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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 * 

8 



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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such as prsvate rooms which are not medlcally necessary and 
private-duty nursing, are not covered by the program. One 
hospital was overpaid $74,400 because the intermediary al- 
lowed the hospital that portion of Its cost of furnlshmg 
private-duty nursrng which had not been recovered from pa- 
tients. 

According to hospital officials, the hospital obtained 
special-duty nurses from local nurse registries to care for 
crltically ill patients when their attending physicians con- 
sidered such care to be medically necessary. The officials 
stated that these nurses were not part of the regular hospl- 
tal staff but were obtained on an as-needed basis by the 
hospital for speclflc patients and were considered to be a 
necessary supplement to the full-time staff. 

The hospital initially did not consider these nursing 
services to be covered by Medicare and billed the patients 
for the serv1ces.l The mntermedrary's auditors, however, 
were of the opinion that the costs should be allowed be- 
cause the nurses were hrred by the hospital, and SSA in- 
structions defined a private-duty nurse as one hired by the 
patlent or his family. 

The local Blue Cross plan requested a ruling from BCA. 
The planls request, however, contained erroneous information 
in stating that no additional charges had been made to pa- 
tients for the private-nursing care. On the basis of incor- 
rect information in the request, BCA's opinion was that the 
costs of these nursing services were allowable under Medl- 
care. Therefore $360,200 of the hospital's unrecovered 
costs for private-duty nursing were included in allowable 
costs, resulting in a $74,400 increase in Medicare payments 
to the hospital. 

At our request, an SSA official reviewed the details of 
the above case and informed us that the nursing services re- 
ferred to came within the exclusion of private-duty nurses 
as stated In section 1861(b)(5) of the Social Security Act. 
He stated further that: 

'According to the hospital's agreement with HEN, it could 
not charge Medicare patients for covered services, except 
the deductible and coinsurance amounts. 
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'The general policy Involved 1s that the exclu- 
sion relates to the services of nurses who are 
not employees of the institution and whose serv- 
ices do not, generally speaking, represent a 
cost to the mstitution. This principle applies 
in situations *** where the hospital arranges to 
get the services of a nurse for a particular pa- 
tient, pays the nurse, and charges the patient 
for the service. The princrple applies even 
where the hosprtal fails to recover the full 
amount it had to pay the nurse**." 

In explalnlng the rationale for the statutory exclusron 
of prrvate-duty nursing from Medrcare coverage, the SSA of- 
facial pointed out that, if Medicare pard for private-duty 
nursing, physlclans mrght find it dlfflcult to resist pres- 
sures, from the patients and their familres and from hospl- 
tal and nursing adrmnistrators anxious to reduce their nurs- 
mng workload, to authorize private-duty nursing care in 
cases where It was not medically necessary. 

Physrcians' services payable 
under part B of Medicare 

At three hospitals, we noted problems in handling the 
exclusion from part A hospital costs of the portion of phy- 
sicians' compensation applicable to services to rndlvidual 
patients. Such services to Medicare patients are covered 
under part B and, m some instances, have been billed to 
part B by the physicians or the hospitals. As a result, al- 
lowable part A costs were overstated by about $56,700. 

One hosprtal charged part A for a portion of the sala- 
rles pald to certain staff physicrans for servrces to indl- 
vldual patients. A hospstal official stated that the hospr- 
tal had made the charge to part A because It had not bllled 
the part B carrier for the professional services provrded 
by these physlcrans to Medrcare patients, These costs were 
not drsallowed during the lntermedrary's audit. 

We learned, however, from a number of these staff phy- 
slcians that, in addltlon to receiving salary payments for 
services to patients, they had bllled part B of Medicare, 



as well as other Insurers and individuals, for their profes- 
saonal servxes to hosprtal patnents, In accordance with our 
suggestion, the hosprtal and the intermediary agreed to elim- 
lnate these charges for physicians* servxes to patients from 
the costs charged under part A. 

At another hosprtal, certain fringe benefit costs appli- 
cable to the part B services of its salarned staff radlolo- 
gists were paid by the Intermediary under part A. Under cer- 
taln circumstances this treatment of fringe benefit costs is 
permrtted by SSA instructions and, therefore, has not been 
questloned by the intermediary. We noted, however, that the 
hospztal had previously included both the salaries and the 
fringe benefit costs in developing the part B charges for 
the radiologists" services (see p, 32) which, In effect, re- 
sulted In Medicare's paying twice for the same fringe bene- 
fit costs. 

After we brought this situation to their attention, SSA 
and the Intermediary agreed to inquire further into the Med- 
icare reimbursements to the hospital, to insure that the pay- 
ments made under both parts A and B of the program were cor- 
rect. 
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HOSPITALS OVERCHARGED OR TJNDERCHARGED 
FOR CERTAIN ALLOWABLE COSTS 

At SLX hospitals &d&care was overcharged a total of 
$30,840, and at four hospitals Medrcare was undercharged a 
total of $22,760 for certain costs that were allowable under 
the HEW reimbursement regulations. The overcharges resulted 
from problems in Identifying the offsets against allowable 
costs for nonpatient revenues and other moneys received by 
hospitals, as requrred by HEW regulations and related in- 
structions. The undercharges were apparently caused by 
oversights and computation errors by hospitals or rnterme- 
diaries. These problems are summarized below. 

Medlcare current financing payments not 
considered in computing interest expenses 

Three hospitals overcharged &dlcare for the Interest 
expenses on their current Indebtedness. The interest ex- 
penses were overstated because Medicare current financing 
payments1 to the hospitals were not consldered as offsets in 
determining the allowable interest expenses claimed on work- 
ing capital loans, although such consideration was required 
by SSA instructions. 

Sinking fund income not deducted 

Interest expense on a long-term bonded debt claimed 
by one hospital should have been offset by interest income 
earned by the bond's sinking fund. Because the interest 
income was not deducted in determining net allowable expense, 
Medicare was overcharged, 

1 In addltron to the basic procedure for intermediaries' pay- 
ing hosprtals on an estimated cost basis (interim payments), 
current financing is available to hosprtals to cover the 
cost of hospital services from the time the hospital pro- 
vides the service to the time the intermediary makes Its 
interim payment--up to 30 days. SSA procedures require 
that interest expense on current indebtedness be adJusted 
to accomodate the effect of current financing payments. 
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Restricted donations were not 
deducted from allowable costs 

HEW's Medicare regulations provide that grants, gifts, 
and income from endowment funds designated by a donor for 
paying specific operating costs should be deducted from the 
particular operating cost or group of costs claimed for re- 
imbursement. HEW regulations give the following reason for 
this cost principle, 

"Donor-restricted funds which are designated for 
paying certain hospital operating expenses should 
apply and serve to reduce these costs or group of 
costs and benefit all patients who use services 
covered by the donatron. If such costs are not 
reduced, the provider would secure reimbursement 
for the same expense twice, it would be reimbursed 
through the donor-restricted contributions as well 
as from patients and third-party payers including 
the title XVIII health insurance program." [Medi- 
care part A.] 

One hospital covered by our review was reimbursed by 
the State for the net costs of operating alcoholism and 
venereal disease clinics. The hospital, however, did not 
reduce the cost of ats outpatient clinics by these amounts, 
and, as a result, the costs charged to Medicare were over- 
stated. The intermediary's auditors advised us that it was 
an oversight on their part and that the income should have 
been used to reduce the operating costs of the clinics. 

We noted also that, at the same hospital, the costs 
charged to Medicare were overstated because certain income 
from donor-restricted funds, which was used for the purpose 
of training nurses, was not deducted from nursing-school 
costs. 

Cafeteria revenues not deducted 

The dietary department of one hospital operated a cafe- 
teria for its employees and the public. Under I-EM regulations 
the expenses attributable to the cafeteria operation, in- 
cluding indirect costs, should have been excluded from the 
allowable costs of providing care to patients. 
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The hospital's cost report showed that dxrect costs of 
operating the cafeteria had been excluded from Medicare costs 
but the indlrect costs had not. Under the accounting proce- 
dures used by the hospital, these indirect costs could not 
be readily Identified. Under these circumstances, SSA in- 
structlons provide that the revenues received from cafeteria 
operations should be used to reduce allowable dietary costs. 

Hospitals undercharped for 
certain allowable costs 

Four hospitals did not claim all the costs permitted 
by HEW regulations or made computation errors on thesr cost 
reports that resulted in understatements of certarn allowable 
costs amounting to $22,760. 

For example, a city-owned hospital did not include in 
its cost report the interest expense paid by the city on 
certain hospital construction bonds. The expense was allow- 
able under HEW's regulations and the intermediary advised US 
that it would adJust the hospital's claim to include these 
costs. 

At another hospital,certain overhead costs applicable 
to non-patlent-care actlvitles were handled in the lnterh 
mediary's audit In such a manner that they were deducted 
from allowable costs twice. We referred this understatement 
of reimbursable costs to the intermediary for appropriate 
adJustment. 

ALLOCATIONS OF COSTS WEXE INCORRECT 

Under the various methods avaxlable to hospitals for 
determining the part of costs chargeable to Medlcare, we 
found that, at the hospitals reviewed, generally from 20 to 
35 percent of the hospitals' inpatient costs and from 1 to 
10 percent of the hospitals' outpatient costs were charged 
to the.Medlcare program. Costs of nursery operations1 and 
non-patient-care activities may not be charged to Medicare. 

