeed creating an overpayment, you should at that

point in time reduce the interim rate.
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Now, then, we strengthened that by saying that you would do it

within 30 days and would do it in a precise way. And then we took
the next step, saying if this does not work, then we will take the only
other recourse that the General Counsel says is available to us under
the law, and that is suspend payment completely.

I think you want to recognize what this means. If you stop payment
completely to the institution, it means the institution under its pro-
vider agreement still is responsible for providing services to medicare
patients who are in there.

It is obvious, however, that if this suspension continues for any
length of time, it is going to take the institution out of the program,
that they are going to stop admitting medicare beneficiaries. This
then, it seems to me, is a real threat to the institution.

Now, it is not a sanction in that you are saying. Well, we will im-
pose this amount of money against you. But it is a very definite in-

centive to the institution to get the cost report in, if indeed they are

going to continue in the program. And certainly in communities there

will be real pressure built up if this is the institution where the medi-
care beneficiary is to get service and the only one that is available.

All of these things have to be brought into the picture.

Mr. Naughton. I have just one question for Mr. Ouloosian before
getting back to Mr. Fountain's questions.

Mr. Ouloosian, are you aware of rates being paid for outside auditors

in excess of $50 an hour ?

Mr. Ouloosian'. What do you mean by rates paid ? Are you talking

about average hourly rates, or are you talking about some particular

category, like a partner ?

Mr. Naughton. Partner, the highest category.

Mr. Ouloosian. Are you talking about our paying over $50 an
hour for a partner of an audit firm ?

Mr. Naughton. Eight.
Mr. Ouloosian. I just wanted to get your question straight in my

mind.
I really do not know. We can check and provide that information.

Mr. Naughton. I am aware of at least one instance where you paid

$53.

Incidentally, on your desk reviews which we have talked about

Mr. Fountain. Was that just a case where a man did an hour's

work?
Mr. JSTaughton. Nineteen hours.

Mr. Fountain. Continuous ?

Mr. Naughton. It does not show that.

Mr. Ouloosian. Was this in connection with one audit ?

Mr. Naughton. Right.

Mr. Ouloosian. A partner putting in 19 hours, and we paid $53 ?

Mr. Naughton. It was under contract.

First let me ask on the desk review, is this normally j)erformed by

CPA's ? When the unaudited cost reports come in to the intermediary

and they perform a desk review to see that the figures are correct and
do various checking that they can do without looking at the books

of the provider, what level of personnel customarily performs desk

reviews ?
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Mr. OuLOOSiAN. This varies considerably, particularly with the
introduction of the limited scope audit program. We have been em-
phasizing the limited scope approach because hopefully by this ap-
proach we will cut down on total audit costs because we will cut down
considerably on field audit time. Well, as the limited scope approach
is implemented, you will have more higher level people engaged in the
desk review program because an effective desk review program is a
necessary part of the limited audit approach. It is at that stage that
the scope of audit determination will have to be made, at least

primarily, before the auditors get into the provider's shop.
So the category of people conducting desk reviews has been shifting.

That is, we are getting more and more higher level personnel involved
in desk reviews.

The desk review program is not just an arithmetic check. As the
limited scope approach is being implemented, we are shifting toward
a higher level personnel conducting the desk review program.
Mr. Naughton. Do you allow desk review at the present time to be

contracted out to outside auditors ?

Mr. OuLOosiAN. We may have some instances where this is still

done
;
however, our policy is to have the intermediary conduct the desk

review with its own personnel. Thus, there should be few intermedi-
aries left now who are not conducting their own desk review program

;

and if there are a few at this point in time, we are getting them to move
toward developing their own desk review capability.

Mr. Naughton. Would you anticipate any intermediaries Avould
have personnel engaged in desk review at the highest supervisory level

for as much as or anywhere near $53 an hour ?

Mr. TiERNEY. I would not anticipate that, Mr. Naughton.
Mr. Naughton. It is my understanding that the $53 was paid—the

HEW auditors made an audit of the St. Louis Blue Cross plan, and ap-
parently that intermediary at one stage of the game contracted out their

desk review to an outside auditing firm, and apparently the bill sub-

mitted included 19 hours of a partner's time at $53 for desk review.

Mr. FouNTAns". Was this based on an initial contract in which they
stated they would charge that ?

Mr. Naughton. That was the bill. Whether the initial contract

provided for that, I am not certain.

You might indicate for the record whether the Social Security Ad-
ministration approved that subcontract in advance.
Mr. OuLOOsiAN. We will provide that information.

(The following information was subsequently provided :)

We did not approve in advance subcontracts for the performance of either desk
reviews or consulation regarding provider fiscal records for St. Louis Blue Cross
plan. The plan itself has been performing both of these functions since March of

1968.

Mr. Fountain. Do you have any idea what the average hourly rate

paid to outside auditors for medicare work is ?

Mr. TiERNEY. I think we covered it to some extent, Mr. Chairman. I

said that the average rate was about $15.

Mr. Fountain. I believe that is what you said.

Do you have an opinion as to what it might cost on a yearly basis for

intermediaries or the Social Security Administration to hire auditors

competent to perform a medicare audit ?
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Mr. TiERNEY. On the intermediaries I do not know. It depends again
on how successful we are in limiting the scope of the audit and bring-
ing it down.

Frankly, Mr. Chairman, we do not have in the HEW audit agency
at this point anywhere near the manpower capacity that would tenable

us to undertake this job. The HEW audit agency does do audits of
intermediaries and it does do audits of those providers who deal di-
rectly with the Social Security Administration.

I am sure you are aware of the fact that all agencies of Government
have been under some stringent manpower restrictions ; and it would
be absolutely impossible unless those restrictions were relaxed for the
Government to do it.

Mr. Fountain. And this does seem to be an area of extreme shortage,
the auditors ?

Mr. TiERNEY. Yes, sir.

Mr. Fountain. What is the normal salary range for HEW auditors
who perform the audits for intermediaries ?

Mr. TiERNEY. I think Mr. Simms from the HEW Audit Agency
would have the information.
Mr. Simms. I will have to supply that for you. We have nine regions

across the country. We have grade 12's, 13's and 14's working on audits.

I would have to give that to you specifically.

Mr. Naughton. Wliat would those be in terms of annual salary, Mr.
Simms ?

Mr. TiERNEY. I have a little card I carry around. The grade 12 runs,

Mr. Naughton, from a beginning salary of $13,300 to a top of $17,400.

A grade 13 runs from $15,800 to $23,535 ; and a grade 14 runs from
$18,500 to $24,091.

Mr. Naughton. What would $15 an hour be on a 40-hour-week
basis ? Has anybody figured that ?

Mr. TiERNEY. Somebody will, but I am not going to.

Mr. Simms. I do not mean to give the idea that they do all the audit
work. They are usually auditors in charge. We have trainees, and we
have grade 11 's actually doing some of the detailed work.
Mr. Naughton. You have trainees at lesser grades ?

Mr. Simms. Yes, sir.

Mr. Naughton. If my calculations are correct, $15 an hour would
be $600 a week, would it not, for a 40-hour week ?

Mr. TiERNEY. $31,000 a year, I am told.

Mr. Naughton. I don't guess many of your auditors are paid that,

do you, Mr. Simms ?

Mr. Simms. No.
Mr. Fountain. Who audits the cost reports for those who deal

directly with the Social Security Administration ?

Mr. TiERNEY. The HEW audit agency.

Mr. Fountain. And the salary range is the same as you just gave
me?

Mr. TiERNEY. Yes, sir.

Mr. Simms. That is the same.

Mr. TiERNEY. I think there is one point just for the record, Mr.
Fountain, worth making perhaps, and that is that these hourly rates

quoted in the contracts submitted to us are for the people involved.
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Generally it does not involve clerical, overhead, administration or any-
thing else, so that all of that is incorporated into those quotations.
Mr. Fountain. I understand that.

Mr. Naughton. That St. Louis bill had $6 an hour in there for some
secretarial work.
Mr. Mayne. Mr. Naughton, so we can check this out, you say that

the St. Louis audit showed that this audit firm, the CPA audit firm
was used for a desk audit?
Mr. Naughton. Yes. And the HEW auditors objected to that use of

personnel.

Mr. Mayne. It is my understanding they were being used for con-
sultation and advice to the providers, to get them in a position to have
appropriate accounting methods so they could produce cost reports. So
I think we will want to keep this in mind.

I understand also that this was disallowed, and that we supported
the disallowance.

(The following statement was subsequently provided:)

The desk review expenses referred to in the HEW Audit Report of the St.

Louis BC plan's 1967 administrative costs were not set aside by the HEW audi-

tors for SSA determination. It was the finding of the HEW auditors that these
expenses had been incurred in the administration of the medicare program and
that the program did directly benefit from these services. Since the Government
is obligated to reimburse for the fair value of services received, where the services

and costs were not previously approved the HEW auditors had to determine
whether the expenses incurred were reasonable and should, therefore, be paid.

Copies of the HEW Audit Report were sent to the plan and BCA simultaneous
with its release to us.

In reviewing this aspect of the HEW Audit Report we generally concurred in

the auditors' finding that these costs should be paid. The only aspect of these costs

that were unusual was the $.53 hourly rate for a partner's time. Since we had in

other situations approved hourly rate's of $50 for a partner's time, and since

partner's time totaled only 19 hours or about 2 percent of the total number of

hours used to perform desk reviews, we concluded that the HEW auditors were
right in not taking an exception for a total of only $57.

Mr. Naughton. I take it you had not approved the contract in

advance, or otherwise you would not have disallowed it?

You have a division of the Social Security Administration that deals

directly with providers who have not chosen to use either Blue Cross
or a commercial firm as intermediaries ?

Mr. TiERNEY. Yes, sir.

Mr. Naughton. Who audits cost reports for providers who deal

directly with the Social Security Administration.
Mr. TiERNEY. TheHEW Audit Agency.
Mr. Naughton. And the salary would be the same ?

Mr. TiERNEY. Yes.
Mr. Naughton. Mr. Simms, do you have any idea what the average

cost of the audits you make is ?

Mr. Simms. No, but I could supply it. Our regional people making
the audit make a record of the hours, and they could average it out.

(The following information was subsequently supplied:)

Dear Me. Naughton. Reference your request for information on HEW Au-
dit Agency cost experience for audits for medicare direct dealers and differences

between audits of these entities as compared to those audited by CPA's that may
have a bearing on audit costs.
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To obtain the cost information you requested, we made a random selection of
60 direct dealer audits performed by the audit agency during fiscal years 1969-70.

The average man-days used for these audits were then multiplied by $80, the
average cost per man-day/ The results of this study are as follows

:

Average Average
Number of man-days cost per

Type direct dealer audits per audit audit

Hospitals:

Beds:
0 to 100 14 58
100 and over 10 40

Extended care facilities 5 16

Home healtii agencies 7 24

Group practice prepayment plans 18 28
Combined facilities 2 ^ 6 35

1 $10 per hour reimbursable billing rate as authorized by BOB (includes both direct and indirect costs).

2 Includes hospital and extended care facility combinations.

Some of the differences between audits of direct dealing providers and
audits of providers dealing through intermediaries that may affect audit costs

are asi follows

:

1. Direct dealing providers audited by the audit agency have, as a group,
the least sophisticated accounting systems and records of the providers par-
ticipating in the program. Direct dealers are comprised mainly of (1) com-
paratively small proprietary institutions who have little or no accounting ex-

pertise and (2) large government operated complexes who have had little need
or incentive for cost accounting.

2. About 80 percent of the direct dealers are all-inclusive rate hospitals. This
means that there are no charge schedules, only limited classification of costs,

and little or no statistical information for cost finding. Determining proper re-

imbursement at these institutions for program services is a time-consuming and
involved process.

I trust the above information will meet your needs.
Sincerely yours,

John J. Mallen,
Director, HEW Audit Agency.

Mr. Naughton. They keep cost figures by job ?

Mr. SiMMS. They have the hours and they could average it out.

Mr. Fountain. Do you automatically conduct a full scale audit of a
cost report regardless of how small an amount is claimed, and regard-

less of what the cost of the auditmay be ?

Mr. TiERNEY. In the initial go-around we did because we thought
we were dealing with a brandnew program and we thought it was
worthwhile going into every single institution and finding out the

condition of the accounting base and making a basic determination of

their costs.

A part of this, quite frankly, was not an auditing effort but an
educational effort. We were trying to tell people, "This is the kind
of cost accounting you are going to have to do in order to participate

in this program."
That resulted in some anomalies that I am sure your staff is aware

of, where we spent as much money—or I suppose there are even cases

of auditing when we paid out more on the audit than we paid out in

the way of benefits.

Mr. Fountain. Is it true that in a substantial percentage of cases

a determination is made that no audit is necessary ?

Mr. TiERNET. It is now true, yes, sir.

,1
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Mr, Fountain. What criteria, if any, does tlie intermediary use
in determining whether or not an audit is necessary ?

Mr. Older. Basically the results of the first year's audit ; the con-
dition of the records and the records system; the internal control
that exists; so that they know that things are properly done. And
the amount, of course, of medicare patients that they have had. All
of these contribute to the decision as to Ayhether there should be
another full scale audit or a limited scope audit, or no audit at all,

perhaps.
Mr. Fountain. Are intermediaries authorized to arrange for lim-

ited audits rather than full audits under any circumstances ?

Mr. Older. Yes. The manual provided that in the first year a new
provider should be fully audited so that we are aware of what the
recordkeeping capability is. And subsequent to that, the intermediary
is to use his judgment as to whether full audits are required or a

limited audit is sufficient.

^Ir. Fountain. About how much are you currently spending on an
annual basis for provider audits ?

Mr. TiERNEY. I had that figure. I think I gave it to you yesterday.

Mr. Fountain. $20 million^?

Mr. TiERNEY. It is in excess of that.

Mr. Mayne. It was $22 million last year.

Mr. TiERNEY. Provider auditing in 1969 was $22,573,230.
Xow, that is against a benefit payment, Mr. Fountain, of $5 billion,

in round figures.

^Ir. Fountain. Have 3^011 given any instructions to intermediaries
with respect to avoiding excessive and unnecessary costs of auditing ?

Mr. TiERNEY. Yes, sir, we have given a number of instructions.

We liave put out guidelines for determining the frequency and neces-

sity and scope of an annual audit on provider cost reports. We have
not laid down any "one-two-three" guidelines like "if it is under
$5,000, forget it."

We have said that probably is a factor that you ought to consider

in forgetting it. But what we have said to them is that they should
use sound accounting judgment as to Avhether or not an audit is

indicated.

Mr. Fountain. I had in mind Avhether you send out any periodic

red flag, so to speak, a caution that they be careful about the auditing
and paying excessive costs.

Mr. TiERNEY. Yes, sir. Mr. Mayne just shows me here that for all

three periods, as against 9,400 hospital audits, we have had 1,050

limited scope audits. Among home health agencies we have had 190
limited scope audits. Among ECF's, 180 limited scope audits.

We hope that will, as Mr. Ouloosian said, increase, because as the

intermediary experience with each provider forms a basis for a judg-
ment, we hope there will be a slackening off of audits.

Mr. Fountain. A^Hien outside auditors are employed, do you require

that itemized bills be submited showing the costs charged to the audit

of each separate provider ? I believe you went over it to some extent.

