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The annexed draft of our Report is being circulated 

publicly by the Committee for comment. 

All comments should be received no later than noon 

on Thursdey, Mey 9, at the following address: 

Mr. Max Perlman 
Executive Secretary 
Advisory Committee on Medicare 

Administration, Contracting, 
and Subcontracting 

Room 585, East Building 
Social Security Administration 
6401 Security Boulevard 
Baltimore, Maryland 21235 

A final public meeting of the Committee to receive 

comments on the draft will be held as follows: 

Fridey, May 10, 1974 - 9:30 A.M. 
Room 4131, HEW North Building 
Department of Health, Education, 

and Welfare 
· Third and C Streets, S.W. 

Washington, D.C. 

Any person wishing to make a statement at the meeting is 

requested to notifY Mr. Perlman at 301-594-9134. Oral 

statements should be preceded by written statements filed 

as mentioned above. 

April 26 1974 

ADVISORY COMMITTEE ON MEIDICARE 
ADMINISTRATION, CONTRACTING 
AND SUBCONTRACTING 

Charles A. Bowsher 
Michael Gort 
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I. SUMMARY OF CONCLUSIONS 

1. The Role of Private Carriers Should be Preserved 

• 

The pluralistic system through which contracts are entered 

into with private carriers (both non-profit and commercial) for 

the administration of Part B of Medicare has distinct advantages 

for both Medicare beneficiaries and for taxpayers. The system 

should be continued.]} 

(a) This does not mean that the Federal Government should 

place blind trust in a group of private~ operated 

non-profit and commercial carriers. A system must 

exist which provides incentives for high performance 

and a close monitoring of results. 

(b) The creation and operation of Professional Standards 

Review Organizations ( PSRO's ) will not reduce 

significantly the functions of the Part B carriers 

in the immediate future. The carriers will be 

"consumers" of info~tion developed by the PSRO's 

as to medical necessity and quality. In the longer 

run, it is possible that the PSRO's will take over 

from the carriers the function of review of medical 

necessity and quality. 

2. There Must Be a Viable Method for Measuring Carrier Performance 

The efforts to develop more refined criteria of performance 

of carriers should be intensified and given the highest priority.2/ 

il 
?J 

See Part V-B. 
See Part V-D. 
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(a) While BHI has made some progress toward assessing the 

administrative efficiency of carriers, much more needs 

to be done to improve the criteria for evaluating · 

overall carrier performance. 

(b) The Department should enter into a research contract 

promptly with an independent private entity in order 

to accelerate the improvement of the performance criteria. 

Such a fim should be capable of dealing with management 

problems, perfomance measurement and incentives. 

(c) In addition to other factors, the perfomance criteria 

should take into account the degree to which the carrier 

performs the function of applying professional standards 

of medical necessity and quality. 

(d) A critical element in improved criteria of carrier 

performance is the development of better systems of 

reporting by carriers~ Cost accounting information at 

the carrier level is not standardized to the point where 

comparisons can be made with a reasonable degree of 

reliability. HEW should consider developing cos~ 

accounting standards to remedy this. ~ 
(e) Variations in administrative costs among carriers are at 

present enormous, if one considers that the Part B carriers 

contract to produce a standardized, if not essentially 
I 

identical, service. Analysis suggests that the principal 
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efficiency among carriers, and (ii) differences in 

accounting practices. Further work is needed to analyze 

the cost differential and, as indicated below, to give 

the high cost carriers incentives toward greater efficiency. 

3. There Must Be a Workable System for Terminating Contracts of 

11 

Carriers Showipg a Consistently Poor Performance. 

Armed with more refined criteria of performance of carriers, 

HEW should pursue a policy of promoting greater competition 

among carriers with the objective of improving overall performance. 

(a) The Secretar,y's power to terminate the one-year carrier 

contracts should be made into an effective incentive 

mechanism. The Department should announce now a policy 

of non-renewal of contracts for those carriers consistently 

• showing the poorest record of performance over a three-year 

past period. The first such period should commence as of 

July 1' 1973.11 

(b) HEW should announce a list of carriers in the "potential 

contract termination" category as early as July 1, 1975. 

(c) The present system of territorial monopoly precludes 

effective competition among carriers. While we do not 

advocate wholesale change, HEW should (£) undertake, 

internally or with outside consultants, a point-by-point 

analysis of the alleged obstacles to removal of territorial 

See Part V-F .~-/"~ .·:.· ~~ ·~ \ 
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boundaries for carriers, and (ii) develop a plan for opening 

up, on an experimental basis, a single territory within 

which at least several carriers could compete--such as an 

area in which a contract termination is being considered 

because of poor carrier performance. The lessons to be 

learned from an experiment in one terri tory would be well 

worth the risks of failure.1/ 

4. Incentive Mechanisms Must Be Developed for High Carrier 

Performance in Addition to the Power of Contract Termination 

The legislative encouragement to experimentation in the 

area of incentives which was enacted by the 1972 Amendments 

of the Social Securit,Y Act should be utilized extensively.£/ 

{a) HEW should immediately conduct surveys to determine the 

feasibility of permitting carriers with consistent records 

of superior performance to comply only on an optional 

basis with the more detailed regulatory controls imposed 

1 by BHI. 

(b) HEW should explore the feasibility of offering a flat fee 

per claim processed (which would be established initially 

at or near the level of the unit cost of the lowest cost 

carriers) to all carriers with demonstrated records of 

superior performance. 

{c) HEW should also consider a plan for financial rewards to 

the personnel of carriers with records of superior 

~. See Part V-E 
.=1 See Part V -G 
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performance, i.e., an award to the carrier with authoriza-

tion for distribution as executive and employee bonuses. 

(d) HEW should also study the feasibility of transferring 

segments of the claims workload from one carrier to 

another--either through transfers of portions of 

territories or by categories of claims (e.g., all claims 

submitted by doctors newly engaged in practice in the 

terri tory) • 

(e) HEW should disseminate more widely public information as 

to the performance of the Part B carriers. 

5. The Consultative Role of the Carrier Should be Enlarged 

Mechanisms for greater contact between top management in 

Government and top management of the carriere should be establiehed.1/ 

(a) An annual conference of top-level executives of both HEW 

and the carriers should be held at HEW to discuss 

performance results and policy problems. 

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

effective body. 

(c) Carrier views should be solicited as early as possible in 

the policy-making process, since Government has entrusted 

to the private carriers the execution of such a large public 

function. 

See Part V-H 
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HEW Should Reduce its Role in Carrier Decision-Making and Rely 

on its Capacity to Test Carrier Performance by Results 

The most important area of decision-making by carriers to 

which this recommendation is pertinent is the decision as to~ 

how data processing should be performed for the carrier.l/ ~ 
(a) Our conclusion assumes compliance by the carriers with 

clear and precise standards for soliciting subcontract 

bids, as recommended below. 

(b) As a necessary corollary of item 7, the decision of a 

carrier to perform its data processing on an "in-house" 

basis should not., as such, be subject to the approval of 

HEW. The efficiency and cost of the carrier's performance 

of the data processing function will be a part of the 

overall evaluation of a carrier's performance. 

(c) On the other hand, the delegation by a group of carriers 

to a jointly sponsored entity of their data processing 

functions should not be treated as "in-house" operation. 

7. There Are Two +YPes of Inadequacy in Competition in the Field 

of Data Processing for Part B of Medicare 

(a) The first type arises from the present trend for two EDP 

s.ystems, that of EDS and Model B, to assume an increasingly 

dominant role. 

. .. 
jj 

See Part VI 
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(b) The second type of inadequacy in 

. F "• ., .. ]]~~Wi 
. Uh u.~.., .. ss;:;:l Gil!. Y 

competition 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. Moreover, the precarious position of some of 

the subcontractors threatens to make the situation worse 

in the future. 

8. The Government Must Take Additional Steps to Insure More 

Competition in Data Processing for the Part B Program 

An appropriate goal is an increase in both the number of 

subcontractors and the number of competing EDP systems. The 

elements of the Government program to foster competition should 

include: 

(a) Improvements in the procurement process for EDP subcontracts. 

--HEW should require improved specifications in the 

requests for proposals; should consider financial 

• assistance to responsible bidders in order to defray 

the cost of developing proposals; should require 

carriers to make explicit the factors and weights 

.for evaluating the proposals; and should require 

the carriers to improve the procedures whereby the 

subcontractors quote so as to facilitate comparison 

among proposals. 

7 
.... , j 
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(b) Acceleration of the decision-making process (90 ~s should 

be ample) with respect to award of EDP subcontracts; strict 

adherence by the carriers to announced evaluation factors. 

Separation of the decision-making process within HEW as 

to the award of EDP subcontractors (to the extent HEW is 

involved at all), from the function of Model B development. 

Imposition of a three-year limit on the term of all new 

EDP subcontracts, with annual renewals of each subcontract 

thereafter. 

(e) Redoubling of efforts to get EDP manufacturers and/or soft-

ware houses to enter the Medicare data processing competition. 

(f) Development with Government funds of at least one new data 

processing system. There would be a procurement request 

for the development of such a system, with competitive bids • 
• 

The procurement request should require that the winning 

contractor offer both a systems assistance option and a 

facilities management option. 

(g) Inauguration of financial awards (possibly utilizing 

procedures currently used by the National Science Foundation 

for research grants) for research and development in the 

area of Medicare EDP systems. 

(h) Announcement of policy to end Government support of main-

tenance of the Model B system in two stages: 

(i). transfer of operational responsibility for interim 

maintenance of the Model B system to a private ',,! 