1 Under a temporary apportionment method authorized by HEW for 
hospital reporting periods ended before January 1, 1969, the 
costs of nursery operations could be included in the costs 
to be apportioned to the Medicare program. 
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Because Hedlcare pays a larger share of the hospitals' 
costs for inpatlent servLces, incorrect allocations of hospl- 
tal costs to those services --instead of to outpatient and 
other services--resulted In net overcharges of $135,980 
(overcharges of $141,020 less undercharges of $5,040) to the 
Medlcare program at 12 hospitals. Examples of Incorrect 
allocations follow. 

--Frve hosprtals used Inaccurate space (square footage) 
figures to allocate such costs as deprecaatron, plant 
maintenance, p an 1 t operation, and housekeeping. At 
four of these hospitals, the errors resulted In costs 
being overallocated to those departments or actlvrtles 
for which Nedrcare pald a greater percentage of costs; 
at the fifth hospital, errors resulted In the costs 
being underallocated. 

--Six hospitals allocated costs entirely to InpatIent 
servrces when they should have been allocated to both 
lnpatrent and outpatrent servrces. For example, one 
of the SLX hosprtals was overpaid because all nursing 
supervrsron and admrnistratlon costs were allocated to 
routine lnpatlent services, although 37 percent of 
the nurses were assigned to other departments or 
actlvltres for which Medlcare was charged a lesser 
share of costs. At this hospital, the Medicare pro- 
gram was charged about 25 percent of the inpatient 
costs, about 10 percent of the outpatient costs, and 
none of the nursery costs. 

--MedIcare's share of hospital costs was overstated 
because two hospitals did not equrtably allocate to 
gift shops and other concession areas such expenses 
as depreclatlon, admrnlstratlve and general, opera- 
tlon of plant, and housekeeping. The hospitals did 
not recerve any incomes from the operatron of gift 
shops and other concessron areas, SSA had instructed 
Its Intermedlarles, as early as December 1967, that, 
when no income from operations was received by the 
hospital to offset operating expenses, general ex- 
penses should be allocated to the concession areas 
and must be excluded In determlnrng the costs charge- 
able to the Medicare program. 
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INCOMPLETE OR ERRONEOUS DATA WAS USED 

Incomplete or erroneous data, involving three of the 
five intermediaries, was used in computing Medicare's share 
of hospital costs and/or in computing cost settlements for 
seven of the 14 hosprtals. As a result, Medicare made net 
overpayments of about $64,200, for overcharges of $150,000 
and undercharges of $85,800. 

The incomplete and erronous data was principally due to 

--errors in the computer programs used by an inter- 
mediary to acpumulate hospitals' Medicare charge and 
payment data and 

--hospitals' and intermediaries' failure to consider the 
most up-to-date data available at the tune of the 
audits and settlements. 

Examples of incomplete or erroneous data being used 
follow. 

Audit adlustments 

Two hospitals were overpaid because required adJustments 
to cost statements which were noted by the intermediary's 
auditors were not furnished to the hospitals for incorporation 
into their revised cost statements. The auditors informed 
us that adJustments were not included because of oversights. 

Interim payments, deductibles, 
and coinsurance amounts 

After the total hospital cost applicable to Medicare 
patients is computed, the amount due to the hospital from 
the Medicare program must be reduced by (1) the amounts paid 
or payable by Medicare patients under the deductible and 
coinsurance provisions and (2) the amount of interim pay- 
ments received or due from the intermediary. 

Errors in these items --which we noted at five hospitals-- 
affected the determinations of the amounts of the hospitals' 
final cost settlements. For example, because of an mter- 
mediary's computer error at one hospital the amount payable 
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by Medicare patients for their deductibles was understated. 
The net effect was that Medicare was overcharged $26,560. 

Overstatement or understatement of 
hospital charges and inpatient days 

Medicare's share of the various hospital costs is com- 
puted on the basrs of (1) the ratio of Medicare inpatient 
days to total inpatient days or (2) the ratio of Medicare 
charges to total charges for the various hospital services. 
At six hospitals we noted errors in either the Medicare or 
the total inpatient days or charges, resulting in Medicare 
being charged an incorrect share of hospital costs, 

For example, at one hospital a manually prepared list 
of Medicare patient charges did not agree with a computer 
printout because the printout did not include bills in 
process. Instead of reconciling the two listings to deter- 
mine what charges and what hospital activities were in- 
volved, the hospital used the larger dollar amount shown on 
the manual listing and allocated this amount to the various 
activities on the basis of the ratio of charges shown on the 
incomplete computer printout. As a result, the hospital 
undercharged Medicare by about $8,400. 

MEDICARE PAID FOR BAD DEBTS PAYABLE BY STATES 

Under title XIX of the Social Security Act--commonly 
referred to as Medicaid1 --the States may pay the Medicare 
deductible and coinsurance amounts for inpatient hospital 
services for those Medicare patients also eligible for cer- 
tain benefits under Medicaid. Also, when the States had not 
yet adopted a Medicaid program but were operating under title 
I of the Social Security Act (Old Age Assistance and Medical 
Assistance for the Aged), the States might have paid the 

1 The Medicaid program, enacted in July 1965, 1s a grant-in- 
aad program under which the Federal Government pays from 
50 to 83 percent --depending upon the per capita income in 
each State--of the costs incurred by the States in providing 
medical assistance to persons unable to pay for such care. 
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MedIcare deductible and coinsurance amounts for certain el- 
igible beneficiaries. When a State's plan for either of 
these programs covers the Medicare deductible and coinsurance 
amounts, the HEW reimbursement regulations specifically pro- 
hibit hospitals from charging such amounts to Medicare as 
bad debts. 

We examined into Medicare deductible and cobnsurance 
amounts of about $61,000 claimed as bad debts by 19 hospi- 
tals (mcludmg six of the 14 reviewed in detail) in three 
States and allowed by the intermediaries. About $19,000, or 
30 percent, of the bad debts should have been paid by the 
States under their Old Age Assrstance or Medicaid programs 
and not by Medicare. 

Improved bill review procedures, such as screening of 
hospital admissions or screening of patients not paying 
their deductible and coinsurance amounts, are needed to 
enable the intermedzaries and the hospitals to identify those 
patients eligible to have their Medicare deductible and CO- 
insurance amounts paid by the States. 

In commenting on our findings IX a prior report to the 
agency, SSA said it planned to develop improved bill review 
procedures to insure that Medicare deductible and co111sur- 
ante amounts that should be paid by the States under their 
welfare programs were not charged to Medicare as bad debts. 

INTEMDIARY COMMENTS 

BCA, UI letters to SSA dated January 24 and February 16, 
1972, commented on a draft of this report. (See apps. II 
and III.) BCA stated that the incorrect charges identified 
by our reviews resulted because. 

"(a) In some instances, the Medicare Regulations and Man- 
uals were not clear and a judgment decision had to be 
made by the intermediary based upon data available at 
the time. 

l'(b) In other instances, the differences arose because GAO's 
Judgment of what was reasonable in the sltuatlon differed 
from the Intermediary's, 
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I'(c) GAO audit9 were conducted fn substantially more detail 
than Medicare audit requirements contemplated. 

* * J\: * * 

"(d) In some cases there were oversights by the auditors 
and/or the Lntermediaries.'" 
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CHAPTER 3 

CHARGES FOR 

SERVICES OF HOSPITAL-BASED 

RADIOLOGISTS AND PATHOLOGISTS 

Five of the 14 hospitals included in our review charged 
part B of the Medicare program about $175,300 more than their 
costs for the services of radiologists and pathologrsts. 
Because the hosprtals' part B charges for the physicians' 
services were substantially more than the corresponding 
amounts pard by the hospitals to the physicians for such 
servrces, these charges exceeded the amounts intended to be 
allowed by HEW regulations. These excess charges Included 
the deductible and coinsurance amounts payable by the Medl- 
care patients as well as the amounts payable by the carrrers. 

SSA instructions accompanying the cost report forms for 
hosprtals did not require that these forms Include informa- 
tion on amounts received from part B carrrers and from Medi- 
care patients for the professlonal services of radlologlsts 
and pathologrsts. In makrng final settlements, two of the 
five intermediaries did not determine whether the amounts 
received under part B were greater than the related part B 
costs reported by the hosprtals. As a result, the five hos- 
petals received more than their reimbursable Medicare costs. 

BACKGROUND 

The Medicare law establrshed two separate trust funds 
to finance the program. Part A provides hospital Lnsurance 
protectron and has been financed through social seeurrty 
taxes. Part B provides supplementary medlcal insurance, 
which primarily covers payments for the services of physi- 
clans and has been financed by monthly premiums from eligi- 
ble enrollees and matching amounts from the Federal Govern- 
ment. Under the Medicare law, benefit payments for the 
services of physicians (except for hospital residents and 
interns under professionally approved tralnlng programs) 
furnished to indivrdual patients were to be made under part 
B. Such payments are generally made to erther the patient 
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or the physician under the patlent's assignment of his 
right to reimbursement. 

