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CHAPTER 1 

INTRODUCTION 

The Medicare program was established by the Social Ser 
currty Amendments of 1965 (42 U.S.C. 1395) enacted on 
July 30, 1965. This program, which became effective on 
July 1, 1966, provides two basic forms of protection against 
the costs of health care for eligrble persons aged 65 and 
over. 

One form of protection, designated as Hospital Insurance 
Benefits for the Aged (part A), covers inpatient hospital 
services and post-hospital care in extended-care facilities 
and in the patientsq home. Part A benefits are financed by 
special social security taxes collected from employees, em- 
ployers, and self-employed persons. Over 20 million people 
have part A coverage. During fiscal years 1967 through 
1971, benefit payments under part A amounted to about 
$21.1 billion, of which about $19.5 brlllon was for inpatient 
hospital services. 

Under part A, the beneficiary is responsible for paying 
$68 for the first 60 days of inpatient hospital services 
(the deductible), coinsurance of $17 a day for the 61st 
through the 90th days, and $34 a day for the 91st through the 
150th days if he elects to use his 60-day lifetime reserve of 
hospital benefits. 

A second form of protection, designated as Supplementary 
Medical Insurance Benefits for the Aged (part B), 1s a volun- 
tary program and covers (1) physicransq services, including 
physicians employed by or compensated through hospitals, and 
(2) a number of other medical and health benefits, including 
outpatient hospztal services and certain home health care. 
Part B is financed by premiums collected from each eligible 
beneficiary electing to be covered by the program and by 
matching amounts appropriated from the general revenues of 
the Federal Government. Over 19 million people have part B 
coverage. During fiscal years 1967 through 1971, benefit 
payments under part B amounted to about $7.7 billion, of 
which about 90 percent was for physicransq services. 
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Under part B, usually the beneficiary is responsrble 
for paying the first $50 for covered medical services in 
each year (the deductible) and Medicare pays 80 percent of 
the reasonable charges for covered services in excess of 
$50 in each year with the beneficiary responsible for the 
remainrng 20 percent (coinsurance). 

USE OF INTERMEDIARIES AND CARRIERS 

To help admznlster Medicare benefits, the Congress au- 
thorized the Secretary of the Department of Health, Educa- 
tion, and Welfare (HEW), to contract with public agencies or 
private organlzatlons to pay physicians, hospitals, and 
other institutions for services provided to eligible benefl- 
ciaries. 

Intermediaries 

The organizations that usually make payments to hospi- 
tals and other snstltutional providers of medical services 
under parts A and B are called fiscal intermediaries. 

These fiscal intermediaries, nominated by the providers, 
are responsible for 

--paying the providers, at least monthly, on an 
estimated-cost basis for covered services furnished 
to Medicare beneficiaries, 

--consulting with provrders to develop accounting pro- 
cedures which will insure that the hospitals receive 
equitable payment under the Medicare program, 

--communicating to providers information or lnstruc- 
tions furnished by the Secretary of HEW and serving 
as a channel of communication from the provider to 
the Secretary, 

--making the necessary audits of the records of the 
providers to insure proper payment, and 

--making final annual determinations, usually on the 
basrs of audits, of the amounts of payments to be 
made. 
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Intermediaries are reimbursed by the Social Security 
Administration (SSA) for administrative costs incurred in 
performing these various functions. During fiscal years 
1967 through 1971, the Intermediaries' administrative costs 
to Medicare amounted to about $363 mllllon, of which about 
27 percent was for auditing the records of hospitals and 
other institutional providers of service. 

The principal Medicare fiscal intermediary is the Blue 
Cross Association (BCA), which has subcontracted most of its 
mtermedlary functrons to 74 indlvldual Blue Cross plans 
throughout the United States. At December 31, 1971, BCA was 
the intermediary for about 91 percent of about 6,750 hospl- 
tals participating in the Medicare program. Other partici- 
pating hospitals deal directly with SSA or with nine other 
intermediaries. 