8 
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contractor (selected through a competitive procurement); 

a.nd 

(ii) ultimate termination of the maintenance contract when 

there is adequate assurance of competition.· 

9- Government Must Have Access to Records of Subcontractors 

Affiliates 

Not only must carriers perform cost and price ana~yses 

before making subcontract awards, put also the Government must 

have access to full financial information as to the cost and 

profits involved in the subcontracting. We support the recent 

move of BHI to include a contract clause in carrier contracts 

which gives the Government the right to review the records of 

any parent corporation or a subsidiar,y to any tier or a division 

of the subcontractor. 
1 

10. To Minimize Charges of Conflict-of-Interest on the Part of 

Carrier Officials Alleged to Have an Interest in Subcontractors, 

the Department Should Consider Requiring Additional Conflict-

of-Interest Regulation of Carriers vis-a-vis Relationships with 

Subcontractors 

11. The Government Should Contract for an Independent Feasibili~ 

Study·to Determine the Cost/Benefits of Developing "Regional" 

EDP Centers 

Charles A. Bowsher 
Michael Gort 
Rosewell B. Perkins, 

Chairman 

9 . ·, ' . ;: J,.:· ... 
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II. PURPOSE OF THE COMMITTEE 

A. Summary 

We consider our purpose to be to identify the most 

important public policy issues involved in the present administration 

of Medicare, Part B, and to develop policy guidelines and recommenda-

tions for the Secretary of Health, Education & Welfare and the 

Commissioner of Social Security. 

B. Official Statement of Functions 

Secretary Weinberger's formal invitation to serve, addressed 

to the members of the Committee, was dated February 26, 1973. The 

"charter" of the Committee, signed contemporaneously by the Secretary, 

states the function of the Committee as follows: 

"The Advisory Committee on Medicare Administration, Contracting, 
and Subcontracting advises the Secretary and the Commissioner 
of Social Security concerning broad organizational and operational 
matters, contract formulation, and reimbursement pri~qiples 
applicable to Medicare contracts and subcontracts." .1J 

• C. Additional Background 

The origins of the Committee lie in the consideration 

given by former Secretary Elliot Richardson and his staff in May 

of 1972 with respect to certain issues which had emerged in the 

administration of the Medicare program. The Congressional backdrop 

against which the Executive Branch was then examining the adminis

tration of Medicare included (a) Senate Finance Committee activity 

early in 1972 with respect to possible changes in the Medicare program, 

and (b) the reopening on May )0, 1972 of hearings on the administration 

1/See Appendix A for Committee Charter 
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of Medicare, and particularly data processing operations, by the 

Intergovernmental Relations Subcommittee of the Committee on 

Government Operations of the House of Representatives. 

In Secretary Richardson's letter of January 5, 1973, 

informally inviting the members of the Committee to serve, he made 

the following points, among others: 

(1) T.he enactment of H.R. 1 brought about a new situation 

in which "the function of determining the medical riecessi ty of 

services for which Medicare will reimburse will be performed 

increasingly over time by physician-controlled organizations". 

These organizations would join the carriers and the specialized 

data processing subcontractors in the overall administration of 

Medicare. 

(2) " •• • .{"i/e would like your help in reviewing our past 

experience and policies in the area of determining proper reimburse-

ment of the organizations involved." 
• 

(3) Bocause the carriers are fully reimbursed for subcontract 

costs, "the Government review of the reasonableness of the cost of 

the subcontract becomes critical". 

(4) " .•. .{"rj]he question arises concerning the extent of 

the Government's obligation to promote competition or alternatively 

to establish a yardstick against which subcontract cost can be 

measured (as has been done by the Social Security Administration's 

development of a data processing system)." 
, . 

• ,, !) 

' ' 
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(5) "Alternatively, or in addition, should the Government 

insist upon access to all the records necessary for determining the 

amount of profit of subcontractors and affiliated organizations in 

order to regulate the amount of profit?" 

It should be noted that the Committee was not asked to 

consider, and did not eonsider in any direct sense, issues which 

might arise in evaluating or developing a program of national health 

insurance covering persons of all ages. Nevertheless, we recognize 

that certain issues which arise in connection with Medicare would 

also present themselves in connection with a national health 

insurance program for all persons. 

' 
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III. SCOPE OF THE COMMITTEE'S REVIEW 

A. Members 

The Committee consisted of three members; a biographical 

summary with respect to each member appears in Appendix B. 1/ 
The Committee set for itself a target of approximately 

one year of work, but an addi tiona! six months became necessary. 
I 

The work was necessarily performed on a part-time and intermittent 

basis. No regular staff assistance was sought beyond the services 

furnished by staff of the Bureau of Health Insurance (BHI) of the 

Social Security Administration. Personnel of BHI provided invaluable 

servioe in undertaking special studies and preparing background and 

analytic papers for the Committee. 

B. Elements of Committee Work 

The basic elements of the Committee's work, and its•modus 

operandi, consisted of the following: 

(1) Study of (a) numerous background papers prepared by 

BHI; (b) various reports of Congressional Committees; (c) transcripts 

of pertinent Congressional hearings; (d) reports as to Medicare 

administration by the General Accounting Office; and (e) reports of 

ce~ain private organizations (particularly, the Final Report of the 

Medicare Project of the National Academy of Public Administration). 

1/A fourth original member, Mr. Ronald M. Fox, found it necessary 
to resign on May 4, 1973, because of the press of personal business. 

13 
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(2) Requests to BHI for additional analyses and special 

reports, which were then reviewed by the Committee. 

(3) A series of 15 public meetings 1/.during which the 

study papers were discussed and the viewpoints of carriers and 

subcontractors were solicited. 

(4) Requests for statements from various group·s and 

hearing testimony from them: 

• 

At the meeting held on March 9, 1973, ·Mr. James Naughton, 
Counsel to the Intergovernmental Relations Subcommittee 
of the Committee on Government Operations of the House 
of Representatives, testified; 

At the meeting held on May 31, 1973, representatives of 
eight carriers testified and submitted written statements; 

At the meeting held on June 13, 1973, representatives of 
six data processing subcontractors testified and sub
mitted written statements; and 

Supplementary statements were submitted by one data 
processing subcontractor and by the Association of Blue 
Shield Plans at the meetings of July 26, 1973, and 
November 5, 1973, respectively • 

(5) Occasional informal conferences with representatives 

of carriers and subcontractors; study of correspondence from carriers 

subcontractors and others as submitted. 

(6) Final delibe~ation by the Committee, consulting with 

representatives of BHI and others as deemed necessary. 

1/See list annexed as Appendix C. 

. ::· t-~ .. 
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C. Certain Limitations of Scope 

In describing the scope of the Committee's review it is 

useful to mention some of the limits the Committee imposed on 

itself: 

(1) We have confined our focus to the relatively short-

range future. Since Medicare is a field in which extensive changes 

appear probable or possible, such as changes in the patterns of 

medical care and extension of governmental programs to a wider 

segment of the population, it seemed useful to concentrate on the 

circumstances likely to exist for the next two to five years. 

Nevertheless, circumstances which exist in the next few years 

doubtless will have strong implications for the longer run. 

(2) We have confined our study to Part B of the Medicare 

program. 

(3) We have made no independent review of the functioning 

of individual carriers or data processing subcontractors, and thus 

• 
are not in a position to comment on the administrative efficiency 

of particular carriers and subcontractors. 

D. Commentary on P.L. 92-463 

On January 6, 1973, P.L. 92-463, entitled the "Federal 

Advisory Committee Act", became effective. This statute was designed 

to require greater visibility of the functioning of Federal Advisory 

Committees. One of the principal provisions of the law, Section 10(a), 

15 
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was the requirement that all meetings of each advisory committee 

be noticed in the Federal Register and open to the general public. 

The Committee fully complied with this new law. L~ general, 

the Committee found the basic requirement of the law--that the 

Committee do its business in public--to be viable and workable. 

The requirements of the Act, however, are unrealistic as applied 

to the actual drafting of a report. We urge that the Federal 

Advisory Committee Act be amended to permit drafting sessions to 

be private so long as a draft report growing out of such sessions 

is made public, followed by one or more public meetings at which 

all interested persons can comment on the report while still in 

draft form. 

' 
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IV. HISTORICAL SUMMARY OF PART B ADMINISTRATION 

A. Introduction 

A study of the operation of a relatively new and still 

evolutionary program requires an understanding of how the program 

developed to its present status. Accordingly, while this section 

of our Report may be superfluous to close followers of the Medicare 

program, there will be others for whom the historical exposition is 

essential. 

The Medicare legislation, P.L. 89-97, was signed into law 

on July 30, 1965. This law embodied two basic parts: Part A, 

dealing with hospital, nursing home and related costs; and Part B, 

dealing principally with doctors' bills. Part B had been added 

late in the course of the Congressional consideration of the Medicare 

proposals. These programs went into effect July 1, 1966. 

In designing the administrative arrangements for the 

Medicare program, the Congress provided for the participation of 

private organizations already functioning as third-party payers for 

health care services, such as commercial insurance companies, Blue 

Cross and Blue Shield Plans~ As a result, the bulk of the day-to-

day operational work of the program is performed by "intermediaries" 

' (Part A) and "carriers" (Part B). The intermediaries and carriers 

have administrative responsibility for receiving and reviewing 

i/ See Section B under this Part IV 
,.·~ y I} ~~ !_~."'--
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bills from providers of health services and making payments to 

them. 