For those physxlans whose practices were largely con- 
flned to or concentrated In hospitals (e.g., radlologlsts 
and pathologists), certain of their services in the hospr- 
tals, such as teachrng, admlnlstratlon, and supervlslon of 
technical personnel, could not be speclflcally related to 
the care of lndlvldual patients. To the extent that the 
cost of such services was borne by the hosprtal, HEW regula- 
tlons provided that reimbursement should be made to the hos- 
pital under part A. Under certain circumstances, discussed 
below, the regulations provide that payment for patient care 
rendered by hospital-based physxlans may be made dxrectly 
to the hospital under part B. 

The HEW regulations provide also that the sum of the 
payments to the hospital under parts A and B for the services 
of hospital-based physlclans should be about equal to the 
amount of the physxlans' compensation allocable to the 
Medicare program. 

HEW regulations required that, when Medicare was billed 
for the services of radrologrsts and pathologists, the hos- 
pitals 

--enter into agreements with these physlclans to for- 
malize whatever financial arrangements existed be- 
tween the hospitals and the physlclans and 

--dlstlnguish the part of these physlclans' compensa- 
tions directly related to patient care (the part B 
professional component) from the portion related to 
the physlclans' services to the institutions (the 
part A hospital component). 

This data was to be submitted to the lntermedlary responsible 
for reviewing and approving the allocations of the physlclan's 
compensataon and for transmlttlng the lnformatlon to the part 
B carrier. 

Before April 1968 the part B professional component was 
billed to the Medicare part B carrier, generally as a 
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percentage of the hospital's charge for a particular service 
on a patient-by-patient basis, For example: 

Assume that a hospital's charge for a chest X-ray was 
$20, lncludlng the taking of the X-ray by a hospital 
technlclan and the lnterpretrng of the X-ray by a 
radlologlst under contract wwlth the hospital. Accordrng 
to the contract the radlologrst was paid 60 percent of 
the charge, or $12. The hospital and Its radlologlsts e 
had agreed, with the lntermedlary@s approval, that one- 
half of the payment to the radlologlst (in this example, 
$6) was'for supesvlslng the X-ray department--relmburs- 
able under part A-- and one-half (again $6) was for the 

i professional service of interpreting the patient's 
X-ray--reimbursable under part B. The billing for part 

i_ B would therefore be 30 percent of the hospital's total 
$20 charge--or $6. Asstilng that the Medlcare patlent's 
deductible had been met, the part B carrier would pay 
the hospital 80 percent of the $6 charge ($4.80) and the 
beneflcrary would be responsible for paying the remaining 
20 percent ($1.20). However, rn the absence of SSA re- 
quirements, neither the $4.80 nor the $1.20 were included 
as Medicare payments received on the hospital's annual 
Medicare cost reports filed with the part A rntermedlary. 

Splitting the Medicare bills for radiology and pathology 
services Into two parts and billing patients for small part 
B deductible and coinsurance amounts created paperwork prob- 
lems for the hospitals. To alleviate these problems, the 
Social Security Amendments of 1967 (81 Stat. 821) authorlzed-- 
effective April 1, 1968--a simpllfled rermbursement method 
whereby there would be no part B deductible and coinsurance 
for radlologists'and pathologists' services to Medicare hos- 
pital inpatients. 

This legrslatlve change, in effect, authorrzed hospl- 
tals--at their optlon and with the authorlzatlon of their 
radlologlsts and pathologists--to use a single bill--comblned- 
billing method-- for both hospital (part A) and physlclans' 
(part B) services. For the hospitals electrng to use the 
combined-bllllng method, the bllllngs are paid by the Inter- 
medrary instead of by the carrier and such payments are in- 
cluded In the hospitals ' Medlcare cost reports and are sub- 
Ject to the same retroactive adJustments on the basrs of the 
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hospitals’ aMuLl allowable costs as other intermediary in- 
terim payments. Further, under the combined-billing method, 
the intermediary would make the adjustments between part A 
and part B funds on an aggregate basis at the end of a hck- 
pitalls reporti period, 
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WHY EXCESSIVE RXCMERJRSEMENTS OCCURRED 

Five hospitals received excessrve part I3 reimbursements 
for the services of radlologrsts and pathologists prince- 
pally because the hospitals did not adhere to HEW regula- 
tions for establishing the part I3 percentages of the hospi- 
tals' radiology and pathology charges. Under the regula- 
tions the part 3 percentages of the charges should be de- 
signed to yield, as nearly as possible, amounts equal to the 
physicians' compensation allocable to their service to in- 
dividual patients. Examples of excessive part B reimburse- 
ments follow. 

1. For the second annual Medicare reporting period, one 
hospital established the part B percentage of the radlology 
charges at a level which allowed the hospital about $92,000, 
or about 72 percent, more than the hospital's costs. 

With the inception of Medicare, the hospital's radi- 
ologists established a separate organization which gradually 
assumed the billing for part B services provided to hospital 
patients by its member radiologists. The hospital, however, 
continued to pay the radiologistst salaries and, rn return, 
their earnings were assigned to the hospital. 

In establishing the part B portion of the radiology 
charges, the hospital estimated that 33-l/3 percent of 
charges would be sufficient to recover the portion of the 
staff radiologists' salaries and other compensation (fringe 
benefits) allocable to direct patient care. In developing 
this percentage the hospital asstmmed that 

--only Medicare patients and a certain category of non- 
Medicare patients would be charged a physician's fee 
for radiology services and 

--no revenues would be generated from another category 
of non-Medicare patients which represented about 34 
percent of the projected radiology workload. 

In actual practice, however, all Medicare and non- 
Medicare patients were routinely billed by the hospital or, 
subsequently, by the billing organization for radiology 
services* Therefore the proposed factor of 33-l/3 percent 
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of charges submitted by the hospital to the intermediary 
for approval was an overstatement, because all patients were 
brlled and were expected to contribute to the amounts nec- 
essary to recover the portion of the staff radiologists' com- 
pensation allocable to direct patient care. 

2. Another hospital, also for the second reporting pe- 
riod, establlshed the part B percentage of the pathology 
charges at a level which allowed the hospital about $16,000, 
or about 79 percent, more than the hospital's costs. 

The pathologists at this hospital were compensated on 
the basis of a guaranteed annual fee and a percentage of the 
net revenues of the pathology department (laboratory). 

The hospltalls rate for billing part B was 20 percent 
of the laboratory charges. Neither the hospital nor the 
intermediary could produce information to support this 20- 
percent rate; however, information applicable to the previous 
reporting period indicated that the part B rate for pathol- 
ogists was the equivalent of about 11 percent of the hospi- 
tal's laboratory charges. 

3. Another hospital, for the first 3 months' of the 
third reporting period, established the part B percentages 
of radiology and pathology charges at levels which allowed 
about $45,700, or about 275 percent, more than the hospital's 
costs of the physicians* services to kkdicare patients. 

At this hospital both radiologists and pathologists 
were compensated on the basis of percentages of charges of 
their respective departments. The hospital's rate for bill- 
ing part B of Medicare for the radiologists" and patholo- 
gists* services during the 3-month period was 41 and 60 per- 
cent of charges, respectively. 

Neither the hospital nor the intermediary could provide 
us with data supporting the rates used. We noted, however, 
that the 41 percent of charges used to bill the carrier 

1 For the last 9 months of the reporting period, the hospl- 
tal used the combined-billing method, and any excess radi- 
ology and pathology charges were adjusted to cost. 
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for the part B servxes of the radiologists was about the 
same as the percentage of charges used to compensate the ra- 
diologlsts for all their services, that is, services covered 
by both part A and part B. The hospital also allocated about 
one=f of this compensation to part A services on nts Medi- 
care cost report, and, as a result,the hospital was paid by 
the intermediary under part A for part of the costs that had 
already been paid by the carrier under part B. 

The 60 percent of charges used to bill the carrier for 
the part B services of the pathologists was about three times 
the percentage (about 20 percent) of charges used to com- 
pensate the pathologists for both part A and part B services. 
Because about 80 percent of t=athologists" compensation 
was charged to part A and paid by the intermediary, the 
part B percentage (20 percent) of the physicians' eompensa- 
tion was the equivalent of 4 percent (20 percent of 20 per- 
cent) of charges, compared with the 60 percent used to bill 
the carrier under part B. 
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CORRECTIVE ACTIONS 

By authorizing the combrned-billrng method for inpa- 
tient hosprtal servrces, effective April 1, 1968, the Con- 
gress took an rmportant step to alleviate a basic cause of 
the problem of excessive reimbursements to hospitals for 
the services of hospital-based physicians. 

In April 1970, BCA instructed its Blue Cross plans to 
adJust hospital cost reports, when there had been no flnal 
settlements, 
physicians' 

for overpayments or underpayments for part B 
services when they resulted principally from 

(1) substantial variances from the estimates of the revenues 
to be realized by the hospital for the physicians' services 
or (2) mathematical errors in calculating the professional 
component percentages, 

SSA advised its intermediaries in August 1971 and its 
carriers in September 1971 that the intermediaries, as part 
of the settlement process, should make retroactive adJust- 
ments of the overpayments or underpayments for part B charges 
of hospital-based physicians, including radiologists and 
pathologists. Such adjustments were to be made when the 
hospital had billed the carrier and when the charges were 
based on the physicians* compensation. These instructions 
provided that adJustments were to be based on accounting 
data maintained by the hospitals and were to be implemented 
for reporting periods starting after June 30, 1971, and for 
any earlier periods in which the need for retroactive adjust- 
ment actions had been Identified. 

