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REIMBURSEMENT GUIDELINES FOR MEDICARE

WEDNESDAY, M.Y 25, 1966

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, D.C.
The committee met, pursuant to notice, at 10 a.m., in room 2221,

New Senate Office Building, Senator Russell B. Long (chairman)
presiding.

Present: Senators Long, Smathers, Anderson, Douglas, Talmadge,
Ribicoff, Williams, Carlson, and Curtis.

Also present: Thomas Vail, chief counsel; Jay. Constantine, staff
member, and Fred Arner, legislative reference service.

The CHAIRMAN. This meeting is called for the purpose of discussing
the proposed hospital insurance reimbursement guidelines with
officials of the Department of Health, Education, and Welfare.
The staff of our committee has examined the proposed guidelines and
raises a number of questions.

The staff indicates that if the proposed guidelines do not conform
to the intent of Congress, hundreds of millions, even billions of
dollars in payments may be made to hospitals beyond the estimated
amount reported to Congress by the Department during the considera-
tion of the medicare bill last year.

At this point I would like to include in the record of the hearings
a copy of the staff report. The report that I have just received from
the General Accounting Office regarding the proposed medicare reim-
bursement formulas will also be included. (See app. A, p. 135.)

The staff report, I believe, is familiar to most of the members
of the committee.

(The staff report referred to follows:)
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ITRODUCTION

The proposed Medicare reimbursement formula for providers of

services under the Hospital Insurance Program was announced by the De-

partment of Health, Education, and Welfare on Monday, May 2, 1966. This

formula involves costs which are at least $750 ndillion greater than the

amount Congress was advised would be paid out of the Trust Fund over the

next 10 years for care of aged persons. The $750 million of added costs

do not include increased expenditures from general revenues for the Title

XIX welfare program of health care. The proposed Medicare formula would

establish the pattern for reimbursement of hospitals under Title XIX which,

when fully implemented, may involve Government financing of as much or

more hospitalization than will be purchased under Medicare. The costs of

the Maternal and Child Health, and Crippled Children's programs would also

be affected by the Medicare pattern of reimbursement.

The staff has examined the reimbursement guidelines and suggests

that the increased costs of all these programs--potentially billions of dollars--

raise questions concerning a number of important policy decisions, some of

which appear to have been taken contrary to Congressional intent. These are

presented and discussed in this document.

Because of the importance of the question, the General Accounting

Office has also examined the reimbursement guidelines and is submitting a

report of its own to the Committee.
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I. Question: SHOULD DEPRECIATION BE ALLOWED ON ASSETS
PAID FOR WITH PUBLIC FUNDS?

1. Summary of Reimbursement Guideline: The proposed regulations

authorize allowance of depreciation on the assets of an institution without

distinction between assets paid for with public funds or with private

equity capital. A variety of liberal depreciation methods are provided$

including: accelerated depreciation; allowance for depreciation on

assets already fully depreciated but still in use; and payment of a per-

centage of reimbursable costs (aggregating 27-1/2 percent over 10 years)

in lieu of depreciation on assets acquired prior to 1966. The individual

institution may select the method most favorable to it. It may also

change from one method to another with the approval of the fiscal inter-

meoliary (Blue Cross). Depreciation is not required to be funded so as

to establish a reserve toward replacement, modernization or expansion.

Neither are such allowances required to be applied toward repayment

of principal on debt which may have been incurred in the acquisition of

the assets on which depreciation is allowed.

2. Rationale for Allowance of Depreciation on Publicly-Financed Assets:

Proposed reimbursement under Medicare includes allowance of depreci-

ation on assets paid for with Federal funds. The rationale given in the

published guideline for this decision is that: "Essentially there is no

substantial difference between assets financed with Hill-Burton. other

Federal or Public funds, and other donated depreciable assets. These

-I-
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assets, like other assets, become a part of the provider institution to

be used in providing services. Irrespective of the source of financing

of assets, if they are used in the providing of services, they are, in

fact, a cost of producing those services. Therefore, assets financed

by Hill-Burton or other Federal or Public funds are to be treated as

any other assets and their cost reflected in depreciation."

3. Staff Evaluation of Effects of the Proposed Guideline: Because de-

preciation is not required to be funded, most of the depreciation allowances

will probably be absorbed into the operating revenues of institutions and

applied toward current expenses. A substantial portion of the capital

costs of non-profit and public institutions has been and is being paid for

by the Federal government. The Federal snare of Hill-Burton grants

exceeds $2.6 billion. The Hill-Burton program is budgeted at $270 million

for the coming fiscal year. Federal programs such as the Community

Mental Health Centers Act and the Appalachia legislation also contribute

toward construction costs of health facilities. The pending Hospital

Modernization Bill would involve Federal expenditures of up to

$4 or $5 billion over a 10-year period. All of these programs involve

expenditures from general revenues.

The position taken in justification of the proposed guideline seems

inconsistent with the reasoning used in the same formula in the guideline

limiting allowable research expenses. The reason given for that limita-

tion is: "Funds for this purpose are provided under many Federal

-2 -
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programs and by other tax-supported agencies." Because comparable

sources of aid are available for construction of facilities it is difficult

for the staff to understand why a similar restriction was not applied

with respect to depreciation. As a matter of fact, the staff believes

that the legislative history indicates a Congressional intent that some

types of limitations were contemplated. The reports on the Social Se-

curity Amendments of 1965 of both the Committee on Finance and the

Ways and Means contain the following identical language: "Reasonable

costs should include appropriate treatment of depreciation on buildings

and equipment (taking into account such factors as the effect of Hill-

Burton construction grants and practices with respect to funding of de-

preciation)..." (H. Rept. No. 213, 89th Cong., lst Sees. 31, 32;

S. Rept. 404, 89th Cong., lot Sess. 35, 36 (1965).) Despite those in-

structions, which the staff views as quite explicit, depreciation on Hill-

Burton assets (and assets acquired with other public monies) Is allowed

by the proposed guidelines without distinction from other assets and no

requirements whatsoever are imposed with regard to funding of depreci-

ation payments.

The net effect of this "lumping" of publicly-financed assets with

other assets for purposes of depreciation as well as the absence of a

funding requirement is to place the Federal government in a strange and

costly position:

(a) The Federal government pays for the assets with its original

grant.

-3-



8 REIMBU RSEMENT GUIDELINES FOR MEDICARE

(b) The Government pays for them again through depreciation

allowances (even permitting accelerated depreciation| I!

(c) The Government may very well pay a third time when the

same facility needs to be replaced and modernized and applies for an

appropriate grant. (In this case it In assumed that the facility has ab-

sorbed its depreciation allowances into operational expenses and has

therefore no funds available with which to finance replacement).

Title XIX of the Social Security Act established a comprehensive

welfare health care program. That program, like Medicare (Title XVIII)

requires the payment to hospitals of their "reasonable costs." It is

anticipated that the definition of "reasonable costs" in Medicare will also

be applicable under Title XIX. Thus, inclusion of depreciation allowances

on publicly-financed assets in Medicare's reimbursement formula would

lead to similar allowances under Title XIX as well, with resulting further

increased costs to general revenues.

Full implementation of Title XIX in conjunction with Medicare

could involve the Federal government in the payment for upwards of 50

percent of all days of hospital care. Applying the proposed Medicare

formula, the Federal government could be reimbursing $40 or %50 million

or even more each year in depreciation allowances on Federally-financed

assets. Increased costs to the Federal government would also result

-/As will be demonstrated in Parts 2 and 3, the Federal government
will also be making a bonus payment with respect to depreciation
allowed.

-4-
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from allowance of depreciation on assets acquired with State and local

tax funds.

Questions have been raised as to whether the Federal government

should allow any depreciation at all on assets it has paid for - apart

from the issue of a funding requirement on any such depreciation allow.

ances.

4. Staff Conclusions: Because of the strong indication in the Committee

reports that some limitations were contemplated by the Congress in al-

lowances for depreciation under Medicare and because of the anticipated

increased costs required to be met from general revenues, the staff sug-

gests that the Committee m.ght want to consider whether one of the limi-

tations described below might better reflect the Congressional intent than

does the prop..sed guideline:

A. No Deprec.iation:

1. No depreciation should be allowed on publicly-financed

a r&ets.

2. No depreciation should be allowed on Federally-financed

ansets.

Comment: Apart from the rationale previously made for this

recommendation including the Committee reports there is

another supporting reason. In the future, when the institu-

tion seeks to replace or modernize Federally-financed assets,

it will, if a new Federal grant is sought, have to Justify the

-5-



10 REIMBURSEMENT GUIDELINES FOR MEDICARE

continuing need for the facility to the State Hill-Burton agency

(or similar agency). Thus, the Federal government would

not automatically, through its depreciation payments, be con-

tributing to the continued existeuice of a facility (or part of

such facility) for which no further justification existed.

B. Funded Depreciation:

I. Depreciation should be allowed on publicly-financed assets

only if all depreciation allowances (including those for non-

publicly-financed assets) are funded in accordance with a

plan approved by the State or an agency or agencies designated

by the State. Such funds would be used for repayment of

principal on debt incurred in acquiring the assets or for

replacement or modernization. The plan might be modified

in light of changed circumstances, subject to the approval

of the appropriate State agency. If a modification resulted

in a withdrawal of funds for purposes other than replacement

or modernization, an appropriate adjustment might be made

relative to future depreciation allowances to that institution.

2. Depreciation should be allowed on publicly.financed assets

only if those specific allowances are for publicly-financed

assets funded on the basis outlined above.

3. Depreciation should be allowed on Federally-funded assets

only if all depreciation allowances (including those for non-

Federally financed assets) are funded on the basis outlined

above.

-6.
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4. Depreciation should be allowed on Foderally-financed

assets if those specific allowances for Federally-financed

assets are funded on the basis outlined above.

Comment: The significance of a requirement that depreci-

ation be funded under Medicare was brought out by Robert J.

Myers, Chief Actuary of Social Security. He advised the

Health Insurance Benefits Advisory Council that: "Consider-

ing the interest earned on the funded allowances... hospitals

would have enough money at the end of the period of depreci-

ation, not only to replace their facilities, but also to build

larger facilities to accommodate an increase in population --

assuming construction costs advance on an average of I

percent a year and population increases at 1-1/2 percent

a year."

-7-
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II. Cuestion: DOES THE LAY AUTHORIZE THE SECRETARY OF
HEW7 TO PAY MORE THAN THE ACTUAL COSTS OF
CARE?

1. Summary of Reimbursement Guideline. - The proposed regula-

tions authorize the payment of a bonus of 2 percent of allowable cost.

The bonus is limited, however, so that it may not exceed "a reasonable

long term interest rate on the providers equity capital. " In calculating

the bonus, depreciation on publicly-financed assets is an allowable cost,

and in computing the limitation, publicly-financed assets (whether or

not depreciated) are treated as equity capital. This bonus concept also

is known as a payment for use of capital or "imputed interest. "

Under the proposed regulations "reasonable long term interest

rate" is approximately 4-3/4 percent, the rate os: return on government

obligations currently being acquired by the Social Security Trust Fund.

2. Rationale for Allowance for Two Percent Bonus Factor. - The

Department rationalizes the 2 percent bonus by the following:

"In accord with the established practice of a number
of large third-party purchasers, this allowance, in lieu of
a direct return on the equity capital of providers, recog-
nizesi the continuing need for capital funds to secure, pre-
serve and improve service-rendering capabilities. *****

Although the methods to be utilized by hospitals for
determining the actual cost of services provided to benefi-
ciaries are the best available, some lack of precision in
methods at the present stage of cost finding represents a
contingency which is a further consideration for including
this allowance. "

3. Staff Evaluation of Effects of the Proposed Guideline. - The

staff questions whether the Medicare statute authorizes the payment to

providers of services of any bonus based on costs of operations. To allow



REIMBURSEMENT GUIDELINES FOR MEDICARE 13

such a bonus creates an incentive to let costs rise unnecessarily and profits

the least efficient operators the most,

A. LEGISLATIVE INTENT: The law (sec. 1861(v) (1) ) states that the

"reasonable cost of any services shall be determined in accordance with

regulations establishing the method or methods to be used, and the items

to be included, in determining such costs for various types or classes of

institutions, agencies, and servicese..." It further states that "in pre-

scribing the regulations referred to in the preceding sentence, the Secretary

shall consider, among other things, the principles generally applied by

national organizations or established prepayment organizations (which have

developed such principles) in computing the amount of payment.. .to pro-

viders of services. "1

Lack of Congressional Consideration of Bonus Factor. - The reports

of the Committees spell out guidelines as to what constitute "reasonable

costs" but there is no mention whatever of an "allowance" for the return on

capital of the provider of services. Likewise, there was no testimony by an

official of the Department before either Committee indicating that such a

factor would constitute an element of reasonable cost, The testimony and

the Committee reports keep repeating the theme that reimbursement is only

authorized for "actual" costs. The reports state, "Although payment may

be made on various bases the objective, whatever method of computation

is used, will be to approximate as closely as practicable the actual cost

(both direct and indirect) of services rendered to the beneficiaries of the

program." (Senate Report 404, Part 1, p. 36)

-9-
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14 REIMBURSEMENT GUIDELINES FOR MEDICARE

And the following colloquy took plach between Chairman Milln

and Commissioner Ball at the House hearings:

"The CHAIRMAN, Lot us get this onepoint clear, now,
What you are seeking to do is to pay reasonable costs. You
are not seeking to pay reasonable charges. You are not
seeking to pay anything except what it costs the hospital to
take care of'this particular patient.- There is to be no profit
In connection with your computation of what constitutes a
reasonable cost.

Mr. BALL, That is right,

The CHAIRMAN. So you do not take into consideration
any profit, On the other hand, you make no allowance for
losses*

Mr. BALL. That is right.

The CHAIRMAN. Am I right?

Mr, BALL. Yes, That is it.

The CHAIRMAN. What you are endeavoring to do is to
reach a figure with the hospitals of what is the cost of taking
care of someone, not the charges, not the profit, just the cost.

Mr, BALL, Yes, sir.

The CHAIRMAN. You want this done for cost?

Mr. BALL, Yes, sir,

The CHAIRMAN. Ha4e you had conversations with hospitals
about this, to see what their willingness is to participate on what
is a reasonable cost basis, not allowing them any profit in con-
nection with these patients?

Mr, BALL, Yes, indeed, Mr. Chairman, We have con-
sulted many, many times over the last several years both with
representatives---

The CHAIRMAN. Do you get the same answer from them
that I do, that on the basis of their general situation today they
would like to break even?

- 10-
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Mr. BALL. Ch, ybo. The idea of getting a
reasonable cost reimbursement as distinct from what
is frequently now below cost for people over 65. 1
think they are very much in favor of this approach#
and we are really following the principles, that the
hospitals advocate. (pages 148-149)

in contrast to the Z percent allowance, other major, and often con-

troversial, areas as to what constitutes reasonable cost were discussed

in the hearings and In the reports. Those include the treatment of interest,

depreciation, bad debts, charity payments, research costs, and educational

costs# "r instance, the reports state the following as to deprecation

and interest:

that the

of ser-

agen 4ea has been the subject of extend d painstaking
consider n for more than a dpc Governing
principles hav'beenMd l_d*ich have attained
a large measure of agreement." (S. Rept. 404, Part I, page 35.)

- 11 -
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The staff questions whether the principle of a I percent bonus has

attained "a large measure of'agreement. ' Throughout the testimony of

De ,artment spokesmen In the hearings, it was apparent that primary rell-

anco was going to be on the principles of reimbursement of the American

Hospital Association. The following colloquy between Chairman Mills

and Commissioner Ball is typical:

"The CHAIRMAN. But the point Is this as I
understand it, M-. Cohen . How do we get together
with the hospital to determine that the payments
which will be made under this title shall be the reason-
able costs of such services ? I understand now costs
are not the charges.

Mr. BALL. Mr. Chairman, the first thing that
is required is that we develop a cost formula, and this
is a matter that the Secretary is authorized to do after
consultation with groups nationally that had had experi-
ence with this.

The CHAIRMAN. And using the general principles
that are used by national organizations.

Mr. BALL. Yes. If you don't think this document
is too long, it is a 17-page description of the principles
of payment for hospital care which the American Hospital
Association has developed and which, in general, we
would expect to follow.

The CHAIRMAN. Leave a copy of that with the
committee, will you?

Mr. BALL. All right. Then with that, which is
a decision on what is to be included, and what is to be
excluded ---- " (p. 142)

However, the principles of the American Hospital Association did not

then, and do not now, recognize such a bonus as an element of "cost."

Moreover# the staff is not aware of any other principlese" which do. As

- 12 -
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Mr. Alanson Wilcox, General Counsel of HEW, stated in his memorandum

of January 27, 1966 on this subject:

"In none of the authorities has there been found any
affirmative recognition of a return on capital as an ele-
ment of cost. On the contrary, in the relatively few in-
stances in which there is a direct consideration of the
issue (Saulsbury Oil Co. v. Phillips Petroleum Co. and
the cited Internal Revenue Service regulations), it ap.
pears that such charges have not been allowed as cost
items*"

And then Mr. Wllcox's concluding paragraph of the memorandum:

"It must be recognized, however, that there is a
long history pointing against the inclusion of return on
capital (other than interest) as an element of costs,
and that Congress legislated in the light of this history.
The principles developed by the American Hospital
Association, to which both statute and Committee re-
ports direct the Secretary's consideration, do not recog-
nize such an element, hs inclusion would mark an im-
portant innovation in hospital financing, and it is doubtful
that Congress, even in authorizing administrative de-
termination of items to be included, intended to permit
so great a departure from tradition."

Also pertinent is Mr. Wilcox's statement before the Health Insurance

Benefits Advisory Council on January 28, as reported in the minutes:

"At this point the Chairman asked Mr. Wilcox, General
Counsel, Department of Health, Education, and Welfare,
to discuss the legal aspects of this question. Mr. WUlcox
described his exploration of this problem. He said that
thus far he was inclined to the view that Congress did not
intend imputed interest to be Included as an item of cost.
His conclusion in this regard, he said was based on two
things. First, imputed interest was not considered by
the Congress at the time the contribution rates were being
set. Secondly, the law directs the Secretary to consider
the cost principles of national organizations; the AHA
principles, the only national principles in this area which
have gained any general acceptance, do not include an

- 13 -



18 REIMBURSEMENT GUIDELINES FOR MEDICARE

allowance for Imputed interest@ Mr. Willcox said
that he saw no legal basis for distinguishing be-
tween proprietary and non-proprietary instituton8
He pointed out that, while congress was aware that
proprietary institutions would be participating In the
program, there had been no discussion of allowing a
profit element or an imputed-Interest element."

EffectUpon Fiscal Soundness of Hospital Insurance Trust Fund. -

Also of importance in determthing whether the Secretary has the authority

to include this bonus factor in "reasonable" costs is the issue of ade-

quate financing for the new hospital insurance program. Naturally, what

constitutes "reasonable costs" is a major Item in the determination of

the cost of the hospital insurance legislation. I is apparent that the

Chief Actuary was not aware that this element was Included in the concept

of reasonable cost when he made his cost estimates to the Congress last

year and in the Annual Report of the Board of Trustees of the Fed eral

Hospital Insurance Trust Fund which was sent to Congress on February 28

of this year. The Trustees' report showed the trust fund In exact

actuarial balance on a long-term basis -- benefits and contributions both

at 1. 23 percent of payroll and "reasonable costs" described on page 12 in

the way the concept has been traditionally presented to Congress. The

Principles of Reimbursement, released this month, will Increase costs

by .032 percent of payroll (the bulk of whichh Is for the 2 percent factor)

and put the fund out of actuarial balance by that amount.

On January 8, 1966, according to the minutes of the Advisory

Council, Mr, Iv.yers stated "that the payment of imputed interest was

not considered ac the time cost estimates for the program were prepared

-14-
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for the Congress. " And, on January 28, the following colloquy was

reported in the minutes of the C-ouncil:

"One member said that it appeared to him that the
reimbursement formula was being designed to Justify
previous cost estimates, with no consideration being
given to whether this formula meets the needs of the
patients and hospitals, Mr. Myers said that the esti-
mates were being emphasized because they reflect the
legislative intent. He said that he was certain that if
the Congress had been persuaded that hospitals should
be reimbursed for imputed interest at the time the leg-
islation was being considered, it would have taken this
into account in the financing of the program. He said
that was his view that even the use of an accelerated
method of depreciatithe congres-
sional Intent"

Do POLICY QU TIONS AND RAMIFICATIC"8:t The fo ng questions

and comnie ry are grouped as fol owe: e concerned the fiscal

implicat s to the ho I in uranc system introduction of o bonus

factor- those co c red with t. e role oth insurance ro-

gram in the financing of cap ev pme -of alth titutionsa

those concern th the r r cA, s for o e progra s with emp asis

on H 11-Burton d go Pi %'t i a fg) t accounting, etc.

The staff I conce that pu g th insurance fund t

of act rial balan a "sr' the/bi pal will cause dverse p lic

reaction o the system., Mo er, w questi n whe er using u a

"cus'L4on" I the cost set waeill mak it hMr o cope with me of

the more diffic -to-estinate costs'aspects of the progr such as

utilization of facilities

- 15°
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20 REIMBURSEMENT GUIDELINES FOR MEDICARE

Also we question whether this bonus will use up funds which might

better be used for extension of the duration of benefits, for broadening

the program to include the disabled, or for other purposes.

The definition of "reasonable" cost established for hospital insur-

ance under medicare is incorporated into the new Title XIX -. Medical

Assistance welfare program. The same is true for the Maternal and Child

Health and Crippled Children programs. Because of this, the staff be-

lieves the 2 percent bonus not only will increase Federal costs but also

will increase State and local costs under these grant-in-aid programs.

This is so since the cost of the service to which the matching formula is

applied will be larger because of the bonus. Also inefficient cost control

encouraged by the bonus could push costs still higher. The staff also

understands that some States will have difficulty enough in providing

matching funds for the "actual" costs of hospital care without the two

percent bonus.

Another significant consequence of including a bonus factor in the

Medicare reimbursement formula is that it will put pressure on other

Federal programs which purchase hospital care to also provide a bonus.

These other programs include the Veterans Administration, Indian Health

under the Public Health Service and the Vocational Rehabilitation Admin-

istration. It could also encourage the American Hospital Association to

include a bonus factor in its principles of reimbursement and this would

increase costs for private service benefit prepayment plans.
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During Congressional hearings, the argument was presented

many times by Administration spokesmen that hospitals would greatly

benefit from the payment of "actual" costs. ,'.rthur Hess repeated

these argumer ts to the Advisory Council on January Z8, 1966, but

questioned whether it was wise to go farther. The minutes state:

"Mr. Hess said that the picture at the end of the first
year of operation will reflect some profound changes which
it is impossible to foretell at this point. However, it was,
he believed, clear that the financial position of hospitals
will improve as a result of (I) the placing of all aged patients
on a full-cost basis, (2) cost reimbursement arrangements
under title XIX& (3) the shift of the aged from ward accom-
modations (which generally result in a loss to hospitals) to
semi-private accommodations, (4) the expected increase in
hospital utilization (higher occupancy rates), (5) the increased
use of ancillary services, and (6) the reimbursement on a
cost basis for outpatient emergency, diagnostic and thera-
peutic services provided to the aged. He also pointed out
that, as a result of the tentative decisions made with re-
spect to depreciation and some of the other elements of
hospital cost -- such as the assumption of the payment of
some teaching and education costs and the recognition of
the need to keep payments current -- hospitals will probably
find their net position significantly improved under the pro-
gram. The Administration's concern, ow, he said, is
whether it is wise to move beyond this point and commit
the program, and potentially the public assistance pro-
grams, to reimbursement principles, the effects of which
cannot be adequately assessed at this time."

The staff also is concerned as to whether a hospital insurance pro-

gram enacted to pay for service benefits should be utilized as a hospital

construction program. On January 19, 1966, before the Advisory Council,

Commissioner Ball questioned the role of basic capital needs in an in-

surance program. The minutes states

- 17 -
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"Mr, Ball indicated that the Secretary and the De-
partment have given much consideration to the question
of the basic cripltal needs of hospitals, but not in terms
of the hospta) mnurance program being a major source
of funds for the immediate modernization of old facilities
and the building of new facilities. He indicated that what
is being considered is a new program -- not just Hill.
Burton, but a new grant program or a guaranteed loan
program -- under which the Federal Government could
provide part of the funds needed to expand and improve
hospital facilities. (Presumably, he referred to the
pending "Hospital Modernization" bill.) He said that the
question before the Council Is, as he sees it, the appro-
priate contribution of patient income to the expansion and
improvement of hospital facilities. He said that while
he agreed that the hospital insurance program should
share the responsibility for maintaining the present
level of quality, it seemed to him from the discussion
which had taken place that the hospital iaasurance pro-
gram was being viewed as a major source of funds for
capital expansion."

The staff also is impressed with Surgeon General Stewart's con-

cern both with the lack of control in hospital planning and the change in

the method of tax support which the 2 percent medicare bonus factor

would help effectuate. Surgeon General Stewart stated

"Under hospital insurance, be it Social Security, Blue Cross,
or any other-.rich and poor pay equally for presumably equal
benefits. But when capital depreciation factors are added to
the insurance cost, rich and poor are paying equal shares of
very expensive capital expenditures. The regressiveness of
this taxing becomes more important as the proportion of the
total capital so financed increases.

"Meeting capital needs through a reimbursement formula pre-
sents another type of problem. That is.-the hospitals with the
best plants will have entitlement to the largest factor, which
will mean that they will draw a share of the fund reflecting
their present advantaged condition, and maintaining the status
quo.

"This is both a national and a community problem. Public ef-
fort is increasingly directed to area-wide planning for the de-
velopment of health services and facilities. Needs change,
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populations move. But a hospital board with money in its
pocket can be expected to be more concerned with its insti.
tutional future than with the broad needs of the community.
Unless thoso charged with an overview of corunurilty health
needs have some financial leverage to help develop facili-
ties geared to needs, the hospital rich will got richer and
the poor will got poorer.

"To promote hospital construction meeting community
needs, the Hill-Burton formula now gives greater assistance
to States with greater need, out of general tax revenue. Al.
though the present formula has a rural emphasis which needs
to be modiied, the basic concept is sound. In contrast, a
Medicare depreciation formula based on present value of
hospital plant runs the danger of giving disproportionate
amounts to the richer states and the more well-housed hos-
pitals. Care would seem to be needed to assure that the
share of the Medicare dollar going to capital plant depreci-
ation should benefit those States poor in facilities at least
as much, proportionally, as it benefits those which are most
advantaged.

"Over the long run# with such powsritil financial mechanisms,
decisions in one of these programs cannot be independent of
the other. It seems essential that the impact on hospital con-
struction of the Hill-Burton and the Wedicare programs rein-
force each other rather than working at cross purposes, since
the ultimate objective of both is to assure the availability of
good be.ith care to the people in all regions and in every come
mvn:ity of the country."

T1 e staff is equally concerned as to whether using medicare as a

'11ea,,struction" program will meet the objectives of its advocates. Although

it Is advertised as a "growth" factor, will the bonus provide any signifi-

cant or immediate relief to the problem of presently inadequate facilities?

The staff thinks not. There is no assurance in the guidelines that it will

be used for improvement of facilities at all. since there is no requirement

that the proceeds be used for such purposes. Moreover* the staff be-

lieves that the greatest bonus may go to new and fully-paid for facilities

which have no substantial immediate construction need,

- 19 -
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The staff is impressed with the expressions of the Surgeon General

that the proper planning of hospital facilities might be thwarted. We

fear a bonus might perpetuate the too-small hospital, or the specialized

hospital operating inefficiently. Newly built hospitals, which have no

large immediate capital needs might add unnecessary beds and duplicate

expensive special equipment, thus wasting scarce resources and increas-

ing the costs of all programs. It would appear to the staff that this pro.

vision encourages indiscriminate expansion and will impede the efforts of

the traditional State and hospital planning agencies.

It has already been pointed out that reimbursing with a 2 percent

bonus is a "cost-plus" arrangement which subsidizes the inefficient in-

stitution relatively more than the efficient* This is true because any

factor based on percentage of costs has a tendency to reduce incentives

to keep down costs. At this point, the staff suggests that paying such a

bonus to non-profit hospitals built with Hill-Burton funds involves a

"profit" on, and a pyramiding of, Federal money. Philosophically, this

may be unsound. It is true that the 2 percent factor is not to exceed

a reasonable return on equity capital but this limitation will be calcu-

lated under the guidelines by treating Federally.financed assets as if

they were equity capital. Moreover, the principles of reimbursement

also allow depreciation on Federally-financed assets without require-

ment of funding and there is nothing in the guidelines to prevent a hoe.

pital, when it needs replacement, from getting a new Hill-Burton grant

and repeating the whole process.

- 20 -



REIMBURSEMENT GUIDELINES FOR MEDICARE 25

Finally, the staff believes that although the Department rationalizes

the bonus factor partly on the basis of "lack of precision" in determining

actual costs, the two percent bonus actually leads to further complexity

and even less precision. It would require a determination of the value

of the assets of the hospital used and useful to the program. Many hos-

pitals have meager capital cost data. Moreover, there is no definition

of "equity capital" in the guidelines. The &bronco of a precise definition

hardly leads to precision.

The staff believes that the rate of return would likely become a

matter of great controversy and there is no legislative history to pro-

vide any protection against arbitrary administrative determination.

Also, as to the rationale of the Department of reimbursing for

"lack of precision" in cost finding, this may be a two-way street. Over-

payments may be equally as prevalent as under-payments. In any event,

the law authorizes retroactive adjustment to Insure full reimbursement.

4. Staff Conclusions. For the reasons developed above, the staff is

of the opinion that the two percent bonus factor Is of such great Im-

portance that it should not be included in the reimbursement guidelines

without specific Congressional approval. We are convinced that both

the statute and the legislative history of the n.odicare bill explicitly

negate any conclusion that the two-percent bonus factor complies with

Congressional intent.

- Z -
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We mphasize the great additional cost it entails, the precedents

it establishes, and the impact on hospital planning, and the inefficiency

it will encourage. The bonus concept is contrary to prevailing reim-

bursement principles and if initiated will undoubtedly lead to future in-

creases in the proposed 2 percent, further straining the Trust Fund

and general revenues.
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Ill Question: CAN "REASONABLE COST" INCLUDE A "RETURN
ON INVESTMENT" FOR PRCPRIETARY INSTITUTIONS
WITWCVT tIv ILAR PAY:EtNT TO N)N-PROFIT

1. Summary.ofGuidoline. - Under the guideh..e both proprietary and

non-profit institutions are entitled to a 2 percent bonus above their

actual costs of operation. There is no provision In the guideline which

recognizes return on capital investment as an essential element (some-

times called profit) in reimbursing proprietary institutions.

2. Rationale for Lack of Distinction. - Commissioner Ball in a state-

ment on M.ay 2, 1966, at a press conference held to announce the pro-

posed reimbursement formula, stated with reference to the 2 percent

bonus factor:

"The allowance will apply to both non-profit and profit..
making organizations alike. Thus, we will avoid the
anomalous result that would arise from reimbursing a
profit-making organization more than a non-profit organi-
ation for rendering exactly the same service solely by

reason of allowing a return on investment in one case but
not the other. "

3. Staff Evaluation of Failure to Distiguish. - The proposed 2 percent

factor appears to have created more anomalies between the two types

of institutions than it purported to resolve. This Issue is related to the

question concerning the allowance in the proposed formula of a bonus of

2 percent of allowable costs as a "growth and development" factor. The

allowance would be payable to all institutions -- proprietary and non-

profit alike, subject to the limitation thot it not result in a payment
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greater than the amount that would be yielded by a "reasonable long-

term interest rate" on the Institution's equity capital. At present,

that "reasonable rate" is about 4-3/4 percent.

The Social Security Administration estimates that the proposed

formula, if unchanged, will increase the original cost estimates pro-

vided to the Congress by 2-I/Z percent. Thiz% would amount to an

increase of some $750 million over the original cost projection for

the first 10 years of the program's operation. Three-fourths of the

$750 million increased cost is directly attributable to the addition of

the 2 percent bonus factor into payments for non-profit institutions. .

None of the increased costs are attributable to payment of a return on

the investment of Rrorletary facilities. Payment of a return on in-

vested capital of proprietary institutions had been included in the

original cost estimates given to the Congress. The minutes of the

Health Insurance Benefits Advisory Council's meeting of January 29,

1966, verify this. They contain the following (p. 33):

"After lunch, the Chairman informed the Council that
Mr. Myers (Robert J. Myers, Chief Actuary, Social
Security Administration) wished to make a statement
that had bearing on the subject under discussion. Mr.
Myers stated that, while the report of the Committee
on Ways and Means of the House of Representatives
contains no specific mention of the payment of imputed
interest to proprietary institutions, he had believed
payment for the use of capital in the c,se of oprietarj
institutions to be an element of reasonable coat, and his

I/ The balance of the increased costs are due to allowing "accelerated

depreciation" and payment of one month's estimated costs in advance
to institutions.

- 24 -
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estimates of the coat of the programm included the cost
of su.cb.p -ymerto, He explained that from the stand-
point of coot to thu program, It Is irrelevant whether
the proprietor io paid imputed Interest for the use of
his own capital or is reimbursed for the interest paid
on borrowed capital; for purposes of preparing the
cost estimates it was assumed that the proprietor is
unlikely to use his own capital If he is not paid for it,
Mr. Myero later indicated that the sam. rationale
does not apply to thepayment of Imputed interest to
,-ountarX insti .tons and that, in his opinion, either

amendment of the law or, at least& a strong indication
0T CIDsional Intenat wouldbe necessary to peit-

Such j~ments." (emph i supplied)

Section 1861 (v) (1) of Public Law 89-97, which defines "reasonable

cost" provides a basis for differentiation In reimbursement between

proprietary and non-profit Institutions. That provision includes the fol.

lowing sentence:

"The reasonable cost of any services shall be determined
in accordance with regulations establishing the method or
methods to be used, and the items to be included, in de-
termining such costs for various types or classes of In-
stitutions, agencies, and services.... "

The key words here are "various types or classes of institutions."

Proprietary and non-profit facilities are different "types of institutions"

within the meaning of the statute. The minute. of the Health Insurance

Benefits Advisory Council for January 8, 1966 (page 23) recognize this

distinction because of the usage of the terms "voluntary" and "proprie-

tary" to describe "the type of institution."

The allowance of a bonus based on costs in the proposed formula

is substantially more advantageous to non-profit institutions than It is

to proprietary facilities. This results from the fact that proprietary

- 25 -
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facilities haves on the average, substantially less equity capital than

comparable non-profit inetitutions, Conversely# proprietary facilities

have relatively greater debt. The Imbalance results in the following

effects

(a) The 2 percent on allowable costs to payable on

such coats only after deduction of interest expense*

The proprietary institutions, because of their greater

debt structure, would have to deduct ian jer payments

of interest than would the non-profits, thus reducing

the costs base on which the 2 percent would be calcu-

lated.

(b) The payment of 2 percent of allowable costs cannot

exceed 4-3/4 percent (current rate) of equity capital.

The smaller equity of the proprietary institution rela-

tive to the non-profit facility means, as a practical

matter, that the non-profits will be entitled to the full

2 percent of costs while the proprietaries will be

limited to a nominal 4-3/4 percent on their smaller

equities.

(c) The non-profits have a further substantial advantage

in the computation of the two alternatives. HUI-Burton,

and other publicly-financed and donated assets of non-

profit institutions, will not be subtracted from their
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equity capital for purposes of calculating the

4-3/4 percent limit. And, without subtractio:n

of HUil-Burton assets from equity, the Federal

Government will find itself in the rather peculiar

position of paying what amounts to interest on

its own money,

The following example illustrates the disparate effects of application

of the guideline.as between proprietary and non-profit institutions.

- 27 -



REIMBURSEMENT GUIDELINES FOR MEDICARE

ILLUSTRATION OF REIMBURSEMENT DISPA.RITY AS BETWEEN
PROPRIETARY AND NON-PROFIT INSTITUTIONS

Nursing Home A (Non-Profit)

Calculation 1, (Based on 2% of Allowable Cost)

Allowable costs $ 500, 000
less interest 10,000
Net Allowable 490, 000
2% x 490, 000 $ 9,800

Calculation 2. (Based on 4-3/4% of Equity Capital)

Equity capital (Hill-Burton) $ 250, 000
Equity Capital (Private) 125,000
Total Equity Capital $ 375, 000
4-3/4% x 375, 000 $ 17,812

Nursing Home A receives the full benefit of the 2 percent allowance
of $9, 800.

..............................................................

Nursing Home B (Proprietary)

Calculation 1. (Based on 2% of Allowable Cost)

Allowable rosts $ 500. 000
less interest* 50,000
Net Allowable 450. 00
2% x 450, 000 $ 9,000

Calculation 2. (Based on 4-3/4% Equity Capital)

Equity Capital (Private) $ 125, 000
4-3/4% x $125,000 $ 5,937

Nursing Home B is limited to an allowance of only $5, 937 because of its
financial structure.

*Greater interest due to absence of public financing and to larger mortgages
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Non-profit Institutions have financial advantages not available

to proprietary facilities:

(a) The billions of dollars n grants under [ill-

Burton.toqether with the billioes more which the

proposed Hospit-l Modernization bill would authorize,

have not been, and would not be, available to proprie-

tary facilities.

(b) Non-profits are granted tax-exemption unlike the

proprietaries.

(c) Charitable contributions, private grant-in-aid and

endowment funds are available to non-profit Institutions,

but are seldom, if ever, available to proprietary facilities.

It appears reasonable to assume that non-profit institutions would

expect to be reimbursed only for their normal costs of providing care.

They are not ordinarily paid a "return on investment." The hearings,

executive sessions, and reports on the Social Security Amendments of

1965, do not reveal any demand or expectation of such a return. The

cost estimates for the program did not include such a factor.

On the other hand, it is equally reasonable to assume that a proprie-

tary facility would expect recognition of the cost of attracting and retain-

Ing capital, Unlike non-profit institutions, the proprietary facility

normally does anticipate a return on its capital investment. The ex-

pectation and realization of a return on investment is the essential motive
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behind establishment and continuation of a proprietary health facility.

In contrast, "public service" is the prime motive for the existence of

the non-profit institution.

Without expectation of a "return on capital" there would be little

incentive for the development and participation of proprietary institu-

tions necessary to the successful provision of services to beneficiaries

of this program. This point appears so obvious to the staff -- and to

the Chief Actuary of the Social Security Administration -- that had

Congress intended to deny a "cost of capital" factor to proprietary In-

stitutions it would have specifically excluded such an expense.

4. Staff Conclusions. - In the opinion of the staf4 justification exists

both in the statute itself and in the accompany Ing actuarial concept of

what constitutes reasonable costs for the payment of an appropriate re-

turn on capital to proprietary institutions without similar authorization

for non-profit facilities. The differences between proprietary and non-

profit facilities can be summarized as follows:

(a) tax treatment;

(b) availability of grants-in-aid and charitable contributions; and

(c) normal and traditional expectations of reimbursement.

All of these factors persuade the staff that a distinction is called for by

the statute.

We are not suggesting. however, that proprietary institutions

should be reimbursed on any basis related to costs of *operation. in

our opinion, reimbursement to proprietary institutions should be based

solely on a fair return for equity capital invested in the facility.

- 30 -



REIMBURSEMENT GUIDELINES FOR MEDICARE

IV: Question: SHOULD INSTITUTIONS BE GIVEN ONE MONTHS
ESTIM ATED COSTS IN ADVANCE?

1. Summary of Guide!!ne. - The proposed regulation authorizes advance

"interest-free" payments to a provider of services of up to one-twelfth

of the annual estimated costs of care to be furnished beneficiaries.

The advance will be available annually and i not restricted to the first

year of the program. According to the draft regulation (page 80) "the

use made of funds received as advance payments is solely within the

discretion of the provider." The estimated advance payments total

$200 million during the first year of the program, and will increase each

year as the total costs of the program rise.

2. Rationale for Advance Payment. - The rationale for these payments is:

"Prior to rendering services and submitting bills
for such services, providers as a matter of course need
to make cash outlays from their own funds for necessary
equipment and supplies, and for the services of supporting
personnel. In the case of new providers and providers
desiring to institute new or improved services, such
outlays place a special burden on their finances.

"The intermediary will process interim payments
for services rendered to beneficiaries as expeditiously
as possible. Nevertheless, whatever the billing schedule
of the provider and however promptly the intermediary
processes the request for payment, there is a period of
time during which the provider has some of Its funds
tied up in services to beneficiaries for which the program
is obligated to pay but has not yet paid.

"In recognition of the fact that providers i ust make
such outlays of funds in order to render services to bene-
ficiaries of the program, It is appropriate that the health
insurance program should provide funds to providers at ,
the point in time when such outlays are necessary. This
would place providers in a stronger position by reducing
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the burden upon the provider of financing the lag between
outlays and collection for services.

"Among the possible effects of advance payments
which would be of advantage to providers and the program
are the following:

A. Improvement in the ability of the institution to
earn discounts offered by suppliers.

B. Permitting reduction in accounts payable and
more advantageous purchasing,

C. Contributing to ability to refinance indebtedness
to obtain more advantageous terms*

"Advance payment will be available to providers upon
request. Such payment does not constitute a loan and is
interest free." (Principles of Reimbursement for Provider
Costs under Public Law 89-97, pages 78-79)

3. Staff Evaluation and Effects of the Proposed Guideline. - With regard

to the three "possible effects of advance payments" quoted above, it is

suggested that such results would involve all patient care in an Institution

and not, as the statute requires, be limited to beneficiaries of the program.

The staff questions the legality of the advance payments. It can find no

authority in the statute for such advance payments. Moreover$ title 31

of the United States Code states:

"No advance of public money shall be made in any
case unless authorized by the appropriation concerned
or other laws.,* .. , " Sac, 529

The staff further notes that Congress did authorize advances to

the fiscal intermediaries to facilitate payments (sec, 1816(c)) but, in

contrast, gave no authority to make advances to providers, For these

reasons, the staff suggests that the advances authorized by the guidelines

are contrary to the intent of Congress,
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As already pointed out, these advances are interest-free. This

means a lose of interest income to the Trust Fund of substantial amounts --

about $10 millions duz'ing the dirst year. During subsequent years as the

advances outstanding increase, the interest loss will also increase. This

loss of interest was not taken into consideration in the preparation of the

original cost estimates, upon which the hospital asurance program was

based.

In weighing the advisability of advance payments for care not yet

provided, the staff points out that under the medicare statute, hospitals

and extended care facilities are required to be paid for care not less than

once every 30 days. As a practical matter, we understand that it is the

intent of the Social Security Administration to have payments made every

10 or 15 days. This speed is believed to equal or exceed that of any other

third-party payment agency (such as Blue Cross) in the country. Neither

Blue Cross organizations nor other health insurers typically provide

hospitals with advance payments fu, care not yet provided. Hospitals

normally receive payment within a reasonable time after care has been

rendered.

Undoubtedly some hospitals incur short-term debt to meet working

capital requirements, but many do not. However, all hospitals are

entitled to advances under the proposed guideline. The hospital is then

free to apply the advance towards payment of principal on long-term debt

or to simply merge the advance into its general working capital available

for beneficiaries and non-beneficiaries alike.
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While there may be some immediate expenses for some hospitals

in modifying their operations so as to meet standards and other require-

ments of Medicare, these are requirements which might necessitate

short-term borrowing only. And the guidelines do provide for reimburse-

ment of short-term interest expense.

4. Staff Conclusions. - The staff is of the opinion that the advance pay-

ments under the medicare guidelines were not contemplated by Congress

and may be contrary to law. Moreover, in view of the fact that payments

for services will be prompt and because retroactive adjustment is authorized

by the statute for underpayments (or overpayments) to insure full reim-

bursement, it does not appear that medicare is causing eny financial

strain so unusual as to justify this precedent.
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APPENDIX 1
FOR THE PRESS COMMITTEE ON FINANCE
FOR IMMEDIATE RELEASE UNITED STATES SENATE
MAY 4, 1966 2227 New Senate Office Bldg.

CHAIRMAN RUSSELL B. LONG (D., LA.), COMMITTEEE ON
FINANCE, STATES PROPOSED MEDICARE GUIDELINES ARE
FINANCIALLY UNSOUND

Russell B. Long, Chairman of the Committee on Finance, reported today
that the proposed medics ro guidelines announced by the Social Security Admini-
stration place the Hospital Trust Fund in actuarial imbalance and will increase
the cost of medicare by some $750 million over the next ten years unless
changes are made. He stated:

"Last vlonday, the Social Security Administration issued its proposed
guidelines for reimbursement of hospitals and other institutions providing ser-
vices to medicare beneficiaries.

"Here and now I want to express my grave concern over the serious
financial consequences which rm', y result if those guidelines are put into effect
without change.

"According to the Commissioner of Social Security, this formula for
vment will increase the costs of medicare by some $750 million over the next

,v years. This is an increase over and above the cost estimates Social
Security reported to the Congress at the time medicare was enacted.

"I might also point out that the so-called reimbursement guidelines for
medicare would set a pattern which might very well result in substantially
increased costs in, other public health programs -. sich as welfare.

"The proposed reimbursement guidelines will place the Hospital Insurance
Trust Fund in actuarial imbalance, which, unless otherwise corrected, will
require additional tax revenues to adjust.

"In view of the seriousness of this situation, I have directed the staff of
the Finance Committee to undertake a careful review of fte reimbursement
guidelines and the background behind those guidelines. Further, I have re-
quested the Comptroller General to. provide the Corruittee on Finance with an
analysis and report concerning both the advisability and financial effects of the
proposed reimbursement formula.

"I urge the Department to cooperate with me in getting this program back
into balance, starting it on a sound basis, and running It in behalf of the older
people for whom Congress enacted It.

"This Congress gave birth to medicare, and it has a responsibility to
the people to see to it that the child does not wander astray. I intend to carry
out my responsibility aAd I am certain other Senators will join In that task."

P. R. 0 9 - 35 -
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APPENDIX 2

INCREASE IN COST OF HOSPITAL INSURANCE (HI) PROGRAM AS
RESULT OF ENUNCIATED PRINCIPLES OF REIMBURSEMENT

May 2, 1966

These Principles involved certain elements that result in some-

what higher costs than had been anticipated when the actuarial cost

estimates for the HI program were made at the time of enactment of the

legislation.

