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It is ve17 difficult to make management decisions without 

reliable cost data. This is true for HEW representatives but also 

for the carriers if they are to properly control costs. 

It is recommended that HEW consider developing criteria and 

cost accounting standards as a guide to the industry. Consideration 

should be given to utilizing the Cost Accounting Standards (CAS) 

that are being developed for the defense industry by the Cost 

Accounting Standards Board, of which the Comptroller General is 

Chairman .1./ 

E. The Need for Incentives for Higher C:.:w..ricc- j'erformance 

The present system of private carrier utilization for the 

administration of Medicare involves territorial monopoly. The 

exclusion of all potential competitors from a given geographical area 

runs directly counter to the philosophy underlying our "free enter-

prise" system, namely, that Government power should be brought to 
' 

bear to create an environment within which the forces of free 

competition can properly operate. Here Government has done that 

which would be unlawful for private organizations to do, namely, to 

"divide up the market" on a geographical basis. 

Ideally, the system of territorial monopoly would be eliminated, 

and we discuss below some proposals for impinging on the concept of 

1/ Needless to say, encouraging uniform cost accounting does not 
mean encouraging carriers toward developing uniform costs or cost 
estimates. Obviously, collaboration among carriers should not 
extend to pricing policies and practices. 
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territorial monopoly. Moreover, although (as Atated at the outset) 

we have not studied issues involving the administration of a nG:.tional 

health insurance program for the entire popuJation, we are of the 

strong view that a syster;:;. of territorial moncpoly should be avoided. 

Realistically speaking, in the time available and with the 

resources available we have not been able to identify and resolve 

the various obstacles to removing the territorial allocations. Some 

of the considerations which must be examined and dealt with are these: 

(1) Is there any real obstacle to a complete sharing among 

carriers of data accumulated as to particular beneficiaries 

and providers of service? 

(2) Is there any force to the axgument that closer relation-

ships with the medical profession are facilitated by a 

one-carrier system as distinct from a multi-carrier system? 

(3) Would it be feasible for the Gove~crunent to introduce 

a high element of "price" competition (viewing the 

Government as the consumer) by permitting only the carriers 
, 

with the highest performance ratings to compete in other 

territories? 

(4) If the providers of service are viewed as the "consumers", 

would their "consumer preference" work against public , 
policy, i.e., in favor of the carriers which do the poorest 

job of utilization review? 

We recommend that the Secretary (a) direct the Commissioner of 

Social Security to undertake, internally or with outside consultants, 
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a point-by-point analysis of the alleged obstacles to removal of 

territorial boundaries; and (b) develop a plan for opening up a 

single territory, on an experimental basis, for open competition 

among carriers--such as an area in which a contract termination is 

being considered because of poor performance. The lessons to be 

learned from an experiment in one territory would be well worth the 

risks of failure. 

Since we are not recommending a removal of the system of 

territorial monopoly or "exclusive franchises" at this time, we· 

shall now proceed to a consideration of ways of improving on the 

present system. We strongly believe that a system of exclusive 

franchising, with each franchise being protected from competition in 

the industry, requires building other incentives L~to the system. 

It would be against all experience and human nature to expect the 

most effective performance from persons or firms whose income or 

status will remain unchanged even if their performance is substandard. 

A number of carriers have stated that the present incentives are 

• adequate. While we recognize that some carriers are highly moti-

vated by such factors as HBW's publication of cost and other data 

for all carriers, or by the desire to have a "good name" in the 

community as an aid to the sale of health insurance to non-Medicare 

' groups and individuals, we have concluded that it is essential to the 

continued success of private carrier administration of Medicare that 

stronger incentives for effective performance be constructed. 



F. Contract Termination as an Incentive to Performance 

The present contracts between the Secretary and the carriers 

are for initial terms of one year and are automatically renewed for 

successive periods of one year "unless the Carrier or the Secretary 

gives written notice of intention not to renew the agreement at 

least 90 days before the end of the current period." 

Accordingly, the carrier contracts are, to all intents and 

purposes, only one-year contracts. 

In addition, the Secretary may terminate the agreement at any 

time (after reasonable notice and opportunity fer :wc-d.ng to the 

carrier) if the Secretary finds either that 

"(1) the Carrier has failed substantially to carry out 
this agreement, or 

(2) the Carrier is carrying out this agreement in a 
manner inconsistent with the efficient and effective 
administration of Part J3 of Title XVIII of the Act." 

Our Committee has been advised that the carriers all wish tb 

continue as participants in Part J3. Accordingly, the threat of 

contract termination should be a meaningful incentive to performance. 

We recommend that the Secretary's power to teymjpste cgrrier 

contracts be made into an effective incentive mechanism. The 

present roster of carriers and assigned territories cannot be 

viewea as immutable if the system of utilizing private carriers is 

to have validity from the viewpoint of public policy or viability 

from the viewpoint of efficient administration. 
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We recommend that HEW announce now a policy of non-renewal of inE~INATtDtJ 

contracts for those carriers consistently showing the poorest record D~ 

of performance over the 3-year period commencing July 1, 1973--and 

then each year there might be additional carriers terminated on the 

basis of the performance of the prior 3 years. 

Obviously this recommendation would not be meaningful unless 

progress is made rapidly on developing more refined performance 

crite~ia. Such an evaluation mechanism is an essential part of the 

Secretary's capacity to utilize the termination power. 

We do not seek to specify how many of the lowest performe~s 

should be dropped--whether it might be as many as the lowest 

10 percent as of July 1, 1976, and in each subsequent year, or a 

greater or lesser number, we cannot say. The ultimate decision may' 

depend on where a significant dividing line appears in the array of 

carriers by an overall performance index. 

Insofar as warning to carriers is concerned, we recommend that 

HEW announce a list of carriers in the "potential contract termina-

tion" category as early as July 1, 1975. 

We fully recognize that the substitution of one carrier for 

another within a given geographical territory can be costly in terms 

of overall administrative costs and short-term inefficiencies 

resulting from the changeover. This consideration suggests that 

contracts would not be terminated for carriers where the cost or 

other performance criteria show insignificant deficiencies. On the 
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other hand, HG are convinced that short-range disadvantages growing 

out of changeover problems are heavily outweighed by the long-ra..'1.ge 

importance in not endowing Bny carrier with e. permanent right to 

exercise a territorial monopoly. There have be~n several situations, 

in some cases initiated by the carriers themselves, in which one 

carrier has been replaced by another or vrhere one carrier's geograph-

ical area has been reduced and the workload assimilated by another 

carrier with a contiguous geographical area. 

, 

' 
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G. Development of Other Incentives to Carrier Performance 

BHI has attempted to develop various approaches to 

providing incentives to carriers, but nonehave been deemed sufficiently 

promising to put into effect. We consider now several possible 

approaches to encouraging more effective carrier performance. 

(1) Reduced Governmental Controls 

Running through the testimony of ani correspondence REDU.al I»)S 

from carrier representatives was a theme of dissatisfaction with D~ 

the extent of Government controls over various aspects of carrierGt>vc~Hi~r 

operations. As indicated below, we believe that some elements of RoLE 
ANl> 

Government control should be reduced on an "across-the-board" basis.(!ONTftO&..S 

The Committee believes that other elements of Government control 

· might be removed on a selective basis for those carriers which have 

demonstrated a consistent record of superior performance. 

We recommend that a survey of all carriers be made to 

elicit proposals as to what regulatory or procedural requirements 

~hey would view as unnecessary to apply to carriers which consistently 

demonstrate their effectiveness and efficiency under such criteria 

of carrier performance as are developed. There may well be regulations 

which would be suitable for optional compliance, in the case of the 

best performing carriers. 

Another suggestion as to a form of relief from close 

Government surveillance is that a carrier in the highest performance 

categories be exempt from the "continual presence" of the SSA's 
1/ 

on-site representatives. 

i7 Staff paper, National Association of Blue Shield Plans. 
! . 
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In any event, we urge that a serious effort be made to 

exempt high performance carriers from the more extreme forms of 

Governmental surveillance and control. 

(2) Financial Incentives and Rewards. 

Until P.L. 92-603 of 1972 (H.R. 1) was enacted there 

was no opportunity for the Secretary to engage in incentive reimburse-

ment types of arrangements with carriers. Section 222 of P.L. 92-603 

now provides the Secretary with the authority to experiment with 

incentive reimbursement arrangements, including fixed price 

contracts, cost plus fixed fee or incentive fee, etc., to determine 

whether such arrangements would have the effect of inducing to the 

greatest degree effective, efficient and economical performance. 

To date no incentive reimbursement arrangements 

have been entered into, although BHI is currently developing two • 
demonstration projects. Each would involve an incentive performance 

fee. The first project would relate the performance fee to the 

three factors of cost, timeliness and quality of a carrier's 

claims workload related functions. The second project would provide 

performance incentives covering the carrier functions other than 

the first three, namely, professional relations, service departments, 

financeial, accounting, statistical, general and administrative ' 
operations. BHI hopes to have several incentive reimbursement 

contract demonstration projects in effect during the next fiscal 

year (commencing July 1974). 
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This progress is commendable, but we beli9ve that 

still greater effort should be made to develop such plans. 

It would seem, for example, that a flat fee per 

claim processed would have considerable appeal to those c~riers 

which believed they could work further to reduce costs as they 

gain experience. Presumably, the flat fee would have to be 

renegotiated from time to time. It appears that BHI has not 

explored this possibly significant approach. Its significance 

is heightened by its possible use in soliciting bids by carriers 

which might wish to take on a territory with respect to which a 

carrier contract has been terminated. In other words, if carriers 

were asked to submit bids on the basis of a flat fee per claim 

processed, there -would be the beginnings of one important area of 

competition among carriers. 
~ 

We recommend that HEW give top priority to the formulation 

of further incentive reimbursement plans and that they be tested. 

If financial incentives based on reimbursement to 

the carriers do not prove feasible, an alternative form of reward 

might be cash bonuses to executive and employees of the carrier who 
. 

contribute significantly to the high performance of the carrier in 

Medicare. The designation of the particular recipients and the ' 
relative amounts to be awarded to particular individuals could be 

left to the carrier. A very small amount of Federal funds might go 

a long way in helping to assure top carrier performance. 
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(3) Reassignment of Segments of the Claims Workload 

As indicated above, we have not made a recommendation for 

the removal of geographic monopolies for the assigned carriers. 

However, we do not believe a ~arrier should expect to continue to 

administer the entire assigned area if it cannot demonstrate the 

ability to perform satisfactorily. 

We recommend, therefore, that BHI seriously consider 

the possibility of reassignment of portions of the claims processing 

workload of those carriers which are demonstrating poor performance--

not so poor as to require total contract termination, but sufficiently 

poor as to call for some remedial action. 

One possibility would be to reassign geographical 

segments, such as transferring the claims within a county which 

borders on another territory to the carrier which services that 

second territory. BHI has on several occasions realigned geographical 

areas of service to bring about greater balance of workloads and to 

p~ovide improved services to beneficiaries, physicians, and other 

suppliers of services. In 1969, Occidental Life Insurance Company 

was assigned responsibility for 7 counties serviced by California 

Blue Shield, in addition to its original workload, lightening the 

workload of California Blue Shield by 2076. Similarly, 4 of 5 counties 

serviced by Illinois Medical Service were reassigned to Continental 

Casualty Company which had responsibility for the remainder·of the 

State of Illinois. IMS retained 85% of their workload while 

ContinentalCasualty was abl~ to absorb a 2ry~ increase in workload. 

72 

' 



Based on the experiences in these reassignments of 

geographical responsibilities, we believe BHI should make greater 

use of its authority to partially terminate or transfer workloads 

as a means of encouraging more effective carrier performance. 

A second possibility, which might require a statutory 

change, would be to provide that all doctors commencing practice after 

a specified date within the assigned territory should process their 

claims with a second carrier rather than the poor-performance carrier. 

We recommend that BHI be asked to report to the 

Secretary within one year as to the feasibility of using partial 

transfers of workload as means of spurring better carrier performance. 

(4) Wider Dissemination of Results of Carrier Performance 

At the present time the records of carrier performance 

are delivered essentially only to the carriers themselves, although 

:BHI states that the reports are "disclosable to the public upon 

request." The Annual Contractor Evaluation Report with respect to 

«a particular carrier is delivered only to that carrier. 

We recommend that, at least annually, the results of 

carrier performance be published in the Federal Register with a 

customary release through the regular public information channels 

of HEW. This dissemination of vital public information would, we ' 
believe, go far toward compelling carriers to re-examine their 

Medicare performance if they are lagging. 

, Moreover, it would seem reasonable that each carrier 

should have available to it as a routine matter the Annual Contractor 

Evaluation Report with respect to every other carrier. 
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H. Carrier Role in Policy Making 

While there is no question as to the Congressional intent 

that "overall responsibility fo;r- administration" of Medicare rests 

with the Secretary of HEW, Congress also intended that the private 

carriers, operating under contracts with the Secretary, "would have 
1.1 

a major administrative role." 

Clearly, this "major administrative role" of the carriers 

cannot be properly carried out unless the carriers actively participatettoLJ: IM 

in the formulation of general regulations for the operation of PDuc.y 
NAKJH& -. 

the program. The method chosen by Congress for carrying out a 

major national health program will not succeed if the private sector 

is not given an important role in the development of regulations 

relating to matters of administration 

While we are advised by the carriers that in recent years 

BHI concern and attention to obtaining information and advice from 

the carriers has shown marked improvement, we believe that much 

more can be done to improve communication between Government and 

the carriers. 

In this respect we wish to call attention to the Final 

Report of the Medicare Project of the National Academy of Public 

Administration, which was submitted to SSA under date of June 30, 

1973. This Report concluded that a basic choice should be made for 

"SSA and its contractors to develop a relationship 
which will enable the private sector to add its full 
capability to the administration of the Medicare 
program." 

