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The Honorable Charles B, Range1 
Chairman, Subcommittee on Oversight 
Committee an Ways and Meana 
House of Representatives 

The Honorable Andrew Jacobs, Jr. 
Chairman, Subcommittee on Health 
Committee on Ways and Means 
House of Representatives 

At the request of Chairman Rangel, we have reviewed the 
three experimental fixed-price contracts in Medicare part B as a 
followup to our June 29, 1979, report to the Congress, "More Can 
Be Done to Achieve Greater Efficiency in Contracting for Medicare 
Claimsl Processing" (HRD-79-76). As requested, our review focused 
principally on the experimental contract in Illinois. We ala0 
addressed the Health Care Financing Administration's progress in 
implementing contractor performance standards and in carrying out 
other recommendations in 3ur June 1979 report. 

We requested comments from the Department of Heal h and Human 
Services, F the Health Insurance Association of America,,the Blue 
Cross and Blue Shield Associations, and the three cant actors 
volved in the experiments. Written comments were received from 
all parties, except one experimental contractor, and 
sidered in finalizing the report. 

J  

in- 

ere con- 

As discussed with your offices, we are sending c pies of the 
report to the congressional committees interested in 

%  
hese issues: 

the Secretary of Health and Human Services; the Direc or, O ffice 
of Management and Budget: and other interested partied. 
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CQMPTROLLER GENERAL'S EXPERIMENTS HAVE NOT DEMONSTRATED 
REPORT TO THE CHAIRMSEN, SUCCESS OF COMPETITIVE FIXED-PRICE 
SUBCOMMITTEES ON HEALTH AND CONTRACTING IN MEDICARE 
OVERSIGHT, HOUSE COMMITTEE 
ON WAYS AND MEANS 

DIGEST e- -- ..- - - - 

At the re uest of the Chairmqn, Subcommittee on ~ 
Health, &  9 House Committee on Ways and Means, GAG 
reviewed three competitively awarded fixed-price1 
contracting experiments in Medicare as a followu 
to its June 29, 1979, report to the Congress, T" 
"More Can Be Done to Achieve Greater Efficiency 
in Contracting for Medicare Claims Processing" 
(HRD-79-76). In that report GAO expressed some 
concerns about the potential adverse impact of ~ 
competitive fixed-price contracting on the Medi-i 
care program . (See pp. 8 to 10.) I 

The results of Medicare's three fixed-price 
experiments have varied. Contractor performancei 
has ranged from  satisfactory in the Maine experik 
ment to unsatisfactory in the Illinois experi- 
ment. Performance in upstate New York is now 
considered satisfactory after an initial 6-month 
period of unsatisfactory performance. 

There were different circumstances associated 
with each experiment that weighed heavily on 
the results. Although much can be learned from  
these experiments, GAO believes they are incon- 
clusive as to whether the broad application of 
competitive fixed-price contracting in Medicare, 
can produce administrative cost savings without ~ 
unacceptable negative effects on program  payments 
and services. 

I 
To use competitive fixed-price contracting in the 
Medicare program , except in experiments, the Con- 
gress would have to provide HHS with authorizing 
legislation, GAO believes such a legislative 
change would be premature at this time. On the: 
other hand, GAO does not have a closed m ind on 
this issue. If and when a competitive fixed- 
price procurement approach can be designed and 
-mm--.------ 

l-/The request was from  Congressman Charles B. 
Rangel, then Chairman of the Subcommittee on 
Health. He is now Chairman of the Subcommittee 
on Oversight. 
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implemented to assure a consistently acceptable 
or improved level of performance in terms of 
beneficiary and provider services and accuracy 
of program payments, GAO would be willing to re- 
examine the issue. (See p. 72.) " 
THE MAINE EXPERIMENT ------"-.---- 

Blue Shield of Massachusetts (BSM) completed the 
final year of its fixed-pri'ce contract to process 
Medicare part B claims in Maine on September 30, 
1981. The Health Care Financing Administration 
(HCFA) estimated that it saved $341,400 by award- 
ing this contract on a competitive basis. BSM's 
performance has been satisfactory and better 
than its performance under a traditional cost- 
reimbursable contract to process similar claims 
in Massachusetts. The performance penalties 
associated with the fixed-price contract act as 
a major incentive for effective performance. 
The better performance under the fixed-price 
contract may also be partly attributable to the 
performance standards developed for the experi.4 
merits. (See pp. 21 to 24.) 

Although the transition of carrier responsibili- 
ties in Maine went well, this may be largely 
because BSM kept many of the claims processingi 
features of the previous carrier, which main- 
tained consistency in payments to providers and 
eliminated potential problems arising from an 1 
entirely new processing system. Because of th 
approach, however, BSM had to maintain a basic 
separate staff and was not able to benefit I 

s 
lly 

fro 
potential economies of scale from having the s me 
system for both Maine and Massachusetts. f (See, 
pp. 26 to 29,) BSM's financial reports indica e 
that the company has incurred a loss on the E co - 
tract. (See p. 25.) 

THE NEW YORK EXPERIMENT ..-w-*----e 

Blue Shield of Western New York (Buffalo Blue #, 
Shield) is in the third year of its experimental 
fixed-price contract to process part B claims ifor 
upstate New York. The experiment saved an esti- 
mated $10.8 million in administrative costs, alnd 
is progressing smoothly after overcoming some mini- 
tial performance problems. The transition pha~se 
of the experiment was completed successfully, land 
Buffalo Blue Shield was able to meet its scheduled 
startup dates for processing claims from the rior 
carriers despite delays in some transitional asks. 
(See pp* 33 to 37.) 



Buffalo Blue Shield encountered difficulties 
when it began processing claims, however, re- 
sulting in large backlogs of claims and cor- 
respondence and high cLerica error rates. It 
was able to straighten out these initial prab- 
lems after about 6 months, and HCFA now con- 
siders the carrier an above-average performer. 
(See pp. 38 to 40.) 

Buffalo Blue Shield's initial difficulties were 
caused largely by problems that could be experid 
enced by any Medicare carrier in taking over a 
new service area. They included a new and in- 
experienced staff, medical policy differences 
between Buffalo Blue Shield and the prior car- 
riers, and the difficulty of converting files 
from the prior carriers. (See ppD 40 to 44.) 

THE ILLINOIS EXPERIMENT -- 

Medicare's part B fixed-price contracting experi- 
ment in Illinois has been a difficult experience 
for the program, the Government, beneficiaries dnd 
providers, and perhaps the contractor itself. 
Performance of the contractor--Electronic Data 
Systems Federal Corporation (EDSF)--has remained 
substandard under the terms of the contract during 
the more than 2 years it has processed claims i# 
Illinois. While EDSF's performance has improved 
and more recently has compared favorably with the 
previous contractors, serious deficiencies con-l 
tinue to exist, particularly in beneficiary ser - 
ices and the administration of program payments 
(See pp. 52 and 53.) 

f 

EDSF's payment errors from contract inception t 
June 30, 1981, have exceeded $67.6 million. Wh'le 
overpayments and underpayments have been almost I 
equal, adjustments favorable to claimants have 
exceeded overpayment adjustments, and an estima ed 
$27.7 million in overpayments remains 1 

ar 

unrecover d. 
The problematic nature of the contract has re- ~ 
quired HCFA to use far more resources for monitbr- 
ing than originally planned, including a special 
unit established to monitor EDSF exclusively. The 
$20.6 million estimated savings in administrative 
costs from the award process and the contract 
penalties HCFA has collected have been signifi- 
cantly eroded by the Government's additional mo~ni- 
toring costs and the excessive overpayment errors. 
(See pp. 62 to 65.) 
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HCFA's monitoring of EDSF's activities during 
the transition of carrier responsibilities was 
limited. When problems surfaced after EDSF began 
processing claims, neither EDSF nor HCFA devoted' 
sufficient attention to pinpointing the causes. 
Thus, problems went undiscovered and continued to 
surface during the balance of the contract. mw 
pp" 53 to 61.) 

RECOMMENDATION TO THE --.m"m -- 
SECRETARY OF HEALTH -1-11 
X~@T~UMAN SERVICES -- 

The Secretary should direct HCFA to analyze the ~ 
large amounts of unrecovered overpayments in i 
Illinois--now estimated to be about $27.7 milliqln. 
Such an analysis might identify patterns to thesie 
overpayments and result in the recovery of some ~of 
this money. (See p. 67.) 

AGENCY COMMENTS AND 
GAO’S EVALUATION ----- 

HHS concurred with GAO's, recommendation and saiq 
it would make an analysPs of the amount of estit 
mated unrecovered overpayments by EDSF, causes , 
of these overpayments, corrective action taken 
to date, further corrective action needed, and ( 
recovery plans, (See p. 67.) I 

HHS did not agree with GAO's conclusions that j 
the results of the experiments have not clearly) 
demonstrated that comp$titive fixed-price 
contracting will work successfully in Medicare. 1 
It said the conclusions placed too much emphasi$ 
on the Illinois experiment, were premature, and 
did not recognize the experience gained from th 4 
experimental program. HHS said it learned from1 
the experiences and believes that 'competitive, ~ 
other-than-cost, contracting can be executed ~ 
successfully in Medicare. (See p. 89.) 

GAO based its conclusions on the three part B ~ 
experiments and acknowledges that its concerns ~ 
about the potential impact of competitive fixed+ 
price'contracting in Medicare are heavily in- 
fluenced by the negative aspects of the Illinois 
experiment. These negative aspects--poor servi@e 
to providers and beneficiaries and inaccurate 
program payments --can overshadow the positive 
aspects of administrative cost savings. (See 
p. 82.) 
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CONTRACTOR COMMENTS AND - "mr.-"""--'~.".- 
GAO S EVALUATION----- -- -.-.-----m-"s ," 

rear Sheet 

In commenting on the report, Buffalo Blue Shield's 
major concerns appeared to be with the description 
and characterization of its initial months of 
operations and with the description of its overall 
performance compared to that in the Maine experi- 
ment. (See pp* 99 to 103.) 

GAO's conclusions concerning the relative successs 
of the New York experiment compared with the Maine 
experiment was based solely on a comparison of !the 
performance results during the first 6 months of 
implementation. The results show that the initial 
implementation in Maine went far more smoothly' 
than it did in New York. (See pp. 47 and 48.) 

EDSF stated that the report is limited in scope, 
dwells on history, and reflects selectivity in re- 
search and methodology. It identified 23 specific 
issues for detailed comment and submitted a con- 
siderable amount of detailed material in support 
of its comments. 

GAO based its @valuation of all three experi- 
mental contractors on the entire contract periods, 
including the latest data available. Further, 
GAO used, as the performance measures, the con-t 
tract standards which all the contractors bid 
on. (See pp. 68 to 71.) EDSF's comments on t'e 
23 specific issues and GAO's evaluation are co - 5 
tained in appendix V. (See pp. 116 to 152.) i 
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CHAPTER 1 

INTRODUCTION 

At the request of the Chairman, Subcommittee on Health, House 
Committee on Ways and Means, we reviewed the three competitively 
awarded fixed-price contracting experiments in Medicare as a fol- 
lowup to our June 29, 1979, report to the Congress, "More Can Be 
Done to Achieve Greater Efficiency in Contracting for Medicare 
Claims Processing" (HRD-79-76). In that report we expressed some 
concerns about the potential impact of competitive fixed-price con- 
tracting on the Medicare program. We recommended that the Depart- 
ment of Health and Human Services (HHS) thoroughly evaluate the 
current experimental fixed-price contracts before any significant 
legislative changes are made in Medicare's contracting provisions. 

As requested by the Chairman, our review focused on the per- 
formance of the experimental contractor in Illinois--Electronic 
Data Systems Federal Corporation (EDSF). Since beginning' claims 
processing operations in Illinois on April 1, 1979, EDSF has ex- 
perienced numerous performance problems resulting in major disrup- 
tions of services to beneficiaries and providers, a high degree of 
inaccuracy in processing and paying claims, and a lack of respon- 
siveness to beneficiary and provider inquiries. We testified on 
several of these matters before the Subcommittee on April 28, 1980. 

We also addressed several allegations made in August 1980 of 
questionable actions EDSF took during the last 3 months of 1979 
to deal with the problem of a large backlog of pending claims and 
during the first several months of 1980 to dispose of a large back- 
log of unanswered correspondence. The allegations were discussed 
in a December 16, 1980, report to the Chairman and Congressman 
Paul Simon (HRD-81-44 and 45). 

/ MEDICARE AND ITS ADMINISTRATION 

Medicare is a Government program which pays much of:the health 
care costs for eligible persons who are generally 65 and'over or 
disabled. The program provides two basic forms of prote@tion: 

--Part A, hospital insurance benefits, generally financed by 
special social security taxes, which covers inpatient hos- 
pital services and certain posthospital care in skilled 
nursing facilities and patients' homes. 

--Part B, supplementary medical insurance benefits, which is 
a voluntary program, financed by premiums of enrollees and 
Federal contributions covering physician services and many 
other health services. 



As of July 1, 19801 about 27.5 million individuals were eli- 
gible for part A benefits. Benefit payments for fiscal year 1980 
amounted to $23.8 billion; about 96 percent were for inpatient hos- 
pital servicea. About 27.1 million individuals were enrolled for 
part B benefits as of July 1, 1980. Benefit payments dfor part B 
in fiscal year 1980 amounted to $10.1 billion. About 70 percent 
were for physicians' services: about 20 percent were for outpatient 
hospital services. 

'lhe Secretary of HHS has delegated administratio of the Med- 
icare program to the Health Care Financing Administra ion (HCFA), 
which is responsible for operating the program, estab :" ishing policy, 
and developing operating guidelines. 

HCFA administers part A and part B benefits furn'shed by insti- 
tutional providers (e.g., hospitals, skilled nursing i acilities, 
and home health agencies) with assistance from 69 intermediaries. 
These intermediaries pay health service providers usuz$lly on the 
basis of reasonable costs, Sixty local Blue Cross orgdnizations 
subcontract with the Blue Cross Association, which ha4 a national 
prime contract. Eight commercial insurance companies band HCFA's 
Division of Direct Reimbursement are the remaining intermediaries. 
In fiscal year 1980 intermediaries spent about $223,9imillion for 
administrative costs and processed about 31.8 millionpart A and 
part B bills. Because the vast majority of these payments involve 
part A benefits, unless otherwise specified we associate intermed- 
iaries with the administration of only part A in this report. 

HCFA administers part B benefits furnished by noninstitutional 
providers, such as doctors, laboratories, and suppliers, with the 
assistance of 42 carriers under prime contracts with the Government. 
Carriers perform many functions similar to intermedia 

f 
ies; however, 

their payments are usually based on reasonable charge . Twenty- 
seven of the carriers are Blue Shield plans, 13 are c mmercial in- 
surance companies, 1 is principally a data processing firm, and 
1 is a State agency. In fiscal year 1980 carriers sp nt about $398 
million in administrative costs and processed about 1 % 2.3 million 
claims. 

BACKGROUND ON MEDICARE CONTRACTING I 
Tlhe Medicare legislation and the accompanying committee reports 

reflected the congressional decision that program administration be 
carried out by contracting with private organizationsthat already 
serve as third-party payers of health care services and that per- 
form in their private business many functions they would perform 
for Medicare. Because these organizations had to adjust their sys- 
tems to accommodate Medicare's complex reasonable-charge determina- 
tions and strict Government reporting requirements for a new pro- 
gram, the selection of cost reimbursement contracts seemed appro- 
priate. 



Title XVIII of the Social Security Act provides that HHS enter 
into cost reimbursement contracts with carlriers and intermediaries 
which result in neither a profit nor a loss from carrying out Med- 
icare activities. In essence, Federal procurement regulations 
regarding competitive bidding are waived. 

Medicare legislation also intended that a system of local car- 
riers and intermediaries be established that could respond immedi- 
ately to circumstances where they were already operating and provide 
maximum personal services to Medicare beneficiaries. The law pro- 
vided for institutional providers (such as hospitals) to nominate 
their intermediaries and gave these providers wide choices in select- 
ing intermediaries. It was the Congress' intent that eno'ugh car- 
riers would be selected on a geographic basis to promote a competi- 
tive performance environment and permit comparisons of individual 
performance. 

Although the congressional intent called for comparisons of 
contractor performance and costs followed by termination of poor 
performers, HCFA has taken only limited action in this area. The 
cost contract and HCFA's failure to terminate poor performers have 
been criticized for many years. Several reports have been issued 
addressing the wide variation in performance and costs per claim 
among the carriers and intermediaries. 

This criticism led to the enactment in October 1972 of section 
222 of Public Law 92-603, which gave HHS the authority to experiment 
with incentive reimbursement arrangements and fixed-price contracts 
to determine whether such arrangements would induce the most effec- 
tive, efficient, and economical performance. 

HCFA has three ongoing experiments in Maine, Illinois, and up- 
state New York that were intended to test the viability and impact 
of competitive fixed-price procurement l/ in part B of M dicare. 
In December 1978 HCFA completed a 2-year part B incentiv t contract- 
ing experiment with Blue Shield of Maryland. HCFA is al)so experi- 
menting with fixed-price contracts in part A in New York: and Mis- 

L/HHS uses the term "competitive fixed-price procuremenq" when it 
refers to competitively negotiated contracts in the Medicare pro- 
gram. Technically, the term encompasses both formal kdvertised 
contracts and negotiated competitive contracts. The negotiated 
competitive contract process does not have the rigid set of form- 
alized procedural steps inherent with formal advertising, and 
factors other than the lowest price are used in making the con- 
tract award. To minimize the technical jargon, in this report 
competitive fixed-price procurement refers to competitive nego- 
tiation, not to formal advertisement. 
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, 
souri, although the latter was delayed by litigation. The experi- 
ment in Maine was recently recompeted and the contract modified 
to include certain incentive provisions. 

PREVIOUS GAO REPORT ON 
MEDICARE CONTRACTING 

Section 12 of the Medicare-Medicaid Anti-Fraud and Abuse 
Amendments (Public Law 95-142), enacted on October 25, 1977, 
directed us to study the claims processing system under Medicare 
to determine what modifications should be made to achieve more 
efficient claims administration. 

Specifically, we were asked to determine whether and to what 
extent more efficient claims administration could be achieved by 

--reducing the number of participating intermediaries and 
carriers, 

--making a single organization responsible in particular 
areas for processing claims under part A and part B of 
Medicare, 

--providing for the performance of claims processing func- 
tions based on a prospective fixed price, 

--providing incentive payments to the most efficient organ- 
izations, or 

--other modifications in such structure and related proce- 
dures. 

In our June 29, 1979, report, we cited many oppor unities for 
HHS to improve its administration of Medicare and reco ended a 
number of actions for the Congress and HHS. We stated that, while 
competitive fixed-price contracting may well be the ul imate and 
most desirable goal for modifying Medicare's administr tive struc- 
ture, we believed there was insufficient*information t j_ make such 
a legislative change at that time. 

We suggested that a more logical and prudent approach would 
involve a tripartite strategy featuring 

--a careful and objective evaluation of the ongoing experi- 
ments in competitive fixed-price contracts to assess their 
effect on benefit payments and services to prov$ders and 
beneficiaries, 

--further experiments aimed at evaluating (1) whether it was 
feasible to merge parts A and B under a single contractor 
and (2) whether incentive contracts will work successfully 
in the Medicare program, and 
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--immediate action to reduce the number of eontracitors in 
the program by eliminating the less efficient peirformers. 

The next chapter discusses the principal findings bnd conclu- 
sions of the June 1979 report and the actions HHS and tihe Congress 
have taken since that time. 

OBJECTIVES, SCOPE, AND METHODOLOGY 

The objectives of this review were to (1) follow up on recom- 
mendations made in our June 1979 report, (2) evaluate the per- 
formance of the three experimental fixed-price contractors, and 
(3) relate the results of the experiments to the legislative issue 

of competitive fixed-price contracting in Medicare. Ae requested, 
our major emphasis was on EDSF's performance in Illinois. 

To follow up on our prior recommendations, we rel$ed princi- 
pally on an April 8, 1981, status report by HCFA to th$ Secretary 
of HHS describing the actions taken on our June 1979 report. We 
also discussed the status report with officials from HCFA's Bureau 
of Program Cperations. 

For each experiment, we relied principally on the workload 
data compiled by HCFA and used in its quarterly assessqents of 
each contractor's performance. As discussed on page 21, HCFA's 
aaseasments of performance are based on a two-faceted system of 
workload standards and functional standards. The workload stand- 
ards are based on regular reporting of monthly workloat3 data to 
HCFA in such areas as claims processing timeliness and accuracy. 
We also reviewed the data compiled by HCFA in its moni oring of the 
functional standards, g These data were obtained lar 1 ely from the 
records of the HCFA monitors who worked onsite at the pontractors' 
offices and were evaluating the contractors in several1 operational 
areas. 

Our overall characterization of contractors' perfbrmance as 
satisfactory or unsatisfactory is based principally oni the contrac- 
tors' performance relative to the standards in each fiixed-price 
contract. The terms--satisfactory or unsatisfactory--;-are the 
terms HCFA used in its annual contractor evaluation reiports. In 
these reports, which had not been prepared for the Illinois or New h 
York contractors as of July 1, 1981, performance in several areas 
is described by HCFA as either satisfactory, adequate but needs 
improvement, or unsatisfactory. 

i/The contractors must comply with all pertinent operational 
instructions in seven functional areas (see p. 21). 



In addition to analyzing various performance data compiled 
by HCFA for all three contractors, we reviewed the steps taken by 
HCFA and the contractors during the transition phase of the 
contracta-- the period when the new contractors were transferring 
records and files from the incumbents and preparing their process- 
ing systems to begin operations. Where major processing problems-- 
such as claims and correspondence backlogs--arose after the imple- 
mentation began, we reviewed the actions taken by HCFA and the con- 
tractors to resolve them. 

Much of our work had already been done for the Maine contract. 
In our June 1979 report, we reported on the transition phase and 
the early months following implementation.' The remaining work in- 
volved analyzing the more recent performance data supplied by the 
contractor and HCFA. 

In New York we concentrated primarily on reviewing :the steps 
HCFA took to determine that the new contractor had accurately trans- 
ferred records and files from the previous contractors and that it 
had properly set up and tested its new data processing system. Most 
of our work involved reviewing the records and files of 'these activi- 
ties at HCFA's offices in New York City and interviewing the HCFA 
staff who worked with the contractor. We also discussed these 
transitional efforts with the appropriate managers at the contrac- 
tor's Medicare offices in Binghamton, New York. Discussions con- 
cerning problems with claims and correspondence backlogs were held 
with the company vice-president in charge of the Medicare opera- 
tions and with various department heads. 

Our work in Illinois was on a much broader scale. ~Although 
we began with the same objective as in New York, several circums- 
tances required us to modify our approach. During our rleview, most 
of which was performed at EDSF's offices in Des Plaines, Illinois, 
we received numerous complaints and allegations about the contrac- 
tor's performance. Because of the seriousness of these ~problems, 
we had to shift the focus of our review to address these allega- 
tions. The scope of this work was discussed in our December re- 
port. Additionally, we could not follow the approach we took in 
New York of reviewing the step-by-step transitional tasks because 
of the lack of documentation at HCFA and the contractor fin Illinois. 

We reviewed certain segments of EDSF's technical proposal and 
compared them to what was actually done. We also studied EDSF's 
data processing system. While this did not involve a comprehensive 
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analysis or reliability assessment l/ of EDSF's computer operations, 
we did become knowledgable about ma;y aspects of the system. Work 
was performed in Illinois and at EDSF's corporate headquarters in 
Dallas, Texas. 

l-/An evaluation of the accuracy and reliability of computer- 
processed information, including assessing the adequacy of 
controls aver the processing. Such an evaluation is necessary 
to quantify the risks of inaccurate information being produced 
by the computer system. 
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CHAPTER 2 

PROGRESS SINCE GAO'S 1978-79 STUDY OF 

YEDICARE'S CLAIMS PROCESSING SYSTEM 

HHS has taken a number of actions relating to recommenda- 
tiona in our June 29, 1979, report to the Congress. While some 
of the recommendations required congressional action, there were 
several we suggested be implemented immediately. For the most 
part, HHS agreed with our recommendations, stating that they were 
a major step toward improved Medicare administration. HHS, how- 
ever, saw a need for broader legislative changes to implement 
some of our recommendations. In addition, the Department believed 
it should have full legislative authority to proceed with competi- 
tive contracting. 

A summary of the matters discussed in our 1979 report and 
HHS' and the Congress' subsequent actions follows. 

FIXED-PRICE PROCUREMENT IS DESIRABLE-- 
BUT ONLY LIMITED DATA WERE AVAILABLE 

Although experiences with competitive fixed-price contracting 
in the Civilian Health and Medical Program of the Uniformed Serv- 
ices (CHAMPUS) I.-/ and the Medicare program demonstrated that this 
contracting method could save up to 30 percent of administrative 
costs, we were not prepared to recommend a broad legislative 
change from the existing contracting system in Medicare because: 

--Administrative costs in Medicare represented only: about 
3 percent of total program.costs, and the effect 
fixed-price procurement on benefit payments had n 
determined. Failure to assure adequate controls ver bene- 
fit payments could more than offset savings in ad 
tive costa. 

A/CHAMPUS provides financial assistance for medical Caere provided 
by civilian sources to dependents of active duty members, re- 
tirees and their dependents, and dependents of decealsed members 
of the uniformed services. 

The program is administered by the Office for the Civilian 
Health and Medical Program of the Uniformed Services (OCHAMPUS), 
located at Fitzsimons Army Medical Center near Denver, Colorado. 
OCHAMPUS is under the policy guidance and operational direction 
of the Assistant Secretary of Defense (Health Affairs). 

OCHAMPUS contracts with fiscal agents to process and pay claims 
under CHAMPUS. These fiscal agents perform generally the same 
functions carriers and intermediaries perform under Medicare. 
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--Performance in CHAMPUS had not been good, and many contracts 
had been terminated or not renewed--resulting in disruption 
of the program's administration and services. 

Since 1976 the Department of Defense had converted all 
CHAMPUS contracts to competitively awarded contracts on a fixed- 
rate-per-claim basis. We analyzed 11 fixed-price contracts 
(covering 20 States) that had been in effect for 1 year. Overall 
savings in administrative costs were about 20 percent--about 
$1.2 million for the 20 States analyzed. 

The projected savings in the three Medicare experiments were 
even greater. Based on the contract prices in each of the pro- 
curements, we estimated administrative cost savings over the 
terms of the contracts of approximately $32 million (dbout 
32 percent). However, a number of factors involved in these 
experiments besides the change in contract type could ;account 
for part of the projected savings--such as the consolidation of 
territories, a reduction in the number of carriers, the elimina- 
tion of medium to high-cost carriers, and a change in carrier 
location to a different employment market. 

Only limited data were available on the effects of competi- 
tive fixed-price procurement on contractor performance in Med- 
icare. The effects, if any, on the quality of service provided 
and control over program payments (which accounted for about 97 
percent of total program costs) were not yet known. Performance 
in CHAMPUS had not been good, however. Our review of CHAMPUS 
competitive procurement showed the following: 

--OCHAMPUS officials believed that contractor performance 
under fixed-price contracts had been adequate at best and 
in some cases poor. 

--OCHAMPUS officials believed that some 
mitted unrealistic price proposals and were 
on the contracts. 

--Contractors who obtained CHAMPUS contracts andihad no 
prior experience generally had difficulty and left the 
program or were terminated. Five contracts, involving 
15 States, were terminated at the request of the contrac- 
tor, OCHAMPUS, or by mutual agreement. In all cases, 
poor performance was indicated. 

--CHAMPUS contracts were written for 1 year with two l-year 
options. Three experienced CHAMPUS contractors requested 
that their options not be renewed. 

--Changing contractors disrupted services to beneficiaries 
and providers. 



1 , 

Before a similar broad change in contracting methods was made 
in Medicare, we believed it should be- determined-whether (1) per- 
formance and services would suffer during and after contractor 
changeover, (2) the Government would be willing to accept the prob- 
lems of contractor turnover in exchange for lower administrative 
costs, (3) past poor performers under cost contracts could sig- 
nificantly lower costs and improve performance under competitive 
procurement, (4) program payments would be adequately controlled, 
and (5) the selection process and contract design used in the ex- 
periments would be sufficient for assuring a smooth procurement 
system. The experiments required further evaluation to address 
these issues. 

We recognized that HHS might need a long time to fully evaluate 
the experiments and determine the effects of competitive fixed-price 
contracting. Therefore, we suggested that the Congre$s consider 
providing HHS with some contingency authority to expedite the im- 
plementation of competitive fixed-price contracting should the ex- 
periments prove favorable to the Medicare program. We believed the 
contingency authority should involve authorizing the Secretary of 
HHS to use competitive fixed-price contracting after fully evaluat- 
ing the experiments and demonstrating to the Congress' satisfaction 
that no measureable adverse effects will occur. 

ADDITIONAL EXPERIMENTS NEEDED 

We recommended experimentation to evaluate the feasibility of 
a single contractor processing parts A and B workload~s using an 
integrated data processing system. Additional experi 
also recommended to evaluate whether including perfor ii 

ents were 
ante incen- 

tives in contracts would work in the Medicare programi. 

Combininq administration 
of parts A and B 

Many organizations perform as both an intermediary and a car- 
rier in Medicare. However, because of a wide variatilon in workload 
distributions, parts A and B work are rarely handled ~by the same 
contractor in a geographical area. 

The functions performed by intermediaries and carriers are * 
quite similar. Therefore, theoretically, combining 

1 
dministration 

of parts A and B in a single territory should improv the coordina- 
tion of program benefits for beneficiaries, eliminate some duplica- 
tive functions and costs, and reduce additional overhead costs 
associated with having two or more companies instead'of one. How- 
ever, the available evidence suggested to us that the optimal 
advantages to be obtained from combining parts A and B would be 
achieved through an integrated claims processing system. 
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Although only limited information was available on the cost 
effectiveness of such an integrated system in Medicare, the prob- 
able advantages included some savings in program payments Ifrom 
increased and more effective utilization review activitied. Data 
from both parts can be readily exchanged, and decisions made under 
one part can be carried over to the other. More complete ~data on 
program benefits or medical services rendered can be developed for 
providers and beneficiaries, resulting in more informed decisions 
in utilization review. No such system, however, was being used to 
process parts A and B data in Medicare although, according to 
several contractors, the capability existed. 

We simulated a relatively simple computer edit which 'matched 
the dates of service on beneficiaries' part A hospital billings 
with comparable data on the part B physician claims. The simula- 
tion identified several problems that we believed HHS should ex- 
amine through a demonstration project, in order to obtain the 
maximum advantages of improved utilization review through an in- 
tegrated claims processing system. 

~ Incentive contractinq 

We also expressed the view that the Medicare program should 
experiment further with incentive contracting on either a'cost or 
fixed-price basis. A system of incentives, designed to reward con- 
tractors for improved performance above satisfactory levels and 
to penalize contractors for performance below those levels, should 
improve efficiency in the Medicare program. 

HCFA had not adequately experimented with incentive contract- 
ing. Although an experiment was conducted with Blue Shield of Mary- 
land to test the desirability of incentive contracting in apart B, 
we did not consider this a true incentive contract. It provided 
little insight into whether incentive contracts will work ;in the 
Medicare program. There had been no experiments with incentive 
contracting in part A. 

THERE ARE TOO M?UTY 
CARRIERS AND IN~MEDIARIES 

While the experiments were being carried out and evaluated, 
we cited several immediate measures in our June 1979 repolft which 
should be taken to reduce the numbers of carriers and intermedia- 
ries. One of these meaeures-- implementating performance standards-- 
had been needed in the Medicare program since its inception. HCFA 
planned to develop such standards by the end of 1980. 

With the implementation of standards for part A and B contrac- 
tors, HCFA needed to establish a firm policy of contract termina- 
tion for poor or marginally performing contractors. HCFA had 
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, 8 
identified several contractors over the years--particularly in 
part B --as being "either chronic poor performers or becoming pro- 
gressively worse without mitigating circumstances," yet little ac- 
tion had been taken to terminate their contracts. A system of 
strict contract monitoring and budgetary control, followed by a 
stong policy of contract termination for poor or marginal per- 
formers, could introduce many of the advantages of competition 
into the current Medicare contract environment and meet the intent 
.of the Congress (see p+ 3). 

We reported that there were too many carriers anId intermedia- 
ries administering the Medicare program; Cost studie's by several 
Medicare carriers and intermediaries done at our request indicated 
that savings of 8 to 39 percent and 5 to 16 percent, respectively, 
could be realized by consolidating carrier and intermediary work- 
loads and distributing larger workloads to fewer contractors. The 
savings would be achieved primarily because of the large amount 
of fixed or semifixed costs that are part of each contractor's 
operations. The actual amount of these savings was not projected 
because of the number of alternatives available for distributing 
the workloads and territories. 

The Secretary of HHS was given the authority in 1977 to change 
the part A administrative structure by assigning and~;reassigning 
providers to intermediaries. The authority to change the adminis- 
trative structure had always been available under part B, yet, 
despite the Congress' intent regarding carrier selection and several 
subsequent reports addressing wide variations in carrier costs and 
performance, HHS had taken little action to change the carrier con- 
figuration. 

SEPARATE CONTRACT WITH RAILROAD 
RETIREMENT BOARD ISUNECONOMICAL 

We evaluated the role of the Travelers Insuranc 
its contract with the Railroad Retirement Board (RRB 
wide carrier for part B claims from eligible railroa 
We estimated that an additional $43 million in admin i 

Company under 
as the nation- 
beneficiaries. 

strative costs 
had been incurred in fiscal years 1970-78 to maintain a separate 
nationwide carrier to process RRB part B claims. 

* 
Maintaining a separate carrier to pay RRB claims has not 

proven to be the most efficient or economical arrangqment. We esti- 
mated that legislation to terminate this arrangementicould result 
in yearly administrative cost savings of about $6.6 million-- 
$5.4 million resulting from economies of scale present in the area 
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carriers’ larger claimrs processing operations and $1.2 million from 
eliminating costs resulting from misrouted RRB claims. l-/ 

MEDICARE/MEDICAID CROSSOVER 
CLAIMS SHOULD BE PROCESSED 
BY AN INTEGRATED SYSTEM 

In our June 1979 report we pointed out that administrative 
costs could be reduced if Medicare contractors also processed 
through an integrated system the Medicaid 2/ liability for Medicare 
coinsurance and deductible expenses of indrviduals eligible for 
both programs. Provider dissatisfaction would also be lessened 
because payments would be made more promptly. An integrated system 
eliminates the double processing of crossover claims 3/ and thereby 
reduces costs and time delays which occur when separate systems 
are used. 

PREVIOUS RECOMMENDATIONS 
TO THE SECRETARY OF HHS 

We recommended that the Secretary of HHS direct the Administra- 
tor of HCFA to 

--evaluate the ongoing experimental fixed-price contracts to 
determine their advantages and disadvantages in Medicare: 

--incorporate performance standards in all Medicareicontractst 

--implement a firm policy of contract termination f+r poor 
or marginally performing contractors: 

- 

l-/A misrouted claim is a request for payment of an RRB part B 
claim that has been sent by either an RRB beneficiary cbr a 
provider of medical services to an area carrier insteah of 
to Travelers. These claims are generally identified either 
before processing by the area carrier or are processed~com- 
pletely but with no reimbursement check issued. In either 
case, costs are incurred to identify, handle, and redirect 
misrouted claims to Travelers. 

Y'Ihe Medicaid program, established by title XIX of the Social 
Security Act, is a grant-in-aid program which became effective 
January 1, 1966. Under this program the Federal Govertiment 
shares with the States the costs of providing medical assistance 
to certain individuals whose incomes and resources are insuf- 
ficient to pay for health care. 

~/Crossover claims are claims for which Medicare makes the 
primary payment for the service and the Medicaid program 
pays the Medicare coinsurance and deductible amounts. 
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--conduct experiments to evaluate the feasibility of merging 
parts A and B under a single contractor, and the effective- 
ness of requiring an integrated software system approach 
throughout the program: and 

--conduct additional experiments, including cost'and perform- 
ance incentives, to evaluate whether incentive contracting 
will work successfully in the Medicare program. 

We also said the Secretary should immediately reduce the number of 
carriers and intermediaries participating in the Medicare program. 
To determine which contractors should be eliminated, we recommended 
that the Secretary direct the HCFA Administrator to d&ermine the 
most efficient configuration of Medicare workloads and territories 
by 

--identifying the carriers and intermediaries thiat are the 
most efficient with their existing workloads ahd 

--identifying, through analyses of carriers' and intermedia- 
ries' costs, the carriers and intermediaries that can most 
efficiently handle larger workloads. 

The Secretary should then terminate the contracts with the least 
efficient carriers and intermediaries and, as an intelrim step, while 
experimenting with competitive fixed-price and incentive contract- 
ing, award new contracts on a cost reimbursement basiis. 

PREVIOUS RECOMMENDATIONS 
TO THE CONGRESS 

We recommended that the Congress: 

--Enact legislation to terminate the authority of the Railroad 
Retirement Board to select a nationwide carrier for Railroad 
Retirement Board part B claims and to turn over responsi- 
bility for processing and paying such claims to the area 
carriers paying part B claims for all other Meldicare bene- 
ficiaries. 

--Amend title XIX of the Social Security Act to !require that b 
the Medicaid liability for crossover claims be processed by 
the Medicare contractors using integrated data processing 
systems, unless the individual States can demonstrate to 
the Secretary of HHS that another arrangement is as efficient 
and effective. 
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SUBSEdUENT ACTIONS BY 
HHS AND THE CONGRESS 1 

HHS has taken a number of actions relating to those recom- 
~ mendations. Performance standards have been issued for part A and 
~ part B contractors. Some contracts have been terminated, and cer- 
~ tain territories and workloads have been consolidated. Also, there 
~ has been additional experimentation with incentive contracting. 