We may have covered that adequately.
Mr. TiERNEY. I think we went through that before.

Mr. Fountain. If there is any additional information you think the

record ought to have, you might supply it.
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I do not believe we asked you whether or not you analyze or require
intermediaries to analyze audit costs to determine how the audit costs
compare with the adjustments made and with the total amount claimed
by providers, did we ?

Mr. TiERNEY. No, sir, I do not know if you asked that question.
Mr. Fountain. I will request that now.
Mr. TiERNEY. I am not totally sure I understand your question, Mr.

Fountain.
Mr. Fountain. Do you analyze, or do you require that the inter-

mediary analyze audit costs to determine how the audit costs compare
with the adjustments made and with the total amounts claimed by the
providers ?

Mr. TiERNEY. Yes, that is certainly one of the factors they are to take
into consideration.

I might say that on the first round of audits the recovery amounted
to 1.9 percent of claimed costs.

Mr. Naughton. That is on an overall basis, Mr. Tierney ?

Mr. TiERNEY. Yes.
Mr. Naughton. Have you required it be done on an individual basis ?

Mr. TiERNEY. It is one of the things we ask the intermediaries to use
judgment on, "is the audit going to cost more than the benefits ?" And,
"unless you have reason to believe they are putting costs into the picture
that really require substantiation, don't do an audit."

Mr. Fountain. Do you have any information as to the average cost

of provider audits?

Mr. TiERNEY. Here are figures on extended care facilities' audits,

again, as a sample, Mr. Chairman. The average cost per audit of ex-

tended care facilities was $1,465. For hospitals the average cost was
about $2,200.

Mr. Fountain. Do you have any figures to indicate how much those

providers received?

Mr. TiERNEY. Yes. In this particular sample, the total costs

audited amounted to $260,000. The medicare costs audited were $53,531.

The audit adjustments resulted in—on the average now—a reduction of

$1,225. The total medicare audit adjustment was $418,994. But the per-

cent of audit costs to the costs audited was 2.Y percent. That is of medi-
care costs audited. It was six-tenths of 1 percent of the total costs

audited.

Of course, this is another part of the total auditing problem. You
have got to go in first and find out the total costs of the institution,

and then you start allocating those costs between medicare and non-
medicare.
Mr. Mayne gives me further information for the record : the average

medicare audit adjustment was $1,225, and the average cost was $1.465

;

so that the actual net, if you will, audit cost was $240.

Mr. Naughton. This is for the 342 we were talking about ?

Mr. TiERNEY. Yes.

Mr. Naughton. And you have had a total of what? Six or 7,000

cost reports filed, and you have actually gotten audit reports in that

you have analyzed for 342 ?

Mr. TiERNEY. This is just ECF's. I am not sure, but I think they were
ECF's you had inquired about at some point in time.
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Mr. Naughton. These were the onl}^ one you had the actual audit

cost data related to the actual cost, and in order to make a comparison
to see whether the cost of the audit exceeds that amount, you have
that amount, or you "were able to get it for only 342 ?

Mr. TiERNET. I do not think so, Mr. Naughton. At least, in talking

to the HEW Audit Agency, it is not the purpose of an audit to go out
and recover a lot of overpayments. The purpose of the audit is to estab-

lish whether or not the costs are correct ; and you could spend all of

this money, and if everybody had done a perfectly adequate job of

costing, you would not get a dime back out of it.

But nevertheless, I think a Government program needs to establish

that the costs were incurred.

Mr. ]Matne. Mr. Chairman, might I raise one point, because of the

problem we have had in the relating of the costs to the particular

institution, the audit costs ? I think you asked, "Do we have an indica-

tion of the costs identified for the particular institution?" And the

answer to that is : Yes ; that is the way the audit firm bills the inter-

mediary. The intermediary in turn reports to us.

The problem that we have here then is associating the report of

billing on a prescribed form to the cost reports as they come through.

We matched the reportings from the intermediaries on completed
audits, priced out by individual institution, against cost reports ; and
with some 619 of these reports we were able to match against 342, cost

reports, and develop this information.

Mr. Fountain. Do you know how many occasions there have been,

if any, in which a provider audit cost more than the amount claimed ?

You have made the general statement in some instances it may. Have
you taken an inventory of that ?

Mr. Tierney. I cannot give you a figure, but I will supply it for

the record.

In that case we spent $1,500 for an audit and only $800 in benefits

were paid. But the following year the institution developed something
like $90,000 in benefit payments.

(Note : SSA subsequently advised that the actual benefits paid were
$11,023 rather than $90,000.)

(The following statement was supiDlied for the record :)

Regarding all known instances in wMch a provider audit cost more than the
amount paid the provider by medicare.

In addition to the case of the Fitzgerald, Georgia Nursing Home (ECF)
there was one other instance where a provider's audit costs exceeded that of
medicare benefits paid. The specific provider is an ECF in the Allied Convalescent
chain of extended care facilities. The first year of operation, the ECF furnished
only 12 days of covered service at a total cost of $141. The second year, the
provider furnished approximately 4,200 medicare days and the cost of service

was in excess of $90,000. The cost of the audit, which was performed for the 2
years simultaneously, was $2,442.

Mr. Fountain. We found one occasion where the total payment
was $400 and $1,600 was paid out on the audit.

Mr. Naughton. This was a Georgia nursing home in which the
total amount, as I understand it, on the unaudited cost report was $400,
and the audit cost around $1,500, did it not ?

Mr. Riley, do you have the data on that ?

Mr. Older. That is the one. The medicare cost was $800. Of course,

$400 of that was coinsurance.
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Mr. Naughton. It was paid by the medicare beneficiary himself, or
chargeable to him, so the amount of the medicare benefit owed the
ECF, according to the report submitted, was $400.
Mr. Older. And the cost of the audit was $1,Y75. The intermediary

told us the reason for the audit was that the records were in very poor
condition, and because it was the first year, they felt an audit was
necessary.

Mr. Naughton. Is that particular ECF still in the program ?

Mr. Older. Yes, it is.

Mr. JSTaughton. How much have your subsequent audits cost, or
have you made any subsequent audits ?

Mr. Older. We do not have information on subsequent audits yet.

(The following information was subsequently supplied :)

FiTZGEEALD, Ga., NURSING HOME

For the cost reporting period ending December 31, 1968, the provider was paid
$10,134. Desk review revealed an additional $180 due to the nursing home. No
overpayments were made. The audit firm of Ernst and Ernst, Atlanta, Ga.
estimated subsequent audit at 112 hours at a cost of $1,600. No cost report has
been filed for the year ending December 31, 1969.

Mr. TiERNEY. I think, Mr. Fountain, we have said several times that

we made a judgment in the beginning of this program that we were
going to go out and make sure the providers had the capacity to pro-

vide cost reports, and we did this without regard—^you might question

crur judgment—^to the amount involved.

Mr. Naughton. Would you still go out tomorrow and do it?

Mr. TiERNEY. Of course we would not.

Mr, Naughton, How long has your policy been in effect that you
would not do that ?

Mr. TiERNEY. It has been in effect since at least July of 1968 when
we issued the first of the guidelines to intermediaries on how to de-

termine whether or not audits should or should not be undertaken.
Mr. N'aughtoj^. When was this audit m^acle, Mr, Kiley ?

Mr. TiERNEY. If it were a first-round audit, they might still have
conducted it. And as Mr. Older said, the real problem was not—^the

real cost was not so much the auditing of the $400 as it was trying to set

up a set of records.

Mr. Naughton, Let me have a elate, if you will, because I want to see

how effective the action you took in July of 1968 has been.

Mr. TiERNEY. The 1967 audit? They still would have gone ahead
and done it.

Mr. Older. Mr. Kiley does not have the specific date.

Mr. JSTaughton. Was it August of 1969 ?

Mr. EiLEY. The transmittal was August of 1969, but we do not

know when the field audit was conducted; and the preliminary in-

formation seems to be that it was sometime in 1968,

Mr. Naughton. It took them well over a year to submit the report ?

Mr. Riley. All I am saying is that the field audit v;as beiiig made
sometime in 1968,

(The subcommittee was subsequently informed that the audit of the

Fitzgerald, Ga., Nursing Home for the year ended 1967 was con-

ducted by Harris, Kerr, Foster, & Co. of Atlanta, Ga. The

48-611—70—pt. 1 12
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audit work started February 3, 1969, and was completed on Feb-
ruary 10, 1969.)

Mr. Naughton. It took from 1968 until August of 1969 for the
audit firm to prepare and get tlirough cliannels to you an audit of $400
in payments?
Mr. TiERNEY. If those are the dates, those are the dates.

Mr. Naughton. You indicated, Mr. Tierney, that you now have
a policy where you may dispense with field audits, cletermine that

they are not necessary. How long has that been in effect ?

Mr. Tierney. Since July of 1968.

Mr. Naughton. So that policy presumably was in effect before
the field work was done for this particular audit ?

Mr. Tierney. Mr. Naughton, if it were for a first-year audit, I think
the intermediary would quite appropriately say, "Fine, we will never
do it again, but we will take a look at least once at every single

provider."
Mr. Naughton. So that is your policy ?

Mr. Tierney. I said that was the policy from the inception, and I
still think it was a sound judgment.
Mr. Naughton. Can you explain what the figures mean on the

exhibit that has been provided Avhere you have a category called

"No field audit necessary" and you indicate here that for the first year,

which would be the initial period, that there were 155 ECF's for
which you decided that no field audit was necessary ?

Mr. Tierney. In many of those instances—and I do not know
whether it is all of them—there were no medicare payments. They
were ceitified providers. They were in the program but they had
incurred no costs.

Mr. Naughton. Is it true all 155 of those had no payments?
Mr. Older. Mr. Naughton, may I read from the issuance that

went out in July of 1968 ? It says

:

Experience has sliown that for the first year that a provider participates in
the program, a complete and thorough audit as contemplated in this audit pro-
gram should be made unless, for example, the intermediary has full audited data
available based on cost reimbursement experience prior to Medicare and the
major areas of unallowable costs, deficient records, et cetera, have been
identified.

Mr. Naughton. So your policy would have been, even though there

was only a claim for $400. Boy, if it costs $10,000 to go out and
straighten out those books, we will spend it?

Mr. Tierney. I think that is an overstatement, Mr. Naughton. I do
not think we would have spent $10,000 going over $400 books.
Mr. Naughton. $1,500 is your upper limit ?

Mr. Tierney. I think what we are saying—you seem to feel you
should allow an organization to participate in medicare and if it is

not doing much, just let it go.

As I went over the first day in testimony, it is the first time an ac-

counting mechanism of this complexity, with public funds being ex-

pended, had ever been introduced into the health field, and particularly
the ECF's of this Nation, and it behooved us not only to check into the
health and safety standards but also the fiscal capacities. And I think
we would have been irresponsible if we would have said, "If it is less

than $10,000, forget it."

Mr. Naughton. Who has said that, Mr. Tierney ?
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Mr. TiERNET. You picked figures out of tlie air. I am picking fig-
ures out of the air.

Mr. Naughton. You expended $1,500 ?

Mr. TiEBNEY. True.
Mr. Naughton. And you do not know whether the home is still in

the program ?

Mr. Older. It is in the program. We just do not have the latest cost
report.

Under ordinary circumstances, the intermediary would have audited
the first short period and the first full period at one time. We have
examples of this being done ; and to me, this is the commonsense ap-
proach to it.

But there are sometimes conditions which exist—if the records were
in such poor condition that even a 4-month audit was necessary, both to
educate the provider as to what is required and to see what could be
done about it, then it might have been the intermediary's judgment
that this was necessary to audit in spite of the cost.

Now I would say that he had to use his judgment as to whether
$1,500 was appropriate or not.

Mr. Naughton. Mr. Chairman, it might clarify the record if I
could read a couple of paragraphs from the June 28, 1968 report of
the HEW audit agency in which they have some comments about
provider cost reports and audits. It is fairly brief.

Mr. Fountain. Go ahead.
Mr. Naughton. This is an excerpt from the June 28, 1968 HEW

audit report on "Areas for Improvement in Fiscal Intermediaries'
Operations" for the medicare program. It states

:

At the time of our audits, most intermediaries had not received substantial
numbers of provider cost reports for review, or had not contracted for provider
audits. Consequently, in most cases, we deferred looking into these activities

until subsequent visits.

"In two cases, however, where the intermediaries had executed audit sub-
contracts, we found weaknesses in the intermediaries' practices and procedures
for reviewing providers' statements of reimbursable costs and for administer-
ing the contracts with the audit firms. In another case, our observations of the
intermediary's administration of the audit subcontract indicated the existence
of similar deficiencies. We concluded that the intermediaries had assumed little,

if any, real responsibility to reasonably assure themselves that audits of providers
are effectively and economically carried out; that medicare's share of audit
costs is not overstated; and that, for any given provider, audit time and costs

will not be expended out of proportion to the reimbursement claimed.
We were particularly concerned, in view of the substantial audit costs Involved,

that no attempt had been made by the intermediaries to determine whether, be-

cause of relatively small medicare reimbursement involved or because of other
factors, an audit of some providers may not be warranted or a less-than-fuU-scale

audit may be indicated. Because of the likelihood that these types of weaknesses
may exist at other intermediaries, we believed that SSA should review existing
instructions and determine whether more definitive guidelines are needed. Action
on this matter in the SSA central oflBce has been started.

Mr. TiERNEY. I think our whole testimony this morning, Mr. Foun-
tain, is in support of that finding by the HEW Audit Agency. That
is what sponsored the issuance of guidelines. That is what sponsored the

development of the limited scope audit. That is Avhat sponsored the

development of uniform recordkeeping.

Mr. Fountain. I think some of these items sound small, compared
with the total program and the total amount of money involved. But
I think it is all designed to help the Congress and to help the agencies
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see if there may not be ways in which we can improve the entire pro-
gram, the administration of the program, and maybe reduce the cost

of it ; and at the same time take care of the people it is supposed to be
taking care of; and treat providers and intermediaries properly too,

of course.

I think it is sort of a partnership operation.

Mr. TiERNEY. I totally agree with you, sir.

Mr. Fountain. I think all of these points should serve a purpose
and be helpful to all involved, both the Congress and the agencies
and those with whom you have to deal.

Do you place any limitation on the type and amount of expenses
you will pay for audit costs m addition to the per diem or per hour,
whatever it may be?
Mr. TiERNEY. You mean an overall maximum ?

Mr. Fountain. Yes.
Mr. TiERNEY. No, sir, we do not have any limitation.

Mr. Fountain. We have information indicating there have been
occasions when outside auditors have claimed maybe excessive or un-
usual expenses. I believe Mr. Naughton has an example.
Mr. Naughton. This is an audit of Blue Cross of Texas, and I think

Ernst & Ernst had the audit contract down there. Is it true that that

is the highest in the country in terms of the audit cost ? Do you have
any ranking as to which firms come in with the highest charges or

highest-cost audits ?

Mr. TiERNEY. We have the rates quoted by every firm. Now the

rates quoted are hourly rates, and therefore it is hard to equate which
is the highest. It depends on how many hours they spend and what
the mix of their operation is.