In summary, the estimated level-cost of the program is increased

by .03% of taxable payroll -- namely, from 1.2% to L 26%, or a relative

increase of about 2-1/2%. Since the HI program was initially estimated

to be in exact actuarial balance, this means that a current estimate would

show a lack of balance of .03% of taxable payroll.

The following table shows the individual components of the

increase in the level-cost of the HI program as a result of the enunciated

Principles of Reimbursement (as percentages of taxable payroll):

2% Allowance for Growth and Development .025%

1-month Advance of Funds *004

Accelerated Depreciation .003

Total .032

In terms of dollar amounts at least $750 million will be involved

in the first ten years. There are some indications that this amount may

be substantially higher. This does not take account of the fiscal effect on

the new Title XIX - Medical Assistance welfare program - or the Maternal

and Child Health and Crippled Children programs which have had the con-

cept of "reasonable cost" reimbursement for hospitals incorporated into
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th.kr provisions by PL 89-97, Moreover, these principles of reimburse-

ment might well be extended to other Federal, State and local programs

which purchase institutional services with even greater fiscal ramifications.
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The CHAIRMAN. In brief, what the General Accounting Office says,
as I understand it., is that the Department is within the law in these
guidelines. As I understand it, they do raise questions of congres-
sional policy. But as far as the legality of the guidelines is con-
cerned-that is the impression I gained.Senator ANDERSON. I don't gain that impression.

The CHAIRMAN. As I understand it, I believe the question is not
a matter of law. It is a matter of the desirability of doing it.

Now, Mr. Ball and Mr. Cohen, didyou come here with a prepared
statement on this issue? If you did, I suggest that you lead oifwith
that statement, then.

Senator CARLSON. May I inquire-the statement you are about to
read, does that respond to some of the questions raised in the Comp-
troller General's report?

Mr. BALL. Senator, we have not seen the Comptroller General's
report until right now. But I presume it does, because his report
relates, I am sure, to the same issues that the staff report does, and
our statement in part addresses itself to those issues.

Senator CARLSON. 1 notice in the Comptroller General's report that
they have some questions as to the legal authority of the Secretary of
Health, Education, and Welfare to do certain things, and then they
also raise some questions about the making of advance payments.
I hope before we get through this morning, we will get into those
phases of it.

Mr. COHEN. May I state who is here this morning. I am Wilbur
Cohen, the Under Secretary. We also have Mr. Alanson Willcox,
our general counsel, and Dr. William Stewart, the Surgeon General
of the Public Health Service. Mr. Robert Ball, the Commissioner
of Social Security. Robert J. Myers, our Chief Actuary. Arthur
Hess, the Director of the Bureau of Health Insurance, and Howard
Bost, the Deputy Director of the Bureau of Health Insurance, the
two gentlemen administering the program. And Kermit Gordon is
here, who is the Chairman of the Health Insurance Benefits Advisory
Council, and, as you know, the former Director of the Bureau of the
Budget.

The CHAIRMAN. I think I can just briefly summarize what the
problems were as we saw them--at least the questions the staff
raised. One, the question of whether it is appropriate to allow de-
preciation for assets paid for with public funds. That is a very big
item. There is a question whether it should be allowed at all-for
a person to depreciate something he never paid for to begin with.
And if it is to be allowed, should it be allowed on public funds. And
if so, should there not be a requirement that these funds be set aside
to either expand or replace hospital facilities.

In other words, we ask the question whether in these guidelines,
we have by executive action-a case of starting another Hill-Burton
program, in addition to the one that Congress enacted.

Then we have the second question-whether the law would au-
thorize the Secretary of HEW to pay more than the actual costs of
care.

Now, having had some discussion of this matter, I want to say
that it could perhaps be done within the law-but the question is
the desirability of doing it.
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Three. Can the reasonable cost include a return on investment
for proprietary institutions without a similar payment to the non-
profit facilities. And that is a fair question to be raised. It seems
to me that it was intended that there should be a return on invest-
ment to proprietary ins titutions-and that there is no similar require-
ment that they be made to public or nonprofit groups.

And the fourth question. Should the institution be given 1 month's
estimated payments in advance?

Now, those four items together result in an increased cost of about
$75 million a year. If these guidelines are applied consistently in all
Government programs as undoubtedly will be the case if this formula
goes into effect, it is going to mean--we guess it will mean at least
that much moro increased costs to the othor Federal medical programs.
And so that would mean a total increase) of about $150 million a year,
half of it to the medicare program, and, the other half of it to other
programs where the Federal Government pays or shares in medical
care costs.

As a percentage of payroll it may not look very big, but it is a lot
of money.

And further we fear that unless a close rein is kept on the future
negotiations which will take place with the providers of health care,
health facilities, doctors and others, that the increases could be far
more than that.

Suppose you proceed, then, with your statement, Mr. Ball.
Senator ANDERSON. Is this a completely executive session?
The CHAIRMAN. Let me say this. As far as I am concerned

after we hold this session, I would be glad to discuss the matter of
making the record generally available. My thought about it is it
would be best to go ahead and develop the facts, and see what ques-
tions are raised. And I am frank to say to you, Senator, that the
reason I called it in this fashion was because I was informed that if
we didn't watch out we were going to have to invite all these hospital
people to come in here and demand a lot more than this. Perhaps
we'd first better take a look at what we have here, and see if you think
this is proper, this is appropriate-or whether you think that this
goes too far. Because frankly, if we open this to public hearings,
we are going to have a lot of people come in and say they ought to be
getting a lot more than this.

I think we would best decide then what we want to do about it.
Senator WILLIAMS. Wa. there any talk that if it was held in execu-

tive session, they might come in and ask to be cut back?
The CHAIRMAN. Well, they are not going to ask to be cut back.

You can be sure of that. I am on notice of the fact that the hospitals,
if this is going to be a public hearing, can be expected to come in here
and say that the Department was altogether too severe with them.
The Department's position is that while the committee might be
inclined to think they went too far-that the hospitals are generally
in agreement that they didn't go far enough.

MowI think we would do best to see whether in our judgment we
think that they went too far in allowing some of these expenses, and
see where we want to go from there.

At the moment, we are just talking about oversight of what the
executive branch is doing.
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There is no interest in making this a classified record.
But it is one thing to exercise oversight interest in what the execu-

tive branch is doing-and I think in that we have a right to keep it
between the committee and the executive branch. When we go
beyond that-if we want to tell them we think they ought to have a
different policy than they have, there are a lot of people that could be
adversely affected who would want to be heard, and I think perhaps
have a right to ask to be heard.

Senator ANDERSON. I just want to be sure how we are going to
proceed on this. If somebody calls me, I want to know it is an
executive session-and then somebody else releases it.

The CHAIRMAN. I would propose that we proceed here in executive
session on the basis that this is an executive record, and if anybody
wants to release any part of it, we could discuss it then.

I personally have no reason to think that I would object. But I
should think we could discuss it at that time, and see what the record
will show.

For example, I don't know what Mr. Ball is going to tell us here.
I have discussed this subject with him.

But his statement today might not be the same as it was when I
discussed it with him several days ago. And I would say if there is
anything about the statement you want to release, I have no interest
in keeping it within the committee.

Discussion off the record.)
he CHAIRMAN. Proceed, Mr. Ball.

STATEMENT OF ROBERT M. BALL, COMMISSIONER OF SOCIAL
SECURITY, ACCOMPANIED BY WILBUR J. COHEN, UNDER
SECRETARY; ALANSON W. WILLCOX, GENERAL COUNSEL; DR.
WILLIAM H. STEWART, SURGEON GENERAL; ROBERT J. MYERS,
CHIEF ACTUARY, SOCIAL SECURITY ADMINISTRATION; ARTHUR
E. HESS, DIRECTOR, BUREAU OF HEALTH INSURANCE, SOCIAL
SECURITY ADMINISTRATION; DR. HOWARD BOST, DEPUTY
DIRECTOR, BUREAU OF HEALTH INSURANCE, SSA; KERMIT
GORDON, CHAIRMAN, HEALTH INSURANCE BENEFITS ADVISORY
COUNCIL; AND CHARLES E. HAWKINS, LEGISLATIVE REFERENCE
OFFICER, WELFARE ADMINISTRATION

Mr. BALL. Mr. Chairman and members of the committee, I am
pleased to report to the committee on one of the essential steps for
getting medicare underway just 36 days from now-the step of
establishing the principles of reimbursement for participating hos-
pitals and other institutions.

First, I would like to report that the reimbursement formula
which we have announced does not raise any question of increased
contribution rates for medicare. The Chief Actuary of the Social
Security Administration has estimated that the reimbursement
principles involve a slightly higher cost than he had originally an-
ticipated, raising the estimated level cost over the next 25 years from
1.23 to 1.26 percent of taxable payroll, or an increase of 0.03 percent
of payroll. This is a relative increase of 2% percent and is well
within the margin comparable to these that we and thd Congress have
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considered acceptable for the old-age and survivors insurance and
disability insurance trust funds.

Moreover, he has informed me that the estimates contain a con-
siderable margin of safety. This safety margin arises from the fact
that the estimates assume that earnings levels will increase sub-
stantially over the next 25 years but that the maximum earaingg
taxed under the program is assumed to remain unchanged.

If the maximum earnings taxable under the program is increased
somewhat as earnings rise, the long-range cost of the program meas-
ured as a percentage of payroll will decline.

The decisions that have been made in the development of the
principles have come out of extended study and consultation with
many experts on this subject. Very extensive work has been done on
the specifics of the principles with representatives of the American
Hospital Association, the National Blue Cross Association, the Ameri-
can Nursing Home Association, the American Association of Hospital
Accountants, individual Blue Cross plans, private insurance organi-
zations, and State and Federal agencies which purchase providers'
services.

There have been meetings also with hospital directors and comp-
trollers, nationally recognized authorities in the field of health-care
costs, and many other interested individuals and organizations. The
statutory Health Insurance Benefits Advisory Council has given
extensive consideration to the principles of cost reimbursement to be
applied in this program, and the principles are based upon their
advice and have their unanimous support.

It was to be expected that some differences of opinion would arise
over principles of reimbursement--they always have when the pur-
chasers and sellers of services consider such an issue. Representatives
of consumer groups, understandably, want to get full value for their
money and representatives of providers, understandably, want to be
sure they are getting from each financial source the full amount that
can be justified. We do not expect that everyone will like all parts
of the final product.

The reimbursement task, as stated by the law, is to determine the
reasonable cost of the covered services furnished to beneficiaries of
the program and to make the payments covering this cost. We are
instructed to engage in a cost-finding process related to the bene-
ficiaries of this program and to reimburse on an individual-hospital
basis. The determination of the program costs to be paid has two
parts-determining what are the costs which should be included for
purposes of program payments, and determining the share of those
costs that are related to the services furnished the beneficiaries of this
program.

The report of the Committee on Finance indicates that--
Governing principles have been developed which have attained a large measure
of agreement * * *. In framing the regulations the Secretary and his staff will
consult with the organizations that have developed these principles as well as with
leading associations of providers of services.

Using these precedents the inclusion and exclusion of some cost items
was relatively easy. Thus, discounts and allowances received on the
purchase of goods or services are reductions of the cost to which they
relate. The value of voluntary services provided by sisters or other

68-924 0-66-----4
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members of religious orders is includible in the amount that would be
paid other employees for similar work. Grants, gifts, and income from
endowments will not be deducted from operating costs unless they are
designated by the donor for the payment of specific operating costs,
i.e., the program will not be the beneficiary of general charitable
contributions. Necessary and proper interest on capital indebtedness
will be allowed. Also, an appropriate part of the net cost of approved
educational activities, to the extent it is not otherwise supported by
tuition or grants, is to be included.

Under our principles the program will assume responsibility for
bad debts to the extent that they grow out of the failure of bene-
ficiaries of the program to pay their share of the cost of covered
services, that is, bed debts (after bona fide efforts at collection)
growing out of the deductible or the coinsurance feature applicable
to hospital stays of over 60 days.

The program, on the other hand, will not take responsibility for the
cost of a hospital in providing charity services or courtesy allowances,
although hospital services provided as a "fringe benefit" for employees
under a formal plan will be includible as part of labor costs. Nor
may costs for research purposes be included as reimbursable costs
except for those of usual patient care involved in the research. A
reasonable allowance of compensation for the services of owners in
profit-making organizations will be allowed providing their services
are actually performed in a function necessary to provide patient
care.

One of the most difficult problems in defining includible cost is the
design of principles governing depreciation. The American Hospital
Association argued very vigorously for establishing depreciation on a
cost-of-replacement basis. They argued that if hospitals were to be
kept up to date in terms of modern technology they needed a deprecia-
tion allowance that would be continuously kept up to date in terms
of current prices. The. new American Hospital Association principles
on reimbursement support depreciation on a replacement cost basis
and the Southern California glue Cross now reimburses hospitals on
this basis. It is, Of course, true that the cost of an asset in the hospital
field is far higher when it is replaced than it was at the time it was
purchased, not only because of price rises but because the new asset
will reflect the cost of new technology.

However, our conclusion was that, although there was some merit
in the argument for a replacement cost basis, the use of this basis was
too much of a departure from the most common practice and would
also be very difficult to administer equitably. We were also con-
cerned that a replacement basis for depreciation would have increased
the overall cost of the hospital program by approximately 4 to 5
percent over the estimates that had been made at the time the law
was passed.

Although the decision has been made to base depreciation essen-
tially on historical costs, we have at the same time adopted certain
other depreciation principles that make this element of the cost
reimbursement formula more responsive to current needs and at
least partly meet some of the objections that have been raised to a
conventional historical cost approach.

Specifically, we are allowing a new estimate of useful life for assets
in use at the beginning of the program whether or not the assets have
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been partially or fully depreciated on the books of the hospital for
other purposes. De preciation represents a cost of services because
capital is used up in the production of services. Thus, an asset
actually used for the production of medicare services is a cost to the
owner even though his books may show the asset as having been fully
depreciated for other purposes.

Second in recognition of the fact that many hospitals do not have
records of the historical cost of their assets, we also will allow hospitals
to take at their option either actual depreciation on those assets
acquired before 1966 or a flat allowance of 5 percent of operating cost
for the first year of operation, with this percentage declining one-half
of 1 percent in each succeeding year. Assets acquired after 1965
would be depreciated on a historical cost basis only. This option is
open both to those who have historical depreciation records and those
who do not, in order to avoid the possibility that an institution might
be penalized for having good records.

Under the principles, depreciation will be allowed on assets regard-
less of the source from which the assets were originally financed. The
matter of whether depreciation should be allowed on assets financed
by Hill-Burton or other public funds was considered at length by the
Health Insuance Benefits Advisory Council and by the Department.
It was concluded that the need to replace a used up asset occurs
whether the asset was originally purchased with private or with public
funds. The grant originally may have helped to create an addition
to the resources of an institution but it is a function of payment of
depreciation to provide funds which make it possible to keep the asset
or its future equivalent permanently.

Consideration was also given to the question of whether funding of
depreciation could be required. It was our conclusion that under the
law we would not make the payment of "reasonable cost" dependent
upon the willingness of the provider to apply the payment to any
specified purpose. We concluded that since depreciation, regardless
of the source of funds, is a necessary part of the cost, and that since
we are required to pay costs, we could not under present law make this
payment conditional.

The principles also allow an institution to follow generally approved
accounting methods for taking accelerated depreciation as well as
straight-line depreciation. It will often be necessary to accelerate
the depreciation of assets financed with borrowed capital in order to
provide a depreciation allowance of sufficient size to meet the required
mortgage payments. In the case of depreciation on assets created by
capital that is not borrowed, accelerated depreciation helps,' at least
in some small part, to meet the greater cost of replacing assets as com-
pared with historical cost. Although we have not, in the treatment of
depreciation, been nearly as liberal as if we had allowed a replacement
cost basis for depreciation, we have tried to meet some of the problems
inherent in a historical cost approach.

Another aspect of cost to which extensive consideration was given
was the possibility of a specific allowance for a return on equity capital.
It seems quite clear from the wording of the law and the legislative
history that "reasonable cost" by definition excludes profit in 'the
economic sense of payment for risk bearing.

However, there is some merit in the concept that the production
of services does involve a cost for the use of capital that is equivalent
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to what that capital could earn without risk-a pure payment for the
use of money, as measured, say, by the interest yield on long-term
Government issues.

Hospital and nursing home people argued vigorously for this con-
cept and the majority of the Health Insurance Benefits Advisory
Council were rather favorably inclined toward the adoption of such
a principle. The Council agreed, however, to reserve judgment on
the question and not to recommend this principle during the first year
of operation.

The Council was impressed by the fact that the adoption of such a
principle would have increased the overall cost of the hospital insur-
ance program by about 6 percent and by the fact that it was difficult to
predict the combined effect on hospital financing of other elements in
the medicare reimbursement formula and possible new Government
programs of rants and loans. For these reasons they preferred to
postpone action on this principle. The majority of the Council
believed that any inclusion in the cost of an allowance for the use of
money should apply equally to nonprofit organizations and profit-
making organizations alike.

Although it was decided not to make a specific allowance for a return
on equity capital, it was recognized that failure to do so may involve
some understatement of actual cost. Another matter of considerable
controversy in the development of reimbursement principles has been
the method of apportioning of allowable costs between the medicare
beneficiaries and the other patients in the hospital. We were urged
vigorously by many groups, including the hospital associations and
Blue Cross, to go along with the common practice of arriving at the
apportionment of costs by the device of multiplying the average per
diem cost for all patients by the number of patient-days used by our
beneficiaries. Our obiecticn to this approach is that the prepon-
derance of presently a ,railable evidence indicates that the over 65
patient is not typical from the standpoint of average per diem cost.

On the average he stays in the general hospital more than twice as
long and the ancillary services that he uses are averaged over the longer
period of time, resulting in an average per diem cost, if we looked at
the aged alone, significantly below the average per diem cost for all
patients. On the other hand in extended care facilities and psychi-
atric institutions and tuberculosis sanatoriums, which are long-term
care institutions, medicare program patients will be covered only at
the first and more active phases of their care and it is true their costs
may exceed the average per diem level.

n rebuttal of this position, the advocates of the average per diem
approach argued, with some merit, that there are offsetting factors
which on the average increase the cost of general hospital services for
older people and which we were not taking into account. Specifically,
they argued that older people on the average require more nursing
services than younger people, and that most procedures take longer
for older people than for younger people, and thus cost more.

Although we do not believe that there is sufficient evidence to con-
clude that these additional costs for the aged would fully offset the
known factors leading to the conclusion that the aged have a lower
per diem cost, we nevertheless recognize that certain services for the
aged probably do cost somewhat more and that we are not taking
this fact specifically into account in our approach. To have adopted



REIMBURSEMENT GUIDELINES FOR MEDICARE

an average per diem approach on the theory that these two tendencies
were offsetting would -have added about 8 percent to the overall cost
of the hospital insurance program as compared to the approach that
we have taken.

We also decided against the use of the average per diem method of
allocation because it is unfair as between one hospital and another.

The CHAIRMAN. By what percentage did your approach increase
the overall cost?

Mr. BALL. Two and a half percent.
TheCHAIRMAN. That would make the overall cost 10% percentbe ond-Jr. BALL. Except, Mr. Chairman, if we liad acceded to these

various ideas that were put forward and argued for, then a Iare art
of the rationale for the 2 percent would have disappeared. I think
it is an either-or question.

The CHAIRMAN. Well, now, let me just see if I understand this.
Should that 2% percent be subtracted from the 10% percent, which

would lead you to a conclusion, then, that you are talking about, let's
say, an 8 percent increase over the original estimate, or are we talking
about an 8 percent increase over the 23 percent that we have involved
here?

Mr. BALL. Eight percent over the original estimate, actually,
Mr. Chairman.

Senator ANDERSON. Just a minute. The language doesn't say that,
does it? "Would have added 8 percent"-can I read you what you
said yourself?

Mr. BALL. "The approach we have taken."
Senator ANDERSON. "* * * would have added about 8 percent to

the overall cost of the hospital insurance program as compared to the
approach we have taken."

So if you added-
Mr. BALL. The 8 percent is a rounded figure, and that 2% percent

that we have put in I am not sure would really affect this anyway,
would it, Mr. Myers?

Mr. MYERS. Mr. Chairman, on this point, 1 believe that the proper
thing to compare the 2% percent with is the 6 percent that would have
been added if imputed interest on capital had been considered. This
2% percent is really a part of that 6 percent, whereas the 8 percent we
are talking about here is the difference in average daily cost for the
aged as against average daily cost for everybody.

The CHAIRMAN. But did you have the impression anywhere that
the congressional intent was that we should have allowed imputed
interest on capital?

Mr. MYERS. No. In making the cost estimates, I had no thought
that that would be done.

The CHAIRMAN. What we are talking about is an item neither you
nor we had any idea of allowing. I never had an idea we were going
to allow imputed interest. Nobody, so far as I know, in your Depart-
ment-did your Department have any idea that we were going to
allow imputed interest?,

Mr. BALL. No, Mr. Chairman. And I think one of the main rea-
sons that the staff resisted the tendency of the Health Insurance
Benefits Advisory Council to move to this position was not necessarily
on the merits of the economic argument, but the fact that it had not
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been considered, and that it therefore ought to be postponed. That
was the thought there.

Senator WILLIAMS. May I ask you a question. What does the
law provide? Could you have allowed that had you so desired under
the laws passed by the Congress?

Mr. BALL. We believe there is enough leeway in the definition of
cost, Senator, that a case could certainly be made for that. And I
would like to have Mr. Willcox answer finally. But I believe that a
case could be made for including it in cost.

Senator WILLIAMS. I understand you are saying the law is so
fuzzy that you can change the cost variations from 2 to 8 percent at
your discretion, without any further change in the law?

Mr. BALL. Senator, I think the elements that go into cost are
debatable enough at several points to allow a significant variation-
as much as 8 percent easily. And as I am suggesting here, reasonably
good cases are made for increases in one area of 5 percent, another of
8, and still another of 6.

Senator WILLIAMS. Do I understand then that with 8 percent,
6 percent, and 5 percent-that you could conceivably interpret
the law so as to have allowed you to make all of those increases,
which total 19 percent?

Mr. BALL. I think it is conceivable. We certainly would not have
intended to do that.

Senator WILLIAMS. I would say the law is fuzzier than some of usreally thought.Senator NDERSON. That is what I sort of object to. When we

passed the bill, there was a great deal said about the fact that the
hospital end of it was fairly well understood. We talked about it for
years, and knew what it meant. Now, we find out the law is so
fuzzy-why didn't you testify to that when the bill was under con-
sideration?

Senator WILLIAMS. Did you know at the time the law was up here
that it was that fuzzy, as it was written?

Senator ANDERSON. It wasn't that fuzzy when it was up here.
Senator WILLIAMS. Is that your intention-or is this just a fuzzy

interpretation?
Mr. BALL. Senator, I think the language of the law "reasonable

cost" is. open to a great variety of interpretations. The discussion,
the legislative history, the committee report, pinned that down con-
siderably, and we had no intention ever of adding these three things
together and allowing a 19 percent additional in the light of the legis-
lative history. I was answering literally the question of whether the
term "reasonable cost" could have included such things.

But I don't think it would have been reasonable to so interpret the
term in the light of the discussions and the legislative history.

Senator ANDERSON. May I go back to one question. I want to
deal with the testimony you have given yourself. You are not talk-
ing about a lot of other things. You say "to have adopted an average
per diem approach" would have cost 8 percent over what you did do.
Now, did the law contemplate an average per diem approach?

Mr. BALL. Well, Senator, I think this is debatable.
Senator ANDERSON. You do?
Mr. BALL. If it had been proven that the aged actually did cost

more for nursing services and to put through X-rays and laboratories
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and so on, to the extent that this balanced the factor-that we had
always taken into account-of their auxiliary services being averaged
over a longer period of time-if that case could have been proven,
then I think the law would allow an average per diem approach.

Senator ANDERSON. If that case could have been proven, then all
the testimony given before the Congress was wrong, wasn't it-be-
cause your group and other groups testified round after round that it
was less.

Mr. BALL. Right.
Senator ANDERSON. You cannot have it both ways, can you?
Mr. BALL. That is the conclusion we have come to here, Senator.

What I am saying is that the hospitals developed evidence that indi-
cated that there were additional costs that we were not taking into
account-not that they persuaded us that they were fully offsetting.
We turned down average per diem. That was their contention. We
turned it down. But in making the argument, I think they were
persuasive-not that they were fully offsetting-but that our approach
had not fully recognized that older people do cost somewhat more in
the admitting process, in the X-ray and laboratory departments and
whatever you put them through, and for nursing services. What I am
saying here is not that they persuaded us of average per diem, but they
persuaded us that our approach, without some additional allowance,
might have not been a full reimbursement. And these various factors
became the basis for our allowing the 2 percent as a part of basic cost.

Should I continue with the development of that?
The CHAIRMAN. Might I suggest that we get on with the statement,

because I believe that members of the committee will have a chance to
become familiar with this-there are a lot of questions they are going
to want to ask, as this is a big issue.

Senator WILLIAMS. I have no objection to continuing with the
statement. But I am just wondering if we don't get a better under-
standing of this if questions are asked when these points are raised as
we have done in this instance and clear them up.

The CHAIRMAN. I have a number of questions to go back over
myself.

Senator WILLIAMS. In determining these costs, do you stick to the
formula of costs incurred, or do you just estimate costs that may be
incurred if they owed money and so forth and so on? Or do you hold
to the actual costs that are incurred?

Mr. BALL. Senator, the payments are first made on an estimated
basis, but there is a settlement at the end of the accounting period on
the costs actually incurred, under the principles described.

Senator WILLIAMS. In computing the costs incurred, how can you
get an estimate for interest which is not owed, not paid? How can
you get an allowance for an interest charge not owed and not paid, if
you are going to stick to the formula of actual costs incurred?

Mr. BALL. We did not accede to this argument for allowing an
interest return on equity capital. But, in turning it down, we never-
theless felt there was a case there where we had perhaps undercom-
pensated. And this is under the theory I described-that the use
of any capital, the use of money any place, anywhere, has a value-at
least the equivalent of what that money could have earned at interest
if put into a nonrisk venture. And this in itself is an incurred cost.
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Senator WILLIAMS. Proceed with your statement. Maybe I will
understand it better later. I don't understand your answer now.

Senator RIBICOFF. Just a point of inquiry, if I may, Mr. Chairman.
I am just curious as I lstened to some of the questions and the state-

ment.
I am just curious whether the Department ever discussed this matter

with the chairman and the ranking minority member of both the
House and the Senate committees before they announced these pro-
cedures, or entered into any of these agreements, and of course, with
Mr. Anderson, who is the author. Because it is very obvious that
these are about as important as the bill itself. And the questions are
raised now.

Did you ever discuss these questions with those in charge of the
legislative end of it?

The CHAIRMAN. Well, I was told about it. I am frank to say I did
not fully understand it. So little did I understand it, that later,
when my staff showed me a statement they proposed to issue, I didn't
realize thty were both talking about the same thing. So there is a lot
more involved here than I realized at the time it was explained to me.
I was in a hurry myself at the time. And having seen it-this has not
gone into effect, Senator Ribicoff. These are regulations that they
propose to announce.

So having seen it, and having seen what the staff suggested, then I
suggested that we talk about it.

At the previous meeting of the committee, I had available the staff
memorandum which raises these issues.

Subsequent to that, I had an opportunity to discuss this matter
with Mr. Ball and with Mr. Myers, Mr. Uordon, and some of the
other gentlemen who are in this room. We gave them the oppor-
tunity to become familiar with the questions we had and we were
alerted to their response.

You now have a tentative understanding with the hospitals, as I
understand it-isn't that right, Mr. Ball? The hospitals feel this is
what the guidelines will be.

Mr. BALL. Yes, Mr. Chairman, the substance of them was released
on May 2 to the press, and they have not yet been issued in regulation
form.

The CHAIRMAN. That is right. So that if you concluded that you
were wrong about some items here, you still have the power to say
"We are sorry, we cannot do this, we will have to change it," do you
not?

Senator RIBICOFF. Is it just with the hospitals, or also with' the
nursing homes and doctors? Have you made agreements with
everybody?

Mr. BALL. These principles apply to all institutions. They don't
apply to doctors. They apply to nursing homes, hospitals, and other
institutions since this is reimbursement on a cost basis. You
remember, Senator, the doctors were on a charge basis.

Senator RIBICOFF. In other words, you have made tentative agree-
ments with all institutions. Now we come in after you have made
tentative agreements. This goes into effect July 1, and here it is
almost the end of May.
; Senator WILLIAMS. To keep the record straight, no one in the
Department has discussed this with me, and all I know about it is
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what I read in the newspapers. Nor have they made any attempt
to discuss it with me, as far as I know. I don't say they have to.

Senator RIBICOFF. We have two very practical problems I think
the leadership of the committee should have known about. Now,
you have the embarrassing situation, if you change it you probably
cause almost a revolution and confusion within weeks before the plan
goes into effect.

Senator ANDERSON. Isn't that better than bankrupting the fund?
Senator RIBICOFF. Certainly.
The CHAIRMAN. Well, of course, if I do say so, it is better to discuss

it now than not to discuss it at all.
Senator RIBICOFF. I think you should, Mr. Chairman. I am just

trying to get a little bit of the background of this.
The CHAIRMAN. I am frank to say that one reason we are sitting

here in this hearing is because I wanted these important issues dis-
cussed with every Senator, and I wanted every Senator to be in a
position to evaluate the matter as this goes along. I would expect,
with regard to future decisions on medicare, that the same thing
woldd be true. We have a responsibility ourselves, and so does the
Department, not just the chairman, but the committee. Every
member of the committee should have an opportunity to know
what is going on. And I would prefer that they have an opportunity
to be adIsed and have a staff member help them, so we can talk
about and understand what is being done. If they think that the
costs are going out of bounds, they can complain about it at that time.
If they think the Department is being too niggardly in allowing
some of these costs, they have that privilege, too.

Senator RIBICOFF. The thought occurs to me, Mr. Chairman, that
you might consider some sort of ad hoc committee on oversight.
The Finance Committee might be checking with these people con-
stantly. This is going to be very complex and complicated, and it
is going to require continuous attention by somebody.

Senator WILLIAMs. Assuming that the committee approves all of
these so-called liberalizations that you proposed, how much extra
payroll tax would it necessitate to finance this 18 or 19 percent which
you are proposing, plus whatever you may have in the rest of it?

Mr. BALL. We are not proposing it, sir, you understand. We are
proposing what would increase the cost over what the estimates were
of a relative increase of two and a half percent or 0.03 percent of
payroll. And we do not believe any change in the contribution rate
is needed for such a small increase.

Senator WILLIAMS. You referred to that, I noticed, in your letter,
as being the acceptable rate of increase.

Now, does that mean this is going to be two and a half percent
again next year-that you are going to liberalize it? Is that the plan?

Mr. BALL. No. What'we meant to indicate there, Senator, is
that over the years the committees and the Congress, and we in the
executive branch, have recognized that these long-range costs estimates
cannot be absolutely precise, and that if the fund is either under-
balanced or overbalanced, a relatively small amount, like two or two
and a half percent-that has never been considered a reason not to
consider the fund in full actuarial balance--that amount of leeway
in long-range estimates has always been considered acceptable.
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Now, of course, if you added another two and a half percent, making
it 5 percent out of balance, another 5, and so on, of course then you
would have to have contribution rate increases, and that again was the
reason why even though we felt there was some merit to some of these
arguments that were made, we resisted the idea of any further in-
crease in cost.

Senator CURTIS. Would you yield at that point? Referring to the
first three lines on page 2 of the statement:

If maximum earnings taxable under the program is increased somewhat as
earnings rise, the long-range cost to the program measured as a percentage of pay-
roll would decline.

Now, isn't it true that when you raise the base upon which the
percentage of the payroll tax is applied, you raise the dollar amounts
that both the employee and the employer must pay?

Mr. BALL Yes.
Senator CURTIS. And have you taken into account, when you say

that this cost is going to increase, I think, from 1.23 to 1.26 percent
of payroll-the fact that that might include a higher figure upoti
which the tax will be figured?

Mr. BALL. Senator, that is
Senator CURTIS. Higher earning power.
Mr. BALL. No. The cost estimates for this program have assumed

that wages do go up year by year, but it is assumed on the other hand-
an assumption which produces a big safety margin-that even though
wages do rise, we are going to keep the maximum base just the same.
So this is a percentage of payroll that is constantly rising to the
$6,600 base, and there it is frozen.

Senator CURTIS. Yes; but, of course, there is a hidden factor in
there.

Here is an individual, and he may even be a social security recipient,
partially employed-he makes $75 a month, or a hundred dollars.

Because of the ever-increasing inflation, he is paid $125 or $150
a month. There will be periodic changes in his work. That will
bring in more money, won't it?

Mr. BALL. Yes.
Senator CURTIS. So assuming that wages somewhat reflect the

general rise in all prices, as they increase, it means an increase in
tax for everybody who does not earn $6,600 unless they go over $6,600?

Mr. BALL. That is correct. And under the cash benefit program,
of course, they are getting more credit for cash benefits.

Senator CURTIS. Yes. And so while your estimates of what the
percentage cost would be could be increased by these things under
discussion, it does not take into account a rise in the taxable base?

Mr. BALL. No. If that were to be raised--
Senator CURTIS. It does take into account the increased earnings

of people who make under $6,600?
Mr. BALL. That is exactly correct.
Senator CURTIS. That is a good share of the people in my State.
Mr. BALL. We would expect as wages rise, the base will have to

be raised and that will reduce these contribution rates. Contribution
rates wilf not need to be as high as they are projected in the law.

Mr. Chairman, I think that some of the matters that the committee
is questioning about are taken up later in the statement.
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The CHAIRMAN. I was the worst culprit in the group in interrupting
this statement. But I would like to get the statement made. So let's
let the witness go ahead.

I hate to ask Senator Anderson to hold up on questions, because he
is the grandfather of medicare on this committee.

Mr. BALL. I was speaking of why we had decided against the use
of the average per diem.

We also decided against the use of the average per diem method of
allocation because it is unfair as between one hospital and another.
If a hospital has aged patients who by reason of selection are a pai'ticu-
larly high-cost group, this should be recognized in reimbursement to
that hospital, even though it ".3 not typical of the pictur, nationwide.
Admittedly, no method of allocation is perfect. But. we believe we
have adopted a method which is fairer than the average per diem
approach, hospital by hospital, and which provides for more equitable
allocation of costs between medicare and nonmedicare patients.

What we are proposing in the way of cost allocation is basically to
divide allowable costs between medicare patients and other patients
by measuring services actually used by the two groups. Two alterna-
tive methods of measuring these services are permitted under the
principles and modifications of the alternatives are to be allowed in
order to avoid difficult recordkeeping problems in the early stages of
the program. The first alternative is to use the average per diem
method for the roughly two-thirds of allowable costs that, on the
average, represent room, board and nursing services and then to allo-
cate the cost for ancillary services according to the ratio that charges
made to medicare beneficiaries bear to the charges made to all patients.
Although charges are sometimes not a precise measure of services
rendered, they come much closer to being such a measure than any-
thing else that is now available and are the basis on which many, if
not most hospital patients pay their bills.

Over time, as indicated in the American Hospital Association prin-
ciples, it is to be hoped that charges for individual items will be
brought more closely in line with the cost of services and, therefore,
become a more precise measurement of the services rendered.

The other alternative method of measuring services is to apply, on
a departmental or cost-center basis, the ratio of charges made to
medicare beneficiaries to charges made to all patients.

Because some hospitals may not be able readily to support the cost
division between the production of room and board on the one hand
and ancillary services on the other required by the first method,
we intend at the beginning of the program to allow such a division
to be made on the basis of estimates. using the experience of other
organizations of like size and character. Hospitals will have the
help of the fiscal intermediary and the hospital associations in carry-
ing out this process. Under such a procedure any institution who
has a charge structure can apply the first method described very
readily and little in the way of advance planning is required.

The principles also provide for an allowance amounting to 2 percent
of costs allowed under the other principles-with the exception of
interest assessments-as an element of reasonable cost of services.
One of the major principles of the law governing cost reimbursement
is that we are to pay the full cost for medicare patients so that none
of the cost of services to them will fall on nonnedicare patients and
vice versa.
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We believe this 2-percent allowance is necessary to carry out this
objective. Difficulty in measurement, lack of adequate data and
other considerations have precluded specific recognition in the formula
of various elements which are germane to costs of services for bene-
ficiaries.

For example, as indicated earlier, the other principles do not provide
for specific recognition of a return on equity capital and it is recog-
nize d that historical depreciation may not be fully adequate for a
determination of costs. Moreover, although the methods to be util-
ized by providers for allocating the cost to be attributed to beneficiaries
are the best available, there is a lack of precision in the methods which
may well result in understating the cost of rendering services to older
people.-for example, the likelihood of somewhat greater cost of
rendering nursing and related services to older people.

It is the established practice of a. significant number of large third
party purchasers to include in payment for cost of services a factor in
the form of an allowance to cover various elements not specifically
recognized in the formula or not precisely measured. The 2-percent
allowance provided for in our principles does the same thing. It is
not a bonus but a part of basic cost.

The allowance is limited to an amount which might be justified as
a minimum return for the use of equity capital, as discussed earlier.
It is limited to an amount which, as a percentage of the provider's net
investment, does not exceed the rate of return on Government
obligations currently being acquired by the social security trust funds.
In the determination of the amount of the provider's net investment,
for purposes of applying this limitation, the cost of assets financed by
Hill-Burton or other Federal funds will be excluded. The exclusion
will be on the basis of the share of the cost financed by Federal funds
after the adjustment for depreciation.

The 2-percent allowance applies alike to profit and nonprofit
organizations. Thus the principles avoid the anomalous result that
would arise from reimbursing a profitmaking organization more than
a nonprofit organization for rendering exactly the same service-
solely by reason of allowing return on investment in one case but not
the other.

In addition to the formula itself, there are several matters related
to the process of payment which are of importance to the equitable
reimbursement of institutions. It is important that the payments be
current and that we avoid the burden on institutions that comes from
having to put up money for expenditures prior to reimbursement.
Payments will be made for services throughout the year and final
settlement on a retroactive basis will be made at the end of the ac-
counting period. Continuing payments will be made as often as
possible and in no event less frequently than once a month. The
retroactive payments will take fully into account costs as they were
actually incurred, determined according to the agreed upon principles
of reimbursement-we don't retroactively change the principles-and
settlement will be on an incurred rather than on an estimated basis.

The principles provide that payments will be made to hospitals as
they make expenditures for services to medicare beneficiaries rather
than the more conventional approach of making payments only after
the bills are rendered. We have estimated that on the average
payments will need to be made about 30 days ahead of reimbursement
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after normal billing procedures in order to meet the goal of providing
funds to institutions at the time of expenditure rather than at the
time the patient is discharged and the bill submitted and paid.

This current payment procedure will be based on an estimate de-
veloped by the hospital and approved by the fiscal intermediary
related to one-twelfth of the medicare program share of annual
operating expenses.

We would, of course, in any event share in the interest if the hospital
borrows for current operating expenses and unless we make current
payments at the time the hospital makes its expenditures, the hospital
is given an incentive to borrow at a market rate of interest. Thus,
insofar as the current payment approach substitutes for the borrowing
of working capital, this approach would actually save money. In any
event, unless we make such current payments the hospital isput in the
position of losing the equivalent of interest on its money whenever it
makes purchases from its own funds rather than from borrowing.

I would like now to call the attention of the Committee to the fact
that since the principles on reimbursement were released at a press
conference on May 2, we have made a number of changes in presenta-
tion and some changes of substance based upon comments we have
received, including those of the General Accounting Office.

I am attachingto this statement a listing of the substantive changes.
On the whole I believe these changes significantly improve the state-
ment of principles by modifying certain substantive points, and, in
some instances, by clarifying the language and the intent.

In summary, I would say that although the principles of reimburse-
ment understandably do not satisfy everyone-and it is true that
many hospital and nursing home people believe they should receive
significantly greater reimbursement-we believe that we have arrived
at principles that are fair, equitable,. and workable.

Because of the concern that the American Hospital Association
had as a result of our turning down their strong representations in
support of (1) depreciation on a replacement-cost basis, and (2) the
use of average per diem as a basis for cost allocation, as well as wide-
spread concern about the absence of provision for a specific return
on equity capital, Secretary Gardner wrote the President of the
Association on April 24 pledging an early assessment of actual ex-
perience. He said in part:

May I also at this time repeat the assurances I gave your Association during
the meeting that I am deeply concerned that we have prompt evaluation of the
fairness of the results of the application of these principles to the first year cost
settlement. We are taking the steps to collect the data necessary for this evalua-
tion and will work with you as well as the Health Insurance Benefits Advisory
Council in the evaluation.

We want to assure you that, although I believe we inust proceed now with the
basic principles as described in the attached, we will work with you on the assess-
ment of actual experience in order to assure the most constructive long-run
methods and principles for the reimbursement of costs under the Government
program.

Mr. Chairman and members of the committee, we would be pleased
to respond to any questions that you may have.

The CHAIRMAN. Let me just say this to members of the committee
and those here.

I want to ask just a few questions. All those I have in mind asking
will be directed toward Mr. Myers-because I' have been in great
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detail over this matter with Mr. Ball. And then Senator Smathers
and I have decided it would be appropriate that Senator Anderson
should chair this hearing for the remainder of the morning, because
I am going to open the Senate.

I would like to ask Mr. Myers just a few questions.
Mr. Myers, as I understand it, you worked out the cost estimates

for the program that we approved last year.
Mr. MYERS. Yes, Mr. Chairman.
The CHAIRMAN. You are the one who informed us what this would

cost, and you had a breakdown of these costs, so you could give us
,your estimate of what you thought it would cost to do all of this.
You advised us at every step of the way, including the conference
between the Senate and the House, is that correct?

Mr. MYERS. That is correct, Mr. Chairman.
The CHAIRMAN. Now, I would like to ask you what new items or

what items are in these cost figures that you didn't have in your
estimates when you gave them to the committee and before the
conference last year?

Mr. MYERS. Mr. Chairman there are three items that result in
added cost. One of them is the 2 percent allowance that Com-
missioner Ball has mentioned. The second is the advance of funds
to the hospitals before the normal course of payment. And the
third one is the accelerated depreciation method-since in my previous
estimates I had always assumed that depreciation would be handled
more or less as has been done in the past by hospitals, on a straight-
line method or some other method of somewhat lesser cost.

And together these three differences in the assumptions-the three
differences in the factors and in the assumptions that I made would
result, as Mr. Ball has said, in a 2Y percent relative increase, or an
increase as a percentage of taxable payroll of a little more than .03
percent.

The CHAIRMAN. Now, in your cost estimates, what was your posi-
tion, and what was your estimate with regard to the question of a
fair return on net equity of proprietary institutions?

Mr. MYERS. In my estimates I had assumed there would be such
a factor present-although whether it would or would not have been
present would not have had any significant effect on the cost esti-
mates for the hospital benefits, because only about 5 percent of the
total hospitalization occurs in proprietary hospitals.

The CHAIRMAN. So when you get down to it, the cost of this is
relatively insignificant. But may I just say this as a practical mat-
ter-to me it is just unbelievable to think that anyone would pro-
pose to use proprietary institutions without allowing a return on equity
capital. It seems inconceivable to me--to anyone who believes in the
free enterprise system-that if you have one fellow competing with
someone else who paid not a nickel for his plant and equipment, had it
all given to him by the Government, or had it donated, where the
people even made money by donating it-we would suggest that they
not allow him something on that.

Senator DOUGLAS. How many proprietary hospitals are there?
The CHAIRMAN. About 5 percent of the total, I think.
Mr. MYERS. The number of proprietary hospitals is somewhat

more than 5 percent. But When you consider the number of beds
in proprietary hospitals as a proportion of all beds, or the patient
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income of proprietary hospitals as a proportion of all patient income,
the ratio comes out to be about 6 percent.

The CHAIRMAN. Could I ask you this.
Why did you not anticipate these items in your original estimates

or in February of this year when the costs data for the report to the
Congress was prepared

Mr. MYERS. Mr. Chairman, the cost data in the trustees report was
merely the same cost estimates as were prepared when the legislation
was enacted.

Now, as to the reason I did not consider these elements when the
legislation was enacted was because in all the very lengthy discussions
of this subject over the years, there had been no mention that these
would be considered in the reasonable cost element. Accordingly, I
did not take them into account.

The CHAIRMAN. I would just like to ask one more question. This
is not of you, but of Mr. Ball.

As I understand it, all of our estimates were based on the thought
that we would closely follow the principles recommended by the
American Hospital Association and various groups of this sort. I
believe that both you and I think that all good hospital adminis-
trators believe that if we do allow depreciation, that it ought to be
funded, even though you think you don't have the power to require
it. Otherwise that allowance, which is a very large amount of money,
could be diverted to other purposes. It could be diverted to pay for
other facilities, treatment of other patients, or any purpose, for that
matter.

I take it that you do agree that it would be desirable, even though
you don't think you have got the power to require, that this deprecia-
tion be funded, where it would be used for either new plant and
equipment, or to replace the old building.

Mr. BALL. Mr. Chairman, I believe that a funding requirement is
desirable if it were coupled with some sort of a planning requirement.
I think it is not absolutely a clear-cut matter to require funding under
circumstances where you then create funds for the perpetuation of all
institutions just as they are. It may be that some institutions really
should not continue to the extent that they are now set up to do.
So that a funding requirement without planning, I think, has some
objections. But the general idea of a funding requirement, if it were
possible under the law, particularly connected with planning, I think
would be desirable.

The CHAIRMAN. Thank you. Senator Anderson, will you take
charge of things.

Mr. COHEN. Pardon me, could I say something before Senator
Long leaves, Senator Anderson, because we might want to discuss
this ater-we are under the situation now, as the Senator indicated,
of where we have already issued publicly these proposed principles.
It is now 36 days away from the date that medicare must start, and
most of the hospitals that want to make agreements with us have not
signed written agreements pending our formal promulgation of these
principles as regulations.

I would merely like to say to the Senator, since our procedures are
to issue them as proposed regulations, giving people 30 days' notice
for comment, it was our proposal now to go ahead and issue the pro-
posed regulations in the Federal Register, subject to the 30 days for
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comments, so that we might be able, within those 30 days, still to get
the hospitals to sign an agreement and meet the July 1 deadline. And
I thought I had better say that to the Senator before he left the hearing
room-because I think unless we give the other people throughout the
country the opportunity to make their comments and criticisms in the
30-day period, we cannot sign up the hospitals in order to go into
effect on July 1.