1/ Report of House Ways and Means Committee on H.R. 6675, p.43. 
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to implement an increased role of the private sector, the Report 

stated that "Several basic decisions would have to be made by SSA." 

One of these is highly pertinent here, namely: 

"SSA would have to reorganize its Medicare ad­
ministration policy processes, giving the con­
tractors an earlier and more significant role 
in establishing policy and in formulating ad­
ministrative procedures " 

1/ The Report expressed these as follows: 

"(1) SSA would have to rely on established standards 
with an emphasis on results rather than detailed 
regulations, with recognition of the possible consequences 
of such action. 

"(2) SSA would have to reorganize its Medicare administration 
policy processes, giving the contractors an earlier and 

ll 

more significant role in establishing policy and in formulating 
administrative procedures. 

"(3) Top management of the agency would have to make strong 
efforts to change their own and their agency staff attitudes 
toward the contractors. 

"(4) To accomplish points (1), (2), and (J), top management 
must take a much more active role in negotiations and 
decision-making with the contractors. 

"(.5) SSA would have to coordinate closely its activities 
with other units of the executive branch, recognizing that 
it is impossible to separate policy and administration and 
that it may be necessary to change attitudes in other parts 
of the government towards the administration of the Medicare 
program." 

7.5 
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Various suggestions have been made in the course of our 

study to help achieve the objective of a more significant carrier 

role in formulating policy/and procedures, and the following 

appear to us to be useful steps: 

(1) At least annually there should be a conference held at 

HEW at which a represe~tative of the Secretary and the Commissioner 

of Social Security meet with the chief executive officers and the top 

Medicare officers of the respective carriers. It would greatly aid 

the process of consultation if higher levels of management on both 

the side of Government and the private sector were more aware. of 

the current problems. The administration of Medicare by private 

carriers is the performance on behalf of the citizens of the country 

of a highly important governmental function, and the officials of 

HEW and the carriers must allocate the time necessary to expose and 

deal with current issues. 

It might be particularly useful if this conference couJ.d 
f 

be scheduled to follow immediately the annual announcement of the 

results of applying the criteria of carrier performance. The chief 

executives should be personally involved in the discussion of the 

relative performance of the carriers. 
' 

(2) The Carrier Representative Group should be made a more 

effective body by 

(a) developing a charter of its high-level advisory 

responsibilities and accountabilities; current advisory activities on 

the more technical issues should be eliminated; 
: ' 
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(b) eliminating the process of rotation where 

all carriers agree that certain carrier representatives are providing 

~ effective leadership and consultation; 

(c) developing a procedure whereby major policy 

differences between the Carrier Representative Group and BHI can be 

brought before the Commissioner of Social Security, with members of 

the Carrier Representative Group in attendance. 

(3) BHI should solicit contractor views on preliminary 

position papers with the understanding that the positions so presented 

are not official views of the Department but rather "discussion" 

or "think" papers. 

(4) The Technical Advisory Groups should be reduced in size, 

and restructured to advise SSA on technical instructions and issues. 

It should have a continuing responsibility. 

(5) BHI should issue a Management Newsletter to provide 

a broader and more effective approach to the dissemination of 

~agement ideas and techniques among contractors. The Newsletter 

would encourage carriers to share their experiences ·with respect to 

various operational problems and would pass on to all contractors 

those techniques which have proved successful. Problems of mutual 

concern to BHI and the carriers could be openly discussed. 

11 

, 

--;1 ,. 



VI. ROLE OF GOVERNMENT IN CARRIER DECISION-MAKING 

The history of Medicare has been one of increasing Govern­

ment involvement, as we have indicated, largely motivated bl 

the objective of maintaining the fiscal integrity of the · 

system. 

R.ot.E o+ 
6o"£ Jt.u• i::M -r 
iN eARt.tEt . 
)E'Ct~t •IJ 
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As we have also indicated, the carriers testified before our 

Committee as to their objections to the extent of Government controls. 

We believe there is merit to their comvlaints, provided that 

they are prepared to accept the consequences of poor performance 

in the form of termination of contracts and transfers of workload. 

The feasibility of reducing the minutiae of Government 

controls depends almost entirely on the reliability of criteria 

of carrier performance. Those criteria, if adequately developed, 

will enable SSA to test carrier performance by results. This 

is clearly the way in which "contracting out" by the Federai 

Government should work. 

The most important area of decision-making by carriers which 

came under the examination of the Committee is the decision as {SOV't.ftt•Ui•#IJ1' . -IH VOL.Vi/'fiA) I 
t~o...:.;h,;;,ow,;:_;d:;;;a;;,t;.:a;.ip~r;,:;o~c~e;s;s:;:;i,:,:nli:g.w.:;,o;;;.ul;;;;;.;d;;-..,;b;;;e;;..,ip;,;;;e~r~f,;;:o;;:;;rm=e,;;:;d.f=.,o;;;;r-...t,_h•eo....;;c~arr~oiii~e._r.:.• _Th:.=e IN 1) p _ 
carriers have found the involvement of BHI in the decision- . 

eowTIHatN'-' 
~ng process to be a source of continuing friction. ft\~Tio,J 

So far as the legal framework is concerned, Section 1842(a) 

of the Social Security Act provides that the carriers contracting 

with HEW "will perform some or all of the following functions 

(or, to the extent provided in such contracts, will secure 
.--"-

.... /,.. 1.: u / 
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performance thereof by other organizations) •• )
. II . . (Emphasis 

added.) Article XVII, paragraph A, of the form of contract 

between the carriers and the Secretary requires the prior 

written approval of the Secretary before the carrier may "enter 

into any subcontract with a third party to perform any of the 

functions and duties including automated activities utilized 

in carrying out the responsibilities set forth in this agreement 

II 

Below we make certain recommendations for improving the 

process of soliciting subcontract bids in connections with data 

processing. Assuming clear and precise standards for bidding, 

and assuming adequate competition at the subcontractor level, ~Df1:~ 

we believe the functions of BHI should be essentially those of ?RoC&b&A.~lS 

reviewing the bidding process to assure that all requirements 
j, 

were met. Certainly BHI should not be in the position of 

favoring one type of subcontractor over another, or one data 

processing system over another. -
The difficulty arises over the fact that, as we conclude 

below, there is presently an inadequate degree of competition 

among data processing subcontractors. Paragraph C of 

Article XVII of the form of carrier contract provides: 

.· 
' 
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"C. It is the policy of the Government to r"'u .:..~w~ ....... ~--·11 loO-•a"-M 
procure property and services from responsible -
sources at fair and reasonable prices calculated 
to result in the lowest ultimate cost to the 
Government. In order to achieve this objective, 
competitive proposals shall be utilized to the 
maximum practical extent. If competition is not 
available or does not yield reasonable subcontract 
prices, the Carrier shall also be re~uired to 
undertake appropriate price analysis in accordance 
with Part l-3.807-2(b) of the Federal Procurement 
Regulations and to undertake cost-analysis in 
accordance with Part l-3.807-2(c) of the Federal 
Procurement Regulations in all subcontracts subject 
to approval of the Secretary under paragraph B of 
this Article." 

This contract provision is reasonable. As a general 

administrative rule, it is BHI's position that a carrier has 

complied with the competition requirements of the contract if 

three or more responsive proposals are secured. In any case 

where ade~uate competition is not available or reasonable 

subcontract prices are not obtained, the carrier will be asked 

to undertake cost analysis in an effort to achieve the desired 

results of competition. The cost analysis procedure would also , 
be invoked when only a single responsive proposal is received 

by the carrier. This would be recognized as a sole source 

procurement situation. When necessary, the carrier would 

be required to document to the satisfaction of the Secretary 

its efforts to secure competition and the reasons for its 

failure. If the Secretary is satisfied with this documentation, 

then consideration of the proposal would proceed under the 

.. --· --.... 
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"sole source" provisions prescribed in Article XVII-C of the 

carrier contract.l/ 

Because the contract imposes an obligation on the 

contractor to secure cost analysis or price analysis if 

competition is not available, the contractor's analysis is 

reviewed by BHI for reasonableness. BHI takes the position 

that the contractor's analysis should include the various 

elements of cost which make-up the proposal such as direct 

labor, machine costs, materials and supplies, purchased services, 

overhead, general and administrativeetc. The contractor should 

also include detailed descriptions of the cost elements shown 

in the analysis, as well as comparisons to alternative methods. 

l/ The Secretary issued specific general instructions in August 1972 
requiring, for EDP subcontracted services, that the carrier must make 
a conscious effort to secure real competition and this solicitation 
must be sufficiently extensjve to produce at least tr~ee acceptable 
competitive proposals and document its efforts if it fails to secure 
three. These general instructions are being revised to accommodate 
the new provisions in the 1973 carrier contracts, and they will cover 

,the basic requirement that the carrier must issue a Request for 
Proposal (RFP) that is not biased or structured to a particular vendor 
or vendors but which permits and promotes the maximum competition. 
The revised instructions will also cover the need for the standards of 
comparison and the criteria for evaluation to be established in advance 
in writing and be issued simultaneously with the RFP. The instructions 
will contain a sample RFP and will include basic requirements for RFP's 
and the comparison standards and review criteria. The carriers will be 
required to submit in advance of issuance the RFP and comparison standards 
and evaluation criteria to BHI for review in every instance where the 
prior approval of the Secretary of the subcontract or purchase at 
issue is required under the carrier contract. 
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If BHI fi.nds the analysis inadequate, necessary additional 

data are developed before the proposal is approved by BHI. Upon 

approval, the contractor is required to certif.y as to the 

currency, completeness, and accuracy of the data, in accordance 

with parts 1-3.807-3, and 1-3.807-4 of the Federal Procurement 

Regulations. 

The Government involvement has been extensive in a number 

of recent situations in which BHI has been called upon to approve 

a data processing subcontract. While there may have been strong 

reasons for the BHI involvement in these situations, our 

Committee is being asked to chart a course for th~ future. In -
that context, we urge that BHI adopt the philosophy that unwise 

carrier decisions as to data processing subcontracts will show 

up in the results of carrier performance, and that BHI will 
l 

put its faith in the capacity to measure results rather than 

in attempting to guide carrier decisions. 

This philosophy and approach, if adopted, should resolve 

one issue which has recently been a topic of debate. It has 

been contended that, if the decision by a carrier to award a 

data processing subcontract is subject to BHI review and the 

approval of the Secretary, so also should the decision by a 

carrier to go "in house" for its data processing operations. 

We can understand the instinct to urge parallel treatment of 

the two situations, but we regard them as different legally and 

organizationally. The need for the approval of substantial 
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subcontract awards is a simple case of protecting the Federal 

Government, once it has entrusted the performance of a function 

to a particular contractor. The argument that a decision to go 

"in-house" requires the approval of the Secretary seems to us 

to involve a false premise, namely, that the original contract 

carried an implicit understanding that there would be subcon-

tracting for data processing. 

In any event, we believe it would be moving in the wrong 

direction to require price analysis, other than through applica-

tion of the performance criteria, of carrier decisions to go 

"in house". Again, these decisions should be tested in the 

context of the overall results produced by a carrier. 

A variation of the above-mentioned issue has also arisen, 

namely, as to the freedom of several carriers to join together 

in the performance of data processing functions through ~ joint 

venture or subsidiary. The contention of the carriers in this 

respect is that they would still be operating the data processing 

system themselves, albeit in combination with one or more other 

carriers. They contend that any requirement of competitive 

bidding imposed upon such a joint effort would frustrate their 

objectives. 

Although we have not been confronted with specific proposals 

or examined a particular set of facts, we believe i~ would be 

useful to express an attitude concerning these joint proposals. 

Our Committee is of the view that, while it is difficult to 
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draw a line at any particular point, the line is best drawn at 

the point where a carrier relinquishes any material portion of 

its responsibility and functioning with respect to data 

processing. A delegation to a joint venture or a subsidiary 

clearly removes the carrier from total control over the 

delegated function. We think it is more in keeping with the 

spirit of the carrier contracts to treat a joint venture or a 

joint subsidiary as a subcontract for purposes of bringing to 

bear the requirements of bid solicitation. 

* * * 
This completes the portion of our Report which gives 

principal attention to the carriers themselves. The balance 

of the Report will focus primarily on the subcontractors in 

the data processing field, since many of the issues of public 

policy relate to, and much of the discussion concerning Medicare 

administration has revolved around, these subcontracts. 