As indicated in the Congressional Committee reports 

accompanying the Medicare legislation, Congress assumed that these 

intermediaries and carriers would be able to perform for Medicare a 

variety of functions and operations to which they were presumed to 

be fully accustomed in their normal business. However, in many 

respects, particularly in the administration of Part B, this did 

not prove to be the case. The early Medicare experience demonstrated 

that the largely manual claims review processes which most carriers 

had employed in their own business were not adaptable to the Medicare 

claims volumes and that it would be necessary for carriers to 

develop or utilize the capabilities of electronic data processing 

(EDP) systems.1/ 

While some of the larger carriers were able to develop or 

re~se their EDP systems, many were not. Because of a lack of EDP ca-

pability, some carriers concluded that outside firms could perform 

the EDP function more effectively and elected to subcontract the 

operation of their data processing to these outside firms.~ 

One step taken by the Federal Government to assist with 

their EDP operations was to design a Model System which any carrier 

could utilize.JI 

1/ See Section C under this Part IV. 
2/ See Section D under this Part IV. 
]/·See Section E under this Part IV. 
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An entire new dimension to the administration of Medicare 

was created when Congress enacted legislation late in 1972 providing 

for Professional Standards Review Organizations (PSRO'S). 1/ 

B. Congressional Intent as to Administration 

The Medicare legislation and the accompanying Connni ttee C~SSIDNlL 

reports reflected the Congressional decision that administration J AJT&Nt 

of the program was to be carried out by contracting with private 

organizations already engaged as third-party payers for health care 

services •. g) Implicit in the choice made by Congress was the 

11 y 

' 

See Section F under this Part IV. 
The House Committee on Ways and Means Report on H.R. 6675, 
states: 

"Overall responsibility for administration of the hospital 
insurance and voluntary supplementary health insurance 
programs would rest with the Secretary of Health, Education, 
and Welfare, but State agencies and private organizations 
operating under agreements with the Secretary and private 
carriers or public organizations operating under contracts 
with the Secretary would have a major administrative role." 
(p. 43) 

* * * 
"Your connnittee's bill provides a considerable role for 
the participation of private organizations in the adminis
tration of both the hospital insurance plan and the 
supplementary plan." 

The Senate Connnittee on Finance Report contains similar 
statements: 

(continued on following page) 
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assumption that the use of such third parties experienced in the 

health insurance field would represent an effective approach to 

administration and result in more cooperative relationships with 

providers of care (such as hospitals and doctors) than as if the 

Federal Government dealt with them directly. 

Under the hospital insurance part of Medicare (Part A) , 

cost determination and reimbursement of hospitals, extended care 

facilities and home health agencies are performed by contracting 

intermediaries, lf 

(footnote continued) 

"The House passed bill requires the Secretary, to the 
extent possible, to enter into contracts with carriers 
under which the carriers would perform specific adminis
trative functions or, to the extent provided in the con
tracts, secure the performance of these functions by 
other organizations." (p. 53) ~ 

and again on page 54: 

"In the performance of their contractual undertakings, 
the carriers and fiscal intermediaries would act on 
behalf of the Secretary, carrying on for him the govern
mental administrative responsibilities imposed by the 
bill. The Secretary, however, would be the real party 
in interest in the administration of the program, and 
the Government would be expected to safeguard the interests 
of his contractual representatives with respect to their 
actions in the fulfillment of commitments under the 
contracts and agreements entered into by them with the 
Secretary." (p. 54) 

iJ Approximately 95% of the hospitals providing short-term care 
nominated the Blue Cross Association as their intermediary and 
are served under subcontracts by local Blue Cross plans. 
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Similarly, under the physician coverage part of the program (Part B) , 

carriers determine reasonable charges and review and otherwise process 

individual bills. 

As will be seen in our Report, a key decision made by 

the Secretary of HEW was to give the contractors under Part B 

responsibility for a particular geographical area; these contractors 

are either commercial insurance companies or Blue Shield plans. !/ 
While the major responsibility.of intermediaries and 

carriers involves the prompt determination and payment of benefit 

amounts, the other functions performed by these organizations are 

of considerable importance. Both carriers and intermediaries are 

responsible for the full range of professional relations activities; 

i.e., continuing and effective liaison with medical societies, 

provider medical staffs, utilization review committees and 

' individual physicians. Carriers are heavily involved in the 

review and investigation of potentially fraudulent claims, in 

the operation of an appeals process for beneficiaries dissatisfied 

with decisions on claims, and in the coordination of certain program 

activities with State agencies and the national carrier for Rail-

road Retirement annuitants (Travelers Insurance Company). In 

adaition, the carriers' beneficiary services section furnishes 

information to beneficiaries about the program and serves, on 

the local level, as the focal point for coordination with Social 

Security Administration (SSA) district and regional offices. 

i/ With the exception of the Oklahoma Department of Public Welfare 
· and Group Health Incorporated of New York. ,. :,_~>·a·;,"?'· 

' ,- -
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Thus, although a carrier may have subcontracted its data 

processing, it must still perform the major responsibilities connected 

with the day-to-day processing and payment of claims, ~' develop-

ing incomplete claims, determining possible over-utilization, 

identifying non-covered services, reconciling possible duplicate 

claima1/ and determining charges payable on claims which exceed 

reasonable charges. 

C. Experience in the Use of Carriers 
in Part B Program Administration 

As indicated above the problem of adjusting the claims 

processing systems of carriers to the volume of bills generated by 

Part B of Medicare was acute. 

Among the carriers selected to participate in the adminis-

tration of Part B were some large organizations handling in their 

own business a substantial volume of claims utilizing a variety 

of manual and EDP systems. There were also many organizations 

which handled a relatively small volume of claims in their own 
• 

business and which had available basically manual claims review 

operations on which to build Part B Medicare claims processing 

capacity. More importantly, none of the selected carriers had 

the kind of experience required to make reasonable charge deter-

minations as stipulated by the Medicare program. In fact, for 

the most part, their prior experience had been restricted to the 

determination of appropriate charges by the application of fee 

j} For example, claims filed erroneously by both the doctor and 
tbe patient. 
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schedules or the use of broad screens which ruled out only the payment 

of charges considered in excess of what they thought to be the level 

the great majority of physicians accepted. None had adequate data 

to relate their payments to what the particular physician charged 

his patients or to set upper limits on payment based upon a care-

fully drawn statistical concept of "prevailing charges" in the 

community. 

It was recognized, therefore, that the carriers would have 

to move gradually from the kind of approach they used in their own 

business to what was required by the Medicare law. 

For the first several months, the claims receipts of 

Part B carriers were minimal. By November 1966, however, Part B 

claims receipts had so increased that serious backlogs had developed. 

The principal attention of BHI and the carriers was directed to 

getting these loads under control. This was not generally achieved 

for at least another year because of the continuing increase in the 

vplume of claims. 1f 

The early Medicare experience demonstrated that the claims 

review processes Which most Blue Shield carriers and many commercial 

carriers had employed in their own business were not adaptable to the 

Medicare claims volumes, the complexity of the Medicare determinations, 

and the strict accounting required for a Government program. Moreover, 

i/ The ratio of claims pending to receipts peaked at 97.~fo in 
December 1966 and gradually became more manageable dropping to 
54.1% in September 1967 and peaking at lower levels in subse-

. quen t years • 
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BHI instructions regarding the methodology to be employed by all 

carriers in determining reasonable charges for physicians' services 

were gradually refined and made more detailed. Data as to the 

customary charges made by individual physicians was accumulated, 

both from Medicare claims and other sources, and the formulae for 

the derivation of prevailing charges from these customary charges 

was prescribed by BHI instructions. 

The collection of data as to physician charges, the 

calculation of customary and prevailing charges, and the application 

of these as a measure of "reasonable charges" to the claims review 

process required establishment or extension of EDP systems 

capabilities. Improved data systems were also required in order 

(1) to have the capacity to detect duplicate claims, and (2) to 

identify situations where the physician services provided were 

inconsistent with normal practice and experience. 

Accordingly, beginning with 1967 and following, carriers 

with large claims volumes undertook either to revise their EDP 

systems or to establish new systems. This necessitated in many 

instances the addition of technical staff. The unavailability of 

competent systems personnel in many areas made this an extremely 

difficult undertaking. 

D. Use of Subcontractors for EDP 
Systems Development and Operations 

In 1966, Texas Blue Shield turned for help on Medicare 

data processing to the computer facility and software firm which 

Texas.Blue Shield had been using for systems modification and 
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expansion related to their non-Medicare business. That firm was 

Electronic Data Systems, Inc. (EDS). The EDS system began as a 

limited computer process in 1966, with a substantial revision at the 

end of 1967 and early 1968 to maximize computer utilizatio~ (thus 

minimizing clerical functions) and to accommodate the changes made 

necessary by the passage of the 1967 amendments to the Social 

Security Act. 

In March of 1967, Rhode Island Blue Cross-Blue Shield 

entered into a contract with Applied Systems Development Corporation 

(ASDC) of Providence, R.I., for the development and installation 

of a claims processing system for both Part A and Part B of Medicare 

as well as for their regular business. The system for inpatient 

hospital claims, Part A, was installed in the fall of 1967, with 

the Part B system operative in March 1968. In addition to Rhode 

Island, ASDC has provided systems for New Hampshire-Vermont Blue 

Shield, Genesee Valley Medical Care, Inc. (Rochester Blue Shield), 

and Nationwide Insurance Co., Columbus, Ohio. (Nationwide has 

since converted to the EDS system.) The ASDC system installations 

all have been operated by the carriers on an in-house basis. 

EDS (later, through its wholly-owned subsidiary EDS Federal, 

which is he~ein referred to as EDSF) offered systems design and 

processing for all phases of carrier's business, rather than for 

just Medicare. This capability had particular appeal to many Blue 

Shield plans which, with limited technical staffs, were finding it 

increasingly difficult to meet the demands of the volume and com-

plex.i ty of claims processing. Many of the commercial insurance 
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companies serving as carriers, because of the size and diversity of 

thei~ own business activities, had greater manpower and other 

resources to draw on than did the Blue Shield plans. 