(The following statement was subsequently submitted for the
record :)

Provider audit activity at Texas Blue Cross is not the highest in the Nation. It

appears that the $1.81 in the cited report was arrived at by dividing bills

processed into approved audit subcontracts. Audit costs cannot be derived in this

matter. Actual audit expenditures in Texas, on a provider basis, are virtually at
the national average audit costs.

While Texas may have audit contracts involving large sums, this is not related
to provider audit costs. Texas has almost 700 providers to audit and all contracts
are with Ernst & Ernst

;
therefore, the total contract price will be high but

the end result has been a provider cost which compares very favorably to the
average.

Mr. Naughton. I make that comment because there is a contract
performance review of the Texas Blue Cross, July 22 through 26, 1968,
Dallas, Tex., which comments that

:

Provider auditing at Texas Blue Cross, which is subcontracted to Ernst &
Ernst, is far more expensive than for any other intermediary and for the same 9-

month period added $1.81 to the cost of processing each bill. Factors affecting

the audit costs include the number of providers served in relation to the bill

workload, dispersion of providers over large service area, hence, high travel

costs, audit progress made during the period considered, and lack of sophistica-

tion in cost finding techniques by many small providers.

The HEW audit agency subsequently made an audit of the inter-

mediary and objected to some charges as being excessive. For ex-

ample, an auditor whose expense voucher did not indicate he left the
city in which he was employed, had lunches at $8.50 and $17.75.

Another auditor claimed $35 for dinner.
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Mr. TiEENEY. I am not sure we paid that. I assume when the audit
agency pointed them out, they were disallowed.
Mr. Naughton. You would not knowingly pay that ?

Here you have an auditor with a luncheon expense of $26.40. Would
you pay that if he ate it ?

Mr. TiERNEY. He would have to be a very fat auditor.

Mr. Naughton. Fat or not, would you pick up the tab for $26.40 ?

Mr. TiERNEY. No, sir.

Mr. Naughton. You regard that as excessive ?

Mr. TiERNEY. We certainly would.
Mr. Fountain. You do have somebody that can detect that sort of

thing and disallow it ?

Mr. TiERNEY. In auditing the intermediary, the HEW audit agency
also audits the intermediary's audit costs, Mr. Chairman.
Mr. Fountain. The committee stands recessed, subject to the call

of the Chair.
(Whereupon, at 12 :35 o'clock p.m., the subcommittee was recessed,

subject to the call of the Chair.)
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ADMINISTRATION OF FEDERAL HEALTH BENEFIT
PROGRAMS

(Part 1—Medicare Program)

WEDNESDAY, MARCH 25, 1970

House of Representatives,
Intergovernmental Relations Subcommittee

OF the Committee on Government Operations,
Washington, D.C.

The subcommittee met at 10 :15 a.m. in room 2203, Rayburn House
Office Building, the Honorable L. H. Fountain, chairman of the sub-
committee, presiding.

Present: Representatives Clarence J. Brown and Benjamin S.

Rosenthal.
Staff members present : James R. Naughton, counsel.

Mr. Fountain. The committee will come to order. Let the record
show that a quorum is present.

Our hearing today is a continuation of a series of hearings we began
in February concerning the administration of the medicare program.
Most of our questions today will probably be devoted to the use of in-

termediaries in carrying out medicare operations.

We are particularly interested in the manner in which intermediaries

have been carrying out their responsibilities for auditing of provider
records.

We are delighted you could be with us today, Mr. Tierney. We want
to make it clear, however, that we didn't want to deprive the House
Ways and Means Committee of your availability this morning. That is

why we coordinated with them, and I told you over the telephone that

it was not necessary for you to be here today.
Mr. Tierney. Thank you, Mr. Chairman. That's very gracious of

you.

Mr. Fountain. So please feel free to leave if you feel you should do
so.

Mr. Tierney. Is that an invitation or a suggestion ?

Mr. Fountain. No, we are delighted to have you, but when you have
two places you want to be, it is difficult. But this was the only morn-
ing this week we could have a hearing, and we wanted to get in as

much as we could in a limited time.

Mr. Mayne, I believe the Social Security Administration previously

advised the subcommittee that tlie average cost for completed provider
audits through September 1969 was around $2,200 for hospitals and
$1,600 for extended care facilities. Is that right ?

(179)
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Mr. Mayne. I liad better look at the record, Mr. Chairman. I believe

that is the information that we did provide, based on the data that we
had. $2,198 for hospitals

;
$1,589 for extended care facilities.

Mr. Fountain. Recognizing that a large number of unfinished
audits are not reflected in those figures, do you have any reason to

believe that they are not reasonably accurate ?

Mr. Matne. I would assume from all that we have seen that this

pattern will hold. That is, the cost of audit, dealing with the first two
cycle periods, will run about the same.
We had expected that we would get a decrease in audit cost after the

first period because of the experience both of the provider and the

audit firm. Our data is insufficient to support any conclusion in this

direction.

Mr. Fountain. Have you made any attempt to determine which
intermediaries are incurring the highest average cost per audit ? And
if you have, I wonder if you would describe any such attempt and
indicate just what you found out ?

Mr. Mayne. You mean the intermediaries that have the highest
cost for the conduct of their audit ?

Mv. Fountain. Right.
Mr. Mayne. We have certainly identified these from the basic con-

tracts or subcontracts that the intermediaries have entered into with
the accounting firms. A good deal of this depends on the kind of sub-

contract that they could get and the costs established by that contract.

Mr. Naughton. Actualh^, Mr. Mayne, the contract may to some
extent establish the cost, but it establishes the rates more than it does
the cost, does it not ? In other words, it fixes an hourly rate at which the

auditors work, and the actual cost of the audit depends on how many
hours they put in, which may or may not be the amount they originally

thought would be sufficient ?

Mr. Mayne. This is true to some degree. On the other hand, we
have established this as a budget figure. We identified for the second
round of audit costs a reduction of some 30 percent, so that we would
establish a control on the total amount of money that was expended
for audit.

So the key certainly is what do you have when you get the final bill

in, but if the intermediary sees that the audit costs are going to exceed
the amount of the budget, then they are under instructions to come in

and ask for a supplemental allotment under the budget, in order that

they may carry it on.

It could well be that the estimated number of hours of audit time
was inadequate. When the auditors have gone into certain providers,

they have found that the condition of the records was such that it

would require considerably more time than they had estimated.

Mr. Fountain. I wonder if you would indicate which of the inter-

mediaries are showing the highest cost per audit, giving the figures as

to their cost and any explanation that you may have, or an}^ informa-
tion you may have, indicating the reasons for those costs.

Mr. Mayne. Well, we may have to supply that for the record.

(The following information was supplied for the record :)

The following 10 intermediaries liave the highest audit costs for completed

audits by type of provider and by fiscal year in which the costs were reported.

The average audit costs for all intermediaries were $2,198 for hospitals and
$1,589 for ECF's.
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Hospitals ECF's

June 30, June 3', June 30, June 30, June 30, June 30,

Intermediary 1968 1959 1970 1968 1969 1970

Maryland BC $4 263
Connecticut BC $3,906 .

'

St. Louis. iVIo. BC 3,840 4,093
Kansas City. IVIo. BC $3,252 2,934 3,305 . .

Ci^.icago. III. BC 2,783 4,585 5,548 $2,292
Idaho BC $1,745 1,631
Kentucky BC... 1,938
Indiana BC 2,056 1,933
South Carolina BC .. 3,077
Travelers 2,626 2,423 1,662 2,003

On a previously prepared report audit costs data was shown by States and not
intermediaries. The testimony on the next few pages is based on that report. The
above data is shown by intermediary. On the previous report Idaho was in-

correctly reported. This report corrects that data. Since New York City and
Washington, D.C. Blue Cross plans had reported only one final billing each for
completed audits, they were not considered for possible inclusion in the "high 10"

because we felt that one billing could not be considered representative of their

costs.

The above high costs are due to the large number of hours needed to satisfac-

torily complete these audits. There are a number of reasons for the large number
of hours used. They include poor provider records, complex multiple facility

institutions, related organization facilities, and foundation connected institutions.

Mr. Fountain. If you don't have it readily available, maybe witli

just a few questions we can get the summary of it, and you can supply
the details for the record.

Mr. Naughton. Have you made an examination of the completed
audits—you don't have cost figures for very many audits as yet, but
there is a fair number in total—to attempt to ascertain what the final

performance record in terms of audit costs is ?

In other words, what is the average cost per audit for completed
audits ? Which of the intermediaries are much higher than the others,

or do you just not know ?

Mr. Mayne. We have the data with regard to the average costs

shown on the audit billings that are received in the specific fiscal j^ears,

and from this we can identify those that have higher costs than others.

For example, we can say that there are three intermediaries whose
costs are higher than most of the others.

Mr. Naughton. Which ones are they ?

Mr. Mayne. Missouri
Mr. Natjghton. Missouri Blue Cross ?

Mr. M^YNE. Which would be the St. Louis Blue Cross.

Mr. Fountain. What are their costs ?

Mr. Mayne. Theirs for the first period was on hospitals, $3,182

average.

Mr. N'aughton. What are the other two ?

Mr. Mayne. The others that come close to that are South Carolina,

an average of $2,590 for that first period, and they are about tied with
the next one which would be New Jersey, $2,542.

Mr. Naughton. To the best of your knowledge, at the present time,

the three intermediaries with the highest average cost per completed
audit are St. Louis Blue Cross, New Jersey, and South Carolina, and
the highest of all to your knowledge is an average of about somewhat
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less than $3,200 for the St. Louis Bine Cross, and the other two are
about $2,500 or $2,600 ?

Mr. Mayne. No. I am sorry if I misled you. I said this was for the
first fiscal year.

These costs will vary as you go along.

Mr. Naughton. Let me qualify my remarks by saying for the first

fiscal year. Then is everything I said true ?

Mr. Matne. Yes, rather than for the current reading. The second
fiscal year, you get quite a change ; in fact I see I should have had one
in that was higher than South Carolina. Illinois started out with
$2,783.

For the second fiscal year, your pattern changes somewhat. Illinois'

costs are considerably larger on the billings that we received. This
may not be indicative now of vrhat will come in the final roundup,
$4,585.

The next highest that fiscal year would be Missouri, $3,545, and
number three would be Kentucky, $3,133.

Mr. Natjghton. Excuse me, Mr. Mayne, to save a little time, per-

haps—you are reading I guess from the supplemental sheet provided
to us along with the average audit cost figures ?

Mr. Matne. Yes.
Mr. Naughton. What is the highest average cost shown on that

sheet for any period that you are aware of ?

Mr. Mayne. I believe it is Illinois.

Mr. Naughtox. For the third fiscal year period ? $5,548 ?

Mr. Mayne. Eight.
Mr. Naughton. I notice that Idaho, for the second period, had

$6,084, but I don't notice anything more than that.

Mr. Mayne. We must be looking at different sheets.

Mr. Naughton. I am looking at the ECF's, on the other side of
the page.

Mr. Mayne. I thought we had been talking strictly about hospitals.

Mr. Naughton. Normally you would expect hospital audits to cost

more than ECF's?
Mr. Mayne. Yes.
Mr. Naughton. And your figures for Idaho show an average cost

for completed ECF audits which is $500 higher than the highest aver-

age cost for hospitals.
Mr. Mayne. Well I would certainly want to look at that figure

for Idaho, in ECF's. I would suspect that it could well be a computa-
tion error.

Mr. Naughton. Anyhow, it is unusually high, if it is correct ?

Mr. Mayne. Unusually high is hardly the word for it.

Mr. Naughton. And these are for the completed audits, when all

the work is done. Would this be through final settlement ?

Mr. Mayne. These audit billings received would represent the ac-

tions that had been completed, I would guess. I would refer to Ouloos-
ian here. I would suppose there could be situations where a subsequent

bill would come in, but only for a few hours, if the final settlement

involvement was not included.

I think the point you want to make here, in looking at these 3 years,

is that this is not describing an equal volume of work as you are aware,

in each of these periods. There is a cumulative effect. There will be
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many situations where, in the second billing year, you are still dealing
with the first cycle audits, and this would even be true to some degree
in the third billing year.

So it has no relationship to the cycle of audit.
Mr. N"aughton. Well, these figures are computed on the basis of the

unit cost for a completed audit for a provider, even though the cost

m^ight have been incurred and partially paid in an earlier period. The
figure reflects audits completed during the fiscal year and represents
all costs attributable to that particular completed audit.

Mr. Mayne. That is right.

Mr. FouisTTAiN. You are not prepared at the present time to give
an explanation or to attempt to explain why the Idaho costs were so

high?
Mr. Mayne. Xo, I could not give you an answer here. I would be

glad to get that.

(N'oTE.—See material submitted for record on p. 180.)

Mr. Fountain. Every month you prepare a report showing provider
audit activity by each intermediary, don't you ?

Mr. Mayne. Showing provider audit activity by each intermediary,
the number of providers, and the status of the audit activity, yes.

Mr. Fountain. In other words, this report shows the number of

audits started by each intermediary and the number which have been
completed up to the time of the reports ?

Mr. Mayne. Right.
Mr. Fountain. And you prepare another report every 3 months

which analyzes the administrative costs reported by each intermediary,
don't you ?

Mr. Mayne. Yes, sir, we do.

Mr. Fountain. And that report shows the total audit cost incurred
by each intermediary for the period covered by the report ?

Mr. Mayne. That is correct. We keep those two figures separate.

Mr. Fountain. They are stated separately from other administra-
tive costs?

Mr. Mayne. Right.
Mr. Fountain. Is the information on which the provider audit

activities report and the cost reports are based, obtained from the

intermediaries ?

Mr. Mayne. Yes, sir.

Mr. Fountain. I wonder if you would briefly identify for us the

number and the types of providers serviced by the Washnigton, D.C.
Blue Cross plan and the geographical area in which they are located ?

Mr. J^Iayne. Yes, sir, I will be happy to do that. The Washington,
D.C. Blue Cross Plan services 24 hospitals, 14 extended care facilities,

and seven home health agencies.

Mr. Fountain. And they are all located in the District, or nearby
Virginia and Maryland ?

Mr. Mayne. They are located in the District or adjacent to the Dis-

trict in Maryland or Virginia.

Mr. Fountain. According to your January provider audit activity

report, which I understand is the latest one available at this time, how
many audits had been started by the District of Columbia Blue Cross
plan since the beginning of the medicare program ?

Mr. Mayne. From the begi]ming of the program through Jan-
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uary 31, they had started nine hospital audits, six home health agency
audits, and two extended care facility audits.

Mr. Naughton. A total of 17?
Mr. Mayne. Seventeen. They have 15 field audits in process.

Mr. Fountain". How many have been completed since the beginning
of the program, according to your January report ?

Mr. Mayne. Two field audits have been completed to date.

Mr. Fountain. I w^onder if you have any information indicating
wh}^ only two have been completed ?

Mr. Mayne. The difficulty has been due to a number of factors. One
of the problems they had was in getting an audit subcontract.
They came in to us at the beginning of 1968 with a proposed sub-

contract between them and an accounting firm. We, however, had re-

quired even though it was not a matter of law or regulation under the
Government's procurement regulations, that the intermediaries ^'et

proposals from more than one firm in order that we could have some m-
dication as to the appropriateness of cost.