Senator ANDERSON. Mr. Ball, if the same principle that you have
talked about in these hospitals is applied to the rest of the Govern-
ment, what would the increase in costs be? You have said $75
million for just the hospital program. What about all the rest of it?

Mr. BALL. Mr. Chairman, we do not have an estimate on that at
tbis point.

I would like to comment on the fact that there are conflicting
tendencies involved.

Let me just comment, for instance, on the present situation in
California as far as medical assistance for the aged. They are oper-
ating on an average per diem reimbursement basis-the basis that
we have turned down. They are now reimbursing on that basis in the
assistance program for the aged. If they were to drop that, and at
the same time pick up these other principles, I think the total cost for
the program for older people would be less.

Now, on the other hand, medical assistance in California applies
to younger people, too, but they don't use as much hospitalization as
older people, and the net effect might still be a reduction, I am not
sure.

I just don't think I am able to characterize the total situation at
this point.

Senator ANDERSON. Do you feel if this is adopted here, there will
be an increase in the cost under title 19?

Mr. BALL. I think there are these offsetting factors, Senator.
What the net would be, I am not sure.

Senator ANDERSON. You don't think it would increase the cost any?
Mr. COHEN. Yes, I do. I think the cost, under title 19, is going to

be increased, regardless of the specific principles adopted, because
Congress wrote into title 19 that the States must pay the same reason-
able cost for hospital care as it provided under title 18. And as you
know, the States, on the whole, have been paying only a fraction of
the reasonable costs. There is no question in my mind that what-
ever the standards are for title 18, costs are appreciabl going to
increase, both Federal and State costs under title 19. I don't know
the extent, Senator, but I do agree it will be appreciable.

Mr. BALL. I think just to round out the record on this point, Mr.
Chairman, we might add that it is not inevitable that the reasoning
behind the 2 percent apply to the entire assistance load in title 19,
because to a considerable extent the rationale relates to the special
situation of the aged. Then as I say, if you" substitute this for an
average per diem, and do apply it to the aged, you have offsetting
cost factors.

Senator ANDERSON. I don't want to read you any sections of that
law that is fuzzy. But the section I am referring to is on page 37
of the printed text of Public Law 89-97, about reasonable cost.

In prescribing the regulations-
the Secretary shall consider among other things the principles generally applied
by national organizations or established organizations which have developed such
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principles in computing the amount of payments to be made to a person other
than the recipients of services-furnished to such recipient by such providers.

It is usual to prepay this expense?
Is that the practice and is it customary?
Mr. BALL. First, I think it was a misnomer, and it was our error, to

originally call this an advance. I believe that a much more proper
term is a current payment related to when the costs are incurred.
The whole point of the 30-day payment is to try to get the money to
the institution on the average at the time they have to spend it
for covered individuals.

The usual billing processes means that a person has been through the
hospital, he has been discharged, and there is a bill made, and then
reimbursed. All during that time there is a cost of working capital
that is being carried by the hospital.

Now, our idea is not to make a payment before that, but to get the
payment to them when they have to spend it. That is the objective.

Now, it is true, though-to very specifically respond to your ques-
tion-that some third party payers on request do have arrangements
for making payments before the billing.

Senator ANDERSON. Are they the majority of those who make
such payments?

Mr. BALL. No, I don't believe so.
Senator ANDERSON. They are a very small minority, are they not?
Mr. BALL. I am not sure exactly how many. I would be glad to

supply it for the record.

BLUE CROSS PANS THAT PROVIDE, ON REQUEST FUNDS PRIOR TO THE TIME
THEY WOULD NORMALLY BE PROVIDED

Blue Cross plans that provide, on request, funds to hospitals prior to the time
they would normally be provided are Group Hospitalization, Inc., Washington,
D.C., Blue Cross of Western Pennsylvania, and Blue Cross of Greater Philadelphia.

Senator ANDERSON. If you follow the usual customary practice-
would you follow the majority or the minority?

Mr. BALL. I believe the way we have interpreted that direction,
Mr. Chairman, is that we axe not bound to follow exactly the majority
practice at the present time, but to examine and consider all of the
practices that are going on, and the principles, and to make desirable
modifications in them.

Senator ANDERSON. There is some testimony on a discussion which
took place between Chairman Mills and Commissioner Ball:

Chairman MILLS. The point is this, as I understand it, Mr. Cohen. How did
we get together with the hospitals to determine that the payments which are made
under this title are the reasonable cost for such services?

Mr. BALL. The first thing that is required is a cost formula, and this is a matter
which the Secretary is authorized to do after consultation with groups nationally
that have had experience with this.

Mr. BALL. I would say that the adoption of these principles, Mr.
Chairman, in very, very large measure does follow the national princi-
ples. There hre some departures where we believe there is an improve-
ment. But by and large, as I indicated at the beginning of my
statement, a very long list of decisions were possible based solely ori
the American Hospital Association principles.

Senator ANDERsoN.'.This is a statement in Modern Hospital for
May 1966. "Among the changes, was one that is unprecedented in

63-924--66----5
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the history of third-party payments. Hospitals would in effect be
paid before, not after, they provide care to medicare beneficiaries."

Do you think that checks with your statement they are going to be
reimbursed in accordance with accepted practices? 'Unprecedented"
is the word used.

Mr. BALL. Whose word is that?
Senator ANDERSON. Modern Hospital.
Mr. BALL. Well, I believe that there are third-party payers who

on request do make what are specifically advance payments. I would
be glad to supply the number of situations for the record. But I am
not arguing that the idea of paying currently for costs as they are in-
curred is widely practiced-it is not. This is, I think, a real improve-
ment in that respect-but necessary, if hospitals are to get their full
costs, and younger people are not to bear part of the costs that really
should be attributed to medicare beneficiaries.

Senator ANDERSON. When testimony was being given on the bill,
you said, "general principles used by national organizations," did you
not?

Mr. BALL. Mr. Chairman, I certainly never intended that we
would follow slavishly every principle that was already in existence.

Senator ANDERSON. Did you intend to devise principles?
Mr. BALL. We intended to look at that experience and follow them

generally, and take them into account.
First of all, there would be contradictory ones. It would not be

possible to follow them all exactly.
Senator ANDERSON. There have been statements here made about

how difficult it is to enforce this new law--because of the fuzziness of
it. Who created the fuzziness in this regard-the law or the Social
Security Administration?

Mr. BALL. I think basically, Senator, the concept of what consti-
tutes reasonable cost has sufficient leeway in it for reasonable people
to differ as to what should be included.

Senator ANDERSON. My question is, Who caused the fuzziness here?
Mr. BALL. I think it is inherent-if you mean by fuzziness, different

possibilities.
Senator ANDERSON. Other people have been talking about the

fuzziness of the bill.
Mr. BALL. I don't believe we created any fuzziness.
Senator CURTIS. Would the Senator yield?
Is the question of some patients, when they enter a hospital,

having to put down a cash payment, if they do not have evidence of
current insurance protection, in unywvay involved in this?

Mr. BALL. I think that is a good point, Senator. That is a very
wide practice. Hospitals do protect themselves against the fact that
they have to make expenditures before the individual is discharged in
the way you suggest, as well as protect themselves against bad debts.

Senator CURTIS. But if the patient has his policy and his receipt
showing it is paid up are there any hospitals which say "We want a
couple of hundred dollars before we'll admit you," or any other
amount?

Mr. BALL. I believe there would be some if the policy had in it
deductibles and co-insurance-they might want to be protected against
that kind of situation. But in the usual Blue Cross contract they would
not.
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Senator CURTIS. Thank you.
Senator ANDERSON. In the hearing before the Ways and Means

Committee, did Secretary Cohen submit a copy of the regulations of
the American Hospital Association?

Mr. BALL. Senator, I am not sure whether Mr. Cohen did, but we
certainly did submit it.

Senator ANDERSON. Did you yourself comment oil it?
Mr. BALL. No question but what in general the testimony was that

the principles of the American Hospital Association would be a
main factor-would be one of the guiding principles-

Senator ANDERSON. I don't believe you said a main factor, Mr.
Ball. I read your language. You said, "It is a 17-page description
of the principles of payment for hospital care which the Anterican
Hospital Association has developed and which in general we would
expect to follow."

M BALL. That is correct.
Senator ANDERSON. What does that provide for---advance pay-

ments?
Mr. BALL. I don't believe they do say anything on advance. I

would have to check to be sure.
But let me pursue the point. just a moment, if I may, Mr. Chairman.
If we were to have accepted the view that the American Hospital

Association principles are binding upon the Secretary in the deter-
mination of cost, we would have been confronted with a very difficult
situation; they adopted a principle shortly after this law was passed
which said that depreciation should be on a replacement-cost basis.

Senator ANDERSON. But that wasn't in the list submitted to the
House Ways and Means Committee, was it?

Mr. BALL. No. That was a later adoption.
Senator ANDERSON. This is something subsequent. What you sub-

mitted was the 17 pages of principles to the Ways and Means Com-
mittee, axnd they did not include advance payments, did they?

Mr. BALL. I don't believe so. I don't carry 'hat fully in my mind.
Senator ANDERSON. How much will it cost for these advance

payments, and where does the money come from?
Mr. BALL. The advance payment, Mr. Chairman, adds to the long-

range cost of the program .004.
Senator ANDERSON. Let me get it into dollars. About $200

million?
Mr. BALL. No, sir; that $200 million figure is the amount of money

that is put into the hands of the hospitals sooner than it would if
you followed a regular billing procedure. But the cost is the loss of
interest to the fund of having that money expended sooner than would
otherwise have been the case.

Senator WILLIAMS. How much is that?
Mr. BALL. In dollars I suppose-
Mr. MYERS. About $10 million a year.
Senator ANDnso-N. That is right. Five percent of $200 million

is $10 million a year. You take the money out of one pocket and
use it for that purpose. That is associated with the fund. By
what authority do you do that?

Mr. BALL. Because Senator, if we don't do that, it is our belief
that the hospitals are incurring a cost for these beneficiaries that they
would shift over to younger beneficiaries. They need-just to make



REIMBURSMENT GUIDELINES FOR MEDICARE

this point clear--our theory on this is that unless they gc', that money
at the time they make the expenditure, they will have to either borrow
working capital, on which we would pay the interest, or if they used
their own money for that, they are actually losing tfie equivalent of
interest on that money while they are making expenditures before we
pay it. The result is,' Senator, that I believe that we would be violat-
ione of the main principles of the law which says we are to piay the
ful cost, so that younger people don't bear any of the cost of older
people.

Senator ANDERSON. Now, do they only have nie(icare patients in
the hospital?

Mr. BALL. All of these principles relate to the medicare share of this.
Senator ANDEIrSON. Twventy-five percent of the patient days will

be for medicare patients. How (to the other 75 percent get tinaeed?
Mr. BALL. Well, they will be financed in a variety of ways. To a

considerable extent by Blue Cross, l)y private insurance, and by the
patient paying hi.'j own way. As Senator Curtis suggested, when the
patient pays his own way, there may be requirements that he make
-deposits when he enters, and in that way the hospital is protected
there.

Senator ANDERSON. Yes, But it is nothing unusual to have to
carry a bill for 30 days, is it?

Mr. BALL. No.
Senator ANDERSON. Do you reimburse him for interest on a cus-

tomary business practice?
Mr. BALL. I would think it might be very helpful to the committee,

Mr. Chairman if Mr. Gordon, who is Chairman of the Advisory
Council, went thoroughly into this matter, and also has an opportunity
to comment on some other pohp. I think particularly that that last
question of yours, perhaps he woui be more expert-

Senator ANDERSON. Mr. Gordon knows my high regard for him.
I recall the hours we spent in the lat days trying to get the medicare
bill in acceptable shape. I am hap ), to have his comments on it.

Mr. GORDON. On this question, Mr. Chairman, it wats discussed at
considerable length in the Health insurance Benefits Advisory Council.
I gave considerable weight in that discussion to the argument that
some hospitals-certainly we don't, know how many-in the absence
of current payment by the Social Security Administration for the
costs of medicare patients would have to finance their working capital
needs by borrowing, and the interest payments on that borrowing
would be reimbursable under the formula.

Now, if a hospital borrows, if it has working capital needs, it will
pa a hi her rate of interest than the Social Security Administration
WIT lose y malilking payments oni a current basis.

Consequenitly, in the case of 9. hospital which otherwise would have
borrowed to finance its working capital neceds, there vill probably
be not a cost to the program, but a saving to the program, equal to
the difference between t&e interest rate that the hospital would have
paid, and which would have been fully reimbursable under this pro-
gram, and the interest foregone by the Social Security Administration.

Now, Bob Myers tells me that this $10 million cost estimate which
he has given you does not take into account this particular savings
that I have mentioned-that is the reduction in reimbursement by
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eliminating the need for the hospital to borrow its working capital,
and the reason it doesn't is there is simply no way of estimating it.
But I think it is fair to say the actual cost of the program will be less
than $10 million. How much less will depend on what practice the
hospitals will have followed in the absence of current payment.

Senator ANDERSON. May I just suggest to you that I had to go
out to a hospital in Georgetown a while ago to have a picture made
of an artery. I was there overnight only. But they required a $150
deposit from me.

Now, I assured the hospital that I had money in the bank here
and in New Mexico. It didn't malce a bit of diiTerence. I wrote a
check for $150. They didn't need any outside borrowing, did they,
for that night?

Mr. Goe)ON. No, indeed. I am sure if they require an advance
deposit from you---

Senator ANDERSON. They get money on hand. They don't borrow
on all this money. I just wonder why we are doing it in this particular
instance, because if you start this, it can carry over to all our Govern-
ment programs.

Senator WILLIAMS. One question that bothers me. We are speak-
ing of these advance payments. For the moment, let's just forget
the merits of it. 'Title 31 of the United States Code reads as follows:

No advance of public moneys shall be made in any case unless authorized by
the apl)ropriation concerned or other law.

Now, will you tell me what section of the law and what language
of the law glves you the authority to make an advance payment?
I am speaking of the law that was passed.

Senator ANDERSON. We think it is barred.
Senator WILLIAMS. Just forget the merits of it for the moment.

Where is the law?
Mr. BALL. Senator, I think we have to plead guilty to having

misnamed this in our original release. We don't believe it is an
advance. The intention of the payment is to be current as the
costs are incurred.

Senator WILLIAMS. Let's not change the interpretation.
Do you have any authority under the medicare proposal as passed

to make an advan e payment?
Mr. BALL. If it were an advance, and determined to be an advance,

we (o not.
Senator WILLIAMS. You do not have the authority.
Mr. BALL. We do not believe this to be an advance. I think per-

haps you might like to have our General Counsel comment on this
point.

Senator ANDERSON. Isn't it true you changed the word "advance"
after you found out there was objection to it?

Senator WILLIAMS. Are you going to pay them after or in advance,
or what are you going to do?

Mr. BALL. We are going to pay them-as nearly as we can develop
it---at the time that they are incurring costs for services to these bene-
ficiaries. On the average that is estimated to be about 30 days before
you would pay after the patient is discharged and the billing pro-
cedure completed. Our procedure results in current payment and
the usual procedure, in late payments.
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Senator WILLIAMS. One other question. Suppose the hospital
goes broke, and you have made this advance payment. I noticed
you describe it as not being a loan or interest bearing on anything
else. So it would not be an obligation. Suppose the hospital goes
broke before they have completed rendering the service for which
you have made the advance. What happens, and who owes the
money?

Mr. WILLCOX. I think, Senator, this, to my mind, is not essentially
an advance of the kind that is referred to in the section of the Code
you mentioned. It is an attempt, as Mr. Ball says, to pay punctually
at the time the obligations are incurred.

There will of course be a running account with all of these institu-
tions. The law specifically provides for retroactive adjustment at
the end of an accounting period. So there will be cases where hos-
pitals will have money, more than they are entitled to. That was
specifically contemplated in this lawv. And I supposed that there may
be some situation, if a hospital goes bankrupt, where the Government
would sustain some loss.

Senator WILLIAMS. I just want to call your attention to the fact
that two-thirds of the hospital bill is for wages, and those are not
paid in advance, are they?

Mr. BALL. They are paid in advance-
Senator ANDERSON. Where? Where are wages paid in advance?
Mr. BALL. They are paid before the patient is discharged, and the

bill is rendered.
Senator ANDERSON. How do you know? I was out in 24 hours.

How do you know the wages were paid?
Mr. BALL. The average stay is 15 days.
Senator ANDERSON. 'Ihat is not a month. Let me read you what

Mr. Ball is supposed to have said according to "Modern Hospital."
[Reading:]

Among these changes is one that is unprecedented in the history of third-party
payments. Hospitals will in effect be paid before and not after they provide
care to medicare beneficiaries. As of July 1 Commissioner Ball indicated Inter-
mediaries can pay hospitals for the estimated cost of service to beneficiaries for
the month ahead.

That is what he said in his press conference. Isn't that an advance
payment?

Senator WILLIAMS. They are "before" payments, he said.
Senator DOUGLAS. Is it an advance payment or is it a current

payment?
Mr. ConEN. It is a current payment.
Senator ANDERSON. He said it was an advance payment.
Senator DOUGLAS. Senator, we all know the difficulties we get into

by the incautious use of phrases.
Mr. BALL. Whatever I said at the press confrence, Senator, I

believe it is a current payment.
Senator ANDERSON. You believe what?
Mr. BALL. I said I believe the whole attempt here is to make the

payment currently as the cost is incurred--not pay the hospital
ahead of the time they have to spend money, but to hit the average
time when they have to spend for these beneficiaries. Any other
approach ends you up with paying a hospital after they have had tospend money, which creates a cost for them, which is transferred to
other patients.
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Senator WILLIAMS. Let's go back to the question that I asked you
last.

Suppose you have made this advance payment, or "l)efore" pay-
ment, or whatever you want. to describe it as-it is a payment before
the services are providod-(and the hospital does not pay its employees,
it, goes broke. What happens?

Mr. BALL. Well, I iprestime if there were no way of recovering by
way of the retroactive adjustment at the end of the accounting
period-there is just nothing there-the Government in that instance
woul lose.

Senator WILLIAMS. You would not even have a claim, would you?
Mr. BALL. We would have a claim through the retroactive adjust-

ment, I believe.
Senator DOUGLAS. How many hospitals go bankrupt?
Senator WILLIAMS. I am just raising the point.
Mr. BALL. I think the retroactive adjustment would give us a

correct basis for getting anything from the hospital under the cir-
cumstances that you suggest that they have. If they didn't have
any thbig--

9enator WILLIAMS. I am not quarreling so much with what you
are doing as with how you are doing it.

Maybe you have justified fully what is being done. But I raise
the question of changing the rules in the middle of the game in a
manner which no one, not even the proponents of the legislation,
understood at the time.

Senator ANDE11SON. We recently had a whole chain of nursing homes
go bankrupt in Massachusetts. They would be under this provision.

Mr. BALL. I just want to be clear, Senator, that we do believe that
the retroactive adjustment provision would give us a basis in such a
case to make a claim if-and the Government would have a prior
claim-if the institution had anything that we could recover from
them.

Senator ANDERSON. Senator Douglas has another point.
Senator DOUGLAS. I really should apolo i, both to the committee

and to the witnesses, for not being able to be here more than I have.
I wanted to ask a question in reference to the underestimated cost

of three one-hundredths of 1 percent.
Is it not true that in the past estimates, that there has been an im-

plicit safety factor, because you have assumed that earnings are to be
constant, although in practice the earnings drift upward, and there-
fore receipts under the system increase at a more rapid rate than you
originally estimated?

Mr. MYERs. Yes, Senator Douglas, that is correct, for the cash
benefits program. There is the sane sort of a safety factor here in
the hospital insurance program, but in a somewhat different way;
namely, that the cost estimates assume that wages and hospital costs
will increase in the future, but it is assumed further that the earnings
base, the $6,600 maximum will not change in the next 25 years.

Senator DOUGLAS. Not only that the maximum doesn't change,
but that the average doesn't change--don't you assume that--that
the averages do not change?

Mr. MYEns. We have two different bases for the assumptions for
the cash benefits program estimates and for the hospital insurance
estimates-both of them designed to include a safety factor because
of the effect of the dynamic element of wages.
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Senator DOUGLAS. Is this safety factor a result of the fact that
earnings in practice, average earnings move upward, but that you
assume a constancy?

Mr. MYERS. In the hospital benefits estimates, we do assume that
wages go up, because this is the more conservative approach.

Senator DOUGLAS. At what rate?
Mr. MYERS. Three percent a year.
Senator DOUGLAS. So this safety factor is not as much under the

hospital and nursing home program as compared with the cash bene-
fits program for the aged?

Mr. MYERS. This assumption results in a safety factor for this
system, because if we did not make such an assumption, it would be
very nonconservative. It just happens to work out to be the reverse
of the situation as it is with the cash benefits program. Accordingly,
the actuarial cost estimates for the two programs were prepared on
different bases, so that both of them have a safety factor in regard to
the dynamic element of wage trends.'

Senator DOUGLAS. But the safety factor in the hospital benefits
system is much less than the one contained in the cash benefit for
old age?

Mr. MYERS. It is a little difficult to compare the magnitudes. But
there is a very significant safety factor in the hospital benefits esti-
mates in that we assume that for 25 years the earnings base stays at
$6,600, despite the fact that during those years it is assumed that
wages will approximately double.

Senator DOUGLAS. What is the average now?
Mr. MYERS. The average earnings?
Senator DOUGLAS. Yes.
Mr. MYERS. The average earnings of a full-time male worker are.now about $5,500 or $5,600 a year. And we assume that that goes

up 3 percent a year, but that nonetheless, the $6,600 maximum tax-
able earnings base stays the same for a full 25-year period.

Senator CURTis. At that point, the individual drawing $4,000 now,
even if you do not raise the taxable base, is going to pay a lot more
social security tax, assuming that his wages go up.

Mr. MYERS. That is correct, Senator, until he reaches the $6,600
point. Whereas the person who is now earning over $6,600, under the
assumption in this estimate, would not pay on any more than the
$6,600.

Senator CURTIS. So when you state that this is going to add to the
payroll a certain figure, you exclude the idea of the Congress raising
the wage base, but you do not exclude the fact that people with
earnings nowv below the wage base will have increased wages.

Mr. MYERS. That is the basis of this particular estimate. I had
also made a subsidiary estimate assuming that the earnings base would
increase at the same rate as wages would generally. Under those
assumptions, the cost of the program would be about 1 percent of
payroll, as compared with the 1.23 percent shown in the final estimates.

In other words, according to this other assumption, the tax rate,
instead of going up to an ultimate rate of 1.6 percent for the employer
and employee combined, could level off at the 1-percent rate that goes
into effect next year

Senator DOUGLAS. Thank you, Mr. Chairman.
Mr. COHEN. Senator Anderson, may I make one statement that I

think might be helpful to the committee.
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You are quite correct, referring back to your original statement, that
we spent many many days in executive sessions in the Ways and.
Means Committee on this item of reasonable cost.

My recollection, however, is that the committee did not want us to
absolutely abide by these so-called national guidelines of the national
organizations. Neither did they nor we-because the committee had
discussed at great length a number of points including this question
of the relationship of costs for people over 65 and under 65. And as
you know, they wrote in a specific provision in the law that the costs
of this should be determined so as not to transfer costs from the
people over 65 to under or vice versa.

So that I think I would like to make clear that we are abiding,
1 think, by the congressional int-ent, which is both expressed in the
law and in the committee report, that while the principles of the
national organization should be considered, that it was not necessary
that we abide by them exactly-in a number of cases they were not
precise enough to determine the allocation of costs between people
65 and over and under 65.

You must recall that this is a program that relates to determining
a reasonable cost of not all people in hospitals, but people 65 and over
in hospitals. That really establishes a new kind of cost determina-
tion for hospitals that is distinct from determining costs for all people.
And I think that is embodied iii the statute. And I think that we
are adhering to that intent.

Senator ANDERSON. Secretary Cohen, my only concern about it is
that we had many discussions in private groups and otherwise before
the bill was passed. And the decision was reached a long time ago.

Now, you resurrect it and say, all the time we planned to do it,
when all the time you didn't plan to do it.

There is nothing anywhere in the hearings that indicates the allow-
ance of 2 percent would ever be considered. I have had people
search the record, I have read back myself. I cannot find anything
about that, anywhere. Yet you have agreed to it because the hos-
pitals put pressure on you.

Mr. COHEN. I think the point, Senator, is that Congress did, in
setting up the concept of reasonable cost, intend for us to reflect what
the economic cost of hospital care was. And as Mr. Gordon says, if
you were going to pay for the interest on borrowing the money it
seems to us to be reasonable to try to reflect in the cost what is actually
the incurred cost of a hospital when it has to operate. So while it
was not discussed in those specific terms, I think it is absolutely con-
sistent with the intent of Congress that *What the program should pay
should really reflect what the economic cost is for a hospital in pro-
viding these services.

Senator ANDERSON. I just could not disagree with you more. We
discussed this over and over and over again, and rejected that in the
committee. I just call your attention to the committee report, page
33:

The cost of hospital services varies widely from one mtuspital to another, and the
variations reflect differences in quality and cost. The same thing is true with
respect to the cost of services provided. The provision in this bill for thb payment
of reasonable cost of services is intended to meet the actual cost.
"Actual." That is not economic or fanciful or anything else. We
put it in there so they could not bring in the various things you are
talking about now. How do you get around this?

W9
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Mr. COHEN. Well, I think this is the actual cost. I think whe.,
you are talking about economic costs-

Senator ANDERSON. If I go downtown and buy something that
costs $2, and is probably worth $5, does it cost $2 or $5?

Mr. COHEN. Now, you are talking about the charge. When yotu
use cost in that sense, you are talking about the charge to youi.
And Congress clearly wrote-

Senator ANDERSON. When I buy something, that is the cost to me-
not the cost to the manufacturer at all,

Mr. COHEN. That is the charge to you.
Senator ANDERSON. I pay cash, and it is the cost.
Mr. COHEN. Let me say here, this is an extremely important

point.
Congress wrote in part (b), on the physician services, that we

should pay the reasonable charge. On the hospital, they said we
should pay the reasonable cost. They made a very important dis-
tinction which we are trying to adhere to. When it comes to phy-
sicians' services, we don't pay cost in that sense-we pay the charge
that the physician makes that is customary and prevailing. In
the hospital area, we are paying what the cost of providing the service
is, which I think should take in all the economic costs.

Senator ANDERSON. Just one more quotation from page 37 of the
report which I think should have some importance to you. I really
believe when a committee goes to the extent of preparing a report,
and filing it, and telling the Congress and the people that this is what
they mean, it is wrong to try to reinterpret it some other way.

In paying reasonable cost, it should be ti:e policy of the insurance program to
so reimburse a hospital or other provider that an accounting may be made at
the end of each cost period for costs actually incurred.

Not beneficiarily incurred, or anything else-"actually incurred."
And if you don't pay interest orn a debt, that is not a cost that is
actually incurred.

Mr. COHEN. May T also refer you, Senator, to page 32 in the
House committee report which says:

In the determination of reasonable costs of services, consideration shall be
given to all necessary and proper expenses incurred in rendering services including
normal stand-by costs.

I think that-
Senator ANDERSON. What are standby costs? The costs of empty

beds? That is a wholly different situation. This whole matter, I
think-I want to suggest very respectfully, Secretary Cohen-raises a
question about the philosophy of aidin, hospitals such as under the
Hill-Burton program by law which the Congress enacts, and in which
we can put funding and planning requirements, or whether you do it
by giving them a share of this money and letting them use it as they
see fit. We find hospital after hospital that says, "This hospital has
a new device, and we want the same thing."

Therefore there should be planning.
I fully subscribe to that. I wish it wer. possible to say that if you

are going to give them depreciation, you can require that they fund
it and plan it to take care of future expenditures carefully.

I think Mr. Ball is right in saying it cannot be enforced properly.
But it ought to be.
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Mr. COHEN. I would want to say, Senator, we are going to give
consideration in the other health legislation that we have, to this
element of planning with regard to the use of both Fed ral funds that
may be involved and the depreciation.

I think those two points are valid in consideration of general health
legislation.

1 agree that we cannot make them as a requirement of the medicare
program. But I do think we might well consider making them a
requirement in other legislation. And we would be giving some
thought to that-th 3 Surgeon General of the Public Health Service
who is here, and I think Mr. Ball and myself, all agree that we should
give some consideration to how .o wor that out.

Senator ANDERSON. Some of us think you could require funding.
I admit there may be thin legal grounds, but I believe nonetheless
they are there. But that you can require planning I am not so cer-
tain about. If you cannot, you ought to come in with some legisla-
tion that makes it possible for you to do that, if you are going to have
this sort of fund. All over the country hospitals are built by Hill-
Burton Federal money, and local contributions, and it shocks some
of us today that should be part of the cost figured in here.

Now, Senator Kennedy, from New York, introduced a bill a few
days ago to provide $2 billion for hospital and nursing-home programs.
I think you may see many of those bills. Then what are you going
to do with your 2 percent? That is your growth factor.

Have you any assurances from any hospital that the 2 percent will
be used for appropriate growth and development? Do you have any
contracts?

Mr. BALL. No. That is not part of the agreement. The reason-
ing has been, Senator, that the 2 percent like depreciation being a
p art of cost, we are required to pay it and have no basis for a
limitation on what they do with it.

But I am sure that many hospitals will actually fund depreciation-
although we cannot require it. There is an incentive for them to
fund it. They earn interest, which is not offset against the interest
that we allow on borrowed money.

Senator ANDERSON. The American Hospital Association has written
that the 2-percent factor for capital improvement is minimal. Does
that indicate that if you start down this road, you are going to be
back every time the Congress meets?

Mr. BALL. Mr. Chairman, I have no doubt but what-at each
opportunity the hospital field and the nursing-home field will press
again for major improvements in their reimbursement formula.
i Senator ANDERSON. As a means of getting their money for new build-
ings through this routine instead of Hill-Burton financing or money of
that nature. That is the real danger, I think.

Mr. BALL. Well, I don't believe really, Senator, there is enough in
this 2-percent factor to be a very significant addition to capital
expenditures.

As you have pointed out, this relates only to the older people, and
it really boils down, as 2 percent of operating costs, hospital by
hospital, to a relatively small amount.

Senator ANrERSON. Well, Mr. Myers, what do you think 2 percent
plus depreciation would amount to? I think it amounts to a lot of
money.
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Mr. MYERS. The effect of the 2 percent and these other factors does
amount, on the average, to about $75 million per year.

Senator ANDERSON. Well, you are going to have depreciation
factors here that are new. I think you could do quite a bit with that
money, too.

MR. BALL. Senator, I am not disagreeing with the fact that it
would be preferable to have it subjected to funding and planning,
but $75 million a year spent on the hospitals is not a big building fund
compared to hospital capital needs.

Senator Anderson. On May 2 you said:
In my opinion the overwhelming majority of the hospitals would participate

without the 2 percent factor.

If that is true why did you put it in?
MR. BALL. I believe it is necessary in order to carry out the pro-

vision in the law that says the full cost for older people should be met
from medicare, and we are to avoid shifting any of the cost of older
people to younger. The 2-percent factor is to make up for certain
unrecognized specific real costs in the rest of the formula.

Senator ANDERSON. One of the real questions was this average
per diem cost. Were you going to average it or take the actual cost
or older people?

MR. BALL. Senator, the point there is that although we turned
down the average per diem, in the argument about it, I think they
made quite a valid point that our general principles do not recognize
that the aged do cost a bit more for certain services in the hospital.
We just had not recognized that. That is part of the reason to allow
this 2-percent part of the real cost.

Senator ANDERSON. Do you have anything yourself to support
that? We were given a whole group of figures just to the contrary
when the bill was under consideration.

Mr. BALL. Not the contrary to that, Senator-contrary to the idea
that average per diem would turn out all right for the aged. We
were not persuaded that this was an offsetting factor completely.
But I think we can give you some studies that the hospital people
gave us that are only partly convincing. I think they did not prove
nearly as much as they thought they proved. But I think they are
persuasive on the limited point that time and motion studies show
older people use somewhat more nursing services, it does take them
somewhat longer to admit, it does take them a little longer to get
through an X-ray process, and so on. And we have to admit that
the specifics recognized in our formula do not take this into account-
this is part of the basis for the 2 percent.

Mr. Chairman, at this point in the record, if you are going to some-
thing else, I thought it might be useful on the point we are talking
about of how important this 2 percent is in terms of a contribution to
capital expansion, to just put in an illustration.

If you took a 100-bed hospital with, say, a million dollar operating
cost, that would mean, perhaps, $250,000 for the total reimbursement
for medicare in that hospital. And the 2 percent of that $250,000
would be $5,000 a year.

If you were to fund that, it would take 3 or 4 years to build one
additional bed for that hospital. I am merely making the point that
this 2-percent factor is not a tremendous increase in the ability of the
hospitals to control capital funds, it is relatively small.
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Senator ANDERSON. I think my experience with hospitals is they
find out ways of getting matching money. You can't tell how many
times $5,000 would expand.

My point is do you want it done where you can control it, and make
sure there is adequate planning, or want to give it to them and trust
them to spend it in some fashion of their own? I think good social
teaching will tell us it is much better to put it through the Hill-Burton
program where it is considered carefully, and expansion has to be
justified, than just to pay it to the hospitals.

Senator Williams?
Senator WILLIAMS. Mr. Ball, you speak of a situation which would

require the funding of these depreciation charges. You are not sug-
gesting that you have the legal authority to require any hospital to
fund their depreciation charges, are you?

Mr. BALL. NO, we believe we do not have the authority, and that
it is not possible to require it under present law.

Senator WILLIAMS. I didn't think you had the legal authority-
either.

The staff handed us a memorandum here the other day which con-
cerned me somewhat. The memorandum appeared in the May 2,.
1956, issue of Insiders Newsletter. I am sure you are familiar with it.
"Ai HEW official last week told nursing home owners how to avoid
going broke under medicare. He suggested they pad their bills."

I will put this whole article in the record. "Bill S. Byrd, Chief of
the HEW Health Insurance Professional Relations Division, sugges-
ted at a Midwest conference that nursing homes get around this
problem by juggling their books a little. That is, by taking sums
previously shown as profits and adding them to the administrator's
salary, thereby qualifying them as costs reimbursable under medicare.
Auditors and tax accountants frowned at the idea and so officially did
nursing homes. The American Nursing Home Association is relying
on Congress and kind-hearted social security administrators not to
let the no profits policy last any longer than 1 year, but observers
believe that any payment system that doesn't permit an official profit,
even for a short time, invites subterfuge, loading of costs, and over-
charging of nonmedicare patients."

I ask that the whole article be printed in the record.
(The article referred to follows :)

[From the Insiders Newsletter, May 2, 1966]

Accounting-3Medicarc style: An HEW official last week told nursing home
owners how to avoid going broke under Medicare: le suggested they pad their
bills. This advice doesn't represent official Government policy, but it does il-
luminate a payments problem that is in hot dispute. The Government will
gladly pay private nursing homes (as well as hospitals) for the "reasonable costs"
of Medicare patients-but so far the HEW defines "costs" only as out-of-pocket
expenses for nurses, food, laundry, administration and the like. Nursing homes
won't be able to figure any profit, or interest on investment, into the bills they
p resent to the Government--and this is enough to make at least one state nursing
home association threaten a boycott of Mledicare patients. Bill S. Byrd, chief of
IEW's health insurance professional relations division, suggested at a AMidwest
conference that nursing homes get around this problem by juggling the books a
little; that is, by taking sums previously shown as profits and adding them to
the administrator's salary, thereby qualifying them as "costs" reimbursable under
Medicare. Auditors and tax accountants frowned at the idea and so, officially,
did nursing homes. The American Nursing Home Assn. is relying on Congress
and kind-hearted Social Security administrators not to let the no-profits policy
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last any longer ,han one year. But observers believe that any payment system
that doesn't permit an official profit, even for a short time, invites subterfuge,
loading of costs and overcharging of non-Medicare patients.

Senator WILLIAMS. I would like you to comment particularly on
this suggestion that they get around this problem until Congress does
act by padding their bills and juggling their books. I would like
you to start out by identifying Bill Byrd-what position he is handling,
and whether he is here this morning.

Mr. BALL. Bill Byrd is on the staff of the Bureau of Health Insur-
ance, Senator. He is not here this morning. I will get his exact
title for you. It is: Chief, Professional Relations Staff, Bureau of
Health Insurance, Social Security Administration.

I have discussed this matter with Mr. Byrd. Senator Anderson
called this matter to my attention. And I wrote to the Senator about
it. Mr. Byrd assures me that he did not state or imply what was
reported by the "Insiders' Newsletter." And I would like the priv-
ilege of responding in the record more fully on this point, perhaps
inserting the letter we wrote to Senator Anderson, if he were willing
to have us do that.

Senator WILLIAMS. Along with that, insert a copy of his speech,
and his remarks, because I understand they were taken down and
transcribed.

Mr. BALL. I don't believe he had an actual prepared statement.
But let me say this. The same speech was reported in the Chicago
American and the Chicago Tribune, and Mr. Byrd tells me that the
Tribune article presents a good capsule summary of the theme of his
remarks.

He did say that, of course, the principles allow a reasonable salary
paid to the administrator of a nursing home, including an amount
of compensation for the personal services actually rendered by the
proprietor in such a capacity, to be considered a reimbursable cost
of operation. But any implication, as said in the "Insider" is their
implication, not his.

Senator WILLIAMS. Will you put that article in the Chicago Amer-
ican in the record at this point, because I understand they too indi-
cated there may have been that understanding left at the meeting-the
Chicago American and the Chicago Tribune.

Mr. BALL. Yes, sir.
Senator WILLIAMS. In one of those articles, the Chicago American

too indicated a similar understanding, that the statement had been
made that they could get around this restriction perhaps by padding
their accounts. Maybe you don't want to use the word padding.

But we get back to the question of advance payments and pay-
ments before they are due. Without trading on words-one of those
newspapers in substance confirmed exactly what was in this letter.

Mr. BALL. We will insert both in the record.
(The letter and articles referred to follow:) MAY, 21, 1966.

Hon. CLINTON P. ANDERSON,
United States Senate,
Washington, D.C.

DEAR CLINT: I can assure you that the item that appeared in The Insiders
Newsletter of May 12 does not reflect our policy. I have also been assured by
Mr. Byrd that it does not accurately reflect what he said.

The Newsletter apparently based its story on an article that appeared in the
Chicago's American of April 20. A copy of that article is enclosed. I am also
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enclosing an article which appeared in the Chicago Tribune of April 19, reporting
on the same talk. As you can see, it makes no reference to any suggestion or
implication that nursing homes might juggle their books to evade the regulations
on reimbursement nor to any indignation on the part of the conferees. Mr.
Byrd informs me that the Tribune article presents a good capsule summary of the
theme of his remarks.

Mr. Byrd tells me that in the course of his talk he did mention that the reason-
able salary paid to the administrator of a nursing home would be considered a
reimbursable cost of operation, not a profit, but that he did not state or imply
what was reported by The Insiders Newsletter.

Sincerely yours, ROBERT M. BALL,

Conmissioner of Social Security.

[From the Chicago Tribune, Apr. 19, 1960]

NURSING HOMES HERE PLAN FOR MEDICARE

Half of the nursing home beds in the Chicago area will meet medicare standards
by Jan. 1, 1967, the starting date of the extended care portion of the medicare
program, a Chicago nursing home official said yesterday.

This will mean 5,000 beds will be available for the convalescent patient, said
Frank E. Williams, president of the Chicago Nursing Home association.

Those nursing homes which do not meet medicare standards will provide cus-
todial care under a state shelter care license, he said.

200 ATTEND CONFERENCE

Williams was among 200 persons who attended the opening of a two-day mid-
west conference on the impact of medicare on nursing homes cosponsored by the
Illinois and Chicago Nursing Home associations.

Williams said that whether there will be a crisis will depend on the planning
that is done and also on the development of adequate health care home visiting
teams. The medicare act provides for 100 home visits a year.

"Nursing homes previously" were primarily geared to custodial care," Williams
said. "They will have to change and become convalescent oriented to comply
with the intent of the act.

"Some of them are starting to phase out certain aspects of custodial care, such
as mental health, to boarding homes and shelter care."

HALF-WAY HOUSE

Bill S. Byrd, chief of the professional relations staff of the bureau of health
insurance, social security administration, Baltimore, said medicare views the
nursing home as a half-way house between the very intensive, expensive care of
the hopsital and the patient's own home.

There is no reason for private nursing home owners to fear that government
regulations will encourage the general not-for-profit hospital at the expense of the
proprietary nursing home, Byrd said.

"There are on the statute books a variety of programs to encourage the further
development and expansion of nursing homes," Byrd said.

The conference will continue today in the Sheraton-Chicago hotel.

[Chicago's American, Wednesday, Apr. 20, 19661

NURSING HUMES SEEK MEDICARE RULE CHANGE

Embattled nursing homes thruout the country are appealing for congressional
action to resolve their dispute with the Department of Health, Education, and
Welfare over payment for medicare patients.

H.E.W. has ruled that homes will be reimbursed only on the basis of reasonable
out-of-pocket expenses involved in the care of the nation's aged, with nothing
allowed for a return on capital investment in nursing home buildings or equipment.

In revealing the appeal to Congress, Alfred Ercolano, of Washington, e.eeutive
director of the American Nursing Home association, declared it was not the intent
of the legislators to put private nursing homes out of business.
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MIDWEST OPERATORS ANGERED

le said the aid of members of the powerful Senate and House finance com-
mittees, including Sell. Dirksen [t., Ill.], has been enlisted to got the ruling
changed, hopefully before the regulations are officially published next week.

Ile spoke at a midwest nursing home conference in the Sheraton Chicago hotel.
Meantime IllinOis nursing home operators were irate over the advice of an

LI.E.W. official which they said left their only two alternatives to shultting up
shop-deceptive accounting or penalizing private patients to subsidize the gov-
ernment's inadequate payments under inedicare.

CRITICIZED BY RABBI

Bill S. Byrd, chief of Il.E.W.'s health insurance professional relations, speaking
to the groups, had sugge-ted that while neither profits nor interest would be
allow(! inl payments for medicare patients, sums t ormnrly designated as profits
might possibly be included in such itenis as administrator's salaries.

Conunenting Oil this, Rabbi hlillel Yaimllpol, past president of the Chicago
Nursing Home association, said:

"What they are really telling us is to find loopholes in the law and saying in
effect, 'Don't worry, you'll find t way to get around the regulations.'

"It's not a fair or an ethical thing to do."
Aside from the fact that people w%'ho have invest ed money in nursing homes

have a right to exl)cct a reasonable return onl their money, the rabbi said there
would not be sufficient fulds for nursing homes to operate if the government pays
'unrealistic rates" for inedicare )aticnts.

Operators varied in their judgment as to what action should be taken should
congressional persuasion fail.

Sonie said they would reject lledicare patients. Others counseled a policy of
"trying to live with the regulations" while trying to get them changed.

Those who took the view said that the boycotting of med(icare by private
nursing homes would signal a mass move for the building of nursing homes by
hospitals with federal funds under the hlill-Burton act.

Senator WILLIAMS. Now, one other question here.
In the coimit tee report, tlhee is a statement made of an additional

cost of about $230 million during the first year's operation of the
expanded Kerr-IMills program ill the Various Stal es-assuining that
all of the States adopted the piln.

Now, in the Washington Post of last Sunday there appeared an
article in which it, wits indicated that eight States have now adopted
this phan, and that their projected first year's cost, alone, is going to
be around $325 million, which is substantially more than it was before.
And these eight States are going to use up alniost in its entirety the
increased amount estimated b y the conimittee.

Now, Mr. Myers, would you care to estimate as to what it would
cost. if all 50 States uiidertook the expanded program that these eight
States have now adopted?

Mr. Mv;ts. Senator Williams, I ant sorry, but the cost estimates

for this part of the program were not made by me. They were made
by the staff of the Welfare Administration. I have only been re-
sponsible for the cost estimates for the various insurance programs.

Senator WILLIAMS. Mr. Ball?
Mr. BALL. him or(ler to be responsive to the Senator, would it be

acceptable if we attempt to secure such an estimate from the other
constituent in tile Department for insertion in the record? This is
not under my jurisdiction, either.

Senator WILLIAMS. Can you have whoever it is down here who made
this estimate before, and who can make the current estimat--maybe
they can be down here this afternoon, or when you next testify.
Because we have a situation here where just eight States implementing
a program is going to cost around $300 million, and the estimate
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given last year was that 50 States would be $238 million. And again
iam somewhat confused as to just how these estimates are nmade.
Where do you get these estimates in the first place?
Mr. BALI1 . Senator, I just really am not informed on the estimating

process in the welfare program. It is not primarily an actuarial
process, such as under the insurance system.

Senator WILLIAMS. Would it be fair to say whoever made the
estimate was likewise not informed?

Mr. BALL. I don't think I can say that, Senator. I am sure they
used whatever information there was and did a conscientious job
with it.

Senator WILLIAMS. You will find out who the person was who
prepared the estimate and have him here. I think those are points
which should be cleared up, because based on this, there is going to
be a variation there, if it is extended, from $500 to $700 million.

Mr. BALL. I would say this, Senator.
It is very difficult in the area of the grant-in-aid programs to the

States to make estimates, because it is ai Federal offer to the States,
and depends on what actions the States take, how much money it is.
And you just cannot estimate what the reaction of the States is
going to be.

Sone States have moved pretty far in this prograni under the law,
and it miay well not have been anticipated.

Senator WILLIAMS. I understand that. I make some estimates
myself occasionally. But I notice that this estimate is not $225
million or $250 million, it is not a rounded-out figure. The estimate
is $238 million. So in oder to come to this figure, which is not a
rounded figure, whoever prepared it had to have a tabulation. And
I would lik e for the gcitlenian to bring the tabulation which totaled
the $238 million preselmi.-d to the committee, because lie must have
had such a tabulation. If not, maybe he can bring an explanation as
to how lie just looked over in the distant future and Picked 111) 38
whl didn't lie pick up 40, or a round figure?

Mir. BALL. I W0oh be happy to convey that, Senator.
Senator CU1TIS. Mr. Chairman, J will try to be brief, because we

are going to have an afternoon session.
Referring back to the 2 percent, I believe a ho.:oital publication

referred to this as a capital improvement payment.
Your statement this morning refers to it as part payment for the

lack of precision in determining costs.
Now, how much of it is lack of precision in determining costs, and

how much of it is capital improvement l)ayment?
Mr. BALL. Well, Senator, our rationale, and the rationale of the

Advisory Council, for including 2 percent, was the failure of the cost
formula to include all of the items of true cost.