*' RMAI&IN~. POTENTIAL PROBLEM AREAS 

The-adoption of the combined-billing method for radrol- 
ogy and pathology services by all hospitals would, in our 
opinion, practically eliminate the problem of excessive 
part B payments because procedures and accounting controls 
to adjust excess payments would be built into the cost re- 
porting and settlement process. When the combined-billing 
method is not used, SSA's August and September 1971 instruc- 
tions should help to clarify the intermediaries' responsibrl- 
itles for making adjustments for excessive payments made to 
hospitals by the SSA carriers. 
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Notwithstanding the corrective actions taken, we be- 
Pieve that the following conditions may present continuing 
problems for SSA and the intermediaries. 

--The combined-billing method was not authorized for 
reporting periods covered by many Medrcare costs 
reports not yet settled. 

--Many hospitals and their radiologists and patholo- 
gists did not elect to use the combined-billing 
method and continued to bill the carrrers for the 
physicians part B professional component, SSA's 
September 1971 instructions did not provide that the 
carriers accumulate pertinent Medicare payment data 
for these institutions to assist the hospitals and 
lntermediarles during the cost reporting and settle- 
ment process. 

Combined-billing method not authorized 
for early reporting periods 

Because the combined-billing method was not in effect 
until April 1, 1968, it was not available to the 6,800 par- 
ticipating hospitals for their first Medicare reporting 
period or for all or part of their second Medicare reporting 
periods. For about 65 percent of the hospitals, it was not 
available for parts of their third Medicare reporting pe- 
riods. 

As of December 31, 1971, about 4 percent of the hospital 
cost reports had not been settled for the first reporting 
period; about 11 percent had not been settled for the second 
reporting period; and about 20 percent had not been settled 
for the third reporting period. We estimate that, overall, 
there were about 2,000 unsettled cost reports applicable to 
periods before the combined-billing method was authorized, 
and In which the potential for excessive part B payments 
should be a matter of particular concern to SSA and inter- 
mediaries before they make settlements. 

Many hospitals elected not to use 
the combined-billing method 

The use of the combined-billing method for radiology 
and pathology services is optional with the hospitals 
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and their physicians. At the time of our review, SSA had 
not compiled reliable data showing how many hospitals had 
elected to use this method.1 The American Hospital Associa- 
tion (AHA), however, made a survey of the billing and finan- 
cial arrangements between hospitals and their radiologists 
and pathologists as of August 1969. 

Data obtained by AHA from the responding hospitals 
showed that about 3,600 short-term hospitals2 billed pa- 
tients for radiologists services and about 4,200 short-term 
hospitals billed patients for pathologists services. About 
1,300 of the hospitals reported listing separately on the 
patients' bills the radiolognsts and pathologists services, 
Although AHA's survey did not establish that the comblned- 
billing method was not used by those hospitals listing the 
professional component separately, we believe that a strong 
correlation exists between these two factors, Our analysis 
of the AHA data indicates that about one-third of the re- 
sponding hospitals which billed for radiologists and pathol- 
ogists services were not using the combined-billing method, 
but, instead, were billing the Medicare carriers separately 
for the part B amounts applicable to these physicians' ser- 
vices. 

According to SSA's August and September 1971 instruc- 
tions for making retroactive adjustments for excessive 
part I3 payments to hospitals by carriers, the intermediary 
is supposed to make such adjustments solely on the basis of 
accounting data maintained by the hospitals. The intermedi- 
aries were instructed to develop forms to be used by their 
hospitals inidentifylng andcalculating incorrect payments for 
hospital-based physicians' services. The carriers were not 
required, however, to accumulate pertinent Medicare charge 
and payment data to assist the hospitals and intermediaries 

53 ew advised us in March 1972 that SSA was compiling data on 
hospitals using combined billing and expected to complete 
It in the near future. (See app. I, p. 57.) 

2 A short-term hospital is described by AHA as a hospital in 
which over 50 percent of all patients admitted have a stay 
of less than 30 days. 
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in determining or verifying the amounts of any overpayments 
or underpayments. Conversely, for those services paid for 
by the intermediaries, pertinent Medicare charge and payment 
data has been accumulated by SSA and, in many Instances, by 
the intermediaries for use by hospitals and intermedraries 
In the cost reporting and settlement process. 

Thus, for hospitals that did not use the combined- 
billing method, the procedures and related accounting con- 
trols for adjusting for overpayments and underpayments would 
not be the same as for hospitals that did use the comblned- 
billing method. We believe that,without such accounting 
controls, intermedlaraes may experience difficulties in lm- 
plementing SSA's August 1971 instructions. 
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HEW AND INTERMEDIARYCOMMENTS 

HEW, in a letter dated March 17, 1972, and BCA, in 
letters dated January 24 and February 16, 1972, gave us 
their comments on a draft of this report 
and III.) 

(See apps I, II, 

HEW stated that: 

--It was always the Intent of the Medicare program 
that charges for professIona services of hospital- 
based physlcxans should generally be designed to 
allow amounts closely related to the physicians' 
compensation 

--When it came to SSA's attention that errors in devef- 
oping part B charge schedules resulted in hospitals' 
recelvlng reimbursement which exceeded actual compen- 
satlon paid to physicians for services, new policy 
instructions were issued for lntermedlarles to make 
appropriate adjustments in their final cost settle- 
ments with the hospatals On the basis of its ex- 
perience, SSA would make the modifications needed to 
carry out retroactive adjustments effectively. 

--In cases where hospitals did not use the comblned- 
billing procedures, SSA's September 1971 instructions 
did not require carriers to provide hospitals and 
intermediaries with pertinent part B charge and pay- 
ment data because of administrative and cost con- 
sideratrons. 

--Except for the larger organizations with sophlstl- 
cated computer systems, carriers usually did not ac- 
cumulate the data necessary for making the retroac- 
tive adjustments during the course of their normal 
operations Requiring intermedraries to obtain this 
data from the hospitals Instead of from the carriers 
has some disadvantages, but the savings in admlnis- 
tratlve costs to the carriers would more than com- 
pensate for these disadvantages 

The lack of carriers' charge and payment data which 
would enable intermediaries to m&e comparisons with 
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corresponding data accumulated by the hospitals could re- 
sult in increases in the intermodlaries' admlnlstratlve 
(audit> costs Therefore, we plan to review the lntermedi- 
aries' experience in implementing SSA's August 1971 lnstruc- 
tions to determine whether the accumulation of part B charge 
and payment data by the carriers should be required to as- 
sist the hospitals and the intermediaries In making the 
proper retroactive adjustments. 

BCA stated that: 

--HEW's regulations and the congressional intent lndi- 
cated clearly that hospital reambursement must be 
limited in accordance with the arrangement between 
the hospital and the physician This principle 
would apply even when the bllllng mechanism for phy- 
SlClanS' services changed. (See example 1 on p. 32 > 

--It agreed wath our conclusion that the adoption of 
the combined-billing method for the services of all 
hospital-based radiologists and pathologists would 
practically eliminate the problem of excessive part B 
reimbursements for hospital-based physicians because 
the majority of such physicians are radiologists and 
pathologists 

--Other hospital-based speclallsts, such as anesthesi- 
ologlsts and physiatrists, perform a signlfncant 
number of services for Medicare patients Permitting 
these physicians to use the combined-brlling method 
would further reduce possible overpayment situations 

--It recommended that combined billing be instituted 
as the sole billing method for all hospltal-based- 
physlclans' services, except, perhaps, psychlatrlc 
outpatlent services. Adopting this recommendation 
would require leglslatlve changes to eliminate the 
deductible and coinsurance requirements on Inpatient 
physician (part B) services, as they are now ellml- 
nated for radLologlsts and pathologists, but the 
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savrngs to the Medrcare program resulting from the 
use of combined bllllng would appear to offset the 
addrtronal cost of paying these deductible and coin- 
surance amounts. 1 

1 BCA made a simrlar recormnendatlon to the Congress in testl- 
fylng before the House Committee on Ways and Means and the 
Senate Commxttee on Finance on the bills (H R 5710 and 
H R. 12080) whrch became the Social Securrty Amendments of 
1967 The bills as enacted into law, however, only eliml- 
nated the part B deductible and coinsurance provisions for 
radiology and pathology services provided to Medicare hos- 
pital rnpatients 
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CONCLUSIONS AND RIXOMMENDATIONS 

CONCLUSIONS 

The overpayments and underpayments identified by our 
reviews do not necessarily mean that the intermediaries or 
their audit subcontractors have made good or bad audits of 
the hospitals' Hedrcare cost reports. Our findings do re- 
flect, however, the complexitres of the present Medicare 
retrospective-cost-reimbursement system, by illustrating the 
variety of ways that incorrect payments to hospitals by both 
intermediaries and carriers have occurred even after the 
payments have been subject to adjustment through an inter- 
medlary audit. 

The process of makrng Medrcare audits at hospitals has 
undergone a signrflcant transrtlon during the frrst 5 years 
of the program. Early In the program SSA took the posltlon 
that it was necessary to make full-scope audits of each 
hospital to insure that these lnstltutrons had adequate 
recordkeeplng systems and had accurately reflected Medicare 
costs rn their reports. Of the intermediary audits of the 
14 hospitals included In our reviews, 11 were classlfred by 
the rntermedlarles as full-scope audits. 