The EDS-EDSF approach was particularly appealing to some 

Blue Shield carriers because it relieved them not only of the 

responsibility for systems development but also of the actual 

operation of the EDP process with which some had had considerable 

difficulty. EDS provides the computer and operates the system for 

the carrier. Pennsylvania Blue Shield, for example, after an 

unsuccessful attempt to upgrade its own system, entered into a 

contract with EDSF effective January of 1969, to take over all the 

company's EDP operations. California Blue Shield entered into 

contracts with EDSF for all its EDP operations in 1969. Currently 

EDS-EDSF is serving 11 Medicare carriers processing approximately 

4.3}6 of the Part B claims. lf 

EDS is the only software firm presently offering a systems 
• 

facilities management subcontract for a carrier's total business 

needs. Since 1969 competing firms (~, McDonnell Douglas Auto-

mation, University Computing Co., Systems Resources, Inc.) have 

offered this type arrangement for the Model B system, but they have 

no systems package available for a carrier's regular business. 

During this period, in those situations where a carrier might want 

~b~ 

CAPAJ!u., r; 
AND 
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to divest itself entirely of systems maintenance and operation, only 

EDS was available. 

i/ In calendar year 1973, EDS-EDSI processed 42.~~ of the Part B 
claims. 
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In summary, although several carriers were able to develop 

reasonably adequate EDP systems to cope with Medicare loads and 

requirements, many other carriers found it necessary to install the 

Model B system or a proprietary system. In a number of instances, 

carriers moved to a facilities management subcontract for Medicare 

and for all or a part of their other business. 

E. Development of the Model B System 

BHI, in monitoring carrier performance, identified some 

carriers that had a generally effective EDP application. BHI 

believed that,, if the best features of such systems could be 

shared, overall performance could be upgraded. Further, BHI believed 

that such sharing, if accomplished through the establishment of a 

complete system which would be available to all carriers, could 

reduce duplication of effort and cost in the development and 

maintenance of EDP systems. 

This reasoning led to the concept of a Model B System, 

the design for which was begun in mid-1968 when BHI received a 

request for assistance from Pilot Life Insurance Co., in regard to 

its Medicare (Part B) system. At that time the Pilot Life system 

was basically manual. After a review at Pilot Life and five other 

carriers, BHI agreed to provide a systems team to assist with the ' 
design and installation of the system. Also, McDonnell Douglas 

was engaged by Pilot Life for contractor assistance. The .system 

was designed and ready to install on June 30, 1969; but the Board 

of Pilot Life at that time decidefr to withdraw from the Medicare 

- ~- .... , 
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program. Therefore, the new system was operational only briefly at 

Pilot Life and was taken over and operated by Prudential Life, the 

carrier which replaced Pilot Life in North Carolina. 

Subsequentl~, the new system was taken to Blue Shield of 

South Dakota and installed with a local service bureau, Data, Inc. 

Beginning in early 1970, BHI began a series of assisted installations 

of the Model B System at several other carriers (14 as of June 1972). 

McDonnell Douglas continued as the system maintenance contractor 

(under contract to BHI) throughout this period and some other con-

tractors were also hired by BHI for specialized tasks. 

In 1971, it was decided to develop an on-ljne version of 

the Model B System. This was done as a cooperative effort between 

Group Health, Inc. (GHI) and BHI. McDonnell Douglas was not 

engaged to assist with this effort. The on-line version of the ~ 

Model B System was first installed, excluding the prototype system 

at GHI, in November 1972 at Alabama Blue Shield. There have been 

several additional installations at other carriers, including several 

conversions of the batch Model B System. At present, there is no 

outside contractor support for the Model B System. BHI has built 

up a department of about 70 people for the maintenance, enhancement, . . . 

' training, programming and carrier assistance of the Model B System. 

The Model B System is IBM equipment oriented. 

F. Enactment of PSRO Legislation 

l. Introduction 

Our Committee has dealt only tangentially with the new 

element in Medicare administration--the PSRO's--since they are not 
·l 
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functioning as yet. However, because of their potential significance, ' 

we are including the background information set forth in this Section F. 

Public Law 92-603, which contained various amendments to the 

Social Security Act, became effective on October 30, 1972. One portion 

of this law called for the creation of a "Professional Standards 

Review." The 1972 legislation directs the Secretary to enter into 

contracts with Professional Standards Review Organizations (PSRO's), 

whose function will be to ensure that services rendered under Medi-

care and Medicaid are medically necessary, conform to appropriate 

professional standards, and are delivered in the most economical 

setting consistent with the patient's needs. Qualified organi-

zations, the membership of which will consist of a substantial 

number of licensed doctors of medicine or osteopathy (usually 300 

or more) engaged in the practice of medicine or surgery, will be 

' selected by the Secretary to serve designated geographic areas. 

When considered in the context of the traditional 

relationship of the Federal Government under the private practice 

of medicine, this new provision represents a remarkable innovation. 

In effect, Congress has caused the creation of a privately-controlled 

mechanism for reviewing the health care services provided to Medicare 

arid Medicaid beneficiaries by and in health care institutions. The 

Congress stopped short of mandating that the reviewing organizations 

examine the practice of medicine in doctors' offices, but provided 

the reviewing organizations with the option to do so with approval 

of the Secretary. 
-~ 
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The proposal for this legislation originated in the 

Senate Committee on Finance. It was intended to provide peer 

review, on a local level, of the necessity for arid quality of health 

care services rendered to program beneficiaries as a condition of 

claims payment and'to promote their effective, efficient, and 

economical delivery. The Senate Finance Committee recognized 

the lack of established organizations to fill this review need and 

indicated that ". • • in most parts of the country, new organizations 

would need to be developed"i however, the Committee hoped"· •• 

that physicians--preferably through organizations sponsored by 

their local associations"-.:.would "assume responsibility for the 

professional review activities." lf Indeed, the legislation directs 

that the Secretary may designate as PSRO's, prior to January 1, 1976, 

only those organizations which are either professional associations 

(such as a State or county medical society) or "a component 

or~ization thereof." 

Designation of 203 geographic areas to be serviced by 

PSRO's was made on March 14, 1974. At the earliest practicable 

date, an agreement is to be entered into by HEW with a qualified 

organization to serve as the PSRO for each designated area. It 

is anticipated that 20 or more organizations will qualify as 

PSRO's by June 30, 1974, enter into contracts with the Secretary 

and prepare to undertake operational responsibilities. 

Report of the Senate Committee on Finance to accompany H.R. 1 
September 26, 1972, page 258. Volume 38, No. 244, Part II. 
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2. Data Needs of PSRO's. 

PSRO's will be required to undertake a variety of activities 

based on the existence of a complex information and data system. 

The principal activities requiring data support will include: 

• 

(a) The PSRO's evaluation of the effectiveness 
of utilization review mechanisms used by institutions 
(hospitals and nursing homes). 

(b) The PSRO's assumption of selected 
hospital and nursing facility utilization 
review committee responsibilities; these 
review activities may involve any or all of the 
following types: 

(i) 

(ii) 

(iii) 

Preadmission certification or 
prior approval programs (i.e., 
prospective review); 

Review of extended durations of 
stay, discharge planning, and 
attending physicians' certifications 
of the need for continuing 
care (i.e., concurrent monitoring 
of inpatient care); and 

Performance of medical care evaluation 
studies (postpayment retrospective 
review of patterns of care) • 

(c) Prepayment review of exceptional Medicare 
and Medicaid claims. 

(d) Periodic review of provider, practitioner, 
and beneficiary profiles of care. 

·(e) Optional review of ambulatory claims for 
services rendered in a variety of settings 
(~, hospital outpatient departments, 
emergency rooms, physicians' offices, 
homes, etc.) and of claims representing 
miscellaneous types of medical services 
equipment, and supplies (~, ambulance servlces, 
vision care, prescription drugs, etc.) 
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To carry out its various review activities, each PSRO 

will be responsible for participating in the development 

and application of professional norms, standards, and criteria 

of appropriate medical care. These will have to take into account 

variations in utilization patterns which may be attributable to 

the patient's age, sex, and operative condition. Implicit in the 

identification and selection of norms and standards of care is the 

creation of a data base for the Medicare and Medicaid populations 

which will be capable of affording displays of usual or average 

patterns of medical practice. Value judgments can then be applied 

to statistical representations of current practice and utilization 

patterns for use in postpayment retrospective review of care. 

Norms and standards may also be applied to the process 

of prepayment claims review. It would be prohibitively time- ' 

consuming for physicians to review every single Medicare and 

Medicaid claim. One way suggested by the Senate Finance Committee 

to conserve physician review time is through automated prepayment 

screening of claims against exception parameters or criteria which 

have been determined in advance by the PSRO. 

The PSRO must also bear the additional and important 
' 

burden of accountability to the Secretary. The review organization 

will be responsible for the establishment and maintenance of a 
-

routine statistical reporting system to be based on its internal 

records of costs, personnel, equipment, workloads processed, etc. 

An oovious need will exist, particularly in the larger and statewide 
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PSRO's, for computerization of the ongoing administrative functions 

and the periodic production of required reports to the Secretary. 

The Senate Finance Committee recognized the need.to 

establish a uniform nationwide data system as the foundation for 

PSRO activities. Its report accompanying the Social Security 

Amendments of 1972 (pp. 264-65) stated: 

"The committee expects that the Secretary, in 
conjunction with various medical and other 
organizations, would assist the local professional 
standards review organizations through providing 
them with model operational guides, forms and 
methodology descriptions. To the greatest extent 
possible, standardized forms and procedures should 
be utilized by the local review organizations. Of 
course, this approach would not preclude acceptable 
modification and adaptation to meet local 
circumstances, but basic formats should be 
established for national usage and basic comparable 
data for inter-PSRO comparisons should be developed." 
(Emphasis added.) 

Because of the extensiveness of the required functions and 

activities of the new PSRO system, the comprehensiveness and 

uniformity of the data base will be essential elements. 

Our Committee has not studied the ways in which the data ?S RD S 
needs of the PSRO's can best be met. However, in principle, we IN TME 

favor a system which involves the private sector, as in the present ~\VATE 

administration of Medicare, in the fulfillment of its data processing ~EC.T~~ 

needs. ----
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V o ROLE OF CARRIERS AND INCENTIVES FOR EFFECTIVE PERFORMANCE . 

