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FINDINGS OF PERMANENT SUBCOMMITTEE ON IN-
VESTIGATIONS ON HEALTH MAINTENANCE ORGA-
NIZATIONS

THUMDAY, XAY 18, 1978

U.S. SENATE,
SuBcomiMr n ON HEALTH

OF THE CoMMrrriE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:35 a.m. in room 2221,
Dirksen Senate Office Building, Hon. Herman lalmadge (chairman
of the subcommittee) presiding.

Present: Senators Talmadge, Curtis, and Dole.
[The committee press release announcing this hearing and the open-

ing statement of Senator Dole follows:]
[Press Release, Committee on Finance, Subcommittee on Health, U.S. Senate]

FINANCE COMMITTEE ANNOUNCEs HEARING ON FINDINGS OF THE SENATE
PERMANENT SUBCOMMITTEE ON INVEeTIOATIONS ON HEALTH MAINTENANCE
ORGANIZATIONS

Senator Herman E. Talmadge (D., Ga.), Chairman of the Subcommittee on
Health of the Senate Finance Committee, announced today that the Subcom-
mittee will hold a hearing on a report of the Committee on Governmental Affairs
prepared by its Permanent Subcommittee on Investigations. The report is a result
of several years of investigation and review of HMO's which identifies patterns
of fraud and abuse.

The hearing will include testimony concerning illegal and criminal activity
found during investigation of certain HMO's and other health care organiza-
tions, as well as discussion of preliminary findings of continuing criminal
activity.

The hearing will be held at 9:80 A.M., Thursday, May 18, 1978 in Room
2221, Dirksen Senate Office Building.

Witnesses for this hearing will be:
Hon. Sam Nunn, Vice Chairman, Permanent Subcommittee on Investigations;

Val Halamandaris, special counsel, Select Committee on Aging, House of
Representatives.

OPENING STATEMENT OF SENATOR BOB Doxz

Thank you Mr. Chairman, I am pleased to Join with you this morning in
welcoming our distinguished colleage Senator Sam Nunn and the other wit-
nesses scheduled to appear before this subcommittee.

I would like to commend Senator Nunn, and you Mr. Chairman for your on-
going interest and concern for the recipients of health care in this country. The
work of the permanent subcommittee on investigations is well known as are your
efforts to combat fraud and abuse in the medicare and medicaid programs.

In 1976, Americans spent $139 billion for health care and health care costs
continue to rise. The enactment of medicare and medicaid have had an enormous
impact on health services in America. More people are receiving health care than
ever before. There have been considerable increases in outlays which have in-
creased from 5.9 percent of the gross national product to almost 8.6 percent of
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the GNP today. The burden of health care costs has also shifted from the private
to the public sector. About 42 percent of all health care costs are paid today by
the government as opposed to only 25 percent 10 years ago. In an attempt to
address the problem of escalating health care costs alternative systems of health
care were sought out.

The pre-paid health plan and the health maintenance organization were two
such alternatives. I believe many of these programs have a great deal to offer
and should be encouraged. Many well meaning health providers and others have
sought to offer to medicare and medicaid recipients and to others, good, com-
prehensive health care. But alas there are those who would take advantage of
these individuals and of the government and it is those people that we have
come together today to discuss.

Mr. Chairman, you know that as a co-sponsor of your medicare and medicaid
anti-fraud and abuse bill, I share your deep concerns over misuse and abuse of
program monies. I share your deep concern for those individuals who depend on
the government for their health care. But Mr. Chairman, they depend on us for
much more. They depend on us to insure that the care they are receiving is good
care. That the care is in fact really provided. We must make every effort to see
that this takes place.

Senator Nunn I am anxious to hear from you new information on the present
status of your investigations into prepaid health plans and HMO's. Your activi-
ties and that of your staff are vitally important to our efforts to provide safe,
quality, care at a reasonable price.

Thank you Mr. Chairman.
Senator TALM AWE. This hearing will be in order.
This morning, the Subcommittee on Health will hear testimony con-

cerning the findings and recommendations of the Senate Permanent
Subcommittee on Investigations with respect to Health Maintenance
Organizations--HMO's. It is my understanding that Senator Nunn
will also discuss alleged irregularities and administrative inadequacy
beyond those included in his formal report to the Senate.

Mr. Thomas Moore, a well-known health care consultant and expert
on Health Maintenance Organizations, will testify concerning -his
experiences and findings.