Now, certainly, you are absolutely right that the American Hospital
Association people and many others have argued that we should
allow, in addition to cost, just a plain plus factor for expansion and so
on. We did not do that.

Senator CURTIS. But they used that expression after the 2 percent
had been agreed upon.

Mr. BALL. That is their interpretation, Senator, not our rationale
for the payment.

03-924-60-0
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Senator CURTIS. They say "In accordance with the standard prac-
tice of a number of large third party purchasers, this allowance in lieu
of direct return on equity capital provided recognizes the continuing
need for capital funds to secure, preserve, and improve service render-
ing capabilities."

"Although the methods to be utilized by hospitals for determining
the actual costs of services provided to beneficiaries are the best avail-
able, some lack the precision, and the methods at the present stage of
cost finding represents a contingency which is a further consideration
for including this allowance."

But you would not have a breakdown?
Mr. BALL. No, Senator. I would not really have interpreted that

earlier phrase as a contribution of significance to capital improvement
as against this failure of historical depreciation to keep up to date, and
to replace existing machines with machines of a new technology.

Senator CURTIS. Now, I want to ask you a hypothetical question.
Suppose an individual past 65 went into the hospital in March

1966. And he again goes into the hospital 6 months after the program
goes into effect. We will assume he has the same problem, the sameequipment is required, the same care, everything being identical-
how mv'4 i more will it cost for taking care of that indivi(lual 6 months
after th,. prograin starts than it did, say, in March 1966? If you
want to provide the answer later-

Mr. BALL. Senator, I don't think we can give an answer with any
precision.

The cost of rendering hospital care has been rising over the last
several years at an average rate of roughly 6 percent a year, and
there is no indication that there is any slowdown on that so that I
presume one could extrapolate that 6 percent average increase in the
past to indicate that we could expect something like a 4-percent in-
crease in the period covered by your example.

Senator CURTIS. I would be glad to know how much.
Suppose a hospital is a nonprofit concern, which has not tabulated

depreciation costs for tax purposes. It has a piece of equipment that
is still serviceable. If it had been a taxable institution, we will assume
the equipment had been depreciated to the point where the basis
would be zero-but it still has this equipment. And the law goes
into effect. What will be the basis for depreciation m'nder your
formula?

Mr. BALL. The basis would be that the institution would be allowed
just once, at the beginning of the program, to establish a new life for
that asset, based on the best estimate they can make of how much
longer that asset would actually be in use. This would, under the
principles, have to be approved by the fiscal intermediary, that is
the Blue Cross or the private insurance company, as a reasonable life.
And then of course that additional life, combined with the part that
had previously passed, would form a new basis for depreciation.

Senator CURTIS, Now, if they were a tax-paying ejntity, and de-
preiated it all out, and their basis became zero, but admittedly they
could still use it for a few years, would you still allow them depre-
ciation?

Mr. BALL. Yes, sir. The same principle applies whether it is non-
profit or profit-.the theory behig if the asset is'actually used in the
production of services tunder this program, the using up of that asset
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is a cost to the producer regardless of whether or not he for other
purposes has depreciated it.

Senator CURTIS. Suppose there is a hospital of a given size, and
they have an artificial kidney machine. A very small percent of
patients ever use an artificial kidney. But under common practice
they take the total cost of maintaining and running a hospital, and
divide it by the number of patients they have, and that is the cost
of running a hospital.

So under existing practice the other persons who are ill and hos-
pitalized subsidize the cost of an artificial kidney for another patient,
because no individual could pay the cost of an artificial kidney by
himself.

Will that practice continue?
Mr. BALL. In substantial degree it would, Senator, by reason of

the fact that what we are relying on is the charge structure to measure
the amount of services that are given to medicare beneficiaries as
against the total number of patients in the hospital.

Now, the charge structure itself has in it the point that you make.
That is the charge structure for the artificial kidney does not fully
reflect true cost. Therefore, an allocation based upon the charge
structure would still have in it some of this element of subsidy you
suggest-that is the use of the artificial kidney would not be given
as much weight as it should be in the allocation of costs.

Senator CuRTIS. So if a patient goes to the hospital and he doesn't
use the artificial kidney, his reasondle costs will still reflect the fact
that the hospital has an artificial kidney available.

Mr. Wimcox. I merely want to say, Senator, the committee report
specifically indicates that stand-by costs should be included. I
think a large part of the cost of the artificial kidney might well be
classified as a stand-by cost.

Senator CulTiS. Even if an individual went in there for cataracts
in the eves?

Mr. W'XiLcox. Yes, sir.
Senator CutTis. Now, most private insurers do not agree to pay

the hospital bill, but they agree to pay a fixed dollar amount, is that
right? Private insurance companies.

"Mr. BALL. The private insurance companies. There are today
many, many contracts, Senator, that go both ways. There are many
private insurance companies today-

Senator CURTIS. Ilow about Blue Cross?
Mr. BALL. They are on a service basis typically but--
Senator CuRTS. How will the payment for a day in the hospital,

assuming the same factors, same amount of illness, the same amount
of care required-that the Blue Cross has been paying-compare
with what you will be paying when this starts. Will you be paying
more or less?

Mr. BALL. Well, it is hard to give an exact answer, because you
know there are 72 different Blue Cross plans, they have different
approaches from place to place. The aged are, we believe, quite a
special group in terms of cost. I

Senator CutTis. I will confine my question to the aged. Suppose
an older person is covered by Blue Cross. Is it going to cost him-
is it going to cost this system, this Government system, more money
when this program gets started than it will cost Blue Cross in the same
hospital?
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Mr. BALL. Well, for people over 65, since the reimbursement for-
mula Blue Cross has used is typically the average per diem approach
you were referring to earlier, and since, we believe, this formula does
pay the hospital more for the aged than their true costs-for the rea-
sons I explained earlier-therefore, in reimbursing hospitals for the
aged, we would tend in comparison with such plans to be paying less
on the average for the aged than Blue Cross has been doing.'

Senator CURTIS. The staff informs me that a former high official
in the Blue Cross says that under your proposed reimbursement regu-
lations you may be paying about 10 percent more than Blue Cross
pays on the average.

Mr. BALL. I would have to know on what he based that. I think,
Senator, my answer stands-that as far as reimbursing for the aged is
concerned, the Blue Cross plans that reimburse on an average per
diem have in them the very defect we were talking about earlier, and
reimburse the hospitals more for those aged patients than true cost,
and to that extent they would be reimbursing more than we would.
* Senator CURTIS. In other words, you are going to do this for less
cost than the Blue Cross?

Mr. BALL. No; I am saying that the Blue Cross plans that use the
average per diem method for reimbursing for aged people are paying
more than the cost of services for those people, and we are going to
pay true costs for those people.

Senator WILLIAMS. Do I understand that the hospital will receive
less in payment when the patient is insured under your program than
under Blue Cross?

Mr. BALL. In those plans that are on the average per diem basis,
Senator, which are a very high proportion of Blue Cross plans, that
is correct, and it is one of the reasons that the hospitals and the Blue
Cross Association press so hard to get us to go on an average per diem
basis. They realize that actually in terms of the people who are under
Blue Cross that they would receive less reimbursement than they
had been. And I might just say that we feel actually in total that
being able to resist that and adding merely this 2 percent we talked
of is a very good arrangement for tle Government.

Senator CURTIS. Well, now, the Blue Cross plans do not allow
depreciation.

Mr. BALL. I beg your pardon?
Senator CURTIS. 'ihe Blue Cross plans do not allow depreciation.
Mr. BALL. Some plans do and some don't. And the ones that

don't frequently allow a percent of the operating cost which like our
2 percent is rationalized on the grounds that they have not specifically
recognized certain other costs. For instance, it is not uncommon to
allow 5 or 6 percent of operating costs because they did not allow de-
preciation. You might, Senator, be interested 'n knowin-as a
matter of fact--that what the Government's own approach on joint
form 1, in reimbursing for veterans and for the programs of the
Children's Bureau, until quite recently, didn't specifically recognize
depreciation but 6 percent, as I remember, was added, to operating
costs which was in lieu of that depreciation.

Senator CURTIS. We do not permit accelerated depreciation on
joint form 1, however.

Mr. BALL. No, sir.



REIMBURSEE NT GUWILINES FOR MZIDCARB

Senator CURTIS. Well, now, I have in mind a very well-run hospital
some 30 miles from Omaha that gives excellent care, but is not a
teaching hospital. Neither does it provide all pathological services.

As a result, the per diem costs are $15 or $20 less per day than a
large city hospital which passes on some of its testing and teaching
costs to all the patients.

Now, will your payment to the nonteaching hospital which does not
have all the laboratory facilities or teaching program, will they have
a different rate of payment than the hospital that has the teaching
programs and the laboratory facilities?

Mr. BALL. Yes, Senator.
Any approach to arriving at the cost of rendering the services,

whatever method you use, would arrive at the point that the hospital
which had less in the way of service to provide would have a lower
cost, and they would certainly be reimbursed less.

Senator CURTIS. A lot of people tell me that when they go to the
hospital they are charged 25 cents on their bill for an aspirin. Are
you going to absorb that?

Mr. BALL. The formula is entirely on a cost basis, and we would be
paying the hospital-just as an example--not what charge they put
on the patient's bill, but what the cost of the aspirin actually was.

Senator CURTIS. The cost would be less than a cent.
Mr. BALL. Yes, sir.
Senator CURTIS. So the hospitals that are now charging a patient

25 cents every time a nurse comes down the hall and gives him an
asphqin will be doing it at their own expense?

Mr. BALL. Well, actually, Senator, I think in a situation that you
give, the hospital is making a lot of money out of ,hat particular
service, and we would be paying them the cost, so they would be
getting less income for that service, that is true, but-

Senator CURTIS. I know of many diabetic patients who iv to the
hospital. They would be very happy to bring their own ottle of
insulin along. Some of them are capable of administering their own
insulin in the hospital, because they have done it for years. The
hospital, however, will not let them do that.

Then, when they get the bill, they find a good many dollars added
every day for the administration and cost of insulin on a dosage
basis.

How are you going to handle that?
Mr. BALL. Again, Senator, we are on a cost basis here, not a

charge basis. We would pay only for the cost of drugs that were
furnished by the hospital customarily to its patients.

Senator CURTIS. Customarily. Then you would keep up the same
thing?

Mr. BALL. If the individual bought his own insulin?
Senator CURTIS. They wouldn't let him. They wouldn't let him

send to the drug portion of the hospital to buy a bottle of insulin.
Mr. BALL. If that were done by the hospital, furnished by them,

we would pay the cost of it, not the charge, and, Senator, as I am
sure you remember there is a specific prohibition in the act against
our interfering with the conduct of the hospital, and the way in
which they run their operation. And we just would not be free to
interfere with that arrangement.

The Surgeon General indicates there are medical reasons for this.
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Dr. STEWART. With your example of insulin, we would not like
the patients to bring the insulin and administer it themselves, because
very often when diabetics are ill for another reason, they get out of
balance, with their insulin.

Senator CURTIS. I know, it may cost $800 to send a diabetic to a
hospital for 3 or 4 days.

Dr. STEWART. That is correct.
Senator CURTIS. Young people are going to have to pay the cost

of this medical program for all the old people, including the very
wealthy. And they are stuck with charges of 25 cents per aspirin
and, they get stuck with a good many dollars for the administration
of insulin. The figures I quoted are not unrealistic, and they are
not unusual.

And I think that just as it is true that the other patients in the
hospital have to subsidize welfare patients now, other sick people
have to subsidize other patients in the hospital for the use of costly
and unusual equipment, such as artificial kidneys. And I think that
is ridiculous.

Certainly, the unusual costs the patient cannot bear himself should
be borne by somebody else. But well people are better able to bear
that, than the other hospital patients.

Would you submit for the record copies of all the papers, forms,
applications that a patient under this program must complete before
he enters the hospital, as he enters the hospital, while he is in the
hospital, and as he leaves the hospital?

Mr. BALL. Senator, there are no forms as far as this program is
concerned that the patients have to sign in any of the situations you
have described.

Senator CURTIs. How do you know? Does somebody just go
there and say, "I want in?" They say orally and under oath they
are 65-but as a matter of fact, they may be under 65. Their citizen-
ship may be in question. There are dozens of other factors.

Now, are you going to let an individual come to a hospital, who
says "I want the provisions of part (a) and part (b) of the Medicare
Act" stay there. There is nothing for them to sign?

Mr. BALL. Senator Curtis, the--many of the points that you are
raising are necessarily predetermined in terms of our having taken
an application from an individual and establishing-

Senator CURTIS. From whom?'
Mr. BALL. The individual. But not when he enters the hospital-

and determining his basic eligibility for social security, or whether
he meets the provisions that cover people who are 65 who are not
covered under social security.

Every individual covered by this program is being issued a health
insurance card, which indicates right on it whether he is covered for
hospital insurance or medical insurance or both. It is like a Blue
Cross card. He shows this when he goes in but his eligibility has
been determined beforehand.

Now, the staff reminds me there is one form-the in-patient hospital
admission and billing form-that he does sign on entrance to the
hospital. This indicates that he is asking that his bill be paid under
the social security program, and he shows them this card that he
carries with him, that he is eligible for this, and then he signs this
bill, and that is the only thing that he signs.
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Senator CURTIS. Will you insert that in the record?
Mr. BALL. Yes, sir.
(The information referred to follows:)

INPATIENT HOSPITAL- AIMION AND BILNG
HOSPITAL INSURANCE BINIFIrI-SOCIAL SECURITY ACT

Fwivt Appi,et.Fsrs tisr, v
Sod I 14

1. PATIENTS LAST NAME PIRST NAME ;M 2. HEALTH INSURANCE CLAIM NUMBER

3. PATIE.T.S E 01F4. .... .. Z ..... OF arN se.. . x .

l. HOSPlIAL NAME AND 055 RDRDSS 5 NAME AND ADDRESS OF ATTENDING # M OSiCIAN

0. MEDICAL RECORD NOl

TO. AISOP TllSADMILIOI rT. HHD NOADSES OPANYT 1NS41iTTION PROM WG4lCH DISCHIARGDDOURING LAST 40 DAYS fit l soUI

.1. I _____
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PRIVATE 1f ESPLOTE QOH r4.I.
f__O NACC 0on UNION

PATIENT'S LEiIIAIN U OIAIN1 tII:ASI: -aN QA [ION ANDPA EN EUS hCryt
the information giia by rise in applying for pa)etl under Tite XVIII of the Social Securty Act Is correct. I authorize release of all
records required to act on this request. I request that pa)ment of authorized bcils be made on my behalf.
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7

[rI
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I Il I I .........

14. ADMITTING DIAGNOIS

17. APPROVED MY

DATE
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Senator CURTIS. He signs nothing on release?
Mr. BALL. No, sir. Of course, the hospital itself has various pro-

cedures that are in effect now, and they are in control of the hospital.
There is nothing required by the Social Security Administration or
medicare other than what I am speaking of here.

Senator CURTIS. His entitlement to 90 days in the hospital is for a
spell of illness?

Mr. BALL. Yes, sir.
Senator CURTIS. Suppose in the middle of that spell of sickness, he

and his family decide that the hospital is not doing a good job, and
they load him into an ambulance and take him to another hospital.
Anything for him to sign?

Mr. BALL. Well, if that were to happen, Senator, on admission to
the new hospital he would once again sign this admission and billing
form-at the new hospital.

Senator CURTIS. Well, would you supply all the papers for the
record that are required in connection with part (b)?

Mr. BALL. Yes, sir. Under part (b), we are really very proud of
the form that has been developed there. It was done with the help
and assistance of a committee of doctors of the American Medical
Association. They were particularly helpful in developing this.

Here is the form. It is actually a two-purpose form. Under the
part (b) part of the program, you can get paid in one of two ways.
Either the patient can be paid directly, in which case he fills out the
form and attaches receipted bills from the doctor, and then the orga-
nization-Blue Shield, or private insurance company-deals solely
with the patient.

On the other hand, if the patient and the doctor agree there can be
an assignment to the physician, and in that case the physician fills
out this form and signs that he is willing to accept the assignment.

In either case, all that is needed for that entire process is this form,
and in the event that the doctor doesn't sign it, the attachment of
receipted bills.

Senator CURTIS. Would you insert that in the record?
Mr. BALL. Yes, sir.
(The document referred to follows:)
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REQUEST FOR PAYMENT
MEDICAL INSURANCE BENEFITS-SOCIAL SECURITY ACT

rp.YP 0e Print all Ityotmetion)

Pine AppreoN4.
Bedirnjtwe Hnen 72471t)

Copy from INAME or BENEFICIAY NT I Wo

your HEALTH
INSURANCE
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4. ASSIGNMENT: Do you want payment for an unpaid bill made directly to the physician or supplier? FI VE (] NO
AUTHORIZATION: I authorize release of any information required to act on this claim and permit a photographic or other
facsimile reproduction of this authorization to he used in place of the original.
REQUEST FOR PAYMENT: I am requesting payment either to myself or to the party accepting my assignment for the medical
insurance benefit, if any, payable for the reasonable charges for services or supplies described. Where payment is assigned. I under-
stand I am responsible for the deductible and 20% of the remaining reasonable charges.
I5.etNATUsI Paua t t .At .. ,..artatir) ATE SIGNED
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7. A. I.C.0.*
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INSTRUCTIONS--PLEASE READ BEFORE COMPLETING THE OTHER SIDE OF THIS FORM

GENERAL INSTRUCTIONS

MEDICAL INSURANCE PAYS--0 percent of the reason-
able charges for physicians' services and medical supplies,
except the first $50 each calendar year (called the $50
deductible). Reasonable 'charges are determined by the
organization which pays the claim, taking into account the
customasy charges made by the doctor and the prevailing
(usual) charges of doctors In the locality.

Example of Payment: A beneficiary has doctor bills of
.$500 during a calendar year. The first $50 will not beFid by medical insurance; the beneficiary is responsible
or this deductible amount. Of the remaining $450, medi-

cal insurance will pay 80 percent, or $360, and the
beneficiary is responsible for 20 percent, or $90.

DEDUCTIBLE-The $50 deductible applies each calendar
year. No expenses before e benelelar' medical Insurance
coverage date eam be sed for te deductible. This date is
shown on the beneficiary's health insurance card. Be sure
to read the full explanation of the deductible in YOUR
MEDICARE HANDBOOK, especially to find out how ex-
penses in the last 3 months of one year may sometimes be
ux d for the deductible in the next year.
Since the medical insurance plan does not pay for any part
of the $50 deductible it is recommended that the first claim
each year not be fiet until the deductible haa been met for
that year.
HOW TO CLAIM--This form can be used to claim pay-
ment in either of two ways:.
1. Payment to the patient--after he has paid his doctor or

supplier; or
2. Payment to the doctor or supplier--for unpaid charges,

if both the patient and the doctor or supplier agree to
this method of payment, called the "assignment" method.

PAYMENT TO THE PATIENT

The beneficiary (patient) should complete Part I of this
claims form. He should be sure to sign and date it. If he
cannot sign his name, he should make, an X and have It
witnessed. The witness should show his own name and ad-
dress on the signature line. If the beneficiary cannot make
the claim for himself, his authorized representative should
show the beneficiary's name and "By" followed by his own
signature and address.
Itemized receipted bills, including bills for the deductible
amount, must be attached to the claims form, unless the doc-
tor prefers to complete Part II. If itemized bills are attached,
THEY MUST SHOW:

" Nam of person or organization furnishing the medical
service; or supplies. If they were not furnished by a f
physician, the name of the physicIan who prescribed the
services or supplies should b shown. a

" Nase of patient receiving services or supplies.
" Each date services or supplies were provided.
" Place services were provided (home, office, hospital, etc.).

If provided in an Independent laboratory, its name and
address must be shown.

* A description of the services or supplies provided on each
occasion. If the bill is for ambulance service, it should t
show the origin and destination. 0

* The charges for each medical service or item. a

* The receipt showing the bill was paid may be on the-bill
or attached to it. Please do not send cancelled checks.

* To help speed handling of claims, the daim number
should be written on each bill.

PAYMENT TO THE DOCTOR OR SUPPLIER

If all or any part of a medical bill has not yet been paid, the
patient may assign his medical insurance benefit payment so
that payment can be made directly to the physician (or sup-
plier). However, both the patient and the physician (or
supplier) must agree to this "assignment" method of pay-
ment. Under the Social Security Act, the physician or sup-
plier who accepts an assignment also agrees to accept the
reasonable charge as his full charge. (Reasonable charge
determinations are made by the organization which makes
medical insurance payments.) The patient, of course, is still
responsible for the $50 deductible and 20 percent of the
remainder.
If this method is used, the patient should complete Part I of
this claims form and check "Yes" In item 4. The physician
for supplier) should complete Part It and check the box in
item 12 to show his acceptance of the beneficiarys assign-
ment.

INSTRUCTIONS TO PHYSICIAN OR SUPPER FOR
COMPLETING PART II

For each date in item 7. the physician should describe any
medical or surgical procedure, attaching a supplementary
statement if necessary. If more than one procedure or treat-
ment was provided on a single date, describe each procedure
separately. Include any charges for preoperative and post-
operative care in surgical charges. If the services or sup plies
were not furnished by a physician, the supplier should show
in item 7-D the name of the physician prescribing them
whenever Part II is completed. A report for ambulance
service should show the origin and destination In item 7-C.
Space is provided for a physician identification number to
facilitate processing of the claim by the organization making
payment.
The doctor or supplier may attach itemized or macii;'-
prepared bills which contain the same information required
by item 7 of the form. The patient's claim numbe, should
be shown on each bill. The physician may show his diagno-
sis either on the bill or in item 7.

MAILING INSTRUCTIONS

Mail this form to the organization handling medical insurance
benefits in the area where the medical services or items were
furnished. The nearest social security district office will be
lad to help anyone who calls, writes, or telephones for
assistance in filing his claim. If it Is more convenient, you
nay get help from the organization designated to handle
medical insurance benefits for your area.

FOR MORE INFORMATION

'or more information, please refer to YOUR MEDICARE
-ANDBOOK. If you have a question about the way a par-
icular claim was handled, you should get in touch with the
organization which made the payment or with the nearest
ocal security district office.

Senator CURTIS. Is thare any additional form necessary if he goes
to more than one doctor?

Mr. BALL. This form-if the individual is himself making the
claim-could be sufficient for his entire claim, attaching bills from
different doctors. But if, on the other hand, each physician were to
accept assignment, then in that process there would b3 a separate
form for each physician.

Senator CURTIS. And when does he pay the deductible, in reference
to the hospital portion?
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Mr. BALL. Well, that will depend upon hospital practice, Senator.
The hospital, in admitting him with this card, knows tha6 ha is liable
for the first $40. As you were suggesting earlier in our discussion,
some hospitals, perhaps depending on what they know of his financial
responsibility, may require an advance from him at that time. In
other situations the hospital may be content to collect that deductible
at the time he leaves the hospital. In still other instances, the $40
will need to be paid by the Public Welfare Department if the individual
doesn't have resources of his own.

Senator CURTIS. How many registered nurses are now working in
hospitals in the United States?

Dr. STEWART. There are about 620,000 active nurses, and there
are around 65 percent of them working in hospitals and other
institutions. I would have to gt the figures specifically.

Senator CURTIS. How many will be required as a result of this bill?
Dr. STEWART. Well, that is difficult to estimate, Senator Curtis.

There is a shortage of nurses now.
Senator CURTIS. Do the best you can. Would it be more?
Dr. STEWART. Yes.
Senator CURTIS. How many registered nurses are now working

full time in nursing homes?
Dr. STEWART. That figure I could not give you. It is not available.

It is, of course, a small proportion of the 65 percent.
Senator CURTIS. Isn't it true that if nursing homes are to comply

with your regulations, the number of registered nurses required
would greatly increase?

Dr. STEWART. These will be required to have registered nurses.
But we are not talking about all the nursing homes under this benefit.
We are talking about, an extended care facility, which is-which one
might describe as a little higher order of medical care.

Senator Cuw'ms. I am restricting my questions to those which come
under this program.

Dr. STEWART. Well, we do not know at this time how many this
will be.

Senator CURTIS. But if they follow your regulations, it will take
more nurses than they are using now?

Dr. STEWART. Well, if an institution meets the qualifications now
to participate as an extended care facility, they will have the nurses
now.

Senator CURTIS. Most of them are going to have to change, aren'ttheV?h3 r. STEWART. I would say among the factors which institutions

will have to meet in the standards, one of the more difficult will be
having enough nursing personnel in that institution.

Senator CURTIS. In other words, the extended care institutions are
using a great many oth employees and practical nurses, people with
some experience, as contrasted with registered nurses?

Dr. STEWART. Yes. But I don't want to imply they wouldn't
continue to use practical nurses.

Senator CUiTIS. But you are going to require that they use moreregistered nurses than they are using now?
Dr. STEWART. They will be using more, but not all of the nurses

have to be registered nurses.
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Senator CURTIS. They will be using quite a few more registered
nurses, won't they?

Dr. STEWART. In the extended care facilities? I think in terms of
total it is a small percent increase.

Senator CURTIS. Isn't that also true with reference to hospitals?
To meet your requirements, they are going to have to have registered
nurses to perform a lot of duties that as of today are being performed
by people who are not registered nurses?

Dr. STEWART. If one makes the assumption that after this program
is implemented there will be more service provided to the people over
65, it requires more nurses.

Senator CURTIS. No. The same number of people.
Isn't it true that your regulations are such that with the same

number of patients, they are going to have to use more registered
nurses than they are using now?

Dr. STEWART. If they do not have round-the-clock registered
nurses now, yes, they would.

Senator CURTIS. Well, I don't know what the answer is, as to what
they have now. But I think you should know.

The answer is yes, is it not? To take care of the same number of
patients, they are going to have to have more registered nurses than
they have now?

Dr. STEWART. In order to meet the standard of round-the-clock
nursing, I think some institutions need some more nurses, yes.

Senator CURTIS. That is true of the convalescent homes?
Dr. STEWART. It is more true in the extended care facility than

the hospital; yes.
Senator CURTIS. And we are short of registered nurses now?
Dr. STEWART. There is a shortage of registered nurses.
Senator CURTIS. This is going to increase the cost, isn't it-securing

a registered nurse?
Dr. STEWART. Yes, I think it probably will. If you have more

registered nurses afterwards than before, it will increase the cost a
certain amount.

Senator CURTIS. Especially when you have a shortage, because the
employer is not going to lose his registered nurses to another employer.
It will become competitive. ,

Dr. STEWART. But nurses have been notoriously underpaid, too,
Senator Curtis.

Senator CURTIS. How about graduate dietitians? Are you going
to require more than are being used now in hospitals for the same
number of patients?

Dr. STEWART. No.
Senator CURTIS. How about the convalescent homes?
Dr. STEWART. No, I don't think so.
Senator CURTIS. Well, now, isn't it true that there are job descrip-

tions-if that is the proper term-in the present regulations which
will require a convalescent home to have a graduate dietitian to per-
form some duties now being performed by other people?

Dr. STEWART. A job description?
Senator CURTIS. I don't know whether it is a job description or not.

But isn't that the practical effect of your regulations?
Mr. BALL. Senator, could I ask the Director of the Bureau of Health

Insurance to comment on this standard situation?
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If I could just make one general statement before he does-in line
with the general direction of the Senator's question, I think it was
very clear in the act and the legislative history that the Congress
wanted to be sure that medicare patients got care in quality institu-
tions, and they directed the Secretary to establish standards with
the advice of the Health insurance Benefit Advisory Council that
would make sure that the services that people received were in institu-
tions that were safe and protected their health. And one of the re-
quirements that has been established, which would apply really to
relatively small institutions-because others would already have it-is
the requirement of a registered nurse on duty around the clock, and
the reason for that was that a hospital holds itself out to take care
of very sick people, and emergencies can arise at any time.

So that standard was established.
Now it is possible, in situations where it is the only hospital that is

available, for Us for a time, at least, to make an exception to these
standards.

But, basically, I feel it is quite important that we have good standards
so that the care that people get under this program is protective of
their health and safety.

But the specific question that you asked about the dietitian, I
think Mr. Hess has the answer.

Mr. HESS. Senator Curtis-the dietary supervision standard says
that a person is designated by the Administrator to be responsible
for the food service, and if this person is not a professional dietitian,
then the extended care facility must show that regularly scheduled
consultation from a professional dietitian or other person with suitable
training is obtained.

Now, it is up to the State health department to apply that standard
appropriately to the particular institution. As Mr. Ball indicated,
the size of the institution and the other circumstances of care will
permit the State health department to indicate whether or not they
believe there is substantial compliance with this requirement.

I might add, if I may interject, thatwe had very extensive consulta-
tion on all of these standards with Work groups at which were repre-
sented members of the organized medical profession, the nursing pro-
fession, as well as State health officers and others, who felt that these
were minimum standards in terms of this concept of substantial
compliance.

Senator CURTIS. But there will be Federal standards as to what
constitutes substantial compliance?

Mr. HEss. These are not really standards. They are participation
requirements. And we are issuing some guidelines to the State
agencies, basically the judgment as to whether or not there is sub-
stantial compliance is in the first instance a recommendation of the
State health department to us. And the decision--the final decision
rests with us to accept or not the State health department's recom-
mendation.

Senator CURTIS. You can accept it or overrule it?
Mr. HESS. Yes, sir.
Dr. STEWART. Senator Curtis, the reason for a standard such as

this dietary standard in the extended care facility, is that a great
many of the beneficiaries who will be in an extended care facility need
special diet therapy, and you cannot put this together with just anyone.
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Senator CURTIS. Yes. But there tire ii lot of dietary kitchents run
by devoted people who do anl excellent, job, getting Sonhi0 general
instructions from tie doctor and the other people i,,VOlved, 1111d they
do a Su)erb job. And I can take you to some city hospitals wlich
have so much staff that you cannot walk through the halil, where they
do a terrible job, and the diet for an individual having one illness 1s
delivered on a tray to a patient with an altogether different illness and
vice versa.

Dr. STEHWART. That is why it was written in spell a way that if it is
being run well by the staff, and they have consultation---which is in a
sense assurance that this is so-then they would |neet that particular
criterion.

Senator CURTIS. My point is this: These Federal statttes--I ant
not talking about the inst itution that is poorly riuni, that has no con-
cern for the patients. I am talking about. ilstitutiols which are doing
a very good job, at low cost, and tley are instructing (evoted people,
sometimes with lintited professional training, to do a job, and they
are doing a good job-for all of those institutions their costs are going
to increase, in order to imeet these standards.

Dr. STEWART. I think on the average this is correct-if they do not
have this now.

Senator CURTS. I an sorry to have kept you so long. My instruc-
tions are to adjourn the meeting to 2:30.

Mr. BALL. Mr. Chairnman, could I ask at. this point there be
inserted in tile record a memorandun from our general counsel with
colnlents oil these reimbursement l)rinciples that we have been dis-
cussing from the standpoint of their legality, since that has conic up
several times?

Senator CURTIS. Certainly.
Mr. BALL. 'rhamk you.
Senator Cutirrs. Will you please date the memorandum?
('T'he material referred to follows:) MAY 241, 19)66.

U.S. Government Memorandum To: Mr. Robert M. Ball, Commissioner of Social
Security.

From: Alanson W. Willcox, General Counsel.
Subject: Iealth Insurance-Principles of Reimbursement for Provider Costs

(As Released May 2, 1966).
You have asked me to put in writing our views, which we have given you from

time to time orally, on the leaglity of the proposed principles of reimblinrsement.
I will confine these remarks to those provisions about which a question of legal
authority has been raised.

At the outset it is well to note that the health insurance legislation, partietlarly
in section 1861(v), provides its own setting for the determination of the "reason-
able cost" of hospital and other services, and largely divorces this determination
from the legal framework applicable to government tal cost determinations for
other purposes.' The legislative history makes it clear that this was done delib-
erately, with an eye to the difficulties inherent in finding the cost on a service-by-
service or patient-by-patient basis, and to the patterns that have emerged from
extensive study and experience in the private sector of our health economy.

A second general observation is that Congress has given the Secretary very
broad discretion in prescribing regulations on this subject, contenting itself with
the statement of principles and factors by which his judgment should be guided
rather than specification of rules to constrain his discretion. Thus, lie is expressly

I Although the question Is not wholly free from doubt, I believe that payments to providers of. rvles are
not subject to the 'Federal Property and Administrative Seivices Act or to the Federal I'mounient Regu-
lations issued thereunder. Participating provIders (to not contract to render any .trvlt whatsoever.
This is not the occasion for detailed legal analysis of tie relation between a provIder anmd tho Governnmot;
sm fflco it to say that the payments In question are better described as statutory than is ontractual iit nature.
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authorized( to determine "the items to be Included" in arriving at cost and themethodod or methods to he used," including the use of estimates when he deems
it appropriate, and including the choice among "per dien, per init, per capita,
or otlier basis."

One' mandate, however, emerges clearly: that there he as precise a differentia.-
tion a1s possible betweenI the cost of services to beneficiaries of this insurance
system and the cost of services to other patients. Congress plinly intended that
this program should pay the full cost-but should pay no more than the cost,-
of th services provided to the program's beneficiaries.

It is against this background that the several issues will be considered.

I. ALLOWANCE IN LIEU OF SPECIFIC RECOGNITION OF OTIEI COSTS

This allowance, it must be emphasized, is to be included as an element of cost,
not as a payment over and above cost. The Secretary's discretion, broad though
it is, does not encompass the payment of anything more than cost, and unless
tihe item in question can reasonably be considered its an element of cost it inay not
be included. As its title indicates, however, the allowance is designed not as an
addition to cost, but rather to offset certain inadequacies from which the principles
would otherwise suffer as a reflection of the "reasonable cost" of providing the
covered services. These intdequacies result essentially from a lack of precision
in cost measurement.

Tile first element on which I should comment is the imprecision of available
methods, or at least of methods practicable of widespread application by providers,
for allocating costs as between their aged patients and the rest of their patient
populttios14.2 Tile principles will ordinarily metnt that the cost of room, board,
and routine Iursing service will be divided equally on a per-patient-day basis, but
that laboratory and other ancillary services will be divided in proportion to
utilization of the specific services (as measured by the hospital's charges for thiem).

The American llospital Association has vigorously urged that payment for
care of the aged be based on the average per diem cost, for all patients, il accordance
with the traditional method of reimlbursement of hospitals under a number of
grant-in-aiI programs and 1Blue Cross 1)htl1s. 8ilrce available evidence indicates
that care of the aged costs considerably less per day 3 than the average for all
patients, we concluledl that this method was unauceltabh because it would run
counter to the clear indication in both the stat'ite mid the Committee reports that
the insurance system is not to bear any of the cost of caring for younger patients.
But just as it would be unfair to the governmentt to average costs for all services
on a patient-day basis, so it would be unfair to the providers to average the cost
of routine nursing services (and some other services) if, as the hospitals contend,
these costs are significantly greater for the aged than for other patients. The
extent to which averaging should be carried is clearly a matter of judgment, but
it would not seem reasonable to apl)ly averages where they work in favor of tile
Government while denying their use where thev might work in favor of providers.

To what extent the principles are open to objections on this score it is difficult
to say because of the meagerness of the evidence about the distribution of tile
costs, as between older and younger patients, of nursing and certain other services.
There is some evidence, however, tending to support the position of the hospitals
on this poilit, and in the exercise of his authority to use estimates It would seem
clear that the Secretary mtay properly make an allowance on this account.

A second issue has been tile contention that. depreciation should lIe measured
by current replacement cost rather than by historical cost. In some parts of the
country the replacement cost method is il use in (letermining third-party reim-
bursemetnt of hospitals. Because of the need of hospitals for constant updating
of equipment, and to some extent of facilities, if they are to keep abreast of the
rapidly advancing professional technology- because obsolescence is therefore
often dissociated from the traditional concept of "useful life"-a substantial
argument was made ill favor of extending nationwide this method of computing
depreciation. Partly on theoretical, partly on administrative, partly on fiscal
grounds this contentioll was rejected; suffice it to say that the decision, which
reduces materially tile payments to be made to providers of services, may fail
somewhat of according full recognition to this clement of cost..

I To the extent that the 2 per cent allowance rests O N this 1)5818 It may be lnaplilcable. or not fully ap.
plicable, to payments under plans approved under title XIX of tle Act because of the different ago com-
poltion Of oeIlefviary groups under such phu1s.

Actuarial e4tl11te slinlItted to Congress 5mmod that the per dlen cost for aged patients would be
about 92 percent of the cot for all patients.



92 REIMBURSEMENT GUIDELINES FOR MEDICARE

A third item about which there has been divergence of views is the cost of the
use of capital, sometimes discussed under the heading "imputed interest." Since
the use of facilities and equipment is essential to the production of the services
for which payment is to be made, there is a strong theoretical argument that, at
least in the economic sense, a reasonable interest rate on the value of this capital
constitutes an element of the cost of the services.4 Since it is clear that Congress
intended to recognize interest on borrowed capital as a cost, moreover, there is
to some extent an anomaly in treating differently capital raised in other ways.

Several arguments have been advanced against the acceptance of "imputed
interest" as an element of cost, but in view of the Secretary's authority to deter-
mine "the items to be included" in the cost formula I should not consider any of
these arguments conclusive if it were not for the magnitude of the resulting cost
increase and the absence of indication that Congress considered the inclusion of
such an item. A relatively small allowance such as that here under consideration,
on the other hand, if it should turn out to overcompensate providers slightly for
other elements of uncertainty and thus to compensate them somewhat for the use
of capital, would not seem to be objectionable on this score.

These items, each subject to difference of informed opinion, would in my
judgment be sufficient in themselves to justify a percentage allowance arbitrarily
arrived at, even if there were not precedent for such an allowance.8 But in fact
there is precedent for what is proposed.

A number of Blue Cross plans include a catch-all item, measured as a percentage
of other costs, to cover the unidentified and the not precisely measurable elements
that a rigid mathematical formula fails to reflect. The Government itself long
permitted use of a similar method where an appropriate depreciation allowance
could not otherwise be arrived at. The present proposal, in other words, is novel
only in its immediate application.

The Secretary is authorized to use estimates, and he is instructed to take account
of prevailing patterns of reimbursement. If he concludes that the allowance here
in question is an appropriate way to avoid (as he is specifically directed to avoid)
imposing on younger patients costs properly attributable to the aged, I see no
doubt that the allowance is within his legal authority.

Ir. THE TREATMENT OF DEPRECIATION

Although the replacement cost method of determining depreciation was rejected,
two questions have been raised about the treatment accorded that item by the
principles as proposed by the Department: whether it is appropriate to allow
depreciation on capital contributed under the Hill-Burton program; and whether
that item, or perhaps any depreciation, should be allowed without conditioning
the payment on the funding of the amounts received and their reservation for
use in capital replacement or expansion.

The Committee reportz enjoined the Secretary to take both of these points into
account, a wording which I interpret as an injunction to give them especial con-
sideration. This has been done; both points have been thoroughly explored
and debated at length. The language of the reports does not purport to dictate
the answers, and one cannot doubt that had Congress intended to limit the
Secretary's discretion it would have made this intention apparent.

On the 1'rst point, the allowance of depreciation on Hill-Burton grants, the
answer wotld be self-evident but for the question that has 'een raised whether
it may lep.d to a double payment by the Government. But in an operation
assumed tW continue indefinitely, depreciation looks to the future, to the replace-
ment of a facility at the end of its t:seful life. There is thus, in truth, no double
payment. A Hill-Burton grant helped to provide a facility to be used, let us
say, for forty years; depreciation will help to provide a facility to be used there-
aft.r. If in practice funds in the depreciation account are used after ten or
twenty years for purposes of modernization, they are still effecting a capital pur-
pose not encompassed in the Hill-Burton grant.

4 The proposal tinder discussion was not for the inclusion of profit, Insofar as profit represents a return for
risk undertaken in capital financing. The value of the use of money, it has been suggested, is reflected in
pure form by the return on Government bonds where there is no element of risk.

The classical distinction between cost on the one hand, and profit on the other, would certainly exclude
from cost any factor of compensation for the risk Incurred. Although for most purposes the valte of the
use of money is classified also as a part of profit, rather than as a part of cost, it is at this point that the issue
becomes debatable, at least in economic theory.

6 The rule against paying "cost plus percentage of cost," even though it has been applied to forbid use of
percentage to determine a part of the actual cost, does not stand in the way of the present proposal. Believ-
ing that the Federal Property and Administrative Services Act is inapplicable, I find no legal inhibition on
this score. The practice which was long followed in Government payments to hospitals, permitting use of
a percentage of operating cost in lieu of depreciation, reinforces the view that this limitation is inapplicable,
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The Government has not in the past excluded these grants in determining
depreciation for purpose of paying the cost of hospital services. There is no
persuasive reason that it should do so now. The supposed duplication of pay-
ment, I believe, is apparent rather than real.

The suggestion that payments on account of depreciation should be made only
if the recipient undertakes to fund such payments, stands in a quite different
posture. rhe objection to this proposal is simply that the Secretary lacks
authority to impose such a requirement. The statute directs him, uncondi-
tionally, to pay providers the reasonable cost of services to beneficiaries, and
confers no authority to control the use that the providers may make of the pro-
ceeds. Section 1801, indeed, specifically forbids him to exercise any supervision
or control over the administration or operation of a provider. lie may do what-
ever he can to encourage the funding of depreciation payments, but it seems en-
tirely clear that he could not legally withhold payments from an institution that
declined to do so.

III. RETURN ON EQUITY CAPITAL OF PROPRIETARY INSTITUTIONS

There is much appeal to the argument that proprietary institutions should be
enabled to earn a profit by paying them, in addition to the cost of services, an
item representing return on equity capital invested in them. Such a payment
may well be thought desirable both in the interest of fairness and in the hope of
attracting capital, especially for extended care facilities. As in the case of non-
profit facilities, moreover, the nonrecognition of the cost of use of equity capital
combined with the recognition of interest as an element of cost creates an anomaly
and may lead to artificialities in the financing of hospitals and extended care
facilities.

As has been said, a strong argument was made for the inclusion of a factor for
equity capital of nll providers, proprietary and nonprofit alike, the decisive argu-
ment to the contrary being the cost of such a provision and the lack of indication
that its inclusion was contemplated by Congress. Inclusion of this item for
proprietary institutions alone would obviously cost very much less. In the case
of new construction, indeed, recognition of profit might in large part lead merely
to a different form of financing at no greater cost to the Government.

Despite these considerations, however, it is extremely difficult to rationalize a
difference of treatment in this regard between profit and nonprofit institutions.
The Secretary may not pay more than cost, and under the classical dichotomy
this means that he may not contribute to a profit. lie m'ay, it is true, determine
costs "for various types or classes of institutions," but this authority does not
exempt him, with respect to any type or class, from the overriding limitation that
he may pay only the reasonable cost.

To make the distinction suggested, then, would require the Secretary to say
that whether the use of capital is or is not a part of the cost of services depends on
whether the institution is or is not organized for profit. Perhaps a rationalization
of sorts could be developed, on the theory that in the one case a return on invest-
ment is essential to draw and retain capital in the enterprise, whereas in the other
case it is not. Perhaps an analogy can be drawn between interest legally required
to be paid, which is recognized as an element of cost, and dividends (or undis-
tributed earnings) which are a practical necessity if funds are to be invested in
these institutions.

The arguments against such a ratiwtalization are in my opinion far stronger.
The classical and almost universally accepted usage treats cost and profit as mu-
tually exclusive, and it would be only by departing from this usage that any cost
attributable to the use of capital could be included as an element in the reimburse-
ment formula. The economic theory underlying such a departure, however,
would seem to be as applicable to nonprofit as to proprietary institutions, and to
afford no basis for distinguishing between the two.

To make the distinction suggested would involve the Secretary, as it seems to
me, in a logical contradiction. lIe would have to say to the nonprofit insitutions
that the cost of the use of capital (even without any return for risk-taking) is an
element of profit and not of cost, but say to the proprietary institutions that-
because they are organized in the hope of profit-this same item is in their case
an element of cost and not of profit.

It is true that payment of a profit to prol)rietary institutions alone would not
add enough to the cost of the program to affect the actuarial calculations signifi-
cantly, and that the decisive consideration against allowing an item of this kind
to all institutions is not persuasive against the present proposal. But there is

63-924-66-7
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nothing in the statute or in its legislative history, I believe, indicating that the
definition of cost should include or exclude profit depending on the nature of the
recipient institution. Congress on the contrary, in full awareness that pro-
prietary institutions would be participating in the program, limited payment for
all to the "reasonable cost" of the services. The only reference to profit that I am
aware of indicates clearly that profit was to be excluded.

It might be possible, consistently with the text of the statute, to include within
the concept of cost an allowance for the use of equity capital at some reasonable
rate of return that excludes any compensation for risk. I can find no warrant for
including such an item for some institutions and not for others.

IV. THE TIMING OF PAYMENTS TO PROVIDERS OF SERVICES

Another question that has been raised concerns the legality of the proposal
with respect to the timing of payment to providers. The question arises from the
general prohibition (31 U.S.C. 529) against any "advance of public money"
unless authorized by an appropriation or other law.6 The Comptroller Gexeral
has said that "the primary purpose of such prohibition is to preclude the possi-
bility of loss in the event a contractor, after receipt of payment, should faii to
perform his contract and refuse or fail to refund the money to the Government.'"
39 C. G. 285, 286.

Title XVIII authorizes advances to fiscal intermediaries (see. 1816(c)) and
under contracts for carrying out any of the Secretary's functions (see. 1874(a)),
but it does not in terms authorize advances to providers of services. It does,
however, provide that payments to them shall be made "at such time or times
as the Secretary believes appropriate (but not less often than monthly)" (see. 1815).

The proposal as I understand it is designed to make these payments as nearly
contemporaneous as possible, on the average, with the disbursements which the
providers must make in furnishing services to beneficiaries. Supplies must be
bought before they can be used, and wages must be paid at regular intervals, yet
hospital bills are usually rendered only on discharge of a patient or after a consider-
able hospital stay. At the start of the program there will necessarily be a con-
siderable amount of preparation that hospitals must make before July 1, especi-
ally because more than the normal admissions must be expected at that time.

It is estimated that on the average about a month elapses between the making
of disbursements and their recovery through the normal billing process. It is this
delay, and the corresponding cost to the provider for the use of working capital,
that the provision in question is designed to avoid. 7

Although the principles as released described this proposal as the making of
advances, the description seems of questionable accuracy and I understand is
being changed. A payment made to a provider on the first of the month will
compensate it for some disbursements made theretofore and for some to be made
thereafter. Looked at item by item the payment may be considered in part a
reimbursement and in part an advance; looked at in the aggregate it is a method
of achieving punctuality in meeting the Government's obligation.