During fiscal year 1970, intermediaries implemented an 
SSA policy of making limlted-scope audits of Medicare cost 
reports. Under this polrcy, the scope of the intermediaries' 
audits at the hospitals was to be determined on the basis 
of (1) an analytical evaluation of the cost reports at the 
intermediaries' offices (desk audrts) to identify, for fur- 
ther examination at the hospitals, such items as apparent 
errors or variations from previous years' experience and 
(2) the intermediaries ' knowledge of possible problems at 
specific hospitals based on their prior experience. In other 
words the limited-scope audits were designed to be "audits 
by exception," involving examinations of specific items on 
a hospital's cost report when the potential for audit ajust- 
ments seemed to be the greatest. 

We believe that, regardless of how the scope of the 
lndlvldual Medlcare hospital audit 1s determlned, there 1s 
a need for: 
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--In-depth reviews, particularly at the larger hospitals, 
of the types of services and activities to establish 
that they are covered by the program and are suffr- 
ciently related to the care of Medicare patients to 
be charged to the program under HEW regulations. 

--Analyses of non-patient-care revenues and other 
moneys received by hospitals to establrsh If--under 
HEW regulations-- such amounts should be offset agaLnst 
allowable costs. 

--Evaluations of the bases for allocating costs between 
mnpatient, outpatient, and non-patient-care active- 
ties to insure that hospitals are not overallocating 
their costs to those activities for which Medicare 
pays the largest share of the costs. 

--Tests of the accuracy and completeness of the statis- 
tical and payment data used in preparing cost reports 
and in computing settlements. 

--Consideration of Medicare payments to hospitals by 
the SSA carriers for the services of hospital-based 
physicians in the intermediaries' audit and settle- 
ment process. 

RECOMMENDATIONS TO THE SECRETARY OF HE37 

We recommend that KEGS require SSA to (1) communicate 
to all intermediaries the problems of hospital reimburse- 
ment discussed in this report and (2) emphasize to all in- 
termediaries the need for the above-cited actions aimed at 
improving their audits to insure that Medicare payments to 
hospitals are in accordance with the law and regulations. 

HEWAND INTERPjfEDI@$YCOM$EZNTS 
AND GAO EVALUATION 

In its March 17, 1972, letter HEW agreed with our first 
recommendation and stated that SSA would notify all inter- 
mediaries of the problems discussed in this report. Such 
action by SSA 1s particularly important because we have been 
finding problems similar to those drscussed in chapter 2 
during our current reviews of cost reimbursements to nursing 
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homes (extended-care facilities) and proprietary-type hospi- 
tals. 

HEW also expressed qualified agreement with our second 
recommendation and stated that SSA would advise all inter- 
mediaries of the importance of consrdering, on a hospital- 
by-hospital basis, the types of in-depth reviews and other 
actions recommended. HEW believed, however, that such ac- 
tions should be undertaken only at those hospitals where 
the Intermediaries' desk audits of the hospitals' cost re- 
ports suggest a need. 

HEW pointed out that (1) it would not be feasible or 
economical to require in-depth reviews, analyses, evalua- 
tions, and tests every year at every hospital and (2) a cost- 
benefit relationship of the potential for audit adJustment 
should be considered rn determining the scope of audit to 
be undertaken. 

In its January 24, 1972, letter to SSA (see app. II>, 
BCA basically agreed with the conclusions contained in this 
report. According to BCA, under procedures currently in 
effect in the Medicare program, the extent of audit required 
is determined on the basis of desk reviews of the cost re- 
port and on the intermediary's knowledge of the hospital's 
operations. BCA believes these procedures are adequate be- 
cause large hospitals receive additional review and audit 
when warranted because of their complexity and the materiality 
of reimbursement involved. 

We do not disagree wath HEW and BCA that it would be in- 
feasible to require in-depth reviews or full-scope audits 
every year at every hosprtal. On the other hand, if some 
of the problems discussed in this report have not been 
identified or resolved by intermediaries after a full-scope 
field audit, it appears unlxkely that such problems would 
be susceptible to identification or resolution by desk 
audits of the hospitals' cost reports. 

At the larger hospitals, where significant amounts of 
Medicare payments are involved, certain detailed audit work 
should be done to establish the proper basis for reimburse- 
ment for the period under audit as well as for future periods. 
For example. 
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--If a hospital provides services not covered by the 
program (see p. 151, the allowability of the related 
costs, once determined by the intermediary m a de- 
tailed review, need not be redetermined every year. 

--If the square-footage figures used to allocate costs 
between inpatient and outpatient activities were 
audited in sufficient detail by the intermediary to 
establish their accuracy (see p. 23), there should 
be no need to perform the same detailed audit steps 
every year unless there were changes in the space 
assigned to the various activities. 

--If the provisions of a donation were reviewed in 
sufficient detail by the intermediary to determine 
whether it should be classified as restricted (see 
p 211, there should be no need to review the provi- 
slons of the same donation every year. 



5 CHAPTER 

PROPOSED LEGISLATIVE CHANGES 

From 1970 to 1972 the Congress has considered various 
leglslatrve changes to the Medicare and Medicaid programs, 
lncludlng leglslataon provldLng for experlmentatlon in- 
volvlng certain fundamental changes to the present retrospec- 
tlve reasonable-cost method of paying hospitals under Medl- 
care. Thns leglslatron would authorize the Secretary of HEW 
to experiment vlth various methods and techniques for pro- 
spectlve reimbursement under both the Medlcare and Medlcard 
programs. 

Prospective reimbursement differs from the present 
method In that a rate of payment 1s set In advance of the 
period for which the rate LS to apply. The advocates of a 
prospective-reimbursement method generally claim that at 
should provide lncentlves for greater efflclency In hospital 
admlnlstratlon because, once the rates were set, the hospl- 
tals would have an lncentlve to deliver the required care In 
a manner that would maxlmlze the differences between actual 
costs and the payments based on prospective rates. If actual 
costs exceeded the payments based on prospective rates, the 
hospital would be required to absorb the losses. 

The Congress recognized, however, that prospectlve- 
reimbursement methods could have certain disadvantages. A 
typical expressron of thrs congressional concern was bn- 
eluded in the May 1971 report of the House Committee on Ways 
and Means (H. Rept. 92-231) accompanying the Social Security 
Amendments of 1971 (H.R, 1) which passed the House of Repre- 
sentatlves on June 22, 1971.l With regard to the subJect of 
prospective relmbursernent, the Committee's report stated: 

"However, y our commIttee IS well aware that in 
conslderlng such a fundamental change an the 
present reimbursement method, possible dls- 
advantages as well as potential advantages must 

1 As of May 1972, H.R. 1 was being considered by the Senate 
Committee on Finance. 
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be taken into account. While It 1s clear for 
example, that prospective rate setting will pro- 
vide incentives for health care institutions to 
keep costs at a level no higher than the rates 
set, it is not clear that the rates set would 
result in government reimbursement at levels 
lower than, or even as low as, that which 
would result under the present retroactive cost 
finding approach. Providers could be expected 
to press for a rate that would cover all costs, 
including research costs and bad debts, as well 
as margins of safety in the prospective rates 
that might result 1n reimbursement--if their 
requests were met-- in excess of the costs that 
would have been reimbursed under the present 
approach. Moreover, any excess of reimbursement 
over costs to voluntary providers would probably 
be used to expand services, and the new level of 
expenditures might be reflected in setting higher 
prospective rates for future years. 

l'Also to be considered 1s the fact that under 
prospective reimbursement it will be necessary 
to take steps to assure that providers do not 
cut back on services necessary to quality care 
in order to keep actual costs down and thus in- 
crease the difference between costs and the 
prospective rate established." 

Under House bill 1 the Secretary would be required to 
submit to the Congress by July 1, 1973, a full report of the 
results of the experiments and an evaluation of the experi- 
ences of other non-Government health care programs concerning 
prospective reimbursement. The Secretary's report would in- 
clude detailed recommendations for the specific methods that 
might be used in the full rmplementation of a prospective- 
reimbursement system under the Medicare and Medicaid programs. 

In developing the specific methods to be used ‘in imple- 
meriting a prospective-reimbursement system, we believe it is 
important that HEW provide for appropriate assurances that 
such prospective rates will be based on the costs for only 
those services intended to be covered and will be reasonably 
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related to the care of those patients intended to benefit 
from the programs. 

It should be noted that Medicare charges by hospitals 
to the SSA carriers for the professronal (part B) services 
of hospital-based physicians have been established on a pro- 
spective basis since the rnception of the program. As noted 
on pages 32 to 34, significant differences existed between 
amounts paid to the hospitals and the corresponding amounts 
received by the physicians. 

It is important, we believe,that the Secretary's pro- 
posed methods for reimbursement for such services be de- 
signed to allow amounts closely related to the physicians' 
compensation allocable to their part B services, to minimize 
the type of problem previously experienced under Medicare as 
described in this report. 

NEW COMMENTS 

In its March 17, 1972, comments (see app. I) HEW stated 
that, before sanctroning any method of prospective reimburse- 
ment, it would make sure that services to be paid for were 
related to the care of those patients that the Congress in- 
tended the programs to benefit. HEW said, however, that it 
was possible that its experiments with prospective reimburse- 
ments could point to the inclusion of services not presently 
covered by Medicare and Medacaid in the methods which could 
be used for implementing a prospective-reimbursement system. 