, 
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to three of the smaller carriers. Of the current five EDP 

subcontractors, the largest, EDSF, serves 11 carriers and, in the 

calendar year 1973, accounted for 87.7% of the claims processed by 

all EDP subcontractors. This represents a modest decline from 1971 

and 1972 for which the comparable percentages were 90.~/o and 91.7%, 

respectively. As a proportion of all Medicare Part B carriers' 

claims, EDSF' s share was roughly 37% in 1971 and 197 2, and 42. 8% 

during the calendar year 197 3. Three of the remaining four sub-

contractors have but one contract each, while one of the four 

serves two carriers. A summary of the current status of EDP 

subcontractors is as set forth in the following table 3: 

, 
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EDP Claims 
Processing 
Subcontractors 

EDSF 
EDSF 
EDSF 
EDSF 
EDSF 
EDSF 
EDSF 
EDSF 
EOSF 
EOSF 
EOSF 
EOSF 

Subtotals 
McDonnell-Douglas 
Data Inc. 
Systems Resources, Inc. 
University Computing Co. 1/ 
McDonnell-Douglas £/ 
McDonnell-Douglas 3/ 
Computer Services, Inc. ~ 

Subtotal 
Total 

T.A:BLE 3 
CLAIMS PROCESSED BY EDP SUBCONTRACTORS 

CALENilAR YEAR 1973 

PartB 
Carriers 

Topeka, Kansas 
Pennsylvania BS 
California BS 
Texas BS 
Iowa BS 
Indiana BS 
Massachusetts BS 
New York BS (UMS) 
Minnesota BS 
Arkansas BS 
Nationwide 
Puerto Rico SSS 

Colorado BS 
South Dakota BS 
Kansas City BS 
Illinois BS 
Connecticut General 
General American 
Washington Physician Service 

Percent of National 
Workload Processed 

CY 1973 

1.2 
5.2 
9.0 
5.9 
1.2 
1.7 
3.9 
8.3 
.6 

1.0 
4-3 

--=..2 
~ 
1.4 

.2 

.8 
1.0 

.6 
1.1 
1.0 

6.1 
48.9 

Percent of Subcontracted 
Workload Processed 

CY 1973 

2.5 
10.6 
18.5 
12.0 
2.5 
3.5 
7.9 

17.1 
1.3 
2.1 
8.7 
1.0 

87.7 
2.8 
.5 

1.6 
2.0 
1.2 
2.3 
2.0 

12.4 
100.1 

,..., ... -

Operated by Univeristy Computing Company through 5/31/73. Since then, carrier has operated Model B in-house. 
Operated own system until 7/73 when McDonnell-Douglas installed its on-line system operated by McDonnell 
personnel 
Operated own system until 4/73 when McDonnell-Douglas installed its on-line system operated by McDonnell 
personnel 
CSI operates its own system for 18 of the 20 Washington Bureaus i.e., all except Spokane and King County • 
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Another significant point in the distribution of market 

shares among subcontractors is the division of the market according 

to EDP system. At present, 16 of the 31 carrie~s operating systems 

inhouse employ the Model B system developed by SSA. This represents 

a rapid rise from four in 1970 and only nine as recently as 1972. 

In addition, three of the five subcontractors employ the Model B 

system with the result that some time in 1974, 20 of the 48 carriers 

will be using the SSA developed Model B system. The leading EDP 

subcontractor (EDSF) employs its own system as does one other 

subcontractor. In 1974, it is expected that more than two-thirds 

of the carriers will be using either Model B or the system 

developed by EDSF, and more than two-thirds of all claims will be 

processed in these two ways. 

Number of 
Carriers Using 

System Systems 

SSA Model B System 

' 
(Operational) 16 

SSA Model B System 
(Scheduled) 1 

SSA Model B - McAuto Version 
(Operational) 3 

SSA Model B - McAuto Version 
(Scheduled) 0 

EDSF System (Operational) 11 
ASDC System (Operational) 3 
Independently Developed Systems 

(Operational) 15 

1!21/ 

iJ Includes Travelers RRB inhouse system and Prudential with SSA 
Model B System in North Carolina and an inhouse system in Georgia 
and New Jersey. 
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What conclusions can one draw about the effectiveness of 

competition from these facts, and from the emerging trends in the 

industry~ A carrier which does not wish to ~perate an inhouse EDP 

system has few al ternatiyes (McAuto' s new 11edicare Part B system is 

now an alternative) to using EDSF. It should be noted that the GAO 

found only one qualified bidder (EDSF) for the specifications in 

the Nationwide Insurance Company competition. The competing 

subcontractors are few in number. Moreover, the development costs 

for most of the competing subcontractors have been fi~ced through 

SSA's expenditures on the Model B system. However, as an alternative 

to EDSF, each carrier's option is to adopt an in-house EDP system. 

This option is facilitated by the fact that BHI is prepared to 

assist a carrier in implementing the Model B system, with the 

result that even carriers with very limited resources in computer 

"software" can have a fairly sophisticated in-house system. Also, 

in 1973, one of the five carriers with lowest unit costs was a 

' relatively small carrier using the ASDC system for in-house EDP 

processing of claims. Thus, small carriers, at least for the time 

being, have additional viable alternatives to EDSF. 

The problem as we see it, therefore, is not so much a 

question of monopoly power being currently wielded by the leading 

subcontractor, but, rather, the precarious position of the remaining 

subcontractors. This weakens the bargaining position of carriers 

who do not wish to operate inhouse systems. This has, limited and 

continues to limit the range of alternatives open to carriers. 
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Several of the EDP subcontractors, excluding McDonnell Douglas 

Automation Co., were very outspoken at our June 13, 1973 meeting 

to the effect that EDSF had already achieved a degree of dominance 

which makes new entry difficult. Moreover, some of them indicated 

they were withdrawing from the competition. The Committee also 

received letters from other EDP subcontractors indicating that 

they, too, were withdrawing from the competition. A quote from 

one of the letters is as follows: 

"Our history suggests that we have spent many thousands 
of dollars trying to compete in the Medicare data pro­
cessing market through competitive bidding. Our success 
in achieving any significant awards has been minimal. 
Analysis of this 'competitive bidding' suggests that 
cost could not win an award, good service could not 
win an award, quality proposals could not win an 
award, and knowledge of Medicare processing could not 
win. Investigations by the General Accounting Office 
and the Legislative brqnch of the government did not 
reverse this trend." 11 

In summary, there are two types of inadequacy in competition 

insofar as data processing for Part B Medicare is concerned. The 

first type arises from the present trend for two EDP systems, that 

of EDSF and 1-'Iodel B, to assume an increasingly dominant role. This 

seriously limits the range of alternatives open to all carriers 

The second concerns the options of carriers who do not wish, or 

are unable, to employ an in-house EDP system. For these carriers, 

the number of subcontractors is less than optimal for effective 

competition and the precarious positi~n of some of the subcontractors 

threatens to make the situation worse in the future. 
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B. Deterrents to EDP_Competition 

Although there are some individual EDP systems in use at 

this time by the private insurance companies, the present situation 

in the Medicare (Part B) program is that the carriers have basically 

two choices with respect to EDP--they can operate the Model B 

system (with government assistance from BHI), or they can subcontract. 

If the decision is to subcontract, then the choices for the large 

carriers are basically limited to EDSF or HcAuto (McDonnell Douglas). 

It also appears that some personnel in BHI have strongly encouraged 

the carriers to convert to the Model B system, although this is not 

the official position of the BHI management. 

The problem with the overall trend is that many of the 

normal competitive factors are missing which normally could be 

relied upon to achieve good EDP services at lowest cost and to 
~ 

assure that claims are processed in the most efficient way. There 

are simply not enough competitors for those who wish to subcontract. 

If reliance is placed on the Model B system, or for that matter a 

single proprietary system, there is no assurance that the system 

will be efficiently designed--and not overdesigned with features 

that make it a very costly system to operate. In addition, a 

Government staff of about 75 will be hired to maintain and enhance 

the Model B system. In both situations, the costs will be borne 

by the taxpayer through the medium of the cost reimbursement 

contracts that BHI has with the carriers or as a direct cost of BHI. 
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As a result of presentations made at the public meetings 

and letters received from EDP subcontractors and carriers, there 

appear to be many obstaclee to the entry of additional data pro­

cessing firms to the Medicare (Part B) program. A listing and 

explanation of the ma~or obstacles are as follows: 

1. Domination by one subcontractor. One of the main 

problems cited by some other EDP subcontractors is the dominant 

position of EDSF. Whether or not these beliefs are ,;ustified, E,.l)S 

other EDP subcontractors feel it is ver:y difficult to compete RtPU.TitTlOJ-J 
against EDSF with: (i) its reputation for doing a good job, 

' 

(ii) its facilities management approach to handling all or 

most of the carriers' other data processing needs,~) its 

p_;esent dominance of the market with 87.7% of the subcontracted 

claims processing business (in calendar 1973), and (iv) ~ 

publicized active posture in presenting its views to Congress 

and the Executive Brapch 

2. The initial development costs. A new entrant in 

the market for EDP services to carriers must incur development 

costs which an established firm no longer faces (unless it 

wishes to use the Model B system as its basic system). 

Consequently, a new entrant may find it difficult to meet the 

,Price of an established firm, since this price must cover the 

necessary development expenses. Moreover, the leading sub-

contractor, EDSF, is able to spread future development costs 

· over a large volume of claims thus rendering it difficult for 
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new entrants to develop their own systems and still compete 

.with the former for contracts that include development costs. 

Equally serious, a new system must compete with the large and 

continuing outlays of the Government for the enhancement of 
MOPEL 
S~STEM 
• 

the Model B system. For example, through fiscal 1973, SSA l ~ 

will have spent over $6 million on maintenance and development 'DC Tf~t~ r 
To of the Model B system. To the extent that private funds must 
eo)'tPeT ITIUJ 

be used for the development of a new system, the large expen-

ditures of the Government constitute a severe competitive 

barrier to new entry. 

3. Model B system is oriented toward IBM eguip!I!:ent. This 

means that ot~er equipment manufacturers cannot readily adopt 
\ 

the Model B system. This is one explanation for the fact that 

some of the large equipment manufacturers have stayed away 

from the program. 

4. Low confidence in procurement ~act ices. The history 

of procurements for EDP subcontracts, which are primarily the 

responsibility of the carriers (prime contractor) with BHI review 

and approval, has not developed a high confidence factor in 

the fairness of the procurement procedures. The Comptroller 

General's report to the Subcommittee on Intergovernmental 

Relations Committee on Government Operations regarding the 

Award of Subcontract for Processing Medicare Claims for Physicians 

Services in Ohio and West Virginia,1' details the problems in 

1' Report B-164031 (4), ciated August 2, 1971 
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- one of the more recent procurement awards. As one potential 

entrant to the field stated, 'you do not know if price, firm 

qualifications, approach to the work, etc. are going to prevail 

or not. The procurement procedures are too uncertain to 

justify the investment of proposing. " 

5. Delay in government review and approval. There are 

considerable delays (a mixture of Government and carrier 

responsibility) in the approval of contracts after the 

submission of bids. Since preparing bids is costly, long 

delays tend to discourage new entrants. The small size of 

many potential subcontractors, and their limited reso11rces, 

aggravates the consequences of long delays. 

6.. Lack of carrier incentive to minimize EDP costs. 

Administrative failures in processing claims lead to advers~ 

public criticism and serious embarrassment to the carriers. 

In contrast, higher than necessary costs do not attract much 

public attention and the carriers' contracts require full 

reimbursement for all costs incurred. Consequently, it is 

reasonable to expect that the pressure on carrier executives 

is to choose subcontractors who have already proven themselves, 

and to downgrade the importance of cost considerations as 

compared to demonstrated performance. Under these circum-

stances, new entrants face serious obstacles. 

7. BHI is thought to favor the adoption of the Model B 

system. ~ere is a widespread belief that BHI, perhaps ina~ 

vertently, and certainly without any official approval, 
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favors the adoption of the Model B system. Since all EDP 

subcontracts must be approved by SSA, a competing system 

is believed to face severe obstaclee. Whether the belief is 

true or not, the expectation of an obstacle is in itself 

sufficient to discourage entry. 

8. EDSF subcontract terms. The six-year contract term 

that EDSF has insisted on with carriers discourages entrants 

from entering the competition. As ~ne competitor1/ pointed 

out at the June 1973 meeting of the Committee, ''Once you get 

ready to compete, you realize that most of the contracts will 

not be open for bid for several· more years." As was noted 

above under Part V, the Government contracts with the carriers 

are on an annual renewal basis. 

9. Possible Trend to In-House Operation. There are~ 

some iLdications that several of the carriers, who are now 

utilizing EDP subcontractors, are planning to bring the 

operations in-house. If this happens, it might also dis-

courage additional firms from entering the competition because 

of the market diminution. 

In summary, our Committee believes that there are some 

serious impediments to additional competitive entries into the 

data processing field of the Medicare (Part B) program. To the 

extent possible, these impediments must be removed--or at least 

1 .. McDonnell Douglas 
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- reduced to a level which will permit a reasonable degree of 

competition. The Government was, in our view, right in developing 

a I1odel B system, because a viable alternative to EDSF was badly 

needed. v'Je now believe the Government must modify existing policies 

and procedures and take some additional steps to insure more 

competition in data processing for Part B of .the 11edicare program. 

C. Recommendations for Promoting Competition Among Subcontractors 

and EDP Systems 

It is the Committee's view that an appropriate goal is an 

increase both in (1) the number of subcontractors, and (2) the 

number of competing EDP systems. 

/(Eeoh)f 91l>ATI~»~S' 
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While there is general agreement on the desirability of the 

first objective, some have argued that an increase in the number of 

EDP systems may entail duplication of effort and consequent waste. 

To be sure, there is always some waste in competing research and 

developments efforts and to diversity in production methods and 
f 

design of products and services. But uniformity and integration of 

effort often yields only short-run savings. Particularly in an 

industry in which technolbgy is changing rapidly, and in which 

the critical function of review of medical necessity is still in 

the rudimentary stages and heavily dependent on EDP systems, the 

primary emphasis should be on innovation and progress. The savings 

of uniformity are likely to be purchased at the price of sterility 

in technical developments and, ultimately, a much higher cost to 

the.taxpayer. The appropriate cost objective is not that of 
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minimizing EDP costs but rather that of minimizing the total 

administrative cost of carriers and of reducing the waste associated 

with ~~ecessary medical services. Consequently, we recommend action 

in the areas discussed below. 

1. Improvement of Procurement Procedures 

Although we have stated earlier in this report that BHI 

should play a reduced role in the decision-making as to EDP subcon-

tract awards, we believe it would be of great benefit if BHI could 

develop a procurement process and format which would assist the 

carrier to conduct a fair and equitable competition for subcontracts. 

This would build confidence within the data processing community in 

the overall procurement process. Some areas in which we believe 

there should be improvement are: 

' 

(a) Improved specifications in the requests for 

proposals (RFP) .1./ 

(b) Possible financial awards to responsible bidders 

in order to defray the cost of developing proposals. This 

would particularly help the smaller subcontractors and should 

improve the quality and number of proposals. 

(c) Explicit factors and weights for evaluating the 

proposals (price, approach, firm qualifications, etc.'. 