The process of reimbursement of providers will necessitate, a running account
between each of them and the Government, with payments to each made periodi-
cally, often on provisional figures subject to retroactive adjustment. The process
will differ materially from the usual situation in which a question of advance pay-
ment may arise, and the present proposal differs materially from the typical ad-
vance payment for something to be done in the future. It is not clear that this
proposal falls within the purpose of the general statute relating to advances, nor
is it clear that payments by the intermediaries to the providers are in any event
within its scope.8 Advances to the intermediaries are expressly authorized, and
control of the use to be made by them of the funds advanced would seem to fall
within the broad authority of the Secretary.

In the case cited above, the Comptroller General approved the making of
advances partly on the ground that it would save expense to the Government.
Considering all the circumstances of the present proposal, including the cost of

6 It may be noted that if the Federal Property and Administrative Services Act were applicable, the-
Secretary would have explicit authority. upon appropriate finding, to permit advances. As indicated
above, I believe that that Act Is not applicable, but the recognition by Congress of the need for some ad
ministrative fle:ibility is significant.

I If reimbursement were made 30 days later, for example, interest on funds borrowed for working capital
would have to be recognized as an item of cost, and might well be more expensive to the Government than
the proposed me t hod of payment.

8 In a relatively few cases hospitals will be paid directly by the Government rather than through an
Intermediary. It would not be reasonable, however, to apply a different rule in these exceptional cases.
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borrowing for working capital needs, I believe that, even if the proposal is deemed
to constitute an advance, a similar discretionary approval would be appropriate.

Senator CURTIS. The hearing is adjourned until 2:30 this afternoon.
(Whereupon, at 1:15 p.m., the committee was recessed, to reconvene

at 2:30 p.m. on the same day.)

AFTERNOON SESSION

Senator ANDERSON. The hearing will be in order.

STATEMENT OF ROBERT M. BALL-Resumed

Senator ANDERSON. This afternoon, Mr. Ball, I would like to have
the staff people, or at least Mr. Vail, the staff director, explain some
of the things which are in his study. I think you questioned some of
the things that are there, and others may also.

I thought if we had a statement of the staff position on this 2 per-
cent, on depreciation, and maybe on the right to make what we call
advance payments-it would be useful to have him do that, and
maybe you can give us some comments on what he has said, now or
later on.

If you don't mind, I am going to ask Mr. Vail if he will start off
dealing with depreciation, with the 2 percent, and the advance
payments.

Mr. VAIL. Senator Anderson, when we began to put this staff
report together, we went back to reconstruct the legislative history
as best we could.

We began with the hearings of the Ways and Means Committee.
We have included in the staff report an exchange between the chair-
man of the Ways and Means Committee, and Mr. Ball, which indi-
cated to us an intent-the first indication of an intent-that the medi-
care program was going to reimburse hospitals for the actual costs
that they incurred in providing care.

This exchange is in the staff report. And the point that I would
like to concentrate on is Mr. Mills' statement:

You're not seeking to pay reasonable charges, you are not seeking to pay any-
thing except what it costs the hospitals to take care of this particular patient.
There is to be no profit in connection with your computation of what constitutes
a reasonable cost.

Mr. Ball replied that that was right.
Senator ANDERSON. Is this on page 10?
M'. VAI . That is on page 10 of the staff report, and it is on page

149 of the House hearings.
There was another exchange the same day, again between the Chair-

man and Mr. Ball, that the principles generally followed by the
American Hospital Association would be adhered to in working out the
reimbursement formula under that program.

Now, when the committee over there went into executive session,
we don't know over here what went on, but we do know that when they
wrote their committee reports, they emphasized again that the re-
imbursement was to be for actual cost.

We have included a portion of the House report in our staff report.
The same language is included in the Senate report. One passage
from the House report which we did not include in our report appears on
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page 37, where it said--this is tile last thought of the committee ill
explaining this feature of its bill before it passed on to another issue:

In paying reasonable costs, it should be the policy of the insurance program to
so reimburse a hospital or other provider that an accounting 1my be made at the
end of each cost i,,criod for costs actually incurred.

Now, that language appears in the Senate report also.
We understood froin this legislative history that Congress was try-

ing to reimburse the hospitals for an actual cost, and that at the tim e
the legislation was under consideration, the hospitals understood that
and agreed to it.

Now, the 2-percent factor which we have described in our staff
report as a bonus factor, because it is on top of the costs that they
can calculate, never appeared anywhere in the legislative history,
even under the name of additional costs for unanticipated expenses
or unknown expenses or as imputed interest or anything else. The
legislative history is completely silent on that point.

We suggest that if the element of a profit or the element of a return
on capital for nonprofit organizations, or the element of bonus had
been in the minds of the framers of this legislation, they would not
have been at a loss for words to have expressed that intent. And we
draw some significance from the fact that it is not in the legislative
history.

Now, one of the difficulties with this bonus factor, besides the addi-
tional cost involved, is the fact that it would relax a hosl:ital adminis-
trator in keeping his costs down. We think that it might tend to
push costs up. Because as costs go up, this 2-percent factor produces
a larger amount for the hospital.

Senator ANDERSON. You mean the higher the cost, the greater the
2-percent factor would be?

Mr. VAIL. The higher the cost, the greater the 2-percent factor
would be; yes, sir.

Now, the guidelines that were published by HEW rationalized
this 2 percent on two bases. First, they say that it recognizes the
continuing need for capital funds-capital funds-to secure, preserve,
and improve service-rendering capabilities.

Now, at that point we had some difficulty with it because Congress
has programs to provide capital funds for hospitals, and Congress
has before it, I believe, a recommendation of the President to provide
additional funds for hospital modernization.

We suggest that if any portion of this 2-percent bonus factor
is in recognition of the continuing need for capital funds; then it may
duplicate and overlap legislation that Congress has enacted to provide
capital fhids, and it turns what we understand to be a cost reimburse-
ment program into a capital providing program.

It seems reasonable that if the committees had intended that the
program be used to provide capital, they would have stated it.

Now, there is another point that the guideline uses in justification
of this 2 percent, and that is to recognize the lack of precision in the
methods at the present stage of cost finding.

To the extent that the 2-percent allowance is in recognition of a
lack of precision, there is probably some flexibility in the legislative
history that would permit an estimate to be made of some of these
costs, provided that adjustments, retroactive adjustments, which are
authorized by the statute, would recapture any excess payments, any
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payments in excess of cost, or would provide for payments to hospitals
to make up any shortage in costs.

The committee tried this morning to determine what part of this
2 percent represented the capital factor, and what part of the 2 percent
represented the lack of precision factor.

Mr. Ball has indicated, I believe, that in his judgment, not a very
large amount of it represents a capital factor.

I don't have any judgment, on that. I do know that the hospitals
themselves look on this as a capital bonus-they look on this as
capital. They don't look on it in the material they have submitted
to us in the last few days as reimbursing them for any lack of precision
in estimating costs.

We were impressed in our research with some of the proceedings
that had taken place in the Health Insurance Benefits Advisory
Council (HIBAC). Mr. Willcox-at that point they were calling
this item an imputed interest factor-Mr. Willcox advised HIBAC
that there was a long history pointing against the inclusion of return
on capital other than interest as an element of cost, and that
Congress legislated in the light of that history.

Our findings agree with that. We think Congress did legislate in
the light of that history.

We hfivi included in the report a criticism of the 2-percent factor
on tbo grounds that it would put, pressure on other Federal hospital
cost reimbursement systems, where there is no 2-percent factor today,
to include one.

We pointed out that this might be true of the maternal and child
health, and the crippled children's programs.

We suggested that it might put a burden on some of the States,
under matching programs, in paying for their own share of hospital
expenses, because the 2 percent would push the cost of the service
still higher, putting a further strain on the States' programs.

Among the Federal programs, in addition to those mentioned, are
the Veterans' Administration, the Indian health program, and the
vocational rehabilitation program-apart from the impact on the
title 19 welfare health program.

We wonder whether the provision in the statute that makes it clear,
we think, that the costs of providing care for the aged are not to be
borne by the other patients in the hospital, and the cost of caring for
the other patients in the hospital should not be borne by medicare,
will be carried out in the latter case.

We wonder if the 2-percent factor might have some overlap in that,
and really result in paying the way for some of the people in the
hospital who are not provided for under the medicare program.

In the work that we have done, we have examined a statement made
by the Surfgeon General on the need for hospital planning. We
included his statement in the record of our report, and it has been
included in the record now.

Senator ANDERSON. Why don't you just repeat it.
Mr. VAIl, (reading from p. 18 of the staff report):
Sd g eon General Stewart stated-under hospital insurance, be it. Social Security,

Blue Cross, or any other, rich and poor pay equally for presumably equal benefits.
Bvt when capital depreciation factors are added to the insurance cost, rich and
poor are paying equal shares of very expensive capital expenditures. The re-
gressiveness of this taxing becomes more important as the proportion of the total
capital so financed increases. Meeting capital needs through a reimbursement
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formula presents another type of problem. That is, the hospital with the best
plant will have entitlement to the largest factor, which will mean that they will
draw a share of the funds reflected in their present advantaged condition in
maintaining the status quo. This is both a national and a community problem.
Public effort is increasingly directed to area-wide planning for the development
of health services and facilities. Needs change, populations move, but a hospital
board with money in its pocket can be expected to be more concerned with its
institutional future than with the broad needs of the community. Unless those
charged with an overview of community health needs have some financial leverage
to help develop facilities geared to needs, the hospital rich will get richer and the
poor will get poorer. To promote hospital construction meeting community
needs the Hill-Burton formula now gives greater assistance to states with greater
need out of general tax revenue.

Although the present formula has a rural emphasis which needs to be modified,
the basic concept is sound. In contrast, the medical depreciation formula based
on present value of hospital plant runs the danger of giving disproportionate
amounts to the richer States and the more well-housed hospitals. Care would
seem to be needed to assure that the share of the medicare dollar going to capital
plant depreciation should benefit those States poor in facilities-at least as much
proportionately as it benefits those which are most advantaged. Over the long
run, with such powerful financial mechanisms, decisions in one of these programs
cannot be independent of the other.

It seems essential that the impact on hospital construction of the Hill-Burton
and the medicare programs reinforce each other rather than working at cross
purposes, since the ultimate objective of both is to assure the availability of good
health care to the people in all regions and in every community of the country.

Now, one of the points which we raised on this 2 percent factor was
that even if you have a hospital that can perfectly determine its
costs, so that there is no unreimbursed amount, that is, no amount
unpaid due to lack of precision, that hospital still gets its 2 percent.
And we find if difficult to see where, in that situation, it is anything
but a capital factor.

Another point made in our report was that the 2 percent bonus
factor is also applied to the depreciation that is allowed on Govern-
ment money--such as Hill-Burton assets-and we sort of view that as
an interest element that the Government is paying on its own money.
We suggest that the committee, if it had faced up to that specific
problem, would not have left it unanswered.

Another point that we thought would be helpful for the committee
to have in mind in thinking about this 2 percent factor, is that it is 2
percent this year, and if the law permits 2 percent, the law probably
permits 5 percent, 10 percent, or 15 percent.

Now, next year we don't know what it might be. We believe that
if the Congress had intended that there be a factor of this sort and
significance in the reimbursement formula, they would not have left
it to administrative discretion, but would have provided for it in the
statute.

For all of those reasons we came to the conclusion that we thought
this particular issue might be beyond the congressional intent.

Dr. Herman Somers, who is I understand one of the top consultants
to the Social Security Administration, made a speech on May 20, 1965,
in which he said that over and above the question of what are and
what are not recognized as costs in medicare there are some issues
which may prove to be even more significant.
* For example, there is the fervid claim of the hospitals to be paid what has come
to be called a "plus" factor. This would be a specified percentage acknowledged
to be over and above current costs, a means to assist the hospital to meet future
capital equipment funding. Operating capital, it is usually called. The impli-
cations residing in this decision can be vast.
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If, in the future, hospitals are automatically underwritten in advance for capital
expansion or improvement, all the reins may be off and a mammoth inflation may
be anticipated. The potential for improvement of hospitals-if they could have
all things which its medical and administrative staff would ideally desire-is
virtually infinite, if the funds were readily available. Moreover, most hospitals
especially those with religious or other special group affiliations, have an apparent
great drive for expansion, to be the biggest, as well as the best, in the community
or in the state, and to be wholly self-sufficient. Overexpansion is one of the
baneful sources of rising costs.

In addition, if repayment of costs, whatever they turn out to be, is to be virtually
guaranteed-and Medicare is open ended in that respect-where are the incentives
for cost control, difficult enough in any case, to come from?

As I said, the hospitals look on it as capital. The guidelines them-
selves rationalize it as partly capital and partly lack of precision in
determining costs. Mr. Bali's statement today has concentrated on
lack of precision in determining costs. We think that the provision in
the medicare statute which provides for retroactive adjustments to
make certain that institutions get their costs is insurance enough that
the actual costs will be paid. In sum we raise the question of whether
the 2 percent factor did come within the intent of Congress when they
wrote the legislation.

Senator ANDERSON. Do you have anything else?
Mr. VAIL. On the depreciation allowance, we discuss in our staff

report the question as to whether there should be depreciation allowed
on Federal grants. We make the same point with respect to State
tax revenues that go into hospital construction.

The legislative history and statute indicate that the medicare
program is a cost reimbursement program, and where Federal or

State tax revenues are involved, we don't consider that to be a cost
to the hospital.

We look on those grants as other than a cost-as a non-cost. Since
the hospital hasn't incurred a cost, it is difficult for us to understand
why the hospital should be granted an allowance for depreciation on
that public money.

Now, this committee, at least for 12 years, has followed the practice
in the tax laws of not allowing depreciation on contributed property,
or on property that is purchased with contributions.

We look on the Federal grant or even the State grant as contributed
property, and under the tax law this committee would frown if
depreciation were allowed on it.

Yet the medicare reimbursement guidelines allow for depreciation
on those assets paid for with public money.

There are some peripheral issues on depreciation that should also
be considered. One would be the use of accelerated depreciation.
We think that if Congress wanted the hospitals to write this off real
quick, and get a bigger reimbursement early, Congress would have
said so.

We think there is a question the committee ought to face up to as
to whether it wants to allow depreciation, as the guidelines permit
on property which has already been fully depreciated.

if it is already depreciated, it seems to us that the cost has been
recovered-there is no cost left in that facility to be written off.
The guidelines take the position, I think, that what they are re-
imbui sing for is the value of the service that is rendered to the medicare
patient, and that that value includes part of the consuming up of the
plant. Whether the plant is built with Federal money or with State
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money or consists of property which has already been fully depreciated
makes no difference under the guidelines.

The issue as we see it, is whether you want to reimburse for value
or for cost. If the committee wants to reimburse for cost, it doesn't
seem to us that they would want to allow depreciation on Federal or
State contributions which come out of tax revenues and which are
not a cost paid by the institution.

The committee went into the question of the advance payments in
detail this morning. I don't believe there is anything I could add to
what went on then.

Senator ANDERSON. The GAO seems to feel it is all right. Did
your study convince you it is all right?

Mr. VAIL. Not really, no, sir. I think that under the statute, it is
very questionable whether they can make an advance payment to
institutions.

Now, in thinking about it, after hearing Mr. Ball testify this morn-
ing, there may be some justification for some payment because if it
is true that the loss of revenue to the trust fund is less than the cost
of interest if you went to a bank to borrow the money, there might
be a net saving to the system.

The GAO did say that they questioned the allowance of one-twelfth
of a year's advance, or 1 month's advance. They felt that one
twenty-fourth, I think would be sufficient.

It seems to us that over the many years that hospitals have been
operating, they have been managing, and they have probably built
up working funds which they draw upon until they get their next
reimbursement from the Blue Cross, insurance company, or patient.
And that by allowing this advance, they will now have two funds-
the fund that they have probably built up over the years, and the
permanent fund that these guidelines would give them.

The remaining issue that the staff raised in its report to the com-
mittee concerned the question of whether there should be an allowance
in recognition of capital used by proprietary institutions.

The guidelines treat both proprietary institutions and nonprofit
institutions alike.

As I understand it, they take the position that you should not
reimburse differently for the same service.

It seems to us that the statute probably requires a distinction. The
statute does say that there can be different methods of payment for
different types of institutions. It seems quite clear to us that a
profitmaking institution is a different type of an institution than a
nonprofit institution.

We had some difficulty rationalizing payment of a return to pro-
prietary facilities that would be based on cost of operation, because we
think t1at would lead to inefficiency in the program. We thought that
a return on the capital that is invested by the proprietor in his business
should be recognized however, and a return should be allowed on it.

Reimbursement is allowed for the cost of interest on borrowed
money. And we really cannot understand why borrowed money
would be treated more generously under the guidelines than the
money that the man takes out of bis pocket and puts into a business.

It seems to us that in studying this-particularly when we learned
that the original cost estimates submitted to the Congress had in-
cluded a return on the capital invested in the proprietary institutions-
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that Congress would have meant a profitmaking institution to get a
fair return on its capital-but that Congress would not have intended
for a nonprofit institution to make a profit on its equity.

We came to the conclusion that you could justify an allowance in
recognition of the capital invested by a proprietor in his own health
facility.

Senator ANDERSON. I think that is of some importance when you
are dealing with nursing homes as well.

Mr. Ball, do you have any comments on that?
Mr. BALL. Mr. Chairman, on most of these points in the staff

report we have commented rather extensively in the testimony this
morning and in the discussion, and on most of them I think there is
very little to add.

Perhaps it would help the record, Mr. Chairman, if we were allowed
the privilege of commenting specifically on the staff document in
writing. And I have a few points that I think may be commented
on now.

Senator ANDERSON. Without objection, you may make a submis-
sion to comment on the points raised by the staff.

(The information referred to follow-s:)

COMMENTARY ON ANALYSIS PREPARED BY STAFF OF THE COMMITTEE ON FINANCE
"PROPOSED MEDICARE REIMBURSEMENT FORMULA"

The staff of the Committee on Finance have raised four main issues in connection
with the proposed Principles of Reimbursement for medicare purposes. Social
security staff have reviewed the committee staff document and have made a
number of observations which may be helpful in the consideration of these issues.
Section and page references to the committee staff document are shown to identify
the matter under discussion.

Introduction: (p. ii) The committee staff assumption that the proposed medicare
formula will be extended to Title XIX and other programs will probably prove to
be correct, at least in large part. However, the degree to which this extension
will result in an increase in costs of the welfare programs is not entirely clear.
The payments under some, probably most, welfare programs will rise but in some
it may be reduced. In California, for example, public welfare pays on the Blue
Cross formula-i.e., an average per diem formula with depreciation on a replace-
ment basis. Thus, the medicare formula could mean a saving for California
welfare. In New York State, which together with California will represent a
significant portion of the Nation's welfare hospitalization, a public welfare formula
is now being considered, and is reported to be close to adoption, which appears to
recognize "costs" to hospitals at about the same level as does the medicare formula.

Question 1. "Should depreciation be allowed on assets paid for with public funds?"
(Page 2) The committee staff suggests that "Because depreciation is not re-

quired to be funded, most of the depreciation allowances will probably be * * *
applied toward current expenses." While no one knows exactly how much
depreciation is now funded, and even though in most areas no funding requirements
are applied, in fact many hospitals actually set aside depreciati r funds for capital
expenditures.

Internally-generated funds, equal to more than the amount of depreciation in
a year, are expended on replacement of and additions to capital assets each year
by hospitals. Federal funds represent about 30 percent on the average of the
capital funds provided for the construction of hospitals that have Hill-Burton
grants. Hill-Burton grants of over $200 million a year finance about 10 pei ;,e'-,t
of total expenditures on construction of hospitals since most of hospital co:u -:.
tion receives no Hill-Burton aid. (See Table 1.)

There is a very large backlog of need for capital expenditures on hosp: --
especially in large metropolitan areas.

The current Hill-Harris legislation, even if supplemented by the pending hospital
modernization bill, will not by any means fully meet hospital additions and
modernization over the next 10-year period. Close to 10 billion dollars (not
including interest) is the overall estimate of the total cost of modernizing the
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Nation's hospitals during the next 10 years, taking care of the backlog up to this
time and the accruing obsolescence over the period. The pending hospital
modernization bill would provide approximately 40 percent of this capital outlay.
The medicare formula would meet full current operating costs and would make
only a very modest contribution to the preservation and improvement of service-
rendering capability. Depreciation at the rate of 5 percent of total medicare
expenses will yield about $125 million a year, including depreciation on assets
constructed with the aid of Federal funds while the total capital additions to
hospitals amounted to about $1% billion in 1964.

(Page 2 bottom, and top of Page 3) The degree of Federal participation in
medical research is very different from that in hospital capital expenditures-in
1964 Federal money paid 84 percent of costs of medical research and 11 percent
of non-Federal hospital construction (a slightly smaller percent of total capital
expenditures on hospitals). Furthermore, present Federal support of medical
research appears ample and research, under the grant program, is subject to qual-
ity controls which probably could not be applied if medicare payments were
substituted for some of the grants. In the case of construction, even with the
medicare and other patient care funds which will become available for capital, a
substantial Federal grant and community contribution will remain necessary and
community planning influences can be expected to continue to develop and be
applied.

(Page 3) The committee reports directed that consideration be given to Hill-
Burton and funding factors in cost reimbursement but no conclusive congressional
policy was established. The desirability of funding of depreciation, especially
when expenditure of these funds is tied to community planning, is clear. Its
absence in the medicare principles is due to lack of legal authority, not consid-
erations of desirability.

(Page 4) The committee staff suggests that the Government pays twice when
It pays depreciation on assets created by Federal funds. They are thinking of
depreciation paying the cost of purchasing the original asset. In another sense,
and this is the sense which supports funding, depreciation payments provide funds
arising from the depletion of capital used up in producing services, so that the
assets may be preserved, maintained, and replaced. Whether the Government
will aid a hospital in financing the replacement of a particular asset in the future is
unrelated to whether it did so in the past and is in general unpredictable. In any
case, the amount of Government aid is obviously insufficient to support more than
a minor fraction of hospital capital needs and depreciation payments and other
sources of capital must be drawn upon to finance the remainder.

(Page 6) Funding is desirable in principle and consideration of enacting of
legislation to make it a requirement appears warranted. There are certain issues
with regard to compulsory funding that would have to be studied. Proprietary
institutions are a special problem since compulsory funding may be considered to
have the effect of depriving the proprietor of his own capital-capital may have
been invested in a used-up asset and returned in the form of depreciation, but he
would be unable to recoup his investment which would be tied up in a fund. The
prerogatives of State and local governments to create or cease to create public
facilities would have to be considered too. The mechanisms for achieving effective
State or State sponsored planning which would control the disposition of all funded
depreciation (or perhaps capital expenditures generally as in New York) would
also require careful congressional and State decisions. Few localities now have
effective planning organizations. A requirement that there be effective planning
before funds could be spent might tie up the depreciation funds of much of the
hospital system until a network of acceptable planning agencies is brought into
existence.

It should also be noted that a requirement of funding does not mean deprecia-
tion funds will constitute the major source of capital; in Cleveland, one of the few
areas where such a requirement has existed for many years, over a 10-year period
capital expenditures were 4.3 times total funded depreciation.

(Question 2) "Does the law authorize the Secretary oj' HEW to pay more than the
actual costs of care?"

This section of the committee staff document refers to a two percent allowance
rovided for in the principles as a "bonus." The allowance was provided for in

ieu of specific recognition of costs not otherwise reimbursed.
(Page 10-11) The committee staff quotes a colloquy between M'r. Mills and

Mr. Ball at a Committee on Ways and 1fleans session at which it was agreed that
no profit was to be paid to hospitals. The principles are in accord with this
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policy (the committee staff, on the other hand, supports, p. 30, an extension
of the principles to pay proprietary institutions a return on equity capital).
The colloquy does not indicate that cost must be interpreted in the pure accounting
sense or that economic costs which do not fit in the accounting definition should
not be considered as part of "all necessary and proper expenses incurred in render-
ing the services." If the principles fail to recognize some significant elements of
necessary and proper costs, the result prescribed by law would then occur, viz.,
cost the program should share in would have to be paid for by non-medicare users.

After prolonged study of the reimbursement principles the conclusion was
reached that there were sources of possible cost that should be recognized but
which could not be recognized explicitly, e.g., the certain requirements for con-
tinuing increases in capital requirement arising from technological obsolescence
of medical procedures and equipment; the possibly higher usage of nursing care
and other personal services by the aged for which payment will generally other-
wise be made at an average rate, etc. Therefore, it was decided to make an
allowance for these additional costs through the device of adjusting operating
expenses arising from the computation of identifiable expenses, much as is done
in the case of a number of Blue Cross plans.

(Page 12) The committee staff raises a question as to whether provision of
the 2 percent factor is consistent with the committee reports. The reports.
require the Secretary in establishing reimbursement regulations to "consider,
among other things, the principles generally applied by national organizations or
established prepayment organizations * * *.' Approximately 30 Blue Cross
plans reimbursing hospitals on a cost-related basis added a percentage factor to
specified operating cost. While such factors in the Blue Cross formulas are
frequently referred to as "plus" factors, they generally take into account elements
specifically recognized in the AHA principles and they as well as the 2 percent
allowance under discussion are considered consistent with the AHA principles.
In Blue plans such "plus" factors are ways of covering some cost elements not
otherwise quantified.

(Pages 13 thru 19) The committee staff quotes a number of Department people
who provided a strong argument against the payment of imputed interest. These
arguments were not being made against the 2 percent factor as may be inferred
from the context. Payment of imputed interest would have added some 6 percent
to the cost of the program and would have produced a considerable advantage to
new hospitals without substantial debt.

(Page 16) The committee staff points out that a number of Federal agencies
which purchase medical care use an approach different in a number of respects
from the proposed principles. The present system permits payment on an average
per diem for all patients, even though the government's patients may not be typical.
Its substantial revision has been under consideration for some time but has been
delayed because it was recognized that many technical problems in cost reimburse-
ment would need to be faced by hospitals in connection with pending medicare
legislation and the necessary study was expected to yield results which could
improve Federal reimbursement practices generally.

(Pages 19 and 20) The committee staff expresses concern that the 2 percent
factor may yield funds which might thwart proper planning of hospital facilities.
The amount of funds yielded by the 2 percent allowance applied to a typical 100-
bed hospital would be about $6,000 in a year; for a 300-bed hospital something in
the neighborhood of $15,000 would be involved. While these amounts are signifi-
cant to the hospital as well as to the program, they may be compared with the
more than $25,000 cost of adding a single hospital bed.

(Page 21) The committee staff states that it believes the "rate of return"
would become a matter of great controversy. The committee staff refers to the
2 percent allowance and the maximum placed on the allowance-the maximum
being based upon a rate reflecting the cost of money applied to the institutions'
equity capital. It would quite generally not be necessary to require a refined
valuation of the assets of the hospital to be able to say quickly that the limitation
would not come into effect. In almost all nonprofit hospitals the 2 percent
allowance will be very small as a percent of equity. In cases where the limita-
tions would apply, it would usually not be a great problem to ascertain the
equity value.

(Pages 26 and 27) The committee staff objects to the inclusion of Hill-Burton
funds as part of equity capital for the purposes of this limitation. The principles
have been rewritten to make clear that Hill-Burton funds are excluded from equity.
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(Page 23, Question 3) "Can reasonable cost include a return on investment for
proprietary institutions?"The committee staff included in the document quotations from Ways and Means

Committee hearings which we believe show that profit was not intended to be
paid.

(Question 4) "Should institutions be given one-month estimated cost in advance?"
The revised statement of principles makes it clear that the principle is to

provide current payment of costs at the point in time at which the services are
provided to beneficiaries.

The level of payment and timing have been set under the revised principle to
adhere to the current payment concept and no "advance" is to be provided.

TABLE 1.-Financing hospital construction

Total hospital construction costs in fiscal year 1965 were $1,972 million, of
which $201 million (10.2 percent) was from Federal funds under the llill-Burton
hospital construction program. An additional $85 million came from direct
Federal expenditures for hospital construction.

Under the Hospital and Medical Facilities (Ilill-Burton) Amendments of 1964,
P.L. 88-443, authorizations for Federal appropriations for new hospital construe-
lion alone were as follows:
Fiscal year ending June 30- Mitllions

1965 --------------------------------------------------------- $150
1966 ---------------------------------------------------------- 140)
1967 ---------------------------------------------------------- 135
1968 --------------------------------------------------------- 130
1969 ---------------------------------------------------------- 125

Total --------------------------------------------------- -- 680
An additional total of $160 million is authorized to be appropriated for modern-

ization of all types of facilities eligible for Hill-Burton assistance (including, but
not limited to, hospitals). (See page VII-E-5.)



Hospital construction by source of funds

Millions of dollars

Period

Total

1946................................ -
1950 --- - - -- - - -- - - -- - - - --
1955 ----------------------------------------
1957 ----------------------------------------19-...................................

1959---------------------------------
1960 ........................................
1961 ----------------------------------------
1962 ......................................

1964fp ) -------------------------------------
1964(p):

M ay .. ................................
Ju n e -----------------------------------
July ................................
August ...............................
ieptem ter -----------------------------
October ..............................
Novemb r ............................IX~emter -----------------------------

1965(p):
January. ............................
Febrvar. -..........................
March ................................A ril (r) --------------------------------.

May(p) .............................
June(p) ...............................

170
843
M51
87-9
990998

1,006
1,140
1.267
1.510
1. 976

165
172
175
179
179
173
167
160

153
150
158
153
160
165

Direct
Federal

21
146

45
35

58
56
5.5

6i

7
7

7

8
8

Non-Federal

Without Hill-
Total Federal Burton

aid sponsors
share

149
611
5,98
756
842
793
793

1.028
1.245
1,692

142
146
150~
154
153
148
142
137

1321
129
135
129
136
141

149
469
531
581
569
453
473
608
700
890

1,284

109
108
112
116
115
112
106
105

103
101
102

96
101
106

Source: U.S. Department of Health, Education, and Welfare; Public Health Service:
based on special report prepared by the U.S. Department of Commerce. Bureau of the
Census. Title Vi of the Public Health Service Act, as amended, (42 U.S.C. 291-291e)
provides the legal basis for the Hill-Burton program. Under a variable matching formula
that takes into account local need and ability to pay, Federal participation may range from

142
57

17-5
273
340
320
312
329
.355
408

33
38
38
38
&9
36
36
32

33
33
35
35

Hlill-
Burton
Federal
share

86
41
78

113
147
157
165
184
199
211.

18
20
19
19
1918
18
16

14
14
16
16
1616

Percent of total construction

Non-Federal

Direct
Federal

12.4
17.3
3.4
5. 1
3.5
5.8
5.6
4.8
4.3
4.4
3.7

3.0
3.5
3.4
3.4
3.9
4.0
4.2
4.4

4.6
4.7
5.2
5.0
4.8

Without Ifill-
Federal Burton

aid sponsor's
share

Total

87.6
7.5
90.3
86.0
85. 1
49.5
78.8
80.7
81.1
82.5
85.6

86.1
84.9
S5.7
860
85.5
85.5
85.6

86.3
86.0
854
84.3
85.0
S5.5

16.8
&7

19.9
2-1.6

34.1
31.8
27.4
25.9
23.5
20.6

20.0
2. 1

21.7
21.2
21.2
20.8
21.6
0. 0

19.0
18. 7
20.9
21.6
21.9
2L 2

Hill-
Burton 1
Federal
share

1

10 2
6.38.9

11.4
14.7
15.6
14.5
14.5 e
13.2
10.7 1'4

10.9
11.6
10.9
10.6
10.6
10.4
10.8
10.0

9.2 iT)
9.3

10.1
10.5 >
10.0 0
9.7 M2

% to % of the total costs of constructing and equipping health and medical facilities. A
current summary and analysis of the hospital and medical facilities construction program
appears in Hill-Burton Program Progress Report, PHS publication No. 930-F-3,
revised annually.

87.6
55.7
81.6
66.1
57.5
45.4
47.0

55.2
58.9
63.0

66.1
62.8
64.7
64.8
64.2
64.7
63.5
65.6

67. 3
67.3
64.6
62.7
631.1
64.2
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Mr. BALL. On the point that Mr. Vail raises about the possibility
of allowing a profit for the profitmaking institutions under the history
and the language, and not allowing anything comparable to the non-
profit-actually, we have felt that the term "cost" both in general
usage and specifically in reference to this legislative history quite
clearly excluded the concept of profit in terms of payment for risk-
that is the economic concept of payment for risk. And I believe the
General Accounting Office has also stated that they feel there is no
basis for the payment of profit, so defined.

The exchange that Mr. Vail read between Chairman Mills and my-
self rather pins that down-that there was no expectation of a pay-
ment of any profit in the legislative history, as far as JhiLs is concerned.

We are dealing here with the definition of cost. Jt think there is a
case-we have not allowed it-I think there is a case, though, for what
we were talking about earlier this morning, of a minimal type of return
for the use of money which is the equivalent of what you get without
risk for the use of money, say, as measured by the return on long-term
Government issues-what the economists call imputed interest.

But we have not allowed that. I am just making a distinction
as to what seems to us to be a conceivable point under cca as against
what seemed to be clearly ruled out in terms of actul jprofi--and to
discuss this point a little further, Mr. Chairman, with your permission
I would like to ask our general counsel to comment on his view as to
the possibility, under the law, of making a ptn.yment for specific
profit for the profitmaking and doing nothing comparable for the
nonprofit.

Mr. WILLCOX. Mr. Chairman, I find it very difficult myself to see
any basis for distinguishing the two kinds of institutions in this
respect. I agree with Mr. Ball that a reasonable case could be made
for some return for the use of money. I also agree that we could not
in any case pay any profit in the sense of return for risk taking.

I see no basis for interpreting the term "cost" differently as applies
to the two kinds of institutions. The fact that the Secretary is
authorized to differentiate between classes of institutions does not,
as I read the statute, give him any authority to go beyond cost for
either class. I see no basis on which we could say that any return
for the use of capital is a cost in the case of proprietary institutions
without saying at the same time that it is a cost in the case of non-
profit institutions.

Senator DOUGLAS. Senator Anderson has been compelled to step
out of the room.

I have never thought that interest and profits were identical. I had
always thought that profits were over and above intercst. I have also
always thought that interest was a cost. It is an obvious cost when
money is borrowed. But it is also a cost if earnings are foregone.

In these days of continuing deficits, certainly the Government bor-
rows purchasing power, and pays interest upon it.

Now, maybe you cannot allocate this entirely to hospitals under
Hill-Burton. But there is certainly some cost involved in this, and
we are paying out now-what is it-close to $12 billion a year in
interest. This is a cost to the community.

I have never felt that we should take the position that Government
investments are costless. If the Government did not take the ur-
chasing power from individuals, individuals could invest their purcas-
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ing power and receive a return. I think the fact of Government ex-
penditure does not make it costless. In some cases it actually costs
them money. In some other cases it consists of earnings foregone by
individuals from whom the taxes are taken.

I don't understand the full drift of Mr. Willcox' comments. But I
take it that what he is saying is this should be a cost accredited to
public institutions, nonprofit institutions, as well as to proprietary
institutions. Isn't that your point?

Mr. WiLcox. Yes, Senator Douglas.
The only point I was making is that I can find no basis for dis-

tinguishing between the treatment that is accorded that element in
the case of the public or nonprofit institutions, on the one hand, and
the proprietary institutions, on the other.

Senator DOUGLAS. Then what would you do-give them none,
or give to the public the same treatment as to the proprietary?

Mr. WILLCox. The principles as they are proposed really give
them none, except as some bit of this 2-percent item may reflect that
for all participating institutions.

Mr. BALL. Senator Douglas, I think it was perhaps before you
came in this morning that the point was made thi t the Health Insur-
ance Benefits Advisory Council-the majority of them were very
sympathetic to the general point you are making, and felt there was a
good justification for allowbig a return on equity for both profit and
nonprofit which was equivalent to the use of money without risk.

Senator Douglas. That is a use of capital.
Mr. BA LL. Yes. And they refrained from recommending that

this first year because they were concerned, first of all, with its rather
substantial effect on the cost of the program. To have done so would
have increased the overall cost about 6 percent. And they also
felt that it was really hard to predict what all the elements of this
reimbursement formula and new grants and loans from the Govern-
ment might have on total hospital financing.

So they wanted (obe on the conservative side, and they postponed
consideration of that idea for a year-just laid it on the table-but
I can assure you with a lot of sympathy from the majority of the
council.

Now, having passed that over, though, there was a recognition that
since that was not allowed, that to that extent the principles that they
have explicitly recognized could well be somewhat short of a true cost
reimbursement. The principles they recommended were short of a real
cost reimbursement to some extent, and in a couple of other places,
too-when they turned d 9wn re placement as a basis for depreciation
and went to historical. We stuck with the more conservative one, but
said in doing so we recognize we may not be making full reimburse-
ment of cost.

When we went to the method of allocation that was adopted as
against the average per diem, we again recognized that there were some
hicreaued costs for caring for the aged as against younger patients that
were not being recognized.

Now, the 2-percent factor that has been discussed was really a
recognition in a broad and general way of the fact that the specific
elements of the formula did not openly recognize some of these ele-
ments of true cost that perhaps should have been in the formula.
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So that we have felt and the council has felt that this 2 percent is
not a bonus, it is not a profit, it is not over and beyond the cost, but it
is an essential part of the basic costs-recognizing the deficiencies
elsewhere.

Senator DOUGLAS. Well, I think it was from 1938 to 1942 that I
served as a private citizen on that advisory council. I don't think
that their decisions should necessarily be taken as the opinions of
Congress.

But with the shortage of time, personally, Mr. Chairman, I don't
think we should tear this system up by the roots at this last minute.
But I do believe that the issue should be faced as a permanent policy,
and that you should not allow the teinporary disregarding of interest
as a cost to harden into a fixed policy, because I think--frankly, I
think interest is a cost on public inive,;tment as well as on private
investment..

Now, similarly, I think as a general principle that the cost of the
hospital facilities used under medicare should be charged to medicare
and not charged to taxes or to private philanthropy. Therefore it
seems to me that you must have deprecation funds which medicare
will provide so that a new facility can be constructed as the old one
wears out.

Otherwise you are going to be thrown onto public funds or private
gifts, and this will be a subsidy of the medicare program.

I think it is much more self-respecting and better accounting if
the system bears its own cost.

Similarly, I am not at all certain but that the system should bear
the cost of expansion.

We are having a rapid increase in population. There will be a
continuing increase in the numbers of people over the age of 65.
You will have to have an increase in the number of hospital beds.

Provided you can prevent profitmaking over and above cost, it
seems to me the system should provide for its own expansion. Other-
-wise you throw a terrific burden on private philanthropy and upon
taxes.

We will need private philanthropy and taxes to bear other portions
of medical and hospital care.

I don't know how much value these observations have, Mr. Chair-
man. But in my judgment, we should let them go ahead for the
next year, and not hold tip their orders, but urge that within a year
or so they come in with a general policy. And as cf this moment,
I would favor depreciation as a cost, if adequately determined, I
would favor interest as a cost, if the 2 percent results in capital ex-
pansion providing there is no profit in the capital expansion.

Mr. COHEN. Could I say, Senator Anderson, in response to Senator
Douglas' comments, Secretary Gardner feels that all of these questions
are very appropriate, and in the meeting with the American Hospital
Association executives, he said to them that we would very carefully
evaluate this first year's experience-he felt there were some unknowns
in this situation. You are embarking on a rather large-scale reim-
bursement of cost for 19 million people, andl he felt, in giving his
initial approval to our working with these people, that there may be
some changes that have to be made. And lie felt that they could only
be made after maybe a year or two of experience. And ie promised
them that we would collect the necessary data, reevaluate the issues,
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many of which are the ones that you indicated, and reopen the ques-
tion in the next year or two.

So I think that we are in complete agreement with your point that
these are valid questions, some of them should be looked at in terms
of experience, both administrative, accounting, as well as what is the
economic result of this. And then I think there were also several
questions as to what the impact of this all would be on the expansion
of the hospital system. The Surgeon General himself has indicated
that lie has some-he wants to know something about what the impact
of this is on new construction and modernization provisions-particu-
larly in the Hill-Burton program.

We would also, as I indicated earlier to Senator Anderson, explore
those. And I think then we would be in a better position to come back
a year and a half or 2 years from now with a much better picture and
evaluation.

It may well involve some amendments to the law regarding reason-
able cost going to the point that Senator Anderson stated-that there
are some elements in this that are not clearly spelled out in the
statute. And it may be that Senator Anderson is correct--that after
this experience we should come back and probably attempt to clarify
the status.

Senator DOUGLAS. Don't sweep them under the table, though.
Don't use the period of delay as a means of postponing consideration.

Mr. COHEN. No.
Senator ANDERSON. That is one of the problems. You are going

to settle some of these questions in advance, when it ought to be
studied for a year. If you would take the question of advance pay-
ments and wait until the need was demonstrated, then I might have
some sympathy for it. But you want tG settle it before you know
there is a need. You do the same thing with the 2 percent. There is a
provision in the bill, I believe, that lets you go back at the end of a
year and refigure your bills. If you find at the end of a year there
was an underpayment you have authority to examine the situation.

But you want to pay them now, before you get into the year. You
don't want to get experience on which to base it.

If you would put off these things for a year and study them for a
year, there might be far less objection to the program.

Once you give this 2-percent sweetener, there is no reason why it
cannot go up to 10 percent.

Senator Kennedy Suggested a bill for a building program to take
care of hospital and nursing home needs. You would solve it by
putting this extra money in the pot. The Surgeon General very
carefully pointed out you don't always get the best planning under
those circumstances.

I lived for many years in a town with two hospitals. That town has
not changed its population in 50 years-about the same size it was.
And the two hospitals are quite sufficient. I moved to a town that
had 15,000 population, and now has 350,000, in 30 years. They need
more hospitals. So you have to have more than just money--you
have to have planning and study.

But you are going ahead and put the money in and say you hope
they build a hospital. Why not find out what they are going to do
with it?

63-924-66--8
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You are going to put the money in now and settle the question
in advance. That is what most of us are worried about.

MR. COHEN. Senator Anderson, can I say this? I thought before
we came to this hearing that we were really taking a very conservative
approach. And I think I would still make the same point. If we
had followed the rationale of what Senator Douglas I think has just
said, and had in a sense accepted the idea of paying interest, it might
well have forced Congress-either us or Congress in the position of
paying interest both in connection with the proprietaries and the
nonprofits, and that would have been a larger cost than what we have
in our proposal.

Therefore, I think that on balance, rather than having pushed
ourselves and Congress in an expensive direction, we are taking a
conservative approach which, if our approach proves to be wrong,
and the hospitals and Congress later want to take the other approach,
we have, in the intermediate period, really been on the conservative
side rather than the liberal side.

Senator DOUGLAS. So far as outlays by the system are concerned.
MR. COHEN. Yes-by the system are concerned.
So it seems to me looking at the different alternatives we might

take--we didn't take the one to which if we had to modify, we would
have to then be in a position that Congress would have to put in
more money or change the contribution rate. But we are at a point,
where we think, with the present contribution rate, we have taken a
conservative position. Congress and ourselves are in a position later
on to reexamine it in a way that the economic pl'essures are not on
the side of having to complete an action which you might not want
to take later on.

Senator ANDERSON. Congress might think the conservative way
to do it is the way contemplated in the testimony on medicare and
is what the law calls for. You are saying things which were not
discussed by anyone.

You heard Mr. Willcox say lie sees no difference between what
amounts to cost for a proprietary institution and a nonprofit one.
I wonder if Bob Myers has some feelings about that.

Don't you recognize the difference in costs between the nonprofit
and the proprietary institutions?

Mr. MYERS. I think that this is probably a legal matter, and I
should defer to the General Counsel on that.

Senator DOUGLAS. It is the difference between out-of-pocket costs
and economic costs. You don't have out-of-pocket costs on public
investment-they are paid out of taxes. But there is an economic
cost involved in devoting resources to this purpose rather than
alternative uses.

Senator ANDERSON. I think Mr. Myers made a distinction in his
original cost estimate.

Mr. MYERS. Yes.
Senator DOUGLAS. Well, lie is dealing with out-of-pocket costs,

money costs.
Senator ANDERSON. Would it, help you any, Mr. Cohen, if we put

a resolution through Congress indicating whether Congress approved
paying interest on Hill-Burton funds and contributions? Would you
like to have that done? Find out where the Senate really is? Of
course riot, because you know the Senate is against that.
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Mr. ConrEN. But we are not paying interest oil the Hill-Burton
funds, Senator.

Senator ANDERSON. When you get through examining this tran-
script, you will decide you are, I believe.

Mr. COHEN. I don't think so, sir.
Senator DOUGLAS. 1 would like to say to my good friend from New

Mexico that this question comes up of course on irrigation issues, too,
where the principal is paid but not interest. I think interest should
be paid as well. Similarly, on flood control, we pay back neither the
interest nor the principal.

Now, I well understand the interest and pressures which are in-
volved in this issue. But I don't expect to introduce sound economics
into the irrigation and flood-control measures for a long time, particu-
larly in view of the strength of the river States and the dry States-
aquatically dry, not alcoholically dry.

But I do say we might be rational in our treatment of hospital
costs.

Senator ANDERSON. I only want to make
Senator DOUGLAS. Don't think I am going to propose that you

fellows out in the arid States pay back interest as well as principal.
I would like to do it, very frankly.

Senator ANDERSON. You have tried it, and failed.
Senator DOUGLAs. And have not succeeded. And I won't succeed

in the uiture--as the sun is setting. And I have not time enough to
deal with that issue.

But we have got this issue before us.
Senator ANDJJ11ZSON. Secretary Cohen, maybe I can explain what

mnyview on this is.
We had a good deal of discussion about this bill, and many people

talked about its unsoundness before it was over adopted, the dangers
inherent in it, the fact that costs would get too high. And Bob Myers
made estimate after estiniate as to how the thing would work out.

Over a long period of years we have trusted the estimates and relied
on them tremendously, and I (lid then and do now.

But after he got through with his estimate, new things were intro-
duced. And now how many things are going to be added?

Will there be 10 percent added finally? You said it is an issue you
are going to study. Why don't you wait for 1 year, and find out
what. the real facts are, which you don't have now any more than you
had before.

Why don't you wait to settle this question until there is a chance
to settle it?