With regard to the professional (part B) services of 
hospital-based physicians, HEW stated that* 

"In developing methods for implementing a pro- 
spective reimbursement system, it is likely 
that these methods would contemplate the re- 
quired use of a 'combined billing' procedure 
for billing for radiology and pathology serv- 
ice's . This procedure should, as [GAO'S] re- 
port states in Chapter 3, tend to eliminate 
any problems of excessive part B payments for 
these services." 
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As dlscussed In chapter 3, the adoptlon of the comblned- 
bllllng method practically eliminated the problem of exces- 
slve part B payments because procedures and accounting con- 
trols for retroactively adJustlng for such excess payments 
were built into the cost reporting and settlement process. 
A prospective-reimbursement system, however, would not ordl- 
narlly provide for such retroactive adJustments on the basis 
of a hospital's actual costs. Therefore, HEW would need to 
determine the accuracy of the pkospectlve rates for physl- 
Clam' services In hospitals at the time such rates were 
established. 
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SCOPE QP REVIEW 

We examined the intermediary audits and, where appli- 
cable, the related settlements of Medicare payments to 14 
hospitals served by five Blue Cross plans operating under 
subcontracts with BCA, the principal Medicare intermediary. 
The intermediary audits pertained to one Medicare cost re- 
porting period for each of the 14 hospitals and involved 
claims of about $20 million in Medicare costs by the hospl- 
tals. Our principal obJective was to find out whether fed- 
erally prescribed systems and procedures were adequate to 
insure that Medicare payments to hospitals were in accord- 
ance with the law and regulations 

Our reviews were made at SSA headquarters in Baltimore, 
Md ; at Blue Cross plans In Columbus, Ga.; Boston, Mass ; 
Syracuse, N.Y.; Youngstown, Ohio; and Dallas, Tex ; and at 
the 14 hospatals serviced by these intermediaries 

Our examrnation included reviews of the intermediaries' 
or their subcontractors' audit reports and related work- 
papers pertaining to the hospitals' cost reports. This was 
followed by detailed reviews of the audited cost reports at 
the 14 hospitals. In addition to examining Medicare pay- 
ments by the intermediaries, we reviewed selected hospital 
records pertaining to Medicare payments by the SSA carriers 
for the services of hospital-based radiologists and pathol- 
ogists. 

Our selection of hospital cost reports for review was 
based on such factors as the size of the hospitals, the 
amounts of Medicare payments involved, and the proximity of 
the dates of the intermediaries' audits to the dates of our 
visits 

Variations in the sizes of the hospitals included in 
our reviews are shown below 



Sue of hospxtal 
Number of 
hosplt.als 

100 to 199 beds 5 
200 to 299 beds 1 
300 to 399 beds 1 
400 to 499 beds 2 
500 to 599 beds 3 

over 600 beds 2 - 

Total 

At the conclusion of our field revrews, we discussed 
our findlngs with hosprtal officrals and with officials of 
the Blue Cross plans and their audit subcontractors. The re- 
sults of our examinations were communicated in writing to 
HEW and/or SSA The comments received from the organizations 
affected were considered In preparing this report. 

At 19 hospltals-- lncludlng six of the 14 where cost re- 
ports were reviewed in detail--in Georgia, Massachusetts, 
and Texas, we examined charges to the Medicare program for 
the part A coinsurance and deductible amounts not collected 
from the Medicare patients (Medicare bad debts) to find out 
whether such amounts should have been paid to the hospitals 
by the States under their Medicaid or Old Age Assistance 
programs. 

As part of our reviews, we examined the basic legisla- 
tion authorizing the Medicare program and pertinent HEW reg- 
ulations and SSA instructions and guidelines. 

51 



APPENDIX I 

DEPARTMENTOF HEALTH EDUCATION AND WELFARE 
OFFICE OF THE SECRETARY 

WASHINGTON DC 20201 

MAR 17 1972 ". 

Mr. Dean Crowther 
Associate Director, Clvll Divls‘lon 
U S General Accounting Offxe ' 
Washington, D C 20548 

Dear Mr Crowther 

-The Secretary has asked that I respond to your letter of 
December 14 in whzh you asked for our comments on your draq% 

b report entitled, "Problems Assoclatad With Relmkursement to 
Hospitals for Costs of Health Services Furnlshed Under Medl- 
care II The Department's comments are enclosed. At your request) 
we asked the Blue Cross Association for thezr comments on your 
report; a copy of their comments are also enalosed. 

We appreciate your contrlbutlons t'oward lmprovxng this aspect 
of Medxare adminlstratlon 

Sincerely yours, 

Enclosures 

( /k!%l., ;,Jfc 
J&es B. Cardwell 
Assistant Secretary, Comptroller 
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AP?n;dIx I 

PROBTXPIS ASSOCIATED WITfi REIMBUiISCSENT TO HOSPITALS 
FOR CQSTS OF HEALTH SERVICES FURXSDED UNDER NEDICARE 

(GAO Draft Report tb the Congress dated December 14, 1971 B-160431-4) 

The draft report summarlees plevlously reported problems associated wrth 
re&&ursements to hosprtals for costs of health services furnished under 
the Fiedzcare program The report cover3 GAO's reviews of lntermedlary 
audits and where applrcable the rel&ted settlements of Medrcare payments 
totaling $20 mllllon to 14 hospitals which were serviced by five lntermedlarles 
operating under subcontracts with the prlnclpal Medicare mtermedlary, the 
Blue Cross Assocratlon Although GAO found that most oi the payments were 
correct, they noted several problem areas In the hospital reimbursement system 
and questioned net charges to Nedlcare of about $622,300 pertalnlng to payments 
made by the lntermcdlarles and carriers to 12 of the 14 hospitals. The mcrJor 
problem areas dlscussed and summarized in the report are (1) dlfflcultles m 
determlnlng allowable Xedzcare costs, (2) problems associated with charge3 for 
services of hospital-based physlclana, and (3) proposed leglslatlve changes to 
Medicare reimbursement system-- with speclflc reference to the provlslons of 
H. R 1 dealing wrth prospective reimbursement 

We agree with GAO’s conclusron tha t on the whole the over-and under-payments 
discussed in the report do not necessarily mean that the lntermedlarres or 
their audit subcontractors had made "good" au&ts or “bad” audits, but rather 
that the flndzgs re'lect The complcxltles of the hedlcare cost- relnbursement 
system Jh thus connectson, the report points out that because tiz ccv~e~~ was 
directed to the larger hospitals, the reimbursement problems xdentlfied by GAO 
may not be represertst;trve of all hospitals partlcrpatang zn the 3rogram. 

Our cQwents which follow are addressed first to the recommendatzon and then to 
other Specific matters discussed In the report 

Reconmend.atlon That the Secretary provzde for SSA to (1) com-nunlcate to the 
intermedlarlcs the Droblem areas .of hospital reimburse-lent 
drscussed rn the report, and (2) emphasize to the inter- 
medlarres the need for the follow ng cited actions aimed 
at assuring that 8Tedrcare payments to hospitals are in 
accordance wrth the law and regulations 

--In depth revlew3 ) particularly at the larger hospitals, 
of the nature of the hospitals' services and acthvltles 

8 to establish that they are (a) covered by the program 
and (b) sufflczently related to the care of Medicare 
patients to be charged to the program under HEW regulations. 

--Analysis of non-patlent care revenues and other monies 
received by hospztals to establish if--under HEW regu- 
lations--such amounts should be offset against costs 

--Evalua+zons of the bases for allocating costs between 
inpatlcnt, outpatient, and non-patlert care activities 
to eraure that hospitals are not overallocatlng their 
cost3 to those actlvlt3e@ where Medicare pay3 the largest 
share of the costs. 

GAO note Page references m thm appendix are keyed to an earher draft ofthm report 
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--Tests of the accuracy and completeness of the statlstxal 
and payment data used m preparrng cost reports and in 
computing settlements 

--Consideratron of Medicare payments to hospitals by the 
SSA carriers for the servxes of hospital-based physicldns 
in the intermedlarles' audit and settlement process. 

We agree with the frrst Item of the recommendation, and will notify all Inter- 
medlarxes of the problem areas dlscussed in the report. 
second Item of the recommendation, 

We agree also with the 
however, we th+nk that the actlons cited by 

GAO should be undertaken only at those hospitals where they are needed In our 
opinion, it would not be feasible or economzcal to require the types of in-depth 
reviews, analyses, evaluatxons, and tests, 
hospital. 

cited by GAO, every year at every 
The determlnatlon as to whether these reviews and other actlons are 

needed and in what degree, for any given hospital, should be made by the inter- 
mediary based on its knowledge of the hospital and the results of its "desk audit" 
of the hospital's cost report We would like to mention here that in addition to 
the hospital audits conducted by the lntermedlarLes, special In-depth reviews of 
selected hospitals are made by SSA's Program Valldatlon Branch and regxonal offlce 
contractor staffs to ensure compliance with HEW regulations and guldellnes. 