When this audit subcontract was submitted, we could not act on it,

because other proposals had not been obtained. There was a consider-

able delay in obtaining other proposals.

Finally, there was an approval of the subcontract. The contract had
a very limited period of time to run. Then they made a subsequent
subcontract with another accounting firm.

Mr. Fountain. Through December 31, 1969, our information in-

dicates that the total provider audit costs reported by District of Co-
lumbia Blue Cross plan were $170,023. Is that right ?

Mr. Mayne. I would like to refer that to Mr. Jones.

Mr. Fountain. Mr. Jones ?

Mr. Jones. Is that an accumulated figure, for the program to date ?

Mr. Fountain. Right.
Mr. Jones. I don't have that figure summarized. For the first 6

months of the current fiscal year, they reported $40,700.

Mr. Fountain. Mr. Naughton, where did we get our figure ?

Mr. Naughton. The figures for fiscal 1968 and 1969 were taken from
the compiled reports of the Social Security Administration, on in-

termediaries' administrative costs. The figure which Mr. Jones has just

cited of $40,000 for the period from July 1 to December 31, 1969, is

taken from a cost report submitted by the District of Columbia Blue
Cross.

The figures were, approximately, for fiscal 1968, about $3,000, for

fiscal 1969 approximately $125,000, and an additional $40,000 roughly
in the last 6 months of 1969, calendar 1969.

The total I believe is the figure that you cited, $170,023.
Mr. Fountain. Anyway, if that is not accurate, you can submit the

appropriate information.
Do you have any information as to how much more will be in-

curred in audit costs in order to complete the 15 audits that were
started but not yet completed as of the time of those reports ?

Well, on the basis of past performance, it is likely to be rather a

substantial amount, isn't it ?

Mr. Mayne. I think we are saying—relate this figure you have used
to the audit work that has been done up to now, with this result, and
then what can you anticipate for the total cost when audits are com-
pleted?
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One of the issues that is involved here is the crediting as audit
costs of the preparation of statistical data by the Wasliington, D.C.
Blue Cross plan to support their audit activities.

I believe that at one point there was $113,000 that was identified as
auditing costs, which was in effect the preparation of detailed sta-

tistical information on charges made, so that there would be a basis
for determination of payment under the reimbursement formula, re-
lating charges to cost.

So the figure that you have before you is one that reflects a consid-
erable expenditure that is not directly connected with the audit of the
intermediary and is not covered under the audit subcontract.
Mr. Naughton. It is shown as audit costs, though, according to their

report ?

Mr. Matne. According to the reports and the allocation they have
made of this.

Mr. Naughton. This is what they say it cost to conduct these
audits ?

Mr. TiERNEY, To prepare to conduct the audit, Mr. Naughton, and
there may be some reallocation of those costs between overall admin-
istrative expense and audit costs when the intermediary audit is com-
pleted.

Mr. Naughton. Well, anyhow, you don't expect to get those 15 un-
finished reports completed for free, do you ? So it has cost $170,000.23
so far
Mr. Matne. No, not to audit those reports, sir.

Mr. Naughton. Well, audit costs.

Mr. Mayne. If those are appropriate charges to audit cost.

Mr. Naughton. Well, this is what they are asking for, whether you
pay it is another question.

Mr. Mayne. This is not an issue of request. This is a matter of the

allocation.

If every penny is appropriate as determined by the audit of the

records, there is still the matter as to whether the allocation of this

cost to audit or some other phase of their operation is appropriate.

It is an important distinction.

Mr. Fountain. Do I understand that you reimburse them for be-

coming qualified to prepare the audit report ?

Mr. Tierney. Yes, Mr. Chairman, as a part of their total adminis-
trative expense, one of the functions they do is prepare this data.

Now we have had in audits of other intermediaries the same problem
of how you allocate these costs or costs that are incurred. But are they
appropriately identified as audit costs or properly identified as statis-

tical compilations under other administrative expenses?

We don't know yet how much of that they will finally be allowed as

appropriate audit expense.

Mr. Naughton. If you don't allow it as audit expense, do you ex-

pect to allow it as administrative expense ?

Mr. Tierney. Yes, I assume so.

Mr. Naughton. So you will take it out of one pocket and put it in

another ?

Mr. Tierney. We don't know that they will be allocated to auditing.

Mr. Fountain. But it will be part of the medicare expense ?

Mr. Tierney. If they are appropriate expenses.
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Mr. OuLOOSiAN. I would like to add a figure. We have been kicking

around a figure of more than a hundred thousand expended, and 1

just did some quick figuring

Mr. Naughton. It was $170,000.

Mr. OuLOosiAN. I have been going through some data that a miem-
ber of your staff and I had reviewed together about a week ago, and
in looking at this, I see that the intermediary has reported to us that

it has actuallv paid out to audit firms, or to an audit firm for provider
audit activity, a total of $22,500, as contrasted with the $170,000.

I think I would like to bring that into perspective. So the amount
of money that has been expended to date, or through January 31,

1970, for provider audit activity for the field work, et cetera, has
been $22,500, approximately.

(Mr. Ouloosian subsequently supplied the following additional

statement:)

Subsequent to the hearing we contacted District of Columbia Blue Cross to

verify expenditures for provider field audit activity since the beginning of the
program. District of Columbia Blue Cross reported total expenditures of

$30,154.84. A month-by-month verification of 1,822 part II reportings showed that
we were missing one month's report. Thus, District of Columbia Blue Cross paid
out slightly over $30,000 for the performance of provider field audit work rather
than the $22,500 reported in testimony.

Mr. T^AUGHTON-. Who was that paid to?

Mr. Ouloosian. The accounting firm.

Mr. Naughton. ^Vliich one?
Mr. Ouloosian. Lybrand Koss Brothers & Montgomery.
Mr. Naughton. Did any other auditing accounting firms get

payments ?

Mr. Ouloosian. Xo.
Mr. Naughton. Are you sure that is an accurate figure ?

Mr. OuLoosiAN. I am as sure as I am that the data is here, and I

just totaled it. I can only be sure of what I have before me. I think
this is what they reported. I totaled the figures and I did a fast adding
and dropped the units and tens digits, and it seems to me to be

$22,500. (See statement above.)

Mr. Naughton. How did they spend the other money ?

Mr. OuLOOSiAN. I think that was just discussed a moment ago.

Mr. Naughton. Can you give me details? It is still mysterious to

me.
Mr. OuLoosiAN. I don't know. All I am saving is that for the field

audit work, they spent $22,500, and not $170,000. I don't know how
much of the $170,000 involves other activities we have just talked
about; as Mr. Tierney pointed out, after audit, we may reallocate

some of these costs to other cost centers if they were in fact incurred,
and were proper costs to medicare. However, the data before me shows
that $22,500 was paid for field audit work and not $170,000.

Mr. Matne. I think I used the $113,000 figure; I had figured the
cost of preparing detailed statistics on payment relating cost to

charges, since that was a figure that was used in one of our contract
performance re^dews, of which you have been furnished a copy.
Mr. Naughton. Of course the amount paid to a CPA firm for an

audit subcontract doesn't necessaril}^ represent all of the auditors that
are working on provider audits, because a number of the Blue Cross
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plans and some of the commercial intermediaries have their own audi-
tors who are on salary and go out and make these audits, do they not ?

Mr. OuLoosiAN. You are correct, but District of Columbia Blue
Cross does not have inhouse staff to do the field work, so all field work
to date that has been done, has been done under subcontract with that
particular audit firm.

Mr. Xaughton. So whatever else the $148,000 may have been spent
for, it didn't go to auditors ?

Mr. OuLOOSiAi^. ISTot for field work. There would be expenditures
for inhouse staff for some desk review work, supervising and over-
seeing the work of the audit capability.

So that these types of expenditures may be in that $170,000.
Mr. IN'aughtox. How in the world can an intermediar}' run up

$170,000 to start 17 audits and complete only two of them—this is

their total cost—which is an average of slightly over $10,000.
Mr. OuLoosiAX. I thought we liad pointed out that after the audi-

tors—DHEW—conduct their audits, we may not have $170,000 in
that provider auditing line.

Mr. Mayne. Mr. Naughton, there are 45 providers we have identi-

fied as being serviced by Washington, B.C. Blue Cross. It means then
that in the amount that they expended, as we described it a while ago,
for the development of the statistical data, that they are accumulating
data from their bills on the payments made to these 45 providers for a

continuing period of time, breaking this down in detail, so that it may
be used in the process of the audit in determining the ratio of cost to

charges.

So that it is not a matter of relating a figure to a number of audits

that have been started or completed. It is a matter of saying here is the
cost of developing and continuing an extensive EDP operation to de-

velop on a current and continuing basis the costs or the charges from
bills to us in the audit process.

Mr. Fountain". If that be true, notwithstanding the present average
cost of $10,000 per audit for every audit started, the cost should go
down on the additional audits that are completed, shouldn't it ?

Mr. TiERNEY. Yes, sir; because that has been incurred for all of the

institutions, and therefore isn't repetitive.

Mr. Naughton. ISTow in terms of the record of audits completed as

compared with those started, do you have any other intermediaries

that have as low a percentage of field audits completed to those started

as that of the District of Columbia Blue Cross ?

Mr. Mayne. Well, we can certainly look through the record and
determine precisely.

(The following statement was subsequently provided
:)

No other intermediary has as low a percentage of field audits completed as the

Washington, D.C. Blue Cross Plan. The next closest intermediary has com-
pleted better than twice the percentage of audits as the D.C. Blue Cross plan.

Mr. Naughton. Do you know of any at the moment that are worse ?

Mr. Mayne. I don't know of any that have only completed two.

Mr. Naughton. Are there any more down near that category?

Mr. Mayne. Not to my knowledge.

Mr. Naughton. Where in the audit cost reports submitted by Dis-

trict of Columbia Blue Cross is there segregated—if at all—the figures

for the outside audits ? Aren't all those figures lumped together ? Can
you pick out $22,000 from your report and show me where it is?
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I see $170,000 and I can't break it down.
Mr. OuLoosiAN. Well, a member of your staff and I reviewed the

form 1822, schedule 2. That is a form on which the intermediary re-

ports—on a monthly basis in the past, and in the future on a quarterly
basis—the amount of money it paid out to audit firms under sub-

contract to do provider audit work.
We reviewed the 1822's we had for District of Columbia Blue Cross

and I just now ran a quick total. The figure that I just cited—$22,500^

—

came from these reports.

Mr. Naughton. Can you tie those figures back into the interim re-

port?
Mr. OuLOOsiAN. No, there is no attempt to tie it in.

Mr. Fountain. Does the report show a breakdown or just a total

figure of $170,000?
Mr. Naughton. Well, the totals which make up the $170,000.

Mr. Jones. The interim report only shows a total for the provider
auditing line. There is no breakdown between cost incurred directly by
the plan and those incurred by outside firms.

Mr. Fountain. But you do get a breakdown eventually ?

^Ir. Matne. We get a breakdown from the actual report of the audit
activity by the subcontracting firm.

Mr. Naughton. You don't now have, in any kind of available form
that you could submit to us do you, a breakdown showing for each of
your intermediaries the amoimt of cost attributable to audit subcon-
tracts and the amount which is composed of in-house expenditures ?

I am not asking you to compile it, because it would be a terrific job

;

I am asking if you have it avaliable ?

]Mr. ^Iayne. We have not run, on an intermediary basis, this kind
of a tabulation.

Mr. Naughton. So while it may be possible

Mr. Mayne. We have the information, but it would require the

tabulation of some 5,000 of these 1822 forms.
Mr. JN'aughton. And as of this moment you just have no idea or you

don't know with any certainty how much of each intermediary's re-

ported audit costs are incurred by hired personnel and how much under
audit subcontracts ?

Mr. Mayne. We do not have a precise figure.

Mr. Naughton. It could be compiled eventually ?

Mr. Mayne. The issue is not overly significant in that we certainly

get into this when the review of the audit of the intermediary's cost is

made.
Mr. Naughton. Well, of course the ultimate figure is how much it

costs to conduct the audit, is it not ?

And this may be composed of expenditures that are incurred by
salaried personnel, maybe some computer time, and maybe auditors

hired or under subcontract. But you take all of these and include them
in the reported audit costs, and divide by the number of audits com-
pleted. When the audits are all completed, and the costs are all in, that

gives you an average figure which I think you cited as averaging sig-

nificantly under $3,200.

Mr. Mayne. These are the total costs of field audits conducted by out-

side audit firms, Mr. jSTaughton, as reported by the intermediaries, and
as will be verified on audit.
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Mr. Naughton. How many other intermediaries, to your knowl-
edge, prepare their own P.S. & E,. reports, or data similar to P.S. & R.
reports ?

Mr. Mayne. There have been a number of the Blue Cross plans that
have prepared this statistical data because it was part of their operation
w'hen they took over the responsibility for the program.
Mr. Naughton. Did you ask to do it—instruct them to do it?

Mr. Matne. No, we did not.

Mr. Naughton. Did you approve in advance their doing it?

Mr. Mayne. In certain instances, we said, since this was already
made a part of it, they could continue it.

Mr. Naughton. In how many instances did you grant such ap-
proval.

Mr. Mayne. I would have to review the record.

(Note.—As of the time the hearings were prepared for printing,

the requested information had not yet been supplied.)

Mr. Naughton. Did you grant such approval to the District of Co-
lumbia Blue Cross,

^

Mr. Mayne. I believe not.

Mr. Naughton. Let me ask you this—Do you or do you not prepare
in the Social Security Administration in Baltimore a similar report
without cost to the intermediaries which is provided to the interme-
diaries for their auditing purposes ?

Mr. Mayne. Yes, we do.

Mr. Naughton. Why don't they simply use that report and save
that $113,000?

Mr. Mayne. This gets into a long story.

Mr. Naughton. Well, for $113,000 1 think we can take a few minutes
to hear it.

Mr. Mayne. The issue gets into the whole problem of the prepara-
tion of this report, assembled on a national basis from the data we get

from the bills.

This represents, or did represent, to the Social Security Administra-
tion, a very substantial undertaking. The problems inherent in it are
the problems that are inherent in any volume process.

There are errors made along the line. Providers make errors in sub-
mitting the bills, even to the point of getting the wrong provider num-
ber on the bill. Errors are made subsequently.

So that when this material is put together in machineable form and
then is spilled out on a provider basis, we found at the beginning when
we first started this that we had a great number of problems.
On top of this is the real problem of the lag in the process. Strangely

enough, providers do not send a bill in the day the individual is dis-

charged. In the past, the average length of time for submitting a bill

from the provider to the intermediary has been over 19 days. In many
places, it has run over 40 days.

The intermediary must process the bills, it must in turn batch them,
get them under our procedures into Baltimore in certain form. This
takes perhaps an additional 30 to 40 days.

^

Then there is the problem of putting this through a punching opera-
tion, accumulating this on tape, and from the tapes producing a record.

So the lag is fairly substantial. There will be a certain number of
bills that will not be acceptable because of the errors in them. This
further interferes with the accumulation of accurate data.

48-611—70—pt. 1 13
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The whole process has then been one of trying to refine the activities

at each of the steps to assure that we get an accurate product, even
though there will be some differences when we come out with P.S. & R.
report.