:I Evaluation of ongoing 
experlmental contracts 

HCFA awarded a contract in September 1981 for an independent 
evaluation of the experimental contracts in Maine, Illinois, and 
upstate New York. The scope of work covers all phases of the con- 
tract procurements, beginning with the preparation of the 'request 
for proposals (RFP) through the transition, implementation, and 
operational phases, The evaluation is to address the contractors' 
costs and the related impact on program payments and beneficiary 

~ services. 

EiCFA's planned scope of work is much broader and more complex 
than the scope of our review of the experiments. In the evaluation 

, HCFA plans to answer such questions as: 

1. In what ways did the nature of HCFA's involvement in the 
carriers' operations change from that present under a cost 
contract? 

2. What impact did the contracts' "risk provisions" heave on 
carrier performance and costs? 

3. What impact did claims payment delays, inaccurate ~payments, 
inappropriate correspondence responses, and delays1 in handl- 
ing of appeals have on beneficiaries and providers17 

4. What was the full administrative cost to HCFA for ~develop- 
ing the RFPs, reviewing proposals, 
each experiment, 

helping to implement 
and adjusting for levying and collecting 

performance penalties and was there an increase or decrease 
in HCFA monitoring and service costs? 

The administration has proposed legislation (see p. 17) to 
authorize competitive fixed-price contracting before this study 
has been undertaken and the results known. Such legislation would 
be inconsistent with our previous recommendation that HHS thoroughly 
evaluate the experimental fixed-price contracts before any sig- 
nificant legislative changes are made in Medicare contracting. 
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Performance standards have been issued , 

Specific perfarmance standards are a part of each fixed- 
price contract. Such standards also have been developed and are 
used in evaluating all part A and part B cost reimbursement con- 
tractors. The part A evaluation program was implemented October 1, 
1979; the part B program, a year later. 

After these evaluation programs have been in existence for 
several years and the contractors are familiar with the process, 
HCFA plans to consider incorporating the standards and#criteria 
in the cost contracts. 

Reduction in the number of 
carriers and intermediaries 

A number of changes made in the contracting configuration have 
resulted in fewer Medicare carriers and intermediaries' and some 
savings in administrative costs. 

The Blue Cross Association and HCFA have initiated several 
consolidations in part A. The workloads of seven Blue Cross plans 
in New York have been consolidated, and only one plan now has a 
subcontract with Medicare. Additionally, the Association is con- 
solidating some of the intermediary workloads in West Virginia and 
Pennsylvania. 

HCFA has also announced the nonrenewal of several contracts-- 
three in part B and one in part A. In part B, HCFA trBnsferred the 
workloads of three part B carriers --Milwaukee Blue Shibld, Delaware 
Blue Shield, and District of Columbia Blue Shield--to two other 
existing carriers. The workload of a Blue Cross plan in Memphis, 
Tennessee, was also transferred to another plan after HCFA decided 
not to renew the part A subcontract. 

Another consolidation resulted from the voluntar$ withdrawal 
from the program of South Dakota Blue Shield. This pairt B carrier's 
territory and workload were assigned to North Dakota Rlue Shield, 
which now handles both States. 

HCFA is also proceeding with a part A experiment fin Missouri lu 
which had been delayed by litigation for almost 2 years. This ex- 
periment places all part A services in Missouri under lone contrac- 
tor. Previously, five intermediaries serviced providers in that 
State. 

Additional experiments with 4 incentive contractinq 

HCFA has two experiments underway with incentive contracting. 
The part A contract in New York, where the number of $lue Cross 
plans serving as intermediaries was reduced from seven to one, is 
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a negotiated fixed-priee experimental contract containing provi- 
sions for both liquidated damages for poor performance and incen- 
tive payments if performance standards are exceeded. 

Also, follawing the recompetition of the part B contract for 
Maine (see p, 18), a contract was awarded containing provisions 
for both liquidated damages and incentives which are directly 
linked to the newly implemented part B performance standards. 

Efforts to combine parts A and B 
under a single contractor 

HCFA is testing the advantages of integrated part A and part 
B computer software systems by allowing a limited number of con- 
tractors to procure such systems and to participate with HCFA in 
evaluating the results, 

After developing and implementing a plan for combining parts 
A and B under a single contractor, HHS was enjoined from completing 
the experimental contract procurement in Colorado, Wyoming, and 
Utah by a Federal district court decision. HHS is appealing this 
decision. 

Administration's legislative proposal 
would chanqe contracting authority 

The administration's proposal to amend titles XVIII and XIX of 
the Social Security Act (introduced on May 28, 1981, as1H.R. 3725) 
includes provisions to terminate RRB's authority to se1 

1 
ct a nation- 

wide carrier, and to subject all Medicare contracts to ompetitive 
bidding requirements. The competitive bidding would be iphased in 
over a 5-year period. There have been no bills introduced in the 
Congress since our report was issued to deal with the integrated 
processing of crossover claims. 

HHS COMMENTS 

Commenting on our draft report (see app. III), HHS~stated 
that we did not give sufficient attention to the fact that it had 
vigorously pursued the recommendations in our June 1979ireport. 
HHS' major concern appeared to be with our characterization in the 
draft report of its efforts as "some progress." Some wording 
changes were made to the report to more accurately reflect the 
progress that has been made. 

HHS further pointed out that the goal of its experimental con- 
tracting program is to create an operating framework which is more 
conducive to improving the quality of service to providers and bene- 
ficiaries at reduced cost to the Government. It stated'that its 
contracting initiatives encompass all of the elements of the "tri- 
partite strategy" recommended in our 1979 report and referenced 
on page 4 of this report. 
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CHAPTER 3 

THE MAINE EXPERIMENT--SATISFACTORY PERFORNNCE 

WITH LITTLE ADMINISTRATIVE COST SAVINGS 

Blue Shield of Massachusetts (BSM) has completed the final 
year of its fixed-price contract to process Medicare part B claims 
in Maine. The contract was originally for a 39-month period and, 
following renegotiations, was extended for another year. The 39- 
month contract, estimated to have saved about $341,000 in adminis- 
trative costs, was the first of three ongoing experiments to test 
competitive fixed-price procurement for Medicare part B. HCFA re- 
cently recompeted this contract and a new award was madie to BSM on 
June 1, 1981, The new contract began on October 1, 1981. 

BSM performance under this contract has been satis'factory and 
better than its performance under a traditional cost reimbursement 
contract to process part B claims in Massachusetts. HCFA and Blue 
Shield officials told us that the higher performance hats resulted 
from the fixed-price nature of the contract with its as~sociated per- 
formance penalties, which has mandated closer management attention 
and the commitment of BSM's more experienced staff. 

In our June 29, 1979, report to the Congress on Me/dicare fixed- 
price contracting, we stated that the experiment's earlly results 
were favorable, but we cautioned that this experiment m/ight not 
be representative of what might happen in other fixed-p&ice con- 
tracts in Medicare. Our caution was based on several fbctors: the 
contract involved a relatively small claims volume, it has taken 
over by an experienced carrier already processing a much larger 
workload, and the estimated unit price l/ of the winninb bid was 
much higher than the other experiments.- In addition, Blue Shield 
and HCFA took special steps to minimize the potential a d verse ef- 
fects of the experiment. These steps consisted mainly 
sistency approach" that was applied throughout the 
transition, whereby BSM adopted many of the system 
previous carrier. 

We believe that the consistency approach was one elf the major 
factors in this experiment's success, particularly in miinimizing 
the disruption of services to beneficiaries and providelrs. Other 
major contributing factors were the experience of Blue iShield man- 
agement and clerical staff and the fact that the contra~ct price 

&/In all three part B experiments, contractors were not required 
to include claim volume projections in their proposals. The unit 
prices were estimated based on the contractors' total, price 
divided by HCFA's estimate of the total claims volume. 
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(the price BSM agreed to operate for) did not represent a signifi- 
cant change from the costs at which BSM was operating in Massachu- 
setts * ThusI the incentives to reduce staff or cut services were 
minimized, 

CONTRACTOR SELECTION 

The initial experiment arose when Union Mutual Lifi Insurance 
Company decided to terminate its contract as the Medicare part B 
carrier for Maine, The company's dsciaion was based on'a desire 
to concentrate its resources in its private lines of business. 
Union Mutual's administrative costs were high compared to other 
part B carriers, and the carrier felt that without incentives the 
Medicare program offered little potential for profit. Maine pro- 
vided an excellent opportunity for an experiment because Union Mu- 
tual withdrew voluntarily and had one of the smallest carrier work- 
loads, with 542,495 claims processed in fiscal year 1977. 

The RFP for the experimental contract was issued on March 18, 
1977. Bidders were requested to submit a total firm fixed price 
for all carrier services for a 39-month period, consisting of a 
5-month transition period beginning July 1, 1977, and 34 months 
of claims processing beginning December 1, 1977. 

The RFP stated that the final price would be reneg 
if legislative changes or other action substantially ch 
scope of work. While HCFA officials recognized that th 
sult in contractors including contingency factors in bi 
ing in higher prices, they believed it was preferable t 

changes. 

: 

tiated only 
nged the 
s could re- 
s, result- 

have con- 
tractors absorb the cost of minor administrative or proc$edural 

I 
I 

The RFP provided that the bidder was responsible f 
it 

r estimat- 
ing claims volume during the contract period and that t ere would 
not be any price adjustment for volume. HCFA was conce ned that 
a contractor could manipulate the claims count by induc ng more 
frequent claim filings from physicians or beneficiaries+ 

which 
HCFA developed a detailed plan for contractor selection in 

each proposal was evaluated on the basis of company experi- 
ence, the quality of the technical proposal, and price., Weights 
were assigned as follows: company experience, 30 percent; tech- 
nical proposal, 30 percent; and price, 40 percent. Five organiza- 
tions submitted proposals --Aetna Life Insurance Company, Prudential 
Insurance Company, BSM, Maine Blue Cross and Blue Shield (Maine 
BC/BS), and New Hampshire-Vermont Blue Cross and Blue Shield (NH-VT 
BC/BS). Although NH-VT BC/BS was the low bidder by a substantial 
margin, BSM placed first overall in the scoring: 
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Total Point difference 
Bidder (note a) 

BSM 863.21 
NH-VT BC/BS 848.81 
Prudential 815.83 
Maine BC/BS 782.90 
Aetna 645.03 

from winnling bidder 

141. 40 
47.38 
80.31 

218.18 

z/Total points possible--1,000. 

BSM's winning margin was gained by the experience facto!r. 

The price offers submitted by the contractors in May 1977 com- 
pared favorably with national average unit costs and Un~ion Mutual's 
unit cost experience. Union Mutual's unit costs for fiscal years 
1976 and 1975 had been $3.74 and $3.58, respectively, while national 
average unit costs had been $3.19 and $3.11. The following table 
shows HCFA's estimate of unit price per bid for the Maine contract, 
based on a HCFA projection of the claims volume for the' entire con- 
tract period. 

Estimated unit 
Bidder Total price price f& contract 

NH-VT BC/BS $4,737,498 $2.59 
BSM 5,285,OOO 2.88 
Prudential 5,450,ooo 2.98 
Maine BC/BS 5,660,700 '3.09 
Aetna 8,496,100 4.46 

To compare total prices, HCFA used an estimated to'tal price of 
$5,626,400, based on the estimated claims volume multiplied by the 
national average unit cost of $3 per claim. This estimate shows a 
savings from the competitive bidding: 

Bidder Total price Estimated savings 

Prudential 
BSM 
NH-VT BC/BS 

$5,450,000 I $176~,400 
5,285,OOO 341~, 400 
4, 737,498 888,902 

As stated above, this analysis is based on HCFA's volume pro- 
jection. Contractors were responsible for estimating claims volume, 
but they were not required to include their projection :in the pro- 
posals" Any variance between HCFA and contractor volume projections 
would cause price comparisons to be inaccurate. For example, if a 
contractor estimated that the claims volume was greater than HCFA's 
projection, then what is shown as estimated unit price would be 
overstated. 
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PERFORMANCE IS SATISFACTORY 

After an initial period of generally unacceptable performance, 
BSM's performance in Maine exceeded contract standards and is con- 
sidered satisfactory for the areas where comparable data are kept 
on other carriers. For the 13 evaluation periods (calendar quar- 
ters) ended June 30, 1981, BSM has passed 147 of the 156 standards 
evaluated. 

Performance monitorina svstem 

HCFA implemented a more sophisticated performance monitoring 
system in the experiments than it had for its cost contrbcts. Ac- 
ceptable contractor performance under the cost reimbursable con- 
tracts had never been defined by specific standards: most contrac- 
tor evaluations were based on a system of goals established by each 
HCFA regional office, and most of the regional office evaluation 
systems were based largely on the judgment of HCFA representatives 
who worked at the contractors! facilities. 

Because of the fixed-price nature of the experiments and the 
concern that this type of contract would lead to reducedmservice, 
HCPA devised a monitoring plan to quantify performance as much as 
possible and allow for liquidated damages to be assessed for per- 
formance deficiencies. 

The monitoring plan for the Maine experiment (as well as 
Illinois and New York) imposed two quality control systems on the 
contractor. The first--System One-- uses five performance standards 
based on quantified workload data, some of which had been previously 
collected by HCFA. The second--System Two--is based on continuous 
reviews and determinations of the contractor's compliancie with all 
pertinent operational instructions in seven functional areas. L/ 

In addition, all the experimental contracts includes provisions 
for monetary penalties for deficient performance. The p/enalties 
are to be assessed for any standards missed in a 3-months period. 
The penalties range from $10,570 per standard in Maine tb $52,250 
per standard in Illinois. 

Most contract standards have been met 

Although BSM began claims processing on December l,, 1977, 
HCFA's monitoring plan did not become,effective until the quarter 
that began April 1, 1978. For the 13 evaluation periods (quarters) 

l-/Claims processing, coverage and utilization safeguards, program 
reimbursement, computer operations, beneficiary services and 
professional relations, program integrity, and quality assurance. 
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ended June 30, 1981, BSM has passed 147 of the 156 standards evalu- 
ated. The nine failed standards were all in System One and related 
to claims processing errars detected through the quality assurance 
program. 

The quality assurance program developed by HCFA and used by 
all part I3 carriers systematically reviews a sample of~claims drawn 
from those processed to completion by the carrier during a given 
reporting period. The review identifies various typesof process- 
ing errors, including those affecting reimbursements. kl?he results 
of the review are included in a report designed to provide a basis 
for evaluating and comparing carrier performance. HCFA's regional 
office personnel validate the carrier's results by subsampling about 
10 percent of the carrier's sampled claims. 

Two error rates are reported-- the occurrence error rate l/ and 
the payment/deductible error rate. 2/ These rates areicomputgd by 
a formula which considers the errors found by the carrier and by 
the HCFA quality review staff. The errors found by HCPA are given 
more weight in the formula. 

There is a contract standard for each error rate. The contract 
requires that BSM's occurrence error rate and payment/deductible 
error rate each be less than those of 60 percent of all other car- 
riers each quarter. BSM's error rates for each quarter since the 
contract started and the contract standards are shown in the follow- 
ing table. The payment/deductible error rate is very important be- 
cause it reflects the accuracy of the carrier's benefit payments. 
The estimated total payment/deductible error 3-/ is also shown for 
each quarter. 

l/The estimated number of errors made in the processin 
% 

of claims 
for every 100 claim line items in the universe of clIims proc- 
essed in the reporting period. 

&/The estimated amount of payment/deductible dollar errors for 
every $100 of submitted charges in the universe of claims proc- 
essed. Payment/deductible dollar errors include actual dollar 
amounts paid in error, actual dollar amounts not paid which 
should have been paid, and dollar amounts misapplied (either 
over or under) to the deductible. 

z/The statistical estimate of the total of all combined payment 
and deductible errors, in favor of claimants, in favor of 
the Government, or combined, in the file of processed claims 
from which the samples are drawn. 
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Quarter 
ended -- 

Mar, 
1978 

June 
1978 

Sept. 
1978 

Dec. 
1978 

Mi?Z. 
1979 

June 
1979 

Sept. 
1979 

Dec. 
1979 

Mar. 
1980 

June 
1980 

Sept. 
1980 

Dec. 
1980 

Mar. 
1981 

June 
1981 

Occur,renoe 
error rate 

Contract 
BSM 

9.6 (4 

7.1 7.2 

6.0 7.7 

6.5 11.9 

g9.3 8.2 

6.9 7.9 

7.3 7.7 

6.3 8.1 

8.0 8.3 

E/9.4 7.1 

7.2 7.5 

k/10.3 7.2 

b/10.8 7.0 

b/7.1 6.5 

standard 

a/Contract standards did not apply until the quarter ended June 
30, 1978. I 

'b/Standard not met. 

Payment/deductible 
error rate 

Contract 
BSM standarg 

2.3 

1.6 

1.3 

1.7 

b/2.7 

13/2.0 

2.1 

1.9 

b/2.3 

g/1*9 

2.0 

1.3 

1.5 

1.4 

(4 

1.8 

1.8 

2.8 

1.9 

1.7 

2.1 

2.0 

2.0 

1.8 

2.0 

1.6 

1.7 

1.6 

Total estimated 
payment/deduc- 

tible error 
BSM 

(millions) 

$0.3 

.2 

1 . 

.2 

. 3 

.2 

.3 

.3 

.4 

.3 

.3 

I* 
2 

'.3 

.3 

The carrier has failed five standards under System Two of the 
monitoring plan: however, the problems were corrected during a grace 
period allowed under the contract, and no penalties were assessed. 

BSM performance less satisfactory 
under Its cost contract 

BSM's performance under the Maine contract has generally been 
better than its performance under it6 cost reimbursable contract 
to process part B claims in Massachusetts. We applied the Maine 
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System One standards to BSM's Massachusetts performance data. From 
April 1, 1978, through June 30, 1981, BSM would have failed 36 of 
the 65 standards in Massachusetts, while failing only 9 in Maine. 

When performance standards were implemented for the Maine con- 
tract, standards did not exist for cost contracts. In fiscal year 
1979 HCFA regional officials notified all Region I carriers that 
their performance would be measured against the standards used in 
the Maine contract; however, these standards are not part of the 
cost contract and penalties cannot be applied. 

HCFA officials believe that performance is much better under 
the Maine contract because of the performance penalties associated 
with the fixed-price contract. BSM management has the incentive 
to pay more attention to the Maine contract and to as$ign the best 
staff available. The regional Medicare director believes the 
greatest advantage of the fixed-price contract is that penalties 
can be included. 

A BSM official stated that more management attention is given 
to the Maine contract, principally because of the performance 
penalties. He also added the following reasons for the better per- 
formance: 

--BSM expended more funds on a per claim basis on the Maine 
contract, as reflected in the fiscal years 1974 and 1980 
final administrative cost reports. BSM's fiscal year 1979 
cost reports reflect a unit cost of $2.90 for pine and $2.55 
for Massachusetts. The fiscal year 1980 cost eports reflect 
a unit cost of $3.07 for Maine and $2.36 for ssachusetts. 

--Although the Maine contract standards were use 

e 

as a per- 
formance measure for all Region I cost contrac ors, HCFA did 
not allow BSM to adjust its budget for Massach setts to 
reflect the increased performance requirements1 

--BSM's urban location in Boston has contributed~to a high 
staff turnover rate and the resulting inabilit 

d; 
to staff 

both contracts with quality personnel. This a versely 
affected carrier performance in Massachusetts.' 
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BSM REPORTEDLY LOST, WNEY 
ON MAINE CONTRACT 

BSM received $5,221,580 in payments during the original 390 
month fixed-price contract. l/ This amount includes any costs as- 
sociated with implementation-during the initial 5 months of the 
contract (before actual claims processing), but does not include 
reimbursement for the l-year contract extension. 

During fiscal years 1978, 1979, and 1980, BSM received 
$5,063,030 in payments. During this period BSM processed 2,038,070 
claims, for an average unit price of $2.48 per claim. $or the same 
period BSM reported $5,998,467 in unaudited actual costs, resulting 
in an average unit cost of $2.94 per claim. Thus, BSM's reported 
costs have exceeded contract payments by $935,437. 

Drawing conclusions regarding the true financial impact of 
the Maine contract is difficult without a comprehensive audit of 
USN’s costs. Such an audit was not part of our review, but is 
planned by HHS. &/ 

CONTRACT EXTENSION 

HCFA and BSM began negotiations in May 1979 for a l-year exten- 
sion of the contract. BSM first submitted an offer of $2,932,935, 
based on an estimated claims volume of 1,012,633 and a unit price 
of $2.90 per claim. 

HCFA officials rejected the offer because they estimated the 
claims volume to be about 866,000 to 909,000. After se era1 months 
of negotiation, HCFA accepted BSM's fourth offer of $2, 

1 
40,227, 

based on a claims volume of 921,000 and a unit price of,$2.32 a 
claim. According to HCFA officials, they decided to ac 

s 
ept this 

offer largely because the price was only 2.2 percent hi her than 
BSM's reported costs of $2,094,757 for fiscal year 19791. 

According to BSM officials, they dropped the prices to the 
lowest possible level because of HCFA's stated intent to region- 
alize claims processing-- consolidate all contractors ins the region 
and award a single contract. They told us the price ag~reed to did 
not include any provisions for penalties, return on investment, or 
contingencies. Further, they stated that overhead costs normally 
charged to the Maine contract were not included. 

L/Original contract price reduced for liquidated damages applicable 
through fiscal year 1980. 

g/The last HHS audit of BSM was for the period July 1, 1977, 
through September 30, 1978. 
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The estimated claims volume of 921,000 may still be too high. 
After completing negotiations with BSM, HCFA prepared a'further 
analysis of claims volume, which concluded that BSM's estimate 
wa8 too high. Using two different statistical methods, HCFA esti- 
mated the volume to be either 842,200 or 843,600 claims. These 
estimates equate to unit prices of $2.53 and $2.54, respectively-- 
nearly the same unit price of $2.48 paid for fiscal years 1978, 
1979, and 1980. 

"CONSISTENCY APPROACH" TO CONTRACTOR 
CHANGE MINIMIZED PROBLEMS - 

In our June 1979 report to the Congress, we stated ~that prob- 
lems encountered in contractor turnover may affect the success of 
competitive procurement. As a new contractor takes oven an area, 
startup problems may result in a period of lower performance and 
service. Many complaints regarding differences in reimbursement 
levels may also result because of problems in physician ~profile 
conversions, changing procedure coding systems, and differences 
in how contractors apply program guidelines. 

These concerns were also cited by a HCFA steering roup l/ 
in its October 1978 report to the HCFA Administrator. %I 
pointed out that, 

e group 
in the transfer of carrier jurisdictions, it may 

take a year before the beneficiary population and medical community 
adjust to the transfer. Each carrier has unique systems and proce- 
dures to handle local conditions, and conversion to a new system is 
a major problem for the incoming carrier to overcome. 

The changeover of the Medicare part B contract in Maine appears 
to have gone well, especially compared to the other experiments, par- 
ticularly Illinois. A principal reason problems did not surface in 
Maine, as they did in the other experiments, was HCFA's iattempts to 
follow a "consistency approach“-- requiring BSM to adopt~many fea- 

I tures of the previous carrier's operations. In additiorj, problems 
encountered by BSM in converting the previous carrier's ~procedure 
coding system 2d resulted in retention of the previous system and 
avoided many potential problems, such as changes in payment levels. 

&/A steering group of high-level officials appointed to examine the 
methods in selecting, monitoring, and reimbursing contiractors 
for the Medicare and Medicaid programs. The group's final report 
was issued on October 31, 1978. 

g/Procedure coding and related terminology systems are used by car- 
riers and health insurance companies to provide physicians and 
third-party payors with a common language to accurately describe 
the type of service provided and to serve as a basis for medical 
coverage and payment determinations. The use of approved systems 
not only varies with carriers, but the compatibility among car- 
riers using the same system may vary, depending on the extent to 
which a carrier modifies a system for internal use. 
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Identification of unique features 

The Maine contract allowed for a 5-month transition period 
to facilitate the transfer of carrier functions. During this per- 
iod, representatives of BSM, Union Mutual, and HCFA met numerous 
times to discuss the status of various tasks. Early in the transi- 
tion the representatives developed a list of critical iss8ues that 
would require the most monitoring. One such issue was to identify 
all of the things that Union Mutual did differently than BSM did 
in its Massachusetts operation and to decide how BSM would handle 
these things in Maine. 

HCFA recognized that any differences in procedures or process- 
ing routines might produce different payment results and hence 
adversely affect beneficiary and provider relations in Maine. 
HCFA's approach to processing differences was that BSM would gen- 
erally adopt the unique Union Mutual features to assure a smooth 
transition. 

HCFA's Boston R@gional Office developed a formal system to 
identify processing differences and identified 40 BSM system proce- 
dures that differed from those used by Union Mutual. These proce- 
dures covered a wide variety of items, such as pricing prpvisions, 
coverage issues for specific providers, and postpayment review. 

The effect of this consistency approach was cited by the 
regional Medicare director's evaluation of the Maine transition 
process. 

"The bottom line objectives of the transition 
process, of course, were to assure that the old 
carrier's operations were phased out smoothly 
and that the new carrier could begin to process 
claims as scheduled on December 1. These objec- 
tives were met. upll [Union Mutual] transferred to 
the new carrier almost the exact number of claims 
we had projected at the beginning of the 
implementation. BSM began inputting new Maine 
claims on schedule on November 11, submitted 
its first Maine queries on schedule on Decem- 
ber 1, mailed the checks from its first weekly 
summary check run by December 9, was down to 
1.2 weeks work on hand in the Maine operation 
by December 31, and processed 75% of its Maine 
claims within 15 days in January. Only 2 Con- 
gressional inquiries on behalf of constituents 
regarding the carrier changeover were received, 
and these were both minor and did not reflect 
on BSM's performance. Thus, based on these 
factors, the transition was a success. 
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"Another major objective of the transition which 
we increasingly articulated as the implementatio 
period progressed was that the continuity of 
service and benefit payments between old and 
new carriers should be maximized. Hence all of 

In 

our emphasis on identifying 'unique Maine fea- 
tures' for incorporation wher'ever appropriate 
into the new carrier's system. * * * generally 
we believe this objective was met." 

Importance of procedure coding system 

In previous work regarding contractor changes, we found that 
converting the procedure coding system is one of the most critical 
and difficult tasks to be completed during transitions. The HCFA 
Maine transition committee also identified the conversion as a 
critical issue. According to the regional Medicare director, this 
aspect of the conversion was critical because it had the potential 
for changing the amount of reimbursement doctors would receive and 
possibly creating an outcry in the Maine medical community. 

In its technical proposal, BSM had indicated that the proce- 
dure coding system used in Massachusetts would be use? in Maine 
instead of Union Mutual's system. The potential bene?fits of such 
a conversion were the ability to establish a fully integrated claims 
operation for Massachusetts and Maine and to realize substantial 
economies of scale by having staff able to process claims from 
either State. 

Converting the coding system, however, proved mo e difficult 
than anticipated. A larger than planned number of pr r; cedures used 
by BSM in Massachusetts had no match l/ in the Union Mutual system. 
This meant BSM would have to find some way to determine the reason- 
able charge for BSM procedures where there was no such data in 
Maine. After considering the problems this would invblve, BSM of- 
ficials informed HCFA they could not complete the conbersion before 
the end of the transition period. As a result, the c'rrier was 
forced to essentially retain the Union Mutual coding 1 tructure. 

The potential effects of the procedure coding conversion had 
it been made are reflected in the following excerpts from the re- 

lu 
gional Medicare director's evaluation of the Maine transition. 

'* * * even if enough analysis and preparation 
had been undertaken at an early enough point by 
BSM to allow this to be accomplished by December 1, 

I.-/Listing the various procedure codes in each system and arranging 
them so similarities or matches are identified is o!Eten referred 
to by HCFA and the carriers as "mapping." 
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there would ine$terbly be differences in payment 
levels which Maine providers would experience after 
new codes went into effect, and this would complic- 
ate the transition and jeopardize acceptance of the 
new carrier * * *I' 

,I* * * In future transitions, if the procedure codin:g 
system used by the outgoing carrier is not to be re- 
tained by the new carrier, the task of.procedure code 
conversion should be viewed as one of the most cri- 
tical early tasks on which the rest of the implemen-l 
tation hangs." 

'* * * until the procedure code mapping table had 
been completed, the carrier could not develop test 
files for testing purposes * * *' 

These potential problems, which were avoided in Maine, are paralleled 
by actual problems in Illinois, which are discussed in chapter 5. 

While BSM's retention of the Union Mutual coding system appears 
to have eliminated many potential problems, this retention reduced 
BSM's ability to have a fully integrated claims processing operation 
for Massachusetts and Maine and greatly limited opportunities to 
economize, Because of the separate coding systems, BSM maintains 
basically separate processing systems for its Maine and Massachu- 
setts contracts. Although some supervision is integrated for both 
contracts, there is no integration of most staff. 

In the two largest units of the Maine operation--claims 
examination/data entry and communications-- there is total separation 
from the Massachusetts operation in terms of both physic31 location 
and supervision. In other departments, such as quality control and 
suspense, there are separate staff with the same supervi$or. BSM 
also maintains separate training materials and personnel for each 
contract. 

CONCLUSIONS 

BSM's performance under its fixed-price contract toiprocess 
Medicare part B claims in Maine has been satisfactory. he perform- 
ante standards and related penalties associated with the fixed- 
price contract act as an incentive to perform effectively. These 
standards and penalties were not in the cost contracts. 

The experiment has indicated that, even if a contract is not 
regularly competed, the threat of competition acts as an incentive 
for a contractor to lower costs. Despite the fact that BSM's fi- 
nancial reports indicate it is incurring a loss on the contract, 
it substantially lowered its initial price proposal during nego- 
tiations to retain the Maine'contract for the option year. 

29 



Although the Maine transition went well, this was largely be- 
cause BSM kept many of the previous carrier's system features. 
Keeping these features helped to maintain consistency in payments 
to providers and eliminated potential problems arising from an 
entirely new system. Because of the consistency approach, however, 
BSM was required to maintain basically separate staff and was not 
able to benefit from the economies of scale that could be realized 
from having the same system for both Maine and Massachusetts. 

CARRIER COMMENTS -- 
When given an opportunity to comment, Massachusetts Blue Shield 

said it was satisfied with the draft report and had no'comments to 
make. 
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CHAPTER 4 

THE NEW YORK EXPERIMENT--AFTER A 

SHAKY START, PERFORMANCE IS SATISFACTORY 

Blue Shield of Western New York (Buffalo Blue Shield): is in 
the third year of its experimental fixed-price contract to process 
part B claims for upstate New York. Actual claims processing under 
the contract began on June 1, 1979, and is scheduled to continue 
through September 30, 1982. 

The experiment is progressing smoothly after some initial per- 
formance problems. The transition phase of the experiment was com- 
pleted successfully, and Buffalo Blue Shield was able to meet its 
scheduled startup dates for processing claims from the prior car- 
riers despite delays in some transitional tasks. Buffalo Blue 
Shield encountered difficulties, however, when it began processing 
claims, resulting in large backlogs of claims and correspondence, 
and high clerical error rates. 

Some of these initial problems were attributable to a change 
in reimbursement policy initiated by HCFA at the beginning of the 
contract. This change resulted in a "roll-back" situation, where 
certain providers or their patients received less reimbursement 
than they had before. Buffalo Blue Shield was able to straighten 
out these initial problems, and HCFA now considers the carrier an 
above-average performer. 

CONTRACTOR SELECTION 

A contract was awarded to Buffalo Blue Shield on November 1, 
1978. This experiment consolidated three carrier territories in 
upstate New York into one. The contract was offered through a 
fixed-price competitive process. 

The area was previously serviced by Buffalo Blue Shield, 
Genessee Valley Medical Care (Rochester Blue Shield), and~Metro- 
politan Life Insurance Company. The total part B claims volume 
for the carrier areas in fiscal year 1978 was 2,692,181, &ith in- 
dividual carrier workloads and cost per claim as follows: 0 

Carrie; Claims volume Cost per claim 

Metropolitan 1,663,679 $2.70 
Buffalo 663,466 3.71 
Rochester 365,036 3.50 

The contract is for a 47-month period: transition began on 
November 1, 1978. Claims processing under the fixed-price contract 
began on June 1, 1979, in the area Buffalo Blue Shield previously 
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serviced, with the remaining two areas absorbed at 2-month intervals 
until the territory was fully operational on October 1, 1979. Proc- 
easing will continue through September 30, 1982. 

Price adjustments were only to be allowed in case of major 
legislative changes or changes in postage or Social Security taxes 
annaunced after the price proposals were submitted. 

Proposals for the New York ex,periment were received from six 
organizations operating as Medicare carriers, including two of the 
three incumbents. They were Buffalo Blue Shield, Continental Insur- 
ance Company, Group Health Incorporated,'Metropolitan, Prudential, 
and the Occidental Life Insurance Company. 

The award factors were the same as those used in the other ex- 
periments: however, adjustments were made in the weights for tech- 
nical (15 percent), experience (35 percent), and price (50 percent). 
The evaluation of proposals resulted in these point awards: 

Bidder 

Buffalo 
Continental 
Metropolitan 
Group Health 
Occidental 
Prudential 

Points 
(note a) 

908.96 
896.29 
873.98 
837.37 
822.60 
790.55 

Point difference from 
winning bidder 

12.67 
34.98 
71.59 
86.3~6 

118.41 

a/Total points possible--1,000. 

Buffalo Blue Shield, which finished third in scoring in the 
technical category and fourth in experience, l/ was a le to overcome 
the other carriers with its 45-point winning margin i the price 
category. 

L/Buffalo Blue Shield stated, in commenting on our report (see 
P* 101) I that someone not thoroughly familiar with HCFA's evalua- 
tion methodology might conclude from this ranking that Buffalo 
lacked the experience necessary to administer Medicalre in upstate 
New York. Blue Shield stated that its experience wais equal to 
or superior to that of all other bidders in its claims processing 
accuracy and timeliness. Although Buffalo Blue Shield may not 
have agreed with HCFA's evaluation of the proposals, nevertheless 
it finished fourth in the experience category. 
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This experiment received more response than the others in terms 
of the number of bidders and the competitiveness of price. The fol- 
lowing table shows the actual bids and the effective unit price 
per claim based on HCFA's projected claims volume of 13,270,OOO. 

Bidder Total price 

Buffalo $201296,150 
Group Health 21,358,800 
Continental 22,320,OOO 
Occidental 23,790,000 
Metropolitan 23,871,OOO 
Prudential 29,377,ooo 

Estimated 
unit cost 

$1.53 
1.61 
1.68 
1.79 
1.80 
2.22 

We estimated in our June 1979 report that the previous carriers 
would have incurred about $31.1 million in costs over the'contract's 
operational period. In terms of total price, the successful bid 
saved an estimated $10.8 million in administrative costs, It is 
not clear, however, how much of the savings is due to competitive 
pressures or to other factors, such as consolidated workloads. 

THE TWNSITION PERIOD WENT SMOOTHLY 

The transition phase of Buffalo Blue Shield's takeover of the 
upstate New York area went smoothly despite some delays in a number 
of tasks. Buffalo Blue Shield completed most of its tasks on time 
and was ready to start processing claims on June 1, 1979. During 
the period HCFA reviewed Buffalo Blue Shield's progress, tested 
pertinent files and the computer system, and compared prodessing 
results between Buffalo Blue Shield and the outgoing contractors. 

Buffalo Blue Shield's major efforts 
duxinq the transition period 

The transition from three carriers to one required Buffalo 
Blue Shield to accomplish many tasks. The carrier was awa(rded the 
contract on November 1, 1978, and was required to be operdtional 
by June 1, 1979. On that date it began processing claims Ifrom its 
prior service area. Two months later, on August 1, 1979, 'Buffalo 
Blue Shield started processing claims from the Metropolitan area, 
and finally on October 1, 1979, it completed the transition and 
began receiving claims from Rochester Blue Shield's service area. 

Buffalo Blue Shield prepared a detailed list of tasks to be 
completed during the transition. Most of them were completed on 
time, and those that were not did not delay the June 1, 1979, 
startup date. Generally, carrier officials believe the transition 
period went smoothly. Some of their major efforts and problems 
during the transition are described below. 
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Site selection was based 
bainly on lower labor cost 

The carrier located its new Medicare offices in Binghamton, 
New York, primarily because the wage rates in the area were lower 
than those in Buffalo-- its home office site and prior location for 
processing Medicare claims as a cost reimbursement chrrier. Also, 
the workers in Binghamton were not unionized as they were in 
Buffalo, and Binghamton was moreGcentrally located ih the upstate 
area than Buffalo. 

Recruitment was aided 
by New York State 

The carrier worked closely with the New York State Employment 
Office to recruit and hire personnel for its Binghamton Medicare 
office. The State Employment Office provided applic nt screening, 
testing, and referral. In addition, t it helped devel'p position 
descriptions and provided recruiting space to carrier personnel 
before they were able to move into their new offices/ Management 
personnel were obtained mainly through personal contacts and trans- 
fers from Buffalo. 

The first group of employees was hired in Februiry and March 
1979 so they would be ready for the June 1 startup date. Two other 
groups were hired to be prepared for the takeover of the other areas 
in August and October. 

Procedure code matching was difficult 

Converting procedure codes used by Buffalo BlueiShield, Metro- 
politan, and Rochester Blue Shield into the carrier' new system 
was difficult, and it delayed certain transitional t sks. HCFA of- 
ficials, however, told us these delays did not affec ! the contrac- 
tor's ability to begin claims processing on time. ~ 

The carrier was able to convert its prior system in Buffalo 
to its new one with few problems since the two systems were similar. 
The Metropolitan and Rochester Blue Shield coding sys~tems were dif- 
ferent, however, requiring an examination of descript~ions to deter- 
mine matches. Exact matches were easily converted, biut where the * 
descriptions were not exact matches or where comparabile procedures 
could not be found on Buffalo Blue Shield's codes, ca:rrier personnel 
made subjective decisions to match procedures. HCFA reviewed these 
decisions, and any differences were resolved with the carrier before 
processing claims in the new service areas. 