SSA's purpose fn dweloprng and encouragrng the use of lmlted-scope auults 
was to aid in reducxng the admLnlstratlve costs of the program As GAO notes, 
limited-scope audits involve examlnatlons of those items of hospital cost r;rhere 
the potential for adJustment appears to be the greatest In decldlng on the 
scope of audit, an intermediary us, in a [;ense, makmg an informed Judgment 
that the potential for audit adJustment pn certain areas equals or exceeds the 
cost of auditing. I 

We think that for the most part thus cost-benefit relationship has application 
in considering the need for the actions cited xn the recommendation. According- 
ly, we will advise all lntermedlarles of the importance of carefully considering, 
on a hospital-by-hospital basis, the type of m-depth reviews and other actions 
cited by GAO. 

COMMENTS ON OTHER MATTERS 
IN THE GAO REPORT 

Current Status of Settlements of Hospital Cost Reports (Page 18) 

In discussmg the status of settlements aith hospitals and the percentage of 
hospitals, natxonwlde, that had made final settlement at June 30, 1971, the 
report states that on that date there were about 4,000 unsettled hospital cost 
reports app'ilcable to the first three years of the Medicare program While 
the report does not draw any conclusions or make any recommendations with respect 
to the status of settlements, we would like to mention that there has been a 
continuing reduction in the backlog of unsettled cost reports In the Department's 
comments to GAO's June 1971 report-- "Lengthy Delays In Settling the Costs of Fealtb 
Servrces Furnished Under Pledlcare "--we descrzbed the suastantial progress that has 
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been made as the' partles concerned have galned more experience with Medlcare 
requirements, and as systems, procedures, and policres have been refined 
As of December 31, 1971, settlements had been completed on 96 percent of the 
hospitals' first-year cost reports, on 89 percent of the second-year reports, 
and on 80 percent of the third-year reports Overall, there were fewer than 
2,500 unsettled hospital cost reports applicable to the farst three years of 
the program 

GAO's Views Regarding The Problems Associated With Charges For ProfessIonal 
Servrces Of Hospital-Based Radlologlsts And Patholozzsts (Pages 39-51) 

The report discusses various matters relative to GAO's flndlng that 5 of the 
14 hospitals reviewed had charged the program a total of $175,300 in excess of 
actual costs for the services of hospital-based radlologssts and pathologists 
While acknowledging the corrective actions taken by SSA, GAO belleves that the 
following condltlons may present continuing problems for SSA and the inter- 
mediaries 

1. The combined bllllng method for hosprtals was not authorized 
for reporting perzods covered by many Medicare cost reports for 
which settlements have not been made, and 

2. Many hospitals and their radlologlsts and pathologists did 
not elect to use the combined billing method, and for these in- 
stitutions tnat continued to nll.1 the carriers ior tne pnyslclans' 
Part B professional component --SSA does not require that the 
carriers accumulate pertinent Medlcare payment data to assist the 
hospitals and lntermedlarles during the cost reporting and settle- 
ment process. 

With respect to the first item above, zt has always been the Intent of the 
Medicare program that charges for the professlonal services of hospital-based 
physlclans should generally be designed to yield amounts closely related to 
the physlclan's compensation. When lt came to our attention that errors in 
developing the compensation-related charge schedules resulted in hospitals 
receiving reimbursement which exceeded the actual compensation paid to phy- 
sicians for their patient care services, new policy lnstructlons (Part A 
Intermediary Manual, Section 3920) were issued m August 1971, calling for 
intermedlarles to make the appropriate adJustments in their final cost settle- 
ments with the hospitals We are watchzng the lmplementatron of these In- 
structions closely On the basis of our experience, we will make whatever 
modifications are needed so that retroactive adJustments can be carried out 
effectively 

With respect to the second item above, our August 1971 instructions were 
developed after careful study of the comments received from lntermedrarles 
and carriers Administrative and cost factors were also considered Indlca- 
tlons were that except for the larger carrzers with sophlstlcated computer 
systems, carriers by and large did not accumulate the pertinent data necessary 
for these retroactive adJustnents durrng the normal cokrrse of operations. Ihe 
catrlers' comments lndlcattd that to add this data requirement to their systems 
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would 1n many cases result In substantial addltlonal costs We recognlsc t&t 
obtalnlng such payment data from hospztal records Instead of from the carrlels 
has qome disadvantages, but we thrnk that the savings In admlnxtzatrve costs 
to the carolers will more than compensate for thrs 

The draft report contains a statement that SSA had not complied rellablc data 
showing how many hospitals had elected to use the combined billing method We 
have begun a compllatlon of hosprtals using combined bzlllng and expect to 
complete it wzthln the very near future 

GAO's Views On Proposed IePlslative Changes To Relmbarsement System (Pages 55-57) 

The draft report discusses prospectrve reimbursement with specific reference to 
the proviszons of the Social Securzty Amendments of 1971 ,(H.R,l) requzrlng the 
Secretary to report to the Congress by July 1, 1973, on spectflc methods that 
might be used in the full implementation of a prospective reimbursement system 
under the Medicare, Medlcald, and Title V programs Although the report does 
not make any recommendations, GAO is of the view that I 3 r 

--in developing these specific me-thods, It is important that the 
Secretary provrde for approprxate assurances that such prospective 
rates are based on the costs foronly those servzces t&t are covered 
by the programs and are reasonably related to the care of those patients 
Intended to benefit from the programs, and 1 

--with respect to the professional (Part B) services of hospzral-based 
physlclans, it is unportant that the proposed method for rermbursement 
for these services be designed t9 yield amounts closely related to the 
physicians' compensation allocable to their Part B services 

Section 402(a)(l)(B) of H.R.l would, in effect, authorize the Secretary to en- 
gage m experiments for the purpose of determlnlng whether the lncluslon of 
services not now covered under Titles XVIII, XIX, and V, would have a favorable 
impact on presently covered services from the standpoint of economy and effective 
utilization. It is possible that the results of these experiments could point to 
the inclusion of "non-covered" services m the methods whxh could be used fol 
implementing a prospective reimbursement system However, before the Department 
would sanction any such method, it would make sure that the services to be paid 
for are related to the care of those patients that the Congress intended the 
programs to benefit 

In developing methods for implementin g a prospective reimbursement system, it 
is lzkely that these methods would contemplate the required use of a "combined 
bLlllng" procedure for bllllng for radiology and pathology services. This pro- 
cedure should, as the report states in Chapter 3, tend to ellmznate any problems 
of excessive Part B payments for these services 

[See GAO note. 1 

GAO note: The deleted material pertains to suggested language 
changes which have been incorporated into the re- 
port. 
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Page 39, 2nd paragraph, beglnnrng “Under SSA’ s lnstructlons% “. We 
think that thrs LL more a matter of the avscnce of speclf1.c lnstructlons and 
that the fzndlng rlould be placed in trutr perspective if the report pointed 
out that two of the five lntermedlaries were involved We suggesi the following 
language 

“SSA lnstructlons accompanying tht! annual cost reporting forms for 
hospitals did not provide that these farms would show or Include 
amounts received from Fart B carriers and from Medrcare patients 
for the professional services of hospital-based radlologlsts and 
pathologists In making final settlement, two of the five znter- 
mediarres Involved in our reviews did not consider these amounts 
or determine whether they were greater than the related costs 
reported by the hospitals As a result, the five hosprtals Ax*etc ’ 

Page 45, 4th paragraph beginning “Intermediary officials serving 
3 of the 5 hospitals a*J”o We think this presentation may lead the reader 
to assume that it reflects the views of a number of lntermedlarles when, 
in fact, 11. represents the views of only one lntermedlary The paragraph 
adds little, if anythmg, to the report, however, If It is to be included 
in the final report, we suggest a language change along these lines 

“Off lclals of one intermediary --serving 3 of the 5 hospztals where 
the excessive reimbursements occurred--stated that %J,“etc.” 

We suggest too that, II’ the paragraph is to appear in the final reporl., SSA’s 
comment to GAO’s lntellm report be included, namely, that while the zntermeulary’s 
views may h?ve been true in the early dais of the Medlcare program, present 
lnstructzons spell out with sufficient clarity what IS expected of lntermedzarres 
in implementing the hospital-based physlclan reimbursement regulations. 
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BL &FE CROSS ASSOCIATION 
840 NORTH L&IKE SHORE DRlVc CHIC&GO ILLlNOIS 60611 ‘7’21 329 5841 

January 24, 1972 

Mr Raymond A Del Rosso 
Asslstant Bureau Director 
Contractor Operations 
Bureau of Health Insurance 
Department of Health, Education 

and Welfare 
Social Security Administration 
Baltimore, Maryland 23.235 

Dear Mr Del Rosso 

This 1s m regard to GAO's report entitled "Problems Associated 
with Reimbursement to HospTtals for Cost of Health Services 
Furnished Under Medicare" submitted to US for comment 

The General Accounting Office's report 1s a summary of Its 
fmdmgs based upon detailed audits of fourteen hosplfals ser- 
-aced by five rntermedlarles We offered speclfzc comments on 
their findings 1.n previous letters written to SSA It should 
be noted thst in many lnstsnces, the intermediary and/or Social 
SecurPty Adnunlstratlon disagreed with the findlngs reported by 
GAO W$ were not able to determine the extent to wkch these 
items were Included in this summary report 

The problem areas and ad$x%ments ldentifled by GAO arose because 
of many factors 