Now, in the earlier period, there were judgments made that if some
of these plans that had the capability and were using it, were going to

carry it forward in their audit it would be appropriate to continue that

until such point as our system was perfected.

Mr. Naughton. So m effect they were duplicating what you were
trying to do ? But were they able to do it more expertly and correctly

than you were able to do it ?

Mr. Mayne. I have not reviewed their products, so I could not say.

Mr. OuLoosiAN. Mr. Naughton, may I add that we have a number
of intermediaries who are on what we call tape-to-tape billing.

Instead of sending us, the Social Security Administration, a hard
copy of the billings for our internal processing, they actually do all

the keypunching and tape preparation work and just mail us the tape.

I don't know offhand how many intermediaries are on tape-to-tape

billing.

Mr. Naughton. Is Blue Cross D.C. ?

Mr. OuLOOSiAN. I believe, and we can furnish it for the record subse-

quently, that D.C. Blue Cross is one of the intermediaries on tape-to-

tape billing.

Mr. Naughton. Mr. Mayne shook his head.

Mr. IMayne. I said I don't know.
Mr. Naughton. You don't know and Mr. Ouloosian isn't sure. Does

anybody know?
Mr. OuLOOSiAN. I believe it is on tape-to-tape billing. If it is, then

the preparation of the P.S. & R. would be a byproduct of the tape-to-

tape billing activity.

Mr. Naughton. Relatively cheap ?

Mr. Ouloosian. Yes.
Mr. Naughton. Why would it cost $113,000 ?

Mr. OuLOosiAN. Well, the $113,000—if that is the figure—^may be
the money they are spending in connection with the tape-to-tape
activity. In other words, douig all the key punching.
Mr. Naughton. Does anybody know how much—maybe it was

necessary because you couldn't turn out an accurate enough product

—

but how much does it cost the Social Security Administration to

prepare P.S. & R. reports?
Mr. TiERNEY. I don't know that we could give you a precise figure

on that without some study. It is a costly procedure, Mr. Naughton.
We have had—a figure in the back of my head—at one time 480 key-
punchers alone preparing this report.

It hasn't been a totally satisfactory product, for all of the reasons
that Mr. Mayne alluded to plus the fact that you have subsequent
credit sent in on bills, subsequent changes in bills.

We have the problem of settling with providers on the basis of a
fiscal year. They have bills received in 1 year, and they split the year.

It's been a very long hard preparation.
In the earlier stages, we sent this material out, and many intermedi-

aries found that it just didn't match the records of the hospitals and
wasn't a useful item.
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We think we are getting toward a very much perfected operation at
this time. In the meantime, as Mr. Mayne said, we did allow people
who have the data on hand on who had it in more usable form than
we were able to present it, to go ahead and continue that operation.
Mr. JSTaughton. But District of Columbia Blue Cross was not one

of those ?

Mr. TiERNEY. I don't know. Mr. Mayne said he thought not.

Mr. Naughton. Can you provide a list for the record of the inter-

mediaries for whom production of their own P.S. & E. report was
approved and your estimate, or figures if you have them, as to the
amount that it has cost ?

(The following information was subsequently supplied :)

Blue Ceoss Association,
Chicago, III, May 4, 1970.

Mr. Thomas M. Tieeney,
Director, Bureau of Health Insurance,
Social Security Administration.

Deae Tom : The following information is in response to your request to secure
specific P.S. & R. data on an individual Plan. All Blue Cross plans, pursuant to

Administrative Bulletins 34, 34A and 34B liave accumulated claim data following
the general rules put fortli in these bulletins. Examples of some of the payment
data recommended for storage would be : date of payment, days or visits, amount
paid, total charges, patient payment and type of claim. This data has been used
extensively by Blue Cross Plans in the areas of reimbursement and audit for the
purpose of sound financial control and to facilitate good accounting practices.

Eighteen of the plans as indicated by the attached exhibit have prepared
reports that contain many of the main ingredients of the SSA prepared by P.S.

& R. report. More specifically, this would include an itemization of departmental
covered service charges, coinsurance days, and net reimbursement amounts per
fiscal accounting period.

We appreciate this oppor*tunity to be of service and trust the information will

be of some assistance to you.
Very truly yours,

Bebnabd R. Teesnowski,
Senior Vice President, Government Programs.
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FINAL ADMINISTRATIVE COST PROPOSAL
HOSPITAL INSURANCE BENEFITS PROGRAM

cdiary's Fiscal Year)

OPERATION OR DEPARTMENT

PERSONAL SERVICES

OTHER COSTS TOTAL COSTSAVERAGE
MANPOWER COSTS

(a) (b) (c) (d) (e)

1. Executive

2. Beneficiary (Subscriber) Services

3. Claims

A. Claims Processing

• B. Utilization Review

4. Professional and Hospital Relations

5. Financial

A. General

B. Auditing Provider Records

6. Statistical

7. L''ata Processing

8. Office Services

9. Other (Specify)

S s s

10.

11....

17.

14.

15. TOTAL s r5
s

(a) Number of Bills Processed

(b) Unit Cost per Bill (15(e) - 16(a))

(c) Total Dollar Benefits Paid

(d) Ratio of Administrative Costs to Total Benefits (15(e) 16(c))

17. Distribution

January through June 19

July through December 1?

TOTAL

Previously Reported

(Form SSA-152 7)

t

$

$

Adjustment

(+ or -)

Cost Proposal

18. Remarks:

FORWARD THE COMPLETED FORM IN T

Social Security Administration

Bureau of Health Insurance

P.O. Box HIV
Baltimore, Maryland 21203

FORM SSA-1615

19. 1 certify to the best of my belief or knowIed;;e these data arc

accurate, complete and curre nt as of this date.

-E OF CER 1

Mr. Naughton. Now, you have indicateci one of the problems was
that the providers were late in submitting bills. The intermediary is in

no better shape if the bill hasn't come in than you are is he ? In other

words, a lot of these problems in preparing an accurate report, would
be just as much a problem for the intermediaries as for SSA, if they

emanate with the provider ?

Mr. Mayne. Yes, this is why I argued in favor of perfecting the

P.S. & E. report. The only difference in lag is a difference in trans-

mission time from the intermediary to us.
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Mr. Naughton. Was it your purpose in allowing these intermedi-
aries, in effect, to duplicate what you were trying to do, to expedite the
audit activity and get it completed more quickly ?

Mr. Mayne. Yes, sir ; that was our hope.
Mr. Naughton. It didn't do much to produce prompt auditing from

the District of Columbia Blue Cross, did it ?

Mr. JVIayne. Well, generating the data would not get the auditors
out in the field.

Mr. Naughton. If they were in no rush, why didn't they wait for
you to perfect the system and save the $113,000 ?

Mr. Mayne. That is a question you would have to ask them.
Mr. Naughton. Haven't you asked them ? Do you expect to pay the

$113,000?
Mr. TiERNEY. We don't have as yet an HEW audit report.

Mr. Naughton. I should say, have you already paid it? Do you
reimburse on the basis of interim reports ?

Mr. Mayne. Yes.
Mr. Naughton. Do you expect to get it back ?

Mr. Mayne. Well, we will get it back if the HEW Audit Agency
finds it an improper payment.
Mr. Naughton. Well, it wasn't approved, it duplicated what you

were doing, and it apparently didn't do much good based on the
audit results.

Mr. Mayne. Well, you are making an unusual judgment, sir, that
it didn't do much good, if you say that the development of statistical

data should have also assured that they would have been able to get a
subcontract with an accounting firm and carried on an effective audit
through the accounting firm. They are two entirely different things.

Mr. Fountain. I would like to say for the benefit of any representa-
tive of the District of Columbia Blue Cross, or any other plan, who
may be present, that we are not trying any individual organization,
except as the facts may have that indirect result.

We are simply picking those where the costs are high. We are

hopeful we will come out with a recommendation to reduce the cost

of medicare.
I think everybody realizes it is extremely high and I have already

reached a conclusion that this reasonable cost formula is ridiculous.

In my opinion, somebody is going to have to find a better formula than
that.

Mr. TiERNEY. As you may know, Mr. Chairman, the administration
is proposing and of course is discussing with the Ways and Means
Committee, and has been with the Senate Finance Committee, a new
method of reimbursement. I think the administration agrees with
yon.
Mr. Fountain. Dealing specifically with administrative costs, is it

true that the District of Columbia Blue Cross Plan has the hiarhest

average unit cost per bill processed of any Blue Cross plan in the

countrv ?

Mr. Mayne. I suppose you would need to look at all of the period
involved. I would like Mr. Jones to give me a figure for the fiscal year
1969.

Mr. Jones. For the 1969 fiscal year, they had the highest cost of any
Blue Cross plan.
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Mr. Mayne. In the first quarter of 1970

Mr. Fountain. Excuse me—^how much higher ?

Mr. Jones. Well, their unit cost was $5.56 for fiscal 1969 and the
average for all of the part A intermediaries excluding provider audit-

ing was $3.46.

Mr. TiERNEY. Is that for comparable sizes ?

Mr. Jones. $3.46 was average for all partA intermediaries.

Mr. Naughton. For the Blue Cross plans alone, what figure do you
have as the average?
Mr. Jones. For the Blue Cross alone, the average is $3.45.

Mr. Naughton. Does that include Blue Cross National Association ?

Mr. Jones. Yes.
Mr. Naughton. If you include just the plans, it comes to $3.43 ?

Mr. Jones. $3.25.

Mr. Fountain. I have a figure indicating that for the last 6 months
of 1969, District of Columbia Blue Cross reported costs per bill ex-

cluding audit averaging $6.84. Is that right ?

Mr. TiERNEY. The last 6 months of calendar 1969 ?

Mr. Jones. I have the data for the first half of the current fiscal

year—$6.56.
Mr. Fountain. $6.56?
Mr. TiERNEY. That would be the last 6 months of calendar year

1969.

Mr. Naughton. Is that a revised report? Didn't they submit $6.84?

Mr. Jones. I understand they have prepared a revised report, but

we have not received it.

Mr. Naughton. What is the latest ?

Mr. Jones. $6.56.

Mr. Naughton. What is the date on that ?

Mr. Fountain. Do you have July-September 1969 figure ?

Mr. Jones. That is $6.56.

Mr. Mayne. Excuse me, sir.

Mr. Fountain. I have a figure of $5.62 for July-December 1969.

Mr. Mayne. $5.62 is correct for the first fiscal quarter, July-Sep-

tember.
Mr. Fountain. And for July through December, $6.84 ?

Mr. Mayne. The initial report received for July-December 1969 re-

flected a unit cost of $6.56.

(The amended report referred to above reflected $5.68.)

Mr. Fountain. How does that compare with the average cost of

the bills processed for all Blue Cross plans—I believe you already

told us that.

How does the average production per man-year, that is, the average

number of bills processed per employee, for the District of Columbia

Blue Cross compare with the national average ?

Mr. Mayne. They have a low man-year production. Looking at the

first fiscal quarter of 1970, their production per man-year was 1657.

This compares to a figure of 2,786 for their group.

I think it is important to treat these in a group rather than the total,

since the smaller plans do have—as far as our work is concerned-

different kinds of problems from the very large ones.

The figure for the Blue Cross system is 2,975, and for the Nation

is 2,773.
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Mr. Fountain. When you say Nation, you mean all Blue Cross
plans ?

Mr. Matne. Blue Cross and commercials.
Mr. Fountain. When did you first become aware of the fact that

the District of Columbia Blue Cross administrative costs were ex-

tremely high as compared to those for other Blue Cross plans ?

Mr. jVIatne. Well, I suppose we could go back into the early part
of 1968. Certainly indications had been present before, but in bringing
the issues into focus, we started in May of 1968 with a meeting with
them to determine the problems, see what could be done about the
high administrative costs, and the low productivity.

And this was followed up by a continuing dialog, both with the
plan and with Blue Cross Association. So that we have a record that

would indicate in July of 1968 we corresponded with the Blue Cross
Association on this issue, that we had in October of that year a visit

to the Blue Cross plan, and that from that point on we have had a

series of exchanges, attempting to get at the problem and reduce the

cost.

Mr. Fountain. Do you think you have been able to get any fruitful

results ?

Mr. ]\L\YNE. AYell, certainly the record would say that the costs have
not decreased. I tliink the basic problems are the ones that have been
identified—the productivity, and the number of people that are used
in the operation. I believe that some work that is being done by both
the plan and Blue Cross Association in changing the system, in re-

ducing the manual operations, and getting more into a computerized
operation, which should indeed be productive.

All these things have been developing over this period of time.

]Mr. TiERNEY. I think there are two very basic elements to this thing,

Mr. Fountain. One is the average manpower they use. Because of their

manual operation they are roughly double the average manpower
employed in plans of comparable size and comparable operations.

The other obvious factor involved is that their salary costs are very
high, so when you have double the manpower at a very high salary

level, this is the reason for their high unit cost.

They are, as Mr. Mayne says, now engaged in attempting to con-

vert to the so-called Blue Cross Association Model A data processing
system, and over the long pull that would, I believe, make a very
marked difference in their operating expenses.

Their average salary—with the exception of one other plan—is the

highest for plans of comparable size—$7,333 for the July-Sept. 1969
period.

Mr. Fountain. Have any other efforts been made, other than the
ones you have already explained, in attempting to understand just

why the administrative costs of the District of Columbia Blue Cross
are so high, as compared with other Blue Cross plans ?

Do you ever pick up the telephone and say, w^hat in the devil is going
on down there ? Your costs are mighty high. How about checking them ?

Mr. TiERNEY. We do a lot of that, Mr. Fountain. It doesn't show
on the record, but we are great telephoners.
Mr. ^Iayne. That has been done with the plan and with the Blue

Cross Association. As I indicated, we have quite a record of corre-

spondence on this. So it is not that we have been unaware of or have
not turned to the channels that were appropriate to us.
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Mr. Fountain. Have you at all times received full cooperation from
officials of the District of Columbia Blue Cross plan ?

Mr. ]\iATNE. There have been one or two instances when we did not
receive full cooperation. We made an issue of this with the prime
contractor and the matter was straightened out.

Mr. Brown. Who is the prime contractor ?

Mr. Matne. Blue Cross Association.
Mr. Brown. In Chicago ?

Mr. Mayne. Yes.
Mr. Fountain. Give us the details on that.

Mr. Mayne. We had arranged for a meeting with the plan to dis-

cuss the problems of high administrative costs. The arrangements we
felt were firmly made, and the object of our visit was clearly

determined.
When the time came to make the visit, some plan personnel felt

that the purpose of the visit was not completely identified in the com-
munication that they had received, so they refused to cooperate.
Mr. Fountain. Refused to allow the personnel to review the

operations ?

Mr. Mayne. Or with such limitations that there was no point in

going ahead with the visit. That was when we first picked up the phone
and then sent a letter and said, under the terms of the contract, we
expected that this visit would be made or that we would expect that

we would have to take action to terminate the agreement.
Mr. Naughton. That refusal was considered by the persomiel in-

volved to be a breach of the contract, was it not ? In other words, the

SSA personnel went down to review the operation—they thought
they were going to—and when permission was refused for them to

try to find out why it was costing so much, they considered that a

violation of the contract sufficient to justify termination ?