Senator DOUGLAS. If we are getting into practical considerations,
let me say you have to give the hospitals a little grease to operate
when they make the transition,

The wheels won't turn unless the axle has a little grease. And if
there is grease in this-and I think in the long run there is not grease-
if there should be grease, I would not object to a little grease the first
year. Grease has been known to perform very useful functions in
other branches of Government. I don't know why it cannot perform
a useful function in medicare. If this seems too cynical for my
colleague-

Senator ANDEIRSON. I am sure it could. But the actual term used
by the American Hospital Association was sweetener.
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Mr. COHEN. We used no such term.
Senator ANDERSON. Unless the formula was sweetened. Did your

hear that at all from the American Hospital Association?
Mr. COHEN. I didn't hear it, but I recognize the term.
Senator ANDERSON. They said that, did they not? Until it was

sweetened.
I have to agree with Senator Douglas it may be proper to sweeten

it some, to sweeten it a little bit. But I would rather depend upon
the Hill-Burton type of approach for authorizing the construction of
hospitals, where the Government has some control over the planning
of those hospitals, than take the sweetener approach you have in
this bill. That is a matter of judgment. You may be right, and I
may be wrong. But I would rather do it in the Hill-Burton approach,
where the people make their representations, and planning is involved,
instead of the sweetener method.

Senator DOUGLAS. Now, then, we come to this question of th
treatment of the depreciation fund.

Are you. prepared to provide for funding within a State-not
necessarily for each hospital-but that the depreciation be funded
for actual replacement within the State, if not carried on or needed
within the hosi tal?

Mr. BALL. or ouglas, we feel that it is a highly desirablnie
objective to have funding if it is subject to planning.

I expressed some doubt earlier today whether it was even desirabe.
to force funding if it is not subject to some planning, because you
then perpetuate whatever exists.

But it seems quite clear from the statute that we do not have the
authority to require funding, since depreciation is a part of cost, and
we don't see how wve can make that conditional tinder the statute as
it is now written-because we are told to pay cost. And it certainly
is I think quite out of the question to subject depreciation to a plan-
ning requirement under the law as written.

Senator DOUGLAS. The same question comes up on interest charges.
on publicly furnished facilities.

Couldn't you provide that the interest be paid, but not necessarily
credited to the specific institutions-that it go into a general fund to.
be used for new construction?

Senator ANDERSON. Is there anything in the law that forbids the
requirement of planning? I realize there is nothing at all that says
you have to do it a certain way. But we have long since adopted the.
policy of making certain grants if certain other things are done.

Now, is there anything in the law that forbids you from putting
in a regulation which says there must be planning along with funding?

Mr. WILLCOX. There is nothing in this statute that authorizes it,
Senator. We are directed to pay the costs. And there is also a pro-.
vision specifically forbidding us to interfere with the operation or.
management of the hospitals.

Senator ANDERSON. You are giving them a sweetener. When you
give them a sweetener, is there anything at all that says you cannot
give it to them with some strings on it? That is all I am trying to
say. This will remove a lot of my objections to this particular pro-.
vision, if I thought you had control over the planning of it.

Mr. WILLCOX. Is this the 2 percent, you are talking about?
Senator ANDERSON. No-depreciation allowances.
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Mr. WILLCOX. Senator, I simply don't see any authority to do it.
The statute directs us to pay the reasonable costs. This item either
is or is not a part of the reasonable cost.

Senator ANDERSON. Therefore, if we are going to have any control
over the planning, we have to stop this whole provision, then, do we?

Nfr. WILLCOX. I don't know whether that will give you control
over planning.

Senator ANDERSON. I am talking about the thing the Surgeon
General talked about far more eloquently than I could in his comment.
That was a good statement, and a very sensible statement, and I
want to follow it if I can, by saying if there is any funding, it ought
to be done with sensible planning. And the very finest reasons I have
seen are in the statement your own Surgeon General has made. I
have no quarrel with it at all. 1 think it is excellent.

I am only trying to find a way to tie it down.
It, seems to me if we give money to a State for building roads, and

say those roads have to come to a certain standard, we ought to be
able to say we are going to give you money for depreciation which
you have to set up in a fund and plan for it properly and have your
plans approved. If you do that, a lot of my objection disappears.

Senator DOUGLAS. What you are saying is that you don't have
authority to do that?

Mr. WILLCOX. I cannot find any authority in this statute.
Senator ANDERSON. But he cannot find any prohibition.
Mr. COHEN. Senator, we have read the provision saying we should

not interfere in the internal administration of the hospital-
Senator ANDERSON. Now, Wilbur Cohen, you know that is not

interfering in the affairs of the hospital.
Mr. COHEN. I think it is a very sensitive thing to say that the

money that you get you can only spend in accordance with some re-
quirement on planning, because planning for what, and in what
direction?

Senator DOUGLAS. Planning whether the expansion is to be carried
on in that hospital or in other hospitals.

Senator ANDERSON. Senator Douglas
Senator DOUGLAS. Excuse me for breaking in.
Senator ANDERSON. The report on the amendments for 1965 says:
Pc'sonable cost should include appropriate treatment of depreciation on

bl'di,igs and equipment taking into account such factors as the effect of Hill-
Burto i construction grants and practices with respect to funding for depreciation.

Now, I think that is almost enough to tie your hat on to. If some-
one doesn't want to take the money on that basis, they can turn it
back to the Federal Treasury.

I would say when there is no prohibition on putting controls on
these things, you ought to try to put it on, and let somebody take it
into court and see if they can take it off. I think they would have a
hard time doing it. But at least you would have tried to do some-
thing that is in accordance with ordinary, reasonable precautions;
namely, if they are going to get money to replace buildings, it ought
to be for approved construction or equipment. Otherwise you are
going to have a cancer machine in every hospital, regardless of need.

I think you ought to plan for these things. There should be some
central control over it.

Mr. COHEN. Could I ask the Senator there a question?
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When you use the word that there ought to be some approved type
of planning, you mean by a State agency or Federal agency or both?

Senator ANDERSON. I believe a State agency would be appropriate.
I understand Hill-Burton money is handled by the State. In my
particular home State they made some money available for a fine
hospital so nobody is quarreling with what they have done, because
they have said to hospitals don't try to do what everybody is doing,
but try to serve the whole community. And that is very important,
to me, at least. And I would like to see you do your best to see if
you cannot require it. I think you could. I admit that the statute
does not specifically say that social security shall do this. There is
nothing of that nature. There is merely a provision to allow you to
make this money available for depreciation, and I think it is tied
closely enough in the reports to Hill-Burton funds so you could say
'subject to the same requirements that the Hll-Burton money n

disposed of in a State." If you do that, you are going to eiminate
a whole lot of opposition.

It ceases to be a sweetener then, and becomes something valuable
for the future.

I quite agree with you that there ought to be reasonable construc-
sion of new buildings when the old ones wear out. But I want to be
sure they a-e the right kind of buildings, in the right place, for the
right purpose.

Senator DOUGLAS. I would agree.
Senator ANDERSON. I am not trying to tear down your playhouse.
Senator DOUGLAS. I would apply that to interest charges, toe.
Senator ANDERSON. I think you would find a tough battle on that.
Senator DOUGLAS. I am sure--because of the precedents involved.

But capital is not costless. That is the point. And it is productive.
Neither costless nor unproductive. It is productive.

It should be compensated for its work, just like labor is compen-
sated for its work.

We do not say that capital is dead labor which, vampirelike, lives
by sucking live labor. We do not say that.

Senator ANDERSON. You only imply it.
Senator DOUGLAS. I won't identify the author of that, but I think

it is fairly obvious.
But let the record show that we refute that.
Mr. BALL. Mr. Chairman, perhaps the record should show at this

point that the memorandum that the Surgeon General has intro-
duced-and he may want to comment on this-was directed at a
point in the council's discussions where what was under consideration
was to apply depreciation on the much more generous basis of keeping
the value up to date-that is the replacement cost-and the Surgeon
General, as I understand it, was not objecting to the inclusion of
depreciation as such in a cost formula, but raising a question whether
if one went so far as to do it on this more generous basis, considera-
tions of plannng and so on would not argue against it.

Dr. STEWAAT. This is quite correct. I was writing this memoran-
dum against a discussion of replacement cost depreciation. And as
far as I go along, I think I agree with you, Senator Douglas, that
depreciation is a cost.

at I was really trying to point out is there is inequality in
facilities, distribution of facilities in the country now. If you let
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capital formation develop where services are provided now, you per-
petuate that-unless you can get the planning factor into it so you
replace facilities in the right places.

Senator DOUGLAS. I quite agree.
It has been a long time since I studied depreciation theory. But

as I understand it, the common practice has always been that deprecia-
tion is based on original cost and not on replacement cost. Isn't that
true?

Dr. STEWART. This is the more or less standard practice now; yes,
sir.

Senator DOUGLAS. And it may be that replacement cost is pref-
erable. But it is not followed in private industry. Isn't that true?

Dr. STEWART. I don't really know, sir.
Senator ANDERSON. Some new things have been added, Senator

Douglas. This provision they have here would allow you to have-
Senator DOUGLAS. You mean accelerated depreciation. I think

there is a real question as to whether you should go for accelerated
depreciation. I think the straight-line method is better, very frankly.

I hope you have not got your feet in so far that you would have to
agree to accelerated depreciation.

Senator ANDERSON. I think Mr. Ball testified in favor of it this
morning.

Senator DOUGLAS. The straight-line method?
Senator ANDERSON. No, the accelerated depreciation. Did you

not testify to that?
Mr. BALL. Yes, Senator. The principles allow, at the option of

the hospital, for them to take accelerated depreciation methods if
they wish. The reasoning there was that in the case where the capital
was borrowed, that it would frequently require accelerated deprecia-
tion to meet the mortgage payment. And, on the other hand, where
it was their own capital, it was at least in some small part a concession
to the argument for replacement cost and against historical cost.

Senator DOUGLAS. I know we have accelerated depreciation in
our tax policies, over my opposition.

Senator ANDERSON. I disagree completely with Mr. Ball on this
thing. I don't think this is a desirable way to do it at all. This is
another sweetener.

It is like the advance fund of $200 million-just a sweetener. If
they are getting along all right now, paying the mortgage now, what
do they need accelerated depreciation for? I think it is a mistake.
And they will find it is a mistake.

Many merchants who got accelerated depreciation say: "If I
had used straight-line depreciation how much better off I would
have been."

Mr. COHEN. Senator, could I return to your point with regard to
the planning?

Senator ANDERSON. Yes, surely.
Mr. COHEN. I think there is no disagreement absolutely on the

matter of principle. I think our concern is simply whether there is
the legal and legislative history with regard to this type of planning
commitment in this program.

I would like to suggest that we have pending in the Senate two
bills that relate to hospitals-one to hospital modernization, and the
other with respect to comprehensive State planning by the State
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health authority. And if you felt that-and those two bills, I would
hope, would be acted upon this year. They are part of the President's
program. And if you felt that planning-since this involves prac-
tically all of the hospitals in the Nation-it is true not only for the
aged-but we also have title 19 in which hospital costs are across the
board-you could, in those bills, if you wanted to, as a matter of
public policy, make as a condition of the Federal money that there be a
State agency which had the more general responsibility of the Hill-
Burton provisions for planning of all of these health services in the
State.Now, that would be a logical, it seems to me, requirement to make,
if you added medicare, title 19, the modernization funds, and the
grants for the State health functions all together-to say,. look, we
have all these pieces of legislation that have an impact upon facilities
and services, and we wish to require perhaps even franchise, like I
think they do in New York-a form of franchise legislation for
hospitals, plus planning-I think we would all agree in principle that
would be a great step forward, and you could rationalize it in terms
of the totality of Federal money and legislation.

Senator DOUGLAS. Well, the jurisdiction on that would pass out
of our hands.

Mr. COHEN. That is the Senate Labor and Public Welfare.
Senator ANDERSON. It ties-
Mr. COHEN. It seems to me, Senator Douglas, it is very germane

to that legislation, which does create out of general revenues, too,
the expansion of the Hill-Burton and this other function, in which
planning, I think, is absolutely-I think the Surgeon General would
be very delighted to see that happen, would you not?

Dr. STEWART. I think -this does two things. I think it accom-
plishes the-it puts this type of capital formation into a planning
system which has been in existence and is being expanded. Secondly,
it allows planning for the total hospital rather than the expansion or
replacement of that portion which is used by people 65 years and over.

So you get it into a context of a whole rather than a piece.
Senator DOUGLAS. Is there such a thing as joint jurisdiction, Mr.

Chairman?
Senator ANDERSON. I want to say, Senator Douglas, that I think

there is enough authority in the bill now to go ahead and do it-there
is plenty of legislative history. The principles of the American Hos-
pital Association make provision for it. Someone might take you
into court, but lie might have quite a day in court before he got
through. I would like to see you try it.

Senator DOUGLAS. YOui want to make them do it prior to July 1?
Senator ANDERSON. "I think they ought to put it in theirguidelines.

All these things fit together-the 2 percent, the accelerated deprecia-
tion. They are all sweeteners for the hospitals.

Modern Hospital has a story in its May issue:
The HEW Seeretary's promise was made in a letter to Philip D. Bonnett, in

correspondence initiated by the AHA after a stormy meeting in its headquarters inApril- -

Did you attend the stormy meeting?
Mr. COHEN. It was not stormy. I thought it was an interesting

meeting, an exchange of ideas. e
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Senator ANDERSON (reading):
obtained assurance that AHA would make a last-ditch fight with the Government
about the reimbursement proposals.

They did make a fight, didn't they?
Mr. BALL. There may be two different meetings in mind. They

may be referring to a meeting in Chicago.
The CHAIRMAN. They are.
Mr. BALL. I gather that was stormy.
The CHAIRMAN, If you think it was not stormy-we have some

letters to indicate it was stormy,
Mr. COHEN. I misunderstood. I assumed it was a meeting in

which i participated, and I was not at any stormy meeting. But I
think, Senator, goingback to what Senator Douglas said-I think
you also have to keep in mind tlat the hospitals did come in and
make representation to Mr. Ball and the Secretary for proposals which
were very substantially beyond what we are now talking about in the
guidelines that v~issued.

Senator ANDERSON. It Was ent and settled for 2. But
thore was a proposal t a e 2 percent.

Mr. BALL. Senat , they had over several t at the same time.
They had the id that 2 percent would be desira that it would be
desirable to al have depreciation replacement is, that it be
desirable to ye the average r dien. the only p 'nt in dispute
that we lat agreed wi hem on-n these'ajor cost tters-andthe he 2 er
then on a different' r ionale t n th r, e 2 percent

Senate ANDERSO he at accurate store iu most
details: [Reading:]

The t noteworthy hag h ever, a i ppoi tment to alifornia
hospital They h isted o entfor a " r hand evlopmen factor,"
and had asked for 6 pe nt. p were ted the factor, but it was 2
percent first pro osed b IA I~..

Do u deny t at? " D
Mr. ALL. No, Sena _n

Senat r ANDER o Th f pa f ent in the inningg,
and whe you turned them y raised i o 19, an en you
went bac2 to 2, and the to

Mr. BA . No, sir. e 2 per ent as nev a single. osition of
the AHA. hey wer ways for* the in' ur posit' they ever
had was for average per i ich is 9-percent crease plus 2
percent, and a various times they were for these o er points I sug-.
gested. They we never just for 2 percent.

Senator ANDERSO . hey were for, a firs 'en on the Treasury.
Mr. COHEN. I though sat in many conference

committees, that one side asked or 19 and we settled for 2, was a
very, very reasonable, conservative solution.'

Senator ANDERSON'. No great problem is settled until it is settled
right. If they asked for something wrong, 2 percent is as bad as
19 percent.

I- know you believe in the compromise. But sometimes we don't.
Senator DOUGLAS. You have a much stronger bargaining position.

now with the hospitals after Senator Anderson's position.
Senator ANDERSON. Now you raise the question of the HIBAC

decisions being discussed in camera.*
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We asked for the HIBAC minutes in February. We did not get
them. The American Medical Association knew what was in them-
the AHA knew what was in them. But the staff of the Senate com-
mittee could not have them. That is what you get into. And, is
there any order out now that people in the Department who discuss
t1iPsA matters with members of the staff have to make out a memo-
randum of what they discussed and put it in the files?

Mr. BALL. No, Senator.
Senator ANDERSON. No? Now, think carefully.
Mr. BALL. Let me answer your first point first.
Senator ANDERSON. Somebody does have that instruction.
Mr. BALL. About 3 or 4 years ago I asked people to let me know in

general, not related to this-about'outside contacts, but not a memo-
randum in the file on what was discussed-merely what contacts were
made as part of my overall responsibility to know what was going on.

Senator ANDERSON. Hasn't that requirement been introduced in the
last 2 or 3 weeks?

Mr. BALL. No, sir. I have no idea what you are referring to.
Senator ANDERSON. I am referring to the fact that some people

have been told if they discuss anything outside the Department to
make a memorandum of it.

Mr. BALL. Not by me, Senator.
Senator ANDERSON. Do you know of anybody who requested it?
Mr. BALL. No; I do not.
Mr. COHEN. I know of no such instructions, either, Senator.
Senator ANDERSON. Let me talk to the witness first.
Mr. Myers, it has been estimated that as presently constituted

and based upon all available information, medicare first year costs will
exceed the original estimate given to the Congress by at least $150
million. Is that possible?

Mr. MYERS. I think it depends what is meant in this question
by medicare.

If you include just the hospital insurance program, the figure is
$75 million. I have heard figures that title XIX, or medical assist-
ance, might add another $75 million. But I have not worked on that
aspect.

Senator ANDERSON. I referred to the hospital insurance program,
where there are variable factors, such as utilization which may in-
crease costs. We were just wondering how much the cost has gone up.
I know you say from 1.23 to 1.26 percent of payroll isn't much jump.
But if it starts in that direction, it sometimes goes a long way.

Mr. MYERS. It is quite true, Senator, this whole question of wbat
the cost of the program will be is nothing that we know completely
precisely now. But I have seen no reason to change the cost esti-
mates that I gave last year, other than for this 2%-percent increase,
,or the 0.03 percent of taxable payroll that we have been talking
about.

Senator ANDERSON. The 0.03-percent increase of taxable a oll-
if you didn't give it to the hospitals, how many additional days of
hospital care could be added to the benefits?

Mr. MYERs. I can give you two alternatives--if you had an
additional 0.03 percent of taxable payroll to finance additional
benefits. First, you could extend the present 30 days of hospitaliza-
tion-beyond the first 60 days-where there is a $10 payment by the
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individuals to probably 120 days--so a total of 180 days of hospitaliza-
tion would be covered, with $10 daily payments beyond the 60 days.
Alternatively, you could drop the $10 daily payment requirement
for days beyond 60, and probably pay for complete coverage for up
to 100 days-that is, after the $40 deductible.

Senator CURTIS. In lieu of what, Mr. Chairman? I came in late.
Senator ANDFRSON. If they did not give the sweeteners of all kinds

to the hospitals, and went back to the hospital bill as we contemplated
it in its original passage. This 0.03 increase could be used to give
additional benefits. I am wondering if it is not better to give those
benefits to the patients rather than to the hospitals.

Senator DOUGLAS. I would say they have to get the system under-
way, and they have to get the cooperation of the hospitals. I don't
object to the tentative sweeteners, or grease, as I call it. I think that
ultimately if you recognize interest as a cost, it is going to be much
more than this, as I believe it should be. But then I think-what are
the funds to be used for? What are the depreciation funds and the
interest charges to be used for?

Mr. BALL. I think that, Senator, is one of the main reasons that
the Health Insurance Benefit Advisory Council recommended post-
poning that issue of interest for a year, because it increased costs
-enough that it would have raised a question, first of all, about the
contribution rates under the program, and secondly, it raised the
-question that the Surgeon General addressed himself to, of planning
for the use of that fund.

Two percent is very substantially less than what allowing imputed
interest would cost, and didn't raise in their minds the same question.

Mr. Chairman-
Senator ANDERSON. When you postpone one of the things for a

year-why don't you postpone all of these controversial questions?
Why not pay benefits for a year and see what happens?

Mr. BALL. We truly believe that the failure to allow the 2 percent
would actually mean that we were paying less than cost for these
services.

Senator ANDERSON. What does the law require?
Mr. BALL. That we pay cost.
Senator ANDERSON. If yOU find out you haven't paid cost--you

have to pay it then. Why don't you find out about it?
Mr. BALL. I don't think that the retroactive provision contemplates

going back over the year and changing the principles. I think what
is contemplated is that you pay first on the basis of advances, that is
estimates-not advances-an estimete-

Senator ANDERSON. No, advanceo" is all right. I follow you.
Mr. BALL. We have changed that. That is not an advance. But

you make an estimate at the beginning of the year on the basis of
these principles. Then at the end. of the year you settle up, on the
basis of the principles pait out.

It would hardly seem reasonable at the end of the year, after
hospitals had entered into an agreement with you on the basis of
certain principles, to shift all the principles for retroactive settlement
in terms of how you compute a cost. I don't think that was contem-
plated at all.

Senator ANDERSON. Well, why cannot a hospital find out what its
costs are at the end of the first year?

119



REIMBURSEMENT GUIDELINES FOR MEDICARE

Mr. BALL. Well, the question of what are the costs is a matter of
what principles are agreed upon as the basis for cost determination.
As you know, it is not-

Senator ANDIESON. You are putting the 2 percent in for additional
costs not now defined?

Mr. BALL. We are paying 2 percent as a recognition that the careful
definition of the rest of the cost leaves out some things that are not
specifically included-and I have enumerated them before.

Senator ANDERSON. If you left out some things, why don't you
put them back in?

Mr. BALL. Because they are not things, Senator, that you can
arrive at specifically.

Senator ANDERSON. If you cannot arrive at them specifically, they
are not in the law, are they?

Mr. BALL. Yes, I think the law says that you are to pay costs-
and let me give you an illustration.
If it is true, as I believe it is, that older people do require a little

bit more in the way of nursing services on the average, that it does
take them longer to have an X-ray made, that it does take them longer
to get through an admission office, our approach to cost finding here
does not specifically recognize that difference. We have just not
allowed for it. And to that extent we are understating what we should
reimburse a hospital for.

In the same way, I believe that there is a case to be made that
replacement costs actually are justified in part, at least, as compared
with historical costs.

Bt instead of recognizing that explicitly, which would have been
much more expensive, we recognized that there was some part of it
that should be allowed, some part of the other that should be allowed.

Senator Douglas pointed out about a return on equity capital at
interest. This was not specifically allowed. But there is recognition
that failure to allow it may be somewhat understating cost.

All these things together justify, in our judgment, the 2 percent,
and maake it a p art of basic cost-not something over on top of cost.
As a matter of fact, it is minimum. recognition of such cost--you could
easily justify something beyond that had you not been held back
by the considerations of the Council-of the cost estimates not allow-
ing foi such things as interests on equity capital and the concern that
there would be about such a major increase in expenditures over
what had been estimated.

Senator, I thought I should also reply to your point about the
HIBAC minutes for the record, if you would like me to.

Senfator ANDERSON. I know what the story is. The story is that
everybody knew what was in it. Why couldn't the Senate Finance
Committee know what was in it?

Mr. BALL. Senator, I never had a reqtest from any Senator or-
any request at all in writing-

Senator ANDERSON. Mr. Hess, did you get a request in February?
Mr. HESS. Mr. Constantine told me he would like to have a set

of the minutes for you. At that point we had a restriction from the
Council itself that, unless we had a request to the Council, we would
not do anything.

Senator ANDERSON. You didn't think Mr. Constantine coming
from the Finance Committee had a right to request for the Finance
Committee?
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Mr. BALL. I would have thought, Senator, for us to overcome the
vote that the Council had made, that we would have wanted to have
a direct contact or a letter from the committee, or some formal
request.

Senator DOUGLAS. I don't think you should take that position.
Senator ANDERSON. Ceitainly not.
Senator DOUGLAS. I have been defending you most of the afternoon.

But I don't believe that you have to get a letter from the chairman of
the committee, and so forth. After all, Congress must act ultimately
on these matters. We cannot act without adequate information. I
don't think we should be sealed off, or our staff should be sealed off
from getting this information.

Senator ANDERSON. If they had been told that a letter was required,
Mr. Constantine would have gotten it in no time at all. Senator
Long would have given him the letter. But it was just said it could
not be given out, period.

[Matter omitted.]

Mr. BALL. No, I do not. Certainly it is true, Senator, that the
substance of the decisions of the Council were known to outside
groups. I doubt-to my knowledge, the minutes themselves were
never transmitted to any outside group.

Now, if some member of the Council did it, I don't know.
Senator ANDERSON. I asked you whether you thought they had

them or not. Haven't they referred to them right along?
Mr. BALL. I do not know that, Senator. I do not know they had

the minutes at all.
Mr. HESS. They have referred to some of the substantive decisions.
Senator ANDERSON. Certainly, they have referred to what is

inside of them.
Mr. HEss. We have no evidence that they had the minutes at all.
Mr. BALL. The minutes, Senator, are a long recitation of the

discussion, as well as the action. I never had any indication that
they had the minutes. The Council itself had voted on two different
occasions that they would like to have their discussions off the record
so that everybody could feel free as they were making up their mind
to just talk back and forth. That was the basis for not giving them
out.

But I might say to you had I known that this was a matter of
concern to you, it might have come to a very different decision.

Senator DOUGLAS. Well, in the future will he recognize a request
from the staff here as coming from the committee?

Mr. BALL. Senator, what I would like to do is to follow the sugges-
tions earlier. If we had any doubt about its being a matter that the
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committee was specifically interested in-in order to overcome an
action of the Council-I would like to call and check on-

Senator DOUGLAS. Call who?
Mr. BALL. I would like to ask Mr. Vail or Senator Long or someone

as to the validity of this request. Because you don't deal lightly
with an advisory council that has taken an action, and said it would
like to have its discussions off the record. I would like to have as-
surances, and I am sure I could get them from Mr. Vail, if that were
the situation, that these would be kept completely confidential.

Senator DOUGLAS. Confidential in what respect-that Members of
the Senate should not see them?

Mr. BALL. No; I meant with respect to the committee's own action.
Senator ANDERSON. Well, I was distressed, Mr. Ball, very frankly,

because I know Mr. Constantine had my full approval. The request
was made to Mr. Hess. When he was turned down, he tried to call
it to your attention. He had to call two different times. And no call
ever came back.

I think under the circumstances if he tells us what the reason is,
we could reach our own conclusions on it.

Senator Douglas, do you have additional questions?
Senator DOUGLAS. I have no more questions. I have to leave.
But I don't see how we citi compel the Social Security Admiinistra-

tion to revise its formula at this late date. I think we have to let
them go ahead with what they have done. But I think there should
be a public discussion of half a dozen points involved, and that some-
time during the year the committee should-this committee should-
if it can agree-should express its point of view, so as to be a guideline
for revision.

Senator ANDERSON. Senator Williams?
Senator WILLIAMS. Mr. Ball, earlier today I asked you to give us an

estimate as to the cost if all of the 50 States implemented the title 19
program. I was referring to the article which appeared in the Wash-
ington Post for May 22, in which they pointed out that eight States
have implemented it so far, and those eight States are costing far
more than was given as the total estimate at the time that the bill was
passed on by the committee. I have two questions.

First, how did you arrive at the $238 million as the overall cost if
and when they all implemented it?

And secondly, what is your revised estimate today as to the pro-
jected 10-year cost of that particular section of the bill if it is imple-
mented in its entirety by the 50 States?

Mr. BALL. Mr. Hawkins is here with us, Senator.
Mr. HAWKINS. Senator Williams, as the committee report indi-

cates, the estimate of $238 million represented the amount of Federal
funds that would be available to the States given the number of
State and local dollars that they were currently putting in. In other
words, as compared with the existing formulas for Federal matching,
the $238 million represented the Federal funds over and above the
number of dollars.

Now, there is a footnote at the bottom of that table on page 86
which says:

If State and local expenditures were reduced, the Federal expenditures would
be correspondingly lower, while increases in State and local expenditures would
also result in increases in Federal cost.
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Of course, this was also true under prior law. If a State wished to
double its expenditures under the Kerr-Mills program, it could have
gotten twice as much Federal money.

Our actual experience with these programs under title 19, the pro-
grams in January represented an expenditure of Federal, State and
local funds of about $20 million. February it wias also about $20
million. In March it was about $45 million-but all but $7Y million
of that $45 million represented transfers from prior programs, so
that the $7Y million represents all of the additional cost of the program
in March. We have not yet had enough experience to make a pro-jection of what may happen. The estimates that appeared in the
Washington Post were ones made by the States. Whether they will
ever be realized, when they will be realized, we are not yet in a position
to evaluate.

Senator WILLIAMS. New York State has passed a law, some of
the other States have passed a law to implement Title XIX. Do you
take exception to the figures given for those States.

Mr. HAWKINS. I don't think we have had enough experience to
say with certainty these are the figures. Now, there is another
element in the situation.

Senator WILLIAMS. If these figures are reasonably accurate, it is
going to mean that instead of $238 million it is going to run around
a billion dollars, based on the same variation if projected.

You projected $238 million extra cost in a year. California was
getting $75 million before. They estimate that they will get $180
million. Hawaii, $1.2 million, goes to $2.4 million. That is a 100-
percent increase. Illinois, from $17.7 to $40 million. Minnesota,
from $23.1 to $39 million. North Dakota, from $3.3 million under
existing law to $18.4 million. Oklahoma, from $13.7 to $15.6 million.
Pennsylvania from $22.3 to $100 million. And Puerto Rico, from
$680,000 to $22 million. And I understand there is no limit on
payments to Puerto Rico.

Now, these States are passing laws. A quick tabulation shows
that on those eight States alone costs are about $250 million to $260
million more than it was before implementation.

What is your estimate of the increased costs if all of the other
42 States do likewise?

Mr. HAWKINS. We do not have an estimate at this time, Senator.
Senator WILLIAMS. Would you dispute the estimate I have seen

that it wold cost, at a minimum a billion dollars more than your
estimate?

Mr. HAWKINS. I think we have no indication that it is likely to
run to anything like that.

Senator WILLIAMrS. What do you think it will run, because it is
$250 million already-you don't dispute those figures on the eight
States. I grant you that those are the larger States.

Mr. HAWKINS. I neither dispute nor accept them, Senator. We saw
some estimates by States on Kerr-Mills programs that never began to
be realized in terms of actual experience later.

Senator WILLIAMS. That was because the Department was dis-
crediting the Kerr-Mills bill, discouraging it, and in some instances
refusing to tell the States how they could get it. Don't deny that too
quickly, because we had quite an experience in Delaware-so much so
that my opponent, who is a very able and worthy man, the Governor
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of the State, came down after the campaign was over and said, "I will
swear I thought I was right. I listened to the Department." 'ho
difference noW is you are selling the program, and it is costing money.

M1r. HAWKINS. There are two other elements involved in this
estimate.

One, tile legislation last yeal. included participation in imenital and
TrB institutions. Practicafy tll of these plans included here have
mental institutions provision in them. So there is another $75
million first year estimate that can be added to tile $238 million.

Certainly, insofar as there is flew State and locdl money it will cost
iliorte.

Senator mWILLIAMs. And if the other States continue oil the same
scale as that of these eight States, it could readily move Ul) to and
apl) rioach the middle figure, could it not?

Mklr. IIAWKINS. I would question this very seriously.
Senator W ms.S. You would be afraid to say it could not,

wvoilddn't you?
Ir. HAWKlNS. I could not say it couldn't. We have had a growth

in tile existing medical care programs of about $80 million a year,
without any change in tile law or anything else. The expenditures
for medical care costs in fiscal 1965 ran about a billion and a quarter
dollars. In recent years it has been going up about $80 million a year.

Now, over a period of time--....
Senator WILLIAMS. This is not considering the $80 million a year

of growth. This is beyond that. And that growth factor will sti be
there, on top of these figures.

Mr. HAWKINS. I w)ulld suspect these figures include the growth
factor.

Senator WILLIAMS. The growth factor would still be there.
Mr. Myers, have you made any estimate in this connection?
Mr. MYERS. No, "Senator Williams, I have not made any cost esti-

inates in the area of public assistance.
Senator WILImAm s. Do you have available the tabulation which

developed the $238 million?
Mi'. HAWKINS. Yes, it is right in the Senate Finance Committee

report.
Senator WILLIAIMS. I would like to have that incorporated in the

record at thispoint, Mr. Chairman, along with a copy of the list in the
Post, which lists the eight States implementing this, where their in-
crease alone runs up to $238 million.

(The article and committee report table referred to follow%-:)
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Public assistance: Increased Federal funds available for medical payments under
title XIX I

(In thousands of dollars]

Increase Increase
State available State available

under title under title
XIX a XlX I

Total ......................... $238,005 Missouri ............................. $350
Montana ............................ 27

Alabama ........................... 1,045 Nebraska ........................... 1,811
Alaska ............................. 5 Nevada ............................. 263
Arizona ........................... 19 New Hampshire .................... 1,931
Arkansas ........................... 3905 New Jersey ......................... 5, 55
California .......................... 20,411 New Mexico ........................ 1,634
Colorado ............................ 2,689 New York .......................... 46,580
Connecticut ........................ 3,922 North Carolina ..................... 2,890
Delaware ........................... 8 North Dakota ....................... 3,809
District or Columbia ................ 344 Ohio ................................ 2,871
Florida .............................. 684 Oklahoma ........................... 14,752
(eorgia ............................. 363 Oregon .............................. 1,291
Hawaii ............................. 898 Pennsylvania ....................... 3,098
Idaho ............................... 477 Rhode Island ....................... 2,437
Illinois .............................. 18,395 South Carolina ..................... 2,133
Indiana ............................. 2 136 South Dakota ....................... 148
Iowa ................................ 5,315 Tennessee ........................... 824
Kansas ............................. 5, 808 Texas .............................. 1,237
Kentucky.......................... 262 Utah.............................. 3,028
Louisiana ........................... 3,950 Vermont ............................330
Maine ............................... 781 Virginia............................. 159
Maryland ........................... 141 Washington ......................... 2,290
Massachusetts ....................... 16,614 West Virginia ....................... 2,260
Michigan ............................ 3,715 Wisconsin .......................... 17,031
Minnesota .......................... 27,578 Wyoming: ...........................280
Mississippi .......................... 817

I Based on expenditures for vendor medical payments from State and local funds for all programs combined
in January 1964. If State and local expenditures were reduced, the Federal expenditure would be cor-
respondingly lower, while increases in State and local expenditures would also result in increases in the
Federal cost.

(From the Washington Post, May 22, 16)

TRIGGERED BY N.Y. ACTION-NATIONWIDE STORMt Looms ON "SOCIALIZED
MEDICINE"

(By Eve Edstrom)

New York's legislature is brewing a new national storm over "socialized medi-
cine."

The cauldron is being stirred by the enactment in Albany of a wide-open,
Federally supported program of health care for the needy that could mean free
and unlimited hospital, medical, dental and nursing care to 7 million of New
York State's 18 million residents.

New York's action is finally focusing public attention on why the least known
provisions of the Nation's now medicare laws are potentially the most revo-lutionfrty

The New York program is so liberal that families of four with annual net
incomes of up to $6000 annually and savings of $3000 can qualify.

State medical societies are dienouneing the now program as a "Government
give-away."

This is ironic because the New York program implements a Federal law that
initially was enacted to scuttle medicare for the aged on ground that it would
bring about socialized medicine. And the strongest support for that law-
commonly known as Kerr-Mills-came from the American Medical Association.

Now, New York medical spokesmen and industrialists are demanding repeal of
the plan that Gov. Nelson A. Rockefeller signed into law April 30.

Upstate New York legislators are urging that the Department of Health,
Education and Welfare withhold approval of the New York program-a most
unlikely happening because HEW is delighted with New York's magnanimity.

Gov. Rockefeller is hopeful that a public hearing Tuesa n the State Capitol
will clear up confusion over the program. But health care experts predict that
this will be just the beginning of a national debate that will be echoed in every
state legislature and the United States Capitol before long.

03-924 O-66-----9
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In the public's mind, medicare is the Social Security insurance system of hos-
pital and medical benefits that will be available to more than 17 million persons,
aged 65 and over, beginning July 1.

But at the same time that the medicare insurance system was established,
Congress approved an enormously liberalized version of the Kerr-Mills program
of Federal-state health care benefits.

That program became effective Jan. 1 and is the real sleeper of the medicare
legislation. No longer limited to the aged as it was when enacted in 1960, all
age groups, with special emphasis on children, are potential beneficiaries of it.

And because medicare under the Nation's social insurance system is limited to
the aged and its benefits will probably pay no more than 60 per cent of an indi-
vidual's health bills, there will be increasing reliance on the expanded Kerr-Mills
program to make certain that no American who needs health services is denied
them.

SCANT ATTENTION

However, until New York dramatized the potentially extensive scope of the
new program, scant attention was paid to the liberalized Kerr-Mills benefits.
This was because initial experience under Kerr-Mills was so unsatisfactory.
States set such low income limits for eligibility that the program was of little
help except to aged paupers.

But now many of the more offensive features of the original Kerr-Mills law
have been wiped out. The means test to determine eligibility has been radically
altered.

Arbitrary income limits that excluded people regardless of the size of medical
bills have been ruled out. Irksome relative responsibility provisions have been
greatly narrowed.

But, as in any Federal-State matching program, the number of eligible persons
will vary greatly from state to state, depending on the generosity or stinginess
of state legislators. And with all state treasuries strapped financially, no other
state is expected to be as benovolent as New York.

Seven other states and Puerto Rico already have Federally approved programs,
and their income qualifications range from a low of $2448 to a high of $4000 for
a family of four.

OPTION LEFT TO STATE

States have an option on how they may begin the program, and initially they
could limit it to persons who qualify for Federally-supported relief payments.
However, this has not been done in any of the states that have adopted the
program.

Furthermore, the law requires the states to make a series of progressive im-
provements so that across-the-board health care services will be available to
all of their. medically needy residents, regardless of income, by, 1975.

Just what this means to the Federal Treasury-at a time when the Nation
is arguing over guns or butter-can be seen from estimates made by the first
seven states and Puerto Rico.

The following table shows what the states received in Federal matching funds
for the medical care of the needy during a full year before they adopted the
liberalized program, and what they estimate the Federal share of first-year
costs will be now:

(In millions]

Before Now

California ................................................................... $75 $180. 0
Ilawall ------------------------------------------------------------------- 1.,2 2.4
Illinois --------------------------------------------------------------------- 17.7 40.0
Minnesota ------------------------------------------------------------------ 23.1 39.0
North Dakota -------------------------------------------------------------- 3.2 18.4
Oklahoma ------------------------------------------------------------------ 13.7 15.6
Pennsylvania --------------------------------------------------------------- 22.3 100.0
Puerto Rico I --------------------------------------------------------------- .68 22. 0

I In 1965 Congress eliminated overall dollar ceilings on the amount of Federal funds that Puerto Rico
and the other territories could receive for medical care. Under the new matching formula, Puerto Rico
now qualifies for greatly increased funds.

When the liberalized bill was enacted, its potential impact on the public treas-
ury was grossly understated.
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ADDITIONAL BILL ESTIMATED

The report of the House Ways and Means Committee, based on data provided
by the Department of Health, Education and Welfare, estimated that the ad-
ditional Federal bill for the expanded Kerr-Mills benefits would amount to $238
million during the first full year of operation.

The $238 million was to be the total Federal increase if all states took advantage
of the program. But the $238 million has already been exceeded in the projected
first-year costs made by the first seven states and Puerto Rico.

And these costs can be expected to keep going up as more and more states come
into the program and as they make the progressive improvements required by
law.

One of the most significant improvements is aimed at obtaining health care for
all of the Nation's medically needy children under 21. This ultimately could aid
more than 50 percent of the children who live in urban areas.

But whether the Nation is actually committed to providing the financial follow-
through to make this a reality is at the heart of the public argument to be heard
in Albany this week.

Senator WILLIAMS. What concerns me is not whether this is right
or wrong, but the fact that you have one program here which has
changes increasing costs by $75 million a year-changes which are
being made over and above what the committee expected or over and
above the estimate. Coupled with this, it looks to me like you have
got another bill passed by the Congress which over the next 10 years
is going to cost at least-I am almost afraid to say it. But if it is
going to be like these eight States here, running $262 million over the
original estimate-in 10 years that is two and a half billion dollars.
You have a multibillion-dollar error in your estimated cost of this
proposal. And that concerns me.

Mr. HAWKINS. Senator, these estimates are made on exactly the
same basis as any other estimate given to the committee in the public
assistance area.

Senator WILLIAMS. These other estimates are made on the same
basis, are they not?

Mr. HAWKINS. No; they are not.
Senator WILLIAMS. Haven't you examined what these States have

done to see what it is going to cost the Federal Government in match-
ing funds? Are we committed under that law to match these in
accordance with the formula outlined here?

Mr. HAWKINS. We are committed to participate in the payments-
if that is what the payments under the State plan amount to.

Senator WILLIAMS. If the States want to implement these plans,
we are committed under title 19 to match them. And we are corn-
mitted-if each of the other 42 States wants to implement the same
type of program, we are committed, under title 19, to match it. And
that could run up, based on this initial experience, to where it is going
to cost you $2 to $5 billion in 10 years more than the committee
estimated, or was given as an estimate at the time it was adopted.

Mr. COHEN. Senator, could I say something?
Senator ANDERSON. I ask unanimous consent at the close of the

hearing to put in a statement and resolution by the AHA.
Mr. COHEN. While I don't know the quantitative answer, the

Senator in my opinion is correct. Title 19 does involve a very,
very heavy and growing financial responsibility by the Federal Gov-
ernment to meet its commitments. And if the Senator will refer to
section 1903(e) which was written into the bill in the House com-
mittee, and in the final law, he will see that the congressional intent
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is clear-which bears out his point-where it says that the Secretary
shall not make payments under the preceding provision or section to
any State unless the State makes a satisfactory showing that it is
making efforts in the direction of broadening the scope of care and
services made available under the plan and in the direction of liberal-
izing the eligibility requirements for medical assistance with a view
toward furnishing by July 1, 1975, comprehensive care and services
to substantially all individuals who meet the plan's eligibility stand-
ards with respect to income and resources, including services to enable
such individuals to attain or retain independence or self-care.

As I recall the discussion in the House committee, the executive
sessions, and in the affirmation of this in the final legislation, it was
the intent on the House side to develop a comprehensive medical
assistance program for practically all persons with low incomes in
the United States. And that feature was written in by the House
committee. And, therefore with the open-end formula mechanism
that is in here, I think the Senator is correct that substantially more
Federal costs are involved in title 19 during the next 10 years than
certainly were anticipated during the first year on the assumption
that only existing State and local expenditures were to be matched.

Senator WILLIAMS. Well, that is the point that I am trying to get,
Mr. Cohen. I appreciate your making the statement. I am not
debating here that implementing this is illegal. I realize that it is
in the law. The point that I am making is that it is now almost
clear to anyone that the $238 million given us, which over a 10-year
period would be two and a quarter to two and a half billion dollars,
is unrealistic in the light of the experience we are having as far as
these States are concerned.

Mr. COHEN. I think you are most likely to be correct.
But let me explain, so you will understand, what the basis, at least

over in the House committee, which was then transformed in the
Senate committee report, has always been on State programs that
involve State implementation.

That is, they have always gone on the assumption that the only
estimate that seemed to be-I won't say the only one that seemed to
be reasonable-but the best estimate they had is what would be the
Federal cost if you would use all of the State and local funds that I
think then were available for these purposes.

Now, beyond that I think if you look in the committee report, it
says that if the States put up less money than this, or more money
than this, as I recall it, it would cost more than this estimate.

But no estimate was made what would happen if the States did
something different than what they were then doing with State and
local money.

But I agree with you in your conclusion. The net result will be
that title 19 is going to, over the next 10 years, have a substantially
increased annual cost over what was presented in the committee report
on that assumption.

Senator WILLIAMS. And again we are dealing with an assumption.
Conceivably no other State would implement this. But on the as-
sumption that the other States do implement it to the same degree
that is proposed in these eight that we mentioned, their cost,
instead of being $238 million a year, could exceed a billion a year.
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Mr. COHEN. Yes. I think that I would say, without knowing the
fact-I think it could be more than that or less than that, because the
essential element is what do the States do with regard to three factors.

What is the sco e of medical care that they put in their program?
What are the eligibility conditions? and, How much State and local
money do they put up?

Now, if they nave a high income provision, a comprehensive scope
of medical care, and put a lot of State money in that wasn't antici-
pated, it is going to cost the Federal Government more.

Senator WILLIAMS. I appreciate that. And there is no way, really,
for anyone to sit down and make an accurate estimate, because we
don't know what any one of these other States are going to do, or
whether they will be as liberal or more liberal in their programs.

But I just thought we should recognize the fact that if these States
carr it out, the other States are going to figure they can get some
of this Federal money, too. And it will end up with have a program
which is many, many times more expensive than was contemplated
at the time the Congress passed this particular proposal.

Now, I am not, debating the merits right now. The law has been
passed. And the fact whether we as individuals voted for or against
it is beside the point. It is passed, it is the law, it has to be financed.
And once the States implement this program, as I understand it, we
have no choice, except to match the money.

But I think we should recognize- and I am not sure that enough
attention was given to just how far reaching this could have been in
describing this to the committee.

I am wondering whether at the time the increased cost was estimated
at $238 million, if the possibilities of what is going on shouldn't have
been pointed out. Maybe nobody could foresee it. But if not-it
is a billion dollar blunder, anyway-as far as estimating is concerned.
I think we are going to have to raise this money.

This, as I understand it, is paid by appropriation.
Mr. COHEN. Yes. This is paid out of general revenues.
Senator WILLIAMS. It is taxpayers' money.
Mr. COHEN. Yes. I want to say this, Senator.
I would not want to in any way comment on what the expectations

at the time of the Senate Finance Committee were. But I think as
far as the House committee is concerned, they intentionally wanted
the program to be very broad, and very comprehensive, because they
were trying to develop a program that they thought would very
comprehensively take care of the medical care of all of those people
who were in these medically needy groups.

I don't think the House was unaware of the implications of very
substantial Federal costs.

Senator WILLIAMS. Perhaps they were not unaware of it. B'ut in
the report they did not put a big dollar sign on it which now is going
to have to be put on it.