(d) Insistence that all prospective subcontractors re-

spend to the written specifications in the RFP but allow the 

subcontractors to propose other approaches if they wish. 

iJ Chapter 3, Comptroller General's report (B-164031(4) to the Sub­
·Committee on Intergovernmental Relations Committee on Government 
Operations regarding the Award of Subcontract for Processing Medicare 
Claims for Physicians Services in Ohio and West Virginia. 

.\,_~) . ,, 
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-- (e) Improved requirements as to how the subcontractor 

should quote prices so as to facilitate comparisons among proposals. 

2. Evaluation of Bids and the Tiecision-Making Process 

Unreasonable delay is one of the worst features of 

government procurement, and it has obviously crept into the Medicare 

<;art B) procurement process along with carrier initiated delays. 

We recommend that a reasonable time hedule be established 

sEould be ample), announced, and adhered to, with respect to award 

of EDP subcontracts. 

In addition, the written and announced factors and 

weights for evaluating the proposals should be strictly adhered to 

by the carriers. BHI should review the process followed to assess 

its fairness, which would include review of the RFP before it is 

issued. Also, BHI should insist that all subcontractors be trea~~d 

equally and fairly if negotiations take place after the proposals 

have been submitted. 

). Separation of Government Tiecision-Making Process from 

the Model B nata Processing Group in BHI 

SSA . 
APPtoVA-L. . 
"DElN/S 

The industry (carriers and ETIP subcontractors) believes SEPA~~Te 

that there is undue influence on the selection of ETIP subcontractors 

by the Model B data processing group. Actually there are two ETIP 

groups within BHI, one for the development of the Model B system and 

one for monitoring the data processing area for the Medicare (Part B) 

program. It is the latter group that reviews the subcontract awards, 
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and BHI personnel do not believe there is a conflict of interest 

situation. However, the two groups rely on each other for technical 

advice and have the same individual supervising them; therefore, they 

are too close to avoid the appearance of possible bias. 

We recommend that as long as BHI maintains and enhances 

the Model B system another group should review the EDP subcontract 

awards. This could be done by SSA, HEW, GSA, or some source selection 

committee or peer review group. This problem will be solved if 

our recommendation as to contracting out of responsibility for main-

tenance of the Model B syatem is adopted. 

4. Term of Subcontracts 

As previously noted in the report, the six-year term 

of the EDSF contracts is too long and tends to restrict competition. 

A one-year contract is generally unfair in the field of data ~rocessing 

because of the large start-up investment. The committee believes 
~YEAI! 
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and annual renewals of each subcontract thereafter. 

5. Redoubling of Efforts to Get EDP Manufacturers and/or 

Computer Software Houses to Enter the Medicare (Part B) Data 

Processing Competition 

As we have discussed earlier, if primary reliance for 

EDP data processing is to be on the private sector, and if carriers 

\.U lT~ 

0~1£ 1~ 
fCcN&~~ 

desire to use subcontractors as distinct from operating inhouse systems, 

then more EDP subcontractors are needed. It is the Committee's 

judgment that other companies would enter the competition for 
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subcontracts if some of the impediments (as outlined in the previous 

section of the report) were removed. In fact, some companies have 

indicated to the Committee, on an informal basis, that they are 

very interested in the Medicare (Part B) program. 

(6) Development of New and Improved EDP Systems 

The Committee believes that HEW should consider the develop-

ment of at least one new alternative EDP system and the financing 

of its development by Government funds on a competitive basis. 

The procurement request should require that the winning contractor 

offer both a systems assistance option and a facilities management 

option. The new system would be owned by the Government, therefore, 

the carriers would have. the option of (i) using the system with 

their own in-house staff, (ii) using the system with contractor 

systems assistance, and (iii) using a facilities management sub-

contractor to operate the system. This new system would go a 

long way toward insuring that there would be at least three quali-

~ied competitors in every subcontract procurement. It would also 

give the carriers some additional options for their in-house 

systems. This approach of developing a new system would also 

be a good method for assessing the strengths and weaknesses of 

the Model B System and other existing systems. It is generally 

agreed by industry and Government personnel that the Model B 

system was developed under less than optimum conditions. 
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We recognize that this proposal might be subject to critisism 

because of the additional cost involved to the Government. How-

ever, such costs would be small as compared to the possible 

benefits given the anticipated scale of Medicare and other 

public health insurance programs. The Committee also believes 

that there is merit in funding carrier improvements of in-house 

s.ystems. At the Committee's public hearing in May 1973, several 

carriers voiced their strong desire to have federal funds to 

enhance their own data processing systems. We believe there 

should be an annual competition for Government funding of 

promising in-house improvements, and that BHI should have a 

follow-up review process to evaluate the system improvements. 

Of course, all successful improvements would be available to 

other carriers. 

(7) Research and Development Program for Hedicare EDP Systems 

The Committee believes that there should be a continuous 

' research and development program for Medicare EDP systems. This 

would assist in keeping current or even pushing the state of the 

art in EDP technology and/or Hedicare program developments. These 

research efforts would be pursued outside of existing systems, 

and would probably be concentrated in such areas as medical 

. necessity, utilization, etc., screening procedures. Awards to 

finance such research should be made on a competitive basis 

possibly utilizing procedures currently used for research grants 

by the National Science Foundation. 
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(8) BHI's Model B System 

SSA's involvement as the developer and maintainer of the 

Model B system and the de facto system consultant for carriers 

ko'DtL. 
~'f~TEI1 

Bu..b&er 
utilizing the Model B system has steadily increased. The current INt-.EASc 

budget planning calls for the Model B section of BHI to be staffed 

with about 75 employees. While we commend BHI for its action in 

developing the Model B system in order that the carriers have 

option of at least one good in-house system, we are convinced 

the RECtH"i~ l) 
fA~Joti~Jr 

ou..r 
HODEL.. that the objective now should be that of withdrawal of BHI from 

operational responsibility. An interim arrangement could be 

entered into with an independent contractor for maintainance 

of the Model B system. Such contractual arrangement could be 

terminated at the earliest date consistent with assurance of 

adequate competition. We would define adequate competition as 

three to five private firms capable of bidding and being judgf!d 

as responsive to a predetermined set of specifications (RFP), 

and/or carriers having enough options to assist with the main-

tenance of their in-house systems. 

An orderly approach to Government withdrawal from the 

continuing maintenance of the Model B system might be (i) an 

early announcement of such intent, (ii) a competitive procurement 

to obtain the services of an outside contractor to maintain the 

Model B system at least three years (this step could be taken in 

'S .. ~TEH 

the near future because it would not change the degree of competition), 

(iii) an annual assessment thereafter by BHI to determine if the 

-- ~ ·- ....... 
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continued maintenance of the Model B System by an independent 

contractor is necessary rather than relying upon each carrier 

to maintain its own system (either directly or through a data 

processing subcontractor), and (iv) an orderly reassignment of 

BHI's Model B staff to other Government positions. 

Our Committee considered and rejected the idea that the 

Government should first drop its maintenance of the Model B 

system without providing an alternative means of maintaining 

the system. The primary reason for this conclusion is that, 

without Model B, adequa.te competition is not available at this 

time. The Government should not be in the position of creating 

a private monoploy with taxp~er funds through action or inaction 

on its part. An orderly withdrawal is absolutely necessary. 

At the same time, the Government should not compete with 
~ 

the private sector, as clearly stated in Bureau of the Budget 

Circular A-76. A pertinent quote from the latest revision dated 

March 3, 1966) 0f the circular is as follows: . . 

I 
"There is no change in the Government's general 
policy of relying upon the private enterprise 
system to supply its needs, except where it is 
in the national interest for the government to 
provide directly the products and services it uses." 

Col"'lPErrtTt DAI 
lUI Tit 

'Pl\vPrrE 
SeC.TDt 
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Access to Records of Subcontractors and Affiliates 

The costs incurred-by Medicare carriers for data processing 

services obtained by contract are significant and are borne by the 

Government through cost reimbursement to the carriers. HEW should 

establish procedures that will assure fair and effective competition 

and, as a consequence, reasonable prices. 

Under date of January 8, 1974, the Comptr~ller General 

wrote a letter to Congressman Fountainl/ in response to certain 

questions posed by Congressman Fountain. Some of these questions 

are ones that our committee was asked to consider (see Appendix D). 

The Comptroller General concluded that the Federal Property and 

Administrative Services Act and the Federal Procurement Regulations 

do apply to agreements between the Social Security Administration 

and Medicare carriers. 

The Comptroller General also stated that (assuming there is 

an absence of adequate competition) the contracting officers should 

insure, before approving proposed subcontracts, that carriers have 
• 

undertaken price or cost analyses and have required submission~and 

certification of cost or pricing data by the subcontractor. This 

will have the effect of requiring certified cost and pricing data, 

subject to ~udit and appropriate contract remedies, whenever the 

price is not based upon adequate price competition or catalog or 

market prices of commercial items sold to the general public in 

substantial quantities. 

l/ Chairman, Subcommittee on Intergovernmental Relations, House 
Committee on Government Operations, House of Representatives. 
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The Comptroller General's letter also appears to support 

the recent move by BHI to include an examination of records clause 

in the recent revision of the subcontractor contract and clearly 

states that, \vith this clause, the Government·has the right to 

review the records of any parent corporation or a subsidiary at 

any tier or a division of a subcontractor. 

The Committee concurs in these positions. Clearly, the 

citizens of the country are entitled to know the facts on costs and 

profits of sub contractors who are ultimately paid.: by the taxpayers. 

When such facts are not forthcoming, suspicions, rumors, and 

exaggerations develop and much time and energy is expended by both 

Government and private industry people in debating issues without 

the necessary financial facts. 

' 

' 
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E. Possible Additional Conflict-of-Interest Regulation of Carriers 

vis-a-vis Relationships with Subcontractors 

Early in the deliberations of the Committee, in addition to 

the suggestions of bias on the part of Government in relation to 

the Model B System and in addition to suggestions of political 

activity, there were some suggestions of possible conflicts of 

interest on the part of officers and directors of carriers in 

relation to the selection of subcontractors. Instances were 

alluded to officers or directors of certain carriers also having 

lfJAJ FLI~ r 
()/= 
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p 

an interest in the business welfare of certain subcontractors. 

Our Committee did not seek to invest~te these alleged 

relationships, largely for reasons of time. However, we do 

recognize that one of the deterrents to free and open competition 

can be belief , whether real or imagined, that decisions as to 

contract or subcontract awards are not being made on a complete~ 

unbiased basis. 

Because of the recognized talent of many ~f the officers and 

directors connected with the Part B carriers, their services are 

often sought by other corporations and they frequently serve as 

directors or advisory board members of other organizations or have 

financial interests in other organizations. We have examined the 

forms of the carrier contracts, and the following two provisions 

of Article IX provide an adequate contractual basis for dealing with 

the problem of potential conflicts of interest: 

"H. The Carrier shall establish and maintain procedures 
and controls for the purpose of preventing any of its 
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-· directors, trustees, officers or responsible employees from 
using their positions with the Carrier for purposes of 
furthering their private business inter0 sts, to the 
detriment of the Medicare program, and from using any 
material or information, not otherwise in the public 
domain, obtained by the Carrier from the Secretary or 
developed by the Carrier in performing its functions 
under this agreement to promote their private business 
interests." 

"I. The Carrier shall establish and maintain procedures 
and controls for the purpose of preventing any if its 
directors, trustees, officers or responsible employees, 
directly or indirectly, from accepting payment from any 
person of any fee, commission, compensation, gift or 
gratuity as an inducement or acknowledgment for the 
award of a subcontract." 

In order that the intent of these provisions can be fully 

carried out, we recommend that HEW request the carriers which use 

or plan to use a subcontractor to have a simple form of conflict-

of-interest questionnaire signed by its officers and directors 

annually and also at the time bids are received for a major 

" subcontract. Such a questionnaire could simply ask whether the 

recipient has any financial interest as an officer, director, 

employee, stockholder or otherwise, in named subcontractors. The 

questions should be framed to reach out at indirect interests, such 

as where a director of a carrier is a bank officer and his bank 

does business with a subcontractor. These named subcontractors 

would consist of the carrier's existing subcontractor insofar as 

the annual questionnaire is concerned and would consist of all 

potential subcontractors which have submitted bids if a procurement 

is under way. 

' L 
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Questionnaires of this type are a useful preventi.!"•• :e-:s~~.::~ ... ,~· ~.~ .. \' 

and are utilized by many corporations. We think they would serve 

to strengthen subcontractor confidence that the carrier decisions 

are not tainted by conflicts of interest. 

F. Possible Regional or National Data Processing Centers 

The previous recommendations on the EDP subcontract part of 

the Medicare (Part B) program were primarily based upon the existing 

pattern of operation; namely, each carrier doing its own processing 

or utilizing a subcontractor. Another possibility, which both 

Government and industry have discussed with the Committee, is the 

utilization of regional or national data processing centers. The 

Committee believes that this possible future course of action should 

be fully investigated 

In the last few years, several large corporations and other 

large organizations have performed feasibility studies in connection 

with their own data processing needs and they concluded that significant 

s~ings could be achieved by establishing regional or national data 

centers. These savings, it was asserted, have resulted from reduced 

EDP equipment requirements, reduced personnel levels and elimination 

of duplication of effort. It would appear that the Medicare (Part B) 

program could possibly obtain similar savings. At the same time, 

there are those who dispute the potential savings of consolidated ' 
EDP centers. The Committee did not receive evidence that would 

substantiate either side of the issue. However, it should be noted 

that the EDSF approach is basically a regional system now, as are, 
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- to a lesser degree, the McDonnell, Aetna, Travelers and Prudential 

data processing operations. Also, there is the new regional center 

at Illinois Blue Shield. 

EDP costs and processing techniques must be considered only 

part of the overall administration of the Medicare (Part B) program. 