File conversions were completed 
with only minor problems 

The task of transferring files-- computer tapes and hard-copy 
records-- from Metropolitan and Rochester Blue Shield to Buffalo 

34 



Blue Shield startlsd shortly after the carrier was awarded the 
contract. Buffalo Blue Shield sent a team of managers to the 
other carriers to develop a new list of inventoried files using 
the list in the RFP as a starting point. 

Many files required conversion from the format used by the 
prior carriers to that used by Buffalo Blue Shield's new computer 
system. The major files requiring conversion were the claims 
history, pending claims, prevailing charge,, provider, and master 
pricing files. These files were converted by computer. Other 
files critical to the claims processing operations had to be de- 
veloped manually. These included laboratory certification, durable 
medical equipment, and hospital-based physician (HBP) files. Al- 
though problems arose in some areas of conversion, as di$cussed 
on page 43, carrier officials told us that overall the file conver- 
sions went rather smoothly. 

Most files were tested 

Once converted, most of the files were tested through a model 
office test l/ plan set up by Buffalo Blue Shield's data processing 
subcontractor --EDSF. 2/ According to an EDSF representative, the 
cmputer-converted fries were completed in time for this testing. 

Two of the manually built files-- the HBP and lab certification 
files--were set up before the testing, but maintenance wds performed 
on them up until the week before the startup dates. Despite the 
maintenance, the EDSF representative said the files were~able to 
be tested during the model office testing. In addition, the carrier 
made sure all functions in the lab certification and HBP~files were 
working properly. The durable medical equipment file, aiso manually 
converted, was the only file not ready for model office testing. 
The system capability was tested, but the data in the file were not 
set up until the week before startup. 

HCFA's review of the carrier 
during the transition was limited 
to monitoring not assisting 

In December 1978, the month after Buffalo Blue Shield was 
awarded the Medicare part B contract for upstate New York, HCFA 
officials identified the major transition activities that required 
coordination and monitoring by them. 

l-/Basically a simulation of actual claims processing situations. 

&/EDSF is also the data processing subcontractor to Blue Shield 
of Massachusetts in the Maine experiment. 
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Staff 'were assigned not to assist the carrier in completing 
the tasks, but rather to monitor each activity and to be sure all 
tasks within each major activity were completed on schedule. HCFA 
held monthly transition meetings, attended by officials of Buffalo 
Blue Shield and the outgoing carriers, to keep abreast of the tran- 
sition activities. HCFA also required the carrier to submit bi- 
weekly status reports. These reports contained explanations for 
delays in completing tasks and a complete list of all tasks in- 
dicating their estimated and actual completion dates. 

HCFA assigned 13 staff members to the transition 8ffort on a 
full- or part-time basis. The total time spent by them through 
October 1, 1979, the end of the transition period, was 439 staff 
days. Most of this effort was spent on coordination activities, 
review of prOC8dUr8 code conversion, system testing, and attendance 
at transition meetings. It included 115 staff days spent onsite at 
the carrier's Binghamton offices. 

As indicated above, HCFA's review of Buffalo Blue,Shield's 
performance primarily involved reviewing and testing file conver- 
sions and the claims processing system and approving the procedure 
coding system to be sure the carrier was ready for "live" opera- 
tions. In accomplishing this, HCFA officials maintained files and 
records of their work and prepared detailed reports of their tests 
and reviews. Their efforts in these areas are described below. 

File conversions were tested 

HCFA's efforts in Buffalo Blue Shield's file conversion tasks 
basically involved testing and approving the conversions. This in- 
cluded verifying the accuracy of 

--conversion of provider address files and pricin Y files for 
eac'h of the three carriers and 

--history file conversions. 

HCPA did not test all files set up by Buffalo Blu4 Shield. 
Some of the files, principally the HBP and durable medical equip- 
ment pricing files and the laboratory certification files, were 
not completed when HCFA conducted its review. HCFA, ccnsequently, 
did not review these files or reviewed only the completed parts. 
We are not aware of any problems occurring with these files, how- 
ever, once the carrier began operations. 

The provider files were tested in Binghamton by comparing 
a sample of files from the previous carriers with data in Buffalo 
Blue Shield's files. HCFA found no major problems in this area. 

TO test the beneficiary claim history file, HCFA selected a 
sample of histories from each of the prior carriers and compared 
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them to the new files. HCFA found some discrepancies, particularly 
in the conversion of Metropolitan's history records. After HCFA 
informed Blue Shield of the discrepancies, the carrier contacted 
Metropolitan and clarified the data. According to HCFA, all dis- 
crepancies were ultimately cleared up and approval was given to 
Buffalo Blue Shield to use the files. 

Procedure code matchinq 
was approved on time 

HCFA's review of Buffalo Blue Shield's procedure code matching 
was a time-consuming task, requiring 72 staff days. HCFA was re- 
quired to review all matching performed by Buffalo Blue Shield for 
each carrier. HCFA and Buffalo Blue Shield had several disagree- 
ments in each review: but all were eventually resolved, and HCFA 
was able to approve the procedure code matching for each carrier 
before Buffalo Blue Shield started processing claims in its service 
area. 

Various tests performed on 
the claims processing system 

HCFA completed various tests to verify the accuracy of Buffalo 
Blue Shield's claims processing system. It did not, however, 
participate with the carrier or EDSF personnel in implementing 
EDSF's model office test plan for checking the computer system. 

HCFA's testing primarily involved conducting a modified carrier 
system testing project, processing previously processed c~laims 
through the new system, and observing the online entry L/ of other 
test claims. The testing project conducted by HCFA was not the 
full test package generally used to test carrier systems;' instead, 
HCFA completed a minipackage of 45 claims. Discrepancies occurred 
in the test, but they were explained by or resolved with ithe carrier. 

HCFA selected 50 to 100 previously processed claims ifrom each 
of the prior carriers and processed these claims through ~the new 
system. It then compared the old and new results. Diffelrences did 
occur, but again HCFA personnel said all differences were: eventually 
cleared up, 

HCFA also had Buffalo Blue Shield personnel enter te!st claims 
directly into the system at the computer terminals. HCFA monitored 
the input and noted how the system handled various types ;of errors. 
The process disclosed no major problems. 

&/Involves the direct entry of data into the computer. This ap- 
proach differs from that followed in the testing project, where 
carrier personnel do the data entry unobserved by HCFA. 
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The initial months of Buffalo Blue Shield's operations as a 
fixed-price contractor were characterized by large claims backlogs, 
poor quality assurance results (high clerical error rates), and 
many beneficiary and provider complaints. These problems lasted 
for about 6 months, but since then the carrier's performance has 
been satisfactory. 

Initial claims backloq was hiqh 

One of.the first problems to arise when the carrier began 
processing claims under the new contract was a high claims backlog. 
In June and July 1979, when it was processing only the claims from 
its previous service area, there was little difficulty. However, 
the carrier processed fewer claims than it received from August 
1979 through October 1979, and a backlog developed. In addition 
to the increased workload brought on by the added territories, 
Buffalo Blue Shield received between 81,000 and 117,000 unprocessed 
claims from Metropolitan and Rochester Blue Shield during the 
changeover process. l/ By the end of October 1979, the carrier had 
a backlog of over 197,000 claims-- over three times the backlog ex- 
perienced by the three previous carriers a year earlier. 

The backlog did not last long. By the end of Jalnuary 1980, 
the backlog was below the prior year's level. 

Quality assurance results were poor 

Along with the high claims backlog, Buffalo Blues Shield proc- 
essed claims poorly in its first several months. Then carrier 
quality assurance program indicated that the carrier had a high 
error rate in its claims processing. Not until the f/ourth quarter 
of its operations did the carrier lower its error rates to about 
the level in Buffalo and close to Metropolitan's raters. 

I-/Carrier workload reports from Metropolitan and Rochester showed 
69,528 claims and 11,545 claims, respectively., Buf!falo's work- 
load reports, and its comments on our report (see p. 1001, showed 
the figures to be 102,471 claims and 14,683 claims. It appears, 
however, that whichever figures are more accurate, the impact 
was less than anticipated by Buffalo Blue Shield. In its pro- 
posal to HCFA, Buffalo estimated the transferred workload to be 
about 280,000 claims, and presumably planned accordingly. 
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Buffalo Blue Shield's error rates since the experimental con- 
tract started and the quarterly contract standards L/ are shown 
below. 

Total 
estimated 

Quarter 
ended 

Sept. 
1979 

Dec. 
1979 

Mar. 
1980 

June 
1980 

Sept. 
1980 

Dec. 
1980 

Mar. 
1981 

June 
1981 

Occurrence Payment/deductible payme+/ 
error rate error rate deductible 

Contract Contract error 
Buffalo standard Buffalo standard Buffalo 

15.4 

13.4 

7.5 

4.2 

5.7 

4.4 

4.3 

4.0 

( a) 3.9 (a) $1.4 

(4 4.7 (4 3.6 

8.4 2.0 2.1 1.8 

7.4 1.5 1.9 1.2 

8.0 1.6 2.0 1.4 

7.4 1.2 1.6 1.1 

7.3 1.0 1.7 0.9 

6.6 1.2 1.6 1.1 

(millions) 

a/Ccntract standards did not apply until the quarter ended 
March 31, 1980. 

Buffalo Blue Shield had a total estimated payment/deductib~le error 
of about $12.5 million from July 1979 through June 1981. This 
amount is about evenly divided between overpayments and underpay- 
merits. 

The three prior carriers had error rates during 1978 ranging 
from 3.0 to 7.7 for occurrence errors and 1.2 to 4.4 for p~ayment/ 
deductible errors. Their combined payment/deductible errosr rate 
was 1.9 percent. 

e- - 

1 L/m e standards for error rates are the same as in the MaiiIe con- 
tract. Buffalo Blue Shield's error rates must be less than those 
of 60 percent of all other carriers each quarter. 
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Correspondence backlog developed 

During the quarter ended December 31, 1979, its first quarter 
processing claims for the entire upstate area, Buffalo Blue Shield 
received about 30,000 requests for review and 22,400 other pieces 
of correspondence. Comparable figures for the prior carriers, a 
year earlier, were 7,500 requests for review and 13,600 pieces of 
other eorreapondence, Although Buffalo Blue Shield processed more 
reviews and correspondence than the prior carriers had the previous 
year I large backlogs developed. The carrier's pending review back- 
log at December 31, 1979, was 21,394--more than 10 times the prior 
carriers' level at December 31, 1978. Pending correspondence levels 
were similarly high-- 7,878 for Buffalo Biue Shield at December 31, 
1979, compared to 1,433 for the prior carriers a year earlier. 
Buffalo Blue Shield's review and correspondence workloads remained 
at high levels until the quarter ended June 1980. 

REASONS FOR THE INITIAL POOR PERFORMANCE 

Several factors contributed to Buffalo Blue ShieLd's initial 
poor performance. These included the inexperience of the car- 
rier's staff, the medical policy differences among the carriers, 
the difficulty in obtaining accurate files from the prior carriers, 
and a "specialty-merge problem." l/ Three of these factors--the 
inexperienced staff, medical polizy differences, and difficulty 
obtaining accurate files-- could be expected to occur in imple- 
mentations of fixed-price contracts and were addressed in our June 
1979 report. The specialty-merge problem, possibly unique to the 
New York experiment, points out the problem of changing reimburse- 
ment policies during the implementation of an experiment when the 
effects of such policy changes is not one of the experiment's 
objectives. 

Carrier staff was inexperienced 

Both Buffalo Blue Shield and HCFA officials stat d that the 
inexperience of the carrier's staff in processing Med 

i 

care claims 
was a major reason for the initially lar-ge claims bat log, high 
error rates, and high correspondence and review level . In evalu- 
ating Buffalo Blue Shield's technical proposal for the contract, 
HCFA considered the experience of management staff, but did not 
consider the experience of supervisory or lower level'staff. 

* 

l-/As discussed on page 43, this problem resulted from,a change in 
reimbursement policy where some providers would receive less Medi- 
care reimbursements than they or their patients were previously 
receiving. 
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In establishing a new operation in Binghamton, the carrier had 
to hire all new staff except for some top management p@rsonnel. l/ 
The director and five of his managers were transferred from Buffglo. 
Five other managers and assistant managers and all supervisory and 
clerical staff were hired in Binghamton, According to Buffalo Blue 
Shield officials, they chose to locate in Binghamton to keep labor 
costs down. The wage rates were lower in Binghamton than in Buf- 
falo, and the work force was not unionized. 

Although the carrier undertook extensive training programs, it 
expected initial results to be poor because of the new staff. Anal- 
ysis of the quality assurance results during the period October to 
December 1979 demonstrated the staff's inexperience and unfamili- 
arity with Medicare regulations. Over 87 percent of the payment/ 
deductible errors and 80 percent of the occurrence errors were cod- 
ing errors and incorrect applications of Medicare coverage guide- 
lines. 2-/ By the next quarter, however, the staff's performance 
improved as they gained more experience. As discussed later, the 
carrier met the quality assurance performance standards beginning 
with the January to March 1980 quarter. 

Medical policy differences existed 
between Buffalo Blue Shield 
and the prior carriers 

Carrier officials told us that their conservative medical 
policy was responsible for some of the increased levels of cor- 
respondence and requests for review during the initial'implementa- 
tion. HCFA generally agreed with them, stating that in most areas 
Buffalo Blue Shield's policies were more conservative,ibut added 
that Metropolitan's and Rochester Blue Shield's policies in certain 

&/In commenting on our report (see p. 102), Buffalo Bl e Shield 
pointed out that the need for cost-effective operati ns and a 
centralized location virtually assured that any succ 

1 
ssful bidder 

would have needed to establish a new location and to employ inex- 
perienced staff. Blue Shield further stated that anp contractor 
would have had a staff with about the same level of inexperi- 
ence. 

I s 
Whether other bidders would have decided not to locake near pre- 
vious carriers' 
personnel, 

operations and possibly hire more experienced 
or even whether these other bidders would have been 

successful had Buffalo not based its proposal on a move to Bing- 
hamton, is not evident to us. Thus, we cannot commeint on the 
validity of Blue Shield's comment about any successfilul bidder 
having to move its operations and hire new and inexperienced 
staff. 

L/HCFA's instructions to all part B carriers contain gmuidelines 
as to what medical services are not covered. 
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areas were more restrictive. The differences covered various car- 
rier operations, including coverage guidelines, prepayment screens, 
and reasonable charge calculations. 

There were a number of differences in coverage guidelines 
among the three previous carriers. Buffalo Blue Shield did not 
significantly change its guidelines when it started operations in 
Binghamton; thus, the differences remained. HCFA staff provided 
us with the following examples of these differences. 

--Buffalo Blue Shield is very restrictive in payment for con- 
current in-hospital care. It normally pays for only one 
doctor, and any others must be justified in writtng. Con- 
versely, Metropolitan normally paid for concurrent care. 

--For in-office surgical procedures, Metropolitan $aid for 
both the office visit and the surgical procedure, Buffalo 
Blue Shield denied the visit charge and paid for'only the 
surgical procedure. 

--Medicare regulations regarding the payment of consultation 
fees and followup daily visits were interpreted differently 
by Buffalo Blue Shield and Metropolitan. Metropolitan 
changed the consultation to a first visit and paid the addi- 
tional daily visits. Buffalo Blue Shield pays the consulta- 
tion fee and denies the daily visits. 

--Buffalo Blue Shield considers the drawing of blood for 
laboratory services as routine and denies payment if charged 
separately. Rochester Blue Shield paid for this, 

Medical policy differences also were evident in th' prepayment 
screens l/ used by Buffalo Blue Shield and the prior ca 

I 
riers. In 

a comparrson of 30 screens prepared by Buffalo Blue Shi Id, we 
concluded that the carrier generally had tighter screens than 
Rochester Blue Shield and Metropolitan. In several cas$s, however, 
Buffalo Blue Shield loosened its previous screens when it assumed 
control of the entire upstate area. 

Another area where differences were noted was in rkasonable 
charge calculations. HCFA gave us the following examples. 

L/The computerized or manual application of various medical 
policy criteria to claims before payment. Such screens are 
to identify questionable services and to suspend the claims 
for further review. For example, a screen may be established 
that would allow claims containing up to eight office visits 
in a month for a beneficiary to be processed normally, Claims 
for more frequent office visits would be suspended for review. 
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--For physician charges for inhospital visits, Rochester Blue 
Shield's procedure coding system established reasonable 
charge data according to days of service. A charge was cal- 
culated for service on the first day, a second charge for 
services performed on the second through seventh days, and 
a third charge for the eighth day on. Buffalo Blue Shield's 
and Metropolitan's calculations differed from this. They 
developed a reasonable charge for the first day's visit, but 
charges thereafter are based on the, level of service provided, 
such as brief visit or comprehensive lengthy visit. 

--Rochester Blue Shield did not develop customary harges for 
its providers, but relied on established fee sch dules used 
in its private lines of business. Buffalo Blue hield and f 
Metropolitan developed customary charge profilesifor individ- 
ual providers. 

The carrier claimed Metropolitan 
provided inaccurate provider profiles 

Carrier officials claimed that Metropolitan provided them with 
inaccurate, insufficient, and illegible provider profiles. They 
contended the profiles caused many incorrect reimbursements result- 
ing in additional telephone inquiries, correspondence, iand requests 
for review. The officials stated they ultimately had to adjust over 
500 profiles. 

HCFA, which had approved the profiles transferred to Buffalo 
Blue Shield, disputed the carrier's contention and said the problems 
were caused mainly by Buffalo Blue Shield's inexperienced staff. 
A Metropolitan official told us that Blue Shield's staff read the 
profile data inaccurately and did not ask Metropolitan for clar- 
ification until after the complaints began coming in. 

The problem" "specialty-merqe 
caused some of the provider and 
Keneficiary dissatisfaction 

Y, 
Metropolitan, the largest of the prior upstate car~riers, was 

required by HCFA, beginning in July 1979, to develop ne+v prevail- 
ing charge schedules without regard to medical specialty. L/ yu 
Buffalo Blue Shield and Rochester Blue Shield were alrelady pre- 
paring prevailing charges in this manner. The change meant that 
all physicians would have the same prevailing charge for a par- 
ticular service regardless of whether they were a general prac- 
titioner or a specialist, In some cases, this would result in 
a rollback situation where providers, usually specialists, would 
receive less than they or their patients were previously receiving. 
--.------ 

&/In May 1981 a U.S. district court in Michigan ruled that the 
carrier in that State could not differentiate for specialists 
in determining prevailing charges. 
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Buffalo Blue Shield officials realized that the change would 
raise many complaints and requests for review from specialists who 
received less. Since the carrier was taking over Metropolitan's 
service area in August 1979, officials believed providers and bene- 
ficiaries would blame them for the reduced payment. To prevent 
this Buffalo Blue Shield requested that HCFA include a no rollback 
provision in its requirements, but HCFA refused. Data developed 
for HCFA by Metropolitan showed that only 6 of the 50 most common 
procedure codes would result in a lower reimbursement rate. HCFA 
concluded from this that combining specialties would have only a 
minimal impact. 

Buffalo Blue Shield disagreed with HCFA's conclusion and began 
taking steps in July 1979 to counter any potential adverse situa- 
tion, These steps included 

--identifying physicians and procedure codes most affected by 
the rollback, 

--notifying the affected physicians and informing beneficiar- 
ies, 

--personally contacting high-volume billers to discuss effects 
of rollbacks on cash flow, and 

--providing rollback information to Social Security district 
offices in urban areas most affected to alert them to pos- 
sible beneficiary complaints. 

Carrier officials believe that these actions helped~reduce 
the provider and beneficiary unrest caused by the specia 

ii 

ty merge, 
but pointed out that it was still a major cause of the h gh review 
and correspondence levels and poor provider relations. CFA rec- 
ognized it as a problem, but stated that other problems, 'such as 
the carrier's inexperienced staff, 
initial problems. 

were the major cause of the 
In any event, HCFA officials maintain d that 

the requirement for the specialty merge was stated in th % RFP for 
the fixed-price contract and should have be"en considered'by Buffalo 
Blue Shield in preparing its bid. 

OVERALL PERFORMANCE 
HAS BEEN SATISFACTORY 

After it8 initial unsatisfactory performance from June to Dec- 
ember 1979, Buffalo Blue Shield's overall performance has shown 
much improvement. Contract standards with associated penalties 
did not apply until the January to March 1980 quarter. Since Jan- 
uary 1980, the carrier has passed 69 of the 72 standards evaluated. 
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Monitorinq system same as Maine 

Under terms of the fixed-price contract entered into by HHS 
and Buffalo Blue Shield, HCFA is required to continually assess 
the carrier's performance, The contract includes basically the 
same two-faceted system of workload-related standards and func- 
tional standards as used in the Maine contract (see p. 21). Fi- 
nancial penalties are different, however. Beginning with the 
January to March 1980 quarter, Buffalo Blue Shield is to be 
assessed $37,000 for each standard failed. 

Most contract standards have been met 

For the six evaluation periods (quarters) ending June 30, 1981, 
Buffalo Blue Shield has passed 69 of the 72 standards evaluated. 
Two of the failed standards were in System One and involved the 
average processing time for handling informal reviews. The other 
was a System Two standard-- beneficiary services and professional 
relations, 

The carrier initially failed three other System 'Iwo standards. 
However, the problems were corrected during a grace period allowed 
under the contract and, thus, the standards were considered met. 

The HCFA regional office in New York has recommended that Buf- 
falo Blue Shield be assessed liquidated damages for failing to pro- 
cess reviews in 25 days or less during the quarters ended,March 
and June 1980 and for providing poor telephone service during the 
January to March 1980 quarter. Carrier officials have contested 
the liquidated damages primarily because they believe thesdeficien- 
ties were caused by problems beyond their control--specifically, 
the specialty merge and the alleged poor files provided by Metro- 
politan. Their objections were sent in writing to the HCFA central 
office on May 29, 1980. As of October 21, 1981, a decision on 
the assessment of liquidated damages had not been made. 

In commenting on our report (see pp. 99 to 103), Buffalo Blue 
Shield referred to its May 29, 1980, letter and objected to our 
report's description of its performance during the initial months 
of claim processing as unsatisfactory. It said the report did not 
reflect the gravity or the impact of the specialty-merge problem, 
the problems created by the differences in medical policy, and the 
inadequacy of the provider information Buffalo received from Metro- 
politan. 

We did not evaluate the relative impact of these factors on 
Buffalo's performance: thus, we cannot comment on the objections 
raised to HCFA. However, such an evaluation appears to be included 
in the study HCFA has planned for the experiments (see p. 15). 
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FINANCIAL STATUS NOT EVALUATED 

Buffalo Blue Shield did not submit a final administrative 
cost report for fiscal year 1980 until September 17, 1981, al- 
though the contra& required it to do so by the end of December 
1980, In its September 17, 1981, letter to HCFA, Buffalo Blue 
Shield stated that the report submitted includes trade secrets and 
privileged, proprietary, and confidential information which in its 
view is not subject to disclosure,' We have not included the data 
in this report because of Blue Shield's concerns, and we did not 
have sufficient time to pursue this confidentiality is'sue with 
HCFA. 

Such reports should be helpful in evaluating whether the 
contract price paid to Buffalo Blue Shield is sufficielnt to cover 
its operational costs. This information is useful in judging the 
future benefits from this form of contracting because 'it would be 
unreasonable to expect contractors to continue losing money. The 
other fixed-price contractors appear to be losing money (see 
PP* 25 and 65): thus, future competitively awarded fix,ed-price 
contracts should not be expected to result in as much 'administra- 
tive cost savings as the first three experiments. 

CONCLUSIONS 

Medicare's fixed-price contract experiment in upshate New York 
is progressing smoothly after some initial performances problems by 
Buffalo Blue Shield. The transition phase of the expekiment was 
completed successfully by the carrier and HCFA. The c 
able to meet its scheduled startup dates to process cl b 

rrier was 
ims from 

the prior carriers despite delays in some transitional~tasks. 
HCFA's efforts to oversee the transition appeared to bb thorough. 

Buffalo Blue Shield's initial unsatisfactory perf rmance was 
reflected in its high claims backlog, poor quality ass rance re- 
suits, and high correspondence and review levels. Muc % of this 
was caused by problems which could be experienced by any Medicare 
carrier in taking over a new service area. They included a new 
and inexperienced carrier staff, medical policy differbnces between 
Buffalo Blue Shield and the prior carriers, and the difficulty of * 
converting files from the prior carriers. 

Another reason for the carrier's initial unsatisfactory per- 
formance was the specialty-merge problem. Changes in Medicare re- 
imbursement policies like the specialty merge occasionally occur, 
but implementing such a change during the initial stages of a fixed- 
price experimental contract caused difficulty for the new carrier 
and created additional confusion among providers and beneficiaries. 
In addition, it makes evaluating the experiment more difficult. 
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Buffalo Blue Shield's performance after its poor start has 
improved considerably. The carrier is more accurately and quickly 
processing Medicare claims then it did in the first 6 months, and 
its processing time for reviews is much better than the contract 
standard. 

iBUFFALO BLUE SHIELD COMMENTS 
- LAND OUR EVALUATION 

In commenting on a draft of this report (see pp. 99 to 103), 
Buffalo Blue Shield objected to being presented as in the middle 
between the results of the satisfactory Maine experiment and the 
unsatisfactory results of the Illinois experiment--thus implying 
that its performance was "less than satisfactory." The car'rier 
pointed out that, in comparison with the Maine experiment, (1) it 
had saved the Government more money in terms of administrative and 
benefit costs, (2) it had overcome more serious difficulties 
beyond its control than were experienced in Maine, and (3) overall 
it had passed 57 of 60 standards (95 percent) through the quarter 

'ended March 31, 1981, while the carrier in Maine had passed 136 
(of 144 (94.4 percent). 

In our opinion, our report has not denigrated Buffalo IBlue 
Shield's overall accomplishments or the problems it overcame. How- 
ever, the higher administrative cost savings attributed to ithe New 

(York experiment are more a result of the initial competitivie pro- 
curement process than of a contractor's performance during ,imple- 

I mentation. In documents supporting Buffalo's response, the benefit 
~ cost savings were principally attributed to the carrier's signifi- 

cantly higher claims denial rate than one of the previous c~arriers 
(Metropolitan). Although this is true, without applying a Irigorous 
and costly evaluation methodology, we have no way of judging what 

i Massachusetts Blue Shield would have done in upstate New York, or 
I for that matter, what Buffalo Blue Shield would have done in Maine. 

I 
Also, we have not attempted to fix responsibility for the 

problems experienced during the first 6 months of the New York 
experiment, but attempted to report as objectively as possible 
what happened and the contributing causes. Finally, we believe 
it is difficult to make any value judgment as to the meaning of 
the difference between 94.4-percent and 950percent compliance with 
the contract standards in two different environments. 

Our conclusion regarding the relative success of the New York 
experiment as compared with the Maine experiment was based solely 
on a comparison of the performance results during the first 

I6 months of implementation. These results, which are summarized 
in the following table, show that the initial implementation in 

: Maine went far more smoothly than it did in New York. For com- 
parison purposes we used the first two full quarters of the Maine 



experiment (January to March and April to June 1978) and the first 
two quarters of the New York experiment (July to September and 
october to December 1979). 

Performance criteria 
1st quarter 2nd quarter 

Maine New York Maine New York -- -- 
Percent of claims 

processed in 15 days 
or less 82.5 . 66.0 91.3 55.5 

Percent of claims pend- 
ing over 30 days at 
end of month 19.0 22.7 (4 23.2 

Occurrence error rate 9.6 15.4 7.1 13.4 

Payment/deductible 
error rate 2.3 3.9 1.6 4.7 

Average processing 
time for informal 
reviews (days) (b) 45 16.6 61 

z/Number of pending claims over 30 days was under 1,000, so HCFA 
did not calculate a percentage. 

&/Not available. 

In our opinion, one of the factors that must be considered in 
evaluating the competitive fixed-price contract experiments is the 
tradeoff between the lower administrative costs associated with 
the competitive procurement process and the deterioration in bene- 
ficiary services, and in timeliness and quality of claims process- 
ing during and after contractor changeover. In this r'egard, the 
period of deteriorated performance becomes a factor in the tradeoff 
equation. However, the weight to be given this factor, is subjec- 
tive: is 1 month acceptable, or 3 months) or 6 months, or 2 years? 

Other major concerns raised by Buffalo Blue Shield have been 
incorporated in the text of this chapter (see pp. 32, :41, and 45). lu 
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CHAPTER 5 ..- 
THE ILLINOIS EXPERIMENT--A *--- -.--- - 

COSTLY AND UNSATISFACTORY EXPERIENCE -- 

The Medicare part B fixed-price contracting experiment in 
Illinois has been a difficult experience for the program, the 
Government, the beneficiaries and providers, and perhaps the con- 
tractor itself. The contractor-- Electronic Data Systems Federal 
Corporation --began claims processing in Illinois in April 1979 
after a g-month transition period. This was the first contract 
for EDSF as a carrier in Medicare, although it had been involved 
previously in Medicare as a data processing subcontractor. Since 
1966 EDSF has provided computer facilities management services for 
Medicare programs in 15 States, and it has developed a reputation 
for helping several Medicare carriers improve their operations and 
lower their administrative costs. 

EDSF's performance has remained substandard under the terms of 
the contract during the more than 2 years it has processeld claims in 
Illinois. We previously reported l-/ on the severe problems that 
occurred during EDSF's first year of operations, particularly in 
entering data from the claims into the computer. While EfDSF has 
improved in this activity, serious deficiencies continue to exist, 
particularly in beneficiary services and the administration of pro- 
gram payments. Many of these problems date back to the contract's 
inception. 

EDSF may incur a loss on this contract. According to its un- 
audited financial reports, EDSF's costs from contract indeption 
to September 30, 1980, exceeded contract payments by $8.9 million. 
Deapite these apparent losses, EDSF has demonstrated the :financial 
commitment to resolving its performance problems. 

The contract has been costly to the Government as well. EDSF's 
payment errors from contract inception to June 30, 1981, shave ex- 
ceeded $67.6 million. While overpayments and underpayments have 
been almost equal, adjustments favorable to claimants have far ex- 
ceeded overpayment adjustments: and based on HCFA's quality assur- 
ance program and related reports, an estimated $27.7 million in over- s 
payments remain unrecovered. The problematic nature of the contract 
has necessitated far more HCFA monitoring resources than originally 

&/We testified on April 28, 1980, in Chicago, before the Subcommittee 
on Health of the House Committee on Ways and Means. We also issued 
reports on December 16, 1980, to the Subcommittee and to Congress- 
man Paul Simon concerning the results of our investigation of 
several allegations of questionable actions by EDSF to reduce 
claims and correspondence backlogs. 
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planned and has necessitated that HCFA establish a special unit 
to monitor EDSF exclusively. The estimated savings in administra- 
tive costs from the award process and the contract penalties HCFA 
has collected have been significantly eroded by the Government's 
additional monitoring costs and the excessive overpayment errors. 

HCFA's monitoring of EDSF's activities during the transition 
of carrier responsibilities was limited. When problems surfaced 
after EDSF began processing claims, neither EDSF nor HCIFA devoted 
sufficient attention to pinpointing'the causes. Thus, inherent 
problems went undiscovered and continued to surface during the 
balance of the contract. 

CONTRACTOR SELECTION 

The Illinois contract, the second experiment with competitive 
fixed-price procurement, was initiated in early 1978. iMedicare 
part B beneficiaries in Illinois had been serviced by the Health 
Care Service Corporation (Chicago Blue Shield) in Cook County and 
the Continental Casualty Insurance Company (Continental) in the 
other counties. In this experiment HCFA solicited a fixed-price 
proposal to serve the entire State. Total fiscal year 1978 part B 
claims volume for Illinois was 3,591,672--1,890,828 claims were 
processed by Chicago Blue Shield and the other 1,700,844 by Con- 
tinental. 

Among the primary reasons cited by HCFA for selecting Illinois 
for an experiment were (1) the competitive process should produce 
a contractor that can operate at substantially lower administrative 
costs than either Continental or Chicago Blue Shield and contribute 
to the fiscal year 1979 budget objective of reducing op rating 
costs through the use of fixed-price contracting, (2) c ncern over 
having two carriers operating out of Chicago, and (3) b combining 
the workload of two carriers, the effects of increased orkload 
could be tested. Another factor in the decision was th t t HCFA con- 
sidered Continental to be marginal in performance and Chicago Blue 
Shield close to average. 

The RFP called for a total firm fixed price to include all 
carrier services to be performed in Illinois over the contract's 
term--July 1, 1978, through September 30, 1983. Actual'claims 
processing began on April 1, 1979, in Cook County, and on July 1, 
1979, for the remainder of the State. The g-month period between 
July 1, 1978, and the start of claims processing was allowed as 
a transition period in which the successful bidder would work with 
HCFA and the incumbent carriers to assure a smooth change. 

The RFP called for a total fixed price independent of claims 
volume. The only adjustments to be considered were increases or 
decreases in postage or Social Security taxes announced'after the 
bids were received, and major legislative changes that affect the 
carrier's workload. 
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HCFA received proposal8 from five organizations--Chicago 
Blue Shield, the General American Life Insurance Company, EDSF, 
Continental, and the Prudential Insurance Company. The other 
four offerors were existing Medicare carriers. 

The%award factors used in the evaluation were the same as in 
the Maine and New York experiments, with a variation in tinteights: 
technical (20 percent), experience (35 percent), and price (45 per- 
cent), Point awards were made in the same way as the other experi- 
ments, with the following results: 

Total Point difference 
Bidder (note a) from winninq biddeq 

EDSF 905.27 
Chicago Blue Shield 887.28 17.99 
Continental 846.50 68.77 
Prudential 728.54 176.73 
General American 684.87 220.40 

fi/Total points possible--1,000. 

EDSF, which finished fourth in the technical category and third 
in experience, won because of a 45-point advantage in the price 
category. Prudential, the high scorer in both technicalland experi- 
ence categories, finished low in the overall scoring as a result of 
receiving the lowest point award for price. 

The price proposals were evaluated by HCFA, based oh current 
national average cost experience and the inclusion of im lementation 
and conversion costs. The following table shows the tot x 1 bid price 
and the estimated unit cost per bid based on HCFA's proj#cted claims 
volume l 

Bidder Total price 
Estimated ~ 
unit cost 

EDSF 
Chicago Blue Shield 
Continental 
General American 
Prudential 

$41,800,000 ' $2.03 
46,505,OOO 2.25 
49,006,OOO 2.38 
79,981,400 3.87 
81,490,600 3.94 

Chicago Blue Shield and Continental had incurred co$ts of 
$3.48 and $3.02 a claim, respectively, in fiscal year 1978, 

As we pointed out in our June 1979 report, making any specific 
conclusions about the price proposals is difficult becauise we do 
not know what volume levels the companies used in their estimates, 
More importantly, we do not know what level of services each com- 
pany planned to provide in such areas as beneficiary and provider 
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services, pre- and post-payment utilization review, and fraud and 
abuse detection, However, in terms of total fixed prioe, it ap- 
peared that substantial savings in administrative costs would 
occur, We estimated that the previous carriers in Illjnois would 
have incurred about $62.4 million in costs over the contract's 
operational period. Thus, the successful bid saved an estimated 
$20,6 million L/ in administrative costs. 

EDSF CONTINUES TO FAIL -"e--m,- 
CONTRACT STANDARDS "----" 

EDSF's performance has remained substandard underthe terms 
of the contract during the more than 2 years it has processed 
claims in Illinois. Since the contract standards went into effect 
with the quarter ended December 31, 1979, EDSF has failed 55 of 
the 84 standards. 2/ Most of these failures are in the workload- 
related standards Which EDSF has met only 5 times out cf 45, in- 
cluding the first 6 months of the contract when financial penalties 
(liquidated damages) were not applicable. 

Of the 12 contract standards, EDSF has consistently failed 6 
to 9 of them each quarter. Six of the standards have never been 
passed. As shown by the table in appendix II, however, there has 
been a gradual improvement in its performance against some of the 
standards, and during the second year, its performance began to 
compare favorably with that of the previous contractors. 

HCFA monitors EDSF's performance through workload'reports pre- 
pared by EDSF, a quarterly claims quality assurance andlysis per- 
formed jointly by EDSF and HCFA, and a series of quarterly inspec- 
tions and tests designed to evaluate specific aspects of EDSF's 
operations. Quality assurance analysis of claims and 4he reporting 
of workload data began with EDSF's first quarter of operation. For- 
mal monitoring of EDSF's performance and assessment of ~penalties 
against the contract standards began with the quarter ended Decem- 
ber 31, 1979. 

As in the other two experiments, HCFA's monitoring is divided 
into two parts. System One measures the timeliness and quality of 
EDSF's claims processing and the timeliness of its formal reviews. 

&/As discussed on page 58, HCFA has paid EDSF about $3 million for 
its reported costs to correct an underpayment situation involving 
about 1.5 million claims. Thus, the estimated savingis over the 
entire contract period would be reduced by this $3-million. 

s/Five of the failures are considered tentative as EDSF has an 
opportunity to correct the deficiencies found and reverse HCFA's 
decision. 
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Gystem Two deals with EDSF's performance in seven functional areas. 
The contract provides a minimum 150day grace period in which EDSF 
scan correct a System Two deficiency. 

The System One and Two standards are HCFA's basis for applying 
~liquidated damages on the contract. If EDSF fails the established 
;performance strindards in any quarter, its remuneration is reduced 
'by $52,250 for each standard it fails, starting with the quarter 
ended December 31, 1979, EDSF is subject to $2.9 million in liquid- 
ated damages for failing to meet the contract standards through the 
quarter ended June 30, 19810-$1.6 million for failing System One 
standards and $1.3 million for failing System Two standards. &/ 

HCFA SHOULD SHARE SOME OF ---- ------- 
THE RESPONSIBILITY FOR --.--- ._- --. --_~ 
UNSATISFACTORY PERFc?ANCE -. -- - ----- -..--_..----- 

Some of the difficulties EDSF has experienced during its 
ioperations in Illinois can be traced to difficulties in the early 
stages of the contract. 2/ Some of these difficulties may not have 
been apparent to EDSF because of its inexperience as a Medicare 
carrier. HCFA's regional staff was not prepared to deal with an 
inexperienced carrier and, thus, missed opportunities for earlier 
identification of problems. 