I appreciate your help in getting this in the record, because I don't
see any need for kidding ourselves. We are at this point. The law
has been passed. And as long as it is on the books, we are going to
have to match this money as these various States come in. I am
just trying to get a reasonable estimate as to what we are confronted
with over the next few years as we try to raise the money in some
manner to pay for this program. And I think it would have been far
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better if at the time it was passed the American people could have
seen the price tag, rather than later going to the store seeing a $5
price tag and then getting a bill for $25.

The point is that we are dealing in millions and billions in this
particular case.

Senator CURTIS. Just a few questions for the record.
In the past, isn't it true that, by and large, the cost of providing

hospitalization has been borne by the public to quite an extent?
I will illustrate.
In every town and eity, most every town and city, public-spirited

groups conduct hospital drives and raise great sums for hospitals; is
that correct?

Mr. COHEN. Yes, sir.
Senator CURTIB. And a number of hospitals are county hospitals,

and city hospitals, and State hospitals, isn't that true?
Mr. COHEN. Yes, sir.
Senator CURTIS. Now, because of that subsidy, from charitably

minded individuals, in some cases organizations, perhaps churches or
lodges, and local tax sources-the individual who entered the hospital-
I am not talking about an aged person. necessarily, but including the
aged-when he paid his hospital bill, he didn't pay the full cost, did
he? He paid what was necessary in addition to the tax funds, and the
hospital drive funds and the sponsoring church funds or lodge funds.
Isn't that correct?

Mr. COHEN. I think you are correct when you make the assumption
that the money which was primarily raised for construction was not
necessarily fully reflected in the charges per diem for service.

Senator CURTIS. Well, it is not only construction. It includes
equipment, too, doesn't it?

Mr. COHEN. Yes. But I mean capital costs.
Senator CURTIS. And to some extent the operation, isn't that true?
Mr. COHEN. I think on that vry little, Senator.
Senator CURTIS. Well, if you include depreciation as an operating

cost, they let the hospital go until they have another hospital drive,
isn't that correct?

Mr. COHEN. That may be. I think the major point where I would
see public funds entering in on the service side, on operation cost,
would be paying for welfare clients.

Senator CURTIS. Yes. And also members of religious orders
working for less than the cost of equivalent services.

Now, in general that situation has been different in respect to
convalescent homes, hasn't it-particularly the proprietary ones?

Mr. COHEN. Well, what makes me stop to think is I do remember
the figure that--if you are referring to nursing homes now-

Senator CURTIS. Yes.
Mr. COHEN. As I recall-
Senator CURTIS. I am referring to the category of institution which

will qualify or attempt to qualify to provide extended care.
Mr. COHEN. I see. Well, I do recall the point, though, that as of a

year or two ago, I think about 40 percent of the total income of nursing
homes in the country came from public welfare agencies paying for
welfare clients.

Senator CURTIS. But that is not a subsidy that inures to the benefit
of others-
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Mr. COHEN. No; as a matter of fact many of them were not paying
even their full cost.

Senator CURTIS. So you do have a difference between nursing
homes and hospitals. There may be exceptions to it both ways.
But in general, public spirited, generous people in a community
periodically raise great sums of money to establish hospitals, and to
renew hospitals, and equip hospitals. Is that correct?

Mr. COHEN. Yes, sir.
Senator CURTIS. And we have some which have received help either

in the form of voluntary labor or direct money from religious and
fraternal organizations. And in general that has not been true or nearly
so true in respect to nursing homes-isn't that correct? Most
nursing homes have bean proprietary in nature-where the individuals
running it, owning it, had to pay out on their own.

Mr. COHEN. That is correct.
Senator CURTIS. I think that is something that should be taken

into account in determining what the reasonable cost is-having
someone in a hospital, and what that reasonable cost is, and having
someone in a nursing home and determining what that reasonable
cost is. Because certainly the past practice, as well as the very
nature of ownership, has been different, varying in localities and
between institutions. Isn't that correct?

Mr. COHEN. Yes, sir.
Senator CURTIS. Now, as I review today's testimony the definition

that you are about to follow in determining ihe cost of hospitalization
is going to place upon the hospital program a portion of the cost that
was previously borne by others.

Mr. BALL. Senator, I think insofar as many, many hospitals were
concerned-the aged were not paying their own way-welfare and
charity cases for example.

Senator CURTIS. Some of them were paying their own way. A
person might be 75 years old, and if he goes into a hospital, and that
hospital is the recipient of generous drives on the part of the com-
munity-it may be a hospital conducted by a religious order or a
fraternal society. It may even be a county or State hospital-
regardless of his age, he has not been paying the full cost, has he, in
the past--in the purview of the definition that you are now about to
follow.

Mr. BALL. Well-
Senator CURTIS. Isn't that true?
Mr. BALL. Senator, I have a great deal of difficulty in answering

categorically on this, because the situations differ so from place to
place.

Many, many hospitals have a charge system that actually is in
excess of cost, and they use the charge system purposely to accumulate
capital for expansion and for renewal over and beyond depreciation.
This is quite typical of nonprofit hospitals in areas where there are
public charity hospitals.

So it is very hard to answer the general question-have people
been paying less than the cost of care?

It is true they have not in many places, and in other places they
have been paying more than the cost.

Senator CURTIS. Where they have been paving less than the cost,
under the guidelines and definitions you have adopted today, they
will pay more than that, or the full reasonable cost?
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Mr. BALL. Yes, sir.
Senator CUPTIs. Now, doesn't it follow, then, that all patients who

enter the hospitals, including those under 65 years of age, are going
to have an increase in their hospital costs by reason of this program?

Mr. BALL. No, sir. It seems to me that the evidence points to
the fact that when we pay the full cost for the aged, that will relieve
those under 65 of the subidy that they have been typically bearing
for the aged. And I call to your attention that----

Senator CURTIs. But that subsidy has not always been for the
aged. Someone goes to a children's hospital. They are the benefi-
ciary of countless gifts and drives that have been carried on for that
children's hospital. And now you are switching to a program where
the full cost-including depreciation, and this 2 percent, all of these
things-are to be charged. Do you anticipate that hospitals are
going to charge less per day for an individual 64 than they do for an
individual 65?

Mr. BALL. We will be reimbursing on a cost basis, Senator. And
insofar as younger people have been sulbsidizing older, which may not
be your point but it is nevertheless correct--

Senator CURTI. That just relates to the welfare cases.
Mr. BALL. No; not entirely. Take Blue Cross, for exy,mnple. Let

me give my own State of Maryland. In the Blue Cross of Naryhad,
they have covered older people typically at the same rate that they
have charged younger people for the Premiums. And the result of
that is that the younger people have been paying a subsidy to the
older people.

Senator CuRTIS. So far as the hospital is concerned, there hasn't
been a variation in the charge per day because of someone's age, has
there?

Mr. BALL. No. But when you use the average per dicm approach,
it follows also in reimbursing the hospital that for the aged the hos-
pital gets more than the true cost.

Now, if we step into this picture under this program and pay the
full cost, it depends on what the situation has been. Omi the welfare
and the charity cases, as you say, the result of our paying full costs
will be to pay the hospital more.

As far as the hospital is concerned, if they have been reimbursed
on an average per diem under Blue Cross they vill actually get less
for older people when we pay than they (lid previously.

If I just can round out the Blue Cross picture in Maryland-as far
as individuals are concerned, a very interesting thing is happening.
The Commissioner of Insurance there has ordered a reduction in the
general rates of premiums under Blue Cross because the medicare
program will now be paying the full cost for older people, and they
no longer have to carry that subsidy.

Senator CURTI. As a matter of fact, a great many employers are
totally terminating their insurance, or that part of their insurance
that is covered by medicare, isn't that right?

Mr. BALL. Yes. What I am talking about, though, is that their
rates for younger people will now be less, because they don't have to
subsidize the older.

Senator ANDERSON. I think you may have missed his point,
Senator Curtis. He says that a man 40 years old will probably pay
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less for Blue Cross because the contributions for old people will no
longer be involved.

Senator CuIris. My point is lie is going to pay more to get, in the
hospital, because when the Government assumes this responsibility,
you are going to shut off other public funds, you are not goingV to get,
tih zeal to go out and raise a huge sum for a hospital drive, because
the Government is going to do it. And patients of all ages, including
those under 65, have received the benefit of that private giving in the
past.

That is the point I was making.
Mr. CohEN. Well, let me say this. I had not thought about how

this would affect people 65 and over, because I still think there is
plenty of room for private fundraising and philanthropy for hospital
expansion. You see, this doesn't pay--this program doesn't pay for
all the capital expansion that is involved for population increase, or
utilization. So it your assumption is that this is going to possibly
drive out private contributions for capital replacement or capital
expansion, I don't see any evidence of that yet,. I am not saying it
won't happen. But don'tt see tny evidence tlat it would result froIm
the proposed formula with respect to the 25 percent of hospital utiliza-
tion.

Senator CURTI. Under your formula, the medicare system is going
to pay a greater amount, for hospital care for an aged person than if
that same aged person .\oeut in and paid his own bill for substantially
tie same care hi the past.

Mr. BALL. No, sir; I don't believe that, is the result, Senator.
If I caim make the point again--the typical situation in a charge

system is to chare somewhat more than cost, and quite typically I
believe that hospitals have goon getting--when they collect the fIll
charges-.a little bit more than cost.

Now, in Blue Cross, they use the average per diem method of
reimbursement of the hospital quite widely--not always, but quite
widely.--where they pay the average per diem for the older person,
because of the reason we exl)lained earlier of the length of stay being
twice as long-- the result is that they pay more for the aged people
under that approach than we will be paying since we are paying
actual cost for the aged-because we did not adopt the average per
diemmi method. Thus, we will be paying less than Blue Cross did for
older people in many cases.

Senator CuwrS. I think it is going to result in an increase in the
cost of hospitalization for those people not under the program. I
think it, is very clear that the cost for someone staying in a nursing
home after the period of time elapses that this program takes care of
will very clearly be increased, because of the standards that you
set. There will be duties that will have to be performed by a regis-
tored nurse that have been performed by someone of lesser skills.
There will be duties that will have to be performed by a graduate
dietician that have )een performed very adequately by someone with
a lesser amount of training.

I won't belabor the point. Everybody is impatient hero today.
But I think it. is going to be inev itable. I want the record to show this

morning that when I made reference to hospitals charging 25 cents
for aspirin, and charging a sizable sum for insulin when the patient
could take his bottle of insulin along with him -I am not critical of
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the individual hospital that has done that. I expect the adminis-
trators have been so worried about how to make ends meet, they have
to grab it where they can.

But it certainly has not been a reflection of costs.
That is all.
Senator ANDERSON. I agree with the Senator. Being a diabetic,

when I g o to a hospital I get insulin treatment four times a day. I
have been taking it for 26 years. They get $2 a shot. I can do it
for 50 conts.

Senator CURTIS. You can buy a bottle for $1.75, and it will last
you 10 days.

Senator ANDERSON. Without objection, the record of these hear-
ings will include the text of certain articles referred to earlier in this
hearing. I want to thank all of the people who have been here for
their patience. I think the staff has done a fine job. I think you
have donor a fine job of answering.

Thank you a lot.
(Whereupon, at 5p.m., the committee was adjourned, to reconvene

subject to the call of the Chair.)
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Dear Mr. Chairman:

In response to your request of May 3, 1966, we have reviewed tht-
"Principles of Reimbursement for Provider Costs under Public law 89-97"
prepared by the Social Security Administration, Department of Health, Edu-
cation, and Welfare. These proposed principles are intended to provide the
basis for regulations governing the payment by or on behalf of the Social
Security Administration of the reasonable costs of medical care services
provided to beneficiaries under the health benefit insurance progeam autho-
rized by part A of title XVIII of the Social Security Act, which was added by
section 102(a) of the Social Security Amendments of 1965 (79 Stat. 291). in
the course of our review, we have given specific consideration to certain
legal and policy questions which have been raised in relation to the princi-
ples as proposed, and have also reviewed the provisions of certain other
principles which we believe present substantive questions and problem
areas relating to policy and administration which should be given further
consideration before the principles are promulgated. The results of our
review are summarized in this letter and are discussed in greater detail
in the accompanying report.

Specific questions were raised as to the legal authority of the Sec-
retary of Health, Education, and Welfare to provide for including in re-
imbursable costs a general two percent of costs allowance stated to be
in lieu of costs not otherwise specifically covered, and to allow deprecia-
tion on assets financed with Federal or other public funds without requir-
ing such reimbursements to be funded for use only in the improving,
replacement, or expansion of medical care facilities. Question was raised
also with respect to whether the Secretary may authorize the making of
advance payments to providers of services under this program in the light
of the general prohibition against advances of public monies contained in
section 3648, Revised Statutes (31 U.S.C. 529).

Alter giving careful consideration to the purposes of the program
to which the proposed principles relate, the relationship between the Fed-
eral Government and providers of services covered under the program,
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and to the broad discretionary powers granted to the Secretary by the
governing legislation to determine the elements to be included in the
reasonable costs of covered services and to determine the timing of
payments for such services under the program, it is our conclusion
that we would not object on legal grounds to the provisions of the per-
tinent principles as now formulated. We have, however, discussed in
our report certain aspects of these particular principles which we be-
lieve, from the standpoint of policy and administration, are deserving
of further consideration in the determination of whether these princi-
ples should be promulgated in their present form.

We have included also in the report comments concerning provi-
sions of certain other principles which we believe present substantive
questions and problem areas relating to policy and administration which
should be given further consideration before the principles are promul-
gated.

The more significant of these other comments relate to (1) the
appropriateness of the provisions of principle 1-lA, which would allow
the initiation of the use or a change to accelerated methods of comput-
ing depreciation with respect to other than new assets for the purpose
of determining allowable costs, (2) the questionable need for and the
desirability of provisions under principle I-IB, which would permit
inclusion in allowable costs of an allowance in lieu of depreciation on
assets acquired before 1966, and (3) the failure to include in princi-
ple 2-2 the conditions requisite to the use of certain estimating meth-
ods where actual cost data is not available. We have in the course of
our review, discussed these aspects of the principles with responsible
officials of the Social Security Administration who have indicated that
our views will be carefully considered.
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In the interest of making a timely response to your request, we
have not obtained written comments from the Department of Health,
Education, and Welfare on the contents of our report.

Sincerely yours,

Comptroller General
of the United States

Enclosure

The Honorable Russell B. Long, Chairman
Committee on Finance
United States Senate
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REPORT ON

REVIEW OF PROPOSED

PRINCIPLES OF REIMBURSEMENT

FOR PROVIDER COSTS UNDER

PUBLIC LAW 89-97

SOCIAL SECURITY ADMINISTRATION

DEPARTMENT OF HEALTH, EDUCATION, AND WELFARE

INTRODUCTION

Pursuant to a request from the Committee on Finance, United

States Senate, the General Accounting Office has reviewed the *

"Principles of Reimbursement For Provider Costs Under Public Law

89-97," which were announced by the Commissioner of Social Security

on May 2, 1966.

In the course of our review, we examined into the general in-

formation and background material which was readily available at

the Social Security Administration and which was given consider-

ation by the Health Insurance Benefits Advisory Council (HIBAC) and

the Department of Health, Education, and Welfare (HEW) in the de-

velopment of the principles. In addition, we have discussed cer-

tain aspects of the principles with officials of the Department.

BACKGROUND

Part A of title XVIII of the Social Security Act, which was

added by section 102(a) of the Social Security Amendments of 1965

(79 Stat. 291), provides for health insurance benefits for the

aged. Under this act, HEW has the responsibility for establishing

regulations which will include the principles to be applied in de-

termining the reasonable cost of services provided to benefi-

ciaries. The Commissioner of Social Security, at a press confer-

ence on May 2, 1966, made public the proposed HEW principles of

reimbursement. These principles are proposed to be the basis for

1
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the pertinent parts of the health insurance benefits program regu-

lations.

The Secretary is authorized by the act to enter into an agree-

ment with national, State, or other public or private agency or or-

ganization (intermediaries) that may be designated by any group or

association of providers of services, to determine the amount of

payments required, provide consultation services to providers,

serve as a channel of communication from providers to the Depart-

ment, make audits of the records of providers as may be necessary

to insure that proper payments are made or to perform such other

functions as are found to be necessary. Payment for the reasonable

cost of provider services as determined pursuant to the Depart-

ment's regulations will be made to providers of service either di-

rectly or through intermediaries.

The Department estimates that approximately 17 million insured

individuals and 2 million uninsured will qualify for basic hospital

health insurance benefits on July 1, 1966. Benefits and adminis-

trative expenses under the basic plan would be about $1 billion for

the 6-month period in 1966 and about $2.3 billion in 1967. The

costs for the uninsured (paid from general funds) would be about

$280 million for the first full year.

Separate payroll taxes to finance the basic plan, paid by em-

ployers, employees, and self-employed persons, would be earmarked

in a separate Hospital Insurance Trust Fund established in the

Treasury. The same contribution rate would apply equally to em-

ployers, employees, and self-employed persons.
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FINDINGS AND CONCLUSIONS

Our findings and conclusions on the basis of our review are

presented in the following sections of this report. These findings

and conclusions relate only to certain of the proposed principles

which we believe present substantive issues from the standpoint of

law, policy, or administration, which would be appropriate for con-

sideration before the principles are promulgated in the form of

regulations. We have discussed certain of these issues, as indi-

cated in appropriate sections of this report, with responsible of-

ficials of the Social Security Administration, who have generally

indicated that our views thereon would be carefully considered.
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PRINCIPLES INVOLVING BASIC LEGAL AND POLICY ISSUES

Three of the proposed principles to govern the determination

of the reasonable costs of providing services covered by the health

insurance benefits program involve factors and considerations which

raise substantive legal and policy issues. Because of the consid-

ered importance of these issues, they are discussed in the follow-

ing sections of this report together, where appropriate, with our

conclusions with respect thereto.

Principle 1-11 Allowance in Lieu of Specific
Re.oanition of Other Costs

Principle 1-11 would provide:

"In lieu of specific recognition of other costs in
providing and improving services, an allowance amounting
to 2 percent of costs allowed under the other principles
(with the exception of interest expense) is includable as
an element of reasonable cost of services, subject to the
limitation that the allowance not exceed a reasonable
long-term interest rate on the provider's equity capital."

Legal cons derations

The comments on this principle prepared by the Social Security

Administration state as follows:

"In accordance with the established practice of a
number of large third-party purchasers, this allowance,
in lieu of a direct return on the equity capital of pro-
viders, recognizes the continuing need for capital funds
to secure, preserve and improve service-rendering capa-
bilities.

"The allowance under this principle is limited to an
umount which, as a percentage of the provider's equity
capital, does not exceed the rate of return on government
obligations currently being acquired by Social Security
Trust Funds.

"Although the methods to be utilized by hospitals

for determining the actual cost of services provided to

4
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beneficiaries are the best available, some lack of preci-
sion in methods at the present stage of cost finding
represents a contingency which is a further consideration
for including this allowance."

Question has been raised as to the legality of payments to be

made under this principle primarily on the basis of characterizing

such payments as a "bonus" or "profit" over and above the reason-

able cost for providing services. We would agree that if this al-

lowance, in fact, constitutes a bonus or a profit in the true sense

it is not authorized under the act. However, whether or not the

allowance is either is subject to some speculation.

Section 1861(b)(1) of the act provides that in establishing

cost reimbursement principles the Secretary shall consider, among

other things, the principles generally applied by national organi-

zations or established prepayment organizations. The act further

specifies that the principles may provide for determination of

costs of services on a per diem, per unit, per capita, or other

basis and that estimates of costs of particular items or services

may be used. We understand that in the negotiations and consider-

ations which led to establishment of the cost principles there was

a considerable difference of opinion as to whether average per diem

costs of all services for all patients would reasonably reflect

true costs when applied to the elderly patients covered under the

act. The Secretary took the position that since the stay of el-

derly patients is generally longer than the stay of younger pa-

tients and since the use of ancillary services such as x-ray and

laboratory is not proportional to the length of stay, averaging

all costs on a per diem basis and applying this average to patients

covered by the program would, in fact, overstate the true cost



146 REIMBURSEMENT GUIDELINES FOR MEDICARE

which the program should properly bear. The cost principles,

therefore, provide that only "routine" costs are to be averaged out
on a per diem basis with "ancillary" costs to be allocated on the

basis of actual use.

We have been advised, however, that the Secretary received

evidence which tends to support the conclusionthat although an

average per diem rate for all costs applied to elderly patients

would overstate the true cost of services rendered to these pa-

tients, application to elderly patients of an average per diem rate

for only routine services, in fact, understates the true cost of

the services rendered. This is stated to be so because elderly pa-
tients generally require more attention than younger patients.

We cannot, of course, precisely determine the appropriateness
of the allowance in terms of its recognition of costs of the na-
ture described. However, in our opinion, there is sufficient merit

to the concepts involved when viewed in the context of the statu-

tory provision authorizing the use of estimates to preclude our
concluding that the allowance in question is illegal, at least to

the extent which it reasonably reflects the amount of costs it is

intended to cover.

But even assuming that some portion of the allowance consti-
tutes a return on the provider's equity capital dedicated to the

function of providing medical services, we do not think that the
Secretary may be said to have exceeded his authority under the act

in providing such a return where, as here, it is limited by a rea-

sonable long-term interest rate.

It is abundantly clear that the act does not contemplate the

payment of a profit to providers of services. It is also clear

from the act and its history that, although, a return on equity



REIMBURSEMENT GUIDELINES FOR MEDICARE 147

capital can readily be viewed as a profit, the Congress did not

specifically address itself to this question, except to the extent

that in speaking of cost reimbursement it would appear that the

Congress was contemplating cost in a traditional sense. And return

on equity is not a cost, at least in the traditional sense of that

term. This much would seem to call for a conclusion that an allow-

ance for return on equity may not legally be made under the act.

But the act and its history show clearly that the Secretary is

to have wide discretionary authority in establishing methods of

payment and items to be included in the context of the term "rea-

sonable cost." The question is then whether there is any basis

upon which a return on equity may reasonably be construed as rea-

sonable cost. If so, it would be difficult, in the absence of a

specific statutory prohibition to conclude that payment for such a

reasonable cost is not authorized. The act recognizes that in de-

termining reasonable costs, methods and items to be included might

well vary by types and classes of institutions. In dealing with

the question of return on equity as a cost, it is appropriate to

examine the underlying issues in light of certain differences be-

tween profit making institutions on the one hand and nonprofit in-

stitutions on the other.

For the profit institution, the use of capital clearly repre-

sents a cost in the economic sense if not in the accounting sense.

Without expectation of a return on capital it would not be dedi-

cated to a particular use. Indeed, it is normally the expectation

of a return greater than that available through investment in risk-

free securities that capital is funneled into any particular chan-

nel. In a very real sense, the investor must regard the fore-

bearance of the risk-free long-term interest available to him as a
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cost in terms of deciding whether to use his capital for a particu-

lar purpose. It is only with respect to the return he receives

over and above risk-free interest available to him that he may be

said to have profited in the economic sense from his decision to

utilize his capital for other than investment in securities. Rec-

ognizing these fundamental concepts upon which private profit seek-

ing capital is utilized, we would not question the legal authority

of the Secretary to apply the cost principle in question in profit-

making institution situations.

However, for nonprofit institutions expected return on capital

is not relevant to its use. Here, return on capital -is not neces-

sary as an incentive for the dedication of capital to a particular

purpose. Therefore, in this context, "reasonable cost" must be

viewed in a light different from that in which we have considered

it thus far, if we are to conclude that return on capital is a fac-

tor which may be considered by the Secretary.

If nonprofit medical institutions are viewed as operating on a

static basis, with no element of growth or increasing sophistica-

tion in facilities and equipment involved, a return above actual

costs in the traditional accounting sense would not be appropriate.

But these institutions cannot operate statically if they are to

provide the kind and level of medical services on a continuing ba-

sis to which patients should be entitled. There is a constant need

for additional capital to keep pace with medical advancements. In

practice, this additional capital is provided through donations and

borrowings. Theoretically, at least, it would not seem unreason-

able to conclude that charges to patients should contain an element

toward meeting this need for continual capital accretion. And in

this context, it would further seem reasonable to construe a charge
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toward meeting this need as a "reasonable cost" of providing medi-

cal services.

Moreover, disregarding now the distinction between profit and

nonprofit institutions, the legislative history of the act shows a

clear intent to be fair in establishing the cost reimbursement

principles. If return on equity is to be allowed for profit insti-

tutions and interest expense on borrowed capital is to be allowed

irrespective of the character of an institution, it seems reason-

able to question the fairness of not making some allowance for non-

profit institutions whose capital structure avoids the necessity

for interest expense. While it is true that interest expense is an

actual cost in the traditional accounting sense whereas imputed re-

turn on equity capital is a cost only in the economic sense (per-

haps more so in the case of profit-making institutions than non-

profit), payment for interest expense and for return on capital to

the profit institution is payment for items not directly related to

the furnishing of medical care. That is, the amounts of these pay-

ments are effectively lost so far as concerns their availability

for improved medical services. Capital is used whether it is owned

or borrowed, and a return on equity for the nonprofit institution

at least has the virtue of retaining the funds involved in the

sphere of improving the quality or quantity of available medical

care, whereas interest costs and return on equity for profit insti-

tutions which are paid are lost to the medical complex.

We would add that ordinarily, we would not rely upon such a

rationalization as we have presented to permit a return on equity

as being within the term "reasonable cost" were that term contained

in the statute in an isolated context. And we appreciate that the

rationalization itself is subject to differing viewpoints.
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However, recognizing that some undetermined portion and perhaps all

of the allowance in question relates to true actual cost; that the

act vests in the Secretary extremely broad authority with respect

to establishment of cost principles; that the use of estimates was

sanctioned; that the cost principles were to be established through

consultation with various national organizations with an underlying

concept of achieving fairness to all concerned; and viewing the

question of cost in the overall context of a continuing program in

a dynamic expanding situation rather than one which is statLc, we

conclude that the allowance in lieu of specific recognition of

other costs in providing and improving services is not so unreason-

able as to warrant a finding that it is beyond the legal authority

of the Secretary to provide. This conclusion is separate and apart

from any policy considerations relating to the desirability or ne-

cessity for providing the allowance and is based essentially upon

such determinations inherent in the allowance itself.

A related question has been suggested as to the propriety of

the allowance in terms of a percentage of costs. 'While sec-

tion 254(b) of title 41, United States Code, precludes the use of

cost-plus-a-percentage of cost systems of contracting, this prohi-

bition is applicable by the terms of section 252(a) of title 41

only to purchases made by the General Services Administration and

other executive agencies pursuant to delegation from the Adminis-

trator of General Services. The services being paid for under the

Medicare program not being within the scope of the procurement to-

ward which the prohibition is directed, there would not be any ba-

sis for concluding that basing the allowance as a percentage of

costs is illegal. Moreover, we must recognize again the wide dis -

cretion vested in the Secretary regarding the methods, of
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determining costs, and we understand that allowances based on per-

centages of costs are currently provided under a substantial number

of medical insurance plans'. Finally, we would note that there is

some question as whether the incentive to increase costs toward

which the prohibition Is directed would even be operative, since

under the program only a portion of total costs are reimbursed and

any attempt to increase costs for the purpose of obtaining more by

way of the allowance based on cost would result in 'nonreimbursed.

costs more than offsetting the increased benefit. However, as

more programs and greater patient loads come under the cost prin-

ciples, this dampener on the incentive to increase costs would be'

reduced.

1±o
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Other considerations

Although we conclude that we are not required to object to the

2-percent allowance on legal grounds, there are certain policy con-

siderations which we believe it desirable to outline briefly.

These considerations derive from the fact that, at least in part to

varying degrees among individual providers, the allowance will pro-

vide and is intended to provide funds for the improvement and ex-

pansion of medical care facilities.

In the past and at present, primarily under the Hill-Burton

and similar legislation, financial assistance by the Federal Gov-

ernment for the expansion and improvement of medical care facili-

ties has been in the form of grants under program criteria requir-

ing consideration of the relative need for such assistance in the

geographic distribution of available funds. Such criteria would

play no part in the distribution of funds under the 2-percent pro-

vision. Rather; because medical care costs tend to increase as a

result of higher levels of medical care, the application of the

2-percent provision would tend to distribute relatively more funds

to providers and to geographic areas which have the most adequate

facilities and offer the higher levels of care.

Similarly under the Hill-Burton program, individual applica-

tions for grants are required to meet the test of priority needs on

a State-wide basis. Under the proposed principle 1-11 in its pres-

ent form, individual providers of services would be free to use the

funds derived from the 2-percent allowance for facilities improve-

ment and expansion without subjecting their planned use of the

funds to the tests of areawide or State-wide priorities.

Accordingly when considered as a form of Federal financial

assistance for the improvement of medical facilities and care, we

believe that the 2-percent allowance cannot be expected to result

12
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in as efficient use of funds as would be possible under programs of

the Hill-Burton type.

Additionally, without any requirements imposed upon the pro-

vider of services as to the use of funds made available, there is

no positive assurance that the funds will be directed to the im-

provement of medical care facilities or services.. For example,

such funds might be directed to the conduct of medical research

not closely related to patient care. As recognized by principle

1-5, funds for this purpose are provided under many Federal pro-

grams and by other tax supported agencies and a quality review

should be assured as a condition of governmental support for re-

search.

It might be possible, of course, to attach conditions and re-

strictions governing the use which can be made by providers of

funds made available under the 2-percent provision. We doubt, how-

ever, whether the development of the administrative machinery which

would be requisite to the proper administration and enforcement of

such conditions and restrictions would be either practicable or de-

sirable as a part of the health insurance benefits program.

In summary, as other forms of Government financial assistance

for the growth and development of medical care facilities employ

controls designed to direct available resources to the areas of

greatest relative need, the provision of funds for this purpose

without such controls would, in our view, represent a significant

change in the mode of such assistance. Accordingly, in this context,

we believe that if funds are to be provided for this purpose

through the health insurance benefits program, it may be desirable

that the Congress specifically consider the merits of this form of

financial assistance at an early date and perhaps before such as-

sistance is initiated.
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Also for consideration in connection with the 2-percent pro-

vision is the desirability of computing the amount of the allowance

on the basis of a percentage of operating cost. The determination

of payments on a cost-plus-a-percentage-of-cost has long been dis-

couraged as a matter of Government policy and has been specifically

prohibited in the case of contracts entered into under the author-

ity of the Federal Property and Administrative Services Act of 1949

(41 U.S.C. 254 (b)). The general Government policy in this regard

stems from the incentive provided by this basis of payment to let

costs rise unnecessarily. Although the principle provides for an

overall limitation, in terms of a percentage of provider's equity

capital, on the amount of the allowance computed as a percentage of

cost, we understand from our discussions with administration offi-

cials that this limitation is not expected to come into play in the

majority of cases. Because of the implications of this type of

payment formula, we believe that, from a policy standpoint, the de-

sirability of its use deserves careful consideration.

In connection with the limitation on the allowance, we believe

an additional factor requires consideration. The principle would

limit the amount of the allowance to a reasonable long-term inter-

est rate on the provider's equity capital. The comments on this

principle state that for the purpose of applying the limitations,

the cost of assets financed by Hill-Burton or other Federal funds,

adjusted for depreciation, will be excluded from the provider's

equity capital.

The principle does not, however, define the manner in which

equity capital is to be determined. It is not clear whether equity

capital is to represent the net worth of the enterprise as shown on

its financial statements or the cost of tangible fixed assets net

of depreciation and long-term debt. Although Social Security
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Administration officials have stated to us that the net worth con-

cept of equity capital was intended, the comments on the principle

which relate to excluding Federal equity contributions indicate

that the net depreciated asset concept was intended.

Also, principle 1-1C, relating to depreciation on assets which

are fully or partially depreciated at the commencement of the pro-

gram, would permit the adjustment of the remaining estimated use-

ful life of such assets to establish an undepreciated balance of

asset cost for the purposes of the program. The principles do not

provide for the manner in which any increases in the undepreciated

balance of asset cost resulting from this restatement is to be

treated for the purpose of computing the provider's equity. Which

ever concept of equity is used, the increase would, if entered into

the provider's accounts, increase the provider's stated capital

equity. We were advised by Social Security Administration offi-

cials that it is not intended that the increase be entered into the

accounting records, but only given consideration in computing al-

lowable depreciation for the purposes of the program. Although

this approach is somewhat inconsistent with the requirement of

principle 1-1A that to be allowable as a cost depreciation must be

identifiable and recorded in the provider's accounting records, it

would be effective in excluding the increase from equity capital if

the net depreciated asset concept of equity is used. Under the

net worth concept of equity, however, the exclusion of the increase

from equity would be only temporary and partial. This would occur

because to the extent that the increase is recovered through

charges to the program the net worth of the provider would be in-

creased.
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In ou .ew, if this principle is to be retained, and if ad-

vances are to be made under principle 2-4 to cover the working cap-

ital needs for covered services, the net depreciated asset concept

of equity--that is, the cost of tangible fixed assets net of depre-

ciation and long-term debt--should be used for the purpose of ap-

plying the limitation on the allowance under principle 1-11. It

appears to us that this concept would provide the best measure of

capital which is devoted to patient care, inasmuch as it would ex-

clude assets such as investments which are not currently being de-

voted to such use. The amount arrived at under this concept should

be appropriately adjusted to exclude assets which-serve activities,

such as research, the costs of which are not includable in allow-

able costs under the principles. It should also be adjusted, as

appropriate, for the cost of assets financed with the Federal

funds. The equity amount could be further adjusted to exclude the

increase in book value of assets resulting from the application of

principle l-1C, if this increase is recorded in the accounting rec-

ords of the provider.
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Principle 1-ID Allowance for Depreciation on
Assets Financed with Federal or Public Funds

Principle 1-ID would provide:

"Depreciation will be allowed on assets financed

with Hill-Burton or other Federal or public funds."

Legal considerations

The comments on this principle prepared by the Social Security

Administration state as follows:

"Essentially there is no substantial difference be-
tween assets financed with Hill-Burton, other Federal or
Public funds, and other donated depreciable assets. These
assets, like other assets, become a part of the provider
institution to be used in providing services. Irrespec-
tive of the source of financing of assets, if they are
used in the providing of services, they are, in fact, a
cost of producing those services. Therefore, assets fi-
nanced by Hill-Burton or other Federal or Public funds
are to be treated as any other assets and their cost re-
flected in depreciation."

Question has been raised as to whether depreciation of assets
financed with public funds, particularly Federal funds, constitutes

a proper cost for reimbursement purposes under the program. We
agree with the "comments" section quoted above. Rather than con-

stituting payment for an asset twice where it is financed with Fed-

eral funds and later "paid for again' through depreciation charges,
the reimbursement of depreciation charges merely recognizes con-

sumption of the asset in providing services and serves to preserve
intact the funds initially dedicated to hospital use. If deprecia-

tion charges were not allowed the result would be that the initial

grant of funds would effectively be recovered back. A simple exam-

ple might be helpful in illustrating the principle involved.

A makes # gift of a $5,000 truck to B. In appreciation, B

agrees to construct a house for A at cost. In constructing the

17
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house the truck is entirely consumed. If B does not charge depre-

ciation of the truck as a cost, he will have completed the house

and be in a worse position than had he not undertaken the project.

In effect, he will have donated the value of the truck back to A

and the very basis for his generous offer is lost to him. On the

other hand if he does charge for the depreciation of the truck as a

cost, both A and B are in exactly the positions they intended for

themselves. Because B now has $5,000 instead of his truck, it may

not be said that A has paid for the truck twice.

While it is true that both the House and Senate reports on the

bill contained statements to the effect that "Reasonable costs

should include appropriate treatment of depreciation on buildings

and equipment (taking into account suchfactors as the effect of

Hill-Burton construction grants and practices with respect to fund-

ing of depreciation) ***," we cannot construe these statements as

removing depreciation on federally financed institutions from con-

sideration as reasonable costs under the act.

Subsidiary questions have been raised as to whether deprecia-

tion on federally financed assets are to be considered as costs but

only if funded and if there is no requirement under the act for the

funding of depreciation on such assets may the Secretary neverthe-

less initiate such a requirement in his cost reimbursement princi-

ples. The act contemplates reimbursement of costs and contains no

requirement, indication, or implication that the Government will

control the use to which such reimbursements will be put after they

have been made. We find no legal basis for distinguishing reim-

bursements for depreciation costs related to federally financed as-

sets from reimbursements for any other costs. As to whether the

Secretary may properly make such a distinction, we would have to

say that in view of the fact that the program is a voluntary one so

far as concerns the participating institutions and there is nothing

18
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that would compel them to enter the program on such a basis there

is some ground for the conclusion that such a distinction could be

made. However, if such a distinction were made any federally fi-

nanced institutions coming into the program which did not meet the

funding requirements laid down would not be reimbursed their rea-

sonable cost as contemplated by the act. Accordingly, we believe

it is highly questionable that any distinction may be made for de-

preciation purposes between institutions on the basis of the source

from which their assets were financed:

Other considerations

Aside from the question of whether depreciation on assets fi-

nanced with Hill-Burton or other Federal funds may be allowed as a

reasonable cost of providing covered services, there is for consid-

eration, as a matter of policy and administration, whether provid-.

ers of services should be required to set aside funds representing

the recovery of the asset cost, as a result of charging deprecia-

tion as a reimbursable cost, for use for improvement, expansion, or

replacement of facilities either with or without a corollary re-

quirement that the provider use such funds only with the approval

of an area, State, or Federal authority to protect against the in-

efficient use of the funds.

In this connection, assuming that the Secretary has the au-

thority under the law to impose such requirements, we believe it

must be borne in mind that the health insurance benefits program is

designed specifically to make payments to providers of services,

through an insurance program, for medical services provided to cov-

ered beneficiaries. The financial assistance provided under the

Hill-Burton and other legislation, was intended to increase the

availability of adequate medical care facilities to the nation's
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population generally, and no requirements were provided in such

legislation to govern the use of such funds as might be derived by

the provider through the recovery through revenues of the original

cost of the facility. This in itself raises some question as to

whether it would be appropriate to impose such restrictions inci-

dental to the health insurance benefits program.

In addition, as previously stated with respect to a somewhat

analogous situation in connection with the 2-percent allowance

which would be provided by principle 1-11, we doubt whether the de-

velopment of the administrative machinery which would be necessary

to properly administer and enforce such restrictions would be ei-

ther practicable or desirable as a part of the health insurance

benefits program.

In our view, the appropriateness of placing restrictions on

the use of funds derived through the recovery of depreciation

charges on assets financed with Federal funds might best be consid-

ered by the Congress in conjunction with legislation of the Hill-

Burton type, which has as its primary purpose the improvement, re-

placement, or expansion of medical care facilities in an efficient

and orderly manner.
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PrinciRle 2-4 Payments to Providers

Principle 2-4 would provide:

"Providers of services will be paid the reasonable
cost of services furnished to beneficiaries. Interim
payments approximating the actual costs of the provider
will be made on the most expeditious basis administra-
tively feasible but not less often than monthly. A re-
troactive adjustment based on actual costs will be made at
the end of the reporting period. At the request of the
provider, interest-free advance payment will be made an-
nually on the basis of one month's projected costs of
covered services."

The issues discussed below relate only to the portion of this

principle which would make available to providers, at their re-

quest, interest free advance payments on the basis of one month's

projected costs of covered services.

Legeal considerations

The comments on this principle prepared by the Social Security

Administration state in pertinent part as follows:

"Advance Payments to Providers

"Prior to rendering services and submitting bills
for such services, providers as a matter of course need
to make cash outlays from their own funds for necessary
equipment and supplies, and for the services of support-
ing personnel. In the case of new providers and pro-
viders desiring to institute new or improved services,
such outlays place a special burden on their finances.

"The intermediary will process interim payments for
services rendered to beneficiaries as expeditiously as
possible. Nevertheless, whatever the billing schedule
of the provider and however promptly the intermediary
processes the. request for payment, there is a period of
time during which the provider has some of its funds tied
up in services to beneficiaries for which the program is
obligated to pay but has not yet paid.
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"In recognition of the fact theAt providers must make
such outlays of funds in order to render services to ben-
eficiaries of the program, it is appropriate that the
health insurance program should provide funds to providers
at the point in time when such outlays are necessary.
This would place providers in a stronger position by re-
ducing the burden upon the provider of financing the lag
between outlays and collection for services.

"Among the possible effects of advance payments
which would be of advantage to providers and the program
are the following:

"I.. Improvement in the ability of the institution
to earn discounts offered by suppliers.

"2. Permitting reduction in accounts payable and
more advantageous purchasing.

"3. Contributing to ability to refinance indebted-
ness to obtain more advantageous terms.

"Advance payment will be available to providers upon
request. Such payment does not constitute a loan and is
interest free."

Question has been raised as to the legality of providing the

advances covered by this cost principle statement, in light of the

provision contained in section 529, title 31, United States Code,

that:

"No advance of public money shall be made in any
case unless authorized by the appropriation concerned or
other law. And in all cases of contracts for the perfor-
mance of any service, or the delivery of articles of any
description, for the use of the United States, payment
shall not exceed the value of the service rendered, or of
the articles delivered previously to such payment. **,

While section 1816(c) of the act authorizes advances to fiscal in-

termediaries to facilitate payments, no such authority is provided
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with respect to advancing payments to providers. So far as con-

cerns payments to providers, the act would seem to contemplate

payments on a reimbursable basis after rendition of services.

In considering the applicability of the cited prohibitions,

it is first necessary to examine the nature of the payment prin-

ciple in question to establish whether it does, in fact, provide

for advance payments. Let us assume a monthly billing and payment

cycle and let us disregard for the moment any payment on July 1,

1966, with the payments under this principle commencing on Au-

gust 1, 1966. It is clear that the August 1st payment would not

constitute an advance payment but, rather, would be in the nature

of an estimated provisional payment subject to later adjustment at

the end of August on the basis of determined costs. But between

July 1st and August 1st the provider will have incurred costs and

rendered services which have not bepn reimbursed.

It is true that any payment on July Ist would constitute pay-

ment in advance of services rendered. But it is also true that

immediately after July Ist, unreimbursed costs for services ren-

dered begin to accumulate until the August 1st "provisional" pay-

ment is made. Recognizing the continuing nature of the medicare

program; the fact that its basic design is to provide medical ser-

vices for third parties through providers under a cooperative ar-

rangement with the Government as opposed to a situation where the

Government is procuring services for its own use in a proprietary

sense; and recognizing the congressional desire to effectuate pay-

ments under the program as quickly as possible, it would seem that

at least to the extent payments under the principle in question are

realistically designed to account for the inevitable lag in reim..

bursements, they would not be contrary to the intention of the
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Congress. With a monthly billing and payment cycle, it would

appear that an "advance" averaging one-half of a month's estimated

reimbursable costs would be sufficient and, of course, as the bill-

ing and payment cycle is shortened the amount necessary to account

for lag in reimbursements would correspondingly decrease.

In addition to providing for the lag in reimbursements, the

principle recognizes that providers must expend funds prior to the

rendition of services in order to be in position to effectuate the

program purposes and that it is appropriate for the program to pro-

vide funds at the point in time when such outlays are necessary,

particularly in light of certain benefits which would flow to the

program as well as to the providers. Although payments in recogni-

tion of this would not be in advance of costs incurred, they would

be in advance of services rendered and thus subject to conflict

with the provisions quoted above.

However, the accounting officers of the Government have, in

the past, acceded to non-application of the literal terms of the

statutory prohibition against advance payments. We have stated

that the primary purpose of the prohibition is to preclude the pos-

sibility of loss in the event a contractor, after receipt of pay-

ment, should fail to perform his contract and refuse or fail to re-

fund the money to the Government. Consequently, we have, under

certain circumstances, authorized advance payments to state and lo-

cal governments having regard for their established responsibility

and minimal danger of loss. See 39 Comp. Gen. 285 and cases cited

therein. While we have not, heretofore, extended exception from

the prohibition to any group other than state and local governments,

our failure to do so has been predicated to some extent on the
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absence of any compelling necessity or particular advantage to the

Government. See 42 Comp. Gen. 659.

Also, it should be noted that the Congress, in connection with

procurements by the Government generally, has specifically provided

authority for the making of advance payments under certain condi-

tions and subject to certain limitations. Section 305 of the Fed-

eral Property and Administrative Services Act of 1949, as amended,

41 U.S.C. 255. In Senate Report No. 2201, 85th Congress, 2d ses-

sion, it is stated at page 4 with respect to amendment of section

305 to include advertised as well as negotiated contracts that:

"*** Advance payments have been valuable in achieving
difficult procurements and should be available, under
suitable administrative regulations, regardless of whether
advertising or negotiation procedure is followed in let-
ting the contract."

We recognize there is considerable doubt that the services

being paid for under the medicare program are being procured pur-

suant to the provisions of the Federal Property and Administrative

Services Act of 1949 and that the authority provided by that act

can be relied upon as specific authority for making advance pay-

ments. However, we believe it is significant that in the ordinary

procurement situation the Congress has seen fit to recognize the

desirability of advance payment procedures. See in this connection

our decision of April 14, 1966, B-158487, to the Administrator of

General Services in which we concluded that we would not object to

the procedure of paying direct delivery vouchers prior to the re-

ceipt of receiving reports provided he determined that contract

provisions furnished adequate security to safeguard the interests

of the United States and that the advance payment procedure con-

sidered in the decision would be in the public interest.

165
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The medicare program is unique in the sense that insofar as

the procurement of provider services is concerned, the services are

being procured only indirectly for the benefit of the United States.

The essential purpose of the program is,of course, to secure medi-

cal services for a specific group in the society. To achieve this

purpose, the Federal Government and various medical institutions

are in effect engaging in a long-term cooperative arrangement

wherely the institutions will provide service to the group and re-

ceive payment therefor from the Government rather than directly

from the group served. The payment provisions contained in section

1815 of the act do speak in terms of periodically making payment

for services which have been furnished, but they also recognize the

fundamental difference between the program and the ordinary pro-

curement situation in specifically providing for continual adjust-

ment of overpayments and underpayments. We seriously question that

the concept underlying the prohibition against advance payments is

properly applicable to such a massive undertaking as this is in

light of the cooperative concepts upon which it is based.

In any event, in light of our conclusion that some portion of

the payment under the principle in question does not, in fact, con-

stitute a true advance and recogrIzing the continuing aspect of the

program, the types of institutions involved, and the fact that

over-all the risks associated with such payments would appear to be

minimal, we would not feel compelled to conclude that payments

under the principle are unauthorized if it is determined that such

payments are necessary or desirable and in the best interests of

the United States to make. We have some question whether as a

practical matter the principle in question is either necessary or

desirable or in the best interests of the Government. However,
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from a purely legal standpoint we would have to abide by such de-

terminations as made by the Secretary unless we could establish

that they were wholly arbitrary and capricious.