Nonetheless, we regard the question of regional centers as potentially 

important and therefore recommend that BBI contract for an independent 

feasibility study to determine the benefits and costs of this approach 

to processing claims. 

(See conclusions at outset.) 

Charles A. Bowsher 
Michael Gort 
Roswell B. Perkins, 

Chairman 
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Purpose 

APPENDIX A 

Department of Health, Education, and Welfare 
Charter 

Advisory Committee on Nedicare Administration, 
Contracting, and Subcontracting 

The Secretary is granted authority to enter contracts and 
subcontracts in his administration of the health insurance for the 
aged program (~!edicare) established by P .L. 89-97 (July 30, 1965), 
as amended, including P.L. 92-603 (October 30, 1972), the implemen­
tation of which requires the advice of the Advisory Committee on 
Medicare Administration, Contracting, and Subcontracting. 

Authority 

42 U.S. Code 1314 and 42 U.S. Code 1395b-l 

This Cocmittee is governed by the provisions of P.L. 92-463 which 
sets forth standards for the formation and use of advisory committees. 

Function. 

The Advisory Committee on Medicare Administration, Contracting, and 
Subcontracting advises the Secretary and the Commissioner, Social 
Security Administration, concerning broad organizational and operational 
matters, contract formulation, and reimbursement principles applicable 
to Medicare contracts and subcontracts. 

Stlucture 

The Committee consists of four members, not otherwise in the employ cf 
the United. States who are selected by the Secretary from among persons 
outstanding in fields related to law, contracts, public administration, 
and economics. The Secretary shall appoint one of the members to serve 
as chairman. 

Each member shall hold office for a term of one (1) year, except that 
any member appointed to fill a vacancy occurring prior to the expira­
tion of the term for which his predecessor was appointed shall be 
appointed for the remainder of such term.· 
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Management and staff services are provided by the Social Security 
Administration and the Director, Advisory Group Staff, Program Review, 
Bureau of Health Insurance, who serves as Executive Secretary. 

Meetings 

Meetings will be held at the call of the chairman with the advance 
approval of a Government official who also approves the agenda. It 
is anticipated meetings will be called monthly. A Government official 
will be present at all meetings. 

Meetings are open to the public except as determined otherwise by the 
Secretary; notice of all meetings is given to the public. 

Meetings are conducted and records of the proceedings kept, as 
required by applicable laws and departmental regulations. 

Compensation 

Members are paid at the rate of $75 a day, including travel time, and 
receive per diem and travel expenses in accordance with Standard 
Government Travel Regulations. 

Annual Cost Estimate 

Estimated annual cost for operating the Committee, including 
compensation and travel expenses for members, but excluding staff 
support is $14,400. Estimated annual man-years of staff support 
requirement is 3.0 man-years, at an estimated cost of $65,000. 

Reports 

An annual report will be submitted to the Secretary through the 
Commissioner, Social Security Administration, upon termination of the 
Committee. The report will contain as a minimum a list of members and 
their business addresses, the dates and places of meetings, and a 
summary of the Committee's activities and recommendations made during 
the year. A copy of the report will be provided to the Department 
Committee Management Officer. ' 
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·rermination Date 

Unless renewed by appropriate action prior to its expiration. the 
Advisory Committee on Medicare Administration, Contracting, and 
Subcontracting will terminate one year from the date this Charter 
is approved by the Secretary. . 

Approved: 

2 G fEB 1973 

Date Secretary 

' 

3 

.. I , 
'· 



-

Purpose 

THE SECRETARY OF HEALTH. EDUCATION. AND WELFARE 

WASHINGTON. D. C. 20201 

CHARTER 

Advisory Committee on Medicare Administration, 
Contracting, and Subcontracting 

The Secretary is granted authority to enter into contracts and 
subcontracts in his administration of the health insurance for the 
aged program (Medicare) established by P.L. 89-97 (July 30, 1965), 
as amended, including P.L. 92-603 (October 30, 1972), the implemen­
tation of which requires the advice of the Advisory Committee on 
Medicare Administration, Contracting, and Subcontracting. 

Authority 

42 U.S. Code 1314 and 42 U.S. Code 1395b-l 

The Committee is governed by the provisions of P.L. 92-463 which 
sets forth standards for the formation and use of advisory committees. 

Function 

The Advisory Committee on Medicare Administration, Contracting, 
and Subcontracting shall advise the Secretary and the Commiss~oner, 
Social Security Administration, concerning broad organizational 
and operational matters, contract formulation, and reimbursement 
principles applicable to Medicare contracts and subcontracts. 

Structure 

The Advisory Committee on Medicare Administration, Contracting, 
and Subcontracting shall consist of four members, including the 
Chairman. Members shall be selected by the Secretary from authorities 
knowledgeable in the fields of law, contracts, public administration, 
and economics. Members shall be invited to serve for overlapping 
terms. Management and staff services shall be provided by the 
Social Security Administration and the Director, Advisory Groups 
Staff, Program Review, Bureau of Health Insurance, who shall serve 
as Executive Secretary. 

Meetings 

Meetings shall be held monthly at the call of the Chairman, with 
the advance approval of a Government official who shall also 

-~ 
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approve the agenda. A Government official shall be present at 
all meetings. 

Meetings shall be open to the public except as determined otherwise 
by the Secretary; notice of ~ll meetings shall be given to the 
public. 

Meetings shall be conducted, and records of the proceedings kept, 
as required by applicable laws and Departmental regulations. 

Compensation 

Members who are not full-time Federal employees shall be paid at 
the rate of $75 a day, including travel time, plus per diem and 
travel expenses in accordance with Standard Government Travel 
Regulations. 

Annual Cost Estimate 

Estimated additional committee operating cost for period February 26, 
1974, to June 30, 1974, is $4,800. Estimated additional requirement 
for staff support is 1.0 man-year, at an additional cost of $22,000. 

Reports 

An annual report shall be submitted to the Secretary through the 
Commissioner, Social Security Administration, not later than June 30, 
1974, which shall contain as a minimum a list of members and their 
business addresses, the Committee's functions, dates and places 
of meetings, and a summary of the Committee's activities and 
recommendations made during the year. A copy of the report shall 
be provided to the Department Committee Management Officer. 

' 
Termination Date 

Unless renewed by appropriate action prior to its expiration, the 
Advisory Committee on Medicare Administration, Contracting, and 
Subcontracting will terminate June 30, 1974. 

APPROVED: 

February 15, 1974 /.!}/ Caspar W. Weinberger 
Date Secretary 
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THE SECRETARY OF HEALTH. EDUCATiON, AND WELFARE 

WASHINGTON, D. C. 20201 

NOTICE OF RE}~AL OF THE ADVISORY COMMITTEE ON 
MEDICARE ADMINISTRATION, CONTRACTING, Al1TI SUBCONTRACTING 

I hereby determine that renewal of the Advisory Committee on 
Medicare Administration, Contracting, and Subcontracting beyond 
February 25, 1974, is in the public interest in connection with the 
performance of duties imposed on the Department by law, that such 
duties can best be performed through the advice and counsel of 
such a group and, therefore, the Committee is continued until 
June 30, 1974. 

February 15, 1974 
Date 

/s/ Caspar W. Weinberger 
Secretary 

, 
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- Name: 

Address: 

Date and 
Place of Birth: 

Present Position: 

Education: 

Past Experience: 

Special Activities: 

' 

APPENDIX B 

COMMITTEE MEMBERS 

Perkins, Roswell Burchard 

Office: Debevoise, Plimpton, Lyons and Gates 
299 Park Avenue, 31st Floor 
New York, New York, , 10017 
Tel. No. PL -2-6400 

Home: 1158 Fifth Avenue 
New York, New York 10029 

May 21, 1926 
Boston Massachusetts 

Partner, Debevoise, Plimpton, Lyons and Gates 
(Law Firm), New York City (since 1956) 

Pomfret (Connecticut) School (1940-43) 
A.B. (cum laude), Harvard (1945) 
LL.B. (cum laude), Harvard Law 1949) 

Law Associate, Debevoise, Plimpton, Lyons and 
Gates, New York City (1949-53) 

Assistant Counsel to Special Subcommittee to 
Investigate Organized Crime in Interstate 
Commerce, Senate (U.S.) Interstate and Foreign 
Commerce Committee (1950) 

Assistant Secretary, DREW (1954-56) 
Counsel to Governor Nelson A. Rockefeller (1959) 

Director, Fiduciary Trust Company, New York City 
Director, The Commonwealth Fund, New York City 
Director, Salzburg Seminar in American Studies 
Member, Overseers Committee to Visit Harvard College 
Member, Overseers Committee to Visit Kennedy School 

of Government, Harvard University 
Trustee, Pomfret School 
Former member, Advisory Council, Woodrow Wilson School 

of Public and International Affairs, Princeton 
University (1966-69) 

Member, Advisory Board, Fordham University School 
of Social Service 

Co-Chairman, Lawyers' Committee for Civil Rights 
Under Law 

Former Director and Secretary, New York Urban 
Coalition 

Former Director and Secretary, Greater New York Fund 
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Perkins, Roswell Burchard - continued 

Affiliations: American Law Institute (Member of Council) 
American Arbitration Association (Former Director and 

member of Executive Committee) 
Council on Foreign Relations 

American Bar Association 
New York State Bar Association 
Association of the Bar of the City of New York 

Wormer member of Executive Committee) 
Associated Harvard Alumni (Vice President, 1969-70; 

President, 1970-71) 
Harvard Law School Association (Former member, 

National Council) 
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- Name: 

Address: 

Date and 
Place of :Birth: 

Present Position: 

Education: 

Past Experience: 

Awards: 

Special Activities: 

Affiliations: 

:Bowsher, Charles Arthur 

Office: Arthur Andersen & Co. 
1666 K Street, N.W. 
Washington, D.C. 20006 

Home: 4503 Boxwood Road 
Washington, D.C. 20016 

May 30, 1931 
Elkhart, Indiana 

Partner, Arthur Andersen & Co., C.P.A.'s 
Washington, D.G. office (1971- ) 

B.S., University of Illinois (1953) 
N.E.A., University of Chicago (1956) 

Partner, Arthur Andersen & Co. , C. P. A ' s 
Chicago office (1956-67) 

Assistant Secretary of the Navy (1967-71) 

Distinguished Public Service Award, U.S. 
Navy (1969, 71) 

Distinquished Public Service Award, Department 
of Defense (1971) 

~ 

Chairman, :Board of Visitors, Defense Systems 
Management School 

Member, :Board of Trustees and Executive 
Committee, National Security Industrial Assn. 

Member, Federal Government Executive Committee 
and Management Advisory Services Division 
Task Force, American Institute of Certified 
Public Accountants. 

Member, Public Sector Advisory Committee, 
Metropolitan Washington :Board of Trade 

Alumni Association, Pi Kappa Alpha, University 
of Illinois (President, 1958-65) 

Member, Alumni Council, University of Chicago 
Graduate School of :Business 

American Institute of Certified Public Accountants 
District of Columbia Institute of Certified 

Public Accountants 
Alumni Association, Graduate School of :Business, 

University of Chicago (Vice President, 1965-67) 
University of Illinois Alumni Association 
Metropolitan Washington :Board of Trade 
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Bowsher, Charles Arthur - continued 
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University Club 
United States Naval Institute 
Navy League of the U.S., D.C. Council 
University of Illinois Alumni Association 
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Name: 

Address: 

Date and 
Place of Birth: 

Present Position: 

Education: 

Past Experience: 

, 

Special Activities: 

Gort, Michael 

Office: Economics Department 
State University of New York 
John Lord O'Brian Hall, North Campus 
Buffalo, NewYork 14260 

Home: 

1923 
Russia 

425 Woodbridge Avenue 
Buffalo, New York 14214 

Professor of Economics, State University of 
New York, Buffalo, New York (1963-) 

and 

Senior Research Staff, National Bureau of 
Economic Research (1972- ) 

A.B. Brooklyn College (1943) 
M.A., Columbia (1951) 
Ph.D., Columbia (1954) 

Visiting Professor of Economics, Northwestern 
University (1967-68) 

Economist, U.S. Department of Commerce (1962-63) 
Associate Professor of Finance, University of 

Chicago (1957-62) 
Research Associate, National Bureau of 

Economic Research (1954-57) 
Lecturer in Economics, University of California, 

Berkeley (1951-54) 
Research Fellow, Social Science Research Council 

(1949-51) 
Economic Analyst, U.S. Treasury Department, 

(1945-47) 

Consultant to 

U.S. Federal Trade Commission, (1966-68) 
U.S. Department of Commerce, (1963-65) 
U.S. Bureau of the Census (1955) 
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APPENDIX C 

DATES AND LOCA'riOITS OF l''JEETINGS 

Dates 

March 9, 1973 
April 9, 1973 
May 4, 1973 
May 31, 1973 lf 
June 13, 1973 2/ 
July 26, 1973 -
September 28, 1973 
November 5, 1973 
November 30, 1973 J/ 
February 8, 1974 
March 1, 1974 
March 18, 1974 
March 29, 1974 
April 5, 1974 
April 15, 1974 

Locations 

Washington, D.C. 
Washington, D.C. 
New York, New York 
Wash:ington, D.C. 
New York, Nm-; York 
New York, New York 
New York, New York 
Baltimore, Maryland 
vl ashington, D. C • 
New York, New York 
New York, New York 
New York, New York 
New York, New York 
New York, New York 
New York, New York 

1/ Meeting with carriers-representatives were as follows: 
John McCabe, President, Michigan Medical Service Inc. 
Richard Erickson, Executive Director, South Dakota Medical Service, Inc. 
Morris Fitzmorris, Vice President, Pan American Life Insurance Co. 
John 1. Thompson, President, Massachusetts Blue Shield, Inc. 
Dale Skelton, Second Vice President, Admin., General American Life 

Insurance Co. ~ 

Charles Stewart, Executive Vice President (Gov't Programs) California 
Physicians Service 

Robert Stewart, Director, Medicare Administration, Aetna Life and 
Casualty 

Victor Brian, President, Medical Service of D.C. 
George Melcher, M.D., President, Group Health, Inc. 