Mr. IVIayne. A continued refusal would be justification for termina-

tion of the contract. Under the provisions of the contract the Secre-

tary has the right to inspect.

Mr. Naughton. What recommendations did that team make as a

result of their abortive visit ?

Mr. Mayne. What recommendations did they make to whom ?

Mr. Naughton. To the Social Security Administration, for action

to follow up and try to get these costs in line, when they came back
to the office after having been refused permission to review the high
cost operations of Blue Cross.

Mr. Fountain. What was their report ?

Mr. Mayne. The report was that they couldn't get in and naturally

they would feel like anyone in that circumstance, that some steps

should be taken to arrange for them to get in and that the terms of

the contract be carried out.

Mr. Naughton. Didn't they make three specific recommendations?
Mr. Mayne. The team ? On coming back ?

Mr. Naughton. Yes. Who in your shop is familiar with what is

going on at District of Columbia Blue Cross? Do you have anybody
who has been following the situations and knows what has been going
on down there ?

Mr. Mayne. Well of course we have, sir. We have a contract

administrator.

Mr. Naughton. Is he here ?
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Mr. Mayne. He is not here.

Mr. Naughton. Is there somebody here who recalls these three

recommendations ?

Mr. Mayne. We will be glad to get those for the record.

Mr. Naughton. Well, we told joa before the hearing today that

one of the specific purposes was to get all the information we could
as to why the cost of District of Columbia Blue Cross is so high, and
what has been done in trying to get them down.
Mr. TiERNEY. Do you have a copy of the recommendations, Mr.

Naughton ?

Mr. Fountain. Let's put it in the record and then they can supple-

ment it or refute it.

Mr. Naughton. I have notes indicating the sense of the

recommendations.
Mr. TiERNEY. We will be glad to give you a copy of whatever

recommendations were made.
Mr. Naughton. This is a report of September 10, 1968, on the meet-

ing with District of Columbia Blue Cross at which SSA personnel
were refused permission to review the medicare operation. And the
recommendations in this report are as follows

:

Kecommendation No. 1—^the action taken by Mr. Gamble—and Mr.
Gamble is or was the assistant director of Blue Cross who actually

refused permission

—

The action taken by Mr. Gamble should be considered as a breach of contract
justifying termination of the carrier agreement with Medical Services of the
District of Columbia, and the subcontract bet^Yeen BCA and G-HI.
Recommendation No. 2. Since budget approval has not been issued for GHI

beyond the first quarter fiscal year 1969, consideration should be given to

requiring the Plan to submit monthly invoices with proper narrative. These
invoices, upon approval by SSA, would be paid by SSA, not BCA. If any in-

voice is received with incomplete narrative or improper entries, the invoice
should be returned to the Plan and no payment should be authorized until all dis-

crepancies have been remedied. When action to reduce costs has been taken by the
Plan and is satisfactory to SSA, the normal budgeting process could be re-

sumed. Consideration should also be given to changing Medical Services of the
District of Columbia to this method of reimbursement.
Recommendation No. 3. A special team be organized by SSA to do a complete

study of the operations of both GHI and MSDC, to determine why the costs are
as high as reported, and to recommend action to be taken by GHI and MSDC
to correct the situation. Return all reports to BCA or GHI and MSDC if they
are not mathematically correct, accompanied by properly detailed narratives,
or are in any other way unacceptable. Require submission of interim expenditure
reports on a monthly basis, rather than the quarterly basis.

Those are the recommendations. What action was taken ?

Mr. Fountain. Who made those recommendations ?

Mr. JSTaughton. These are made by the team who were down at the

District of Columbia Blue Cross from the Social Security
Administration.
Mr. Fountain. And to whom ?

Mr. Naughton. I assume the report went to Mr. Mayne through
channels.

The participants from SSA were Tom Bair, Bureau of Health In-

surance, regional office, which I guess is in Charlottesville. Len McosM,
Baltimore, Contract Administration Branch, Division of Intermediary
Operations, and Don Posen, Social Security Baltimore, Contract Fi-

nancial Management Branch, Division of Intermediary Operations.
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Mr. FouNTAiJs^. These recommendations were made to you, Mr.
Mayne ?

Mr. Mayne. They were made to me. Those are my employees with
the exception of Tom Bair.
Mr. Fountain. What action did you take ?

Mr. Matne. The first step was to go to the prime contractor, as I
described a^yhile ago, and I first called and said, we have this situa-

tion, which is extremely serious. This has to be straightened out or we
will have to take the steps required under the contract for termination.
The response from Blue Cross Association was, of course, we don't

condone this at all, we will get this straightened out right away. So a

letter was sent

Mr. Fountain. What was the date of that call, approximately ?

Mr. Mayne. I don't have the date of the call, but probably the next
day after the team got back.
Mr. Fountain. What w^as the date of the report of the team ?

Mr. Mayne. September 10, 1 think.

Mr. Naughton. September 10, 1968.

Mr. ^Iayne. So we did arrange for a clear understanding as to what
was to be done, and we then sent a team in and that team developed a
report and made an analysis.

Now as to the other parts of the recommendation, it seemed appro-
priate to wait on what a visit w^ould produce. As far as the second
recommendation made, this certainly was one that would be made
by an individual who felt there ought to be some way to get control of
it. But the recommendation would have exceeded the legal authority

that we have under the terms of our contract. We could not have car-

ried out the kind of approach that was proposed.
Certainly it is appropriate that the team make suggestions, but as

with any suggestion or reconunendation made by people in an orga-
nization, there have to be judgments up the line as to its appropriate-

ness.

Mr. Naughton. You indicated, Mr. Mayne, that you did send in a

special team ?

Mr. Mayne. Yes, we sent in a team.

Mr. Naughton. Who were the members of that special team ?

Mr. Mayne. I don't have that here, but I will furnish it.

(Members of the team Avere Don Posen, David Walker, Len Nicoski

and Tom Bair.)

Mr. Naughton. Was tliis a special team or was it the normal con-

tract performance review that you make for all intermediaries ?

Mr. Jones. We had both a contract performance review and also

a special team went in, and the special team was looking primarily at

the cost.

Mr. Naughton. Did they file a report in addition to the contract

performance review report ?

Mr. Jones. They did file a report, sir.

Mr. Fountain. When was that ?

Mr. Jones. They filed a report in February 1969.

Mr. Fountain. What is the substance of that report ?

Mr. Jones. The plan officials were cooperative in terms of making
procedures and cost data available. However, the team was still not

satisfied that the cost as shown by District of Columbia Blue Cross

was justifiable.
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Mr. Fountain". Did they make any additional recommendations ?

Mr. Jones. They did recommend that there was a need for basic

and in-depth cost analysis on the part of the plan.

Mr. Fountain. What was the date of that ?

Mr. Jones. This report was filed in February 1969.

Mr. Naughton. At that point, I think it should be pointed out that

we have been talking in terms of a $6.50 unit cost for the last 6 months
of 1969, which I am sure is by far the highest for any Blue Cross plan.

And perhaps double the average for all Blue Cross plans or close to it.

Now, if—as has been earlier suggested—some of the $170,000 in audit
costs reported are actually administrative costs, that is going to raise

the unit cost even higher, is it not ?

In other words, if you transfer some costs from the audit costs in

order to reduce the astronomical audit cost figure that you have, it is

toing to further increase an already astronomical administrative cost

gure?
Mr. Jones. We estimated that approximately $53,000 of their cost

for the last fiscal year was incurred in connection with assembling
data comparable to that included in the P.S. & E. reports.

Mr. Naughton. "Which duplicated something you were doing in

Baltimore ?

Mr. Jones. In terms of a unit cost, that would add 81 cents to the
unit cost in fiscal 1969.

Mr. Naughton. At the time of the first review, in September 1968,

what was the level of the unit costs ?

Mr. Jones. In fiscal year 1968, their unit cost was $5.92.

Mr. Naughton. And after all this concentrated effort that has been
described by the Blue Cross Association and by Social Security Ad-
ministration, it has increased substantially, has it not ? In other words,
you have not succeeded in accomplishing a reduction ?

Mr. Mayne. I wonder, Mr, Jones, would you give the figures for

all intermediaries for 1968 and 1969, and the first half of 1970 ? I think
we had better bring this into perspective, if you have the unit cost

figures.

The point I am trying to make, Mr. Chairman, is that there have
been increases in cost in the last year for practically all of the inter-

mediaries because of the requirements that we have placed upon them
in the area of utilization review and utilization control. So that you
are not comparing exactly the same thing in two different years.

Mr. Jones. For fiscal 1968, Washington, D.C., $5.92. The total for

the Blue Cross plans, excluding BCA, was $2.79. The total, including
BCA, was $2.93. And the total for all part A intermediaries was $2.98.

For 1969, fiscal 1969, Washington, D.C. was $5.56. Total for all

Blue Cross plans, excluding BCA, was $3.25. The total including BCA,
was $3.45. And the total for all part A intermediaries was $3.46.

Mr. ISTaughton. Are you satisfied that you really know the cause of
these high costs down there ?

Mr. TiERNEY. I think the figures and all of the data we have pre-
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sented to you and to the chairman, Mr. Naughton, indicate the very
basic problems. If you have double the manpower of comparably sized
plans with which you are comparing administrative costs, and you are
paying the highest average salary of any, this, almost of itself

Mr. Naughton. Is it true that the president of the District of Co-
lumbia Blue Cross gets $65,000 a year?
Mr. TiERNEY. I haven't any idea.

Mr. Matne. I don't know.
Mr. Naughton. Well, would your audits show the salaries paid?
Mr. TiERNEY. That would be determined by the HEW Audit

Agency, because all overall expenses are allocated between medicare
and non-medicare and the Audit Agency would determine the appro-
priateness of the salary and the amount allocated.

Mr. Naughton. It has been stated that high salary costs is one of the
reasons for high costs. I am trying to find out what the executive
salaries are and how much is charged to medicare.
Does anybody at Social Security Administration know whether or

not the president of Washington, D.C. Blue Cross gets $65,000 ?

Mr. TiERNEY. No, we don't have an audit of their operation as yet.

It's been completed and submitted to them for comment. We haven't
received the report.

Mr. Naughton. So you don't know whether or not he does, and if

he does, how much of it may be charged to medicare.
Mr. TiERNEY. If there is too much in there, it will be taken out, so

these figures will thereby be reduced.
Mr. Naughton. What is the average level at which they start clerks

who do the processing of bills ?

Mr. TiERNEY. I don't have that information.
Mr. Naughton. It has been stated that high turnover was one of the

problems. It seems to me that to ascertain what the problem is, you
have to see what the salary levels are, who is getting it, and how well

they are performing.
Mr. TiERNEY. They have a very high rate of turnover. In some

periods it has exceeded a hundred percent. I don't know whether this

is common to the Washington scene. You have a large clerical opera-

tion, a largely female operation. I am sure the turnover is a problem
everyplace in this area. I don't know whether we have the starting

salary figures.

Mr. Naughton. Could you find out and provide it for the record,

what the starting salary is for a clerk down there, and what the going
rate is for the president also ?

Mr. TiERNEY. Certainly. I should say, what they decide to pay the

president is their own business. How much is allocated to medicare is

ours.

Mr. Fountain. You have to know in order to determine how much
would be allocated ; don't you ?

Mr. Naughton. Let me say it is the Government's business how
much of the salary would be charged to it, and as a subscriber, I have

a little personal curiosity.
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(The following information was subsequently provided:)

The starting salaries for a clerk at Washington, D.C., Blue Cross vary, depend-
ing upon responsibilities assigned to various grades of clerk.

Starting salaries for various classifications of clerks of District of Columbia
Blue Cross are

:

Starting an-

Grade : nual salary

2
*

$4, 476
3 4,812
4 - 5,148
5 5,484
6 5,832

The annual salary of the president of Washington, D.C., Blue Cross is $45,688,
plus an estimated $12,600 of fringe benefits consisting of the plan's share of
social security contribution, bonus, life insurance, retirement, and the use of an
automobile.

Mr. Fountain. Does the Blue Cross Association have the respon-
sibility under their contract for taking action to achieve a satisfactory

level of performance by the local groups?
Mr. TiEKNEY. Yes, sir ; that is their prime responsibility. Our prime

contract is with Blue Cross Association, and among the obligations

that they assume under that contract is to supervise the quality of
performance of the subcontracting plans.

They then subcontract out. And the plans of course understand that
obligation. I think you have in your files copies of samples of both
the contract and subcontract, with the various functions which have
been assigned to them, and it's a BCA obligation to see to it that they
perform those functions properly.

Mr. Fountain. Mr. Mayne, have you had any contact with the

Blue Cross National Association in connection with the District of
Columbia operation ?

Mr. Mayne. Yes, sir.

Mr. Fountain. What action did you get from them?
Mr. Mayne. They have sent people in there. They have had an

analysis of their operation with the proposal that they find a way to

solve their clerical problems by much higher computerization. They
have definitely been involved heavily with the plan.

Mr. Fountain. They have been concerned with the high adminis-
tration costs also?

Mr. Mayne. Yes.
Mr. Fountain. Before yielding to Mr. Brown, and any questions he

might have, I would like to ask what further action, if any, you do
intend to take with respect to the situation in District of Columbia
Blue Cross?
Mr. TiERNEY. Mr. Fountain, as I told you, in the course of the last

year we had issued appropriate notice to all intermediaries of an
intention not to renew existing contracts. The contracts come up for

renewal on July 1. We have begun a series of negotiations with the
Blue Cross Association with regard to their basic contract, and of

course the subcontracting plans.

We are just as deeply concerned about this situation, sir, as you are.

And we will be trjdng to reach a judgment as to whether or not there

is hope to salvage the operation, and the money that has been spent.

One of the great difficulties, if I may, sir, is this thing, of saying,

"Well why don't you terminate a carrier or an intermediary "
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Mr. Fountain. That was the next question I was going to ask.

Suppose you terminated the contract with District of Columbia Bkie
Cross—what would be the result ?

Mr. TiERNEY. We would have to find a new intermediary and the
new intermediary would have to establish new relationships with the
hospitals, they would have to establish their own process, they would
have to hire their own personnel and find their own space, and hope-
fully, because of a past record of better performance elsewhere, you
come out with a better performance. But it's an extremely painful
transition.

Our hope to date has been that we could improve the performance
of this intermediary and bring down its cost and get it on an acceptable

level. If we become convinced we can't, we will make the change, but
when we make the change, things are going to be pretty rough for

awhile. We have had the experience of changing carriers in a couple
of areas, and it finally w^orks out well, but you go through some tre-

mendous traumatic experiences in the process. And you never know,
of course, whether, just because somebody has performed well in one
part of the country, they are not going to face serious problems in

another.

This is one of the limitations that concerns us, frankly. This is our
ultimate weapon, to terminate a contract, and it is a kind of overkill

in many ways.
Mr. Fountain. It may not be the best weapon. Mr. Brown ?

Mr. Brown. What are the other choices in District of Columbia?
Mr. TiERNEY. Well, another choice in District of Columbia, as far

as the Blue Cross side is concerned, would be for BCA to bring their

own personnel in and attempt to operate on a subcontracting basis.