Neither EDSF nor HCFA devoted sufficient attention to pinpoint- 
ing the problems' causes. Instead, the primary focus of both EDSF's 
and HCFA's attention was on paying claims. 

HCFA and EDSF are now working on problems that should have 
been identified and corrected during the contract's transition 

'phase or early in the implementation phase. The delay in these 
1 corrective actions slowed EDSF's progress in improving its perfor- 

mance. 

&/As of October 21, 1981, HCFA has officially assessed EDSF a total 
of $1.8 million. Also, EDSF may be subject"to another $1.1 mil- 
lion in penalties based on the standards failed through the quar- 
ter ended June 30, 1981, although it has an opportunity to correct 
some of the deficiencies during a grace period. (See app. II.) 

2/Same of the difficulties are not discussed in this report because 
they were discussed in our April 1980 testimony (see p. 49). In 
that testimony we discussed some of the causes of EDSF's workload 
problems, particularly its problems with maintaining a stable 
workforce. We also discussed the steps being taken to deal with 
the problems, including its decision to open two additional 
claims processing offices. 
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Insufficient scrutiny of 
EDSF's transitional tasks 

Although HCFA's scrutiny of the contractor's act,ivities during 
the transition is largely undocumented, it was appare;;ntly insuf- 
ficient. EDSF's inexperience as a carrier, plus the !scope of work 
involved in the changeover, necessitated a more thoro;ugh scrutiny 
by HCFA in the carrier transition. Only a few of the; staff brought 
in by EDSF to manage the operatio'ins in Illinois had epperience in 
Medicare, EDSF's proposal cited an impressive list OF people who 
would manage the Illinois contract. According to HCF&, however, 
few of theae people actually worked on the Illinois contract. 

Procedure code problems , 

The changeover in Illinois, as in New York, was complicated 
because it involved merging the operations of two carriers into a 
single operation. To do this, EDSF was required to i 

2 
plement a 

single procedure coding system instead of two differe,t systems 
used by the previous contractors. Payments made by the prior car- 
riers had to be translated into this new coding system. 

The procedure coding system proposed by EDSF in its technical 
proposal was the one used by Blue Shield. It was EDSF's intention, 
as one of its major transitional tasks, to convert the coding system 
used by Continental to that used by Blue Shield. However, according 
to EDSF and HCFA regional officials, it was decided during the tran- 
sitional period that neither incumbent's system was compatible to 
EDSF's computer system. EDSF began work instead on a coding system 
different from both prior contractors' systems. 

A former director of EDSF's Illinois operations tlold us that, 
before EDSF prepared its proposal to HCFA, problems wi(th Blue 
Shield's coding system, including its incompatability pith EDSF's 
data processing system, were known. EDSF officials al~so told us 
they expected HCFA to approve the use of CPT-4 l/ as ah alternative 
coding system. CPT-4 is used by Illinois' Medicaid p&gram and, 
thus, is familiar to many providers. 

On November 29, 1978, EDSF requested HCFA to approve the use 
of CPT-4. The RFP, however, specifically stated that the coding 
system to be used could be either of the existing Illinois Medi- 
care systems or another system then approved for use by HCFA at 
other Medicare carriers. CPT-4 was not approved for use at any 
Medicare carrier, and EDSF's request to use it was denied. 

&/CPT-4-- the Current Procedural Terminology, 4th Edition, which 
is published by the American Medical Association. 
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There is little documentation available at either EDSF or HCFA 
to trace the step-by-step efforts to develop the coding system. 

,There is evidence, however, that EDSF did begin work on another 
'coding system before the use of CPT-4 was denied. In December 
l978, EDSF began giving segments of its coding system to HCFA for 
approval. Final approval was not given until April 24, 1979, al- 
though preliminary approval was given on February 5. 

Although EDSF's procedure code conversions were essentially 
approved by EICFA before April 1, both EDSF and HCFA made a signi- 
ficant "hurry-up" effort to get the system approved. 

EDSF's former medical advisor , who was hired in July 1979, 
told us in April 1980 that the coding system needed improvement. 
She said the coding system was poorly organized and contributed 
to the poor data entry results that had been identified. She spe- 
cifically cited three groups of medical procedures that were left 
out of the cardiovascular A/ section of EDSF's coding system, one 
that was out of date, and others that were impractical. 

Impact of system differences 
apparently not evaluated 

As discussed in chapter 3, any new contractor taking over from 
a previous carrier is likely to change certain operational features 
or procedures from those adopted by the previous carrier. These dif- 
ferences, particularly if resulting in lower reimbursement amounts, 
can have a negative impact on providers and beneficiaries. To eval- 
uate this impact, and perhaps attempt to minimize it, requires a 
concerted effort by both HCFA and the new contractor. 

In Maine, as we reported on page 26, such a concerted effort 
was made to minimize the impact of system differences, and it was 
successful. The tasks, however, were easier than the New York and 
Illinois experiments because of several factors--chiefly, the 
smaller workload and the fact that only one carrier was being re- 
placed. Illinois was a more complicated situation. Not only were 
two carriers' operations to be replaced by one, but the existing 
carriers had many operational differences. Replacing themiwith a 
contractor with other operational differences further compounded 
the difficulties, in our opinion. HCFA recognized these differ- 
ences in a March 19, 1980, report on the experiment: 

"A related cause of all the attention the experiment 
is receiving is the fact that neither HCSC [Blue 
Shield] or CNA [Continental] was nearly as devoted 
to automated processing as is EDSF. While both 
HCSC and CNA used automated systems, they also relied 

~ L/Pertaining to the heart and blood vessels. 
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heavily on clerical intervention, especially in deter- 
mining reasonable charge. Also, in handling corre- 
spondence, they attempted to tailor their responses 
to the situation. HCSC, in particular, had high 
administration coats reflecting some of these opera- 
tional characteristics. EDSF, on the other hand, 
has the opposite philosophy in that they rely on 
a highly mechanized process, e.g., minimum inter- 
vention, minimum independent judgement, an automated 
correspondence system whereby letters are mass- 
produced by merely entering codes, etc. Perhaps 
we should have anticipated the ensuing culture 
shock and minimized it by requiring certain methods 
to continue for awhile, We realize such an effort 
would make the contracting process more difficult 
(i.e., much more information about the incumbent 
contractors' and offerors' methods would be necesd 
sary) and that some of the financial savings the 
fixed price is designed to generate would likely 
be offset. However, we believe beneficiaries, pro- 
viders, and taxpayers would be better served by 
such experiments if more consideration is given 
to retaining some familiar methods and the overall 
effect of the change in contractors in terms of 
the real money issue which is the amount of benefit 
dollars paid, So far, our RFPs have not addressed 
this area to any extent." 

The situation should have necessitated a thorough ~HCFA review 
of EDSF's transitional tasks, particularly the operational readi- 
ness and accuracy of its data processing system and the conversion 
and development of the many data files used to process iclaims. It 
should also have required HCFA to measure the possible 'impact of 
EDSF's processing differences, and possibly to minimizes this impact. 

We found little evidence that either HCFA or EDSF (attempted 
to measure this impact. Most of HCFA's time appears toi have been 
taken up by the procedure coding conversion. Since thins work on 
the procedure coding took so long and continued even af~ter EDSF 
began operations, we believe this severely limited HCFA's and 
EDSF's ability to complete a careful review of the many; transi- 
tional tasks, A systematic review and correction of files, such 
as that completed by HCFA's New York Regional Office staff (see 
PP* 36 and 371, was apparently not done in Illinois. 
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System testinq 

EDSF did test its data processing system using the model office 
approach followed in other Medicare system implementations. l/ It 
told us that the model office testing was highly successful and 
that the problems encountered during the first several months of 
operations were not related to computer system problems. 

Because of the many complaints and problems which susrfaced, 
we attempted to review the adequacy of EDSF's testing. We were un- 
able to review the completeness of its tests, however, since a com- 
plete description of the tests made, the results obtainedI, and 
EDSF's subsequent corrective actions was not available. :HCFA's 
regional staff told us they did not observe EDSF's model office 
testing, although they did review and approve the plan submitted 
by EDSF, 

EDSF told us that the procedure coding difficulties idid not 
affect system testing. It stated that testing of all phalses-- 
including edits, audits, development, pricing, explanations of Med- 
icare benefits, and reporting-- did not depend on having a procedure 
code file which was loo-percent finalized. I I 

We do not agree, however, unless EDSF is referring s~trictly to 
testing of its software logic. We believe a thorough review of 
all files converted from the previous carriers, followed'by com- 
parative analyses of claim processing results of EDSF's slystem with 
those of the previous carriers, requires an accurate and tcomplete 
procedure code system. We also believe such a review is San essen- 
tial part of testing a claims processing system. Also, the HCFA 
staff responsible for overseeing the transition told us that their 
subsequent experience with EDSF's processing problems led them to 
conclude that EDSF's model office tests were not representative 
of actual claims EDSF would receive. 

HCFA made its own test of the EDSF system before it ~became 
operational using a modified version of its Carrier Systems Testing 
Project-- a standard package developed by HCFA for such tests. The 
full test, however, was not run; only a min5-package of 

", 
1 claims 

(less than a third of the test claims in the standard pa kage) were 
used. We have reservations about this testing package's (ability 
to adequately test the readiness and accuracy of a carrier's proc- 
essing system, even if the full test is run. We are currently re- 
viewing this project and have discussed our concerns with the HCFA 
central office staff responsible for the testing project (see page 
134). The HCFA staff responsible for this project told US the 
mini-package was used because not enough time was available to run 

lfSee p. 35. As previously pointed out, EDSF is the data processing 
subcontractor to the carriers in the other two experiments. 
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the full test. They pointed out that, if the full test had been 
run, some of EDSF's processing problems might have been detected 
earlier. 

We also believe that some of the problems later encountered 
by EDSF could have been detected and avoided with more testing or 
quality review during the transitional period. The problems we 
are referring to are principally those relating to the files con- 
verted or developed for use in Illinois --such as the provider file, 
which contains the names 'and addresssk of physicians and suppliers 
authorized to furnish and bill for Medicare services: the reason- 
able charge pricing files: the hospital-based physician file, 
which contains the amounts used to pay hospital-based physicians: 
and the procedure code file. Problems with these files c'aused in- 
accurate and different reimbursements to providers and beneficiar- 
ies from those previously experienced by them. 

Whether other problems, such as the mailing of unneciessary 
and confusing letters to claimants, were preventable by additional 
testing is not clear to us. In commenting on our report, EDSF 
stated that they were the result of clerical errors, not system 
problems. 

We were unable to trace the underlying causes of all of EDSF's 
problems. However, during the first 15 months of operations, EDSF's 
records indicate a total of 182 system changes. Although most of 
these were considered to be system enhancements, at least 60 were 
to correct identified system problems, including some which ap- 
peared to us to relate to reimbursement problems, .as well as let- 
ters to beneficiaries and providers. Whether this number of changes 
is unusual for Medicare system implementations we do not know. 

In commenting on our report (see p. 133), EDSF stated that the 
volume of system changes was low when compared to previous system 
implementations. Further, EDSF stated that 62 of the changes were 
documented as system problems. Of these EDSF said only 16 were 
identified as situations which could have adversely affected (1) 
payment or disposition, (2) claimant interpretation, or (3) incor- 
rect notification or development. 

Problems with files 

A problem with the pricing files transferred from Continental 
to EDSF was not discovered by HCFA until the end of November 1980-- 
about 2 years after the transfer of the data. In reviewing revi- 
sions made to several procedure codes, HCFA found errors in the 
reasonable charge pricing files used to pay certain medical serv- 
ices rendered in the area previously serviced by Continental. The 
result of these errors, according to HCFA, was a reduction of some 
Medicare payments since July 5, 1979, by about 5 percent. 
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EDSF has been required to correct all payments made incor- 
rectly as a result of these errors. The corrections, as of Septem- 
ber 18, 1981, total about $3.6 million in retroactive payments to 
beneficiaries and physicians on about 1,5 million claims. HCFA 
has reimbursed EDSF about $3.0 million for its reported costs to 
make the corrections. 

Problems were also found with the provider file, which con- 
taina the names and addresses of physicians and suppliers author- 
ized to furnish Medicare services. 'The principal problem was 
the multiple listings for many physicians who, according to HCFA 
regional staff, should not have had more than one number, HCFA 
officials acknowledged that they did not review this file when it 
was developed by EDSF during the transition, nor is it reviewed 
during HCFA's regular quarterly monitoring. 

Although we do not know the exact number of incorrect provider 
listings or multiple entries, we did identify many cases of dupli- 
cate payments being made as a result of multiple account numbers. 
We are continuing our analysis of these duplicate payment situa- 

I tions and will report on them later. 

Commenting on our report, HHS said we were construing the lack 
of total documentation and the failure of the HCFA regional office 
to write a report on the transition and implementation to mean that 
the regional office's monitoring of the transition was limited. 
It pointed out that the regional office devoted about 4.5 staff 
years to the transition and participated in the transition 
activities/tasks outlined in EDSF's proposal. 

Cur conclusions regarding the regional office's lim$.ted moni- 
toring were based principally on discussions with region41 staff 
concerning their activities and on comparisons between the tasks 
performed by the three regional offices involved in the experiments. 
The most noticeable difference was in the review of critical files 
set up by the new carriers and in the review of claim output differ- 
ences between the previous carriers and the new carriers1 With the 
exception of a limited review of 48 claimsrm we found no 
that HCFA's Chicago Regional Office reviewed EDSF's clai 
ing results and compared them with those of the prior ca 
In fact,had such a review been done, % 

vidence 
process- 

riers. 
we believe HCFA may have dis- s 

covered the problems with the pricing files used to pay Claims from 
the area previously serviced by Continental. 

Monitoring plan does not hold EDSF 
accountable for its technical proposal 

~ I The monitoring plan HCFA developed attempts to measure EDSF's 
performance on the functional standards outlined in the RFP. It 
does not, however, hold EDSF accountable for complying with many 
of the provisions stated by EDSF in its technical proposal. It 
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also wa8 not used by HCFA during EDSF's first 6 months of opera- 
tions, As a resultl EDSF was able to defer some of the actions for 
which it was responsible without being subject to HCFA review and 
reporting. It also was able to avoid some of the things that the 
technical proposal stated it would do. 

During the first 6 months of EDSF's claims processing, HCFA 
accumulated the data reported under System One, although penalties 
where not assessed. This allowed it to pinpoint problems and seek 
EDSF's corrective actions. The absetice of System Two monitoring 
allowed some of these functions to go unaddressed for the first 
6 months of operations. For example, although EDSF had a program 
integrity unit on paper as of May 1979, it did not hire people to 
staff the unit until August and the unit did not become operational 
until November, As a result, important program integrity functions, 
such as postpayment utilization surveys and audits of teaching 
physicians, A/ were not performed. 

Price was HCFA's primary reason for awarding EDSF the Illinois 
contract. EDSF's technical proposal, however, outlined many mechan- 
isms that were to assure its success in Illinois, despite its lack 
of an existing base of operations in the State or experience as a 
Medicare carrier, 

HCFA's monitoring does not address the extent to which EDSF is 
fulfilling many of the items stated in its proposal. For example, 
although EDSF's system has the capability to use force or override 
codes to bypass certain consistency checks, 2/ the computer was to 
produce a report that identifies the force codes used, the frequency 
of use, and the individuals using them. Documentation is required 
by HCFA on all computer systems employing force codes. FDSF manage- 
ment acknowledged that an override capability was used to expedite 
claims processing during a backlog situation. We were told by EDSF 

l-/The method by which medical services performed in a tegching set- 
ting must be billed to Medicare is usually determined by whether 
reimbursement is made to the hospital or the individuai physician. 
Carriers are required to coordinate with the part A intermediaries 
in their service area and to insure that any bills received erron- 
eously from teaching physicians or hospitals are denied. 

Z/This feature allows data entry personnel to continue entering 
data into the computer which would otherwise be rejected under 
the built-in controls or edits designed to assure that only 
accurate data are entered. 
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managers that the report described in EDSF's technical prodosal 
was not prepared, however. I/ 

Also, as we reported in December 1980, EDSF's technica: pro- 
~ posal stated that its fair hearing officers 2-/ would have legal 
~ backgrounds and be fully qualified to conduct hearings. EDSF 

stated 

"Individuals selected as fair hearing officers 
will be attorneys-at-law, fully qu,ialified to 
practice law in the state of Illinois. The 
hearing officers will be qualified to conduct 
hearings and will either possess a detailed 
knowledge of or be thoroughly trained in medi- 
cal terminology and program regulations." 

Our review of the resumes and employment applications of EDSF's 
nine fair hearing officers showed that none were attorneys 'and only 
four had college degrees. Further, none of the officers had in- 

~ dicated any experience in Medicare before being hired. 

EDSF furnished additional material regarding its hearing staff 
along with its comments on our draft report. According to \EDSF, 
as of May 1981, its staff of 11 hearing officers consisted!of 3 
attorneys, 3 individuals with college degrees, and another !5 with 
claims examination, quality assurance, and supervisory or legal 
experience. 

I The backlog problem that we reported on in December 1980 has 
gotten worse, however. EDSF's volume of pending hearing requests 
has grown from the 995 cases outstanding as of November 30,' 1980, 
to 1,377 cases pending as of August 31, 1981. 

i --- 
( &/In commenting on our report (see p. 139), EDSF stated that the 

report referenced in its technical proposal has been and~is 
being produced daily: it also submitted an example of a report 
with its comments. As discussed in more detail on page 140 of 
appendix V (issue 16), we reviewed this report and the descrip- 
tion of it in EDSF's operating manuals. The report referred to 
by EDSF in its comments is a daily clerk error report which 
identifies entry errors and the edits involved by clerk number. 
Although some of these edit error situations are overrideable, 
the report does not specifically identify these situations, or 
the edits bypassed. This was confirmed in our discussions with 

1 EDSF's director of technical services. 

~ Z/E2nployees of the carrier responsible for conducting formal 
hearings and rendering reimbursement decisions. A fair 
hearing is the second stage of Medicare's appeal process. 
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A COSTLY EXPERIMENT 

The Illinois experiment has been costly for all parties con- 
cerned. The Government's contract administration costs and benefit 
overpayments have been excessive. Beneficiaries and providers have 
had to devote considerable time and effort to obtain satisfactory 
settlement of their claims. Also, EDSF has spent more to date than 
it received in contract reimbursements. 

Overpayments 

Overpayments on claims and the high administrative burden as- 
sociated with this contract have made it costly to the Government. 
Based on projections from HCFA's part B quality assurance program, 
EDSF made payment errors of $67.6 million during the period April 
1, 1979, to June 30, 1981. This is about $34 million more than 
would have been made by EDSF if it had met the contract; standard 
for payment/deductible error rate each quarter. l/ The $67.6 mil- 
lion includes estimated overpayments of about $2?$.9 mil:lion and 
underpayments of $30.1 million. It also includes dollair amounts 
misapplied (either over or under) to the beneficiaries' deductible. 

The gross totals of overpayments and underpayments'would ap- 
pear to cancel each other out--but they do not. Both types of 
errors diminish the program's effectiveness. Also, Medicare's ap- 
peal process resulted in adjustments favorable to claimants of 
$23.8 million, whereas only $2.2 million in overpayments had been 
corrected as of June 30, 1981. 2/ An estimated $27.7 million in 
overpayments remains unrecovere8. 3/ 

&/The degree to which EDSF's performance differed from khe con- 
tract standard each quarter can be seen in appendix Ii. 

i/Some of the payment error corrections applied to erroil- made 
by the prior carriers. Also, not all of the corrected under- 
payments relate to the total amount of underpayments estimated 
through the quality assurance program because some would not 
be considered as processing errors but rather adjustments re- 
sulting from the receipt of additional information. 

z/In commenting on our report (see p. 97), HHS also raised the 
possibility of large amounts of underpayments remaining un- 
adjusted. It cautioned that, in its opinion, most of the under- 
payment corrections do not correspond to the underpayments iden- 
tified through the quality assurance program. Although HHS used 
a different time period (July 1979 to June 1981), it believed 
that the correction of underpayments projected through the 
quality assurance program have amounted to somewhere between 
$1.4 million and $20.3 million. 
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We believe that HCFA should analyze the overpayment situations 
detected through the quality assurance program to determine if some 
of the incorrect payments can be identified and recovered. our 
analysis of some of these situations showed certain commonalities 
to these overpayments that suggest that further analysis to iden- 
tify patterns to these errors may identify specific cases. For 
example, as discussed on page 59, many cases of duplicate payments 
were made as a result of multiple account numbers for physicians. 
There have also been many instances of wrong procedure codes being 
used by data entry personnel that have resulted in duplicate, as 
well as other incorrect payments. Further HCFA analysis of the 
quality assurance results could lead to identification and recovery 
of incorrect payments. 

Administrative burden 

HHS has had to expend considerable effort and resources in 
attempting to correct the Medicare problems in Illinois. HCFA has 
not maintained or developed records of the total cost, although 
such information would be useful in evaluating the full impact of 
the Illinois fixed-price contract experiment. 

HCFA Region V's contractor review branch has been the prin- 
cipal unit involved in monitoring and administering the Illinois 
contract. The region's program management division and program 
integrity office also have had extensive involvement. In addition, 
the HCFA central office, HHS Inspector General's Office of Audit 
and Office of Investigations, and the Social Security Administra- 
tion district offices have all had to work with EDSF on the prob- 
lems involved in the Illinois contract. 

The contract has most heavily affected HCFA's contra@tor review 
branch in Region V, which is the focal point for monitori'g EDSF's 
performance. The Illinois contract required more resourc 
HCFA had available to devote to it, k s than 

officials, 
and according to HCFAlregional 

has detracted from HCFA's monitoring of the other con- 
tractors in the region. Such attention was necessitated by EDSF's 
continual unsatisfactory performance. EDSF's inexperience has re- 
quired that HCFA's staff assist in educating EDSF's staff~in Medi- 
care rules and regulations and provide technical guidance! for cer- 
tain functions. HCFA's monitoring has not only provided evaluative 
data, but also pinpointed operational weaknesses not detected and 
corrected by EDSF management. 

In our December 1980 report, we reported on some critical as- 
pects of EDSF's operations which had been given scant monitoring 
coverage by HCFA. HCFA responded by creating a special EDSF moni- 
toring unit in February 1981, composed of five full-time Region V 
contractor review branch employees, to monitor the Illinois con- 
tract with the part-time assistance of the branch's computer sys- 
tems analyst. In contrast, HCFA has 14 staff members to monitor 
the 18 other contractors in the region. 
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In addition to the contractor review branch staff assigned 
to the EDSF contract, staff from the region's program management 
division and program integrity office have devoted considerable 
effort to the contract. The program management division has had 
oversight responsibility for EDSF's handling of congressional in- 
quiries and certain financial functions, After our April 1980 
testimony cited a need for improvements in EDSF's beneficiary 
services, 
studies, 

the program management division began making ,periodic 
outside of HCFA's conventional monitoring, of IEDSF'S 

telephone unit. It also coordinate& EDSF's meetings with the 
Social Security Administration district offices. 
has, as a result of these activities, 

This ~division 
provided technical direction 

and pinpointed some operational weaknesses for EDSF, pa'rticularly 
in the handling of beneficiary correspondence and the qrocessing 
of benefit payments. 

The program integrity branch began monitoring EDSF~'s program 
integrity operations in the first quarter of 1980. In iaddition, 
it has had to devote time to training EDSF staff and is~ performing 
some of the program integrity functions EDSF staff cann~ot handle 
because of their inexperience. 

The Social Security Administration also incurred a, great deal 
of additional work because of the Illinois experiment. Medicare 
beneficiaries frequently go to Social Security district offices 
with their Medicare problems. While these offices have'been an 
effective mechanism in identifying problems with EDSF's opera- 
tions, the staffs were overburdened and frustrated by the multi- 
tude of problems they had to deal with. Although this workload 
seems to have peaked in May 1980, problems affecting thie Social 
Security offices persist. 

The biggest burden has fallen on the beneficiaries and pro- 
viders in Illinois. The magnitude of the incorrect payments, par- 
ticularly underpayments, indicates the degree of beneficiary and 
provider dissatisfaction with the program's administration. Addi- 
tionally, as we reported before, beneficiaries and providers ex- 
perienced lengthy payment delays and poor,responsiveness to their 
written and telephone inquiries. l/ EDSF also had numerous prob- 
lems with its automated correspondence system, which at times gen- 
erated confusing and incorrect letters. This created additional 

&/During the first 6 months of the contract ended September 30, 
1979, the backlog of claims awaiting processing reached a high 
of 454,000. This inventory represented about 7 weeks work on 
hand, of which 36 percent was on hand for over 30 days. The 
claims backlog and high error rate produced a high volume of 
correspondence from beneficiaries and providers, ultimately 
leading to a backlog of unanswered correspondence, whfch by 
March 1980 had reached about 110,000 letters. 
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confusion and frustration for the beneficiaries and providers. The 
persistence of the claimants in Illinois has helped to resolve 
many of the problems, As noted earlier, Social Security offices 
have spent considerable efforts working with the claimants to 
funnel their complaints to EDSF for resolution. 

In many cases, hQWeVer, attempts by beneficiaries and .pro- 
viders to obtain a satisfactory solution to their problems have 
resulted in a compounding of the errors. +!FA's fourth quarter 
1980 monitoring reports showed that 70 percent of EDSF's review 
determinations were incorrect. The specific findings showed that 
in some cases payments exceeded the billed amounts, cases that 
should not have been reviewed were reviewed, and people who were 
paid correctly once were paid again. HCFA stated it was'clear that 
review determinations were of a much poorer quality than the in- 
itial claims determinations. 

147), 
As EDSF pointed out in its comments on our report (:see p# 

it has improved in this area, although it continues to be 
below the go-percent accuracy rate HCFA considers as a satisfactory 
level of performance. According to the HCFA regional of'fice, EDSF 
accuracy rates for the quarters ended March 31 and June 30, 1981, 
were 63 percent and 71 percent, respectively. 

EDSF is apparently losing money 

EDSF's repQrted (unaudited) costs during its first 2-l/2 years 
of operation in Illinois exceeded what it was paid on the contract 
during that period. A comparison of EDSF's reported casks with the 
payments under the contract, adjusted for the liquidated'damages 
to be applied, is shown in the following table: 

Fiscal year 
Contract ESDF 
price reported costs Diffebence 

1978 (4th qtr) $ 1,254,OOO $ 56,154 $ 1,19~7, 846 
1979 5,016,000 5,591,192 -575,192 
1980 a/4,921,394 14,063,616 - -9,142,222 

Total b/$11,191,394 $19,710,962 -$8,51i9 568 -- --I)- 

i/Adjusted to include additional postage costs approved by HCFA 
as a modification to the fixed-price contract. 

&/Actual payments were higher, since the entire amount of liqui- 
dated damages applicable to fiscal year 1980 was not assessed 
during the year. 
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Drawjinq conclusions from these fiqures is difficult, however, 
because the-progress paymentslare not intended to parallel the con- 
tractor's pattern of expeditures and thus are not a true accounting 
measure of revenues accrued by EDSF for the period. An increas- 
ingly larger portion of the contract amount is paid in the last 
years of the contract. In fiscal year 1980, for example, the pro- 
gress payments are 16 percent of the full contract amount. In con- 
trast, 26 percent of the full contract amount is paid in fiscal 
year 1983, the final year of the contract. 

We believe that EDSF will probably not recover its costs on 
the Illinois contract unless it obtains increases to its ~contract 
price &/ and can realize extensive reductions in its costs. The 
uncertainty of the magnitude of these changes, along with! the com- 
plexity of projecting future workload and the effects of the learn- 
ing curve on its staff's performance, make estimates of the con- 
tract's ultimate financial results difficult. If the figbres re- 
ported by EDSF are accurate, however, its costs during th;e 3 years 
remaining on the contract would have to average half--about $7 mil- 
lion per year --of its fiscal year 1980 costs (depending on the 
magnitude of any future contract cost modifications) for it to 
avoid losing money on the contract. 

Despite these apparent los#es, EDSF has demonstrated the fi- 
nancial commitment to resolving its performance problems. 

CONCLUSIONS -.--- - 
The first 2 years of the Illinois Medicare part B fixed-price 

contracting experiment have been difficult and costly for the bene- 
ficiaries, providers, EDSF, and HCFA. EDSF's payment errors from 
contract inception to June 30, 1981, have exceeded $67.6 million. 
While overpayments and underpayments have been almost equ'al, ad- 
justments favorable to claimants, which presumably includle under- 
payments identified through the quality assurance program, have 
far exceeded overpayment adjustments and an estimated $27.7 mil- 
lion in overpayments remains unrecovered. I 

Although both EDSF and HCFA are taking'action to resolve 
operating problems, EDSF's performance remains substandar:d in 
many areas. Further improvements are needed to assure th!e proper 
expenditure of Medicare funds. 

&/In fiscal year 1981, EDSF received contract price incre'ases of 
about $4.5 million, which are not considered in the above table 
because we assumed they involve some costs outside the ,scope of 
the original contract. Further, EDSF had not reported its fiscal 
year 1981 operating costs to HCFA; the report is not due until 
December 1981. 
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RHCOMMHNDATION TO THE 
SECRETARY OF HHS 

We recommend that the Secretary of HHS direct HCFA to analyze 
the large amounts of unrecovered overpayments in Illinois--now 
estimated to be about $27.7 million. Such an analysis might iden- 
tify patterns to these overpayments and result in the recovery of 
some of this money. 

HHS COMMRNTS 

HHS concurred with this recommendation (see p. 90) and said 
it would make an analysis of the amount of estimated unrecovered 
overpayments by EDSF, causes of these overpayments, corrective ac- 
tion taken to date, further corrective action needed, and recovery 
plans. 

We have incorporated HHS' major concerns relating to our 
evaluation of the Illinois experiment in the text of this chapter. 
(See pp. 53, 59, and 62). 

EDSF COMmNTS AND OUR EVALUATION 

According to EDSF (see app. V) the deficiencies in this report 
fall into five major categories: 

--Using selectivity, the report incompletely portrays EDSF's 
performance. 

--Its discussion of erroneous payments is misleading because 
it draws no comparison between EDSF errors and those of 
previous carriers. 

--Its general focus is on transition problems and 
leads the reader to believe they are unique to c 
bidding. 

--It does not adequately use trends to project results, 
and it draws questionable conclusions based on olated time 
frames. 

--It draws inaccurate conclusions concerning the v&ability 
of competitive bidding. 

EDSF also proposed four recommendations to be included in our 
report. These recommendations were the same as EDSF presented on 
April 28, 1980, in public hearings before the Subcommittee on Health 
of the House Committee on Ways and Means in Chicago: accordingly, 
the Subcommittee and HCFA have had an opportunity to consider them. 
Except for the EDSF proposal for a uniform and universal medical 
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procedure coding system which we have previously recommended, l/ 
and thus agree with, we do not believe we have done sufficient-work 
on the specific issues either to endorse or disagree with EDSF's 
proposals. 

In support of its criticisms, EDSF identified 23 issues which 
pertained to specific statements in the draft report or to more 
broad and substantive issues. These issues and our responses to 
them are included in appendix V. 

A summary of EDSF's comments on the report is provided below. 

Usinq selectivity, the report 
incompletely portrays 
EDSF's performance 

In support of this criticism, EDSF introduced two criteria 
for evaluating performance. One is the Contractor Performance 
Evaluation Program (CPEP), which is applicable to the cost-type 
part B contractors, effective October 1, 1980. The second is to 
count the number of elements in the HCFA contract monitoring plan 
as being met instead of the number of contract standards (see 
issue 3 on p. 118). EDSF also emphasized the claims and corres- 
pondence workload improvement since the heavy backlog periods 
(Sept. 1979-Mar. 1980). 

As a practical matter, we know of no way to completely portray 
EDSF's performance in Illinois, particularly with respect to the 
frustration and inconvenience caused Medicare beneficiaries and 
providers. However, consistent with our evaluation of the other 
two experimental contractors, we applied the contract stbndards 
which all the contractors had bid on and presumably agreed to. 
Also we included the entire period of EDSF's operations,,which in- 
cluded the latest data available (Apr. 1979 to June 1981). 

In contrast, EDSF's comparison to the CPEP evaluation criteria 
was limited to the periods October 1980 to April 1981 for the time- 
liness of claims processing and January to.,March 1981 for the 
quality of claims processing. This approach ignores then first 18 
months of EDSF's operations in Illinois. Also, because CPEP is an 
annual evaluation for which the first evaluations will be applicable 
for the year ended September 30, 1981, and will not be available 
until sometime later, it was not possible for us to apply these 
criteria to EDSF in comparison to other carriers. 

I.-/"Attainable Benefits of the Medicaid Management Information System 
Are Not Being Realized" (HRD-78-151, Sept. 26, 1978). 
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With respect to using the number of elements in the HCFA con- 
tractor monjitorfng plan as a more representative indication of 
performance than the contract standards, we cannot agree, For 
various reasons, about one-third of the individual elements are 
"deemed met" but were never really evaluated by HCFA, thus distort- 
ing the results of an element-by-element pass or fail count. For 
example, at least 69 of the approximately 212 elements applicable 
in the quarters ended December 31, 1980, and March 31, 1981, were 
deemed met without being evaluated. Also, .although various ele- 
ments have different importance in terms of meeting a standard, 
the EDSF proposed methodology gives all elements the same weight. 

In summary, we believe that the criticism of "selectivity" in 
measuring performance is not appropriate because the principal al- 
ternative measure of performance proposed by EDSF does not take 
into account the entire period of the contractor's operations. 

The discussion of erroneous payments --- 
Ta misleading because it draws no ------- 
comparxon between EDSF's errors 
and those ofprevious carriers-- -I- - - 

We have added to appendix II the prior carriers' (Chicago Blue 
Shield and Continental) average occurrence and payment/deductible 
error rates for calendar year 1978. Also, to the extent they could 
be reconstructed from readily available data, we added other compar- 
able statistics for the prior carriers related to the EDSF system I 
contract standards for claims processed in 15 days or less and for 
claims pending over 30 days. These data show that EDSF did not 
begin to compare favorably with the prior carriers for the timeli- 
ness standard until the quarter ended September 30, 1988, and for 
the claims pending and payment/deductible standards until the quar- 
ter ended December 31, 1980. For the fourth indicator (occurrence 
error rate), EDSF has never compared favorably with the ,prior car- 
riers. 

The basic thrust of the EDSF criticism, however, i volves 
1 

its 
projection of its payment/deductible error rates over t!e life of 
the contract ending September 1983 as compared to what the prior 
carriers' error rates would have been for the same period (issue 
2 on p. 116). EDSF concludes that its net overpayment will exceed 
the prior carriers' projected overpayments by about $6.8 million, 
which when offset by its administrative cost savings of $20.6 mil- 
lion, produces a net savings of $13.8 million. However, the EDSF 
projection assumes an average payment/deductible error rate for 
the period April 1981 through September 1983 of about 1.6 percent. 
This projected rate is considerably below EDSF's error rates of 
2.9 percent for the quarter ended March 31, 1981, and 2.8 percent 

1 
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for the quarter ended June 30, 1981. While such a significant 
improvement in performance is possible, l/ we have no basis for 
making auoh an assumption and we believe-that it is unreasonable 
to criticize the report as "deficient" on that basis. 

Its general focus is on transition-related 
problems and incorrectly leads the reader to 
believe they are unique to competitive bidding 

Because we believe that the impact of contractor changeover 
and related transitional problems is the principal concern to be 
addressed by the experiments in competitive contracting, the scope 
of our review and the related report did focus on transiti~onal 
issues. However, we do not mean to imply that such problems are 
unique to competitive bidding. As we previously reported, al- 
though contractor turnover is not necessarily limited to competi- 
tive contracts or to HCFA's experimental program, such changes 
seem more likely in a competitive environment. 

It does not adequately use trends to project 
~ future results, and it draws questionable I conclusions based on isolated time f rames 

This alleged deficiency in the report apparently refers to 
two projections (issues 2 and 23) in which EDSF projects savings 
over the life of the contract. One projection, involving the 
payment/deductible error rate, was previously discussed. The sec- 
ond projection involves the difference between the prior carriers' 
and EDSF's experience in denying claims. EDSF projects that its 
denials, based on billed charges, will be about 3.5 percent higher 
than the prior carriers, thus resulting in a savings of benefit 
dollars over the life of the contract of about $150 million. 

As discussed in more detail in appendix V (see p. 1491, we 
believe that, based on prior experience, it would be reasobable to 
assume that over the life of the contract there will be a 2- to 
3-percent difference between the gross denial rates experienced by 
the prior carriers and the higher rates experienced by EDS$. How- 
ever, there are other differences in experience that should be con- 
sidered before drawing any conclusions from these numbers.' 

--Denials are subject to adjustment if they are later~deter- 
mined to be incorrect or inappropriate. EDSF's reported 
statistics on reversals favorable to claimants are Sig- 
nificantly higher than the comparable statistics for the 
prior carriers. 

~ -,--I---- 

~ L/According to the HCFA quality assurance reports, about one- 
third of the carriers are operating at that level of error or 
better. 
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--EDSF's error rates were 2 to 3 times higher than the previous 
carriers during the first year of operation under the experi- 
mental contract. Such errors include incorrect denials. 

--There were abnormally high and unexplained increases in 
Claims workload and related billed amounts after EDSF took 
over Medicare part B in Illinois. Since claim denial sta- 
tistics are related to the number and types of claims sub- 
mitted and the related billed amounts, an appropriate 
methodology for meaningfully comparing claim denia~l rates 
from one period to another should consider abnormdl varia- 
tions in billed charges. 

In summary, we believe that considering the relatively large 
differences in the other above-cited experience factors, 'the projec- 
tions offered by EDSF are, at best, inconclusive in terms of measur- 
ing comparative performance. 