£/ Meeting with data processing subcontractors-representatives were 
as follows: 

Richard A. Laudati, President, Applied Systems Development Corporation 
W.R. Vickroy, Vice President for Marketing, McDonnell Douglas 

Automation Company 
J.R. VonGillern, President, Systems Resources Inc. 
Milledge A. Hart, III, President, E.D.S. Federal Corp. 
Norman Kelly, President, National Time Sharing & Data Service 
John 1. Krakauer, Director, Health Care Corp., Optimum Systems Inc. 

]/ Meeting with Secretary of Health, Education, and Welfare 
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-- SEAL 
COMPTROLLER GENERAL OF THE IDIITZD STATES 

WASHINGTON, D.C. 20548 

APPENDIX D 

B-164031(4) January 8, 1974 

The Honorable L. H. Fountain, Chairman 
Subcommittee on Intergovernmental Relations 
House Committee on Government Operations 
House of Representatives 

Dear Mr. Chairman: 

Further reference is made to your letter of April 30, 1973, 
which requested our views on several questions concerning contracts 
with ca..""Tiers under part "B" of the Medicare program. By letter 
of July 17, 1973, copy enclosed, the Acting·General Counsel, 
Department of Health, Education and Welfare (HEW), provided us 
with a statement of that agency's views on the questions presented. 

Your questions, with a discussion of HEW's position and a 
statement of our views, follow: 

"1. Do the Federal Property and Administrative Services 
Act and the Federal Procurement Regulations apply to 
agreements betHeen the Social Security Administration 
and Medicare carriers?" 

We understand that the agreements to which your question refers 
are those entered into between the Secretary of HEW and carriers 
p~suant to section 1842 of the Social Security Amendments of 1965, 
Public Law 89-97, July 30, 1965, 79 Stat. 286. Section 1842 is 
codified at 42 U.S.C. 1395u and provides, inter alia, that the 
Secretary is authorized to enter into contracts with carriers which 
will perform, or secure the performance of, various administrative 
functions in connection with the voluntary supplementary medical 
insurance program established by Public Law 89-97. 

The HEW Acting General Counsel in his letter of July 17, 1973, 
answers this question in the affirmative: 

"In·my opinion, the contracts between the Secret'!XY 
and carriers under Part B of the Medicare program 
authorized by §1842 of the Social Security Act, 42 u.s.c. 
D1395u, are contracts within the meaning of ~302(a) of 
the Federal Property and Administrative Services Act 
of 1949, 41 U.S.C. 02)2(a). That Act and the Federal 
Procurement Regulations therefore apply to these 
contracts to the extent consistent with the Social 

<" {} l+ ... '",., 
.~- \ 

. ~' 
'-,;,\_ 
:l'•: 
......... 

, 



B-164031(4) 

"Security Act, which authorizes these contracts 
and prescribes certain of their terms and 
conditions. For example: The contracts may be 
entered into without formal advertising; the 
Secretary is given broad discretion in determin­
ing contractor responsibility; the contracts 
may provide for automatic renewal; and advance 
payments are permitted. Social Security Act, 
§1842, 42 u.s.c. §l395u." 

We agree with the Department's conclusion. As the Acting 
General Counsel points out, the applicability of the Federal Property 
and Administrative Services Act of 1949 (hereinafter the Property 
Act) and the Federal Procurement Regulations (FPR) issued pursuant 
to title III thereof to the procurement of supplies and services is 
as provided in 41 u.s.c. 252(a): 

"(a) Executive agencies shall make purchases 
and contracts for property and services in accordance 
with the provisions of this chapter and implement­
ing regulations of the Administrator; but this 
chapter does not apply--

~;~ :hen ~his :hapt:r is*made inapplicable 
pursuant to section 474 of Title 40 or any 
other law, but when this chapter is made 
inapplicable by any such provision of law 
sections 5 and 8 of this title shall be appli­
cable in the absence of authority conferred 
by statute to procure Hithout advertising.or 
without regard to said section 5." 

40 u.s.c. 474 does not contain an exemption for any purchases 
and contracts made by ~1. Further, review of Public Law 89-97 as 
a whole and its legislative history does not indicate that Congress 
intended that the contracting authority in Public Law 89-97 or in 
section 1842 thereof constitute "other law" within the meaning of 
41 U.S.C. 252(a)(2), and thus be exempt from the Property Act. It 
is noted that section 1842(b)(l) provides that the Secretary may 
enter into contracts without regard to any requirement for competitive 
bidding pursuant to 41 U .S.C. 252(c) (15), i.e., as "otherwise 
authorized by law," and thus subject to the FPR. See 41 UoS.Co 260. 
Moreover, this limited, explicit exemption from the provisions of 
the Property Act and R.S. 3709 (41 U.S.C. 5) tends to negate any 
contention that Congress intended to create a broader, implied 
exemption from Title III of the Property Act. Further, we note that 
while the Secretary is granted limited discretion as to the terms of 
the contracts, there is no provision in section 1842 to the effect 
that the contracting authority may be exercised without regard to 

- 2 -. 

, 



B-164031(4) 

any other provision of law; that is to say, section 1842 lacks the 
relatively standardized language which has been used to exempt certain 
procurements from the statutes which generally govern purchases and 
contracts by the Government. See 46 Comp. Gen. 183, 185-186 (1966). 
Accordingly, we concur in the Department's affirmative answer to 
your first question. 

11 2. In the absence of a specific waiver or circumstances 
giving rise to a specific exemption, do the 'Truth in Negotia­
tion' provisions of the Federal Procurement Regulations require 
contracting officers to insure, before approving proposed ,, 
subcontracts, that carriers have undertaken price or cost 
analysis and have required submission and certification of 
cost or pricing data by the subcontractor? 

"If.so, in the absence of compliance with such requirement 
or requirements, does the contracting officer have authority 
to approve subcontracts and would purported approval without 
authority obligate the government? 

FPR 1-3.807-3 directs the contracting officer to require a 
prospective contractor to submit and certify written cost or pricing 
data prior to the a11ard of any negotiated contract expected to exceed 
$100,000 in amount or the pricing of any contract modification expected 
to exceed $100,000 in amount, subject to certain exceptions. With 
regard to subcontracts, subsection (d) provides: 

"Any contractor who has been require·d to submit 
and certify cost or pricing data in accordance with 
this § 1-3.307-3 shall also be required to obtain 
cost or pricing data from his subcontractors under 
the circumstances set forth in the appropriate clause 
in § 1-3.814-3• 11 

FPR 1-3.814-3 provides for the inclusion of clauses in the prime 
contract which specify that the contractor shall require subcontractors 
to submit and certify cost or pricing data prior to the award of 
certain subcontracts. Where, as here, firm fixed price subcontracts 
are involved, the clause included in the prime contract would require 
the Medicare carrier to obtain cost or pricing data from a subcontractor 
in the following circumstances: 

"Prior to the award of any other subcontract, the 
price of which is expected to exceed $100,000 or to 
the pricing of any subcontract change or other modifica­
tion for which the price adjustment is expected to 
exceed $100,000, where the price or price adjustment 
is not based on adequate price competition, established 
catalog or market prices of commercial items sold in 
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"substantial quantities to the general public, or 
prices set by law or regulation." 

Also, FPR 1-3.807-lO(b) provides that where the contracting 
officer's consent to a proposed .subcontract is required, as is the 
case with the r1edicare contracts, consent is conditioned upon the 
carrier conducting either price analysis or cost analysis, depending 
on the circumstances: 

"In the review of subcontracting there should be 
assurance that the contractors obtain competition, 
if available, from qualified sources in their award of 
subcontracts to the extent consistent with the pro­
curement of the required services or supplies. Con­
tractors shall be required to undertake appropriate 
price analysis (see § l-3.807-2(b)) in all signifi­
cant subcontract transactions, and to undertake 
cost analysis (see § l-3.807-2(c)) if competition is 
not available or does not yield reasonable subcon­
tract prices. Where the contracting officer's 
consent to subcontract is required (see § 1-3.903), 
price or cost analysis shall be required as a 
condition to such consent." 

The submission of cost or pr~c~ng data precedes cost analysis, 
which, by definition, involves the evaluation of such data. FPR 
l-3.807-2(c). Price analysis, on the other hand, does not involve 
evaluation of cost or pricing data. FPR l-3.807-2(b). 

In view of the foregoing, a general statement of the circum­
stances where a contracting officer should insure, before approving 
a proposed subcontract, that the Medicare carrier has secured the 
submission and certification of cost or pricing data and has conducted 
cost analysis of such data would be as follows. By virtue of the 
contract clauses set forth in FPR l-3.814-3, sunra, a Medicare carrier 
would be obli~ted by the terms of its contract with the Government 
to obtain the submission and certification of cost or pricing data 
prior to award where the subcontract price is expected to exceed 
$100,000 and "is not based on adequate price competition, established 
catalog or market prices of commercial items sold in substantial 
quantities to the general public, or prices set by law or regulation." 
Cost analysis of such data is required by regulation (FPRl-3.807-lO(b)) 
where it appears that "competition is not available or does no~ yield 
reasonable subcontract prices." By virtue of the same regulatory 
provision, the contracting officer is directed to conOition his 
consent upon the conduct of cost analysis in such situations. 
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The HEW Acting General Counsel takes the view that the requirement 
for price or cost analysis as a condition to the contracting officer's 
consent to the subcontract may be regarded as a condition subsequent. 
In other words, the contracting officer may give approval prior to a 
subcontract award on condition that the carrier perform price or cost 
analysis at a later time. We do not believe this interpretation is 
correct. The pricing techniques set forth in FPR 1-3.807-1, et ~·, 
are clearly directed at determining whether a proposed price or the 
contractor's estimated costs indicate that the resulting contract 
price will be fair and reasonable. To interpret the regulations as 
permitting required price or cost analysis to be conducted after con­
tract award renders them virtually meaningless. 

As for your question of the contracting officer's authority to 
approve a subcontract where there is a departure from some of the 
above requirements, we believe that the legal effect of such action 
would depend on the time such issue was raised and, most importantly, 
the particular facts and circumstances involved. · 

As for the factual background of Medicare Part B contracts and 
subcontracts, we understand that until recently, EEW had in effect 
taken the position that FPR was not generally applicable to such 
contracts; specifically, ~i did not regard the FPR provisions relating 
to cost or pricing data, sunra, as having applicability. Further, 
only a small number of firms apparently possessed the expertise neces­
sary to perform the data processing work involved in Medicare Part B 
claims. As a result, since the inception of the Part B insurance 
program a large percentage of the carriers' subcontracts for data 
processing work have been awarded to one particular company or to 
one of this company's subsidiaries. vle understand that in past years, 
there was sometimes no competitive bidding for the subcontracts; that 
ct>st or pricing data \vere not obtained from prospective subcontractors; 
and that approval of subcontracts was sometimes not given until after 
they·were awarded and performance had begun. 

In regard to these past contracts, the issue of whether the 
contracting officer had authority to approve a subcontract where 
cost or pricing data had not been obtained, and whether such approval 
would obligate the Government, could arise in the context of a dispute 
between the Government and a carrier over reimbursement of the 
c~rier's costs related to its data processing subcontract. The 
Government could raise the contention that, '1-There cost or pricing 
data were not obtained, approval of a particular subcontract was 
without legal effect, or that there was no timely approval., and 
therefore that the carrier's costs in connection w~th the subcon­
tract are not reimbursable. 
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In response to these contentions, a carrier could argue that 
improper approval by the contracting officer estops the Government 
from later refusing to reimburse subcontract costs. This was 
essentially the result in the case cited by the Acting General 
Counsel of HEw, Brsnch B-mkin£S and Trust Comu'lly v. United States, 
120 Ct. Cl. 72, cert. denied, 342 U.S. 893 (1951). See also 
Penn-Ohio Steel Cornoration v. United StQtes, 354 F. 2d. 254 
(ct. Cl. 1965); FeHer Service Ccrnor2-tion v. Joslin, 175 F. 2d.-· 
698 (9th Cir. , 1949). vJhile a definitive anm.,rer is not possible, 
it appears doubtful that improper subcontract approval could serve 
as a tenable basis for refusing to reimburse subcolitract costs. 

Given the factual background of the Medicare Part B contracts 
and subcontracts, we have little doubt that as a matter of policy 
it is highly desirable for the contracting officer to condition his 
approval of data processing subcontracts on the carriers' obtaining 
cost or pricing data and conducting cost analysis. 

Recent changes which have been made in the terms of the prime 
contracts·indicate that HEW has recognized both the importance of 
obtaining subcontractor cost or pricing data and the requirements 
imposed by the FPRs. The terms of the prime contracts in effect 
during fiscal year 1974 provide generally for prior written approval 
of both first tier and lower tier subcontracts. The contracts also 
provide as follows: 

"It is the policy of the Government to procure 
property and services from responsible sources at 
fair and reasonable prices calculated to result in 
the lowest ultimate cost to the Government. In 
order to achieve this objective, competitive pro­
posals shall be utilized to the maximum practi9al 
extent. If competition is not available or does 
not yield reasonable subcontract prices, the 
Carrier shall also be required to undertake appro­
priate price analysis in accordance with Part 
l-).807-2(b) of the Federal Procurement Regulations 
and to undertake cost-analysis in accordance with 
Part l-3.807-2(c) of the Federal Procurement 
Regulations in all subcontracts subject to approval 
of the Secretary under paragraph J3 of this Article." 