The other thing would be to turn to commercial companies who have
been acting as intermediaries—Mutual of Omaha, for example, repre-

sents five hospitals and some 15 extended care facilities in the area. So
they have more experience in the area than any other commercial car-

rier at this time, but whether or not they would be the one, the more
logical selection, I don't know, Mr. Brown.
Mr. Brown. Your basic contract with reference to District of Co-

lumbia Blue Cross then is written with Blue Cross in Chicago, is that

what you are suggesting ?

Mr. TiERNEY. That is true of all plans. We made a prime contract

with BCA in Chicago. They in turn have subcontracted to the oper-

ating plans. That is the only situation in which that occurs, because

in the case of the other intermediaries, obviously you are just dealing

with one entity. Here we are dealing with literally 74 separate en-

tities; rather than having contracts with each one of them, we make
a prime contract with their national organization.

Mr. Brown. Have you had any indication of anyone else in the Dis-

trict of Columbia area, in the District of Columbia, who would be in-

terested in being the intermediary in the District of Columbia?
Mr. TiERNEY. We have talked, frankly, Mr. Brown, with other car-

riers and intermediaries both, about the part A and part B perform-

ance. We have been talking here about the part A performance this

morning. We have had similar problems in District of Columbia with

the Blue Shield organization.
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And frankly, at this time we are trying to reach a final judgment on
whether or not we will make a change there. So we have of course in
that process talked to other carriers and intermediaries.

Some have said "No," they are not equipped to take on further
responsibility. But others have indicated an interest in doing so.

It's a little difficult to replace Blue Cross with a commercial be-
cause commercial availability is limited on the intermediary side

—

first of all you have the nominating procedure of intermediaries. The
hospitals have the right to nominate an intermediary and unless the
Secretary finds that this is not in keeping with effective and efficient

administration, he is to accept those nominations.
Now we would have to go through that whole procedure in termi-

nating the Blue Cross plan in the District of Colimibia, go to the hos-
pitals and home health agencies and extended care facilities, and say,,

whom do you nominate, and find out if that organization was capable
of taking it on, and go through that procedure.
Mr. Brown. Who has the leverage in this connection? Is there a

risk that if you went into an area and asked the hospitals to nominate
somebody for intermediary, and they nominated someone that was not
acceptable to the Social Security Administration, the hospital might
drop out of the operation, and not accept patients under the medicare
system?
Mr. TiERNEY. Conceivably that could happen, but it would be

farfetched.

Mr. Brown. So really it's the other way around, that while they
nominate someone, SSA can literally go in and say you take so and so

as your intermediary or else.

Mr. Tierney. That is an interesting legal question at the moment,
Mr. Brown. We certainly have the right to say "no," we won't accept
that nomination, make another one. And keep making them do that
until they come up with the right one. But these doesn't seem to be any-
thing in the law that says the Secretary may impose them upon an
intermediary.
They have the right to deal directly with the Social Security Ad-

ministration if they so choose.

We do have a technical amendment in the present proposed legisla-

tion that would allow the Secretary to appoint an intermediary just as
he appoints carriers, and remove this nomination procedure.
Mr. Brown. What is the distinction between an intermediary and

carrier ?

Mr. Tierney. On the part B side, the same fiscal agents for some
strange reason are called carriers. On the part A side, they are called
intermediaries.

Mr. Brown. I am sure I understand that, but I will have to think
about it.

Mr. Tierney. I am not sure I understand it, but it was written into
the law.

Mr. Fountain. It must have been lawyers who wrote it. Being one,
I know how different it sometimes is.

Mr. Tierney. At that time frankly, I think it had some significance.

People were talking of carriers as being people that really underwrote
programs, a la the Federal employee health pro-am, and they made
quite a fetish about wanting to be known as carriers.
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Mr. Browx. If I may, it seems that the choice that you liave is find-

ing a new intermediary/carrier, or winding up eventually with the
Social Security Administration taking on this responsibility them-
selves, isn't that about it ?

Is that what Ave are getting to in this discussion ?

Mr. TiERNEY. If we make a judgment to cancel the present arrange-
ment, we obviously have to find a new intermediary/carrier, or they
will deal directly with us. But I would hope that wouldn't represent a
trend across the country, Mr. Brown. But those are the only
alternatives.

Mr. Brown. Well, let me ask a background question. How long has
there been a wide variety of choice in this intermediary activity ^

It seems to me that we have a business here, or an adjunct of private
enterprise which is relatively new. Is that a fair statement or not ?

Mr. TiERNEY. Yes, there is no question. You mean this role ?

Mr. Brown. The role of doing the checking, record keeping, the
billing procedures and so forth of hospitals. How long has there been
such a thing as an intermediary or carrier in the whole field of insur-

ance coverage hospitalization expenses ?

Mr. TiERNEY. Well, to the extent that they are performing the func-
tions under medicare, I would have to say 4 years, since its inception.

Before medicare, commercial insurance companies of course ap-
proached health insurance on the basis of indemnity payments largely.

They would pay so many dollars when you were in the hospital, or so

many dollars toward X-rays and drugs and so forth.

The Blue Cross plans of the country had had a long tradition of cost

reii^Libursement And they therefore had more experience in the con-
cepts of receiving cost reports and going over them and making cost

settlements.

Mr. Brown. Separate that out in terms of time. How long has Blue
Cross been doing a cost reimbursement business?

Mr. TiERNEY. I think ever since its inception, which was in the

early or midthirities. But in the first place. Blue Cross didn't really

blossom into much of an entity until the automobile labor-management
negotiations in 1948.

Mr. Brown. So a total history of 25 or 30 years.

Mr. TiERNEY. Even then, I think I should point out to you that all

of the Blue Cross plans didn't pay on a cost basis. Many paid on a
charge basis. So that with that correction, you are right. From 1948 on,

this type of hospital payments was being made on a large scale.

Mr. Brown. All right, now, what about other companies? How long-

have other companies besides Blue Cross-Blue Shield been in a total

cost payment basis or method ?

Mr. TiERNEY. With the exception of some group health associations,

none of the commercial companies had ever been in a cost-reimburse-

ment program. They just didn't reimburse that way.
Mr. Brown. Until medicare ?

Mr. TiERNEY. Yes, sir.

Mr. Brown. So we are talking about a 4-year liistory here of this

whole field, except for the Blue Cross-Blue Shield operations ?

Mr. TiERNEY. Yes, sir.

Mr. Brown. Do you have the information to compare the oi)eration

of the District of Columbia Blue Cross operation with reference to

48-611—70—pt. 1 14
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medicare and its auditing of hospital costs that are not medicare-
related hospital costs ^

Mr. TiERXEY. For its own purposes ?

Mr. Brown. For its own purposes.

Mr. TiERNEY. We have that information from reports the}^ issue

and we issue. I don't know that I have it here, sir.

Mr. Brown. How do the}- compare? Are they expensive or above
average with reference to medicare auditing, and average or below
average with reference to auditing of other hospitalization costs,

or are they also above average with reference to other hospitalization

costs ?

Mr. TiERNEY. I don't think the}^ do tlie same type of auditing in

their own business as in ours. Theirs is a much simplified approach. In
tlie overall, if you wanted to look at it from a point of view of ratio

of administrative expense to benefit payments, they do the job for us
for 1.87 perceiit of the benefit payments. That is the ratio between
their administrative expense and the benefit payments.

I would have to get you the precise figure on their own business,

but I would assume it would be in the neighborhood of 5 percent, which
is about the District of Columbia average unless it substantially ex-

ceeds the average.

But, of course, in that figure, Mr. Brown, you have sales and adver-

tising and promotion and all kinds of things that we don't recognize

as costs, because they are not necessary costs for our program. But I

would also assume, without knowing, and I will get you the figures

from their own reports, that if the}^ are high cost because of this

manual operation and their levels of salaries, they would be high cost

in their own business as compared to other plans.

^Ir. Brown. Unless they were loading
Mr. TiERNEY. Yes. sir.

Mr. Brown (continuing). The cost into the medicare/medicaid
program, which is the issue, of course, I am trjnng to get an answer to.

In other words, if the District of Columbia operation of Blue Cross
is simply an inefficient operation, not onl}^ with reference to SSA
programs but also with reference to its own operation, that is one
thing, and perhaps justifies a change if you can find anybody who is

going to be more efficient, although I have learned from painful

experience that there are a lot of things in the District of Columbia,
including the Federal Government, that aren't terribly efficient.

But it is something else if they are loading the costs into SSA, and
maintaining a relatively lean and efficient operation wath reference to

their own costs.

Mr. TiERNEY. If they are making an effort to do that, it will cer-

tainlv be picked up by audit and disallowed.

T do have a figure for calendar year 1967 from the Blue Cross

Association. Their operating expense as a percent of earned subscrin-

tion income, was 6 percent as against a Blue Cross average of 5.4

percent. So they are high. But not proportionately to the figures we
are talking about.

ATr. Brown. But we are not talking about the same things, are we ?

Mr. TiERNEY. 'No.
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(The following statement was subsequently supplied for the record :)

During the hearing we only had readily available calendar 1967 data on
District of Columbia Blue Cross' operating expenses as a percentage of earned
subscription income. Financial data issued by BCA in the publication '1969 Blue
Cross and Blue Shield Fact Book" shows District of Columbia Blue Cross

calendar 1968 operating data (latest published) to be 4.9 percent as against an
average percentage for all U.S. Blue Cross Plans of 5.7 percent.

We believe that Mr. Tierney's testimony, with the addition of tlie above insert,

fulfills Mr. Tierney's commitment to Congressman Brown. We have no other

data regarding the operating expenses of Blue Cross plans in connection with
their own private business.

Mr. Naughton. When you make a comparison on the basis of

dollars spent, doesn't the District of Columbia operation have a

built-in advantage in that the average hospital bill in the District of

Columbia under medicare is substantially higher than the average
bill elsewhere in the country ?

Mr. TiERNEY. That is right.

Mr. Naughton. Like $400 or $410, to something like $325 ?

Mr. Brown. Which would indicate people in the District of Colum-
bia area are either a lot sicker or the hospitals are a lot less efficient ?

Mr. Naughton. It doesn't cost any more to handle a bill when the

cost is $75 a day than $50 a day, but it makes the cost a smaller

percentage.

Mr. TiERNEY. I agree. The ratio depends on the level of both

operating expenses and hospital expenses and in Washington, D.C.

hospital expenses are very high.

Mr. Brown. If I may just go ahead and pursue this point for a bit.

Given the fact that this is a recently developed area of activity, and
given some of the other things that have come out of this hearing and
other hearings in the medicare program around Capitol Hill over the

last couple of months, it seems to me that either we have to assume that

Uncle Sam is going to undertake this kind of auditing and licensing

and federalization of approval of hospitals, or we are going to have to

find a method to provide for a continual check on the efficiency of the

operation of those who do have the responsibility of auditing the

intermediaries and carriers, and those who have a responsibility for

the safety and efficiency of the operation of hospital care, nnd so

forth.

Now, have you any comment as to whether there is competition in

this field that is practical? You suggested a moment ago that the

largest stick you could use, or the most efl'ective stick you could use

would be to threaten—in the case of Blue Cross, and a national con-

tract would complicate that fact—to lift the contract with them and

turn it over to someone else.

How much of a threat is that? Are there other entities knocking iit

your door or beating a path to your door to take o\er this

responsibility ?

Mr. TiERNEY. They are not knocking at the door. I think there are

very fine companies which would be glad to assume this resjM)nsil)ility.

I think you are putting your finger on something that con:^i(leration is

being given to by both the Ways and Means Committee and the Senale

Finance Committee.
. ,

These contracting agencies, the carriers and intermediaries, under

the law are to operate on a no-profit, no-loss basis.
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Mr. Browx. We discussed that earlier, and it seems to me that if

part of their responsibility is to see that the hospitals in the area
operate as efficiently as possible, I am not sure that no-profit, no-loss

basis makes sense.

If you can get them to beat down hospital costs in some way, it might
be appropriate to make a profit in the process in the interest of hold-
ing down the total cost of the program. I understand that is the way
it is to operate, so let's go on from there.

Mr. TiERNEY. Is there really competition? Other than professional

pride, and not wanting to be pointed out as one of the guys in the

black hat; no, sir, there isn't really effective competition, because it

isn't a case of putting it out to bid; or rewarding whoever does the
most excellent job or penalizing; whoever does the poorest job. You
are always going to have a range.

Mr. Brown. What Avould be the advantage, for instance, to Mutual
of Omaha or Aetna in taking over the operation of the auditing and
other intermediary/carrier responsibilities in the District of Colum-
bia? Is there any ?

Mr. TiERXEY. First of all, they would get a lot of free advertising-

out of tlie initial announcement, I suppose. But otlier than that, to the
extent that it enhances their position in the health field; to the extent

that perhaps by taking on another operation—Aetna operates, for ex-

ample, as a carrier now in five States; if they were to take on another
o])eration in the District of Columbia, it might, for example, give

them a basis for increasing their computer capacity that would be
more effective and efficient, not only for medicare, but also for their

own private business.

But it gets difficult, Mr. Brown. I think the original role—many
of these people thought, gee, there is going to be a wonderful thing, a

Government stamp of approval that we are going to act as an agent
of the Government in administering a health program.
As the program has matured and their role has become one not of

being the bountiful supplier of funds, but rather the policeman in the

act, the one going around taking a long, hard look at utilization, costs,

turning down cases. Some of the companies are beginning to wonder,
"Is this enhancing our public image, or not ?''

Mr. Browx. There is the possibility they would spread added costs

of the company over this part of their operation; isn't that true? In
other words, talking about the president's salary in Blue Cross, Dis-
trict of Columbia, they Avould save a little bit of their overhead costs

that their other customers Avould not have to pay?
Mr. TiERXEY. To the extent you can allocate those costs, I agree with

Mr. Browx. If you were big in this field, in terms of what you were
doing for the Social Security Administration, you would have less ad-

ministrative costs that would have to be borne by your private sub-

scribers and vou mio;ht enhance your competitive position, might vou
not?
Mr. TiERXEY. Yes ; to the extent that you have fixed overhead costs,

some of which you can appropriately allocate to medicare.
Mr. Bro^vx. Keally, the only dollars-and-cents advantage that I can

see is the distribution of fixed overhead costs, because if you have var-

iable costs

Mr. TiERXEY. You just get those back.
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Mr. Brown. It's a tradeoff. No advantage.
Mr. TiERNEY. Right.
Mr. Brown. So the opportunity to share fixed costs is about the only

thing.

The loss of promotional advantage becomes more significant the
more significant the role of the intermediary carrier is in enforcement,
is that correct ? Is that what you just said a minute ago ?

Mr. TiERNEY. Well, yes, I think to the extent that a company might
think, "We get a large number of providers to nominate us, we serve
them well, it enhances our prestige in the community, this is a fine

thing."

I am not suggesting that any of them have told us to date they are
going to quit. But many of them, as you know from reading the con-
gressional committee reports, have taken some pretty big lumps, and
many of them now are making not friends among hospitals or extended
care facilities, but bitter enemies because of denial of cases and costs.

From a purely promotional point of view, therefore, I think they
may be questioning, "Is this helping our public relations or is it hurt-
ing it?" I am putting these thoughts into their minds, but I am trying

I don't think there is any longer any great promotional value in a

company being designated as an intermediary or carrier under medi-
care.