Mr. Val Halamandaris, who has a distinguished' career as a Senate
investigator, and who is now employed by the House of Representa-
tives, will testify concerning alleged criminal and fraudulent activities
in health care institutions and organizations.

Much of the fraudulent and exploitative activity in HMO's has been
at the expense of the medicaid program. Thus far, through effective
statutory safeguards, we have prevented similar exploitation of medi-
care. There are well-meaning people who suggest easing medicare and
medicaid HMO requirements and further liberalization of reimburse-
ment. I believe this hearing may, in fact, indicate a clear need for
tightening up on HMO eligibility requirements and reimbursement
rather than relaxing them.

The Senate will shortly consider renewal and expansion of the over-
all Health Maintenance Organization authorization. Information
developed at this hearing should also aid Senate consideration of that
legislation.

Now, as always, it is a distinct pleasure to welcome my colleague
from Georgia, Sam Nunn, who is Vice Chairman of the Permanent
Subcommittee on Investigation. He has done a lot of work in this field
and he has worked very closely with this subcommittee in that capacity.

It is a pleasure, indeed, to welcome you to the hearing, Senator
Nunn. You may proceed as you see fit.

Senator NuNN. Thank you very much, Mr. Chairman. First of all
I would like to introduce David Vienna who is staff expert on the PSI
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subcommittee in regard to health matters. He has done an enormous
amount of work in this area. Without him, we could not be here with
the thorough report we have today.

STATEMENT OF HON. SAM NUNN, A U.S. SENATOR FROM THE STATE
OF GEORGIA, ACCOMPANIED BY DAVID VIENNA, STAFF, PERMA.
NENT SENATE INVESTIGATIONS SUBCOMMITTEE

Senator NuNN. I am grateful for this opportunity to appear before
before you today to present to you the report by the PSI subcommittee
on its inquiry into the prepaid health plans and health maintenance
organizations.

I also wish to discuss certain other information that the Investiga-
tions Subcommittee staff has obtained and raise a number of questions
suggested by this information.

This information relates to alleged current abuses in the Federal
HMO program. Most of the new information we have developed has
not been given the scrutiny of a public hearing with witnesses under
oath and subject to questions. Nonetheless, I will discuss a number of
examples that give rise to the very serious questions about the current
Federal HMO effort.

First, I would like to express my appreciation to you, Mr. Chair-
man, and to Senator Dole and the other members of your subcommit-
tee. Likewise, the Permanent Subcommittee on Investigations has
helped on this HMO inquiry, has been helped in this inquny by your
competent staff. Specifically I would like to thank Mr. Jay Constantine,
Mr. John Kern, and Mr. Bob Hoyer for their continuing help in our
overall inquiry.

Mr. Chairman, I would like to offer the report that we have recently
made as an exhibit at this point in the record.

Senator TALMADOE. Without objection, it will be inserted into the
record at this point.

[The material referred to follows :]
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PREPAID HEALTH PLANS AND HEALTH
MAINTENANCE ORGANIZATIONS

APRIL 20 (legislative day, FEBRUARY 6), 1978.-Ordered to be printed

Mr. JACKSON, from the Committee on Governmental Affairs,
submitted the following

REPORT

I. INTRODUCTION

The State of California implemented in 1972 an alternative form
of delivering, organizing and financing health care services to bene-
ficiaries of Medi-Cal, the State's Medicaid program. Program costs in
California had risen rapidly and continuously under the old system
of paying physicians, hospitals and other providers fees for their
services.

For example, in March 1966, Medi-Cal programs operations began
spending at the rate of $600 million a year. By 1970, program costs had
doubled to $1.2 billion. The upward spiraling cost and a suspicion
that at least some of the inflation was caused by the unnecessary
provision of health care services to the poor led the State Adminis-
tration to sponsor, and, in 1971 the legislature to adopt, the Medi-Cal
Reform Act. This law enabled the California Health Department to
contract with prepaid health plans (PHP) for the delivery of health
care to Medicaid beneficiaries.

PHP's are comparable to health maintenance organizations
(HMO). Both are private entities-primarily corporations-which
agree to provide a broad range of health care services to groups
of individuals for a fixed monthly rate per individual or family.
This is known as a capitation payment. These enterprises either em-
ploy or contract with physicians and other providers of health serv-
ices. Similarly, they either own or contract with health care facilities.
The PHP/HMO approach envisions that by grouping physicians to-
gether, often in one medical center, comprehensive health care can be
made available at reasonable cost and that the quality of care to pa-
tient§ can be enhanced through physician peer group pressure.