Carriers 

The organizations under contrast to HEW to make benefit 
payments for physicians' services are called carriers. Such 
payments are generally made to the patient or to the physi- 
cian under the patient's assignment of his right to reim 
bursement. Under certain circumstances, which are discussed 
in more detail in chapter 3, carriers can make Medicare pay- 
ments directly to hospitals for services furnished by physi- 
cians to individual patients when the physicians are employed 
by or compensated through the hospital. 

SSA selected the carriers and at December 31, 1971, had 
contracts with 47 carriers to make physician payments in 
specific geographical areas of the country.1 These carriers 
insluded 32 Blue Shield organizations, 14 private insurance 
companies, and one State agency. During fiscal years 1967 
through 1971, the carriers' administrative costs for Medi- 
care amounted to about $576 million. 

1 The Travelers Insurance Company, operating under a contract 
with the Railroad Retirement Board, acts as the nationwide 
part B carrier for railroad-related beneficiaries and, ac- 
cordingly, administers a small portion of the part B Medi- 
care program in the same geographical areas covered by the 
SSA carriers. 
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METJ3ODS OF PAYMENTS TO HOSPITALS 

Under Medicare,payments to hospitals for inpatient serv- 
ices and for outpatient services are to be made on the basis 
of the reasonable costs of such services. The act authorizes 
the Secretary of HEW to prescrrbe regulations establrshlng 
the method or methods to be used In determining reasonable 
costs and states that such regulations should provide for 
making suitable retroactive corrective adJustment when, for 
any accountrng period, the aggregate reimbursement to a hos- 
pital proved to be either inadequate or excessive. 

In implementing these requirements, HEW issued regula- 
tions which established the principles and procedures to be 
used by hospitals and fiscal intermedlarles in determining 
reasonable costs. HEW intended that these principles and 
procedures recognize all necessary and proper costs incurred 
by hospitals in furnishing services to Medicare patients and 
exclude any costs of providing care to non-Medicare patients, 

Hospitals are paid on the basis of their estimated 
cozts during the year. These "interim payments" are Intended 
to approximate, as nearly as possible, the actual costs in 
order to minimize the amounts of the retroactive adJustments 
at final settlement. 

c The principal document used in the settlement process 
is the Medicare cost-report submitted by a hospital. This 
report form was developed by SSA in consultation with hospi- 
tal and lntermedlary groups and was designed to show what 
portion of a hospital's total allowable cost was applicable 
to covered services provided to Medicare beneficiaries. 

To facilitate the settlement process, SSA instructions 
require hospitals to submit these annual cost reports cover- 
ing 12-month periods of operations to the intermediaries. 
During the first year of the program--the first reporting 
period-- the hospitals could submit reports covering the pe- 
riod July 1, 1966, to the end of their accounting years, if 
such reports covered at least 6 months. 

A hospital could select any 12-month period for Medi- 
car; cost-reporting purposes. SSA instructions originally 
required cost reports to be submitted to the intermediary * 
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wlthln 90 days1 after the end of the hospital's reporting 
period. 

Under part B of Medicare , payments for physicians' 
servlces to lndlvldual Medlcare patients are generally made 
on the basis of "reasonable charges." Depending on the 
method of billing a hospital elects, Medicare payments to 
hospitals for physlclans' servzces may be made either by the 
Interrnedlary-- in the case of radlology and pathology serv- 
ices --or by the carrier. As discussed in chapter 3, when 
the intermediary paid for such services, the payments were 
included with the interim payments for other services made 
by the intermediary and were subJect to the settlement proc- 
ess. When the carrier paid the hospitals for physicians' 
services under part B, however, these payments were not in- 
cluded in the settlement process. 