Ao Analysis of the Carrier Function 

In the administration of Medicare Part B there are now 

47 carriers serving designated geographical areas, usually a 

State or specific counties in a State, and not infrequently more 

than one State. Of the 47 carriers, 32 are Blue Shield Plans, 

13 are commercial (for profit) organizations, one is Group Health 

Insurance of New York, Inco, and one is Oklahoma Department of Public 

\el:lam. Many of these same carriers are serving as administrative 

agents for Medicaid, Federal Employees Health Benefits (FEHB), and 

the Civilian Health and Medical Program of the Uniformed Services 

administered by the Department of Defense (CHAMPUS)o 

Of the total workload, 6~fo is processed by Blue Shield 

Plans, with the remaining 37% being processed by commercial 

carrierso Volume of workloads and administrative costs have a 

considerable spread among the carriers, with the costs affected 

'by many variableso The workload in fiscal 1973 varied from 

4,992,960 claims processed by California Blue Shield (not a 

full-State carrier) to 128,530 claims processed by South Dakota 

Blue Shieldo 

The carrier's claims processing functions may be summarized 

as follows: 

(1) Receive bill from physician or beneficiary · 

(2) Determine whether or not the services are covered and 

medically necessary. (Includes "utilization review" of individual 

physicianso) 
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(3) Determine the reasonable charge for the services 

(4) Determine whether the carrier has processed the 

claim previously 

(5) Determine whether the beneficiary is eligible for 

Part B of Medicare (by querying SSA) 

(6) Determine whether the Part B deductible has been 

satisfied 

(7) Calculate the payment due either to the physician or 

the beneficiary 

(8) Send a check and explanation to the physician or 

beneficiary, as appropriate 

Bo Advantages of Private Carrier Participation 

Through a national or regional data processing system, and 

with its national network of local and regional offices, it is 

probable that SSA could administer the Part B program without the 

participation of private organizations. However, we have concluded 

"W:lat the advantages seen by Congress in building private carrier ~JiitH~llDIJ 

administration into the original Medicare statute were sound in 

1965 and are sound today. Moreover, the evidence before our 

Committee leads us to conclude that the job of administering 

t).l: 

1'RIVII-TE 
C.A~~~E~ 

Medicare is being carried out with considerable success--although Rot-C' 
there is room for much improvemento A monumental task was 

undertaken and the basic challenge has been met by government and 

the private sector. 
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Among the reasons we support continuation of the use of 
\ 

private carriers (both nonprofit, such as Blue Shield, and comme-rcial) 

are these: 

( 1 ) The bulk of health insurance in this country remains 

privately financed. The Medicare program benefits by the experience 
/ 

learned by private carriers in their handling of non-Medicare business. 

The expertise and skills of persons in the private health insurance 

industry should be made continuously available to Medicare, as well 

as techniques developed in handling private health insurance. 

(2) There is far greater likelihood of innovation where 

numerous private organizations are employed by the Federal Government 

as compared with administration by a Federal agency. Total 

centralization and mandated uniformity would tend to stifle 

experimentation in the development of new ideas and approaches. 
" 

(3) Part B of Medicare is uniquely sensitive as an area 

of Government invoJ.vement in the practice of medicine. The 

physician-oriented carriers and carriers long accustomed to 

working with physicians are more likely to enlist physician 

cooperation and support than a Federal agency.1/ Carriers have 

1/. In Staff Paper 8B, this argument was articulated more fully, in the 
following terms: 

"One of the major benefits of pluralism with respect to contractors 
has been the opportunity and the ability of many to respond to the 
immediate medical community. It is generally agreed that the success 
of the program depends upon the continuing cooperation of individuals 
and institutions providing health care services, as well as the 
major organizations which represent health care interests at 
community, State, and national levels. Because of the importance 

/ 
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-· been active and effective in developing closer working relationships 

with physicians.~ One carrier executive states: 

"Such things as utilization review are in the end as much an 
art as a science and require the carrier to be closely in tune 
with the practice of medicine, in a coop;:r;ative--not adversary-
relationship, in each community served. "21 

(4) There are differences among localities, States, and 

regions in the nature and traditions of the medical service 

organizations and the practice of medicine. An "advantage of 

i/ (continued from preceeding page) 

of this cooperation, it is essential that contractors maintain 
a continuing awareness of health community attitudes and problems 
with the program. As a result of the pluralistic approach 
of the Medicare program, many of our contractors are in a 
unique position to respond immediately to these interests, 
concerns, and problems and, with the regional office of BHI, 
proceed to take immediate steps to prevent the kind of misunder
standings or dissatisfactions which, if neglected, might lead to 
a serious degree of noncooperation with the program. Any major 
move to consolidate the present system and to remove t~e administrative 
reimbursing agency one step further from the community level might 
seriously hamper the effective response of the medical community 
to the program unless the emerging PSRO's effectively deal with 
the professional issues and concernso" 

. ~ One example mentioned in testimony before the Committee is the program 
of annual "Medicare Workshops for Medical Assistants in the State of 
Louisiana" which is conducted by the carrier for Louisiana, Pan
American Life Insurance Company. 

3} Letter to the Committee from Charles W. Stewart, Executive Vice 
President for Government Programs, California Blue Shield, dated 

· December 14, 1973. 
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the pluralistic system is the capability of carriers to adapt to 

the needs of circumstances of the localities in which they operate."1/ 

Identification with the community, with resulting flexibility and 

responsiveness to local circumstances, are keynotes of the multi-

carrier approacho 

(5) The carriers have well-established facilities and procedures 

for direct contact and communication with beneficiaries. It would take a 

great deal of time and the addition of large numbers of personnel for 

Government to be able to create similar relationships.£/ 

i/ Testimony of Mr. Stewart (see prior footnote) presented to the 
Committee on May 31, 1973, p. 5. He added: 

"For example, the California systems in Medicaid are tailored 
to function with the existence of Foundations for Medical Care 
and the probable early appearance in our area of the Professional 
Standards Review Organizations." 

£1 In Staff Paper 8B (pp. 3-4) this argument was spelled out for the 
Committee as follows: 

"A major concern of the Congress and SSA, in addition to the 
need for the cooperation of the medical community, has been the 

• response and service to the Medicare beneficiary, not only in 
timely processing of claims, but also in providing other necessary 
services. Our contractors, particularly the carriers in Part B 
who deal directly with beneficiaries, physicians, and other 
providers on a large claims volume basis, must be able to respond 
to written, personal, or telephone in~uiries about delayed claims 
or re~uests for program information in a prompt and accurate 
manner. They must be able to develop promptly additional evidence 
in ~uestionable claims, resolve basic and complex coverage 
questions and expedite delayed claims. 

"When there is dissatisfaction with the determination of a claim 
or when a beneficiary c= provider believes that the re~uest for 
payment is not being acted upon with reasonable promptness, the 
contractor must provide an informal review and/or hearing as 
the case demands and as re~uired by the program. 
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(6) Having a number of carriers provides an opportunity for 

meaningful comparison of relative performance and ranking of contractors, 

if the information is properly used. As we indicate below, we believe 

that the information as to relative carrier performance is currently 

both inadequate in scope and inadequately utilized. Ne~ertheless, 

the potential is there by virtue of the pluralistic system. 

There are many variables in the operation of the program 

throughout the country (e.g., rural vs. metropolitan area; literacy 

rate among population; characteristics of labor market; volume of 

claims). These differences, reflecting regional and local characteristics, 

affect contractor performance. The benefit of having a sufficient 

number of contractors conducting essentially similar operations is 

that it is p·ossible to analyze and compare costs and performance. 

k/ (continued from preceeding page) 

• 

"The ability to offer personal and immediate services to the 
beneficiary is the 'ultimate' objective of the program, and any 
inability to offer satisfactory individual response is a reflec
tion upon the program itself. The distribution of the program 
among 47 Part B carriers and 83 Part A intermediaries throughout 
the country allows each to offer these services to the community 
and to the individual beneficiary, maintaining SSA 's traditional 
concern for and response to the individual •••• " 

In a similar vein, Charles w. Stewart, Executive Vice President for 
Government Programs of California Blue Shield, states: 

"We train our people that they are dealing with a portion of other 
peoples's lives--often quite intimately. In the course of these 
dealings, we have had to learn to exercise judgment to see that 
the essential troika of health care (patient, physician or provider, 
and payer), can function in a mutually satisfactory fashion." 
Letter to the Committee dated December 14, 1973. 
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(7) A pluralistic system offers the opportunity for creating 

some degree of competition among carriers, and competition can be an 

effective force for efficiency. Many of the carriers attest to a 

sense of competition even under present circumstances. We are 

recommending several measures designed to enhance the forces of 

competition. 

(8) As a byproduct of point (1) above, the carriers have 

much n:iore at stake in their handling of Medicare business than that 

business alone. Irrespective of the present absence of direct 

competition among carriers for Medicare business as such, they are 

in intense competition for non-Medicare health insurance business. 

Accordingly, the carriers are concerned with whether they create a 

good or poor image with families and in the community generally 

through the services they provide to Medicare beneficiaries. 

****** 
In conclusion, we believe there is a valid continuing role 

.~.,, I 

for the Part B carriers. 