It draws inaccurate conclusions 
concerning the viability 
of competitive bidding 

In support of this criticism, EDSF states that our report 
concluded that "there is little evidence to support the value of 
competitive contracting." 

We believe that this is an inaccurate and oversimplified state- 
ment of our conclusions. As requested, our review focused on three 
fixed-price experiments for paying claims under part B of Medicare. 
The objectives of these experiments were to test the viability of 
this approach in the Medicare contracting environment. Among the 
factors to be tested were the effects on beneficiary services and 
the accuracy of benefit payments. Despite the acknowled'ed savings 
in administrative costs, the results of these experiment 1 have not 
demonstrated the viability of this contracting approach in terms 
of better beneficiary and provider service and more accutate and 
equitable controls over benefit payments. 
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CHAPTER 6 .- 
A CHANGE TO COMPETITIVE FIXED-PRICE I"----." - 

CONTRACTING WOULD BE PREMATURE AT THIS TIME -"- -- --- 
We have historically supported the use of competitive fixed- 

,price procurement by the Government, 
priate. 

where conditions are appro- 
Generally, this type of procurement results in a fair and 

reasonable price for the Government, hnd places the greatest risk 
of performance on the contractor. Because the contractor assumes 
full responsibility for all costs over the fixed-price, there is 
incentive for effective cost control. 

A change to fixed-price contracting in Medicare would require 
a change in legislation. Current law provides that HHS enter into 
cost reimbursement contracts with carriers and intermedi'ries which 
result in neither a profit nor a loss from carrying out a edicare 
activities. As we stated in our June 1979 report on Medicare con- 
tracting, a change in the legislative contracting authority may 
well be the ultimate and most desirable goal for modifying the ad- 
ministrative structure of Medicare. However, we believe such a 
broad legislative change would be premature at this time because 
the circumstances and the results of Medicare's three figed-price 
experiments in part B have varied, and the experiments are incon- 
clusive as to whether competitive fixed-price contracting can be 
carried out successfully in Medicare. In addition, the following 

'factors further support our position that such a broad change would 
be premature. 

1. A thorough evaluation of the experiments, such asp the one 
planned by HCFA and discussed on page 15, has not been completed 
and the results analyzed. Also, 
contracting initiatives, 

HCFA has underway severa; other 
including experiments involving Idifferent 

types of contractual arrangements and different modes of $zontractor 
selection and reimbursement. Little is known about the r~esults of 
these initiatives. 

2. The results of the part B experiments have revealed sev- 
eral weaknesses in the contracting procedures followed by HCFA in 
these experiments. The contractor selection process and ~contract 
design used by HCFA in the experiments were insufficient ~to assure 
a smooth transfer of responsibilities between contractors' or to 
safeguard the Government's and the beneficiaries' interests in 
the Medicare program. Performance and beneficiary servic'es dete- 
riorated to varying degrees during and after contractor changeover, 
and program payments were not adequately controlled. HCFA has 
stated that what it learned from these experiences will enable it 
to more effectively manage future contract initiatives. It has 
not yet had an opportunity, however, to demonstrate how it can 
overcome the weaknesses and problems experienced during these 
experiments. 
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3, More improvements can be made under existing contracting 
authority to achieve some of the advantages sought by competitive 
fixed-price contracting--chiefly, administrative cost savings and 
fewer contractors. In chapter 2, we discussed the recommendations 
made in our June 1979 report and the actions taken by HHS to date. 
Most of these recommendations can be implemented under existing 
legislative authority to achieve cost savings and higher quality 
services for beneficiaries and providers. 

4. Long-term expectations of cost, savings from competitive 
fixed-price contracting should be viewed with caution. Only the 
administrative costs (accounting for about 3 percent of program 
costs) are being competed, Also, where administrative cost sav- 
ings are realizable, we believe these savings are generally only 
realizable from the initial contract change, and that recompeting 
the contracts might not produce additional savings beyond those 
already realized, 

CIRCUMSTANCES AND RESULTS 
HAVE VARIED 

The results of Medicare's three fixed-price experiments have 
varied. Contractor performance has ranged from satisfactory in 
the Maine experiment to unsatisfactory in the Illinois experiment. 
Contractor performance in upstate New York is now considered 
satisfactory after an initial 6-month period of unsatisfactory 
performance. 

There were different circumstances associated with ealch 
experiment that weighed heavily on the results. Although imuch 
can be learned from these experiments, we believe they ares in- 
conclusive as to whether the broad application of competitive 
fixed-price contracting in Medicare can produce administrative 
cost savings without negative effects on program payments 'and 
services, 

There were many circumstances involved in the Maine experi- 
ment that made it different from the other experiments, and may 
have accounted for the satisfactory results. As discussed in 
chapter 3, Massachusetts Blue Shield won the Maine contra t 
with a price that did not represent a significant change 4 

award 
rom its 

operating costs in Massachusetts, and actually operated at! a 
higher unit cost than it did under its cost reimbursement con- 
tract in Massachusetts. 

The Maine experiment involved a relatively small workload 
area, which was previously serviced by a single contractor, and 
was taken over by an experienced contractor already processing 
a much greater workload under a cost reimbursement contract. 
We believe this dual-contract arrangement allowed Massachusetts 
Blue Shield the flexibility of placing its more experienced staff 
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on the Maine fixed-price contract. Also in Maine, steps were taken 
to minimize the differences between the operating methods of the 
old and new carriers. 

The circumstances in the Illinois experiment were different 
from Maine because of the number of significant changes from the 
previous carriers' operations. These changes included (1) the in- 
troduction of more automation in the reimbursement and correspond- 
ence processing systems, (2) a new procedure coding system, and 
(3) unexplained large increases in workloads. 

Another difference in the Illinois experiment was the intro- 
duction of a new carrier into the Medicare program. Although EDSF 
had experience with Medicare data processing, its staff generally 
had no prior -experience managing carrier operations. EDSF's 
clerical staff also were virtually without any prior Medicare 
experience. 

The circumstances in the New York experiment were different 
from Maine and Illinois in that an experienced carrier won the 
contract award, and then moved its base of operations and essen- 
tially hired all inexperienced staff. In addition, changes in 
reimbursement policies were introduced simultaneously to the con- 
solidation of three carrier operations into one. 

These differences in the circumstances and results surround- 
ing each experiment make the predictibility of contractor perform- 
ance under a competitive fixed-price environment uncertain at best. 

HCFA'S EVALUATION NOT COMPLETED 

In our June 1979 report we did not support a legislative 
change to permit fixed-price contracting until HHS fully evaluated 
the experiments and demonstrated to the Congress' satisfaction 
that no measurable adverse effects will occur. Such an evaluation 
has not been completed to date. 

As discussed in chapter 2 (see p. 15)", HCFA awarded a con- 
tract in September 1981 for an independent evaluation of the ex- 
perimental contracts. The scope of work covers all phases of the 
contract procurements, beginning with the preparation of the RFP 
through the transition, implementation, and operational phases. 
The scope is much broader and more complex than the scope of our 
review of the experiments. 

HCFA also has a number of contract initiatives underway that 
are different from the fixed-price experiments in part B. These 
initiatives, discussed on pages 16 and 17, involve consolidations 
of contractor territories and cost reimbursement as well as 
fixed-price contracts: however, the results of these initiatives 
are not known. 
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HCFA has only one competitive experiment underway in part A-- 
a competitively awarded fixed-price contract in Missouri. 'The 
experiment was delayed for almost 2 years because of litigation. 
HCFA estimates that the contract will save about $2 million in 
administrative costa, but the effects on other program elements, 
particularly benefit costs, are unknown. 

~ PRESENT CONTRACTOR SELECTION PROCESS DOES NOT 
ASSURE SELECTION OF A QUALIFIED CONTRACTOR 

Based on the three part B experiments, the present contractor 
selection process in HCFA's experimental program does not assure 
the selection of a contractor with experienced and qualified staff. 
As evidenced in Illinois and New York, contractors or their staffs 
with little or no experience in Medicare may be selected primarily 
because of their price proposals. In both situations, the cleri- 
cal work force generally had no Medicare experience. These inex- 
perienced staffs created numerous problems--most significantly, 
the inaccurate payment of claims. L/ 

I 
As we reported in June 1979, as long as price receives a 

significant weight 2/ in the competitive process, the low bidder 
will probably win the contract. We were concerned with what lower 
scores for experience and technical proposals might mean if a con- 
tractor wins principally because of a low price offer: 

"There is no problem with such a heavy emphasis on 
price if all the bidders are equally qualified. Our 
concern is whether the deficiencies noted by the 
Bureau's evaluation teams in awarding lower points 
in the technical and experience categories will have 
an adverse impact on the program if such bidders win 
on the basis of lower bids. As previously noted, 
administrative costs only represent 3 percent of total 
program costs, and this could be easily overshadowed 
by increased benefit payments or poor service to the 
beneficiaries." 

In commenting on our report (see p. 98); HHS said it believes 
"some modifications are essential in the actual contractori selec- 

, tion process to assure that the selected contractor has acbeptable 
Medicare experience and fully understands our obligation to serve 

~ the public as efficiently and accurately as possible." 
i ----...- .--- _--- 

&/In our June 1979 report, we cited similar experiences in CHAMPUS 
(see p. 9). 

g/In the Maine, Illinois, and New York experiments, price received 
weights of 40, 45, and 50 percent, respectively. 
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I N A D E Q U A T E  S A F E G U A R D S  O V E R  
P R O G R A M  P A Y M E N T S  A N D  S E R V ICES"  

Ne i the r  th e  p rocu remen t p rocess  fo l l owed  by  H C F A , th e  con tract 
d o c u m e n ts themse lves , no r  H C F A 's m o n i to r ing  o f th e  con tracts p ro -  
v ide  a d e q u a te  sa fegua rds  over  p r o g r a m  p a y m e n ts a n d  services. T h e  
con tractors' m a in accoun tabi l i ty by  vir tue o f con tract pena l ty 
prov is ions is fo r  th e  con tract s tandards.  T h e  con tractors a re  n o t 
eva lua te d  o r  he ld  accoun tab le  fo r  car ry ing o u t s tatements o r  p ro -  
v is ions in  the i r  techn ica l  p roposa ls ; T h e  sever i ty o f con tract 
pena l ties  a lso  a re  n o t p ropo r tio n a te  with th e  r isk to  th e  Gove rn -  
m e n t a n d  th e  b e n e ficiar ies a n d  prov iders  from  inaccurate  p r o g r a m  
p a y m e n ts. 

N o t accoun tab le  fo r  techn ica l  p roposa ls  

A lth o u g h  con tractors m a y  inc lude m a n y  impor ta n t prov is ions 
fo r  p rope r  a n d  successful  ope ra tions  in  the i r  techn ica l  p roposa ls , 
H C F A  does  n o t have  a d e q u a te  assurances  these  prov is ions wi l l  b e  
car r ied o u t, In  th e  I l l inois expe r imen t, severa l  c o m m i tm e n ts m a d e  
by  th e  con tractor in  its techn ica l  p roposa l  we re  n o t car r ied  o u t. 
In  s o m e  cases,  H C F A  never  exam ined  fo r  comp l iance ; in  o the r  cases,  
w h e n  noncomp l i ance  was  d iscovered,  H C F A  d id  n o t fo rce  comp l iance . 
( S e e  p p . 5 9  to  6 1 .) 

A  re la ted concern  is H C F A 's inabi l i ty to  m a k e  a n  in'form e d  
j u d g m e n t a b o u t th e  qual i ty  o f p o te n tia l  con tractor staffs--both 
c ler ical  a n d  superv isory.  H C F A  d id  n o t cons ider  th e  exper ience  
o f lower  level  superv isory  staff in  eva lua tin g  techn ica l  p roposa ls  
fo r  th e  expe r imen ta l  con tracts, no r  d id  it g ive  any  we igh t to  th e  
fac t th a t s o m e  con tractors wou ld  b e  us ing  inexper ienced  ic ler ical  
staff. In  v iew o f th e  e ffec t inexper ienced  staff h a d  on i  serv ices 
to  prov iders  a n d  b e n e ficiar ies a n d  o n  th e  level  o f incor i rect  pay-  
m e n ts, th is  is a  ser ious shor tcom ing . E ven  th o u g h  cons idera tio n  
was  g iven  to  a  p o te n tia l  con tractor's overa l l  exper ience ', if th is  
con tractor p lans  to  m o v e  its base  o f ope ra tions  (as  h a p p e n e d  in  
N e w  York ) , th e  vast m a jority o f its staff wi l l  b e  differknt. 

Fur the r , even  th e  key pe rsonne l  n a m e d  in  th e  propos ia ls  a n d  
cons idered  by  H C F A  in  its con tract de l ibera tions  a re  n o te  requ i red  
to  ac tual ly  work  o n  th e  con tract. Th is  d e f ic iency was  n p te d  by  
th e  H C F A  Reg ion  V  A d m inistrator in  h is  Ma rch  1 9 , 1 9 8 0 , repor t o n  
lessons lea rned  from  th e  I l l inois expe r imen t: 

" In scann ing  th e  n a m e s  o f th e  1 6  ind iv iduals  th e  p ro -  
posa l  i den tifie d  as  key m a n a g e m e n t pe rsonne l  fo r  th e  
I l l inois con tract, w e  n o te d  th a t on ly  th ree  we re  ever  
ac tual ly  involved.  T h e  o the r  1 3  posi t ions we re  f i l led 
by  dif ferent indiv iduals.  A t least in  th e  case  o f th e  
posi t ion e n title d  Director  o f Med ica l  A d m inistrat ion, 
th e  ind iv idua l  s lated wou ld  appea r  to  have  b e e n  m u c h  
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more qualified than the individual actually hired, The 
effective performance of this job was critical to a 
timely, successful procedure code conversion process 
but the individual holding the job exhibited little 
knowledge or understanding of the program or of his 
duties and this contributed in no small part to the 
complaints we began to receive about the inadequacies 
of the EDSF procedure coding system. While the in- 
dividual subsequently terminated his.employment (or 
was terminated), the damage hpVld been done." 

HCFA dealt with this latter problem in the recompetition of 
the Maine contract (see p, 18). The RFP stipulates thdt changes 
to key personnel require departmental approval. The penalty for 
noncompliance is liquidated damages. 

Disproportionate risk to the Government 

The standards and contract financial penalties ara an im- 
portant aspect of the fixed-price contracts, acting as :an incen- 
tive for satisfactory performance, However, 
compensate the Government, 

they do not adequately 
or the beneficiaries and providers, for 

unsatisfactory performance. 

In Illinois, where performance has been unsatisfactory for 
more than 2 years, the contractor has failed 55 of 84 contract 
standards, L/ and is subject to $2.9 million in penalties. During 
this period, however, providers and beneficiaries have,suffered 
unquantifiable hardships, and incorrect program payments esti- 
mated at $67.6 million have been made. As discussed on page 62, 
many adjustments have been made favorable to claimants,: but about 
$27.7 million in estimated overpayments remain outstan 
$2.9 million in contract penalties hardly compensates 
losses. 

In commenting on our report (see p. 971, HHS appa ently be- 
lieved that we attributed EDSF's high error and overpa ment 

1 
rate 

to the fact that it has a competitive fixed-price cant act. This 
is an incorrect interpretation. We simply stated EDSFls perform- 
ance results on an experimental fixed-price contract. owe do not 
believe one can totally ignore, however, that many of the factors 
that contribute to processing errors may have resulted:from cor- 
porate and agency decisions made in a fixed-price enviionment, 
particularly decisions affecting the quality, stability, and size 
of clerical staff and their supervisors. 

-m--m--- 

l-/As noted on page 52, five of the failures are considered tenta- 
tive and may be reversed if EDSF corrects certain deficiencies. 
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MORE IMPROVEMENTS CAN BE MADE 
UNDER EXISTING AUTHORITY 

In chapter 2, we discussed many recommendations made in our 
June 1979 report to the Congress on Medicare contracting. Most 
of these recommendations-- consolidating workloads and eliminating 
high-cost and poor performing contractors-- can be implemented under 
existing legislative authority and should result in cost savings 
and higher quality services for beneficiaries and providers. 

Although HHS has taken a number of actions in response to 
these recommendations, we believe more can be done. HHS has 
also stated in its comments on this report that it has further 
actions planned. Among the arguments for competitive fixed-price 
contracting authority is the expected savings from elimintiting 
present high-cost contractors in the program. A8 discussed in 
our prior report, we believe this action can be taken under exist- 
ing authority. 

We recognize that the problems we discussed as occurring with 
contractor turnover may occur with a strong policy of cont;ractor 
terminations or in consolidating workloads. However, any termina- 
tions would be justified by poor performance and would not occur 
with the regularity that would follow recompeting fixed-price 
contracts every few years. Further, a consolidation of Medicare 
workloads should only be undertaken after careful analyses and 
negotiations identified (1) a more efficient configuration and 
(2) the contractors with a proven record of good performance, who 
could most efficiently and effectively handle the larger workloads. 

! COST SAVINGS FROM COMPETITION 

I Competition is a key factor in Medicare's fixed-price 
contracts. While competition can result in some cost reductions, 

I particularly where previous contractors were inefficient, it can 
: also adversely affect beneficiary services and program payments. 

A chief argument in favor of fixed-price'contracting in Medi- 
care is the potential savings in administrative costs. As (we 
have stated before, the other side of the equation--the benefit 
payments, which account for 97 percent of the program's costs-- 
deserves the most attention. 

In addition to our concern over projecting administrative 
cost savings without analyzing the effect on total program costs, 
we believe long-term expectations of competitive fixed-price 
contracting should be viewed with caution. In theory, competition 
is expected to assure a fair and reasonable price for the Govern- 
ment. The use of competitive procurement, where conditions are 
appropriate, should result in the most reasonable costs, prices, 
and profits in most cases. 

‘,I , , I : , :  
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We believe that, even where true administrative cost savings 
are realizable, these savings are generally only realizable from 
the initial contract ehange. Although these savings should con- 
tinue, recompeting the contracts or subsequent contract changes 
might not produce additional savings beyond those alreadyirealized. 
The administrative cost savings from such contracting principally 
stem from combinations of several factors, chiefly 

--replacing high-cost incumbent contractors with a more 
efficient contractor, 

--consolidating contractor territories or taking other 
opportunities to create internal economies of scale 
previously unavailable to the incumbent contractors, 

--eliminating or modifying certain contractor functions, 
and 

--contractors lowering their bids to unreasonable levels 
because of competition, or simply being willing tom incur 
financial losses l/ during the contract period in order to 
become a Medicare-contractor for the first time, or other 
longer term objectives. 

Whatever the reasons, greater savings might not occur in sub- 
sequent contract awards. Once an efficient level is obtafned, a 
new award at the expiration of the contract period might not pro- 
duce any more savings. 2/ In all likelihood, however, many of the 
problems with contractor turnover may occur again should g new con- 
tractor be selected, Also, to the extent that the initiaQ award 
went to a contractor whose price was unreasonably low, thsre is a 
sort of 'false savings" because subsequent awards are likbly to 
produce a bid higher than the previous contract. 

In Maine, for example, HCFA recently awarded a new 3 6 -month 
contract to BSM after recompeting the initial experimental con- 
tract, BSM was the low bidder in this procurement, and wpn with Y ------ 

L/Often referred to as "buying-in." This concept assumes~ the 
contractor knows what is a reasonable bid, but chooses ~to bid 
under that and either take a loss or less profit in order to 
acquire the contract. This underbid may be to compensate for 
known deficiencies elsewhere in the award process or to' gain 
perceived long-term advantages of having the contract. 

g/The savings from eliminating an initial high-cost incumbent 
carrier would generally always be there, if such a compiarison 
is made, Subsequent recompetitions, in all likelihood,: will 
not produce further savings. 
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a bid of $9,866,706, including implementation costs. I.-/ This price 
is considerably higher than its contract price of $5,285,000 for 
the previous 39-month contract (see p. 20), although such a com- 
parison is made difficult by several factors, such as inflation, 
increases in claim volume, certain changes in the contractor's work 
requirements, and financial incentive provisions added to the new 
contract. It appears, however, that little, if any, additional 
administrative cost savings were realized. 

For example, HCFA estimated that #it saved $341,400 on the 
initial experimental Maine contract because the estimated Iunit 
price of $2.88 was about $.12 less than the national averaige for 
cost-type contracts. Using the same criteria, it could be' argued 
that HCFA lost $2.0 million on the recompetition because the re- 
sultant estimated unit price of $3.30 was about $.68 more than 
the national. average for cost contracts. 2/ 

As previously reported, since the inception of Medicare, 
total benefit payments have skyrocketed, while increases in 
intermediary and carrier costs have been more moderate. Further, 
while the contractors' claim volume has steadily increased, unit 
costs have steadily decreased. We believe much of this debrease 
is attributable to increased concern over contractors' admknis- 
trative costs, followed by HCFA's budgetary control over the cost 
reimbursement contracts. Any perceptions of Medicare contractors 
currently receiving "blank checks" are incorrect, in our opinion. 

Further, we stated that: 

"A system of strict contract monitoring and budgetary 
control, followed by a strong policy of contract ter- 
mination for poor or marginal performers, can intro- 
duce many of the advantages of competition into the 
current Medicare environment and meet the intent of 
the Congress." 

1 We believe this position is just as valid today. 

&/BSM waa considered the low bidder only because HCFA chose not to 
consider implementation costs in its comparison of prices. Blue 
Shield of Rhode Island's price offer was actually lower than 
BSM'a when comparing total costs. 

Z/Based on a HCFA estimate of 2,990,OOO claims to be processed 
over the contract's 3 years. In its comments on our report 
(see p. 98), HHS introduced different criteria for comparing 
costs and estimating savings. It pointed out that, if only the 
price paid to the contractor during the operational period is 
considered (which then ignores over $800,000 paid to the con- 
tractor for "implementation" costs) and compared to a "pe'er 
group" of contractors' unit costs, then a savings is shown. 
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CONCLUSIONS -- 

To use competitive fixed-price contracting in the Medicare 
program, other than through experiments, the Congress would have 
to provide HHS with authorizing legislation. The results to date 
from the Medicare part B experiments indicate that administrative 
cost savings will result initially, but too many problems are 
associated with other aspects of contractor performance to assure 
the success of such contracting on a broader scale. The only 
experiment in part A is just underway. 

Since it is not possible to predict what the circumstances 
would be in a broader application of this contracting strintegy 
in parts A or B, but recognizing what the risks are in terms of 
program payments and services to beneficiaries and providers, we 
believe a change in legislative contracting authority would be 
premature at this time. 

HHS COMMENTS AND OUR EVALUATION -- "-,-- 
HHS does not agree with our conclusions (see pp* 89 and 90), 

and believes they "place too much emphasis on the Illinois experi- 
ment, are premature in light of the limited evaluation methodology 
used, and do not recognize the valuable experience which has al- 
ready been gained as a result of" HCFA's contracting initiatives 
and experimental program. HHS said it learned from the ekperiences 
and believes it has already made improvements in carrying out the 
various aspects of its contracting initiatives. HHS stated that, 
viewing the Illinois experiment in the context of the other part B 
experiments and particularly considering the positive experience 
under the two part A experiments, it believes the experiments have 
demonstrated that competitive, other-than-cost, contracting can be 
executed successfully in Medicare and can achieve the goals of 
quality performance at reduced cost to the Government. 

According to HHS, it has carefully analyzed the transition 
problems experienced in Illinois and believes that future tran- 
sitions can be managed effectively and that *it can minimize dis- 
ruptions to beneficiaries, providers, and claims processing 
operations. It stated, moreover, that factors other than the 
fixed-price competitive nature of the contracts contributed sig- 
nificantly to the problems occurring in the Illinois transition 
period. It agreed that any transition will involve some disrup- 
tion and that it is desirable to limit contractor changeover to 
instances where the potential benefits of quality improvement and 
cost savings warrant it. HHS pointed out that its May 1981 legis- 
lative proposal may have overemphasized formal cyclical competition 
of contracts on a national basis. 
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Our conclusions are based on the results to date of the three 
part B experiments, We acknowledge that our concerns about &he 
potential impact of competitive fixed-price contracting in Medi- 
care are heavily influenced by the negative aspects of the Illinois 
experiment. As we previously pointed out, the negative aspects-- 
poor service to providers and beneficiaries and inaccurate program 
payments --can overshadow the positive aspects of administrative 
cost savings. 

HHS has learned from these experiments and will probably learn 
more when a thorough evaluation, such as the one planned~ by HCFA 
and described on page 15, is completed. Our review, how ver, 

t 
does 

not lead us to conclude that HHS can carry out its plann d con- 
tracting initiatives with the success it describes in its comments. 
On the other hand, we do not have a closed mind on the cbmpetitive 
fixed-price contracting issue. If and when a competitive fixed- 
price procurement approach can be designed and implement/cd which 
assures a consistently acceptable or improved level of performance, 
particularly in terms of beneficiary and provider servicies and ac- 
curacy of program payments, we would be willing to reexamine this 
issue. 

Other comments made by HHS are incorporated in the text of 
this chapter (see pp. 77 and 80). 

OTHER COMMENTS ------ 

The Health Insurance Association of America and the,Blue Cross 
and Blue Shield Associations commented on our report (see apps. VI 
and VII) in letters dated August 12 and 18, 1981, respectively. 

The Blue Cross and Blue Shield Association8 stated that the 
report deals with most, if not all, of the concerns the Associa- 
tions had raised in the past concerning the potential 
competitive bidding. It had no recommendations to make 
the report. 

It presented its opinion, however, thdt the "procurement 
technique" used in the experiments is not well suited tom the nature 
and goals of the Medicare program. In its opinion, 

"A true validation of this technique would require more 
than one bid and award in a given area. This does not 
seem to have been contemplated by the HCFA experimental 
contracts. While this would be impractical at this 
late hour in at least some of the cases and would run 
contrary to the advice inherent in your report, it 
nevertheless suggests to us that the opportunity for 
true experimentation with this approach has always 
been problematic. In any event, before the Government 
seriously considers the approach as permanent Medicbre 
policy, there should be far more evidence of success 
than is so far available." 
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The Health Insurance Association of America, on behalf of the 
11 commercial insurance companies in Medicare, stated that our 
'conclusions supported the Association'8 belief that contracting 
,for Medicare administration on a competitive fixed-price basis is 
not sound policy. It stated that "proper management of the cost 
contracting process can, and does, provide incentives to innovate, 
,to process claims timely on a quality basis, and effectively con- 
~trol program costs.' 
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APPENDIX I APPENDIX I 

COMMITTEE ON WAYS AND MEANS 

US, HOUSE OF REPRESENTATIVES 

WASHINGTON, D.C. I 2OSlS 

BUBCOMMIll-EE ON HEALTH 

January 15, 1980 

The Honorable Elmer B. Staats 
Comptroller General 
U.S. General Accounting Office 
441 G Street, N.W. 
Washington, D.C. 20548 

Dear Mr. Staats: 

In your report to the Congress of June 29, 1979, 
entitled "More Can Be Done to Achieve Greater Efficiency 
in Contracting for Medicare Claims Processing" (HED-79976), 
you expressed some concerns about the potential impact of 
competitive fixed-price contracting on the medicare program. 
Your report suggested that the Department's current ex 

% 
ri- 

mental fixed-price program in medicare should be subje ted 
to further intensive evaluation before any significant legis- 
lative changes are made in the medicare contracting pr visions. 
Although the contracting experiment in Maine appears t 8 have 
worked well, you warned that the New York and Illinois;experi- 
ments provided a greater potential for problems to develop. 

As you know, several problems have indeed developed in 
Illinois. Since beginning operations in April 1, 1979, 
Electronic Data Systems Federal Corporation (EDSF) has ex- 
perienced numerous performance problems. There have been 
major disruptions in services to beneficiaries and providers 
in Illinois, a much higher degree of inaccuracy in processing 
and paying claims than anticipated, and a lack of responsive- 
ness to public and congressional inquiries. Since the Sub- 
committee shares the concerns which you raised in your report, 
as well as some more immediate concerns about the current 
status of the Illinois experiment which have been expressed 
to me by members of the Illinois congressional delegation, 
I believe it would be desirable for the Subcommittee to under- 
take a more thorough examination of the experiment. 
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APPENDIX I APPENDIX I 

The Health Care Financing Administration and its Chicago 
regional office are currently monitoring EDSF's performance. 
I have requested the Administrator of HCFA to keep the Subcom- 
mittee fully informed about the results of these monitoring 
activities, and I will be requesting him to provide the same 
information to your office. Although #many of the problems 
experienced to date may be characterized as "transitional" and 
are likely to be resolved over time, the Subcommittee remains 
concerned about the implications of such contracting problems 
for the effective administration of the medicare program. 

The Subcommittee has decided, therefore, to hold hearings 
in the near future on the issue of medicare contracting for 
claims processing during which we expect to conduct an indepth 
examination of the Illinois experiment. Our present plan is to 
hold hearings in Chicago on the Illinois experiment in April 
1980, followed by hearings in May on the broader issue of medi- 
care contracting. 

In anticipation of these hearings, I am requesting that 
GAO evaluate the experimental fixed-price contracts in medidare 
as a follow-up to the June 1979 report, with specific emphasis 
on an investigation of EDSF's performance in Illinois. Such an 
evaluation should also address HCFA's progress in implementing 
contractor performance standards and its progress in carrying 
out other recommendations contained in your June report. It 
is my intent to request GAO testimony at both the Illinois and 
the broader contracting policy hearin 

A!f 
. 

CBR/hl 
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dStandards Wfre not applicable for assemmnt of liquidated danages until quarter ended I&ember 31, 
1979. Also, EDSF"a performance relative to the ~atem 'Mo standards was not evaluated until the 
same quarter. 

t$ttird 1s iTI prcent for quarters ended March 31. 

c/Prior carriers’ (Chicago Blue Shield an3. Cbntinantal, 
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respectively) performance statistics for caj.ender 

gAl.ttiugh US's pxformance was below the atarxlard, HCFA haa deened this standard passed because of 
poblfima with the &x&l Security .%hinistration' 8 ccmputer system that adversely affected EDSF' s 
processing timeliness. 

_S?/Pntative results for 68pstem MYI etxWiard8. EDSF has an opportunity to correct deficiencies. 

* 
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DEPARTMENT OF HEALTH & HUMAN SERVICES Office of Inspector General 

Washington, D.C. 20201 

2 0 AUG 1981 

Mr. Gregory J. Ahart 
Director, Human Resources 

Division 
United States General 

Accounting Office 
Washington, D.C. 20548 

Dear Mr. Ahart: 

The Secretary asked that I respond to your request for our 
comments on your draft report entitled, “The Success of 
Competitive Fixed-Price Contracting in Medicare Has Not 
Been Demonstrated by Existing Experiments.’ The enclosed 
comments represent the tentative position of the Department 
and are subject to reevaluation when the final version of 
this report is received. 

We appreciate the opportunity to comment on this draft 
report before its publication. 

Sincerely yours, . 
Ew 
Richard P. Kusserow 
Inspector General 

Enclosure 
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Comments of tha Daparcment of Health and Human Services on the 
General Accounting bffice Draft Report -Entitled, Vhc SucceE,a?wfz 
Compctltivs Fixed-Price Contractlnd in Medicare Has Not Been 

Demonstrated byxisting Experiments” I_-- 

Ovcrvfcw 

The General Accounting Office (GAO) conducted this audit to: (1) review 
the progreaa we have made in implementing the recommendations in the 
June 1979 raport,_l_/ and (2) evaluate the performance of the three Part B 
experimental fixed-price contractors, with special emphasis on the performance 
of Electronic Data Systems Federal Corporation (EDSF) in Illinois. 

We have carefully reviewed the draft report a8 part of our evaluation 
of our axparimental contracting program and our overall efforts to achieve 
greater effectiveness and efficiency in the administration of the Medicare 
program. Some of the findings; in the draft report parallel the results of 
our own analysis. Thus, the report can be useful in providing support to 
our efforts co update and refine our initiatives to improve ?ledicare, contract 
administration. However, we believe that the draft report would be Ymproved 
if the following issues were considered. First, the drafr report does 
not give sufficient attention to the fact that we have vigorously pursued 
the recommendations in the June 1979 GAO report. Second, the report 
doer not address or recognize the overall scope of our initiatives to 
introduce improved methods and techniques in Medicare contract administration 
and thus tends to view the competitive fixed price experiments out of 
context. GAO has concluded that cost reimbursement contracts are priesently 
more effective for Medicare Part B; that Medicare’s experiments have not 
demonstrated that competitive fixed-price contracting is desirable; and, 
that the Congress should not provide the Department with the authority 
to expand this type of contracting on a large scale. We believe these 
conclusions place too much emphasis on the Illinois experiment, are 
premature in light of the limited evaluation methodology used, and dQ 

not recognfze the valuable experience which has already been gained as a 
result of our contracting initiatives and experimental program. I!hCb 
of theoc concerns 14 addressed in ulore detail below-. 

We believe that our efforts to improve Medicare administration undercurrent 
law, as well as our experience with our experimental contracts, have, 
demonstrated the benefits which can be derived from introducing greater 
compatitldn into the contractor selection process and allowing reimbursement 
of contractors on an other-than-cost basis with liquidated damages and 
incentive payments to encourage quality performance. We flrtiy believe 
that the experiments have been highly productive in assisting us in developing 

2.1 “More Can Be Done to Achieve Greater Efficiency in Contracting for 
Medicare Claims Processing” (HRD 79-76). 
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new approaches CO Medicare contrac: administration which may result. in 
substantisl long range benefits to the program. However, based on our 
cvatucltion of vur experience during the past several years, we agree 
that our Mey 1981 legislative proposal msy have overemphasized formal ' 
cyclical competition of contracts on a national basis. 

We have under consideration e number of proposals which would provide 
the Secretary with greater flexibility to select and reimburse Medicare 
:ontraccots. We hope to take advsntage of the substantial benefits In 
the quality and cost effectiveness of program administration which can 
be achieved in e more competitive other-than-cost contract environment 
without the disadvantages which could result from the possibility of 
rrequent contractor turnover where this would not produce appropriate 
benefits, The President’s Management Improvement Council’s (a Blue 
Ribbon Panel astablished by the previous administration) May 1980 
“Report on Medicare Contracting” strongly supported legislative authority 
to provide for the uee of competitive selection, to eliminate the no+nation 
process in Part A, and to permit flexibility in contract pricing arrangements 
at the diecretlon of the Secretary. In developing a proposal we will be 
considering the PMXC’s recomendatlons. We urge GAO to reserve its conclusions 
until such time IS we have had an opportunity to fully staff out this issue. 

Recommendation to the Secretary of HHS 

That the Secretary of HHS direct WCFA to analyze the large amounts of ,-.-- m-w--. 
unrecovered overpayments in Illinois--now estimated to be abbut $25 million. 
Such an analysis might identify patterns to these ovegcents and result 
in the rccovcry of come of this money* 

..--- ..m-.--,__T 

Department Comment 

We concur. We have concerns, however, with the methodology used by GAO 
to develop the $25 million estimate of unrecovered overpayments; 
concerns ere discussed in the supplementary comments below. 

thede 
We will 

conduct an analysis of the projected overpayments to identify patterns, 
prevent future overpayments, and maximize recovery of monies where this 
is feasible and cost effective. Some of this analysis of the causes ;of 
overpayments is already being conducted on an ongoing basis by Health’ Care 
Financing Administration (HCFA) and the contractor as part of the quality 

sssurance program which produced the error rates used in the GAO projections. 
The information obtained from such analyses Is used by HCFA and the 
contractor to identify changes needed in the contractor’s procedures to 
prevent future overpayments. The steady reduction in EDSF s payment 
deductible error rate is evidence of the effective use of the analysis 
of the overpayments to improve performance. In addition to this on8oing 
analysis, HCFA will prepare a special analysis of the amount of estimated 
unrecovered overpayments by EDSF, causes of these overpayments, corrective 
action taken to date, further corrective action needed, and recovery plans. 
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Supplementary Cosnnants 

Progress Since GAO’s June 1979 Report and Recommendations for Achieving 
i%atkrmcirncy in Medicare Contract Administration 

The draft report assesses the progress that has been made since the 
June 1979 report. However we note the report does not recognize qhe 
substantial degree of prograas that has actually been achieved. Ha jor 
strides havs bean made with respect to all of the previous recomm~ndation6 
in both tha experimental area and the area of administrative initiatives 
under current law. 

The June 1979 GAO report made a number of recommendations to the 8ecretary 
which addressed: establishment of performance standards, implemenqation 
of a firm policy of termination for poor performers, reduction in qhc 
number of poor psrformcrr, experimentation to evaluate the feasibi~lity 
of msrging Part A and Part B administration and an integrated softiware 
system, experimentation with performance Incentive contracts, and evaluetion 
of current experimental contracts. 

We have implemented psrformance standards in both Part A and Part B as 
well as in all of the experimental contracts, and have taken vigorous 
administrative action to remove poorly performing contractors and ito 
reduce the overall number of contractors through nonrenewal of conqracts 
or voluntary consolidations. These actions are discussed on pagesi 24-25 
of rhe draft report but arc characterized as only “some progress”. We 
believe we have accompliehed a great deal. Since 1979, the number of 
contractors has been reduced from 123 (46 Part B carriers, 77 Part 
intermedlarias) to 109 (41 Part B carriers and 68 Part A intermedi 
We will soon take action to reassign free-standing home health age 
(HHAs) to a single intermediary in a geographical region, thus red 
the number of intermediaries serving this class of providers from 
50. We also have continued with our experimental plans for testfn 
different modes of contractor selection and reimbursement, includi 
experimentation with contracts with performance incentives in New 
(Part A) and Maine (Part B). With respect to experimentation with 
Part A and B administration, we have Initiated a procurement for a 
A/B contract in Colorado, Wyoming and Utah; however, litigation ha 
delayed implementation of this experiment. We are also testing th 
value of integrated A/B software systems by allowing a limited num 
cost contractors to procure integrated A/B claims processing syste$s and 
partfcipace rlth us in evaluating these systems* 

We are carrying out a continuous program of monitoring and evaluat#ng 
the existing experiments, and using the “lessons learned” in designing 
new experiments (such as the recent recompetLtion of the Maine contract) 
and current law fnitiativeo. In addition, we plan to award a contract 
soon for a formal evaluation by an outside consultant of the experimental 
contracts in Maine, Illinois and Upstate New York to supplement our 
ongoing operational evaluations. The draft GAO report notes that the 
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scope of work which will be undertaken as part of this evaluation is much 
broader and complex than that undertaken by GAO in its review of the experi- 
ment&r and will entail further development of their line8 of investigation 
including contractor selection, experimental design, monitoring, costs of 
implementation, and impact on benefit costs. We would hope that GAO could 
provide more pooitive recognition of the achievements to date. 