Mr. Brown. Is there an opportunity here for some private entre-

preneur to determine that the whole operation of intermediary/carrier
is a separate business that could stand on its own so that a living could
be made out of the medicare-medicaid auditing for the- Social Security
Admiiaistration and for the insurance companies? Might not the in-

surance companies spinoff this responsibility so that you would not be
in effect dealing with an insurance company that is auditing its own
accounts plus auditing the Social Security Administration accounts.

Do you see what I am getting at ?

Mr. TiERNEY. Yes. I don't think any such organization is in existence

today. I do foresee, Mr. Brown, talking about 10 years from now,
whether medicare is expanded or whether we have national health in-

surance or whatever, that there may well be a real push toward re-

gionalization of a great deal of the operation of this sort of thing.

I think Blue Cross itself, with 75 independent plans scattered all

over the country, is giving thoughts in terms of their own business,

that we can't have 75 people each trying to run their own little com-
puter or keep their own books, and are hoping to regionalize.

I know this is the thrust of the National Association of Blue Shield

Plans. I would think that perhaps the day would come when, just as

we do in the cash benefits i)ayments of Social Security Administration,

we have six huge payment centers around the Nation, and the job is

done there.

I think this is going to gradually evoh e in a program as large as

medicare, particularly to the extent that it is coordinated with medic-

aid, and there are many other further developments of Federal spend-

ing. But at the moment, I don't know of any such organization.

Mr. Brown. More than that, what I am suggesting is tiie possibility

that an individual would have membersliip in Blue (^ross or Mutual of

Omaha or some other plan and can go into any hospital. They will

accept his membership like a credit card.
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The hospital then sends its bill not to the carrier but to an auditing
agency, which then approves or disapproves the bill and our company
pays it.

in other words, Blue Cross would spinoff this auditing service and
combine the auditing service with the auditing service that Mutual
of Omaha must carry^ on its accounts, and the Social Security Admin-
istration must carry on its accounts so that the auditing service would
be as a separate entity from the hospital plan, whether the hospital

plan is a Federal plan or a private plan.

Now, can you determine whether economically that is a practical

possibility ?

Mr. TiERNEY. It seems to me to be impractical from the point of
view of our present mechanism of reimbursement.
All auditing is done on a retrospective basis. Blue Cross does not,

as a part of its auditing process, except in the establishment of interim
rates with providers, do any auditing as bills come in except on the
basis of medical necessity.

They don't determine whether the amount of the bill is or is not
appropriate, because in the final analysis they are going to be paid
on the basis of the reimbursable cost formula. That kind of auditing
comes along later, and is done largely by independent auditing firms,

but I don't see, sir, how you could get any advantage out of injecting

a new factor or organizational structure into the present flow of things.

Mr. Mayne is calling to my attention the common audit program that
we are attempting to develop, primarily for medicare and medicaid,
but hopefully through the years with a common cost report form and a

common audit, there could be used by all third parties, whether private
or public.

But this, too, at the moment would not be on a bill process flow basis,

but on a retroactive cost audit basis.

I am not sure that there is any way to inject another entity into this

picture now.
Mr. Browx. I am feeling around here in the dark in the hope that

there would be some system whereby hospital costs could be kept at

their most economic and most efficient level so that the cost to the ul-

timate consumer could be held down by being developed on actuarially

pure basis with a middleman determining proper costs, rather than
the carrier/intermediary, who is also the party who charges the ul-

timate user a shared cost of the facility and determines whether the
hospitals are operating as efficiently and economically as they should.

Mr. TiERXEY. Well, that is a part, at least a byproduct, Mr. Brown,
of the proposals now being discussed in the Ways and Means Commit-
tee, of getting off of this cost reimbursement and going on to a prospec-

tive rate, target rate determination, set either through appropriate
local rate commissions or whatever other mechanisms might be

established.

Once that was done, so that you are off all this retroactive cost ad-

justment and audit, and working on the basis of proven, predetennined,
reasonable charge structures, I think a lot of these problems would go
away.
Mr. Br-ow^x. I don't want to pursue the point longer, but it seems

to me that it does not make sense for you, as the insuring party, to use

another insuring party's auditing services. But it may be highly in-

efficient for you to develop your own auditing service, just as I think
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it is inefficient for all the various private insurers now to have their

own auditing service. It just adds to the total level of cost of
hospitalization.

It just seems to me to be one more added layer of costs, and I don't
know what you—meaning the Social Security Administration—can
do to beat down the costs that Blue Cross has here, short of going in

and saying that they should convert from manual operations to ADP.
And when you get into that, I am sure that they are going to look with
some degree of circumspection on your recommendation that they buy
an IBM system as opposed to somebody else's system as a means oi
doing this.

You know, we are getting very deeply into somebody else's opera-

tion, and about that point I would think that Blue Cross and some of
these other private operations would say to you and the Federal Gov-
ernment, well, why don't you take your business elsewhere so that we
can come to our own decisions with reference to our own operations.

I am trying to find some method where the service that needs to be
provided could be provided efficiently without SSA having to intrude

itself so heavily into commercial operations.

I don't know if there is anybody here from Blue Cross that might
comment on this approach to the problem. Maybe it's an impractical

suggestion.

Mr. Fountain. I might say, if the gentleman will yield, I might
say to any representative of District of Columbia Blue Cross who may
be here, should you care to testify at our next hearing, we will be glad

to have you, in the event you have anything that you want to add to

anything said here today.

Mr. Bkown. I think it would be appropriate, Mr. Chairman, to

solicit the testimony of Blue Cross District of Columbia.
I would also hope that we will get testimony from National Blue

Cross, and perhaps from some of the other private carriers.

This whole area is one where the experience of anybody who is in

the field would seem to me to be contributory to a solution of the

problem.

We are all apparently feeling our way along, both the Federal

Government and to a great extent these private carriers who have had

somewhat more experience than the Federal Government has had,

although not as much as on other activities.

When you are talking about this whole business just being one that

developed in the last 20 years, maybe we have got a long area of evolu-

tion ahead of us in this, and I would certainly hope we would find

some better ways to do it.

Mr. TiERNEY. I am sure that Blue Cross and others would be happy

to come.
Mr. Fountain. I think we can get some beneficial testimony from

private operations and Blue Cr-oss. We do want to avoid duplication

as much as we can, because I know many of these will probably be

testifying before the Ways and Means Committee. In fact, we liave

been coordinating with the Ways and Means Committee. A co]->y of

this record will be made available, as soon as it is traiiscn])ed, to tlie

Ways and Means Committee.
^

Mr. Brown. I would like to make one other observation if I may,

and it is this. Our audit of your audit of Blue Cross's audit in the

District of Columbia has raised some points of criticism of how you
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all have exercised your responsibility witli reference to the apparent
fact that the District of Columbia Blue Cross auditing- system is a

costh^ one, wliether. as noted earlier, because of loading on to the SSA
program a portion of its costs, or because it just simply is not an
efficient operation.

At least by the fact that somebody else is auditing the system, Ave

know that it may be out of line, and we have something to compare
it to. If this is transferred as a function of the Social Security Admin-
istration requiring Social Security to totally audit the medicare pro-
gram, I don't know how we will ever get any comparable figures that
will enable us to, as a committee of the Government, determine
whether or not Social Security Administration is conducting such
audits efficiently.

We know that the money we are spending in the District of Colum-
bia for this audit is a little higher than it is apparently elsewhere in

the country. If Ave turned over that function of auditinjr the District

of Columbia Blue Cross to Social Security Administration, Ave would
haA^e a comparison Avith Avhat is done by private carriers elseAA^here

in the country. But if Ave turn OA^er the AA'hole system of auditing to

the Social Security Administration, AA e may neA^er be able to compare.
Mr. TiERXEY. If I giA^e you the impression that the Social Security

Administration is looking for that function, I Avould like to clarify

it. We are not.

^Ir. Broavx. I am not suggesting that you are. I am suggesting
that it is one of the conclusions to Avhich somebody listening to the

hearing may happily jump to, that we could cure this by turning it

oA'er to Social Security and hiring a lot of clerks and building a new
building doAvn here in the District someplace, and put in a neAv ADP
system, and let them do all the audithig. And my guess is that we
would find after 2 oi- 3 or 4 or 5 years that instead of being 50 percent
out of line, Ave Avould ])robably be 120 percent more expensiA'e, and we
Avouldn't be able to really find out because there's no way to compare it.

I am hopeful that Ave can find a Avay to make this AA'hole thing as

efficient, and as economical as possible ]^artlv because AA^e Avant to spend
the taxpayer's money as efficiently as possible and partly because we
Avould like to see the cost of health care held cIoaa ii as much as possible.

That is what we are after, realh'.

Mr. Tterxey. I Avould only like to saA% to clarify the record, Mr.
Brown, if there is any need to clarify it, that any time you are dealing
with 185 separate entities the Avay we do, intermediaries and carriers,

there are going to be some A^ery outstanding, some at the low end of

the scale, and thei'e are going to be a lot of in-betAveens.

But I think it ought to be said that for the most part this inter-

mediary/carrier system has worked effectiA^ely. There were a lot of

problems and it took a lot of gearing up, and we went through a lot of

headaches, but at this stage of the game, I wouldn't want to leaA^e the

impression that it isn't an effectiA^e mechanism. I think it is. But it's a

mechanism that could stand constant improA^ement.
Mr. FouxTAix. Of course if you can work out a formula that is more

specific, such as a negotiated contract, you can eliminate a lot of this

j)roblem.

Mr. Tierxet. A great deal of it.

Mr. Broavx. I still think if you can find a way for the concern that

is doing the intermediary/carrier auditing work to proAdde it out of
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the savings that he could make for Uncle Sam, you would liave the
key to not only success for the system of intermediaries/carriers, but
perhaps even for the continual effort in saving taxpayers* money.

If you come up with that formula, let me know.
Mr. FouNTAix. I can-t help but feel that if that is done, medicare

would still be less expensive than it is, because you would have com-
petition involved, and each organization would be seeking to find the
best way it could to reduce its overhead, its operations, its expenses,
because it knows it would get at least a reasonable profit.

Mr. Naughton. Mr. Older, would you anticipate that tlie cliarges
to medicare patients in a nursing home would be larger or smaller than
those to private patients ?

Mr. Older. They should be the same, because
Mr. Naughtox. I don't mean individual charges, but total cliarges.

The services might differ of course.

Mr. Older. You mean the charges the nursing liome uiakes to the
patient, or the cost of medicare ?

Mr. Naughtox. The charges to the patient. In other words, if you
have 10 patients in there, and five are medicare and five private, would
you normally expect that the charges to each group would be about
the same?

Mr. Older. I would expect them to be about the same with tlie ex-

ception that where there are special services rendered, tliat are cus-

tomarily charged to the patient, the charges would be so made.
Mr. Kaughtox. I have a survey of FHA-assisted nursing homes,

prepared by the Federal Housing Administration, wliich covers 400
nursing homes in 46 States and the District of Columbia as of Janu-
ary 15, 1969.

The average size of these nursing homes is 94 beds.

At the time of the survey, apparently there were 82,610 patients in-

A'olved; 7,645 of these patients were Medicare, 14,675 were ]:>rivate: 4.6

percent of the private patients were being charged more than $900 a

month; 12.4 percent of the medicare patients were beinc: charged more
than $900 per month.
Why would the medicare patients—three times as many ])ropor-

tionately, almost—be in that highest category of cliarges? '

Mr. Older. Is there any indication in that study as to wlietlier tliese

are wholly certified ECF's?
^Ir. Naugtttox. I assume all of them are.

Mr. Older. I think we have to question wlietlier or not they may be

distinct parts. ^
Mr. NAUGfiTON. Have you seen the study ?

Mr. Older. Xo, I haven't. This is the first I have heard of it.

Mr. TiERXEY. If it is just a comparison of nursing liomes with ox-

tended care facilities, I would expect exactly that result.

If they are in an extended care portion of an institution as opposed
to a nursing home ])ortion, you would expect that result.

Mr. Fouxtaix. Regardless of who they are or where they ai'o ^

Mr. TiERXEY. The level of care which we i)rovide in a nursing home
is distinctly higher than the custodial care that most mirsing liomes....
Mr. Older. Again it depends on whether it's a distinct ]iart of a

nursing home, one wing devoted to custodial care of old-fashioned

traditional nursing home care, and another wing that takes care of

ECF care as defined under law.
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Mr. XAUGHTOiS'. Let me ask you to have the cost analysis people look
at this.

Mr. Older. May we have a copy of the study ?

Mr. Naughton. I am sure the FHA would be delighted to give you
a copy.

One further fact—17.4 percent of the private patients were in pri-

vate rooms; 6.6 of the medicare patients were in private rooms. So in

terms of type of accommodation, the private patients
Mr. Older. You must remember, we don't pay for private rooms. If

the patient chooses a private room, he pays the difference between the
semi-private and the private.

Mr. Naughton. Unless it is medically necessary ?

]Mr. Older. Yes.
(The following statement was subsequently supplied for the

record:)

At the request of the Intergovernmental Relations Subcommittee, we have re-

viewed the booklet entitled "Survey of FHA-assisted Nursing Homes" published
by the U.S. Department of Housing and Urban Development.
The medicare law provides for the payment of the reasonable cost of services

rendered to medicare beneficiaries; not the charge made by the particular insti-

tution. The FHA study did not indicate what the actual cost of services were in

the institution in which patients (including medicare patients) were charged
$900 per month.
Medicare cannot regulate or control the charging practices of participating

providers. However, for cost apportionment purposes, we do have specific require-
ments. Under the medicare reimbursement regulation, charges to patients within
the ECF must be uniformly applied to all patients in order to use the depart-
mental RCC method of cost apportionment. In the event charges are not uni-

formly applied, the institutions must use the combination method of cost appor-
tionment.
The statement on page 8 of the study (paragraph above the table) succinctly

states the major reason for variations in charges.
"The degree of nursing care required or provided—ranging from intensive

eare to considerably lower levels of services—is undoubtedly one of the most im-
portant factors influencing the amount of monthly charges for specific patients."

Generally, medicare patients could be anticipated to be the largest single cate-

gory of patents being charged at the higher charge levels because ECF-type
patients (convalescent) receive the highest level of care rendered in nursing
homes. Accordingly, the charges for that type of service would be the highest
within the institution.

The report stated (page 3) that only 5 percent of the patients in the study
were under 60 years of age. Therefore, most of the other 95 percent of the patients

involved in the study would be eligible for medicare benefits assuming they quali-

fied medically. The report also states (page 4) that approximately one-third of

all the patients were categorized as convalescent-type patients compared to two-
thirds chronically ill patients. Medicare patients account for 23.4 percent of all

patients and presumably most of them would be categorized as convalescent-

type patients.

It should be noted that the charge statistics are based upon a 1-day survey

—

January 15, 1969.

To be more responsive, we need to know the types of institutions included in

the study and an evaluation of their charging structures. In addition, a correla-

tion between the type of illness of patients according to payment source would be
very revealing (see table 11, p. 24).

Mr. Fountain. Thank you very much. We will recess subject to the

call of the Chair.
(^Yliereupon, at 12 :30 p.m., the hearing in the above-entitled matter

was adjourned, subject to the call of the Chair.)
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