1 In August 1970, SSA extended the due dates for the submls- 
slon of cost reports to 120 days after the close of the 
hospitals" reporting periods for those hospitals electing 
to submit cost reports certified as accurate by their lnde- 
pendent auditors. 
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PREPARATION OF COST REPORTS 

Although HEW regulations offered the hospitals several 
alternatives In arrlvrng at the amounts to be clarmed for 
reimbursement, the preparation of a cost report essentially 
consists of four steps, as follows' 

--Determrnation of allowable costs. Direct and rndlrect 
costs which are reasonable and necessary for provrdlng 
patient care are allowable for Medacare rermbursement 
purposes. Certain speclflc costs, however, are un- 
allowable, such as (1) bad debts applicable to non- 
Medicare patrents, (2) fund-raisrng expenses, 
(3) costs of actrvltles unrelated to patlent care, 
such as research, cafeterias, and gift shops, and 
(4) costs of personal convenience Items, such as 
telephone, radio, and televrsron services. 

--Allocation of allowable costs to revenue-producing 
aativltles. After a hospital has determined its total 
allowable costs It must allocate these costs to ac- 
tlvltaes or services for which It makes charges, This 
process, commonly referred to as cost flndlng, involves 
al'locatlng the costs of non-revenue-producing actlv- 
itles or departments (e.g., admlnlstratlon, laundry, 
and housekeeping) to those actlvitles or departments 
which produce revenue (e.g., operating rooms, phar- 
macies, laboratories, and routrne dally services). 

--Apportionment of allowable costs between Medscare and 
non-Medlcare patients. When the hospital has allo- 
cated Its allowable costs to Its revenue-producing 
actlvlties, It apportions these costs to the Medlcare 
program on the basis of charges applicable to Medl- 
care patrents. For example3 If 40 percent of the 
charges of a hospital's X-ray department was applr- 
cable to the X-ray services provided to Medlcare 
beneflclarles, then 40 percent of the allowable costs 
allocated to the X-ray department would be apportioned 
to the Medicare program for reimbursement purposes. 
Although the HEW regulations have offered a number of 
alternatlves for making such apportionments, the use 
of charges as the basis for apportlonlng costs 
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represents a prrnclpal feature of the Medicare reim- 
bursement system. 

--Consideration of amounts received or due from the 
patients and the intermediary. After the hospital 
has apportioned its allowable costs to the Medicare 
program, st must then consider the deductible and 
coinsurance amounts p&id or payable by the Medicare 
patients and the interim payments received or due from 
the intermediary for the services provided to Medicare 
patients during the hospital's reporting period. The 
difference between the allowable costs and the sum of 
the payments received or due from the patients and 
the intermediary represents the amount of the final 
adjustment due to, O-P from, the Medicare program. 

STATUS OF SETTLEM@NTS WITH HOSPITALS 

At December 31, 1971, the Medicare program had been in 
effect for 5-l/2 years, therefore, Medlcare had completed 
five reportang periods. For the first reporting period under 
the program-- hosprtals with fiscal years ended on or before 
June 30, 1967--about 96 percent of the hospitals had made 
final settlement with the intermediaries or SSA. For the 
second reporting period about 89 percent had made final set- 
tlements, and for the third reporting period about 80 per- 
cent had made final settlements. Overall, there were about 
2,500 unsettled hospital cost' reports applicable to the 
first 3 years of the program.1 For the fourth reporting 
period about 63 percent of the hosptials had made final set- 
tlements, and for the fifth reporting period about 28 per- 
cent had made final settlements. 

1 In June 1971, CA0 issued a report to the Congress entitled 
"Lengthy Delays in Settling the Costs of Health Services 
Furnished Under Medicaretq (B-164031(4)), which discussed 
the causes of the delays in every step of the settlement 
process, from the preparation of cost reports by hospitals 
through the audit of cost reports by xntermediaries to the 
final settlement or agreement with the hospitals concerning 
their &tual and reasonable Medicare costs to be reimbursed, 



PRIOR REPORTS TO HEW ON 
QUESTIONABLE REIMEWRSEMENTS 

As part of our reviews of the activities of interme- 
diaries under their contracts with HEW, we examined in de- 
tail the audits and, where applicable, the settlements of 
Medicare cost reports at 14 hospitals in five States. The 
reviews involved five Blue Cross Plans--intermediaries oper- 
ating under subcontracts with BCA--servicing about 880 hospi- 
tals in Georgia, Massachusetts, New York, Ohio, and Texas. 