In addition, we agree that substantial savings can be realized by transferring 
the Railroad Retirement Board (RRB) Medicare workload to local Medicare 
carriers. 

Overall Medicare Contracting Initiatives 

The draft GAO report could be strengthened by explaining the role VP the 
experimental contracting program within the context of our overall Medicare 
contracting initiative. A8 a result of various studies (including the 
1979 GAO report) rhere have been recommendation8 about improvements nieeded in 
the original Medicare noncompetitive cost-based contracting structure. We 
have been implementing these recommendations for the past eeveral yenrs 
to bring about changes in the Medicare contracting environment, Our goal is 
to create an operating framework which is more conducive to improving the 
quality of service to provider8 and beneficiaries at reduced cost to the 
Government. The major elements of this initiative include reduction in 
the number of contractors (including combining administration of Parts A 
and’ B where this is effective), vigorous application of contractual standards 
of performance, and movement away from the current noncompetitive cost- 
reimbursement contracts. Our initiatives include administratfve actions 
under current law, a demonstration program of contracting experinents, 
as well as a legislative proposal for greater contracting flexibility. 
Thie encompasses all of the elements of the “tripartite strategy” recommended 
in the June 1979 GAO report and referenced again on page 7 of the current 
draft report. 

The experimental program we are pursuing as part of this overall Medicare 
contracting initiative is deeigned to test various types of contracting 
mechanisms in different States to identify the most effective ways to 
accomplish our long-range objective of being able tq use more flexible 
contracting arrangements than the non-competitive cost contracts provided 
for in the existing statute. Our aims have been to test the optimum 
contractor workload, the various means of selecting and reimbursing 
contractor8, the most appropriate methods of measuring and influencing 
contractor performance, and the mechanisms needed to effect a smooth 
transition from one contractor to another to the extent that changes in 
incmbents may be needed to accomplish our objectives. The Maine, Il.Linois, 
and upstate New York Part B experimental contract6 reviewed in the draft 
GAO report are the first in a series of demonstratfons planned to test 
these various aepecte of contracting. 
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In evalunciq the three Part B experiments, the draft GAO report should 
recognize the above described role of the experiments in our overall 
Medicare concracelng initiative, The draft report should alao recognj.ze 
that axperimento are carried out to learn, and sometimes the most valuable 
learning takes place when problems arise. We believe that the lasson$ 
learned thus far from our experiments about the mechanisms needed to 
effactlvely execute various types of contractual arrangements have been 
invaluable in assisting us in deeignlng and carrying out future contracting 
efforts. We have already used the results of the experiments to our 
advantage in structuring the tecompetition of the Maine experimental 
contract and in implementing the nonrenewals, traneitions, and 
consolidations we have been pursuing with the cost contractors. Thus ) 
in this respect the experiments have made a very poeitive contribution. 

In evaluating whether the three Part B experiments have been successful in 
demonstrating that competitive other-than-cost contracting can achieve 
the goals of improvad quality of performance at reduced coat to the 
Government, we do not agree with the GAO draft reports’s conclusion that 
“the results of the experiments have not clearly demonstrated that 
competitive fixed-price contracting will work successfully in Medlcarl.” 
We believe that in arriving at this conclusion GAO has placed too much 
weight on the Illinois experiment and doerr not provide a balanced 
evaluation of the three experiments. As the draft GAO report admits, 
two of the three experiments have run emoothly, have resulted in eati$- 
factory performance which exceeds that of comparable cost contractors in 
many cases, and have resulted in cost savings. We agree that the Ill$noia 
experiment haa involved a number of problems. However, we believe that 
the chapter in the draft GAO report on Illinois does not provide euffrcient 
detail about the cauacs of the problems. For example, the report does 
not mention the adverse effects of EDSF’s decision to locate in Des 
Plaines and the setbacks resulting from having to start over in Marion 
and Springfield. Providing this type of background would improve the1 
draft GAO report by providing more context in understanding how the ~ 
llllnois experiment has progressed. We also believe that the draft G(A0 
report places too much emphasis on the competitive fixed-price variabjI.e 
as the cause of problems when, in reality, there have been a number ~ 
of other variables in each of the experimental contracting environmen 
and we believe these have been, in many instancea, primarily responsi 
for implamentation difficulties. 

With respect to Illinoie, as the draft GAO report points out, EDSF’s 
performance has been improving over the term of the contract and in some 
areas now exceeds that of current cost contractors and the former cariricrs 
in Ulinoie. We are currently completing a comprehensive evaluation of 
EDSF’s performance through the June 1981. quarter to assess the degree’ of 
progreae and whether continuation or modification of the contract is 
warranted. Thie evaluation is expected to be completed by October 1981. 
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If the Illinoir experiment is viewed in the context of the other Part B 
WtparimcnCs and particularly If the poeitive experience under the two 
Part A axperiments is considered, we believe that the experiments have 
deaonntcated that competitive other-than-cost contracting can be executed 
succrasfully irl the Medicare program and can achieve the goala of quality 
performance at reduced cost to the Government. However, we agree with 
the draft GAO report that the experiments have pointed up certain problem 
area8 in implamentation~ As indicated above, we have learned from our 
experience affd believe that we have already made improvements in carrying 
out the varlour aspects of our contracting Initiatives. 

The draft GAO report Identified several specific implementation problems 
which hava oceurrad in the three experiments. We would like to make the 
following commsntr on theaa areas@ 

With respect to transition problems , we concur with the GAD draft report 
that rmooth traneitlona are important and that effective management, of 
tranritions is a complex tack. Transitions can be managed effectively 
in the compatttiv~ fixed-price environment as the draft GAO report +oncludes 
with respect to the Maine and upstate New York experiments; the transitions 
in the Part A New York and Missouri experiments have alao been smooth. 
Momovar, whsrt problams have occurred in the transition period, we believe 
that variables other than the fixed price competitive nature of the contracts 
have played a major role. For example, the Illinois ,experlment involved 
a n?ber of elewnts of “change” in addition to changing from a cost to 
a fixed price contractor: merging of two contractor areaa, creation of 
one of the largsst carrier workloads in the country, change in contractor 
location, procedure code conversion, and the introduction of a new bon-health 
insurer carrier. We believe that each of these factors contributed~ signifi- 
cantly to the transition problems. We believe that similar problem@ could 
have occurred if the transition had occurred in the non-competitiveicost 
environment. Change from one cost reimbureement contractor to another 
cost reimbureemcnt contractor may in, some instances be accompanied by 
disruption, especially if the incumbent leaves involuntarily. This 
should be taken into account. 

We havs carefully analyzed the transition problems experienced in Illinois 
with a view toward building safeguards into our management of future 
potential contractor changeovers to prevent similar problems. ~ 

A number of there elements were built into the recompetition procesh for 
the Maine contract and have been used in managing the transitions a$d 
consolidations we are undertaking with our cost contractors. We believe 
that transitions can be managed effectively and that we have developed 
experienca and techniques to keep di erupt ions to benef iciariea, providercr , 
and claimr processing operations to a minimum in future transitions, 

We agree that any transition will involve some degree of disruption 
and that it is derirabls to limit contractor changeover to those instances 

where the benefits in terms of prospects of quality improvement and 
coet savings warrant it, However, the draft GAO report comes close to 
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proposing that all orher conrlderations be eacrlflced to smoothneea in 
transition. By recommending that changes be severely limited, and never 
be undertaken in a competitive other-than-cost environment, in order 
to achieve this smoothness, GAO would, we believe, unncceesarlly limit 
improvement in Medicare administration. Without change there is unlikely 
to be Improvement in service or cost reduction, and with change there 
may be some disruption. The better course of action, we believe, is to 
carefully select the rituatlons in which contractor turnover 15 appropriate 
and to plan for and manage the transition effectively. We are taking 
8tep8 to achieve thls in our contracting program, and believe that tranel- 
tiona can be effectively accomplished in other than non-competitive cost 
cnvironment6. 

Another implementation problem cited in the draft GAO report involves 
procedure code conversions. We agree that procedure code conversions 
can be difficult. For this reason, we are currently teetlng a prototype 
uniform coding system based on CPT-4. If the test proves this coding 
eyetem to be effective, we plan to require its implementation by all 
Medicare Part B carriers natfonally. After this one-time conversion to 
the new uniform coding 5y5tem, procedure code conversions would no longer 
be required during the transition from one carrier to another since the 
new carrier could simply take over the old carrier’s reasonable charge 
files and pricing proceduren. 

Another problem cited in the draft GAO report involves the contractor 
selection proce88. GAO is concerned that the contractor selection pfocess 
used in the competitive fixed price experiments does not a55ure selection 
of a qualified contractor. In the experiments, we have been testing 
varloue weights to the three elements of price, technical proposal, and 
experience which are conridered in the contractor selection process. 
This will be reviewed in our formal evaluation of the experiments. I;n 
the recent recompetltion of the Maine contract, we added element5 to’the 
RFP to require Departmental approval of changes in key technical pergonnel 
included In the propooal to prevent one of the problems cited by GAO~ln 
the Illinofa experiment. We agree that the contractor selection process 
needs to be designed carefully to assure selection of qualified organizationo. 
A5 a result of our experiments, we are learning and till continue to 
learn about the mo5t effective methods of contractor 5electlon. 

Another issue raised in the draft GAO report concerns the adequacy of 
eaf eguards over program payments. We agree with the Importance of assuring 
adequate control of program payments in the fixed-price contract. For 
this reaaon, we have built into the contractual performance standard8 
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provision for liquidated damages if the contractor’s claims processing 
error rat&e are not better than 50 percent (60 percent in one contract) 
of the other contractors in the country. We also have established a 
number of other performance standards in specific functional areas of 
operations designed to safeguard the accuracy of program payments; the 
contractor& are also liable for monetary damages for failure to meet 
them strndrrds. 

GAO 1s concerned that monitor’lng the fixed price contractor’s performance 
primarily in terms of these contractual performance standards does not 
adequately oafeguard program payment. We wish to point out that the 
performance standards were developed in an effort to quantify performance 
levels in thoee areas of contractor performance requirements considered to 
be most important in terms of measuring the qualfty of their operations 
and adherence to program requirements. At the time the three Part B fixed 
price contracts reviewed by GAO were executed, there were no nation& 
quantified Part B performance standards. Therefore, performance standards 
were specially deoigned for each contract as part of the experiment, We 
now have national quantified formal performance standardrr for cost contractors 
under both Parr A and Part B. Aa we award new other-than-cost contracts 
(e.g., Hlsaouri and Maine), we are using this national performance standard 
measuring system as the contractual tool for evaluating performance, and 
experimenting with the specific levels of performance which should trigger 
liquidated damages or incentive payments. This national contractor performance 
standards package includes an element which requires compliance with all 
other operating procedures not otherwise specifically measured in the 
standards. Thus, by using the national performance standards in all new 
other-than-cost contracts, we are addressing the GAO’s concern about opera- 
tional requirements for which a epecific performance standard is not included 
in the contract. Even for the existing fixed price contracts, the regional 
office monitors performance outside of the scope of the contractual performance 
standards through the day-to-day surveillance by on-site Federal staff as 
well ali by special review of potential problem areas. 

With respect to.the draft report’s concern about the unrecovered overpayments 
which GAO estimates have been made in Illinois by EDSF, we too are interested 
in assuring the accuracy of program payments. In that regard, we are 
analyzing the overpayments to identify patterns , prevent future overpayments, 
and maximize recovery. However, we believe that the methodology CA0 has 
used to project a $25 milllon unrecovered overpayment may have resulted In 
an overestimate. 

The CA0 draft report discusses on page 90 projections from the Health Care 
Financing Administration Part B Quality Assurance (QA) program for 
“the 2-year period April 1, 1979 to ?iarch 31, 1980” of $60.4 million in 
payment errors. To begin with, these dates represent a l-year period. In 
addition, for the P-year period April 1979 to March 1981 the combined HCFA 
QA estimate for over and underpayment errors for EDSF was $53.2 mllllon. 
Further, when discuss% pro jectlons, it is important to take into account 
the reliability of the estimates. For example, in applyin a standard 
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95 percent contLd@ncs level (i.e., f 2 standard errors) to April 1979- 
March 1981, we hew found that EuSFTs estimated overpayment error could 
ba 6s low a$ $22.5 million, while their underpayment error could be a8 
high as $31.0 million. 

The draft GAO report does not say from what source document they calculated 
the $20.3 Prillion in underpayments paid opt and $1.8 million overpabents 
recouped. In reviewing EDSF’s appeals report (SSA-2990) over the l;ast 
eight quartaro (July 197%June 1981) we have found that more than S’22.3 
million has bean paid out a6 e result of reviews and hearingr and obly $1.4 
million has been paid to beneficiaries and suppliers as a result of reopeninge 
and revisions. In our opinion the QA error type situations are ideintified 
more through the reopenings and revisions, while other subatantivc dssuea 
(e.a., madlcal nccarsity) are identified through review6 and hearinps. 
Thir fact is highlighted by GAO on page 90 of the draft report in fbotnoto 
2. The report states that “not all of the corrected underpayments 
relate to the total amount of underpayments estimated through the qpality 
amkmmce program because some would not be considered as processin@ 
errarv but rather adjustments resulting from the receipt of additiohal 
information.” Consequently, we believe all that can be stated with’certainty 
is the underpayment payout is somewhere between $1.4 million and 
$20.3 million. 

In addition, we have made some comparisons between the outgoing carriers 
and.EDSF with respect to rates of overpayments detected (on HCFA-2174) 
to overpayments projected on the QA report and rates of underpayments 
reported as revisions (on SSA-2590) to underpayments projected on the QA 
report. In calculating the above, we found that EDSF compared favorably 
with both Illinois Blue Shield and Continental Casualty (the predecessor 
contractore) with respect to the percent of overpayments detected. EDSF 
at 14.0 percent fell between Continental Casualty at 16.0 percent and 
Illinois Blue Shield at 10.0 percent. On the other hand, in looking at 
rates of underpayments reported to those projected through QA findipgs, 
EDSF appears to be much more efficient in this area with 19.0 perceht 
detected as compared to 3.0 percent for both Illinois Blue Shield and 
Continental Casualty . 

Finally, GAO implies that the EDSF high error and “overpayment rate is 
attributable to the fact that it is the holder of a competitive fixhd- 
price contract. It should be noted that since 1976 there have been~cost 
contractorr with payment deductible error rates which exceed that o 
EDSF. Accordingly, the fact that a fixed-price contractor has had f; igh 
error rates does not warrant the conclusion that a contracting initkative 
which would encourage more competition in the selection of contract&x 
on an other than cost basis is flawed: 

GAD is construing the lack of total documentation and the failure ob the 
HCFA regional office (RO) to write a report on the EDSF transition and 
implementation to meati the RO’e monitoring of the traneltlon was lipllted. 
On the contrary, the RO made a conscious decision to devote substantial 
etaff time to assist the contractor instead of preparing reports. The 
actual transition and implementation activities were patterned after 
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those followed in Mine, The RO devoted about 4.5 person years to the 
transition and partfcipatsd In the transitfon actfvitiesltasks outllne!d 
in EDSF’s proposal. 

tiring the early operational stages for Cook County (April 1, 1979 on),, 

the RO was present at EDSF almost daily to identify and solve operational 
problems. It is true that transition activit,ies were less intense for’ 
the Continental Casualty workload during thr! April 1, 1979 through Juni 30, 
1979 pcrtod. I” This might have led to some minor failures in early iden,tlfication 
of problems, However, certain patterna and trends particularly in benbflclary 
setvicaa did not become apparent until after the Continental Casualty 
workload was assumed. 

The draft GAO report also questions the extent of administrative cost 
savings which can be achlsvcd through the competitive fixed-price cont’racts. 
The raport concludes thaC recomperition In an area will not cause major 
price reductions and cites the Maine recompeticion as an example, com- 
paring the prfce of the winning contractor to the national average unit 
cost for FY 1980. Actually, if the projected operational unlp: price o’f 
the rclected contractor ($3.03) is compared to the YY 1980 average unit 

cost of its “peer group” of contractors with similar-sized workload ($3.10), 
a savings is shown. On the general iissue, however, we agree that, on& 
an efficient level 1s obtained, it is unlikely that recompetftion will 
produce the substantial administratfve cost reductions realized by 
the initial competition. However, since it is understood that recompeti- 
tionp will occur periodically, there will be competitive pressure on the 
contractors to be cost effective. The savings then will be evident In 
lower rates of cost increases. 

In weighing all factors, we believe that the introduction of new 
initiativea and methods in the procurement process for selecting contr&ccors, 
with rafmburseeant on a cost and other than a cost basis, are viable and 
equitable approaches for all parties. Because of the lessons learned, 
during our experiments, we believe that some modifications are essentlgl 
in the actual contractor salaction process to assure that the selected 
contractor has acceptable Medicare experience and fully understands auf 
obligation to serve the public as efficiently and accurately as posslb$e. 
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Blue Shldd * 
of Western New York, Inc. 

2Q8 Melrr St Eluflalo, N Y 14202 

(716) 849~600i 

JOHN T. MANYON. C. F. A 
PREBIDENT 

August 19, 1981 

United States General Accounting Office 
Human Resources Division 
441 G, Street, N.W. 
Washington, DC 20458 

Attention: Gregory J. Ahart, Director 

Dear Mr. Ahart: 

This letter is in response to your July 21, 1.981. 
letter seeking comments on the GAO draft report ("Report") 
regarding fixed-price Medicare contracting experiments in Maine, 
Illinois and Upstate New York. We have limited. our comments 
to certain major discrepancies in the Report insofar as 
they relate to Blue Shield of Western New York, Inc., ("BSWNY"). 

The 'Cover Summary" states that "contractor performance 
has ranged from satisfactory in the Maine experiment to un- 
satisfactory in the Illinois experiment". This implies 
that BSWNY's performance, unlike that of Massachusetts Blue 
Shield, has been less than satisfactory. This implication 
is not supported by any information available to US and is 
contradicted by facts contained in the Report. Indeed,;the 
facts contained in the Report suggest a contrary conclusion - 
that BSWNY's performance has 
a number of reasons. First, 

exceeded even that of Maine for 
BSWNY has saved the Government 

significantly more money on a proportionate basis in both 
administrative and benefit costs than has been achieved in 
Maine. Second, despite some initial difficulties which re- 
sulted from factors beyond BSWNY's control, HCFA now cossiders 
HSWNY an above-average performer. In fact, our processing 
time and error rates are not only significantly better than 
those of previous carriers in Upstate New York, but they 
ulso rank us among the best performers nationally, Third, 
the report recognizes that, of Monitoring Plan Standards 
evaluated, Maine passed 1.36 of 144 Standards and BSWNY passed 
57 of 60 Standards. Thus, although the two carriers' 
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performances, viewed from this standpoint, are close, 
it appears that BSWNY's is better than that of Maine, 
notwithstanding the fact that Maine did not encounter 
anywhere near the changeover difficulties that BSWNY 
successfully overcame and BSWNY did not have the benefit 
of the consistency approach used in Maine. 

Some dislocations are unavoidable and predictable with 
any change of carriers especially when comb'ined with other 
changes such as integration of previously separate territories. 
The Report's characterization of BSWNY's consolidation of 
operations as a "shaky start" unfairly casts BSWNY in an 
unfavorable light. The so-called "shaky startll really refers 
to the time that BSWNY successfully overcame a number of 
predictable and also several not foreseeable problems such 
as: 

(1) 

(2) 

(3) 

(4) 

(5) 

the mandated specialty merger with its unantici- 
pated reimbursement rollback; 

defective information received from an incumbent 
carrier; 

sharp differences in medical policy of incumbent, 
some of which appeared to be inconsistent with 
applicable Medicare regulations;* 

a large claims backlog from incumbents 
(14,683 claims from Rochester, 75% of which were 
non-assigned, and 102,471, claims from Metropoli,tan - 
as opposed to the 69,528 stated in the Report); 

a bias in the RFP in the first months of operation 
for quantitative rather than qualitative achiev Iment, 4 
and, 

*The Report does not reflect the gravity or the impact 
of the specialty merger problem, the problems createdby 
the differences in medical policy and the inadequacy of 
the provider information BSWNY received. BSWNY previously 
attempted to summarize the impact of these factors in~a 
letter to Mildred L. Tyssowski, a copy of which is enclosed. 
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(6) substantial. wide-open adverse publicity that 
prejudiced the beneficiary and provider communities 
against BSWNY and the consolidation of the three 
former Upstate New York Medicare territories. 

Tn the discussion regarding contractor selection 
(commencing on page 48), the Report emphasizes that, among 
bidders for the Upstate New York contract, BSWNY finished 
4th in experience. A reader not thoroughly familiar with ACERs 
and all relevant evaluation components would be likely to 
conclude that BSWNY lacked experience necessary to administer 
the Medicare Part B Program in Upstate New York. The fact 
is that BSWNY's experience was equal to or superior to that of 
all other bidders in its accuracy in processing claims and 
its timeliness of claims payments. These obviously are 
critical qualifications for any performance evaluation. 

BSWNY's major "shortcoming" was that the ACERs catagorized 
BSWNY's per-claim costs as higher than some other carriers'. 
Not only is this "shortcoming" irrevelant in a fixed-price 
contract experiment, but it was incorrect because it was' 
depending on the number of "claims" count, and different 
carriers have different definitions of what constitutes a 
"claim". Even the Report concedes (page 30) that the GAO 
knew that HCFA was aware that "claims count is subject to 
manipulation". The second "shortcoming", that BSWNY had!not 
been a large-volume carrier prior to the time of its bid! for 
the Upstate New York experimental contract, obviously wa 
beyond BSWNY's control. Regardless of which bidder woul 
have been successful, 1 the bidder selected would have hadlto 
expand its operations significantly just as did BSWNY. 
Thus, 

( 
the Report creates a false and damaging impressiorl 

that BSWNY lacked the proper experience to administer thb 
Upstate New York Program when the truth is that BSWNY's ~ 
experience for relevant areas met or exceeded those of ofther 
biaaers. Our present performance rating relative to othkr 
carriers attests to BSWNY's qualifications and experiencie. 
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A number of other items in the Report also were incorrect. 
These incorrect items include the following: 

A. 

B. 

C. 

On page 58, the Report indicates that HCFA was pre;- 
eluded from reviewing and monitoring the implement'ation 
of the Upstate New York claims processing system. 
This is incorrect. BSWNY asked HCFA to review Andy 
approve each aspect of testing. 

The statement on.page 59 that "initial implementat~ion 
resulted in unsatisfactory performance' is not trub 
and does not correspond with the Report's conclusion 
that the implementation was "smooth and well-run 
overall". 

Page 63 and other portions of the Report indicate 
that BSWNY's staff was inexperienced relative to 
that of other bidders. However, the need for cost- 
effective operations and a centralized location 
virtually assured that any successful bidder would 
have needed to establish a new location and to employ 
inexperienced staff. Thus, any contractor would have 
had staff of approximately the same level of inex- 
perience. Contrary to the statement on page 62, 
BSWNY did attempt to hire staff from incumbent 
carriers, and one of a number of steps BSWNY took 
in this endeavor was to establish a communication 
system for receiving inquiries from such staff. 
Unfortunately, our efforts were not successful for 
a number of reasons: 

(1) One of the incumbents insisted that we not 
recruit its personnel and requested such 
an agreement in writing. 

(2) Incumbent carriers moved management personnel' 
that had been involved with Medicare functions 
to other areas of their operations. 
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(3) Clerical workers, many of whom earned 
the 'second" income, are reluctant to 
move when a move might jeopardize the 
primary income. 

Sn summary, the Report reaches a number of incorrect 
conclusions, several of which are at odds.with factual ip- 
formation contained in the Report and some of which are not 
supported by fact. We think that the conclusions and the 
tone 8hou.l.d be revised to take the above comments into account. 

Thank you for this opportunity to present our views on 
this important matter. 

Sincerely, 

JTM/kb 
Enclosure 

CC: Mr. Barry Tice w/ enclosure 
9 Featherstone Court 
Baltimore, MD 21236 
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EDS Faderal Corporation 
7171 Forest Lane 
Dallas. Texas 75230 
(214) 661-6000 

August 19, 1981 

Mr. Gregory J. Ahart, Director 
Human Resources Division 
United States General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Ahart: 

We appreciate the opportunity to comment on your review 
of the fixed-price Medicare experiments. The information 
contained in our enclosed response is intended to assist your 
staff in preparing a thorough and objective final report. 

We found that your draft report is limited in scope, 
dwells on history and reflects selectivity in research and 
methodology. Because it does not draw from all available 
information and uses no valid comparison between our 
performance and that of other contractors, including the two 
previous Illinois carriers, it provides no basis on which to 
draw conclusions. Therefore, it should not be used (without 
significant modifications) to evaluate the effectiveness of 
competitive Medicare bidding. 

The information contained in our response contains 
corrections, clarifications and additional material. We are 
hopeful you and your staff will thoroughly and objectively 
study our response. We are also hopeful that you will 
personally ensure your final report incorporates our data, 
Such interest and action, on your part, will provide a more 
comprehensive and accurate report to those interested in 
finding ways to strengthen the Medicare program. 

If you, or any member of your staff, have questions on 
any point contained in our response please call us at any 
hour. Everyone in my organization is eager to assist any 
effort to ensure the viability of this very important program. 

L&ster M. Alberthal, Jr. /i' 
President 
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SUMMARY 

EDS Response To 
GAO Draft of A 

Proposed Report 
On The Success Of 

Competitive Fixed-Price 
Contracting in Medicare 

August 19, 1981 
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Introduction 

The attached EDS evaluation of the GAO draft report on 
the success of Medicare fixed-price contracting is a result of 
a review of that report as it pertains to Illinois and the 
conclusions it draws concerning competitive bidding. It is a 
detailed item-by-item evaluation of the GAO report. It makes 
no attempt to address issues pertaining to New York or Maine. 

Deficiencies of GAO Report 

The deficiencies of the GAO draft report fall into five 
major categories: 

0 Using selectivity, it incompletely portrays EDS’ 
performance. 

0 Its discussion of erroneous payments is misleading 
because it draws no comparison between EDS errors and 
those of the previous carriers. 

0 Its general focus is on transition related problems 
and incorrectly leads the reader to believe they are 
unique to competitive bidding. 

0 It does not adequately use trends to project future 
results and it draws questionable conclusions that are 
based on isolated time frames. 

0 It draws inaccurate conclusions concerning the 
viability of competitive bidding. 

Performance 

Because of the experimental nature of the EDS contract, 
HCFA established stricter performance criteria for EDS than it 
established in its Carrier Performance Evaluation Program 
(CPEP). CPEP is HCFA’s program to evaluate cost-reimbursement 
carriers only. If we were graded, under CPEP standards, we 
would easily pass. 
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lllinois Medicare Part R Performance 
Based on the HCFA 

Contractor Performance Evaluation Program (CPEP) 
--. 

SCORING POINTS 
PERFORMANCE EDS PASS EDS 

CATEGORY STANDARD PERFORMANCE SCORE SCORE 

(Time period Oct. 1980 - Apr. 1981) 

UNIT COST 
Adjusted Unit 

cost 
TIMELINESS 

Assigned claims 
processed 
within 15 days 

Assigned claims 
processed 
within 30 days 

Assigned claims 
processed 
within 60 days 

Nonassiqned claims 
processed 
within 15 days 

Nonassigned claims 
processed 
within 30 days 

Nonassiqned claims 
processed 
within 60 days 

$2.90 $1.46 75 172 

80% 81.1% - 

I 

95% 92.6% I 

75 95.7 
75% 68.9% 

90 3 88.0% 1 

98% 98.2% J 

(Time period Jan. 1981 - Mar. 1981) 

Quality (Payment/Deductible Calculators) 
Assigned claims 

error rate 2.0% 1.5% 

Nonassigned claims 
error rate 2.1% 4.0% 

75 90.75 
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Also, in the month ending June 1981, EDS: 

- Had a claims inventory of 97,710--the lowest since 
BDS began administering Hedicare for the entire 
state. This equated to .83 weeks work on hand. 
This is well below the national average of 1.5 weeks 
work on hand. It also reflects a dramatic 
improvement from EDS' highest inventory of 453,987 
(6.93 weeks work) in September 1979. 

- Had an inventory of claims more than 30 days !old of 
12,795--13 percent. (The national average is 13.6 
percent.) By comparison, in October 1.979, EDIS had 
209,383 claims more than 30 days old (47.3 pe~rcent). 

- Had a correspondence inventory of 11,944. By 

contrast, in March 1980, EDS' correspondence 
inventory was 113,213. 

- Had an average review processing time of 16 days. 
In March 1980, it was 73.2 days, (a 78 percent 
improvement). 

ILLiNOlS MEOIChfiE PART B 
nu5WMItwJ 

-.--.I.- -..- __. .-..- _-_-----_ .-..- - -.-- -.-I-_ ..-._ --- -...- _..- 
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pwInIuz um 1 MIS 
HMlnl~ mu J MIS 

w -.-I.. -.- I. ..I _ 1.” I” .._I -11.. -_-“.~-.-..-_-- __.I_.-.... _-_._ ._...-._-,... . . ..--- -..----_---. 

I 

md(L- RMIIIC 
NWSIUIW RJOIIC 

- I-- 
___-.-_ -- . . . . ..-___....-.- - 

- 
._._-.. “_ _.....-. _-_ _____._- -.--- _.-- -_--- .--.--.- .--. 

I 

Our (quality of claims processing, while it falls short of 

the HCFA standard, has shown significant improvement. 
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The most current HCFA statistics that compare all 55 
carriers (December 1980) cite our PDER at 2.7 percent (the 
HCFA standard was 2.05)'. Our PDER was equal to,or lower 
than six other carriers' PDER. It was also equal to the last 
reported PDER of one of the previous Illinois carriers. 

It should be remembered that, because of human factors, 
no computer system is 100 percent accurate. Even at present 
levels, our staff is operating at better than 97 percent 
accuracy. Very few clerical operations can make that claim. 
At our current trend, our PDER should be surpassing HCFA's 
CPEP standard this calendar year. 

When all factors are considered, EDS' complete 
performance should not be interpreted as "substandard." It 
should be portrayed as "substantially improved and currently 
reaching or surpassing HCFA CPEP standards" in the final 
report. 

'In order to meet our unique contract standard, our 
quality must be better than 27 of the other 54 Medicare 
contractors. 
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Payment Errors 

Because it does not compare EDS payment errors with those ________” 
of the previous carriers, the GAO draft report confuses and 
misleads the reader to believe competitive bidding in Illinois 
cost the government $60 million. The final report should 
acknowledge that payment errors are coincidental to claiims 
processing.’ To put the Illinois cost issue in perspe&ive, 
EDS’,and the two previous carriers’ trends must be thoroughly 
examined and projected through the life of the contract. 
Comparing these results against the administrative savings the 
government will realize with its EDS contract produces b net 
savings, to the government, of $13.2 million, 

Comparison of Projected Payment Errors ~ 
(Through Sept. 1983 .-- in $ Millions) 

Total Admin. 
Errors Underpayments Overpayments Savings 

EDS 106.6 53.3 53.3 20.6 
RS/CNA . 92.9 46.5 46.5 

Gross Difference2 _m__. ---_I-- _____ --_- 6 .fl 
NET SAVINGS ____--_------------_------------------- i13.8 

‘All Medicare carriers, nationwide, made payment errors 
of approximately $700 million (Apr. 1979 - Mar. 1981) 

2Because of the accepted 5O:SO split between 
underpayments/overpayments and because underpayments are 
largely offset by adjustments, the gross difference in 
overpayments is the only adequate basis for comparison. 

111 



APPENDIX V APPENDIX V 

Benefit Dollar Savinqs 

The GAO draft report also failed to address the 
significant impact the EDS program has had on HCFA-directed 
claim denials. Consequently, the resu1tan.t reduction of 
benefit dollars paid by EDS is missing from the GAO report. 

In evaluating the experimental program, the differences 
in denial activities between the two previous carriers and EDS 
is extremely important. During the period J’anuary 1’977 
through April 1979, the two previous carriers denied 14.2 
percent of the total billed charges. EDS has denied 17.7 
percent of the total billed charges since it began operations 
in 1llinois.l The increase in denial activity ‘that EDS 
achieved, through ,September 1980, resulted in a benefit dollar 
savings of $32.5 million. That level of denial activity is 
continuing. The difference in denial activities projected 
over the life of the contract would result in benefit dollar 
savings of $150.4 million. (See Appendix, Issue 23) 

1I.l.INOtS MEI)ICAIIE I’AII’F II 

IIENRFII’ IIOl.l,All RAVINGS 

(1’lIl lOUCII EUllRENT CONTIIACT I.1 PE) 

R- 

G- 

I- 

%-- 

$NlO, 100.000 
SAVl'kS 

~150,000,000 

‘Also, for comparison, HCFA reports reveal that the 
national denial averaqe for fiscal year 1980 was 11.8 
percent. Reports from preceding years reveal similar denial 
percentages. 
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The impact of an increase in denia 1 activities applied to 

all Medicare carriers is dramatic. If all carriers were 

required to operate as efficiently as EDS in denial 
activities, the Medicare Part B program would have reduced its 

cost by $920.3 million during fiscal year 1980. 

Conclusions Concerning Competitive Contracting 

The GAO report incorrectly concluded that there is little 
evidence to support the value of competitive contracting. 
This is due to a limited review and research of available 
data. This data is included in the attached detailed analysis 
of the GAO draft. It fully supports the findings presented in 
the precedinq sections. Collectively, it provides evidence of 

the tangible savings the experimental contract in Illinois has 
already produced and is expected to produce during the life of 
the contract. 

Just as important, are the intangible benefits the entire 
competitive experiment has provided. It has and will continue 
to provide an experience factor, through lessons learned, that 
will greatly enhance future competitive Medicare contracts. 

Recommendations 

Since the GAO report addresses the entire issue of ~ 
competitive contracting, we propose that the GAO include t/he 
following recommendations in its final report. These 
recommendations are based on lessons we learned in Illinois 
and should benefit future competitive contracting. 

- Multiple Sites: We discovered after we began 
operations in Illinois that a centralized operation 
could not provide adequate support because of the 
difficulties in hiring and retaining a large staff 
with the appropriate skill mix in one area. An 



APPENDIX V APYENDIX V 

operation requiring more than 400 employees can best 
be administered from two or more sites. 

- Medical Procedures Code Policy: There are several 
existing medical procedure codes. In Illinois the 

two previous contractors used their own procedure 
codes rather than the one most commonly used by 
medical providers. Since it was impractical for EDS 
to use two separate procedure codes, EDS recommended 
it use the one most commonly used by providers in 
Illinois. Initially, this caused confusion for: us 
and Illinois medical providers. Because of the 
variety of procedure codes used nationwide, this 
problem will obviously reoccur in future contra,cts. 
Consequently, we recommend HCFA adopt one universal 

medical reporting system to be used by all 
carriers. This will facilitate transitions in 
future contracts. 

Transfer of Claims: The two prior carriers left us 
more than 145,000 pending claims. We had to 
research inquiries on claims more than a year old. 
Our congressional correspondence reveals that, for 
the first three months, 40 percent of services in 

question were performed before we assumed 
responsibility for processing clai’ms: Claims 
processing responsibility should be based on the 
date of health services. This would provide a 
smoother transition between contractors and would 
ensure outgoing contractors maintain their levels of 
performance. 

- Fixed-Rate vs. Fixed-Price: Under a fixed-price 
contract, contractors are paid one flat fee 
regardless of variables outside their control, i.e., 
inflation and claims. volume. Because of the 
inherent financial risk, some bidders are encouraged 
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to inflate their bids. Other are discouraged 

from bidding at all. Under a fixed-rate contract, 

payment is made to the contractor per unit proc- 

essed. This provides a contractor more flexi- 

bility, should refine and enhance the bidding 

process, and ensure more cost-effective program 

management. We recommend the government closely 

examine competitive fixed-rate contracting as an 

alternative to fixed-price contracting. 

GAO note: The following is a verbatim et literatim (word for 
word and letter for letter) copy of EDSF's comments 
on the 23 issues it raised, except that the page 
references have been changed to reflect the page 
numbers in this report and references to exhibits 
are deleted. We have also changed "EDS" to "EDSF." 
Because of the length of EDSF's exhibits, they are 
not included. EDSF uses the following abbreviations, 
which were not previously introduced in the report. 

ADS 
CNA 
CPS 
CRT 
CRVS 
CSTP 
CY 
EDP 
EOMB 
HCSC 

IRS 
NABSP 
NOC 
OPI 
PARE 
SSA 
WPS 

automated development system 
Continental Casualty Corporation 
Contractor Performance Standards 
cathode ray tube 
California Relative Value Study 
Carrier Systems Testing Project 
calendar year 
electronic data processing * 
explanation of Medicare benefits 
Health Care Service Corporation 

(Chicago Blue Shield) 
Internal Revenue Service 
National Association of Blue Shield Plans 
not otherwise classified 
Office of Program Integrity 
payment review 
Social Security Administration 
Wisconsin Physicians' Service 
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ISSUE 1: reference --- -- page 49 aragraph -L p 3, and page 65, p aragraph 3 

EDSF Response 

Concur. 

GAO Comment 

No comment necessary. 