C. Objective of Highest Carrier Performance 

We have stated above the advantages of private carrier 
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however, tend to disappear if each carrier is not given adequate 

incentive to do the most effective job possible on behalf of the 

beneficiaries of the program and the working population which pays 

for the support of the program. Obviously, the Federal Government 

/,d~TI-"ES 

-fb e.. tARtiEtS-

should not place blind trust in a group of privately-operated OR.IENTI!'D 

non-profit and commercial carriers. A system must exist which provid/: I U i 16~iAJ~ 
incentives for high performance and a close monitoring of results. 
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There are two elements in the present institutional arrangemeptp 

which combine to mitigate against an efficient result. First, 
0 -

carriers are assigned territories on an exclusive basis with no direct 

competition within the assigned areas. Second, they are reimbursed 

on the basis of reported costs with, consequently, no financial 

incentive to minimize costs. There are two policy alternatives 

open to the Government, given the above constraints. One is to 

C/ll Tlt:.tSM 
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devise methods that will serve as a substitute for direct competition ~LA; 

in providing incentives to carriers for most efficient performance--

although legislative changes might be required. The second is to 

impose increasingly detailed and comprehensive regulations. 

Generally speaking, the Government has moved primaril~ 

in the direction of the second alternative. As a result, agreements 

with Medicare contractors specify requirements for approval by SSA 

of certain subcontracts and also specify what costs are permissible. 

This leads to detailed regulation of carriers to the point of even 

requiring, under som~ circumstances, prior approval for incurring 

overtime labor charges. To quote BHI•s Staff Paper No. 22, prepared 

for the Committee, " ••• The Bureau of Health Insurance maintains 

a comprehensive Contractor Inspection and Evaluation Program which 

is the responsibility of its regional representatives. This program 

is a continuing surveillance and assessment of quantitative and 

qualitative performance of a contractor's operations covering all 

aspects of his responsibilities. • • • ' 
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The enthusiasm which the carriers have shown for the Bureau's 

"continuing surveillance" has been less than overwhelming. At least 

some of the carriers have expressed the view that the Bureau's detailed 

regulation approaches a type of dual management that restricts initiative 

and is, therefore, counterproductive. And the statistic•l evidence, 

reported below, suggests that this approach has not been successful 

in achieving the most economical result. 

It is our belief that emphasis in Government policy should 

be shifted from the alternative of regulation to a policy of generating 

incentives for efficiency. There are four elements which are 

necessary corollaries to the recommended continuation of private 

carrier administration. These are: 

(1) a viable method for measuring carrier performance; 

Y:u.ru..M 
RrcottH9J~ 
+ot.. 
<!.#\ lt.t.l Ell 
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(2) a workable system for eliminating entirely those carriers 

showing a consistently poor performance; 

(3) incentive mechanisms for high carrier performance 

!A addition to the power of termination; and 

(4) assurance to the carriers of a reasonable degree of 

freedom from Government control over carrier decision-making and 

administrative detail, provided that the carriers are meeting 

standards of adequate performance. -
We shall direct our attention to each of these four areas. 

D. Criteria of Carrier Performance 

Central to the philosophy of this report is our belief that the 

pe~formance of private carriers as participants in the administration 

of Medicare can be objectively evaluated. 
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At the present time, the system for evaluating carrier performance 

is inadequate. A major recommendation for this report is that the 

highest priority be given by TIBEW, SSA, and BHI to the development 

of more refined criteria of carrier performance. 

1. Past Efforts to Tievelop Part B Carrier Evaluation System 

BHI has for some time been working to develop an improved 

Part B carrier evaluation system. Work groups which included 

representatives of the carriers were established and a number of 

conferences have been held on this subject. 

There are th.ree elements which BHI has sought to evaluate, 

namely (1) administrative cost, (2) timeliness (speed of processing), 

and (3) quality (infrequency of routine claims processing error).1/ 

The proposed Part B carrier evaluation system defines 

performance as a complex comprised of these three basic elements. A 

carrier's performance score will be a weighted composite index determined 

by index numbers measuring these factors • 

• i/ On the whole, BHI's influence has been considerably greater in 
reducing claims processing time than in reducing the costs of the 
lees efficient carriers. As for errors, as of the time this report 
was written, the "end-of-line'' claims review procedure--BHI 's 
quality assurance program based on large samples--had only recently 
become operational. Consequently, we were unable to analyze inte~ 
carrier differences in the claims processing error rate • 
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As indicated below, we strongly support BHI's efforts to 

develop these measurements. Whether a composite index is the best 

approach we leave to the study which we recommend be contracted out. 

We simply note here that weights for a composite index are generally 

somewhat arbitrary, so that a composite index m~ obscure more than 

it reveals. Consideration should, we believe, be given to establishing 

minimum acceptable standards for (1) speed and (2) the error rate. 

Administrative costs could then be compared for all carriers meeting 

the required standards with, perhaps, some allowances for carriers 

which are greatly above average with respect to timeliness and quality. 

Before discussing the three elements more fully, we wish 

to emphasize that one of the most important functions of the carriers 

is not measured under BHI's past or proposed criteria of performance, 

namely, that of limiting payments made to Medicare beneficiaries to 

those payments which are consistent with medical necessity and 

appropriateness of fees. Obviously, unjustified payments are of 

greater economic significance to the Medicare program than administrative 
, 

costs. · However, the detailed analysis of inter-carrier variations in 

payments per claim is a complex problem that goes beyond the capacity 

of our Committee to examine. Numerous demographic factors have been 
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found to affect the demand for medical sexvices by beneficiaries -

covered by Medicare. For example, on the average it appears that 

people in suburban areas use services covered by Medicare more 

intensively than people in either rural areas or in central cities. 

Women use services more intensively then men, whites more than blacks, 

and people in the South less intensively than those in the rest of the 

country. Variations in benefit costs among carriers, therefore, 

cannot, without due allowance for many £actors, be used as a test of 

the effectiveness of carrier review of claims. Yet the problem of 

assessing the relative performance of carriers with respect to 

eliminating unjustified payments is one of paramount importance. 

The extent to which carriers review claims for medical 

necessity varies considerably. It is safe to eay, however, that none 

has carried the p~ocess very far. In part, this reflects the absence 

of generally agreed upon medical standards. Nonetheless, the 

potentialities of abuse are so large that the review process needs to 

be pressed as far as our current state of knowledge will permit. 

The limited success of claims review for medical necessity 

appears to be reflected in the statistics. Fewer than Yfo of all claims 

were denied (in part or in whole) for medical necessity--a figure which 

seems surprisingly low given the possibilities of error and the wide 

. range and variation in utilization throughout the country. 

Even if PSRO's eventually substitute for carriers in 

performing reviews of medical necessity under Part B of Medicare, 

the problem of assessing how well carriers are applying the criteria 

developed by PSRO's will still remain. 
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We turn now to a closer examination of the basic elements 

of performance which BHI has relied on--administrative cost, timeliness, 

and quality. 

(a) Administrative Cost 

Administrative cost per processed claim (unit cost) 

is readily available and is being used by BHI as the standard unit for 

measuring the cost of contractor operatio~s. The current BHI performance 

evaluation system computes unit cost by dividing total administrative 

costs by the number of claims processed. Certain adjustments made on 

the basis of regression analysis, discussed below, were incorporated 

into this computation for the September 1973 report. 

Variations in administrative costs among carriers 

are at present enormous, if one considers that the carriers contract 

to produce a standardized if not essentially identical service. In 

fiscal year 1973, administrative costs per claim ranged from $1.60 

to $4.04 with a mean of $3.23 and in 1972 they ranged from $1.57 to 

$4~72 ~ith a mean of $3.18. 

The figures we now present serve as a statistical 

measure of the magnitude, in national terms, of the wide variation 

in administrative costs. In fiscal 1972, if all carriers had costs 

no greater than the average of the five lowest-cost carriers, aggregate 

administrative costs would have been roughly $57 million less than the 

actual costs in that year.1/ This sum exceeds one-fourth of the total 

administrative cost of Medicare; it happens to be roughly equivalent 

i/ This figure would have been somewhat less if adjusted to eliminate 
cost variations deemed to be in the uncontrollable category. 
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to total expenditures for all EDP processing (both 

subcontractors) in the same year. Table 1 below shows for fiscal years 

1968-72 the total administrative cost and the magnitude of the differential 

in aggregate costs if all carriers had costs equal to the average of 

the five lowest-cost carriers. 

Table 2 summarizes much of the relevant information on 

administrative costs. Costs per claim remained relatively stable over 

the period 1968-73 and, when deflated by an index for salaries paid 

by the insurance industry, show a decline in real terms. In contrast, 

administrative costs per enrdlee (on a national basis) rose from $5.29 

in fiscal 1968 to about $9.11 in 1973 and, even when deflated by 

change in salaries, continue to show a rise.1/ The reason for the 

difference in results between costs per claim and costs per enrollee 

arises partly from a trend towards more frequent claims being submitted 

by physicians, with a larger number of claims per illness. 

A key issue is the reason, or reasons, for the inter-

oar.rier variations in costs. If we take data on costs per claim for 

the whole period 1968-73 (calendar years), while there appears to be 

some tendency for the standard deviation to decline, the decline is not 

consistent over time and the standard deviation for 1972 and 1973 is 

not very different from what it was in 1969. In short, the present 

framework of carrier operations, even with pressure from BHI, has 

not been successful thus far in causing high-cost carriers-to match 

the record of the.low-cost carriers. 

i/ Deflated data are available only for 1969-73· The rise between 1969 
and 1973 in deflated costs per enrollee was from $6.17 to $6.95. 
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1968 

1969 

1970 

1971 

1972 

Table 1. 

Actual Costs and Potential Savings in Administrative Costs 
If All Carriers Had Costs Equal to Average 

of Five Lowest Cost Carriers, Fiscal 1968-72 
(in thousands of dollars) 

* Actual Costs Potential Savings 

99,446 28,140 

118,375 26,725 

138,080 40,788 

159,890 56,990 

171,766 56,632 

Source: Based on data from BHI 

* Based on unweighted average cost of five lowest cost carriers 

.. 

( 

% of Actual Costs 

28.3 

22.6 

29.5 

35.6 

32.9 



-r:-
\.0 

Table 2. 