The lntermedlaries' audits and related settlements per- 
tained to the first, second, or third reporting periods under 
Medicare. The cost reports at 11 hospitals were audlted, and 
settlements were made by the Intermediaries in 1968, 1969, 
and 1970, The cost reports for the other three hospitals had 
been audited but not settled at the time of our fieldwork. 

In total, about $20 million in Medlcare costs were 
claimed by the 14 hosprtals for the reporting periods in- 
volved and costs of about $19.8 million were allowed by the 
intermedlarres as a result of their audits. 

We questioned whether net payments of $447,000 to 12 of 
the hospitals, as allowed by the intermediaries' audits, 
should have been made by the Medicare program. The problems 
leading to these questionable payments are detailed in chap- 
ter 2. We questioned also the charges to Medicare for the 
services of hospital-based physicians at five of the 14 hos- 
pitals which, we estimate, were about $175,300 in excess of 
the hospitals' reimbursable costs for such services. These 
questionable payments are discussed in chapter 3. 

Cur findings relating to the 14 hospitals were com- 
municated to HEW, the Intermediaries, and the hospitals at 
various times between November 1969 and March 1971 with our 
recommendations that the cost reports be adjusted, where 
appropriate, and the resulting overpayments be recovered. 

We considered the replies of SSA and the intermediaries 
in preparing this overall report. In general, SSA either 
concurred in our reeommendatlons or stated that it would ex- 
amine further into the payments questioned by us. 
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CHAPTER 2 

DETERMINING ALLOWABLE MEDICARE COSTS r 

RKCMBURSABLE BY INTERMEDIARIES 
. 

Our examlnstlon of the 1ntermedlarle.s audits and, 
where applrcable, the related settlements at 14 hospitals 
for the cost of services furnlshed to Medlcare patients in- 
dfcated that the lntermedlarles had made net overpayments to 
12 hospitals of about $447,000 The net overpayments re- 
sulted from total overcharges of about $560,600 by the 
12 hospitals and total undercharges of about $113,600 by eight 
of the 12 hospitals These erroneous charges resulted prl- 
marlly because. 

--Certain costs were charged to the Medicare program 
which were not allowed by the MedIcare law and/or re- 
lated HEW regulations. 

--Although required by HEW regulatrons and lnstructlons, 
nonpatient revenues and other moneys received by the 
hospitals were not offset against allowable costs. 

--The hospitals did not claim reimbursement for all 
their allowable costs. 

--The hospitals overallocated or underallocated costs 
of certain actlvltles to those hospital services for 
which Medicare pays a greater share of costs. 

--Data used In computing Medicare's share of hospital 
costs and/or settlements was incomplete or contaLned 
errors. 

Also about 30 percent of the Medicare program's bad 
debts tested by us at 19 hospitals (Including six of the 
14 revlewed In detail) in three States should have been 
paid by the States under their Medlcard or Old Age Assls- 
tance programs rather than by Medicare 

We recognize that, because of budget and staffing llml- 
tatlons, It may not have been practicable for the 
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lntermedlarles to have explored certain cost-rermbursement 
matters to the same extent as was done 1.n our reviews at 
selected hospitals Our reviews were made In conslderable 
detail to ldentlfy problems which would require the partlc- 
ular attention of SSA and the rntermedlarles to insure that 
Medicare payments wetre being made in accordance with the law 
and regulations. 

Because our rcvlews were directed to the larger hosb 
pl-tals (1 e , hosprtals wkth 100 or more beds), the relm- 
bursement problems ldentrfled might not be representative 
for a13 hospitals partxclpatlng In MedIcare. Hospitals 
with 100 or more beds represent less than half the number of 
hospitals partrclpatrng In Medlcare, but they accounted for 
abou't 80 percent of the $4 5 bllllon In Medicare payments 
made to hospitals In fiscal year 1970 Therefore, we be- 
lieve that the reimbursement problems dlscussed in this re- 
pdrt could have a c;rgnlflcant effect on the overall Medscare 
progkam. 