Other considerations

Although we do not conclude that we are required to object on

legal grounds to the making of advance payments as provided for by

this principle and in the context of this program, we believe that

the merits of providing advance payments are deserving of careful

consideration from the standpoint of policy and administration not

only from the standpoint of the health insurance benefits program,

but also from the precedent that would be established for other

Government programs that may be established in the future.

The advance payments would be made available to all providers

of services without regard to their individual need for additional

funds in the light of their responsibilities under the health in-

surance benefits program. In these circumstances, there would be

no assurance that the full benefit which would result from improve-

ment of the provider's financial position would accrue to the pro-

gram. As we will discuss separately with regard to the principle

relating to interest expense, (see p. 36) this situation could be

mitigated to some extent by not allowing interest on current bor-

rowings to be charged to the cost of the program. However, to the

extent that the advance payment not only eliminates the need for

current borrowing to finance the providing of covered services,

but also reduces or eliminates the need to borrow funds to finance

other services, the cost of the other services will benefit. Sim-

ilarly, advantages gained by the provider through improvement of

its ability to earn suppliers'discounts, reduce accounts payable

and achieve more advantageous purchasing, and refinance indebted-

ness to obtain more advantageous terms, which are cited in the
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comments on the principle as factors tending to justify advance

payments, would accrue to the general benefit of all services pro-

vided and would not be unique to covered services.

In addition, advances would be based on the projected costs of

covered services for one month, which we believe can be expected to

at least cover the delay between the rendition of services and pay-

ment on a reimbursement basis. In this connection, we believe con-

sideration should be given to the fact that the provider itself

does not pay for all its costs at or before the time services are

provided. On the contrary, it pays for a large portion of its

costs on an after the fact basis. For example, according to sta-

tistics compiled by the American Hospital Association, payroll rep-

resents about two-thirds of total hospital expense.

The probability that the total amount of the advance may not

be needed by individual providers is recognized in the comments on

the principle as follows:

"The use to be made of funds received as advance
payments is solely within the discretion of the provider.
However, to the extent that funds advanced are not used
interest expense on borrowed funds up to the amount of
the unused advance payments will not be allowed for reim-
bursement purposes. Moreover, interest expense incurred
by the provider will be reduced-by income earned on in-
vested advance payments in the determination of allowable
costs."

Since the advance payments will undoubtedly be merged with the

provider's general funds, the administration of these provisions

will be very difficult.

In summary, because of the factors discussed, we believe there

is considerable doubt that the financial benefits to the program

which will result from the making of advance payments as presently
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contemplated will be commensurate with the corresponding loss of

earnings to the trust fund, which will amount to about $10 million

annually. Perhaps a smaller advance in the area of 1/24th of the

estimated annual billings would be more equitable from the Govern-

ment's standpoint. Or as an alternative, the principle might be

modified to establish a limitation on the amount which could be

made available to an individual provider depending upon its actual

need for an advance.
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OTHER PRINCIPLES INVOLVING SUBSTANTIVE
QUESTIONS AND PROBLEM AREAS

On the basis of our review, we believe that several of the

proposed principles to govern the determination of the reasonable

costs of providing services covered by the health insurance benefits

program, in addition to those discussed in the preceding section of

this report, involve, from the standpoint of both policy and admin-

istration, substantive questions and problem areas which should be

given careful consideration before the principles are promulgated.

These questions and problem areas are discussed in the succeeding

sections of this report.

Princile 1-I Dereciation

With the exception of principle 1-1D, which has been discussed

separately in a preceding section of this report (see pp. 17

through 20 ), the principles relating to depreciation as an allow-

able cost may be summarized as follows:

Principle 1-lA Allowance for Depreciation
Based on Asset Costs

Provides for an allowance for depreciation on build-
ings and equipment based on the historical cost of the
asset or fair market value at the time of donation in the
case of donated assets, prorated over the estimated useful
life of the asset using the straight-line method or accel-
erated depreciation under the declining balance or sum-of-
the years' digits methods.

Principle I-lB 0tional Allowance for
Depreciation Based on a Percentage of
Operatina Costs

Allows the provider an allowance of 5 percent of
1965 operating costs or current year's allowable costs with
such percentage being uniformly reduced by 1/2 percent each
succeeding year for all assets acquired before 1966. This
allowance is in addition to regular depreciation on assets
acquired after 1965.
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Principle 1-IC Allowance for Depreciation on
Fully Depreciated or Partially Depreciated Assets

Provides for depreciation on fully or partially de-

preciated assets being used by a provider at the time it

enters into the program.

We believe that the principles relating to the treatment of

depreciation as a cost raise several questions and problems both

from the standpoint of the appropriate measurement of reasonable

cost and from the standpoint of administration. We have discussed

the pertinent aspects of these principles with officials of the

Social Security Administration who have indicated their intent to

give our views careful consideratiQn. Briefly, the questions and

problems which we have noted are the following:

1. There appears to be a need to provide in the principles

some guidance as to acceptable estimated useful lives of various

classes of assets for the purposes of computing depreciation. We

have suggested that consideration be given to issuing separately a

schedule of acceptable useful lives, similar to the one which has

been developed by the American Hospital Association or the one de-

veloped by the Internal Revenue Service, and modifying the princi-

ples to require the use of the lives' shown by the schedule unless a

deviation therefrom can be justified under the circumstances of an

individual case.

2. We believe the principles should provide for the treatment

for allowable cost purposes of gains or losses on the sale or other

disposition of depreciable assets by the provider. Since such gains

or losses can be viewed as resulting from inaccuracies in the allo-

cation, through depreciation, of the cost of assets to the periods
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of their use--although, admittedly there are other contributing

factors such as changes in price levels--, the principles might re-

quire that gains or losses on depreciable assets disposed of in the

ordinary course of business be taken into account in determining

allowable costs for the accounting period in which the disposal oc-

curred.

We believe special consideration should be given in the prin-

ciples to the case where all or a major part of a medical care fa-

cility is sold, particularly where the facility is suitable for and

will continue in use as a medical care facility and where an accel-

erated method of depreciation has been used by the transferring

provider for determining costs of providing covered services. Un-

less some provision is made to require some adjustment to past re-

imbursements in appropriate circumstances, abuses of the program

through the transfer of ownership for the primary purpose of real-

izing a gain, which would result in increased program costs, would

be invited. We have discussed this matter briefly with Administra-

tion officials but have not reached a conclusion as to how such a

provision should be framed.

3. In our view, the application of the accelerated deprecia-

tion methods as would be permitted by the principles is inappro-

priate in that (1) providers would be permitted to initiate accel-

erated depreciation methods with respect to used assets, and

(2) providers would be permitted to change from the straight-line

method to an accelerated method.

The generally accepted definition of depreciation accounting

is a system which aims to distribute the cost of an asset, less

salvage, if any, over the estimated useful life of the asset in a

systematic and rational manner. The accelerated depreciation meth-

ods provided for by principles have been generally recognized as

32
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meeting the test of being systematic and rational and have been ac-

cepted for use, subject to certain limitations and conditions, for

Federal income tax purposes and for cost determinations under Fed-

eral procurement contracts. However, the conditions set out in the

Federal income tax law (26 U.S.C. 167) and implementing regula-

tions, which have also been incorporated by reference in the Fed-

eral Procurement Regulations and the Armed Services Procurement

Regulations, generally limit the use of accelerated depreciation

methods to new assets. Also, changes with respect to given assets

from the straight-line method to an accelerated method of deprecia-

tion are not permitted.

These limitations are consistent with the basic rationale un-

derlying the use of accelerated depreciation methods which, al-

though variously stated by different authorities, is to the effect

that the economic utility of an asset is relatively greater during

the early years of its useful life, and accordingly relatively

larger portions of the asset's cost should be assigned to the early

periods of its use.

The proposed principles would permit the initiation of accel-

erated depreciation methods with respect to used assets, which in

substance would be a change from the straight-line method to an ac-

celerated method. The changing from the straight-line to an accel-

erated method during the course of the program would also be per-

mitted. In our view, their application under these circumstances

is not appropriate. Further, through the judicious use of the au-

thority to change methods, the provider could, even with respect to

a new asset, receive a significantly faster recovery of asset cost

than would be possible through the consistent application of any

one of the permitted methods.

33

10

63-924 O-66------12



174 REIMBURSEMENT GUIDELINES FOR MEDICARE

We note that in the introduction to the proposed principles,

it is stated that "In general, the options for accelerated depre-

ciation permitted by the income tax laws will be permitted." In

our discussions with administration officials we have suggested

that consideration be given to revising the principles to permit

the use of these methods only under the conditions permitted by the

income tax laws.

4. We believe that the optional allowance in lieu of deprecia-

tion provided for by principle 1-lB raises some questions and prob-

lems from the standpoint of an appropriate and administratively de-

sirable measurement of reasonable cost. This allowance would apply

only to assets acquired before 1966 and'would be based on fixed

percentages of the lower of 1965 operating costs or current year

operating costs. The percentage would be 5 percent for the first

year of the program and would decrease by 1/2 of one percent each

year and be eliminated entirely at the end of the tenth year. The

provider electing to receive the allowance at the beginning of the

program would have the option of changing, at any time before 1976,

to one of the specified methods of computing depreciation based on

historical cost.

Although the principle is designed primarily for providers

which do not, at the beginning of the program, have the historical

cost records requisite to computing depreciation by one of the spe-

cified methods, the principle permits its use also by providers

which do have such records. We note also that providers which do

not have the requisite records but which desire to apply one of the

specified depreciation methods would be permitted to establish the

historical cost of assets by expert opinion.
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Although it is difficult to assess the financial significance

of this principle, we believe it can be assumed that most providers

will elect to receive the optional allowance only if and for so

long as it results in receiving a greater amount than could other-

wise be received. This raises a question as to whether the excess

could reasonably be considered as a cost. In addition, some diffi-

culty would arise in giving effect to allowances which have been

given in establishing, at the time a provider exercises its option

to change to actual depreciation, the amount which should be

charged as depreciation over the asset's remaining useful life.

In view of these considerations, we have suggested to Adminis-

tration officials that consideration be given to eliminating the

optional allowance provision and requiring that where historical

cost records do not exist, a historical cost basis for depreciation

be established through expert opinion and that depreciation be

charged to the program on the basis of one of the specified depre-

ciation methods. In making this suggestion we recognized that pro-

viders may not be able to establish the historical cost basis

through expert opinion before the commencement of the program, but

pointed out that retroactive adjustment of payments is permissible

under the program and providers could be given at least a year to

establish the necessary basis.
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Principle 1-2 Interest expense

Principle 1-2 would provide:

"Necessary and proper interest on bothi current and
capital indebtedness is an allowable cost,"

The definitions and comments prepared by the Social Security

Administration in connection with this principle provide that in

general, in order to limit allowable interest to that which is nec-

essary, actual interest expense would be reduced by investment in-

come. However, as an incentive for funding depreciation, the re-

duction of interest expense by investment income to the deprecia-

tion fund would not be required. Also, interest paid on borrowings

from the depreciation fund or from donor-restricted funds would be

includable in allowable cost.

Ie have two questions concerning this principle, both of which

we have discussed with officials of the Social Security Administra-

tion who have indicated that our views will be considered.

First, if advances of funds for working capital needs are to

be made to providers, as now provided for in principle 2-4, it ap-

pears to us that for the most part the need for short-term borrow-

ing by providers will not be attributable to the providing of cov-

ered services. Accordingly, we believe if the advance provision is

retained, the principle relating to.interest expense should be re-

vised to exclude from allowable cost interest on current borrow-

ings, whether from unrelated parties or from depreciation or donor-

restricted funds.

Second, we question the desirability of providing, through the

interest principle, a financial incentive to fund depreciation un-

less some contractual commitment or guarantee that the funds will

ultimately be used for the purpose for which set aside is secured
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from the provider. This consideration is particularly relevant in

the absence of a requirement that funds received on account of de-

preciation he first applied to the reduction of long-term interest

bearing debt, the interest on which is includable in allowable

cost.

Without such a contractual commitment or guarantee," the situa-

tion might well arise in which the assets of the depreciation fund

are diverted to purposes other than the improvement, expansion, or

replacement of patient care facilities. In this case, the benefit

expected to result from and considered to be the Justific'ation for

providing the financial incentive will have been lost.
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Principle 1-7 Value of Voluntary Service.as

Principle 1-7 would provide:

"The value of voluntary services provided by sisters
or other members of religious orders is allowable as an
operating expense for the determination of allowable cost.
The amounts included are not to exceed those paid other
employees for similar work. Such amounts must be identi-
fiable in the records of the institution as operating ex-
penses."

As we understand this principle and the related comments pre-

pared by the Social Security Administration, the value of the ser-

vices would not have to be actually paid by the provider to the re-

ligious order; rather the services would be treated as a donation

and would be recorded in the provider's books at their fair market

value.

We have discussed with Administration officials the question

of whether the value of the services rendered by members of relig-

ious orders represents a cost to the provider unless payment is

made therefor. In our view, to the extent that the services are

donated they are donated for a specific purpose. As such, in ac-

cordance with the same reasoning by which gifts or grants to a pro-

vider for the payment of specific operating costs are excluded from

allowable costs under principle 1-6, the value of the donated ser-

vices would not be a cost to the provider.

We have suggested that consideration be given to modifying the

principle to permit the inclusion of the value of the services in

allowable costs only to the extent that the provider, under an

agreement with the religious order, is obligated to make payment

for such value. The religious order could, of course, if it de-

sired to do so, donate any payment to which it is entitled under

the agreement back to the provider without restrictions as to its
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use. This treatment would be similar to that now given to the

value of services by members of religious orders by several Govern-

ment agencies which reimburse hospitals for patient care on the ba-

sis of costs.
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Principle 1-10 Cost to Related Organizations

Principle 1-10 would provide:

"Costs applicable to services, facilities, and supplies
furnished to the provider by organizations related to
the provider by common ownership or control. are includ-
able in the allowable cost of the provider at the cost
to the related organization. However, such cost must
not exceed the cost of comparable services, facilities,
or supplies that could be purchased elsewhere."

We endorse the objective of this principle but believe that

the language used in the principle itself and in the related com-

ments prepared by the Social Security Administration, contains cer-

tain ambiguities and leaves some doubt as to the relationship which

must exist to bring an organization within the purview of the prin-

ciple. We have suggested to administration officials the need to

clarify the principle in this respect.

Principle 2-3 Cost of Services to Beneficiaries

Principle 2-3 would provide:

"Total allowable costs of a provider shall be apportioned
between program beneficiaries and other patients so that
the share borne by the program is based upon actual ser-
vices received by program beneficiaries. The law pro-
vides that the costs with respect to individuals covered
by the insurance program will not be borne by individuals
not so covered, and, conversely, that costs with respect
to individuals who are not under the program will not be
borne by the program. To accomplish this apportionment,
the provider shall have the option of either of the two
following methods: (1) Departmental Method - The ratio
of beneficiary charges to total patient charges for the
services of each department is applied to the cost of the
department. (2) Combination Method - The cost of 'rou-
tine services' for program beneficiaries is determined on
the basis of average cost per diem of these services for
all patients; to this is added the cost of ancillary ser-
vices used by beneficiaries, apportioned on the basis of
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the ratio of beneficiary charges for ancillary services
to total patient charges for ancillary services."

Each of the two methods of apportionment outlined in the

principle involve a technique in which costs are apportioned on the

basis of the ratio between charges entered in the provider records

for covered services and total patient charges. The principle as

now stated, however, does not make clear that this technique can

be expected to result in a reasonable apportionment of costs only

where charges for services are reasonably related to the cost of

providing the services. We have suggested to administration offi-

cials the need to incorporate this condition in the principle.
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May 24, 1966

Honorable Russell B. Long
Chairman, Finance Committee
United States Senate
Washington, D.C. 20025

Dear Senator Long

We were concerned to read your recent press release with
respect to the reimbursement formula developed for the
reimbursement of hospitals under Title XVXIX, Public Law
89-97. We now understand that you intend to discuss this
matter in detail in an executive session of the Senate
Finance Committee this week.

The Principles of Reimbursement for Hospitals resulted
fran countless hours of thoughtful discussion involving
representatives of the federal goverment and a number of
the most knowledgeable individuals in the field of health
economics. The principles were also reviewed at great
length by the Health Insurance Benefits Advisory Council
established by the Congress, prior to their approval. The
council is chaired as you know by an individual who is
recognized as an astute economist and who recently served
as Director of the Budget. We believe that he and the
other distinguished members of the council certainly
exercised their beat judgment in the interest of the public
as a whole and not just for the benefit of hospitals. We,
therefore, were quite surprised at your expression of dis-
satisfaction with the principles that were agreed upon.

Throughout the Congressional hearings in both the House
and Senate, and as the discussion appeared in the com-
mittee reports, it was apparent to us that the government
intended to reimburse hospitals in a manner which would
insure their continued growth and development. We believe
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it was fully recognized that it is not sufficient simply
to reimburse hospitals for their out-of-pocket costs. To
have done so would have seriously hampered the acquisition
or replacement of equipment in an ever-rising cost market;
it would seriously curtail the expansion of existing ser-
vices; it would largely frustrate the creation of new and
improved services and make most difficult the retirement
of debt.

*Economic studies of the hospital field indicate wide
variance from the experience of the economy as a whole.
In 1946 the ratio of labor costs in hospitals to total
expense was 51% and the ratio for the economy as a whole
was 53%. In 1964, while this ratio for the economy as a
whole remained at 53%, in the non-profit voluntary com-
munity hospitals the ratio of labor to total expense had
increased to 61%.

It is obvious that the general economy has been able to
substitute capital for a significant amount of labor costs.
This has not been generally true in the hospital field.
The relative importance of labor in the hospital economy
increased 18% during the period 1946 to 1964, while in
the economy as a whole it did not change. In comparison
with industry generally, it is unlikely that hospitals
can substitute mechanization for labor to an equal extent.
Though there are developing areas for mechanization in
hospitals, they are in no way comparable to that of
industry since much of the area of patient care is directly
related to personal service and is subject only to limited
mechanization. However, to the extent that hospitals can
increase the extent of mechanization and take steps to
reduce their labor needs, hospitals' efforts have suffered
from lack of recognition of their capital needs. It is
unlikely that hospitals will be enabled to reduce the
percentage of their costs attributable to labor unless
there is much greater support of their capital needs.

The gradual growth of the involvement of third party
payers in the hospital field has resulted in a continued
decrease in community involvement. Hospitals must look
to their third party payers for more and more of their
capital. We have often stated our belief that the private
non-profit hospital represents an endeavor and a community
investment that would otherwise have to be supplied by

* Studies in process by David F. Drake, Ph.D., C.P.A.
University of Chicago Graduate School of Business.
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government. We believe, therefore, it makes good sense
for government to make possible in every way the continued
growth and viability of the voluntary hospital system. The
tremendous investment on the part of the community, not only
in dollars but in contributed personal service, is an asset
which benefits the government and can only continue if the
voluntary system is encouraged and nurtured. Thus, support
of the voluntary system is in the interest of the taxpayers
of the country.

A failure on the part of the federal government to provide
a factor for capital growth and development would freeze
the voluntary hospitals at their present size and physical
condition and make it difficult or impossible for them to
modernize their facilities and equipment and keep pace
with rapid cheges in medical care.

We understand that your questions with respect to reimburse-
ment, in the main, refer to the one-month advance to be paid
to hospitals, the non-funding of depreciation paid, and the
two percent capital improvement allowance.

Advance Payment of Operating Funds

This procedure is intended to provide pre-payment of the
anticipated cost of caring for medicare patients for one
month. The principle involved here has been widely applied
by third party payers. As the program gets under way,
hospitals will have substantial funds tied up in expendi-
tures for the care of medicare patients and for which pay-
ment will be recovered only after the discharge of the
patients and within a subsequent thirty-day period as
required under the law. Since about two-thirds of the
cost of operating a hospital is in salaries, hospitals
will be paying out cash funds in behalf of medicare patients
before any reimbursement is received. In a great many
instances, hospitals would be forced to borrow funds from
commercial sources to meet their day-to-day operating needs.
The provision of advance payment is a wise economy on the
part of the government because it would otherwise be paying
the interest costs on the money borrowed which would be
chargeable to the medicare program. This advance payment
procedure, we believe, recognizes the practical needs of,
institutions rendering care to medicare beneficiaries.
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Funding of Depreciation

Public Law 89-97 does not require the funding of deprecia- -*
tion. The Principles of Reimbursement indicate to hospitals
that it would be desirable for them to fund depreciation
payments. Depreciation, in modern accounting practice, is
looked upon as an operating cost. We understand the Health
Insurance Benefits Advisory Council concluded that there is
no basis for the federal government imposing restrictions
on the use of operating funds. Also, there is no general
practice in the hospital field at present of funding depre-
ciation.

It is our belief that any consideration of an amendment to
Public Law 89-97 requiring the funding of depreciation would
be premature at this time. We further believe that this,
and other aspects of the program, should be carefully studied
and evaluated after an appropriate period of experience, as
is contemplated by the Secretary of Health, Education and
Welfare.

Capital Imnrovement Payment

The factor of two percent for working capital presently
included in the reimbursement provision is minimal. In
fact, large segments of the hospital field were extremely
disappointed in the limited recognition by the federal
government of the need for growth and development funds.
We wish to state unequivocally that this factor is in no
sense a "bonus" as it has been erroneously characterized.
Without this factor as a recognized cost of. hospital opera-
tion, hospital plants in this country will either be allowed
to stagnate or the costs of care for all non-medicare patients
will have to be increased. The Congress stated its intent
that the medicare program should not result in increased
financial burdens to non-medicare patients. Without the
recognition of the essentiality of capital funds in the
reimbursement formula under medicare, this Congressionally
established principle will, without doubt, be violated.
Furthermore, there is little reason to expect other third
party payers of hospital care to continue the practice of
paying hospitals for their capital needs if the federal
government fails to do so.
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Though recognition is given to obsolete physical plants
and facilities, it is equally essential that recognition
be given to the factor of obsolescence of services. The
federal governmental is investing vast suns of money in
medical research programs. This expenditure of money and
effort is of little value unless it is to be translated
into improved procedures and practices for patient care.
There is no source of money to accomplish this in hospitals
without the payment of capital improvement funds.

We wish to point to same relevant experience in other
countries. The failure to recognize capital financing
needs in certain other systems of payment for hospital
care has been a major deterrent to the growth and develop-
ment of their hospitals.

We, therefore, urge strongly against the acceptance of any
philosophy which fails to recognize the essential needs of
hospitals for adequate capital improvement financing and
the inclusion of such a factor in the cost reimbursement
formula adopted for medicare patients.

The attached resolution adopted on May 21, 1966, by the
House of Delegates, the policy-making body of the American
Hospital Association, represents the views of hospitals in
every state on these matters.

Sincerely yours

Kenneth Williamson
Associate Director
American Hospital Association

kmb

enclosure
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0 merCMlc1f.-ttafafAoiatiof
Telephone : Area Code 312

1944.4350

Cable Address: AMHI4O'P

May 21. 1966

RESOLUTION

The House of Delegates of the American Hospital Associatioh, in special

meeting in Chicago, Illinois, urges all hospitals to participate in the

implementation of Public Law 89-97 (Social Security Amendments of 1965).

It wishes also to record its approval of the actions taken by the

Board of Trustees and the officers of the Association in behalf of

hospitals in preparation for the inauguration of the Medicare program.

It notes specifically its vigorous support of the statement by Philip

D. Bonnet, M.D., president of the Association, in a letter of April 20,

1966, to John W. Gardner, Ph.D., Secretary of Health, Education, and

Welfare, "that it is our responsibility and intent to make sure insofar

as it is within our power to do so, that in taking care of the Medicare

beneficiaries, there is no damage done to the viability, to the

strength and to the continued improvement of the voluntary health

and hospital system."

This House of Delegates also endorses the resolution of the Board of

Trustees, voted on February 3-4, 1966, "to reaffirm the position of

the American Hospital Association that the average per diem method
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of reimbursement for payment for services rendered to beneficiaries

of Public Law 89-97, as well as for other patients, is the most

satisfactory for most hospitals."

It concurs with the concern expressed by President Bonnet to Secretary

Gardner that the proposed method of apportionment of provider costs

under Public Law 89-97 is "novel and untried" with respect to the

overwhelming majority and with his further statement that "we have,

however, agreed that it is desirable and necessary to work out within

a reasonable number of years a new and fair and definitive distribution

of hospital costs, in spite of the well-known difficulties of develop-

ing partial costs in complex enterprises."

We believe that the inclusion in the proposed principles of an element

of total allowable costs to meet the continuing need for capital funds

to preserve and improve the capability of rendering service and to

bring to patients the benefits of improvements in medical science is

essential to the provision of high quality health care and the pre-

servation of the voluntary health system.

The House of Delegates requests the Board of Trustees to undertake,

at the very beginning of the Medicare program on July 1, an objective

evaluation of the effect on our hospital and health system of all

aspects of Public Law 89-97: the method of apportionment, the

63-924 0-6-----13
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adequacy of the two per cent allowance, the provisions for capital

financing and working capital, and of the arrangements with the

hospital-based physician specialists. It requests the Board to

make the results of this evaluation known to hospitals, to repre-

sentatives of government and to the general public as quickly as

possible.



APPENDIX C
[From the Modem Hospital, May 19661

hospitals Gain Last Minute Concessions in Medicare Reimbursement Principles
Announced in Los Angeles

Los ANoELEs.-For a few hours on April 28, the 36th annual Convention of
Western Hospitals became the focus of the hospital universe: Social Security
Commissioner Robert M. Ball chose this time and place to announce the principles
for Medicare reimbursement of hospitals.

The setting was appropriate. It had been California hospital leaders who
pushed hardest to obtain some of the last minute concessions which S.S.A. made
to the American Hospital Association.

The most noteworthy change in the S.S.A.'s original proposal was, however, a
disappointment to California hospitals. They had insisted on payment for a
"growth and development factor" and had asked for 6 percept. Hospitals were
granted the factor, but it was 2 percent, as first proposed by the A.H.A.

Significantly, the California Hospital Association includes some 180 proprietary
hospitals. To proprietary hospitals and nursing homes, "growth and develop-
ment" can be translated as "return on investment" or, more simply, as profit.

The California case had been buttressed by statistics. From 1950 to 1963,
hospital beds in the state increased by 7,000 at a cost of $1.35 billion of which
barely 10 percent came from federal and state grants. Most of the rest was
borrowed money.

The 2 percent will be paid on each hospital's "allowable cost"-the determina-
tion of what share of its costs are attributable to Medicare beneficiaries.

Here-as predicted-Social Security is committed to the use of hospital charges
as the basis for determining Medicare payments to hospitals in spite of dire
warnings from many. Walter M. McNerney, president of the Biue Cross Associa-
tion, for example, had written Commissioner Ball in February to urge use of
hospitals' average per diem costs instead of the ratio-of-charges system.

At the press conference held here for Commissioner Ball, however, Mr.
MeNerney said, "The American Hospital Association has bargained well and has
gained about the best formula possible under the law. I cannot see any stone
that has been left unturned."

He added that "the next step" would be evaluation of the effects of the
reimbursement plan and, if necessary, legislation to amend the law after experience
is gained.

This was seconded by Commissioner Ball, who said, "The Secretary of the
Department of Health, Education and Welfare has assured the officers of the
American Hospital Association that, after the first full year of experience under
these principles, we will evaluate the results and move quickly to any changes
which seem called for."

The H.E.W. Secretary's promise was made in a letter to Philip D. Bonnet,
M.D., A.B.A. president, in correspondence initiated by the A.H.A. after a stormy
meeting at its headquarters in mid-April. With Arthur E. Hess, director of
S.S.A.'s Bureau, Health Insurance, present, state association leaders-particularly
those from California-obtained assurance that A.H.A. would make a last ditch
fight with the government about the reimbursement proposals.

Following that meeting, Avery M. Millard, executive director of the California
Hospital Association, commented, "We are very glad that A.H.A. is taking the
initiative at this point, because our feeling was one of strong disappointment as
to how our hospitals would fare. It was going to be necessary to do something
within the democratic process to provide some relief."

Reportedly, the Chicago meeting was followed by immediate overtures by a
number of state delegations with their congressmen, and this in turn was reported
as materially influencing the concessions granted in the week following the
A.H.A. conference.
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Among these changes was one that is unprecedented in the history of third-party
payment: Hospitals will, in effect, be paid before, not after, they provide care to
Medicare beneficiaries.

As of July 1, Commissioner Ball indicated, intermediaries can pay hospitals
for the estimated cost of service to beneficiaries for the month ahead.

Ile explained this as follows: "We believe that unless we make such advances,
the hospital is actually put in a position of losing the equivalent of interest on its
money when it makes purchases from its own funds. We would, of course, share
in the interest if the hospital does borrow for working capital and, in a sense, the
advance is in lieu of such payment."

The principles give hospitals three alternative methods of determining reim-
bursable Medicare costs, two of them "a proved" and the third permissible only
for the first 18 months of the program For those hospitals unprepared for cost-
finding procedures.

The provision for 18 months represented another late change: The original
draft had limited this to one accounting period.

In his address to the convention Commissioner Ball said the principles "have
come out of a long process of conferences and technical consultation and, on
occasion, bargaining.' lie paid tribute to "the vigorous presentation of the
hospital case by the A.H.A."

Speaking from the same platform, Dr. Edwin L. Crosby, A.H.A. executive
vice-president, in turn praised the "understanding, cooperation and patience"
of the commissioner and his staff. Emphasizing the importance of the growth
factor which had been allowed, he commented, "Hospitals' ratio of assets to
expense has been steadily decreasing in contrast to other segments of our
economy ."

Mr. moNerney, also on the same program, described the probable roles of
intermediaries. Still under negotiation is the prime contract between the Blue
Cross Association and Social Security. At issue, he said, is B.C.A.'s desire "to
get as much written into the contract as possible" and S.S.A.'s desire "to stay
close to everything going on."

Medicare itself, he said, represents "creative federalism" with the government
"reaching out to strengthen private institutionm."

The only real cloud on the horizon, he added, is "the danger of the wrong
kind of competition among intermediaries." This would occur if some inter-
mediaries (presumably a reference to commercial companies) were to "promise
less stringent application of principles" in an effort to obtain hospital designation.

"The test will be not how weakly but how well the intermediaries have per-
formed," he commented.

The final speaker of the convention was John D. Porterfield, M.1)., director
of the Joint Commission on Accreditation of Hospitals, who predicted that, with
state a encies taking over the role of certifying hospitals for Medicare, the
J.C. A.H. would move from "minimum essential" to "optimum achievable"
standard setting.

Ie said the J.C.A.H. has approved "1,800 grandfathers" in its accreditation
program for nursing homes, a legacy from two previously existing programs.
While accreditation is not now required as a condition of participation in Medi-
care for nursing homes, this could be established by executive order, Dr. Porterfield
said.

How HOSPITALS WILL BE PAID IN MEDICARE

WASHINGTON, D.C.-A final draft of the Medicare principles of hospital reim-
bursement as agreed on by the Social Security Administration and American
Hospital Association (see accompanying story) was released at a press conference
here May 2. Following are some highlights of the reimbursement plan:

1. Interim Payment: Funded from Social Security, intermediaries will pay
hospitals not less often than monthly on an estimated cost basis to be determined
between hospitals and intermediaries.

2. Retroactive Adjuetment: At the end of either the 1966 or 1967 fiscal years,
hospitals will submit a cost report to the intermediary, which will then adjust the
difference between what the hospital has received in interim payments and
what its actual allowable cost may be.

3. Depreciation Allowance: Hospitals may Include a depreciation factor in
determining allowable costs. The depreciation is "historical"-based on fair
value at time of acquisition of the building or equipment-and prorated over the
useful life of the Item.
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4. Depreciation Option: Assets acquired prior to 1966 need not be depreciated
on an item-by-item basis. Instead, the hospital may take a flat 5 percent of
the lower of either its 1965 or 1966 costs for fiscal 1966-67, reducing the preccutage
allowance by half a percent in succeeding years.

5. Fully Depreciated Assets: Although fully depreciated (e.g. a 51 year old
building), assets may be depreciated further as an allowable cost by prorating
value over the total estimated years of utility.

6. Interest: If loans were "necessary and proper," interest on both borrowed
capital funds and borrowed operating money is an allowable co'V. "Proper"
interest includes loans from the hospital's funded depreciation and restricted fund
accounts and, in the case of church hospitals, from the controlling body.

7. Medicare Bad Debts: Uncollectible accounts due solely to the deductible
and coinsurance factors of Medicare are considered allowable costs.

8. Charity and Courtesy Allowances: Charity allowances are not allowable cost
factors, but the Medicare share of courtesy allowances to employees (only) is an
allowable cost.

9. Medical Research and Education: Medicare's shares of the net cost of edu-
cational programs, and of research cost if closely related to patient care and not
otherwise reimbursed are allowable costs.

10. Unrestricted Income: Money from unrestricted grants, gifts and endowments
need not be deducted from operating cost in determining allowable cost.

11. Service by Members of Religious Orders: The value of these workers' services
(less value of perquisites) is allowable cost.

12. Compensation of Owners: When an owner renders "necessary" service, a
"reasonable" salary is allowable cost.

13. Cost to Related Organizations: Services provided by a related organization
(e.g. laundry cooperative) are allowable as costs, provided charges to do not exceed
cost of such services from non-owned sources.

14. Financial and Statistical Data: Provider must maintain such statistical and
financial data as needed to support claims to Medicare. Cost data must be based
on accrual basis of accounting (except in certain municipal and state institutions).

15. Cost Finding: Hospitals must use step-down or double-apportionment
technics of allocating expense to revenue-producing departments (cost centers)
in determination of allowable cost.

16. Apportionment: The ratio of charges for beneficiaries to charges for all
patients d terminus Medicare share of allowable cost. Hospitals may calculate
this for routine service and total of all ancillary services or on a department by
department basis. Where hospital is not prepare, for such data finding, inter-
mediaries may approve some simpler method for not more than 18 months.

The federal document gives detailed explanations of these various rules, a
number of limitations and exceptions, and examples of typical applications. One
basic principle underlies the entire system: Payment for Medicare beneficiaries
should in no way subsidize other patients nor shall other patients be required to
subsidize care given to beneficiaries.





APPENDIX D
[From Hospitals, I.A.H.A., May 16, 19661

REIMBURSEMENT UNDER MEDICARE

The long-awaited principles of reimbursement under Medicare (P.L. 89-97)
have been released by the Social Security Administration and are now being
finally edited for distribution. They apply both to hospitals and extended care
facilities.

The principles as released commit the Social Security Administration to an
RCC (ratio of charges to cost) method of apportionment but do make a con-
cession to hospital arguments that the earlier drafts of the principles did not make
the necessary provisions for working capital and for growth and development of
hospitals.

These two points were the subject of intensive negotiations between the Ameri-
can Hospital Association and the Department of Health, Education, and Welfare,
culminating is. a conference with John W. Gardner, Ph.D., secretary of Health,
Education, and Welfare, on April 21. In his correspondence with the secretary
Philip D. Bonnt, M.D., president of the American Hospital Association, said
that major revisions in the principles were necessary and that if such revisions
were not made the principles could pose a "major threat to the future of the volun-
tary hospital system and its ability to furnish quality care to all citizens of this
country ** *." The American Hospital Association had taken the position that
the average per diem method of apportioning costs was the most satisfactory
way for Medicare patients, at least at the outset of the program and until further
data were collected, and that provisions for working capital ought to be made.

The principles, as p: oposed by the secretary, reject the average per diem method
of apportionment but do make concessions to the AHA position on working capital,
providing for a continuing 30-day advance payment of projected costs of caring for
Medicare beneficiaries and also providing for a two per cent growth and develop-
ment factor, described b' the government as service-rendering capabilities.

In response to the opinions expressed by the Association at the conference and in
Dr. Bonnet's letter, Secretary Gardner promised "prompt evaluation of the fair-
ness of the results of the application of these principles to the first year cost
settlements." Dr. Bonnet responded that the proposed principles were "now in
satisfactory form" and that there was no need to delay their publication any
longer lie restated the belief of the Association that "experience will demon-
strate the need to give further consideration to theproblems of capital financing
and of debt retirement in nonprofit institutions and to problems relating to the
method of apportionment."

The letter written by Dr. Bonnet to Secretary Gardner espousing average per
diem and provision of working capital and his subsequent letter restating these
points but accepting the necessity for publication were approved and endorsed by
the Board of Trustees of the American Hospital Association at its meeting of
May 2-4.

Recognizing the interest of the hospital field in the principles of reimbursement,
Robert M. Ball, commissioner of social security, discussed the principles in detail
at the annual meeting of the Association of Western Hospitals on April 26 in Los
Angeles and at the Upper Midwest Hospital Conference in Minneapolis on May 5.

Commissioner Ball said that "in vee'y considerable part, the principles of reim-
bursement are based on the 'Principles ,gf Payment for Hlospital Care adopted by
the American Hospital Association but since, in many Instances, these [AHAJ
principles are quite general, it has, of course, been necessary to elaborate and
expand on many of them."

Commissioner Ball said that the HEW principles had been evolved after long
meetings with representatives of the AHA End other organizations.

"In the end, of course," Commissioner Ball said, "it Is the government's
responsibility to establish the principles bas' d upon the legislative intent and
taking into account fully the interests of all concerned. The principles should
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be ones that support the maintenance and improvement of quality care, paying
the full reasonable costs of services rendered to the beneficiaries of the program."

The commissioner recognized that differences over the principles were inevitable.
As he put it, the purchaser of services wanted the most for his money and the
provider of services wanted to be sure that he was paid fully for the services he
provided.

PRINCIPLES OF REIMBURSEMENT MUST MEET TESTS

The commissioner said that in general terms the tests for the principles of
reimbursement and for the goals "which they should be designed to accomplish"
were as follows:

"1. That the methods of reimbursement should result in current payment so
that hospitals would not be disadvantaged, as they sometimes are under other
arrangements, by having to put up money for the purchase of goods and services
well before they receive reimbursement.

"2. That in addition to current payment there should be retroactive adjustment
so that increases in costs or other factors are taken fully into account as they
actually occurred, not just prospectively.

"3. That there be a division of the allowable costs between the beneficiaries of
this program and the other patients of the hospital that takes account of the
actual use of services by the beneficiaries of this program and is fair to each
hospital individually.
"4. That there be sufficient flexibility in the methods of reimbursement to be

used, particularly at the beginning of the program, to take fully into account
the great differences in the present state of the art of recordkeeping.
"5. That the principles should result in equitable treatment as between the

nonprofit organizations and the profit-making organizations.
"6. That there should be a recognition of the need of hospitals to grow and to

improve."
Commissioner Ball said that certain aspects of allowable costs were fairly easy

to determine. These included the appropriate part of the net cost of approved
educational activities and certain research costs, and the value of voluntary serv-
ices provided by sisters or other members of religious orders.

He also said that items such as necessary and proper interest on both current
and capital indebtedness were stickier matters. He said that such items would
be allowed although this departs from governmental custom. Also allowed, he
said, would be interest on loans which a religious order makes to an institution.
Further, Commissioner Ball said, if there are bad debts resulting from the deduc-
tibles and coinsurance features of the law, these would be allowable costs.

On depreciation, Commissioner Bass said, "The decision has been made to base
depreciation essentially on historical cost. We have at the same time decided
to allow for accelerated depreciation; to provide an optional allowance for certain
assets based on a percentage of operating costs; and to permit the establishment
of a new useful life for assets in use at the beginning of the program, whether or
not partially or fully depreciated for other purposes. With these modifications,
historical depreciation becomes responsive to current needs and meets many of the
objections that have been voiced to a conventional approach."

Depreciation will be allowed on assets regardless of the source from which the
assets were originally financed.

The American Hospital Associalion had argued that pure cost reimbursement
would not permit hospitals to stay alive. In the final principles, the Association
won its point. Commissioner Ball said, "We are also including an allowance in
recognition of the continuing need for capital funds to secure, preserve and improve
service-rendering capability. In part, this allowance is in lieu of a direct return
on net capital investment and in part is a recognition of various uncertainties
that are inherent in the application of any cost formula at this stage of our cost-
finding capability. The allowance will apply to both non-profit and profit-
making organizations alike. Thus we will avoid the anomalous result that would
arise from reimbursing a profit-making organization more than a nonprofit
organization for rendering exactly the same service solely by reason of allowing
a return on investment in one case but not the other. The allowance will be
computed by taking two per cent of total allowable cost (for purposes of deter-
mining this base interest expense will be subtracted). The amount computed
will be subject to the limitation that the total allowance not exceed a reasonable
long-term interest rate on net capital investment."
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AHA'S AVERAGE PER DIEM POSITION REJECTED

Commissioner Ball confirmed that the average per diem position of the American
Hospital Association had been rejected and, he said, "The matter of apportion-
ment of allowable costs between the Medicare beneficiaries and the other patients
in the hospital * * * has been one of considerable controversy. We have been
urged by many groups to go along with the common practice of arriving at the
apportionment of costs by the device of multiplying the average per diem cost
for all patients by the number of patient days used by our beneficiaries. The
difficulty that we have had with this approach is that the preponderamee of
presently available evidence points strongly in the direction of indicating that
the over-65 patient is not typical from the standpoint of average per diem cost.
On the average he stays in the hospital twice as long, and therefore the ancillary
services that he uses are averaged over the longer period of time, resulting in an
average per diem cost if we looked at the age alone, significantly below the average
per diem for all patients.

"The law specifically directs us, while paying the full cost of services for people
covered by the program, not to do more than that and not to pick up cost for
other patients. 'The Principles of Payment for Hospital Care' of the American
Hospital Association are also applicable on this point, stating that, 'An average
per diem cost, computed under a reimbursable cost formula, should be used to
establish a rate of payment under contractual agreements with third-party
agencies when the patient for whom a contracting agency is responsible are average
for the hospital concerned.'

"Moreover, the use of the average per diem method of allocation is extremely
unfair as between one hospital and another. If a hospital has aged patients who
by reason of selection are a particularly high-cost group, this should be recognized
in reimbursement to that hospital even though it is not typical of the picture
nationwide. Admittedly, no method of allocation is perfect, but certainly we
must come closer to the objective of the law than a method which in effect divides
laboratory services, for example, by the average number of days all patients
stay in the hospital and then assumes that this is the right cost for the aged even
though they stay in twice as long.

"What we are proposing in the way of cost allocation is, basically, to divide
allowable costs between Medicare patients and other patients by measuring serv-
ices actually used by the two groups. Two alternatives are proposed and modi-
fications in the alternatives are allowed in order to avoid difficult recordkeeping
problems in the early stages of the program. The first alternative is to use the
average per (hem method for the roughly two-thirds of allowable costs that, on
the average, are connected with room, board and nursing services and then to
allocate the cost for ancillary services according to the ratio that charges made to
Medicare beneficiaries bears to the charges made to all patients. Although
charges are sometimes not a precise measure of services rendered, they come
much closer to being such a measure than anything else that is now available.
Over time, as indicated in the American Hospital Association Principles, it is
hoped that charges for individual items will be brought more closely in line with
the cost of services and therefore become a more precise measurement of the
services rendered.

"The other alternative is to apply, on a departmental basis, the ratio of charges
made to Medicare beneficiaries to charges made to all patients. Because many
hospitals are not now equipped with the cost-finding methods necessary to follow
this approach, department-by-department, and in some instances may not be
able readily to support a cost division between the production of room and board
on the one hand and ancillary services on the other, we intend to allow for the
first 18 months of operations such a d;- isiii to be made on the basis of estimates
using the experience of other organizations of like size and character and with
the help of the fiscal intermediary and the help that can be furnished from the
hospital associations. Under such a procedure anyone who has a charge struc-
ture can apply the method described very readily and little in the way of advance
planning would be required.

"There are several matters in the area of reimbursement which are related to
the process of payment which are of great importance to hospitals. I indicated
earlier that two of our objectives were to keep the payments current and to avoid
the burden on hospitals that comes from having to put up money for expenditures
prior to reimbursement. Basically, of course, payments will be made for services
throughout the year and final settlement on a retroactive basis will be made at
the end of the accounting period. Continuing payments will be made as often
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as possible and in no event less frequently than once a month. The retroactive
payments will take fully into account costs as they were actually incurred and
settle on an incurred, rather than on an estimated basis. Most importantly,
we have decided to make interest-free advance payments so that hospitals wiln
have money from us on the average about 30 days ahead of when we would nor-
mally be making payment after the rendition of services. We believe that unless
we make such advance, the hospital is actually put in a position of losing the
equivalent of interest on its money when it makes purchases from its own funds.
We'Would, of course, share in the interest if the hospital does borrow for working
capital and in a sense the advance is in lieu of such a payment.

'Many hospitals have had no quarrel with the long-range objectives of improved
cost finding 'as a basis for cost reimbursement buthave been very uneasy about
being ready at the start-on even in the firSt year of the program. True, thedetermination of reimbursable cot does require the acceptance and use of uniform

definitions, accounting, statistics, and reporting. But these can be done entirely
according to the American Hospital Association's recommended policies. Any
systematic payment program reqxfires orderly procedures of reporting and an
agreement by provides to submit basic information necessary for cost comparison
and analysis, so that there may be a final equitable distribution of payments for
third-party purchasers at the end of each period.

"Th s is, in substance, all that will 'be asked of providers in furnishing reports
at the end of an accounting period for purposes of reimbursement for services
rendered under the health 'insurance program. The requirement that providers
be able to carry out cost-finding procedures is not a new development. It has
been strongly advocated by national organizations for hospitals and nursing

''homes for several years past. I
"To get started, an interim rate must be established. This may be done by

one of several methods. Where an intermediary is already paying the provider
on a cost basis, the intermediary can adjust its rate of payment to an estimate of
the result to be attained under the program's principles of reimbursement.
Where no organization Is paying the provider on cost, the intermediary can obtain
the previous year's financial statement' from the provider and, by applying the
principles of reimbursement, compute or approximate an appropriate rate of
payment. Or the Interim payment may be related to last year's average per
diem, or to icha'rges, or to any other ready basis of approximating costs.

"I know the American Hospital Association is prepared to give guidance and
assistance to hospital providers through its Hospital Administrative Services and
its Cost Allocation Program.' Providers may also look to their state and metro-
politan associations, to local chapters of the American Association of Hospital
Accountants, and to their own certified public accountants for assistance. Most
especially, the fiscal intermediary will provide consultative service and assistance."
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