"For any subcontract or modification of a subcontract 
entered into or renewed under this agreement where 
the estimated cost to Hedicare under the subcontract 
exceeds $100,000 and is not based on adequate price 
competition, established catalog or market prices of 
commercial items sold in substantial quantities to 
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"the general public, or prices set by law.or regu­
lation, the Carrier shall, in accordance with Parts 
1-3.807-3, and 1-3.807-4 of the Federal Procurement 
Regulations, require the subcontractor to submit 
written cost or pricing data and certify that the 
cost or pricing submitted was accurate, complete, 
and current prior to the entry into the subcontract 
or modification of a subcontract. The Carrier 
further agrees, through inclusion in all such 
subcontracts, to require subcontractors to maintain 
f~ll and complete accounting records to support 
cost or pricing data submitted aforesaid, to 
require subcontractors to provide for full access 
by the Carrier, the Secretary, and the Comptroller 
General of the United States for the purpose of 
of examining the accuracy of cost or pricing data 
submitted as aforesaid, and in accordance with 
Parts 1-}.807-5 and 1-3.814-3 of the Federal 
Procurement Regulations to agree to a reduction in 
price if the cost or pricing data submitted is found 
to be defective." 

The determination of whether one of the "based on" exemptions 
cited above is applicable requires the exercise of sound judgment 
by procurement officials. Where a decision that the "based on" 
concept should not apply has been reached after an extensive and 
careful review of the factual matters involved, there has been"a 
proper exercise of judgment and the certified cost or pricing data 
must be furnished. See 49 Comp. Gen. 216 (1969). 

The question of the extent of the Government's obligation under 
approved subcontracts is further discussed in questions 3 and 4, 
ini'ra. 

"3· In the absence of specific statutory authority, can 
a contracting officer through approval of a subcontract 
validly impose either a conditional or unconditional 
obligation on the government for a period in excess of 

· the period for which funds have been appropriated to 
carry out the agreement with the carrier?" 

As the Acting General Counsel's letter points out, funds are 
obligated at the time a binding agreement in writing is entered into 
by the Secretary and a carrier. 31 u.s.c. 200(a)(l); 38 Comp. 
Gen. 190 (1958). Since these are cost contracts, the exact amount 
of the Government's obligation remains to be determined in accordance 
with FPR Subpart 1-15.2. Costs which are reasonable, allowable, 
anq allocable will be reimbursed to the carriers. However, we do 
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not believe that the approval of a subcontract per se creates any 
obligation of appropriated funds for any period of time. See the 
discussion of your question 4, infra. Further, from the terms of 
the prime contracts, it does not appear that there is any direct 
contractual relationship (privity of contract) between the Government 
and the subcontractors. The Government's approval of a subcontract 
is insufficient to create privity. It has been held that even where 
a prime contract provides for Government approval of the subcontractor 
and of all the terms of the subcontract, and that the subcontractor 
will be subject to all the terms of the prime contract, no privity 
of contract exists betHeen the Government and the subcontractor. 
Continental Illinois National BarLJ.c et al. v. United States, 112 Ct. Cl. 
563 (1949). 

"4. Where valid, does approval of a subcontract by the 
Social Security Administration constitute a determination 
that the contract price is 'reasonable' and that the 
amount paid to the subcontractor is fully reimbursable to 
the carrier?" 

In this regard, the terms of the agreement currently in effect 
betvreen the Secretar.r and the carriers provide as follows: 

"Prior written approval given by the Secretary 
under any of the provisions of this Article shall 
not be construed to constitute a determination 
of the allowabili ty or unallovrabili ty of any 
costs under this agreement unless so stipulated." 

In view of this provision, He conclude that approval-of a 
subcontract -oer se 1vould not validly determine that the resulting 
cost~ incurr~by-the prime contractor are fully reimbursable; the 
determination of reimbursa-ole costs l'lould still have to be made in 
accordance with FPR Subpart 1-15.2. 

"5. Under a.-rJ. agreement ·providing for reimbursement of 
'reasonable costs,• can the Department of Health, Education, 
and Welfare properly reimburse claimed expenses where, because 
access to records is refused, HEW cannot verify that all 
services and supplies involved were actually provided and 
that the costs were 'reasonable'?" 

The Acting General Counsel of HEW has answered this ques~ion in 
the negative as follows, and He concur in his views: 

"It would be improper to reimburse costs under a 
contract unless they "1ere determined to be reasonable. 
Application of this principle has given rise to the 
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"appeal of Kansas :Blue Cross and :Blue Shield, AS:BCA 
No. 17772, which is presently pending before the 
Armed Services Board of Contract Appeals (designated 
as the representative of the Secretary to hear and 
decide appeals under contracts of this Department). 
There the Social Security Administration, being 
unable to audit the records of a supplier of data 
processing services to a Hedicare Part B carrier, 
made its own determination of \-iha t a reasonable 
cost for the services should be. The contractor 
has appealed that decision. If the Administration 
c&~ obtain sufficient information apart from the con­
tractor's records, it can, of course, make its 
determination either that the claimed costs are 
reasonable or that they are 1rnreasonable, as the 
case may be." 

"6. Is the intent of statutory requirements concerning con­
tractual provisions for examination of records accomplished 
by provisions requiring access to records of a subcontractor 
but not permitting access to the records of affiliated firms 
providing a major portion of the supplies and services furnished 
under the subcontract?" 

:Both the Federal Property and Administrative Services Act of 
1949 ru1d the Armed Services Procurement Act direct that a clause shall 
be included in neg·otiated contracts providing in substance that the 
Comptroller General and his representatives are entitled, until the 
expiration of t~~ee years after final payment, to examine any books, 
documents, papers, or records of the contractor, or any of his 
subcontractors, that directly pertain to, and involve transactions 
re~ating to, the contract or subcontract. See 41 U.S.C. 254(c) and 
10 U.S.C. 2313(b), respectively. These provisions were added to 
the procurement statutes by Public Law 82-245, October 31, 1951, 
65 Stat. 700. 

Senate Report No. 603 on S. 921, the bill enacted as P.L. 82-245, 
August 1, 1951, stated at page 2 that the purpose of the act was as 
follovrs: 

iiThe Federal Property and Administrative Services 
Act of 1959 and the Armed Services Procurement 
Act of 1947 are general legislation of permanent 
application to a very large percentage of 
Government procurement. They authorize negotia­
tion of contracts without advertising under 
certain specified circumstances in the discre-
tion of the agency head. Since it is well 
recognized that negotiated contracts are at the 
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"same time effective procurement instrumentalities 
under special circumstances, and require close 
supervision and control, this legislation would 
make examination by the Comptroller General a 
permanent part of procurement procedure on a 
basis of broad applicati·on. This bill would 
have the effect of extending the ex~nation 
prov~s~ons added to the First War Powers Act by 
Public Law 921 of the Eighty-first Congress." 

The intent behind a similar provision added to the First War 
Powers Act, 1941, by Public Law 81-921, January 12, 1951, 64 Stat. 
1257, was described by Congressman Celler at page 17305 of the 
Congressional Record, House, January 2, 1951: · 

"As I understand the Hardy amendment, the powers 
given are like a :Damoclean sword that will hang 
over the heads of the contractors whose contracts 
are changed. The amendment \vill give power to 
the General Accounting Office to go into the 
books and delve into the records of these contrac­
tors who have been relieved to determine whether 
or not there is fraud or over-reaching or whether 
they have done anything untoward, in which event 
reports will be made and suitable action may be 
taken. The power of investigation a.YJ.d inquiry of 
the General Accounting Office should be an 
excellent deterrent. Those reports also vTOuld be 
of great help subsequently on the question of 
renegotiation." 

The sponsor of the amendment to the First War Powers Act, 
Congressman Hardy, also sponsored H.R. 2574, 82d Congress~ S. 921 
was passed in lieu of H.R. 2574 after being amended to contain 
provisions of the House bill, as passed. A statement of Congressman 
Hardy as to H.R. 2574's purposes is contained at page 13499 of the 
Congressional Record, House, October 15, 1951: 

"The major purposes of this bill are twofold: 
One, to give the Comptroller General the proper 
tools to do the job the Congress has instructed 
him to do; and, two, to provide a deterrent to 
improprieties and wastefulness in the negotiation 
of contracts." 

The foregoing statements of purpose are indicative of a strong 
Congressional concern over possible excessive costs in negotiated 
contracts and of the need to establish an investigatory procedure 
adequate to enable this Office to carry out its auditing 
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' 
responsibilities. It should be noted that the statutes themselves 
do not authorize this Office to examine contractors' records; rather, 
they provide for the inclusion in negotiated contracts of a clause 
giving such rights. The specific meaning of the clause and the 
extent of this Office's powers thereunder are matters necessarily 
determined on a case-by-case basis. The legislative history and 
the Congressional intent expressed therein are, of course, for 
consideration in determining the meaning of the clause as applied to 
a particular situation. Cf. He\•Tlett-Packard Comnany v. United States, 
385 F. 2d. 1013 (9th Cir., 1967). 

Initially, the language of the clause on its face indicates 
that the scope of access is limited to first-tier subcontractors, 
since it refers to the records of "his"--that is, the prime contractor's-­
subcontractors. See, in this regard, 32 Comp. Gen. 277 (1952). We 
do not believe this limitation completely excludes the possibility 
that the contractual rights conferred by the access clause would enable 
this Office to obtain access to records of what might be termed an 
affiliated lower-tier subcontractor, since, in view of the Congressional 
purposes discussed above, in appropriate circumstances it is conceiv-
able that the records of the lower-tier subcontractor could directly 
pertain to, and involve transactions relating to, the (first-tier) 
subcontract. 

This theory as applied to the facts of the Hedicare subcontracts 
as we understand them would require looking behind the corporate 
organization of the first-tier subcontractor to determine if ±ts 
corporate form is merely a device to circumvent the Government's 
right of access to records of the lower-tier subcontractor which is 
actually performing the work. We note that the courts have sometimes 
considered whether the corporate form is being used to circumvent a 
statute. Hol·rever, limited i..v1stances where exception has been taken 
to the general rule that the reasons for incorporation will not be 
questioned have usually involved situations where an affiliated 
corporation was being used to evade a clear statutory prohibition. 
See, for example, Northern Secu:rjties Co. v. United States, 193 U.S. 
197 (1904) and Jmdorso:::-1 v. Abbott, 321 U.S. 349, rehearing denied 
321 U.S. 804 (1944). In the event of an attempt to pierce the 
corporate veil of a Hedicare subcontractor, the contention could 
be made that, sjnce the statutory access to records provisions do 
not impose any clear prohibition or liabilities upon forms of 
corporate organization, the interests of the Government are not 
sufficiently compelling to justify looking behind the particular 
corporate form of organization involved. \f.hile the matter is not 
free from doubt, after careful review of the facts and circumstances 
of the Medicare carrier contracts and subcontracts, we are of the view 
that the theory of access to affiliated lower-tier subcontractors 
under the contract access clause is not legally viable. 
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In any event, we note that the provisions of the currently 
effective carrier contracts provide for access to records of 
affiliated lower-tier subcontractors. 

' 

"Article XX 
EXAMINATION OF RECORDS 

"A. The Carrier shall maintain adequate accounting 
records covering the use of funds under this agree­
ment. The carrier agrees that the Secretary and 
the Comptroller General of the United States 
(including their duly authorized representatives) 
until the expiration of three years after final 
payment for the term of this agreement or of the 
time periods for particular records specified in 
Part 1-20 of the Federal Procurement Regulations 
(41-CFR Part 1-20), '1-Thichever expires earlier, 
shall have access to and the right to examine any 
directly pertinent books, documents, papers, and 
records of the Carrier involving transactions 
related to this agreement. 

"B. The Carrier further agrees to include in 
all subcontracts under this agreement, a provision 
to the effect that the subcontractor agrees that 
the Secretary and the Comptroller General of the 
United States (including their duly authorized 
representatives) ~~til the expiration of three 
years after final payment for the term of the 
subcontract or of t~e time periods for particular 
records specified in Part 1-20 of the Federal 
Procurement Regulations (41-CFR Part 1-20), which­
ever expires earlier, shall have access to and the 
right to examine any directly pertinent books 
documents, papers, ~~d records of subcontractors, 
and those of any parent, affiliated or subsidiary 
organization performing under formal or informal 
arrangement any service or furnishing any supplies 
or equipment to the subcontractor, involving 
transactions related to the subcontract. The 
term 'subcontract' as used herein excludes (1) 
purchase orders not exceeding $2,500 and (2) 
subcontracts or purchase orders for public -
utility services at published rates established 
for uniform application to consumers." 
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"7. Do the Federal Procurement Regulations require reservation 
of a government right to inspect and audit records of lower 
tier subcontractors where the prime contract provides for 
approval of subcontracts and all or part of the first tier 
SUbContract iS Of a I time and material' type?" 

We agree with the HEN Acting General Counsel's view that the 
reservation of the Government's right for access to records of lower­
tier contractors applies Hhere the contract is wholly of the time 
and materials type, or where the other circumstances of FPR 
l-J.903-2(c) are applicable. The Medicare carrier subcontracts do 
not appear to fit the description of time and materials type contracts, 
which are contracts which provide for the procurement of property or 
services on the basis of (1) direct labor hours at specified fixed 
hourly rates and (2) material at cost. FPR 1-3.406-l(a). In any 
event, as indicated previously, the terms of the current agreement 
between the Secretary and the Hedicare carriers provide for the access 
to and the right to examine any directly pertinent books, documents, 
papers, and records of subcontractors, and those of any parent, 
affiliated or subsidiary organization. 