ISSUE 2: reference 49, 4, and 66, 4 -.--- _____I page paragraph page p aragraph 

EDSF Response --- - 

GAO failed to evaluate the total scope of Medicare dollars 
(GAO report, pages 5 and 6). Carrier administrative expenses and 
payment/deductible dollar errors were addressed; however, benefit 
dollar savings were not presented. 

EDSF substantially agrees with the $60 million in payment 
errors. EDSF internal payment error review reveals that from 
April, 1979 through March, 1981 EDSF made claims payment errors 
totaling $58.5 million. During the same period all Medicare car- 
riers made payment errors totaling approximately $700 million. 

Payment errors fall into two categories--underpayment and 
overpayment. As GAO indicated there is generally a 50-50 split 
between overpayments and underpayments. As a result, the overpay- 
ments made by all Medicare carriers during April, 1979 through 
March, 1981 was approximately $350 million. During this same time 
period all carriers recovered overpayments totaling approximately 
$55 million. This reveals that $295 million in overpayments have 
not been recovered. EDSF does concur with GAO's finding that a 
net of $25 million of our overpayment errors are unrecovered. 

To place the issue in proper perspective, the paym nt errors 
of the previous carriers must also be evaluated. Ii EDSF xamined 
the historical performance of all three carriers and projected 
performance trends through the life of the contract. From this 
basis it was determined that the payment errors of the previous 
carriers would have totaled $92.9 million. l-/ It is estimated 
that the total overpayment errors would have been $46.5 million. 

The estimated corresponding overpayments by EDSF for the life 
of the contract total $53.3 million (50 percent of the total payment 
deductible errors). As a summary EDSF will pay a net difference of 

L/GAO note: For comparative purposes this represents an error rate 
of 2.2 percent. 
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$6.8 million in overpayments. l/ When compared to administrative 
dollar savings and benefit doliar savings, the federal government 
will realize a considerable net savings (discussed in other sec- 
tions of this report). 

GAO Comment 

On' the basis of its performance to date, we are not aware of 
an independent valid estimate of any benefit dollar saviings re- 
sulting from EDSF's contract in Illinois, particularly if EDSF is 
referring to correctly processed claims. EDSF has based' its cal- 
culations on claim denial rates, which we believe, based on the 
quality assurance program analyses and the high rate of review re- 
quests and corrected payments made by EDSF, include a considerable 
number of incorrect or inappropriate denials. As discussed later 
on pages 149 to 152, these incorrect or inappropriate denials were 
not factored into EDSF's calculations. Also, there was an unusual 
and unexplained large increase in claims submitted after EDSF took 
over as the Medicare carrier in Illinois which we believe would 
have to be considered in making any meaningful comparisons between 
EDSF's and the prior carriers' claim denial rates. 

We further question EDSF's performance trend calculations for 
the remainder of the contract. We reported, and EDSF substantially 
agreed with, a $60.4 million in estimated payment errors through 
March 31, 1981, which represent an aggregate error rate of about 
4.4 percent. To arrive at its estimate of $106.6 million in total 
errors for the entire contract period through September 30, 1983, 
EDSF apparently assumed an average payment/deductible error rate 
beginning April 1, 1981, of 1.6 percent. This is considerably 
below (almost half) what EDSF experienced during the quarter ended 
March 31, 1981, when it had a payment/deductible error rate of 
2.9 percent. 
the balance of 

Based on EDSF's estimate of submitted charges during 
the contract, a l-percentage-point varian e 

EDSF's projection would amount to an additional $29 mill'on pay- 1 
from 

ment error, of which half would probably be overpayments; thus 
eliminating the EDSF projected "net savings" of $13.8 million. 
The projected savings would be further reduced by the $3 million 
paid to EDSF to correct the underpayment8 discussed on page 58. 

Although such a significantly improved level of performance 
is possible, we have no basis for assuming such an improvement 
will occur. 

L/GAO note: In material supporting its comments, EDSF offsets the 
$6.8 million with the $20.6 million savings in admin- 
istrative costs to produce an estimated net savings 
of $13.8 million. 
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ISSUE 3: 52, 1 & 2 -- reference page p aragraphs .-- 

EDSF Response -- 

GAO is incorrect in stating that EDSF's performance has re- 
mained substandard. 

Preliminary HCFA evaluations have indicated that, isince the 
fourth quarter, 1979, EDSF has met 22 of the 72 performance 
standards. However, evaluations received for one element in the 
second quarter, 1980 (Program Reimbursement) and 14 elements and 
one System I Standard in first quarter, 1981 are currently being 
protested with the HCFA Regional Office. Assuming that! these 
standards/elements are deemed met, and that met element;s will 
serve as a retest for fourth quarter, 1980 failed eleme!nts, EDSF 
will have achieved compliance for 27 of the 70 standardis, pass- 
ing 7 of 12 for fourth quarter, 1980, and 6 out of 12 flor first 
quarter, 1981. 

Six of the standards have never passed. They are ISystem I - 
Informal Reviews Cycle Time, Occurrence Error Rate, Payment/ 
Deductible Error Rate, and System II - Claims Process, #Coverage/ 
Utilization and Beneficiary Services. Informal Reviews Cycle Time 
will be in compliance for July-September, 1981 quarter since July 
1981 had a cycle time of 14.97 days and cycle time as of mid-August 
was about 10 days. Two standards, EDP Operations and Quality As- 
surance have passed all quarters. The Program Reimburs'ement stand- 
ard passed all quarters assuming the reversal of second quarter 
1980 based on EDSF's protest. 

EDSF's performance standards currently contain 107 elements 
comprising the seven System II Functional Standards. A:s passage 
of all the System II standards requires a maximum passage of 
100 elements (93%), including all mandatory elements, the number 
of standards passed is not an accurate reflection of EDSF's per- 
formance. 

The number of elements passed is a more representative indi- 
cation of EDSF's performance. 

From the fourth quarter, 1979 through the first quarter, 
1981, preliminary HCFA evaluations indicate that EDSF has achieved 
compliance for 545.5 of the 650 elements evaluated (83.92%). 
Sixty-eight (68) of the 107 elements (63.55%) have achieved com- 
pliance in all quarters. In addition, evaluations for 15 elements 
are currently being protested. Passage of these elements will 
bring EDSF's total element compliance to 572 out of 650, or 87.83, 
with 74 elements (69.16%) of the 107 achieving compliance in all 
quarters. 
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GAO has stated that EDSF's performance has been substandard. 
and remains unsubstan- There is no measure of "standard" provided, 

tiated, as there was no direct comparison to other carriers pre- 
sented. Other cost-reimbursement carriers are evaluated on a 
bonus/penalty point basis under CPEP. EDSF is evaluated on a 
pass/fail basis on 107 elements, 45 of which are not included in 
CPEP. To accurately evaluate how EDSF compares to other carriers, 
assuming that the performance of other carriers defines "standard," 
it would be necessary to evaluate EDSF under the CPEP criteria. 
Having not taken this necessary step, GAO has no basis for its 
assessment. 

Relative to fixed-price contracts, some comparisons are 
possible. However, differences still exist and neither carrier 
has had the level of scrutiny as that placed on EDSF. 

Recent evaluations by EDSF of the Contractor Performance 
Standards (CPS) raise serious questions as to the credibility of 

~ performance standards and methodology used. The subjects ad- 
~ dressed are: 

--Catch 22 Situation - Sacrificing the compliance of one 
(or more) standards or elements to achieve compliance in 
another due to implicit mutually exclusive nature of some 
of the standards. 

--Double Jeopardy - The potential exists to fail multiple 
standards or elements because of an inadequacy in one 
function. As an example, the function of adjustment 
claims has nine different potential impact standards or 
elements. 

--Method of Evaluation - Evaluation methodology in some situ- 
ations is vague or room for interpretation of the method 
is so wide, that the substance of the element is distorted 
by the form of the resulting evaluation methodology. L 

--EDSF CPS vs. CPEP Differences - Briefly the following 
differences exist between the two performance evaluation 
methods: 

- Occurrence Error Rate not Evaluated under CPEP. 

- Forty-five (45) EDSF elements in CPS are not included 
in CPEP. 

, - CPEP includes a bonus/penalty point system. CPS is 
I neither [sic] pass or fail. 

- CPEP is an annual review. CPS is a quarterly review. 
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An evaluation was completed on how EDSF would perform under 
CPEP. As a summary for the first quarter 1981, EDSF was in com- 
pliance on 4 of 12 standards using CPS. &/ By comparison, 10 of 
12 standards would have been in compliance under CPEP. This com- 
parison further illustrates the stricter evaluation criteria for 
experimental contracts. 

GAO Comment m-"-P 
Failure to meet over 60 percent of specific contr ctual per- 

formance standards and being subject to financial pena ties of t 
almost $3 million is, in our opinion, indicative of substandard 
performance under the terms of the contract, which hamconsist- 
ently been the criteria by which all three experimenta i part B 
contractors are evaluated. The RFP and the subsequentlcontract 
EDSF signed clearly state the standards to be used. 

We have not compared EDSF's performance with thatof cost 
reimbursement contractors, although some comparisons pbrticularly 
in workload statistics are available. As EDSF pointed~out, the 
CPEP criteria and methodology are different in many re pects 

! 
from 

the criteria and methodology used by HCFA in the experments. 
Also, the CPEP standards were not effective until October 1, 1980, 
and only certain sections --mainly the statistical standards in- 
volving unit costs, timeliness of claims processing, and quality 
assurance results --would be readily available for comparison. 

We have not completed a thorough analysis of CPEP'ls criteria 
or procedures principally because CPEP involves an annual evalua- 
tion which will be applicable for the year ended Septe 
1981. In view of EDSF's position (see p. 106 of this 
that it would easily pass the CPEP standards, we belie 
observations are warranted: 

1, The time period chosen by EDSF for comparison his Octo- 
ber 1, 1980, to April 1981 for timeliness and January to March 
1981 for quality. While the October 1, 1980, date coincides with 
the effective date of CPEP, it does not cover the first 18 months 
of EDSF's operations in Illinois, which we believe is essential 
in evaluating performance under the experimental contrgct. 

2. EDSF presented its standing relative to only three sta- 
tistical standards in CPEP. Since neither EDSF nor any other 

&/GAO note: As noted previously in its comment on the issue, EDSF 
protested this determination. According to HCFA, it 
has now decided that at least 6 of the 12 contract 
standards during the first quarter of 1981 were met. 
EDSF still has an opportunity to correct t(wo addi- 
tional System Two standards that were initially 
failed during this quarter (see pp. 86 and 87). 
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part B contractor had been formally evaluated at the time of our 
fieldwork using the remaining performance criteria in CPEP, addi- 
tional comparisons would be virtually impossible and incomplete. 

3. One of the three performance categories chosen by EDSF for 
comparison is unit cost. We believe this category is irrelevant 
in a fixed-price contract. Also, EDSF shows its unit cost based 
on the contract price, rather than its actual operating costs. 
Although we believe neither is relevant in terms of EDSF's per- 
formance, EDSF's operating costs have been almost twice the amount 
of contract payments (see p. 65). 

4. The second performance category presented by EDSF is time- 
liness of claims processing. As shown in appendix II, under the 
EDSF contract there are two System One standards pertaining to this 
category. Except for a deterioration of performance during the 
quarter ended March 31, 1981, which EDSF protested as being due to 
factors beyond its control, it has passed one of the two contract 
standards since the quarter ended September 30, 1980, and has 
passed the second contract standard for the December 31, 1980, and 
March 31, 1981, quarters (the same period selected by EDSF to 
evaluate its performance under CPEP). Therefore, while EDSF's per- 
formance in the timeliness of claims processing category was a 
matter of concern during the first 15 months of the contract, per- 
formance has improved and the question of whether contract or CPEP 
standards should be applied for the evaluation period selected by 
EDSF A/ seems to us somewhat academic. 

5. Under the quality category, EDSF presented its payment/ 
deductible error rate, which for the quarter selected by EDSF was 
2.9 percent. For this category under CPEP, HCFA provides separate 
standards for assigned and unassigned claims. 2/ Although EDSF's 
overall error rate was about 50 percent higher than the CPEP stand- 
ards, the CPEP methodology would have given EDSF a score of 90.75 
(passing is 75). 

There is no question that the CPEP standards in the'quality 
category are more liberal than the fixed-price contract btandard. 
Although comparative data for the quarter selected by EDSF were 
not available, HCFA statistics for the quarter ended December 31, 
1980, showed that EDSF, with an overall payment/deductible error 
rate of 2.7 percent, would have passed CPEP with a score of 87.25. 

Of the 50 carrier/location combinations listed in the HCFA 
statistics, EDSF ranked 40th and 43rd, respectively, in terms of 
highest error rates for assigned and unassigned claims. There were 
35 carrier/location combinations that ranked better than EDSF in 

L/The quarter ended June 30, 1981, was not included in EDSF's 
analysis. 

Z/On assigned claims the carrier pays the provider directly, 
whereas on unassigned claims payment is made to the beneficiary. 
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both categories. Of the 14 that ranked below EDSF in either or 
both categories, only 3 failed the CPEP standard. Further, in 
terms of total scores, 7 of the 14 had the same or lower score 
than EDSF. Thus, EDSF ranked in the lowest 20th percentile of all 
part B  carriers in the quality category under CPEP. 

EDSF also states that the number of contract standards passed 
or failed is not an accurate reflection of performance, claim ing 
that the number of individual element& comprising each standard 
which are passed or failed is a more representative indication. 

For essentially two reasons we do not agree with EDSF that 
the elements provide a more representative indication of perform - 
ance. First, about one-third of the individual elements are not 
evaluated by HCFA each quarter. This may be because of workload 
considerations or because some elements do not apply in each quar- 
ter of the year. In such cases, the elements are "deemed1 met" but 
are not evaluated. For example, at least 69 of the approximately 
212 elements applicable in the quarters ended December 31, 1980, 
and March 31, 1981, were not evaluated but were deemed met. Second, 
individual elements also differ as to their importance. l-i/ For 
example, EDSF naming a system security coordinator, and thus pass- 
ing one of the elements in HCFA's monitoring plan, is not as im- 
portant as being able to correctly handle beneficiary or provider 
requests for reconsiderations of initial claims determ inations. 
Simply stated, while the contract monitoring plan does give weight 
to the relative importance of various elements, the analysis that 
EDSF suggests is more representative does not. 

ISSUE 4: --- reference p age 53, paragraph 1 

EDSF Response 

Through quarter-end December, 1980, EDSF is subject to 
$2.19 m illion in damages, pending the outcome of a protest of the 
second quarter, 1980 Program Reimbursement standard. Pasjsage of 
that standard will reduce the total penalty-from  $2.19 m illion to 
$2.14 m illion, and from  $1.0 m illion to $.99 m illion for the 
System II standards. 

EDSF has been notified of the non-compliance on 33 standards 
of 42 standards failed for the October 1, 1979, to December 31, 
1980 time period. This represents assessments paid of $1,742,250. 
--- --.--_---- 

L/Under the HCFA monitoring plan, certain elements were designated 
as "mandatory" and must be passed in order to meet the contract 
standard. Other elements are assigned point values. Once all 
mandatory elements in a functional area are met, the points 
achieved for the remaining elements are totaled. EDSF has to 
receive at least 90 percent of available points to pass a par- 
ticular standard. 
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GAO Comment 

No comment necessary. 

ISSUE 5: reference page 54, paragraph 1, and page 76, paragraph 4 

EDSF Response 

GAO presented incorrect facts related to the experience level 
of EDSF's staff. 

During the July, 1978 through March 31, 1979, implementation 
period, EDSF had a staff of up to 23 individuals responsible for 
the implementation effort, 18 on-site full-time in Des Plaines, 
and 5 either part-time in Des Plaines or in a consulting capacity. 
Twenty of these people brought with them a combined total of 
120 years Medicare experience, 4 of whom had upwards of 10 years 
experience each. All of the implementation staff had previous 
Medicare private health insurance and/or other health care experi- 
ence. In addition, EDSF had a technical support staff in Dallas, 
Texas numbering 35, with a combined total of more than 115 years 
experience with the EDSF Medicare systems and the Medicare program. 

Ten (10) of the 16 management staff cited in the proposal 
have been involved in the EDSF operation, 6 on-site and 4 as con- 
sultants. Eight (8) other key individuals, with a total of over 
48 years Medicare experience, as well as other health insurance 
experience, were placed in the remaining positions. 

GAO Comment 

We hope the changes we made on page 54 clarify our position. 
We did not intend to criticize the EDSF staff's experience in set- 
ting up or testing its Medicare data processing system before going 
operational in April 1979. We were aware that some of ibs transi- 
tional staff (July 1, 1978, to March 31, 1979) and its technical 
support staff had experience with Medicare'system implementations. 

What we are addressing is the lack of Medicare experience in 
key managerial positions after claims processing operations began 
on April 1, 1979, and the related concern over EDSF's deviation 
from its technical proposal regarding the specific personnel 
stated to hold these key positions. For the most part we did not 
review the qualifications or experience of EDSF's managerial staff. 
We did, however, discuss this issue many times with the principal 
HCFA staff responsible for monitoring EDSF's performance. As we 
state in this report, HCFA was critical of EDSF's experience. The 
following excerpt from a March 19, 1980, report from HCFA's Chicago 
Regional Administrator highlights the lack of experience at the 
Illinois site. 
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"EDSF's lack of total experience, combined with the 
consolidation aspect mentioned above, were the greatest 
contributors to the problem. The subsequent high turn- 
over rates and hiring problems resulting from the site 
selection were of a secondary nature. 

'* * * the first line supervisory staff did not have 
any claims processing experience., as a general rule. 
It was only the managerial staff who had varying 
levels of experience with Medicare, F,irst line super- 
visors were, for the most part, new hires since EDSF 
did not attract such personnel from the incumbents, 
primarily because of low pay, the distance factor, and 
counter offers from the incumbents." 

Further, in reference to EDSF's comment that 10 (rather than 
3 cited by HCFA) of the 16 management staff cited in the proposal 
have been involved in its operation, we believe EDSF's explanation 
is misleading. The position descriptions and responsibilities 
cited by EDSF for these 16 key individuals did not, in our opinion, 
call for the involvement of these individuals as consultants, but 
rather their full-time, on-site presence. For example, EDSF's 
technical proposal describes the utilization review staff as re- 
porting directly to the director of medical administration and 
having 

"primary responsibility for analyzing post-payment 
utilization review reports, identifying potential over- 
utilization and/or fraud, developing cases to support 
or deny allegations, and recommending actions to the 
director of medical administration." 

It further names and provides a resume of the individual who would 
head up this key department, EDSF's argument that this individual 
and three others were involved as consultants is, in our opinion, 
inconsistent with the descriptions in the proposal. 

Regarding the six on-site management staff cited by EDSF, we 
are aware of only three being involved during the first year of 
operations, particularly in the capacities named in the proposal. 
Further, although EDSF stated that the other three (named in the 
proposal as director of medical administration, manager of medical 
policy, and manager of systems support) worked on-site, documenta- 
tion given us by several EDSF managers names other individuals as 
having filled these positions during the first year. 
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ISSUES 6 & 7r reference * .- _ I - .- -__" I_,,._ "+" - ,,,,- -*,,m *-, page 54, paraqraphs 3 & 4 ---- 

APPENDIX V 

EDSF Res~nse - #6 --.-.. ---I_. 

GAO presented incorrect information related to the compati- 
bility of EDSF systems and HCSC's codes. 

The HCFA RFP indicated "system now in place at the existing 
Carriers are versions of the 1964 CRVS at CNA, and the 1964 NABSP 
at HCSC. " (Page 128). EDSF was not given the opportunity to view 
procedure codes used by HCSC prior to submission of the proposal. 
EDSF's prior experience with carriers or private businesses indi- 
cated that NABSP procedure codes were compatible with EDSF's claims 
processing system. 

EDSF first received a copy of the HCSC codes in August, 1978 
from Tom Flynn of the Regional Office. However, upon receipt of 
the procedure codes used by HCSC, it was noted that they had very 
little in common with the original version of 1964 NABSP codes. 
For example, a routine hospital visit in 1964 NABSP is 9024, while 
HCSC's code for the same service was D309, and for a routine office 
visit, the 1964 NABSP code is 9004, while HCSC's code was D794. 
Similar disparities between procedure codes and descriptions 
existed in all sections of the HCSC procedure code listing. In 
short, the HCSC version of 1964 NABSP in no way resembled the 
original version of 1964 NABSP procedure codes. 

Despite the extensive changes in HCSC procedure code system 
from 1964 NABSP, EDSF's claims processing system was compstible 
with the HCSC procedure code system. In fact, because of' the 
lack of a common procedure code system among Medicare carriers, 
EDSF's system currently accommodates multiple coding systiems (as 
many as 8). 

After evaluation by EDSF of the HCSC coding system, iit was 
determined that a new coding system was required. The pr~imary 
basis for this decision was information (or<#lack of information) 
received from HCSC. The procedure code listing received !by EDSF 
was in alpha-numeric sequence with little or no organization re- 
lated to consecutive numbering of codes within a procedure code 
grouping. It was difficult to find, as an example, all procedure 
codes and corresponding descriptions related to 'VISIT' procedure 
codes. Despite EDSF's request to HCSC for a claims examiners 
procedure code and guidelines manual, HCSC refused to provide 
EDSF with a complete manual. After a number of requests were 
rejected, EDSF requested HCFA Regional Office obtain a copy of 
HCSC's manual. They were also unsuccessful in obtaining a copy 
for EDSF. 
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In addition it was noted that CNA had procedure codes (and 
descriptions) for which there was no equivalent HCSC procedure 
code. Based on the organization of HCSC procedure code, merging 
of CNA codes would have been difficult. 

EDSF designed the procedure code system so procedures were 
organized within a logical medical grouping. Within the grouping, 
procedure codes were numbered consecutively for ease of use in- 
ternally and by the provider community. The success of this design 
and acceptance by the provider community is evident through the 
current claim pro-coded rate of about 40%.. 

EDSF Response - #7 

GAO's quotes of EDSF personnel are inaccurate. 

The former director (George McElvain) was only minimally in- 
volved in the technical proposal process and as a result was not 
aware of the extensive changes in HCSC's coding system. EDSF sub- 
mitted its proposal on May 31, 1978. It was not until members of 
the EDSF implementation team received the HCSC procedure code list 
in August, 1978 and began the procedure code mapping task that the 
disparities between HCSC's codes and the original version of 1964 
NABSP codes were discovered. 

Related to CPT-4 as an alternative coding system, an EDSF 
official told GAO that they hoped HCFA would approve the use of 
CPT-4. According to George McElvain, HCFA Regional Office recom- 
mended to HCFA Central Office that EDSF be allowed to uae CPT-4 as 
the procedure coding system. EDSF's first official written request 
to HCFA for use of CPT-4 procedure codes was in November, 1978. 

The HCFA Central Office subsequently denied EDSF's use of 
CPT-4 procedure codes. This notification was received 'n early 
January, 1979. t A letter from George McElvain to William Cohen of 
the American Medical Association dated January 8, expreqses the 
fact that our request had been denied. EDSF had been in receipt 
of a letter from Mr. Cohen indicating strong support for the use 
of CPT-4 procedure codes in processing Medicare Part B claims in 
Illinois. This letter was dated December 19, 1978. 

GAO Comments to Issues 6 and 7 

We based the statements concerning EDSF's procedure coding 
plans on numerous meetings with HCFA personnel and various memo- 
randums concerning this subject, and particularly on oral and 
written information supplied by EDSF's program support manager and 
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its former program director, l/ whom we met with numerous times 
during our review. The indivxdual EDSF discussed above (Mr. George 
McElvain) was replaced in late 1979, and we never met with him. 

EDSF's program support manager advised us in writing that 
Blue Shield's coding system was not compatible with the EDSF 
system. Further, EDSF's former executive pr0gra.m director told 
us on April 11, 1980, that EDSF wanted to use CPT-4 even before 
it submitted its proposal to HCFA. El@ said EDSF knew Blue Shield's 
coding system "was a mess" and added that this knowledge and desire 
for CPT-4 prompted the procedure coding questions EDSF asked of 
HCFA at the April 18, 1978, preproposal conference in Chicago. 

Although EDSF stated in its comments that the disparities 
between the coding systems were not discovered, until Augu$t 1978, 
we believe that from a historical standpoint EDSF's scenario is 
incorrect and inconsistent with discussions we previously;had with 
key EDSF personnel. In this regard, the record of the pr proposal 
conference indicates that a copy of Blue Shield's "r procedu e coding 
system was available that day (April 18, 1978) and that other 
copies were available at HCFA offices in Chicago and Baltimore. 
We further confirmed this with one of the HCFA officials who con- 
ducted the conference in Chicago. 

ISSUE 8: reference page 55, paragraph 3 

EDSF Response 

In converting the two procedure coding structures of'the 
previous carriers, EDSF had to perform an in-depth cross-reference 
to the single coding system. As GAO noted (GAO Report - 
HCFA Regional Office approved EDSF's procedure code syste 

There are 26 groupings among the EDSF procedure codes system. 
Additions have been made to 21 of the groupings. Contrarpl to the 
assessment by EDSF's former medical advisor, no procedure' code 
groupings were left out at implementation. * - 

There have been rapid advancements of procedures per~formed by 
physicians during the last few years. As a result, a con~stant and 
continuous review, and evaluation of procedures is conducted to 
determine the need for additional codes. Even with this :review, 
it is possible for procedure codes for any carrier to be out-of- 
date or impractical because of rapid medical advancements. 

&/The former executive program director we are referring to is 
now the regional manager in charge of the Illinois part B 
operations. 
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Not Otherwise Classified (NOC) codes are available within each 
grouping and in some sub-groupings to accommodate coding of new or 
unusual procedures. 

As of July 1981 over 3,800 procedure codes and 9,4QO type of 
service/procedure code combinations have been established by EDSF 
for use by the Illinois provider community. 

staff 
Contrary to the former medical director's assessment, EDSF 

did not have difficulty understanding the organization of 
the system, 

GAO Comment 

To be consistent with EDSF's comments on its procedure group- 
ings, we have clarified our statement in the report conoerning the 
former medical director's assessment (see p. 55). She specifically 
referred to the cardiovascular grouping or section, in which three 
subgroupings or subsections were left out. 

Although EDSF disputes the former director's assessment of 
the system's organization, her assessment is supported by similar 
assessments by HCFA regional staff, and by the former manager of 
EDSF's medical division. The system was described as being con- 
fusing not only to EDSF clerical personnel, but also to doctors 
and providers in Illinois because of its organizational problems. 
Additionally, during the last several months of 1979 and early 
1980, EDSF was seeking HCFA approval of many revisions to its 
coding system, including a new coding manual--further evidence, 
in our opinion, of the validity of the earlier assessments by 
EDSF and HCFA personnel. 

ISSUE 9: reference page 57, paragraph 2 

EDSF Response 

GAO states that the Model Office in the other two 'xperiments 
were successful and implies that EDSF's was not success ul. "f GAO's 
implication is in error as evidenced by the following facts. 

EDSF submitted a comprehensive written test plan to HCFA on 
January 9, 1979, outlining the testing necessary which vould en- 
compass all phases of processing. On February 16, 1979,, EDSF 
received HCFA's written approval and concurrence with the plan. 

Additionally, as stated in this letter by Judith Stec, Joan 
Fosler of HCFA Central Office and Regional Office staff spent 
several days on-site reviewing the Model Office plan and status. 
EDSF was not informed of any problems. The review took place 
between February 6, 1979, and February 9, 1979. The agenda items 
of the initial meeting were CSTP goals, CSTP schedule, Model 
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Office status, and system training for HCFA Central Office and 
Regional Office personnel. 

The Model Office testing plan was an expansion of prior EDSF 
Medicare system implementations. It was followed by a complete 
and comprehensive test package and sign-off list. 

A 'total of 913 items under 11 categories and 50 subcategories 
were identified as test and/or sign-off items. The sign-off 
documentation as of March 17, 1979 shows 856 items or 94% completed. 

EDSF does not have evidence of additional items si ned off 
prior to the March 24, 1979 input of live claim data. i! ,owever, 
discussions with EDSF personnel on-site for Model Office testing 
indicates that the final sign-off percentage was over 99% complete. 

Over 20 separate test computer cycles were completed during 
Model Office and over 36,800 claims were entered for processing in 
Model Office. Normally, less than 5,000 claims have been entered 
during Model Office of other Medicare implementations. 

As a summary, the Model Office testing was highly successful. 
The problems encountered during the first several months of the 
carrier operation were not related to computer system problems. 

GAO Comment 

We have revised this section to clarify our findings on HCFA 
and EDSF activities to test the entire claims processing system. 
Because of EDSF's concern, we have deleted reference to the success 
of its model office testing in the other two experiments. 

We were aware that HCFA approved the model office ~testing 
plan. We stated that HCFA's staff told us they did not observe 
the testing, as we also reported for 'New York (see p. 3~7). 

See pages 130 to 132 for our more detailed comments on EDSF's 
responses regarding the model office testing (issues 16 and 11). 

ISSUE 10: reference page 57, paragraphs 1 & 3 

EDSF Response 

GAO's general statements related to simple and not represen- 
tative claims, and procedure codes availability are inaccurate. 

EDSF maintained input test documentation for approximately 
6 months after implementation. At that time, it was decided that 
this data was no longer necessary and could be disposed. This 
decision was consistent with other similar EDSF implementations 
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and confirmed through recent conversations with staff at other 
Medicare accounts. 

HCFA was incorrect in stating that "these tests were probably 
very simple and not representative of actual claims EDSF would 
receive." As evidenced by the details of the Model Office plan, 
the comprehensive list of test items, and over 36,800 claims 
entered during Model Office, very complex and representative 
testing was completed. 

During Model Office, EDSF received approximately 15,000 claims 
which had been processed by HCSC. Most of these claims were keyed 
during Model Office and were representative of Medicare claims in 
the State of Illinois. In order to adequately test and debug the 
system, EDSF also designed and developed test claims and situations 
which were appropriate to the system specifications being tested. 

Certain areas of testing were more difficult to test. 
cifically the Eligibility and Query/Response sections of the 

Spe- 

system require interface with SS 
P Baltimore and history update and 

validation. EDSF was not officially operational during Model 
Office and could not query SSA in Baltimore for eligibility. As 
a result, certain test conditions and eligibility situations were 
internally created during testing, and also were tested by HCFA 
through CSTP conducted concurrently with Model Office. 

The procedure code mapping and subsequent approval of proce- 
dure codes by HCFA did not have an effect on system testing. The 
testing of all phases including edits, audits, development, pric- 
ing, EOMBs, and reporting were not dependent upon having a proce- 
dure code file which was 100% finalized. This procedure code file 
is continuously being modified to insure that EDSF is staying 
abreast of technological and Medicare regulation changes. As 
these modifications are made, appropriate testing is performed to 
verify that changes are correct and consistent with established 
policy. 

GAO Comment 

We believe the changes made on page 57 clarify our findings 
on this issue. We explain why we do not agree with EDSF's posi- 
tion on the impact of the procedure code availability. HCFA's 
comments pertaining to unrepresentative claims are consistent with 
our views and the lack of evidence regarding comparative analyses 
of processing results. 

As stated in our report, EDSF had not retained the input test 
documentation needed for us to evaluate the completeness of its 
model office tests. Although EDSF stated it entered over 36,800 
claims during the model office test, the information supplied by 

1 EDSF in its response to our draft report does not shed any 
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additional light on this issue. It does not describe the tests 
made, the results obtained, or the corrective actions taken. 

With respect to the EDSF comment that 15,000 previously proc- 
essed claims from Chicago Blue Shield were keyed during the model 
office test, we were aware of such receipts: however, EDSF's tech 
nical proposal and HCFA's transition records indicate that these 
claims were to be used by EDSF's new clerical personnel to practice 
claims coding and entry. We have not seen any evidence of their 
use for other purposes. 

ISSUE 11: - reference page 58, paragraphs 1 & 2 

%DSF Response 

GAO misinterpreted and misunderstood EDS staff comments about 
the completeness of Model Office testing. 

The EDSF official and his staff responsible for system test- 
ing told GAO that the claims processing system is complex and that 
because EDSF was not processing live claims during Mode;1 Office 
(January, 1979 - March, 1979) EDSF could not query for ,eligibility 
to SSA in Baltimore other than for the Carrier System T'esting Proj- 
ect (CSTP). As a result, EDSF had to internally create query re- 
sponses for testing during Model Office. Because of this fact, it 
was stated "that it was not possible to test all aspects of the 
system (system meaning EDSF computer system, transmission to/from 
SSA Baltimore, SSA system processing) during EDSF's Mod,el Office 
testing." As a result, EDSF, HCFA, and SSA depended on the CSTP 
to ensure the multiple systems were interfaced and processing 
properly. It is a fact, that no query/response processing prob- 
lems occurred after implementation. 

As evidenced by the comprehensive Model Office plain, detailed 
test items and over 36,800 claims entered during Model bffice all 
aspects of the system were tested. This included edits~, audits, 
files, ADS questions, pricing and EOMB messages. 

Our review of GAO's assessment of "mailing of unne1cessary and 
confusing letters to claimantsll relates to two situatidns. The 
first represented letters, which should have been sent !to benefi- 
ciaries, were instead addressed to the SSA District Office for a 
brief period of time. As a result, the beneficiary was not af- 
fected. The second situation related to claims suspending as 
letters rather than suspense sheets. However, the letters ad- 
dressed to beneficiaries were not mailed and instead processed 
internally. As a summary, the mailing of confusing letters had 
to be as a result of clerical errors, not system problems. 

131 



APPENDIX V APPENDIX V 

As a summary, GAO's assessment reflects an apparent misunder- 
standing of a complex but highly successful, thorough examination 
of the computer system. 

GAO Comment 

We have addressed part of EDSF's response to this issue on 
pages 129 to 131 and have clarified our findings concerning the 
completeness of model office testing (see pp. 57 and 58). 

We disagree with EDSF's statements that no query/response 
processing problems occurred after implementation. As we discuss 
on page 134, HCFA's testing project conducted at EDSF during 
February and March 1980 resulted in processing problems on 25 of 
the 151 test claims. An EDSF letter to HCFA dated May 29, 1980, 
indicated that at least six system changes were necessary to 
correct the query/response problems noted by this test. 

As discussed on page 58 and addressed by EDSF in issue 12 
(see below), EDSF's records indicated that 182 system changes were 
made during the first 15 months of operations. After reviewing 
the documentation available on the 182 changes, we identified 35 
which required a detailed explanation from EDSF's technical serv- 
ices staff to determine whether the problems noted could have been 
corrected before implementation. For 10 of the 35 system changes, 
EDSF's technical services director told us that the problems re- 
quiring the changes probably were not tested for during the model 
office test or were overlooked. Only two of these changes were 
for EDSF's internal processing situations (see EDSF's issue 12). 

ISSUE 12: reference page 58, paragraph 3 

EDSF Response 

GAO presented an inaccurate picture of the scope of system 
problems encountered. They provided no comparison to other 
Medicare transitions and/or system implementations. 

Of the first 182 system changes, 62 were documented as system 
problems on "Change System Request" forms. Of the system problems, 
46 affected EDSF internal processing situations only. As an ex- 
ample, one situation was to establish station numbers for off-line 
printers in on-line programs. This allowed the on-line audit func- 
tion to be accessible. Another example was to allow any claim as- 
signment for any batch number on claims system converted from HCSC 
to EDSF. This was necessary to allow converted claims which sus- 
pended to be reentered. 
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62 system problems, 16 were identified as situations 
have adversely affected: 1) payment or disposition, 2) ~. claimant interpretation, or 3) incorrect notification or develop- 

ment. The 16 system changes were identifed over a one year period 
of time. All 7 changes identified during the first 3 months of 
carrier operations were corrected within three computer system 
cycles and most were corrected on the same day the situation was 
identified. Four of the 16 changes were tested and signed off 
during Model Office and either a later change negatively impacted 
the system or initial specifications were changed to re'flect guide- 
line changes. 

As stated earlier, system testing during the transitional 
period was extensive and situations which surfaced during the year 
after implementation (if put in the proper perspective) had almost 
no impact on the beneficiary/provider community. The Illinois 
Medicare computer system implementation was relatively smooth when 
compared to previous implementations. 

Problems which providers/beneficiaries encountered were domi- 
nantly related to clerical processing situations. 

To summarize, the 62 system problems can be categorized as 
follows: 

- Internal - 46 

- Affect Payment - 2 

- No Payment Affect - 7 

- Letters - Beneficiary - 1 

- Letters - No Beneficiary Affect - 3 

- Revised Guidelines - 3 

The volume of system changes (problems, enhancements, and 
regulation changes) initiated were low when compared to experience 
of previous system implementations. Even lower in number were the b 
volumes of system problems. 

GAO Comment ---.-- 

We summarized EDSF's statements on the system changes on 
page 58. As we point out there, we do not know whether this 
number of changes is unusual for Medicare system implementations. 
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ISSUE 13: reference page 57, paragraph 5 

EDSF Response 

GAO did not accurately present the success of Illinois' 1979 
CSTP nor reported the 1980 CSTP score. 

HCFA tested with a mini-package of 41 claims. As 5 claims 
were retested, 46 claims were used in CSTP for 1979. This was a 
full and valid test package sent to HCFA Regional Office by HCFA 
Central Office. A similar package was used for New York which con- 
tained 45 claims. (see GAO Report, page 37). All system problems 
were in fact corrected by the end of April 1979. The system change 
referred to as "incomplete" involved suspending a claim receiving 
a specific query response which was previously not suspending. As 
of April 20, 1979, claims receiving this query response were sus- 
pended in the form of a development letter. After a short period 
of time, EDSF concluded for ease of processing to suspend these 
claims in the form of a suspense document. The second change was 
implemented on July 2, 1979. 

Between April 20, 1979 and the second modification in July, 
EDSF employees were collecting the letters (which were never 
mailed) and manually processing these claims as if they had sus- 
pended on suspense documents. The problem, therefore, was resolved 
as stated on April 20, 1979. 