Administrative Costs Per Enrollee and Per Claim 
Fiscal 1968-1973 .. (dollars) 

All Carriers All Carriers Costs Per Claim 
Actual Dollars Deflated Dollars* 

Ratio Ratio Ratio of Ratio of Unweighted Mean Lowes-;; Highest 
Costs of Costs to Costs to All Carriers Cost Cost 

to Costs Enrollees Claims Carrier Carrier 
Enrollees to 

Claims 

Not Not 
1968 5.29 2.94 Available Available 3.18 1.86 4.81 

1969 6.17 2.98 6.17 2.98 3.11 1.86 4.75 

1970 7.05 3.16 6.47 2.90 3.29 1. 75 5.96 

1971 8.00 3.28 6.78 2. 78 3.34 1.70 5.88 

1972 8.44 3.18 6.64 2.50 3.23 1.57 4. 72 

1973 9.11 3.23 6.95 2.46 3.31** 1. 74** 4.48l'c* 

Source: Based on BHI data 

*Deflated on the basis of change in average salary of the carriers with 1969 as base year. 

**Estimated on the basis of data for first six months • 
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Standard 
Deviation 

.73 

.61 

.76 

.77 

.60 

.57** 
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As is to be expected, there has been some ~urnover in 

the composition of the high- and low-cost categories. However, 11 

carriers were consistently in the upper half of all carriers in 

terms of costs for each of the last 4 years. Fourteen carriers were 

consistently in the lower half in each of the same 4 years. Thus, 

more than half of all carriers could have bean classified as either 

belonging to the high-cost or low-cost group for a fairly long interval 

of t..uut::. 

Since considerable attention has bc~:-.:1 r~e'Toted in our 

Committee's work to EDP systems, note should be taken of the fact 

that the EDP system in use by a carrier is not a very important 

factor in explainiP~ variations in total administrative cost per 

claim (EDP costs account for close to a fourth of total administrative 

costs for all· carriers combined). For example, if we consider the two 

most widely used systems, Model B and the system of EDSF, we fin~ carriers 

using either of the two among both the low-cost and the high-cost 

carriers.1/ As yet, therefore, the choice of EDP system has not 

dominated the outcome with respect to total administrative cost. 

Numerous other possible explanations were given to the 

Committee for the observed differences in administrative costso It 

was suggested, for example, that (a) some carriers had the benefit of 

large economies of scale, (b) that there were large regional differences 

iJ For example, in fiscal 1973, (on an administrative cost per claim 
basis) two of the five lowest-cost carriers and two of the five 
hi@1est-cost carriers were users of the Model B. In that same year, 
t:qe fifth lmrest-cost carrier and the tenth highest-cost carrier 
(excluding Nation~ide Insurance Company, which was in the process 
of changing its subcontractor and r~d large non-recurrent costs) 
used EDSF as a subcontractor. 
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-- in wage levels, (c) that carriers in urban areas had m'~ch larger costs 

of beneficiary services, and (d) that the denial rate and reasonable 

charge reduction rate differed, reflecting, in turn, differences in 

expenditures on these functions. A closer examination of the statistical 

record did not support the contention that these variables contributed 

greatly to explaining differences in administrative costs among carriers. 

Using the technique of regression analysis, BHI examined 

the role of 12 variables that were deemed outside the control of carriers, 

including all of those listed above. Only two consistently met the 

technical tests of statistical significance, namely, the average salary 

level of the insurance industry in the carrier's region and the assign-

ment rate. Depending upon the year in question, a salary level that 

is 1% higher than average for all carriers can be expected to result 

in costs per claim that are roughly between 0.~ and 0 • .5% higher than 

average. An assignment rate that is 1% higher than average dan be 

expected to lead to costs per claim that are roughly between 0.~/o and 

O • .J)6 lower than average. A third variable, the "investigation" rate.1/ 

appears to be ~ignificant in some years but not in others. Its effect 

on costs per claim is very small. 

At one meeting of our Committee, questions were raised 

as. to whether the investigation rate and the assignment rate were really 

outside the control of carriers. But, in one sense, this issue is 

unimportant for the three variables together explained, depending 

j} A claim which is "investigated" is one which is examined for a:n:y 
reason rather than being routinely paid • 
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upon the year in question, only between 16% and 23 of the variation 

in unit costs. In short, the bulk of the variation among carriers apparently 

cannot be explained by factors outside the control of carriers. 

Of some interest is the list of variables that sho\'Ted 

no relation to unit costs, inasmuch as the analysis disposes of a 

number of widely-held beliefs. f>"l.Qst prominent among these is the view 

that there are large economies of scale. Neither the size of the 

enrolled population nor the number of claims received revealed any 

relationship to unit costs. Nor do differences in carrier effort 

expended in screening out errors appear to be correlated with inter-

carrier differences in unit costs, at least if effort can be measured 

by the "denial rate" and the "reasonable charge reduction rate" for 

clains processed. Additional variables that proved useless in 

explaining variation in administrative ~it costs were: claims filed 

per 1,000 enrollees, percent of population male, percent of population 

urban, percent of population white, and proportion of workload 

'coilprised of SSA-1490 's. 

It is possible that BHI may have overlooked some relevant 

cost factor outside the control of carriers. However, if there are no 

other explanations, large differences in unit costs among carriers 

would appear to be attributable to one or both of two sources, 

namely (1) differences among carriers in efficiency, and (2) differences 

in accounting practices, particularly with reference to the proportion 

of a carrier's costs allocated to its Medicare business.1/ 

j} It should be noted that BHI performs an annual audit of carrier costs 
including overhead allocation. While BHI audits the carriers annually, 
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Wnatever the explanation, very large differences in 

administrative costs attributable neither to superior q~~lity of 

service nor to so-called noncontrollable variables reflect an unacceptable 

situation if it continues for a long time. Some corrective me~8ures 

are recommended in this Report. 

(b) Timeliness 

Until late 1973 timeliness of processing was based on 

the number of weeks work on hand, claims processed per man-day, 

and the percentage of claims pending over 30 days. These indicators 

were incomplete, since they reflected only a single measure taken at 

a fixed point in time. 

i/ (continued from preceeding page) 

' 

puzzling variations in direct costs remain after audit. For 
example, for July-Dec. 1973, of the carriers using the Model B 
system, the carrier with the lowest administrative costs per claim 
used 17.3 full-time equivalent employees per 100,000 claims. The 
~st cost carrier using Model B employed 35.6 full-time equivalent 
employees per 100,000 claims. The numbers of claims they processed 
were of the same order of magnitude and the higher cost carrier had 
ahigher assignment rate, which should have reduced its labor cost. 
In fiscal 1972, once again restricting the. observations to users of 
Model B, the lowest cost carrier used 23.5 full-time equivalent 
employees per 100,000 claims; while another carrier used 41.4. 

It is of course possible that these differences result from differences 
in efficiency. But it is important that it be ascertained that they 
do not result from mere differences in judgment and/or arbitrary 
procedures in the allocation of costs between the Medicare m1d the 
other business of carriers. 

The information derived from analyses such as the foregoing is one 
of the advantages of a pluralistic system. The problem now is to 
utilize this kind of information to greater effect. 
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In September of 1972, SSA developed 

system to determine claims processing time. The nHl reporting 

system provides the number and percentages of claims processed in 

specific time categories--15 days, 30 days, 60 days, and 90 days. 

Additionally, the number of claims pending for these same periods 

of time will be reported. The initial reports of the results of 

the new reporting system were issued on November 5, 1973, in a BHI 

repr ,ntitled "Quarterly SMI Carrier Claim Processing Time Report, 

January-June 1973". SSA replaced the old method of reporting 

timeliness of processing with the new procedure in its evaluation 

report issued for the October-December 1973 quarter. 

(c) Q;uali i?z 

In the area of quality, BHI, with the assistance of 

the carrier work group and the Office of Rese9.rch and Statistics, 

has developed an end-of-line sample claims review system. The 

nationwide end-of-line claims sample system will provide uniform 

performance data needed to permit comprehensive.and accurate 

comparisons of carrier performance. Previously, BHI used query reply 

reject rates and reasonable charge data as subjective indicators of 

the quality of processed claims. The new system is expected to be a 

major step forward in improving the qualitative evaluation of 
' 

carrier performance. 

The system will measure processing quality in two 

ways: (1) the monetary amount of carrier overallowances and under-

allowances will be determined, and (2) the incidence of specific 
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types of processing errors will be determined. The system will 

furnish to carriers and BHI regional offices specific management 

information to take corrective action on error situations. 

Performance indices will be developed based on the dollar over-

allowances and underallowances as well as the frequency of error 

occurrence .l/ 

It is anticipated this system will become part of the 

carrier evaluation during the first part of fiscal year 1975. 

2. Current Status of Evaluation Report~ 

At the present time, in order to evaluate the performance 

of a given carrier, BHI utilizes a wide range of information. There 

are a variety of periodic statistical reports summarizing quantita-

ti ve factors of ca"t:'riers ' operating experience, as well as an annual 

evaluation of individual carriers which incorporates qualitative 

' aspects of operations. These reports, in their present form, are 

not sufficient for the purpose of assigning clear and objective 

rankings to carriers based on appropriately adjusted carrier costs 

and on quality of service. But the enormous volume of available 

information suggests that what is needed most is a major improvement 

1./ The procedural aspects of the new system have been highly automated 
via computer programs (provided by SSA) to minimize program 
administrative costs as well as to assure appropriate consistency 
in the quality review procedures and reports data. The program 
has two distinct phases: The Phase I program determines the number 
of sample claims which are to be drawn from each class of adjudicated 
claims and will identify the individual claims in each claims class 
which are to be reviewed for claims adjudication quality. The 
Phase II program extrapolates the performance quality data provided 
by the carrier processing quality reviews to cover the carrier's 
total population of adjudicated claims. 
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in the analytical tovl~ for using the data that already exists if 

the objective of evaluating carriers is to be achieved in an 

adequate way. 