(1)
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In theory, the HMO's aim is to provide enrollees with preventive
medical services, thereby reducing hospitalization and the resulting
high costs. In a properly administered HMO, persons who need treat-
ment receive full care. The incentive exists to keep patients healthy
and to detect and treat illnesses in their early stages so they will not
need more expensive care. The HMO's fixed monthly income forms
a ceiling under which administrators agree through contracts to pro-
vide for the health care needs of the people they serve.

In short, there is no financial incentive to provide unnecessary medi-
cal services, whereas in the fee-for-service system, there is a financial
incentive to provide patients with more services than they need, be-
cause medical providers are paid for each service.

Prepayment by consumers for health care services from groups of
physicians began in the late 1920's in Southern California ana in Okla-
homa. In Los Angeles in 1929 two physicians, named Ross and Loos,
organized a group of physicians and began providing health care
services through a number of clinics to employees of the city water
department. At Elk City, Oklahoma, another physician encouraged
farmers and others living in the area to form a cooperative for health
care services similar to co-ops they organized for the sale of their
crops.

The Kaiser Foundation Health Plan, the largest prepaid group
practice with more than 3 million enrollees, began in the 1930's. This
health plan developed out of the need to provide health care services
to employees of Kaiser Industries building a canal from the Colorado
River, across the Southern California desert, to agricultural areas as
well as the city of Los Angeles. Physicians providing health care serv-
ices to the workers found that reimbursement from workmen's compen-
sation insurance and from receiving fees for. their services caused
difficult collection problems.*

Kaiser employees and their families there, as well as in the World
War II shipbuilding plants of the company in Northern California,
were offered a company-supported prepaid'health program. In 1945,
Kaiser Health Plan membership was made available to persons who
were not employed by Kaiser Industries.

Through the years the concept grew. Prepaid group practices were
formed to serve public employee groups in industrial States with large
stable work forces. The decision in 1972 by California to providehealth
care services to its Medicaid beneficiaries through prepaid plans was
followed by passage by the Congress of the HMO Development Act
of 1973 to stimulate the growth of prepaid systems.

Pursuant to authority delegated to it by the Senate Committee on
Governmental Affairs, which was then known as the Committee on
Government Operations, the Senate Permanent Subcommittee on In-
vestigations in October 1974 began an inquiry into fraud and abuse
in the Medi-Cal prepaid health plans. Half of the funds for Medi-Cal
are provided by the Department of Health, Education, and Welfare
tinder Title 19 of the Social Security Act, known as the Medicaid
program.

The inquiry was conducted under a Senate resolution authorizing
the Permanent Subcommittee on Investigations to study or
investigate:
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The efficiency and economy of operations of all branches
of the Government including the possible existence of fraud,
misfeasance, malfeasance, collusion, mismanagement, incom-
petence, corruption, or unethical practices, waste, extrava-
gance, conflicts of interest, and the improper expenditure of
Government funds in transactions, contracts, and activities of
the Government or of Government officials and employees and
any and all such improper practices between Government per-
sonnel and corporations, individuals, companies, or persons
affiliated therewith, doing business with the Government; and
the compliance or nonco npliance of such corporations, com-
panies or individuals or other entities with the rules, regula-

'tions, and laws governing the various governmental agencies
and its relationships with the public.

Public hearings oi, Medi-Cal prepaid health plans were held by the
Subcommittee on March 13 and 14, 1975, and on December 14 and 15,
1976. Senator Henry M. Jackson, Chairman of the Subcommittee, and
Charles 11. Percy, the Ranking Minority Member, said at the opening
of the March, 1975 hearings that the Subcommittee hoped to learn from
the mistakes of California's PHP program so that the same errors
would not be made in other State Medicaid programs and in the new
Federal HMO development program. Senator Jackson called the UMO
concept a."good idea that should not be abandoned because men with-
out conscience, profiteers and scam artists took the initiative in Cali-
fornia from those with good intentions."

Senator Percy noted that the intention of Congress in passing the
HMO Developmhent Act in 1973 was "to test this health care delivery
system nationwide. Our thinking was and is that such a one-step com-
plete health delivery system based on preventive care might be ready
for implementation when national health insurance becomes law."