Deputy 

Enclosure 

' 

Sincerely yours, 

Robert F. Keller 

/s/ 
Comptroller General 
of the United States 
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SEAL DEPARTHENT OF HEALTH, EDUCATION, AND WELFARE 
OFFICE OF THE SECRETARY 
WASHINGTON, D.C. 20201 

OFFICE OF TEE 
GENERAL COUNSEL 

Honorable Elmer B. Staats 
Comptroller General 
UoSo General Accounting Office 
441 G Street, NoWo 
Washington, DoCo 20548 

Dear Mr. Staats: 

July 17, 1973 

In reply to your letter of May 16, 1973 to the Secretary, we 
have the following responses to the questions posed by Congressman 
Fountain: 

lo In my opl.Ill.on, the contracts between the Secretary and 
carriers under Part B of the !>1edicare program authorized by §1842 of the 
Social Security Act, 42 U.SoC. sl39Su, are "contracts" within the meaning 
of ~302(a) of the Federal Property and Administrative Services Act of 1949, 
l~ U.S.Co §252(a)o That Act and the Federal Procurement Regulations there­
fore apply to these contracts to the extent consistent with the Social Security 
Act, which authorizes these contracts and prescribes certain of their terms and 
conditionso For example: the contracts may be entered into without formal ad­
vertising; the Secretary is given broad discretion in determining contractor 
responsibility; the contracts may provide for automatic renewal; and advance 
payments are permittedo Social Security Act, §1842, 42 UoS.C. §l395uo 

2. Federal Procurement Regulations, §l-3oB07-10(b), provides that 
"where' the contracting officer's consent to subcontract is required o o • 
price or cost analysis shall be required as a condition to such consento" 
The FPR does not, however, contain the analogous requirement that, when sub­
contractor cost and pricing data are required, l/ and the prime contract requires 
contracting officer approval of subcontracts, a subcontract may not be approved 
until the required data a.re furnishedo 

iJ F.PR §l-3.807-3 requires contractors under certain types of contracts to 
submit cost and pricing data and a certification that it is accurate, complete, 
and current. FPR sl-3 .. 807-3(d) requires such contractors to obtain cos·~ and 
pricing data and a similar certification from subcontractors under certain sub­
contractso Contracts under which cost and pricing data are required are subject 
to price reduction if the data furnished by the prime contractor or any subcon­
tractor are incomplete, inaccurate, or not current. 

. \ -;- . 
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Since the requirement of subcontract approval is independent of 
the requirement that the subcontractor submit cost and pricing data it 
cannot be said that the contracting officer lacks authority to approve 
a subcontract until the cost and pricing data has been submittedo Nor 
do I feel that the contracting officer lacks authority to approve a sub­
contract when the subcontractor has failed to perform a cost and price 
analysis even though the FPR expressly conditions that approval on the 
conduct of a cost and price analysis. In Branch Banking and Trust Co. v. 
United States, 120 Ct. Clo 72, ~· denied, 342 UoSo 893 (1951), a con­
tracting officer approved a subcontract which called for compensation in 
excess of that permitted under the contracto The Government sought to 
withhold the amounts paid in excess of the contract limitation, but the 
Court of Claims held that the Government was estopped to deny the binding 
effect of the contracting officer's approval of the subcontracts and con­
sequently could not recover. Your office, too, has refused to direct 
cancellation of a contract despite the fact that the agency failed either 
to require cost and pricing data or to waive the requirement in accordance 
with the Federal Procurement Regulationso 46 Comp. Gen. 631 (1967). 

3· Funds are ordinarily obligated by execution of a contract which 
meets the requirements of 31 UoSoCo §§200 and 712a, as interpreted by your 
decisions. Approval of a subcontract does not constitute an obligation of 
funds and could therefore not be considered to obligate the Government beyond 
the term of the original contract. Approval of a long term subcontract may, 
however, restrict the Government's opportunity to challenge the allowability 
of costs incurred under that subcontract and charged to a prime contract sub­
sequently executedo (See our answer to question 4, below.) 

4o One of the principal purposes of requiring subcontract approval is 
to give the Government the opportunity to review the reasonableness of the 
proposed subcontract price. Opinions of your office strongly suggest that a 
contracting officer should not approve a subcontract which contains an un­
reasonably high price. 41 Comp. Gen. 424, 427 (1961). Accordingly, we feel 
that Government approval of a subcontract would be deemed, by a board of con­
tract appeals or a court, to be a determination that the price was reasonable 
and the Government would be unable to challenge the reasonableness of the cost 
of an approved subcontract. y This ansvrer should not, however, be taken to 
suggest that we are not aware of decisions of your office to the effect that 
subcontracts should not be approved if the award would be prejudicial to the 
interests of the United States (such as 49 Compo Gen. 668 Ll97Q7) or that we 
intend to disregard these decisionso 

y This result is suggested in JvicDonnell Douglas Corp., NASA BCA No. 467-13, 
68-2 BCA Par. 7316 at p. 34,030. 

.. 
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5. It would be improper to reimburse costs under a contract· unless 
they were determined to be reasonable. Application of this principle has 
given rise to the appeal of Kansas Bh18 Cross e..nd Blue Shield, ASBCA No. 17772, 
which is presently pending before the Armed Services Board of Contract Appeals 
(designated as the representative of the Secretary to hear and decide appeals 
under contracts of this Department)o There the Social Security Administration, 
being unable to audit the records of a supplier of data processing ser~ices to 
a Medicare Part B carrier, made its own determination of what a reasona.ble cost 
for the services should be. The contractor has appealed that decision. If the 
Administration can obtain sufficient information apart from the contractor's 
records, it can, of course, make its determination either that the claimed costs 
are reasonable or that they are unreasonable, as the case may be. 

6. The only statutory requirement for examination of records applicable 
to contracts of this Department is §304(c), of the Federal Property and Adminis­
trative Services Act, 41 U.SoCo §254(c), which requires inclusion in negotiated 
contracts of a clause giving the Comptroller Gener~l access to records "of the 
contractor or a:ny of his subcontractors". 1-inile we have no independent opinion 
as to the intent of that statute, we would assume that the re~lirements contained 
in the clauses prescribed by the FPR fully carry out its intento 

7. FPR Hl-3o903-2(c) requires reservation of a Government right to in­
spect and audit the books and records of lm,er tier subcontractors vthere the 
prime contract provides for approval of subcontracts and the first tier subcon­
tract is of a time and material type, with the proviso that such a right to 
inspect and audit shall not be reserved contractually at or below the point vrhere 
a firm fixed-price subcontract intervenes. This requirement clearly applies where 
the first tier subcontract is wholly of the time and material type. All carrier 
subcontracts under 11edicare Part B are on a fixed price per claim basis. 

Sincerely yours, 

/s/ mbh 

Sto John Barrett 
Acting General Counsel 
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APPENDIX E 

LISTING OF BACKGROUND MATERIAL 

Background Paper for Perkins Committee 

Analysis of Intermediaries' and Carriers' Administrative Costs 
July-June 1972 

Title XVIII Health Insurance for the Aged (P.L. 89-97, July 30, 
1965) of the Social Security Act, as amended 

Composite of the Social Security Act and H.R. 1 (P.L. 92-603, 
October 30, 1972) Volume II, Title XVIII 

Summary of the Provisions of H.R. 1 (pp. 8-25 Medicare) 

New Legislative Proposals, FY 1974 Budget, Commissioner's 
Bulletin No. 129 

Part A - Agreement with Blue Cross Association as Intermediary 

Part A - Agreement with Commercial Intermediaries 

Part B - Agreement with Carriers, Commercial and Blue Shield 

Part B Intermediary f.Ianual, Part 1 Administration 

Criteria for Determination of Reasonable Charges HIR-5 
~ 

Reasonable Charges (A Training Handbook) SS PUB 98-71 

Medicare Part B Carriers - Geographical Map 

XIV. Bureau of Health Insurance Regional Boundaries 

XV. Bureau of Health Insurance Organizational Chart 

XVI. Identical Memorandum No. 73-21, Part B Carrier Performance Indicators 

XVII. December 1972 SMI Carrier Workload Report 

XVIII. Professional Standards Review Organization Task Force Progress Report 

XIX. Edits Used in the Part B Model System 

XX. Bureau of the Budget--Circular No. A-76 revised Policies for 
Acquiring Commercial or Industrial Products and Services for 
Government Use 
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XXI. Bureau of Health Insurance Identical Memorandum No. 73-21 
Part B Carrier Performance Indicators 

XXII. Bureau of Health Insurance Memorandum of February 12, 1973-
December 1972 S}IT Carrier Workload Report 

XXIII. SMI Benefits for the Aged (Agreement with C~rier Pursuant to 
Section 1842 of the Social Security Act as Amended). 

XXIV. Summary of the Report of the Commission on Government Procurement 

XXV. PSRO Implementation Plan (Preliminary-December 1, 1972) 

XXVI. Minutes of Committee Meetings 

' 

A. March 9, 1973 

B. April 9, 1973 

c. Mey 4, 1973 

D. Mey 31, 1973 

E. June 13, 1973 

F. July 26, 1973 

G. September 28, 1973 

H. November 5, 1973 

I. November 30, 1973 

J. February 8, 1974 

K. March 1, 1974 

1. March 18, 1974 

M. March 29, 1974 

N. April 5, 1974 

0. April 15, 1974 

XXVII. Summary of Recommendations by Contractors Who Appeared on May 31, 
1973, before the Advisory Committee on Medicare Administration, 
Contracting, and Subcontracting 
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XXVIII. Summary of Recommendations by Subcontractors Who Appeared on 
June 13, 1973, before the Advisory Committee on Medicare 
Administration, Contracting, and Subcontracting, or submitte~ 
statements to the Committee. 

XXIX. Testimony on the use of private carriers in the administration 
of Medicare 

XXX. Report of the Conference on Medicare Administration 

XXXI. Reports on contract performance and evaluation, and contractor 
workloads and costs 

XXXII. GAO report on Nationwide Mutual Insurance Co. 

XXXIII. Draft procedures for requesting approval of systems changes or 
subcontracting for EDP services - Part B 

XXXIV. Staff Papers 

1. Medicare Part B Claims Process 

2. SSA Model B System Expanded Comments 

3. Quantification of Administrative Costs for Part B Carriers 
Subcontract Costs, Claims Processed, etc. 

4. Response to Dr. Michael Gort's letter of January 29,.1973 

5. Congressional and Public Posture on the Data Processing Issue 

6. Evaluation of the Proposal for "Opening the Books" of Second 
Tier Contractors 

7. Analysis of PSRO Issue and Bearing on Committee Objectives 

7A. Update on Current PSRO Activities 

8. Broad Issues Confronting the Medicare Administration and 
their Relationships to the Issues Facing the Committee 

8A. Current Status of Usage of Different EDP Systems 

9. Efforts to Promote Competition in the Area of Data Processing 
Subcontracts 

10. Digest of Terms of Data Processing Subcontracts Entered·Into 
by the Medicare Administration Prime Contractors 
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11. Summary of Available Alternative Data Processing Systems, 
Regional Data Center Concepts, and Other Alternatives 

12. Statement on Incentives and Alternatives in Terms of Current 
Prime Contracts (Clarify Intent of Section 222 of Public 
Law 92:-603) 

13. Legal Opinion as to the Scope of Section XIXB of the Prime 
Carrier Contract 

15. History of Instructions Issued on Subcontracting Procedures 

16. Current Delegations of Authority for Approval of Subcontracts 

17. Comments: "Report of the Commission on Government Procurement" 

17A. H.R. 9059, A Bill to Create an Office of Federal Procurement 
Within the Executive Office of the President 

18. History and Development of Performance Measurements, Criteria, 
Reports, and Comparative Analyses Developed and their Usage 
by BHI in Managing the Program with Cross-References to 
Background Document No. 16 

19. Quantification of Data for Part B Caxriers by In-House or 
Subcontracted Data Processing Operations (Listed by T,ype 
of System, Subcontract, In-House Unit Cost, Data Processing, 
Total Costs, etc.) 

20. Statement on Conflict on Interest and Related Clauses 
Contained in Current Medicare Contracts 

,21. BHI Clearing-House Role in Providing Assistance to Contractors 

22. Summary of Revised System for Evaluation of Contractor 
Performance 

23. Separation of the Functions of Maintenance of the Model B 
System and Evaluation of Carrier Recommendations Regarding 
Subcontractors for EDP Services 

24. Probable Effects if Federal Government's Maintenance and 
Enhancement of the Part B Model System Were Terminated 

25. Characteristics of the Data Centers Used in Medicare (SSA, 
Intermediary/Carrier, Regional), Advantages and Disadvantages 
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XXXV. Statements of Contractors 

A. Aetna Life and Casualty (Robert E. Stewart) 

B. California Physicians' Serv~ce (Charles W. Stewart) 

C. General American Life Insurance Co. (Dale A. Skelton) 

D. Massachusetts Blue Sh~eld Inc. (John L. Thompson) 

E. Medical Service of D.C. (Victor M. Brian) 

F. Michigan Medical Service, Inc. (John C. McCabe) 

G. Pan American Life Insurance Company (Norris V. Fitzmorris) 

H. South Dakota Medical Service, Inc. (Richard C. Erickson) 

I. Blue Shield of Western New York 

J. National Association of Blue Shield Plans 

XXXVI. Statements of Subcontractors 

A. 

B. 

c. 

D. 

4 E. 

F. 

G. 

H. 

I. 

J. 

K. 

L. 

Applied Systems Development Corp. (Richard A. Laudati) 

Computer Systems, Inc. (John Watford) 

Computer Task Group Inc. (R. A. Marks) 

Cybernetics and Systems Inc. (Kenneth E. Snyder) 

Delphi Associates Inc. (Robert N. Trombly) 

Electronic Data Systems Corp. (Milledge A. Hart III) 

McDonnell Douglas Automation Company (W. R. Vickroy) 

National Time Sharing and Data Services Inc. (Norman P. Kelly) 

Optimum Systems Inc. (John L. Krakauer) 

Systems Resources Inc. (J. R. Von Gillem) 

University Computing Company (Douglass M. Parnell, Jr.) 

Vantage Computer Systems, Inc. (Robert L. Smith) 

M. Electronic Data Systems Corp. Additional Materials. (Milledge A. Hartii 
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