In relmburslng hospitals lt 1s Important, we belreve, 
that rntermedlarles neither overpay nor underpay these in- 
stitut1ons To ald rn achlevlng this ob-jec-kve we have sum- 
marized below the problems which, we belleve, warrant par- 
ticular attention In the Medlcare audit and settlement proc- 
esses 
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INTERMEDIARY PAYMENTS TO HOSPITALS 
INCLUDED NONALLOWABLE COSTS 

Ten hosprtals charged Medicare about $238,540 for cer- 
tain hosprtal costs not allowable under the Medicare law 
and/or related HEW regulations. 

Hosprtals may provide or arrange for services not cov- 
ered under the hospital insurance (part A) portion of Medl- 
care. Included are (1) physicians' services to individual 
patients, which are covered under part B, and (2) prlvate- 
duty nurses and such personal convenience items as televi- 
sion and telephone services, which are not covered at all. 
Also hospitals may engage In research and educational or 
commercial activltles not directly related to the care of 
Medicare patients and, therefore, not chargeable to the pro- 
gram, 

The allowability of hospital costs under the Medrcare 
law and HEW regulataons can involve differences of interpre- 
tations. In our opinion, the overcharges resulted prince- 
pally because the hospitals experienced difficulties in 
ldentlfying the costs of services and activities not covered 
under the program and because the IntermedlarLes had not de- 
veloped sufficrent information during their audits so that 
they or SSA could have made informed Judgments as to the al- 
lowabrlity of such costs. 

Examples of our findings illustrating this problem are 
discussed below, 

Costs of unidentified research 

At one hospital the intermediary allowed physicians' 
salaries of $286,100 which the hospital had allocated to re- 
search on the basis of physicians' time reports, Medicare's 
share of the cost was about $84,500, 

The reports of the House Committee on Ways and Means 
and of the Senate Committee on Finance which accompanied the 
bill that became the Medicare law stated that a hospital's 
expenses for medical research, over and above the costs 
closely related to normal patient care, would not be paid by 
Medicare because available research funds were generally am- 
ple to support rmportant basic research. Therefore, HEW's 



reimbursement regulatrons do not allow hospstals to charge 
Medicare for research costs, over and above usual patlent 
care. SSA xnstructions describe usual patient care as those 
items and services (routxne and ancxblary) ordxnarxly pro- 
vided by hosprtals in the treatment of patients under the 
supervlslon of physicrans. 

"SSA instructrons provide that costs of research In- 
volving Medicare patJents may be allowed only if records are 
malntanned identifying patients in the research projects, 
patient charges, and other statistical data necessary for 
alloeatlng and apportroning the costs. The hospital had not 
kept such records 

The intermediary had allowed the hospital's allocation 
of the physicians' salaries to research as a reimbursable 
part A cost because the hosprtal had manntalned that the time 
charged by physicians to research should have been charged 
to%other activities, such as administration, which were al- 
lowable costs under part A of Medrcare. 

1 4 / 
The H& Audit Agency had completed an audit of HEW re- 

search and trasnlng grants at this hospital about 1 month be- 
fore the intermediary started its Medicare audit. The inter- 
medlary, however, did not ask for the HEN audit report or 
working papers. The intermediary apparently was not aware 
that Its conclusions in allowing the research charges were 
not consistent with those of the HE37 Audit Agency. 

These same allocations of the physlclans' salaries had 
been given to the HEN auditors by the hospital and had been 
used by them in evaluating the reasonableness of the hospi- 
tal's charges of Indirect costs to the HEW research and 
training grants, On the basis of their evaluation, the HEW 
auditors considered that the $286,100 in physxcians' salaries 
represented the costs of hospital-supported direct research 
and concluded that it was not reimbursable under the HEN 
grants. 

Private-duty nursrnq 

The Medicare legislation provides that the hospital in- 
surance (part A) portion of the program cover inpatient costs 
related to patient care; however, certain patient-care cost5, 

i/ 
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