This report is based upon a record developed during the March 1975
and December 1976 hearings and an investigation of program reform
efforts. The report summarizes information obtained by the Subcom-
mittee evidencing: fraud and abuse of the California Prepaid Health
Plan program; failures by the State government in program manage-
ment; inadequacies in Federal oversight of the California program;
and questions concerning the adequacy of the present Federal pro-
gram to encourage the development of health maintenance organiza-
tions across the nation.

The Subcommittee inquiry found that almost all of the 54 California
prepaid health plans reviewed by the Subcommittee were non-profit,
tax-exempt organizations that subcontracted with for-profit corpora-
tions and partnerships owned or controlled by officers or directors of
the non-profit organizations. The inquiry showed that this type of
corporate structure and contracting practice opened the way for the
diversion of Medicaid funds away from the program's purposes.

Consultants served as brokers, promoting State contracts for inter-
ested entrepreneurs in return for a percentage of Medicaid program
payments made under State contracts. The money to finance these
contracts came from the poor who were enrolled in prepaid health
plans by door-to-door salesmen employed by the plans, some of whom
threatened, coerced and forced the signatures of Medicaid beneficiaries
on their plan enrollment forms.
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The quality of much of the health care-sometimes provided through
non-accredited and substandard hospitals--was judged to be poor and
even dangerous by State medical auditors. State program managers
ignored these reports as well as findings of the State's own fraud inves-
tigators, legislative hearings, audits and exposes in the press. The
State's failure to respond to compelling evidence of fraud and abuse
was part of the extraordinary government mismanagement of the
Medi-Cal program.
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I. FRAUD AND ABuss oF PnxPaAI HEALT PLA-,

The Subcommittee inquiry identified a pattern of improprieties and
lramtices.

From the very outset of the California program, consulting com-
panies were formed to assist individuals desirous of forming prepaid
h ealthplans. These companies obtined contracts for their clients from
the State Medicaid agency and then offered to manage the plans for
physicians inexperienced in administration.

Complicated PHP corporate structures were created. In general, the
corporate entities contracting with the State Medicaid agency were
ion-profit, tax-exempt corporations. In many cases however, the di-
rectors and officers of these non-profit corporations created for-profit
partnerships and corporations, which then subcontracted with the tax-
exemi t organizations to provide the services and facilities needed to
fulfil the obligations under the master State contracts. These corporate
structures enabled Medicaid funds to be diverted from their intended
beneficiaries and into the pockets of plan operators.

The method almost exclusively used by the prepaid health plans to
enroll patients was to send door-to-door salesmen through the ghettos
and barrios of Celifornia enrolling Medicaid beneficiaries. For each
person enrolled, the State paid a monthly capitation payment, which
varied according to the aid category of each beneficiary. For example,
at the inception of the program about $18 per month was paid for each
individual receiving aid to families with dependent children. The pay-
ment was higher for persons receiving aid to the blind, aged and totally
disabled because these beneficiaries usually require more services. The
door-to-door sales effort led to substantial abuses.

Finally, the Subcommittee obtained information from experts who
evaluated the quality of care provided in the plans and who found
many cases of substandard patient care.

A. CONSULTANTS

The Subcommittee developed evidence and took testimony on the
rapid growth of consulting companies that dealt with the PHP pro-
gram. There were computer consultants, management consultants, con-
sultants to assist plans in their relations with minority groups, with
health department employees and officials and even with State legisla-
tors. The primary focus was on those consultants who offered assistance
in obtaining contracts from the State Health Department and who of-
fered management services in exchange for a fixed percentage of Medi-
Cal payments to the plans.

One of the consulting firms whose activities figured in the Subcom-
mittee's inquiry was known as Health Management Systems, Inc.
(HMS), t computer service firm. HMS was organized by Allen J.
Manzano in February 1972 shortly after Mr. Manzano had left his
position as Chief Deputy Director of the California Department of

(a)
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Health Care Services.1 Six other department employees also left their
State jobs to take positions with Mr. Manzano's firm. Several of the six
had participated in developing the State's computerized eligibility
system for the PHP program Based on their expertise, HMS devel-
oped and offered prospective PHP -program contractors a computerized
system for obtaining certification of welfare recipients as eligible for
enrollment in the PHP program.3 Because of HMS's familiarity with
the State's eligibility system, Mr. Manzano's company was presumably
in a position to provide this service more readily than the contractors
themselves or other consulting firms less familiar with the State
program.