I As a summary of EDSF's CSTP performance, a passing score of 
/ 87.55 was achieved for 1979 during the implementation phase. 

EDSF continued its excellent performance by receiving the highest 
I score in Region V for 1980 CSTP, scoring 98.83. 
I 
/ GAO Comment 

As pointed out on page 57, we have reservations about HCFA's 
Carrier Systems Testing Project. We are reviewing this prloject 
but have not yet issued a report. However, the concerns wle have 
discussed with HCFA principally involve the scoring system, the 
frequency at which the test is conducted, and the adequacy of the 
test size to judge the accuracy and reliability of a carrier's 
processing system. 

The HCFA staff responsible for this testing project share some 
of our concerns and are considering revising the project, parti- 
cularly the scoring system. Our analysis showed, for example, that 
a carrier could have a payment error on every test claim and still 
receive a passing score. Further, regarding EDSF's 1979 test, the 
HCFA staff told us that some of EDSF's processing problems may not 
have been detected because the full test was not run--only a mini- 
package of 41 claims was used. On the 1980 test, errors were made 
on 25 of the 151 test claims, including 18 payment errors. Despite 
these errors, EDSF received a score of 98.83, causing the chief of 
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HCFA's Con'iractor Review Branch in the region to comment in a 
June 9, 1980, memorandum: 

"The EDSF CSTP results, in our opinion, cast serious 
doubts on the viability of CSTP as a monitoring tool 
of contractor performance. * * * The CSTP, not only 
assesses the query/reply aspects of claims processing 
and resultant display of EOMB data, but also many as- 
pects of claims processing i.e., coding, duplicate 
detection, coverage decisions, and other factors, 
which are further assessed by our System II monitor- 
ing plan and the Part B QA program under System I. 
EDSF has consistently failed all Standards which can 
be related to the scope of the CSTP. 

"The irony of the inconsistency between CSTP perform- 
ance and formal monitoring performance is that EDSF 
did not marginally pass the test. On the contrary 
EDSF passed the test with a score of 98.83 (out of a 
possible 1001, which is also the highest score to date 
of any carrier in the Chicago Region. The average 
number of days to process a CSTP claim was 4.32 days, 
while the overall average days required during Feb- 
ruary to process actual claims was 23.2 days. 

"Can we conclude that our System I and System II 
standards have yielded invalid results: that bene- 
ficiary, provider, congressional and media problems 
are imagined: and EDSF is the best performing carrier 
in the Chicago Region?" 

In our draft report, we reported that one of the systems 
problems noted in HCFA's 1979 test was not corrected until June 
1979, although EDSF said it had corrected the problem bk the end 
of April. We have deleted this from the final report in view of 
EDSF's response that, although the system*change was not made 
until July 2, 1979, actions by its staff to prevent the unneces- 
sary mailing of letters to beneficiaries corrected the problem on 
April 20, 1979. 

ISSUE 14: - reference paqe 59, p araqraphs 2 & 3 

EDSF Response 

It appears that GAO does not understand when or why multiple 
provider numbers exist. As a result they provide an inaccurate 
report on multiple listings on the provider file. 
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Multiple provider numbers for the same provider were trans- 
ferred from HCSC and CNA to EDSF because of: 

1. Private practice and HBP practice: 

2. Multiple private practices: 

3. Group practices and private practices: 

4. Changed addresses: 

5. Locality proximity cause a doctor to reside on both of 
the prior carriers' files. 

This was a logical and necessary condition for the following 
reasons, and for the following reasons EDSF could not delete pro- 
vider numbers. 

1. 1099 IRS, reporting required access by provider number on 
file. 

2. Computer File Conversions - history; pricing; in-process 
claims. 

I 
I 

3. Review and Fair Hearing informational requirements. 

I 4. Reasonable Charge Profile Build considerations. 

5. Claim pricing considerations. 
I 
! If the same or similar service is billed for on the same day 
1 or range of days, the EDSF system will detect the duplication, 
/ regardless of the provider number used. The EDSF system will 

suspend these duplicate claims if the provider numbers are the 
I same or if the provider numbers are different. 

Multiple provider numbers for the same provider will be 
treated as if two distinct providers were billing, and the claim 
will suspend for manual review. Therefore, multiple provider 
numbers do not detract from the system's ability to detect dupli- 
cate claims. 

To our knowledge HCSC and CNA could not prevent paying claims 
as duplicates of claims processed by the other carrier, as there 
was no interface, Since EDSF is the sole carrier for the state, 

1 the duplicate detection process has been enhanced. 

GAO Comment ---- 

Statements from HCFA'S contract review staff and evidence 
,gathered by us in our assessment of duplicate payment situations 
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refute EDSF's claims. HCFA staff told us of several provider 
numbers which should have been deleted from EDSF's file. 'Also, 
one provider number that we inquired about, and was reported by 
EDSF system personnel to be inactive, was found by us to have 
been used and payments made based on it many months after it was 
reported to be "inactive." 

Our analysis of duplicate payments made by EDSF for the same 
claims revealed numerous situations in which the claims were paid 
without evidence of any suspension as a potential duplicate for 
manual review. By design, our analysis of beneficiaries' claims 
history required several data on each claim to be identical-- 
primarily, date(s) of service(s), billed amount, and number of 
services. Further, for the situations discussed here, the proce- 
dure codes, place of service, and type of service also matched. 
The only essential difference was provider number. 

We used several other variations on the above data elements 
and found many other cases of duplicate payments. We believe the 
analysis described above, where only the provider number differed, 
while dates, billed amounts, procedure codes, number of services, 
type of service, and place of service all matched, clearly ref'utes 
EDSF's statement that "multiple provider numbers do not detract 
from the system's ability to detect duplicate claims." 

ISSUE 15: reference paqe 60,.paraqraph 1 ----.- ---- 

EDSF Response_ -- --_I 

GAO was mistaken in stating that EDSF 
tional Program Integrity unit until August 

did not have an opera- 
1979. 

EDSF employed a Program Integrity staff in the Progr#am Inte- 
grity functional area prior to carrier implementation in April, 
1979. As a result, these functions were operational from the 
beginning of EDSF's operations. EDSF hired the first individual 
for Program Integrity in February, 1979. One (1) additional in- 
dividual was hired for Program Integrity in July, 1979 and 8 were 
hired in August, 1979. 

An attached exhibit illustrating communications between HCFA 
and EDSF in March, 1979 substantiates the fact that EDSF had an 
operational Program Integrity department. 

The EDSF Professional Relations department contacted all 
Teaching Physician Hospitals in Cook County in July, 1979 and down- 
state hospital8 shortly thereafter. Procedures for performing the 
Teaching Physicians Audit were available in June, 1979 and revised 
in November, 1979. Audits were initiated by EDSF after $ome clari- 
fication of which teaching physicians' hospitals should be audited 
was received from HCFA. 
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The post-payment utilization function is highly dependent on 
computer generated reports. The reports received from the prior 
carriers were of little value since HCSC and CNA's procedure codes 
and provider numbers had to be manually mapped to build a PARE 
(Payment Review) case. To accommodate better accessibility to 
provider history, it was necessary to run the EDSF post-payment 
system. This process could not begin until after CNA's claims 
history was converted on July 1, 1979, and merged with HCSC's 
claims history. The first reports were produced after third quar- 
ter, 1979. The development of PARE cases began shortly thereafter. 

GAO Comment 

Our statement that program integrity activities went un- 
addressed was based on information supplied by HCFA and was later 
confirmed by EDSF's former program integrity manager. EDSF had a 
program integrity liaison during the early stages of its operations. 
This, as EDSF points out, was the only program integrity position 
filled by EDSF during the period February to July 1979. 

A carrier's program integrity function includes other signi- 
ficant responsibilities in addition to providing liaison with the 
HCFA staff. Not all of these activities required development of 
computer reports. According to EDSF's proposal, its program inte- 
grity staff also had primary responsibility for performing benefi- 
ciary surveys relating to possible assignment violations by pro- 
viders and acting on all suspected violations of Medicare policy. 

EDSF's teaching physician hospital audits were not started 
until the first quarter of calendar year 1980. We did not con- 
sider the date that EDSF's teaching physician audit procedures 
were available to be relevant, because EDSF's former pro 

t 
ram inte- 

grity manager told us that EDSF merely obtained the proc,dures from 
Continental. 

Further, as EDSF described above, 8 of the 10 individuals 
staffing this department by the end of August 1979 were hired 
during August. A staff member from HCFA's regional Office of 
Program Integrity commented in a January 15, 1980, memorjsndum 
regarding EDSF passing certain elements of HCFA's monitoring plan 
relating to postpayment controls and fraud and abuse cases: 

"Although it appears EDSF passed all the elements under 
review, we do not feel this is an accurate assessment 
of the Contractor's performance due to the following 
factors: 
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1) EDSF's Program Integrity Unit did not become fully 
operational until November 1, 1979. 

2) Many of the cases selected for review were in the 
initial stages of development and could not be 
evaluated for timeliness or appropriateness of 
action. 

3) Results of much of the Program Integrity Unit's 
endeavors cannot be evaluated until,next quarter." 

ISSUE 16: reference paqe 60, paragraph 3 

EDSF Response 

The section referenced in EDSF's technical proposal is 
page 400-46. It should be noted that GAO misquoted the EDSF tech- 
nical proposal and interchanged the word 'force' with 'override'. 
It appears that GAO still does not understand the meaning of each 
code with reference to use in the EDSF Medicare system. 

The report referenced in the technical proposal (page 400-46) 
has been and is currently being produced daily, contrary to what 
GAO reported. This report identifies the clerk, the edit forced 
by edit number, and the volume of edits forced. The report is 
summarized to the region on entry location level, and account 
(all claims) level, identifying the edits forced by edit code 
and the volume of each edit forced. 

It additionally reports edits which are not part of the IV- 
Phase or on-line system, but which fail as the claim is being 
re-edited by the batch system once the system begins to p$ocess 
the claim. As "on-line" only performs some of the necessibry 
system checks, the majority of which are to detect keyinglerrors, 
each claim is totally re-edited by the batch system. 
the same checks as "on-line", 

It performs 
in addition to performing other 

edits which are not part of the "on-line" system. 

Any edit failed, whether it was forced past "on-line", or 
failed in the batch system edits, will cause the claim to suspend 
for manual review. System edits from errors cannot be bypassed 
or overridden at this point. The errors must be corrected and 
the error condition resolved before the claim can continue proc- 
essing through the system. 

During the backlog situation, EDSF maximized the skill level 
of personnel, and employed a two-step function to enter claims. 
The first group preceded the claims, and the second group per- 
formed a data entry function only. Since the second group was 
sight-keying, inconsistencies resulting in "on-line" edits (not 
related to keying errors) were resolved by forcing them through 
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the "on-line" system to suspend in the batch system. There they 
were adjudicated by trained examiners. 

As section 400-46 also states, "The system has the capability 
to bypass consistency checks . ..that may be applied on a limited 
basis from the CRT screen at the time of initial entry to allow 2 
claim to suspend." These edits were not overridden, and as pre- -- - 
viously stated, the claims were totally re-edited and suspended 
for manual review by highly skilled personnel. Bypassing the on- 
line edit by forcing the claim only facilitates the entry function, 
not the processing function. 

GAO Comment 

Although EDSF's proposal, page 400-46, uses the words "over- 
ride codes" and "force codes" to describe the system's ability to 
bypass certain computer edits, we recognized that EDSF's staff in 
Illinois did not use the terms interchangeably. Therefore, in 
questioning EDSF staff about the report, we referred to the 
proposal. 

We were told by EDSF managers, and assured by EDSF's techni- 
cal services director, that the report, described on page 400-46 
of EDSF's technical proposal, was not prepared for the Illinois 
account. 

Similarly, we questioned EDSF and carrier officials at Buffalo 
Blue Shield in Binghamton, New York. We were assured by both EDSF 
and carrier officials there that no such report was prepared. 

We reviewed the report EDSF refers to above and believe that 
it does not comply with EDSF's technical proposal. While only 
EDSF knows exactly what it was referring to in its technical pro- 
posal, the report does not document instances where overrides or 
force codes may be employed by EDSF personnel: particularly, it 
does not disclose the specific force or override code used, nor 
the situations involved. 

The report is a daily clerk error report which lists by clerk 
number the batches of claims which contain errors and which system 
edits were responsible for the error conditions. EDSF's documenta- 
tion for its production reports states that the "main purpose of 
this report is to provide data for an on-depth [sic] research of 
error rates by clerk and for pinpointing the system control codes 
responsible for increasing or decreasing error rates." 

We also discussed this report with EDSF's technical services 
director. He told us the report did not identify override or force 
codes and, specifically, it did not distinguish between situations 
where clerks forced claims into the computer system despite certain 
error conditions, and situations where clerks corrected the data 
before entering into the system. 
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Our review of EDSF's operating manuals also identified situa- 
tions where overrides can be applied on suspended claims to prevent 
claims from further suspending. Such situations are not disclosed 
by the report EDSF has supplied to us and are inconsistent with 
its comments above, where it states that, after a claim has sus- 
pended for manual review, "System edits from errors cannot be 
bypassed or overridden at this point." 

ISSUE 17: -- reference page 61, p aragraph 1 

EDSF Response 

GAO presented inaccurate and misleading information about 
hearing officers in December, 1980. In addition, they did not 
report current hearing officer staff information. 

The EDSF technical proposal on page 800-19, states "the offeror 
will provide, as part of the administrative staff... a Fair Hearing -- 
officer and associated clerical support staff. Individuals se- 
lected as Fair Hearing officers will be attorneys-at-law, fully 
qualified to practice law in the State of Illinois. The hearing 
officers will be qualified to conduct hearings and will either 
possess a detailed knowledge of or be thoroughly trained in medical 
terminology and program regulations." EDSF fully expected the Fair 
Hearings monthly workload to be handled by a single hearing officer. 

The Medicare Carriers Manual, Part 3, Section 12016B, states 
"The Carrier should designate as a hearing officer, an attorney or 
other qualified individual with the ability to conduct formal hear- 
ings and with a general understanding of medical matters and termi- 
nology. The hearing officer must have a thorough knowledge of the 
Medicare program and the statutory authority and regulations." 

As of December, 1980 contrary to GAO's reporting, EDSF had 
4 hearing officers with college degrees; 1 who had prior legal 
office experience, and 3 who had experience as Medicare claims 
examiners before accepting Hearing Officer positions. All had 
extensive Medicare training prior to becoming hearing officers. 
The Fair Hearing unit was managed by a lawyer who had previously 
conducted Fair Hearings since April, 1979. 

As of May, 1981, EDSF staff of 11 hearing officers consisted 
of 3 attorneys, 3 individuals with college degrees, and another 
5 with claims examination, quality assurance, and supervisory or 
legal experience. 

As a summary, the Fair Hearings staff is fully qualified to 
conduct hearings and possesses detailed knowledge of medical 
terminology and program regulations. 
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A representative of HCFA's Central Office visited the EDSF 
Fair Hearing unit recently and stated that the quality level of 
decisions on Fair Hearings was 98%. This was based on his review 
of cases sent to Baltimore by EDSF. 

GAO Comment --.-.-- 

We believe the information provided in our December report 
and this report supports our conclusions that EDSF did not adhere 
to the commitments made in its technical proposal regarding fair 
hearing officers. Whether or not EDSF intended to use only one 
hearing officer, as it now states, has little bearing on the com- 
mitment it made. We note with some confusion that EDSF cites an 
apparent isolated reference to a single fair hearing officer 
( I,* * * a fair hearing officer and associated clerical support 
staff") when other references are plural, particularly a similar 
reference on page 900-5 of its technical proposal: "The fair 
hearings officers and associated clerical support * * *." 

HCFA central and regional office personnel reached conclu- 
sions similar to ours in assessing EDSF's hearings operation. An 
April 1981 memorandum from HCFA's Director of the Office of Pro- 
gram Administration states: 

"Obviously EDSF did not adhere to the commitments 
made in its technical proposal (i.e., individuals se- 
lected as fair hearing officers will be attorneys 
qualified to practice in Illinois). However, our man- 
dating that attorneys now be hired and trained as 
hearing officers, while bringing the contractor into 
compliance with its proposal, is not an immediate 
remedy to the problems--backlogs, the hearings and 
the quality of the decisions. 

II* * * Instead of revamping the hearings staff, I thiink 
we should concentrate on bringing the present hearingis 
staff into compliance with the carrier manual (qualid 
fied with the ability to conduct hearings)." 

The HCFA memo also stated: "We concur with the region's 
assessment that the individuals hired by EDSF as hearings officers 
were not qualified to fill those positions when hired." It goes 
on to point out, however, that "due to on the job training and ex- 
posure these individuals are now or soon will be qualified to con- 
duct hearings." 

Changes have been made on page 61 of this report to reflect 
EDSF's description of its fair hearing staff as of May 1981. A 
further change was made to correct the number of hearing officers 
with college degrees --previously reported to be three. A fourth 
individual, who apparently is still enrolled in college, had pre- 
viously received a bachelor's degree. 
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ISSUE 18: ".--- reference page 63, p aragraph 5 ..- 

EDSF Response 

Since Carrier operations began, EDSF's experience has always 
been that 5 to 6 HCFA Regional Office staff members worked con- 
siderably with EDSF. HCFA formalized the monitoring unit based 
on GAO's December, 1980 report. 

The complexity and detail monitoring required of thee perform- 
ance standards established by HCFA for all fixed-price c:ontractors 
far exceeds the normal performance standards (CPEP - Con~tract 
Performance Evaluation Program) established for cost-reimbursement 
carriers. As an example, monitoring for fixed-price contracts is 
conducted and formally reported on a quarterly basis, while formal 
reports are prepared for cost-reimbursement carriers on :an annual 
requirement basis. This factor necessitates an increase in the 
HCFA monitoring staff requirements for fixed-price contracts. 

In addition, 45 elements out of 107 elements, in the System II 
Standards for EDSF are not included in the performance standards 
for cost-reimbursement carriers. The monitoring of these elements 
further increases the need for additional HCFA Regional Office 
staff. 

The Contractors in the region are as follows: 

PART B 

1. EDSF - Illinois 

2. Mutual Medical Insurance, Inc., Indianapolis 

3. Blue Cross/Blue Shield, Detroit, Michigan 

4. Blue Cross/Blue Shield, St. Paul,* Minnesota 

5. Nationwide Mutual Insurance Co., Columbus, Ohio 

6, WPS Insurance Corp., Madison, Wisconsin 
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1. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

10. 

11. 

12. 

13. 

HCSC, Chicago 

PART A 

Indiana Blue Cross Mutual Hospital Insurance 

Blue cross/Blue Shield, Detroit, Michigan 

Blue Cross/Blue Shield, St. Paul, Minnesota 

Nationwide Mutual Insurance Co., Columbus, Ohio 

Hospital Care Corporation, Cincinnati, Ohio 

Blue Cross Southweot, Cincinnati, Ohio 

Blue Cross Eastern Ohio, Youngstown, Ohio 

Blue Cross Northeast Ohio, Cleveland, Ohio 

Blue Cross Central Ohio, Columbus, Ohio 

Blue Cross Northwest Ohio, Toledo, Ohio 

Blue Cross/Blue Shield United of Wisconsin, Milwaukee 

Mutual of Omaha Insurance Co. 

CA0 Response 

No comment necessary. 

ISSUE 19: reference paqe 64, paragraph 2 

EDSF Response 

GAO was incorrect in stating that carriers normally investigate 
all cases of potential fraud. 

The Regional Office staff began monitoring EDSF Program Inte- 
grity on performance standards during the fourth quarter, CY1979. 
The first formal evaluation was for the first quarter, 1980. Be- 
cause of specific requirements of the Chicago Regional Office and 
changes in Medicare regulations in 1979, members of HCFA's OPI 
staff provided instructions for EDSF personnel on assignment vio- 
lations and other subjects. This occurred in April, 1979 and 
during the summer of 1979 and again in the fall of 1979. The in- 
structions were of short duration (only a few days). Subsequent 
discussions have taken place on an individual basis to specific 
procedural questions. 
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To our knowledge, EDSF ia handling all Program Integrity func- 
tions allowed by OPI for any other carrier in Region V. Specifi- 
cally, EDSF processes all procedures related to fraud cases, abuse 
cases, assignment violation cases, and post-payment utilization 
cases. 

Per HCFA's EDSF on-site representative, the HCFA Chicago Pro- 
gram Integrity Branch controls and investigates all cases of po- 
tential fraud for all carriers in Region V. This function is not 
normally handled by carrier staffs as reported by GAO. According 
to the HCFA on-site representative, there are indications that 
HCFA is moving in the direction of carriers controlling all cases 
of potential fraud, rather than OPI. Reportedly, this process has 
started in the HCFA northeast region. 

GAO Comment 

Our statements concerning HCFA's involvement with EDSF's 
program integrity functions were based on discussions with HCFA's 

~ regional program integrity staff. Because of EDSF's response 
above, we discussed EDSF's concerns with the chief of HCFA's 
Region V case development division. 

According to the division chief, in March 1980 HCFA turned 
over the program abuse case workload, previously performed by 
HCFA, to all carriers in the region except EDSF. Because of 
EDSF's.inexperienced staff, .-. ___ HCFA delayed turning this workload 

~ over to EDSF until September 1980,. a.nd even then it was a gradual 
I transfer. HCFA's initial fraud development"caseload has only 

been turned over to the smaller carriers in the region. HCFA 
plans to turn this fraud workload over to Nationwide Mutual In- 

' surance Company (for Ohio) in October 1981 and to Michigan Blue 
Shield (for Michigan) in January 1982. According to the division 

I chief, they have not decided when EDSF will be given the Illinois 
/ workload. 

Commenting on EDSF's response to our report, the division 
chief said EDSF understated the magnitude and duration of HCFA's 
involvement in this area. He pointed out that EDSF's turnover of 
program integrity staff has necessitated a good deal of HCFA's 
efforts in training EDSF's staff on basic Medicare regulations. 
He said the training was necessitated by EDSF staff's inexperi- 
ence, rather than changes in Medicare regulations. 
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ISSUE 20: reference paqe 64, paraqraph 3 ..---"--v --em 

EDSF Reense --.- - 

Contrary to GAO's report, problems affecting Social Security 
Administration offices do not persist. 

The volume of written inquiries from the Social Security 
Administration District Offices have decreased from a high of 
4,611 in April, 1980 to a low of 1,237 in.February, 1981. This 
represents a 72.4% decrease in volume. As there are 55 District 
Offices, this represents a decrease from 3.8 requests per day per 
office, to 1.0 request per day per office. 

The average monthly volume of 2,822 written inquiri,es received 
between December, 1979 and August, 1980 has dropped to 1,491 for 
the November, 1980 to June, 1981 time period. 

As a further indication that the workload at SSA offices has 
dropped dramatically since April, 1980 is the fact that the normal 
monthly meetings SSA conducts with carriers has been changed to bi- 
monthly for EDSF. 

GAO Comment 

Information we obtained from the Social Security Administra- 
tion indicates that problems still exist regarding EDSFL During 
the last several months of 1979 and the first several months of 
1980, Social Security offices in Illinois experienced other a 
20-percent increase in Medicare part B workload compared to the 
workload experienced with the prior carriers. In fact ,~ for the 
first 3 months of 1980, the workload was 32 percent higher than 
during the same months in 1979. 
peaked in May 1980. 

As we reported, this workload 

The figures presented by EDSF pertain to written referrals 
from the district offices. Although the volume of referrals did 
decrease, EDSF's volume remained comparatively high. The two 
carriers in Region V with comparable claims workload to EDSF are 
Nationwide in Ohio and Michigan Blue Shield. According to the 
carriers‘ beneficiary services report, the following table com- 
pares the district office referrals for August 1981. 

Carrier Receipts Cleared Pendinq 

Nationwide 800 792 256 
Michigan 421 373 125 
EDSF 1,248 1,303 111 
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Thus, EDSF was generating about l-1/2 to 3 times the referrals 
as comparable size carriers in the region. We believe our report 
is accurate; that is, the situation has improved since the spring 
of 1980, but problems still exist. 

ISSUE 21: reference page 65, paragraph 1 

EDSF Response 

According to HCFA's evaluation, fourth quarter, 1980, no pay- 
ments were paid to the wrong party. Although the quality rate was 
30% in the fourth quarter, based on EDS findings and pending final 
evaluation by HCFA, 66% were processed correctly for the first 
quarter, 1981 and 70% for the second quarter, 1981. 

GAO Comment 

We misinterpreted HCFA's findings as to the reasons for the 
errors and have changed the report (p. 65) accordingly, deleting 
reference to payments made to the wrong parties. HCFA's overall 
conclusion on the quarter ended December 31, 1980, is as follows: 

"Of the 60 cases for which there was sufficient docu- 
mentation to make an evaluation 43 were inaccurate 
(70%). As last quarter, it was clear that review 
determinations were of much poorer quality than ini- 
tial claims determinations. In 14 cases an amount un- 
related to the reasonable charge was allowed (11 were 
higher than customary and/or prevailing and 3 were 
lower). Several cases should have been developed for 
further information but instead additional payment was 
made without any justification, e.g., previously denied 
concurrent care is allowed if a physician requests it 
(no reason given) or asks 'what documentation do you 
require'. Several cases were 'rereviews' which are not 
permitted by Medicare guidelines." a 

ISSUE 22: reference page 66, paragraph 1 

EDSF Response 

Concur. 

GAO Comment 

No comment necessary. 
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ISSUE 23: "Benefit Dollar Savinqs" - 

EDSF Response --- 
The GAO draft report discussed the impact of payment errors 

on benefit dollars but failed to address the significant impact 
the EDSF program has had on claim denials and the resultant reduc- 
tion of benefit dollars paid by EDSF on behalf of the government, 

The methods used in calculating the data contained in the 
section entitled Benefit Dollars Savings is detailed below. The 
data was derived from two HCFA reports; "Quarterly Rep4rt on 
Part B Carrier Reasonable Charqe and Denial Activity" and the 
monthly 

1. 

"Carrier Workload Report" (Form HCFA-1565).- 

Previous Carriers Denial Activity Report I 

The percent was calculated from the Carrier Workload 
Report for the period January 1977 through April 1979 
(the last 28 months of operation for the carriers). 
The Total Amount Disallowed (line 7.0) was divided by 
the total Covered Charges (line 6.K) plus Total Amount 
Disallowed (line 7.0). 

2. 

3. 

4. 

EDSF Denial Activity Report 

The percent was calculated in the same manner indicated 
above for the period April 1979 through September 1980 
(the first 18 months of operation). The denial activity 
trend continues with current performance. 

EDSF Benefit Dollar Savings - through Septemb$r 1980 

The difference between the previous carriers percent 
(14.2) and the EDSF percent (17.7) or 3.5 percent was 
multiplied by the total billed amount for theiperiod 
April 1979 through September 1980 ($927.5 million). 

EDSF Benefit Dollar Savings - contract life 

The same percent savings (3.5) as calculated above ws 
[sic] multiplied by the projected total billed amount for 
the life of the contract --April 1979 through September 
1983. The projection assumed a 21.4 percent annual in- 
crease in total billed amounts--this is the s&me annual 
percent increase experienced by all carriers for fiscal 
years 1978 through 1980. 
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5. 

6, 

Total 1980 Benefit Dollar Savings 

The total billed amount for all carriers in fiscal year 
1980 ($15,598 million) multiplied by the difference in 
denial activity percents for all carriers (11.8) and EDSF 
(17.7) or 5.9 percent. 

Duplicates 

The denial activities include duplicate claim denials. 
To ensure that the EDSF denial percentage was not in- 
flated because of a potential initial increase in dupli- 
cate claims, a comparison was made between EDSF and the 
previous carriers. The total amount denied beca:use of 
duplicate claims (expressed as a percent of total billed 
amounts) was examined for the last 12 months of operation 
for CNA and HCSC and the first 12 months of operation for 
EDSF. This data was obtained for the Carrier Workload 
Reports. 

Duplicate Dollars as a Percent of Total Billed 

Month CNA HCSC EDSIF 

1 5.0 5.0 3 .I9 
2 5.7 5.8 4 .#4 
3 5.8 4.9 5 .'3 
4 7.8 5.6 5 .~2 
5 7.7 6.0 3 .~4 
6 6.1 5.9 3 .I3 
7 5.7 5.9 4 .~o 
8 5.6 6.2 5 .i5 
9 5.3 5.2 5 .~O 

10 5.2 5.3 4 .~4 
11 5.7 5.9 6 .~7 
12 5.0 7*.4 7 .~4 

Average 5.9 5.8 4 .:9 

GAO Comment ---.-.-...- 

Using the above described methodology, EDSF projects a savings 
in benefit dollars over the life of the contract of about $150 mil- 
lion which will result from its denial activity as compared with 
the prior carriers (Chicago Blue Shield and Continental). 

Under the HCFA reporting system, denials of claims are at- 
tributed to six causes: (1) the claimant is not eligible (which 
nationwide accounts for about 10 percent of all items denied), 
(2) the time limit for filing a claim had been exceeded (about 
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2 percent of items denied), (3) duplicate claims (about 33 per- 
cent), (4) services not covered (about 27 percent), (5) services 
not necessary (about 14 percent), and (6) other (about 14 per- 
cent). L/ 

We agree in principle with the point that EDSF is trying to 
make, because we believe that carriers‘ performance in the area of 
claim denials, particularly with respect to the medical necessity 
of services claimed, has not received enough attention in evaluat- 
ing contractor performance under either the fixed-price or cost- 
reimbursement contract mode. However, we'd0 not agree with either 
the numbers or methodology used because they failed to consider 
the reversals of denials and certain other variables which we be- 
lieve should be considered in comparing different carriers' per- 
formance from one time period to another. 

Our analysis of the prior carriers' workload reports for July 
1977 to December 1978 showed that the denials generally ranged from 
13 to 15 percent of the submitted charges. In contrast, except for 
January through May 1980, when the EDSF denial rates were about 
20 percent of submitted charges, the EDSF denial rates generally 
ranged from 15 to 18 percent. Therefore, it appears reasonable to 
assume that, over the life of the contract, there will be a 2- to 
3-percent difference between the gross denial rates experienced by 
the prior carriers and those experienced by EDSF. 

However, other differences in experience should be considered 
before drawing any conclusions from these numbers. For example, 
reported denials are subject to adjustment because they are some- 
times later determined to be incorrect or inappropriate. The 
prior carriers reported reversals (other than for reasonable 

A/EDSF reported about 20 percent of its denials as "other" and the 
prior carriers about 10 percent as "other," which makes it dif- 
ficult to pinpoint the reasons for the differences between its 
activity and the prior carriers. However, HCFA reporting in- 
structions define "other" to include items denied because of 
failure to supply additional information requested to enable the 
carrier to complete processing of the claim. 
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charge reductions l/) amounting to 2 to 3 percent of denials. In 
contrast, since the quarter ended June 30, 1980, EDSF had been re- 
porting such reversals as ranging from 11 to 13 percent of denials. 
Assuming the reported figures are reasonably accurate, this factor 
alone could cut the 2- to 3-percent difference by more than half 
because we would not consider as "benefit savings" money that was 
later paid. 

Another difference in experience is that, during the first 
year of the EDSF contract, its payment/deductible error rates were 
2 to 3 times higher than those of the previous carriers. Such 
errors include incorrect denials. Although many of these errors 
were undoubtedly corrected and thus reflected in the reversal sta- 
tistics cited above, many may not have been corrected and we would 
not consider unadjusted incorrect denials as a "savings." 

Finally, the claims workload and the related billed amounts 
increased abnormally after EDSF took over Medicare part B in 
Illinois. As stated in the EDSF comments, the annual increase 
in billed charges experienced by all carriers for fiscal year 1978 
through 1980 was 21.4 percent. However, as illustrated by the 
following table, for the same period EDSF experienced significantly 
higher increases as compared with the prior carriers. These in- 
creases have not been fully explained. 

Period 

Billed Billed 
amounts amounts 
FY 1978 FY 1979 

(millions) 

Ott-Dee d$ 92.9 d$110.7 
Jan-Mar 4101.8 d110.3 
Apr-Jun 4106.1 
Jul-Sep dlOl.5 

cf112.6 
A--. b 111.2 

$402.3 $444.8 

Percent 
increase 

from prior 
year 

-/ a Prior carriers. 

f b EDSF. 

~EDsF and one of the prior carriers. 

19 g$182.4 65 96 
8 q177.0 60 74 
6 b/195.0 73 84 

10 g195.0 75 92 

11 

Percent 
Billed increase 

munts frcxn prior 
F'Y 1980 year 

(millions) 

$749.4 68 

Overall 
2-year 

increase 

86 

l-/These are adjustments where the amounts allowed as reasonable 
charges are increased in favor of the claimant. 

151 



APPENDIX V APPENDIX V 

Since denial statistics are related to the number and types 
of claims submitted and the related billed amounts, we believe 
that an appropriate methodology for comparing claim denial rates 
from one period to another, and drawing conclusions as to the 
cause, should consider abnormal variations in billed charges. If 
doctors or beneficiaries are claiming more and/or different serv- 
ices in one period than in another, more denials could be expected, 
regardless of any other variable, such as contactor performance. 

In summary, in view of the indicated,relatively small differ- 
ences in net denials (about 1 to 1.5 percent) and the relatively 
large differences in other variables, we cannot draw any conclu- 
sions from these numbers one way or the other --much less attribute 
the difference to the contractors' comparative performance. 
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Mwritt W. Jacoby 
h?O PrkWUbnl _ Medicwe A 
Government Programs Divwon 

876 North St. Clav Street 
Chicago. Illmo~r) 80811 
312/44&5843 

August 18, 1981 
Gregory J. Ahart 
Director, Human Resources Division 
United States General Accounting Office 
Washington, D.C. 20548 
Dear Mr. Ahart: 

We ajbpreciate the opportunity to review and comment on the draft report of 
GAO’s review of fixed-price Medicare contracting experiments in Maine, 
Illinois, and Upstate New York, We have no recommendations to offer at 
this time. 

As you may know, we have commented on the proposal to adopt periodic fixed- 
prlccl competitive bidding for Medicare contracting in a variety of contexts. 
Based upon our experience a8 an Intermediary, it haa been our position ‘that 
the procurement technique used In these experiments is not well suited ‘to 
the nature and goala of the Meaicare program. We have doubted the cost 
saving assumption8 associated with the proposal and have also been conaerned 
about the impact that coat-based competitive bidding might have on service 
and benefit expenditures. At best, we’ve felt that any administrative cost 
savings would quite likely be transitory. 

Added to these original concerns Is our conclusion, drawn from the result 
of the several “experimentn,” that this approach to Medicare contract& in 
much too disruptive and that it disregards the importance of stabillty~and 
continuity in tho administration. 

As we read It, the GAO draft report deals with most, if not all, of the 
concerns that we have raised in the past and cautions, quite properly we 
believe, that the negative effects of periodic price-based competitive ~ 
bidding could exceed any advantages. 
vation on the part of GAO. 

We see this ae an appropriate objer- 

We offer one finaL note, not dealt with in the draft. It is our opinion 
that a true validation of this technique would require more than one b Id and 
award in a given area. This does not seem to have been contemplated b 5 the 
HCFA experimental contracte. While this would be impractical at this late 
hour in at least some of the cases and would run contrary to the advice 
inherent in your report, It ncvertheleee suggeata to u8 that the oppor unity 
for true sxperimentation with this approach has always been problematl . In 
any event, before tha Government seriously considers the 1 approachaspe manent 
Medicare poll.cy, there should be far more evidence of succeaa than irr 80 far 
available. 

Sincerely, 

MWJ:lb 

cc: J. B. Cardwell 

Ld-wgJ* 
Merritt W. Jacoby 
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HEALTH INSURANCE ASSOCIATION OF AMERICA 

CHIChoo l NEW YORK * WASHINC)TON 

Washington Office 
1780 K ~Slreet, N.W. 

Waehingbn, D.C. 20006 
(202) X41-1336 

August 12, 1981 

Mr. Gregory J. Ahart 
Director of Human Resources Division 
United States General Accounting Office 
441 G Street, N.W. 
Washington, DC 20548 

Dear Mr. Ahart: 

Thank you for the opportunity to review your draftreport, 
"The Success of Competitive Fixed-Price Contracting in Medicare 
Has Not Been Demonstrated By Existing Experiments." 

I am replying on behalf of the eleven commercial insurance 
companies that have served as Medicare contractors since the 
beginning of the program in 1966. 

We are pleased that your study and conclusions support our 
belief, which we stated to you at the time you submitted your 
previous report, that contracting for Medicare administration on 
a competitive fixed-price basis is not sound policy. 

The administration of the Medicare program involves much 
more than the data processing of claims. Reasonable charge 
determinations, control of utilization of *health care services, 
and provider and beneficiary relations are facets of such adminis- 
tration that are, perhaps, even more important than data processing 
capability. All of these elements vary in their complexity 
depending on the demographics of the area served by a particular 
contractor, and there is wide disparity in such demographics 
throughout the United States. In other words, area by area the 
product, Medicare administration, varies as to its content unlike 
a finite product such as a rifle. This fact alone would indicate 
that fixed-price bidding will not work. In addition, Medicare 
administration is even more difficult to define in consideration 
of continuing legislative changes and the changing demands of 
HCFA through revision after revision of carrier manuals, by which 
the contractor must operate. 
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Certainly, not to be overlooked is the cost of constantly 
changing contractors. In addition to the money involved in the 
transitional costs of changing contractors, there is a disruption 
of service to beneficiaries and providers and the danger of over- 
payment of program dollars from the trust funds. 

We hope that HCFA will abandon its experiments in competitive 
fixed-price contracting. Proper management of the cost contracting 
process can, and does, provide incentives to innovate, to process 
claims timely on a quality basis, and effectively control program 
costs. 

Again, we appreciate the opportunity to review Qhe draft 
report, and we support its conclusions. 

PMH/jfd 

*U.S. GO”ERNMENT PRINTlNG OFFICE: 1981-O-?61-843/837 

(106183) 
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