(a) Quantitative Reports 

Ongoing statistical data are reported in the 

followine reports : 

' 

(1) SMI Carrier Workload Report published monthly shows 
the number of claims received, processed and pending. 

( 2) DCO Monthly Workload Report lists by carrier receipts, 
clearances, pending claims, weeks work on hand, 
percent of claims pending over 30 days, investigation 
rate, assignment rate, payment rate, and denial rate, 
along with national and regional totals . In addition, 
the report ranks highest ar1d lowest carriers in 
selected performance categories and is also used in 
the Quarterly Performance Indicators discussed below. 

(3) Report of Carrier and Intermedia;y Reject Data is 
published monthly and evaluates performance in the 
area of query transmissions. A composite mean 
performance is determined in each of five error 
categories and those carriers in each category which 
exceed the mean by the highest percentages are listed. 
This report is also used in the Quarterly Performance 
Indicators . 

(4) Quarterly Report on SMI Carrier Reasonable Charge and 
Denial Activity summarizes carrier activities in 
reasonable charge reductions and claims denials . 
National trends are analyzed and the amount of 
reductions and denials are shown by carrier . 

(5) 

(6) 

Quarterly Report on Overnayment and Duplicate Charge 
Activity summarizes the status of Part B claim over
payment workloads and provides information on how 
overpayments were resolved in the quarter. The 
duplicate charge activity section summarizes carrier 
activity in detecting duplicate charges . 

Supplement to the Quarterly Report on Overpayments 
and Duplicate Charge Detection Activity, published 
quarterly, summarizes national, regional, and carrier 
performance by cause of overpayment and by method of 
discovery. 
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(7) Quarterly Report on SMI Carrier Appeals Activity 
summarizes carrier activity in the area of claims 
reopenings and revisions, reviews and hearings. 

(8) Quarterly SMI Claim Processing Time Report is a 
newly-instituted report which summarizes data on 
the time required by carriers to process claims. 
As the report is refined, the data will be utiliz~d 
in the Quarterly Performance Indicators. 

(9) Analysis of Intermediaries' and Carriers' Administrative 
Costs, published quarterly, contains workload, adminis
trative costs, manpower, benefit payment data, and 
related indices. This report is also used in the 
compilation of Quarterly Performance Indicators. 

(10) Part B Carrier Performance Indicators is published 
quarterly and contains quarterly and annualized data. 
This report arrays performance in a format which 
treats five functional areas of information: 

1~1 
Weeks work on hand 
Percent of claims pending over )0 days 
Unit cost per claim processed 
Claims processed per man-day 
Query reply reject rate. 

This last report (Part B Carrier Performance Indicators) 

is, for present purposes, a most important one. In establishing 

broad ranges of performance, the average (i.e., mean) level of 

~erformance is determined in each of the above five areas, (a) 

through (e) • Carriers are then ranked in one of five broad groupings 

using degrees of deviation from the standard deviation from the mean. 

The best and poorest performance carriers can be determined in each 

of the functional areas. For the purpose of these indicators, the 

mean is an unweighted average of carrier performance and does not 

reflect the respective workload volumes. However, comput~tion of 

both the mean and the standard deviation excludes extremes of either 

favorable or unfavorable performance. 
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A composite indiaator is not determined, but carriers 

whose performances exceed one, two, or more ctandard deviations and 

are, therefore, excluded in the computation of·the mean, can be 

identified for the relevant category of perforwance. 

The present performance indicators do not encompass 

quality-related factors which reflect the effectiveness of carriers' 

operations in many areas of claims review. Only data which can be 

quantified are included, and no consideration is given to such factors 

as quality of performance, complexity of the operations, systems 

changes, or the effect of the business environmen+. in which the 

carrier functions. 

(b) Qualitative Reports 

A qualitative analysis of individual carrier perform-

ance is available in the Annual Contractor Evaluation Report (ACER) 

prepared by the BHI regional office for each contractor in its region. 
~ 

The ACER is a reflection of all regional office contractor review and 

evaluation activities conducted throughout the specific period 

preceding the issuance of the report. The report sets forth the 

regional office findings, conclusions, recommendations, and evaluation 

of the adequacy of performance during the specified period of time 

in each operating area; i.e., claims process, coverage and utilization 

safeguards, program reimbursement, EDP operations, beneficia.r-.r and ' 
provider services, carrier management, and fiscal management. 

The preparation of the ACER incorporates all 

information, including statistical indicators and onsite reviews of 
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carriers' operations, that the Bureau has with respect to the 

contractor evaluated. The ACER is a comprehensive statement and 

represents the Bureau's formal evaluation of a carrier's performance. 

This report is made available to the public upon request. 

3. Additional Work Needed 

There is general agreement among carriers and BHI that much 

more needs to be done to improve the criteria for evaluating carrier .~ 
f~'PRO\IfJ' 

performance .JJ 'While BHI P,as made steac!y prog:ress, its staff needs AN J) 

outside assistance for the purpose of makjng more rapid advances. 

Our Committee has concluded that HEW ~hould e~ter into a 

OB1£(.T~V£ 

PERfDRH~ . • 
research contract promptly with an independent entity in order to t!., "ltJ"· 

BY 
accelerate the improvement of the performance criteria. Such a fi:rm ()Ia$ I D E' 
should be capable of dealing with management problems, perfo:rmance 'P~Y 
measurement and incentives. The contracting firm selected might 

~quire the services of one or more subcontractors, particularly in 

dealing with problems of medical necessit.y and the related problems 

being confronted by the PSRO's. In particular, we believe an 

immediate program is urgently needed to bring into the performance 

evaluation criteria the carrier's ability to apply professional 

standards of medical necessity and quali t.y (to the extent they have 

!i A staff. paper of the National Association of Blue Shield Plans 
states, for example: 

"Ideally an evaluSltion system should provide 'for the carriers 
certain basic assurances that the system is objective and it 
provides reliable and constant measures in which both contractor 
and the Government can independently know and arrive at the same 
conclusions on carrier comparative performance standings. The 
nature of the present system does not fulfill this objective." 
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been developed). Moreover, we believe that an independent 

organization could bring about a degree of carrier confidence in 

the results which BHI could not achieve. 

In the Report we shall not seek to raise all of the questions 

which should be examined by a consulting entity. However, we shall 

mention a few problems to which the contracting firm should address 

itself. 

(a) Accuracy 

Perhaps the most important question relating to 

measurement of carrier performance is how the performance criteria 

can be made to reflect the accuracy of program benefit payments, 

i.e. , whether the correct amount of money has been paid to the right 

person. For example, this would entail such matters as correctly 

determining coverage, screening out aberrant-appearing situations 

for further investigation and identification of excessive utilization. 

Some of these problems are, of course, ones with 

which the PSRO' s are supposed to deal. Ultimately, probably the 
I I 

test of carrier performance in this area will be closely geared to 

• 

' 
its capacity to be an effective consumer of the outputs of the PSRO's. 

However, it may be years before the PSRO's are producing vital 

utilization review data for Part B services, and particularly those ' 
rendered in doctors' offices. Thus, the carriers should be urged to 

perform this function as effectively as possible until the PSRO's 

take over. Protection of the taxpayer's interest requires that ways 

be devised to assess the effectiveness of the present carriers, 
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whether through PSRO' s or otherwise, in reducing waste of program 
w~~w~ 

funds. 

(b) Cost Variation 

In relation to costs, criteria need to be developed 

as to what constitute tolerable deviations from the accepted norm.!/ 

Clearly one would have to allow for differing circumstances that 

carriers face, to the extent that~these differences affect costs and 

are also outside the control of carriers (e.g., regional differences 

in wage rates). But the question that needs to be resolved is what 

constitutes unacceptable performanC'e once the data on costs have been 

adjusted for sources of variation that are outside the control of 

carriers. In this respect, two principles must be considered. First, 

before penalties are applied, unacceptable performance should be 

manifest for several accounting periods since poor performance in one 

period may be attributable to non-recurring forces. Second, small 

deviations from the norm established by the more efficient carriers 

should not result in penalties in the performance rating. Fear of 

• being downgraded for minor deviations from the norm would serve as 

a disincentive to experimentation and may lead to excessive uniformity 

among carriers. Accordingly, penal ties in the performance rating are 

appropriate only for significantly higher than target costs. 

Quantitative criteria are needed as to what will be considered a 

"significant" deviation from the norm. 

!/ Needless to say, the Committee does not mean to encourage carriers 
toward developing similar costs or cost estimates. Obviously, 
collaboration among carriers should not extend to pricing policies 
and practices. 

61 

' 

' 



(c) Timeliness 

In relation to timeliness of processing claims, has 

too much emphasis been placed on this factor? It has been suggested 

by the National Association of Blue Shield Plans that: 

J!lhe performance term 'tL~eliness' should be used very 
sparingly. The program should perpetuate a new conno
tation of 'inventory control', in which the performance 
standards defining the term would focus on the overall 
workload, and the performance objective would measure 
how well the carrier Pf~cessed the bulk and controlled 
the exception claims. "lt 

(d) Q;uali ty 

In relation to the quality of a carri~1~'s processing 

of claims, we believe that the primary responsibility for applying 

relevant tests should remain with th3 Bureau of Health Insurance. 

However, in devising standards and criteria, as distinct from 

evaluating individual carriers, the advice and suggestions of carriers 

should, of course, be solicited. 

4. More Effective Carrier Reporting 

A critical element in improved criteria of carrier performance 

is the development of better systems of reporting by carriers. It 

would appear from the data prese~ted to the Committee that the cost 

accounting information at the carrier level is not standardized to 

the point where comparisons can be made with a reasonable degree of 

reliability. This was acknowledged by +.he Government representatives 

after reviewing Staff Paper No. 3 and was confirmed by several 

industry representatives. 

!/ Memorandum accompanying letter to the Chairman dated December 19, 
1973-
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