By March 1972, very shortly after the firm was established, HMS
had obtained the first in a series of contracts with prepaid health
plans, some of which had had dealings with the Department of Health
Care Services during Mr. Manzano's tenure as Chief Deputy Director.
In 1973 and 1974, 11 MS provided services to at least 10 organizations
that already had or subsequently obtained contracts with the De-
partment of Iealth Care Services' with HMS's assistance.

During the fiscal year ending January 31, 1974, approximately
85 percent of HIMS's $1.4 million in sales came from four customers:
Consolidated Medical Systems, the Foundation Community Health
Plan of Sacramento, the Orange County Health Foundation and
Paid Prescriptions. Consolidated, the Sacramento Foundation and
Paid Prescriptions had had dealings with Mr. Manzano relating to
their business with the State when he was a health agency official:,

In exchange for the services provided PHP contractors by HMS
and its staff of former State employees, HMS received a percentage
of the gross Medi-Cal payments to the plans. Mr. Angus Scott, Presi-
dent of Consolidated Medical Systems, told the Subcommittee that
over a 20-month period beginning in 1973, his plan, the largest PHP,
paid HMS about $1.2 milion at the rate of approximately $60,000
per month (p. 356).6 Mr. Scott said Consolidated is now paying
$4,000 per month for the same services with a different firm (p. 358).
With regard to payment for computer services based on a percentage
of gross Medicaid receipts, Mr. Scott said "anything having to do
witt the fee structure based on total enrollment would automatically
beprohibitive."1

T help ensure the integrity of Federal contractual and other
actions and to guard against conflicts of interest, undue influence and
favoritism in Federal Government transactions, section 207 of Title
18 of the United States Code contains postemployment prohibitions
applicable to former officers and employees of Federal Departments
and agencies. Such persons may not act as an agent or attorney for
anyone other than the United States in connection with certain mat-
ters in which the former officer or employee participated personally
and substantially while in Federal services. The law also sets forth
a one-year post-employment prohibition respecting matters which
were within the area of official responsibility of a former employee

'Exhibit 17, December 14, 1976 hearing record.
* Ibid.

ibid.
'Exhibit 18, December 14, 1976 hearing record.
'Ibid.
* Page numbers cited in this report refer to pags in the printed bearing entitled

"Prepaid Health Plans" of March 13 and 14, 1975 and December 14 and 15, 1976.



13

7

at any time during the last year of his or her service. These statutory
prohibitions do not apply to State government personnel even though
decisions made at the State level often involve the expenditure of
large amounts of Federal funds.

While the Subcommittee's inquiry produced no information evi-
dencing any violations of law by anyone associated with JIMS, it is
clear that the firm did substantial business with contractors who had
had dealings with the Department of Health Care Services while
Mr. Manzano and his associates were employed by the State govern-
ment, some of which may have fallen within the area of their official
responsibility. HMS's success in attracting PHP's and prospective
plans as clients so shortly after Mr. Manzano had left State service
created at least the appearance that IMS was the consultant to do
business with in order to obtain favorable attention by the Depart-
ment of Health Care Services.

[In a hearing on matters unrelated to prepaid health plans, the
Subcommittee received testimony which also raised questions relating
to the administration of Federalfunds by State officials. In that situ-
ation, a computer design firm had received a contract from the State
of West Virginia to develop an improved Medicaid program manage-
ment and claims processing system for the State of West Virginia.
Some 90 percent of the firm's contract costs were paid by the Federal
Government. The president o.f the firm testified before the Sub-
committee that lie sold stock in his firm to the medical director of the
West Virginia Medicaid program at the same time the official was
responsible for overseeing the firm's performance under the contract.
In addition, the company president testified that the West Virginia
official entered into a contract with his firm to perform consulting
services in the State of Arizona. This consulting contract was also
entered into at the time the State official was responsible for over-
seeing the contractor's performance in West Virginia.] 7

In view of the very substantial Federal contribution to the Medi-
ca-id and other State-administered programs, consideration should be
given to bringing State employees who administer such programs,
and whose actions bring about the expenditure of Federal funds,
within the conflict of interest restrictions applicable to Federal officers
and employees.

California Medical Management, Inc. (CMM), was another PHP
consulting firm. Dr. Bernard Aran, President of Rose Medical Group,
a small Southern California PHP, told the Subcommittee on March 13.
1975:

. . . The firm (CMM) provided assistance in obtaining PHP
contracts with the State and also handled all administrative
chores, including marketing and bookkeeping.