(a) In some mstances, the Medicare Regulations aud Manuals 
were not clear, and a judgment declslon had to be made 
by the lntermedlary based upon data avaslable at that 
trme 

(b) In other instances, the differences arose because GAO's 
judgment of what was reasonable in the situation differed 
from the intermediary's 

(c) GAO audits were conducted in substantially more detail 
than Medicare audrt requirements contemplated 

Servrng the Nabon 
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Mr Raymond A Del Rosso January 24, 1972 

GAO recognized this fact as lndlcated on Page 22 of 
their report In which they state "We recognize that 
because of budget and staffing llmltatlons, It may not 
have been practrcable for the lntermedlaries to have 
explored certain cost rermbtlrsement problems to the 
same extent as was done In &f reviews at selected 
hospitals Our reviews were m&de In considerable de- 
tall with the ObJeCtlW of ~dehtlfymg any problem 
areas which would require the particular attention of 
SSA and the lntermedlarles In order to assure that 
Medicare payments are being made In accordance with the 
Law and Regulations V Had the intermediaries been able 
to be as thorough as GAO, they would have ldentlfled and 
adJusted many of these problem areas 

(dl In some cases there were oversights by the auditors and/or 
the lntermedlarles 

We wish to point out that, while the problem areas ldentlfled by 
GAO may represent areas which need to be clarified by SSA, they 
are not necessarily ty-plcal of the problems that would be en- 
countered at other providers. GAO's report does not always 
specify the dollar amount appkcable to each hospital or prob- 
lem area or frequency of encountering the various problem areas 
ldentlfied Therefore, based on this report, we cannot detezmlne 
whether a problem was unique to one hospital or whether only a 
few of the problem areas accounted for most of the dollar value 
of the adJustments GAO partially recognized this In their state- 
ment on Page 22 of their report "We also recognize that, because 
our review was directed to the larger hospztals which receive the 
vast maJorlty of all Medlcare'payments to hospitals, the relmburse- 
ment problems ldentlfieh during our review may not be representa- 
tlve for all hospitals partlclpatlng m Medlcare 1( (SOS GAO note I 

We are In basic agreement with the conclusions reached by GAO 
Our specific comments on two of their recommendations are as 
follows 

(1) GAO states (on Page 53) that lr irrespective of how the 
scope of the lndlndual Medicare hospital audits are de- 
termmed, there is a need for . 1n depth renews, partl- 
cularly at the larger hospitals V The report 1s not 
clear as to what 1s meant by an "in depth review (t The 
cost of performing a "f'ull scope audit" in all such larger 

GAO note SSA ha6 inaavenently fallen to tmwda %A with copies of certain workpapers which GAO had 

furnished to SSA detailing our findings at the individual hospitals These workpapers were 

later furnished to BCA and considered In BCA s February 16, 1972 letter to SSA ISee app I I I 1 
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(2) 

mstltutlons would be prohlbltlve Under procedures 
currently In effect In the Program, the extent of audit 
required 1s determined based on a desk review of the 
cost report and the mtermedlarles' knowledge of the 
providers' operakons We belleve these procedures are 
adequate since large hospitals now receive addltlonal 
review and au&t where warranted because of their com- 
plexity and the materlallty of reimbursement involved 

On Page 48, GAO lndlcates that the adoptlon of the "com- 
blned billing" method for services for all hospital-based 
radlologlsts and pathologrsts would practically ellmlnate 
the problem of excessive Part B reimbursement We agree 
with this conclusion since (1) combined bllllng does 
ellmlnate the problem of Part B overpayments by adJUS.tlng 

the payments to cost at year end through the cost reports 
and (2) the msJorlty of hospital-based physicians are 
radlologlsts and pathologists However, there are other 
hospital-based physlclan speclallsts who perform a slgnl- 
ficant number of services for Medicare beneflclarles 
Allowing these physlclans to combine bill all services 
would f'urther reduce possible overpayment sltuatlons 

We recommend that combined bllllng be lnstltuted as the 
only method of bllllng for a3.l Pa& B physlclan services 
(except,perhaps, psychlatrlc outpatient services) This 
would, then, result m all hospital-based physlclans billing 
Medicare In the same manner and would be more efflclent and 
less costly to the Program It would eluninate an extra 
billing by the hospital and the related processing by the 
intermedlarles and carriers as well as resolving the prob- 
lems associated with the dual roles of the lntermedlarles 
and carriers 

This will, of course, require leglslatlve changes to ellml- 
nate (as they are now ellmlnated for radlologlsts and path- 
ologists) the deductible and cornsurance requirements on 
inpatient physlclan (Part B) services The savings to the 
Program resulting from the use of combined bill~g would 
appear to offset the addltlonal cost of these deductible 
ma coinsurance amounts 
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Thank you for the opportunity to comment on this maternal 

Sincerely, 

-26 
George N Hasapes 

GNH BF bd 

cc George Gordon 
James Harford 
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840 NORTH LAKE SHORE DRIVE CHfCAGO IlllNOfS 60611 312 329 5847 

Februszy 16, 1972 

Mr Raymond A Del Rosso 
Assistant Bureau Dlrector 
Contractor Operations 
Bureau of Health Insurance 
Depa;rtment of Health, Education 

and Welfare 
Social Security Admlnrstratron 
Baltmore, Maryland 21235 

Dear Mr Del Rosso 

We wish to make addItIonal comments to GAO's report entrtled 
Problems Associated with Reimbursement to Hospitals for Cost 
of Health Services FurnIshed Under Medlcare ' When we submitted 
our earlier comments by letter dated January 24. 3972, we did not 
have the supplemental detailed work sheets available for review 

The d6tailed lnformatlon hlghllghts the important principle In- 
volved with the hospital-based physician adJustment noted on Page 
43 of the report We are In complete support of the GAO pqsltion 
that the Medicare Program's total rermbursement to a hospital for 
physlclan services should not exceed the costs of the phys~clan's 
services to that hospital The Regulations, Principles of Reun- 
bursement and Congressional intent are clear that the hospital 
reunbursement must be Lmrted In accordance with the arrangement 
between the hospital and the physician 

The above principle holds even in situations where the billing 
mechanism for physician services 1s chaged To permit rezmburse- 
ment for physlclan services based on charges when no change has 
been made in the contractual arrangement between the physician and 
the hospital would generate amounts for hospital providers of ser- 
vice greatly in excess of costs for provldmg those services 
Permitting reimbursement based on charges in cases where only 
billing arrangements have been changed, would result, as a practi- 
cal matter, ln the elimination of hospital-based physlczans' cost 
rermbursement 
GAO note Page reference In this appendix IS keyed to an sarlier draft of this report 

Servrng the Natron 
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The detalled lnformatlon also indicates that the report Included all 
adJustments proposed by GAO whether or not the Intermediary and/or 
SSA agreed with the adJustments 

Further, the detailed lnformatlon submitted lndlcates that when the 
net effect of adJustments 1s consldered (exclusive of hospital-based 
physlclan overpayments) three of the fourteen hospitals reviewed ac- 
count for 97% of the total net adJustment amount Of these three, 
one hospital accounted for 62% of the total net adJustment 

We appreciate the opportunity to f'urnlsh these additional comments 

Sincerely, 

"W 
George IT. Hasapes 

GAO notes 
1 For about 92 percent of the payments questioned by GAO 66A either concurred in the findings or stated that it 

would examine further into the matter 

2 After considering overchar9as and undercharges three of the 14 hospitals accounted for about 65 parcant of the 
total net adjustments (exclusive of hospital-based-physician overpayments) and one hospital accounted for 51 
percent of the total net adjustments. In severe1 instances however significant Medlcara overt ges at a pertlcu 
tar hospital were offset by significant undercharges. At five hospitais GAO identifled overcha Jz ranging from 
about 634 000 to $229 000 but for three of these five hospitals offsetting undercharges ranged from about 
$26 000 to 635 000 At seven hospitals GAO identified overcharges ranging from $6 000 to $12 000 but for 
five Of the% seven hospitals, the offsettlng undercharges ranged from 6100 to $7,500 For two hospitals GAO s 
reviews did not disclose any overcharges or underchar9as 
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PRINCIPAL OFFICIALS 

OF THE 

DEPARTMEiNT OF HEALTH, EDUCATION, AND WELFARE 

RESPONSIBLE FOR ADMINISTRATION OF ACTIVITIES 

DISCUSSED IN THIS REPORT 

Tenure of ofixe 
From To - 

SECRETARY OF HEALTH, EDUCATION, 
ANDWELFARE: 

Elliot L. Rlchardson 
Robert H. Finch 
Wilbur J. Cohen 
John W. Gardner 

COMMISSIONER OF SOCIAL SECURITY: 

Robert M. Ball 

DIRECTOR, BUREAU OF HEALTH 
INSURANCE (Note a>: 

Thomas M. Tlerney 
Arthur E. Hess 

June 1970 
Jan. 1969 
Mar. 1968 
Aug. 1965 

Apr. 1962 

Apr. 1967 
July 1965 

Present 
June 1970 
Jan. 1969 
Mar. 1968 

Present 

Present 
Apr. 1967 

aThe Bureau of Health Insurance was part of the Bureau of 
Dlsablllty and Health Insurance until September 1965, when 
separate bureaus were established to handle the functions 
of the dlsablllty program and the health insurance program. 
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