Eventually, I agreed to sign a contract with CMM for it to
obtain a contract for Rose Medical Group to be a PHP and
for CMM to handle administrative and marketing details of
the plan. As a doctor, the idea sounded like a good one, since I
did not enjoy the administrative details of running a business.
I simply wanted to practice medicine.

?Pp. 52-56, Medicaid Management Information Systems hearings, September 29, 1976.

31-631 0 - 78 - 2
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I was told my contract was more favorable to me than
others CMM had negotiated with other PHP applicants,
since it required no cash down. Other plans signed up by
CMM, I was told, paid $11,500 on signing and another
$11,500 when the State approved the contract. CMM then
took 10 percent of the monthly gross of the plans they
assisted for marketing and administrative functions it per-
formed. In the contract with Rose, CMM was to be paid 50
percent of the net income and no pre-contract cash was
required (p. 123).

Dr. Aran testified that CMM did not perform on its contract with
him and that he was left to manage his plan on his own. He told the
Subcommittee how he began to be involved with a number of others
offering various services. By the Fall of 1973, Rose Medical Group
was in financial trouble. To illustrate the attractiveness of the PHP
program to unscrupulous promoters. Dr. Aran testified that he

meL a man who said he would give me $50,000 if I agreed to
give 25 cents per enrollee per month forever. It was not a
loan. tie said he would pay $50,000 if he could have 25 cents
per month for the duration. I turned the offer down (p. 124).

Another plan encountered problems with a consultant. Dr. Bruce
Frome, President of a PHP known as Marvin Health Services, became
involved with a consulting firm called People's Industrial Consult-
ants. Dr. Frome told the Subcommittee that his plan was not going
to survive with Medicaid beneficiaries alone. In addition, he said that
State and Federal regulations and laws required that prepaid health
plans could have not more than 50 percent of their enrollment popula-
tion on Medicaid after a 3-year period.

So Dr. Frome sought to enroll members of union locals. He entered
into an agreement with People's Industrial Consultants of Beverly
Hills. He paid the group an advance fee for $35,000 against monthly
commissions of 10 percent of the gross union payments to the plan
that People's could develop.8

A few months after Dr. Frome entered into the agreement, he said:
The FBI met me outside of my office and indicated to me

that people that were working for and that owned People's
Industrial Consultants had spent half their lives in jail, that
they were connected with organized crime and that they
were doing me the biggest favor of my life by telling me this.
In which case I immediately told my accountant to go to
another office and disassociate us from them, which we did
(p. 95).

Mr. Scott testified that such percentage fee arrangements are
"wrong." The Subcommittee developed evidence that percentage
fees for legal, accounting and other services were charged to PHP's.
In other businesses, charges for such services are not based upon the
percentage of gross sales volume of the companies receiving the serv-
ice. Moreover, such arrangements in prepaid health plans and health
maintenance organizations may defeat the need for these entities to

6 Exhibit 18, March 13, 1975 hearing record. "Agreement" between People's Industrial
Consultants and Western Health Management Services, Inc. (Marvin Health Services Inc.)
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develop capital reserves. In short, payment for non-medical service
on the basis of a percentage of gross income to prepaid plans runs
the risk of unnecessarily depleting the entities of funds through it
reimbursement system that could become excessive as the plans grow.

B. CORPORATE STRUCTURES

Most of the prepaid health plans reviewed by the Subcommittee were
non-profit corporations that contracted with existing for-profit cor-
porations to provide services needed by the non-profit corporations
to fulfill their Medi-Cal contractual obligations. The for-profit cor-
porations were created by or involved ownership interests on the part
of directors and/or officers of the non-profit entities.

Non-profit PHP's contracted with these related entities for services
including medical care, management and computer services, rental of
clinic buildings, pharmacy and transportation services, and malprac-
tice insurance. The president of a prepaid health plan known as Fam-
ily Health Program established a for-profit corporation which charged
the non-profit corporation for the use of a cabin and a boat byhis
plan's physicians and employees (p. 428).

The primary issue raised'by the corporate structures of the prepaid
health plans is the potential for the diversion of funds from their
intended purpose-health care. In addition, a serious question is raised
as to whether such arrangements breach the letter and intent of tile tax
laws under which non-profit organizations are accorded tax-exempt
status.

In April 1974, the California Auditor General reported that a sur-
vey 9 of 15 prepaid health plan contractors revealed that of $56.5 mil-
lion in Medi-Cal funds going to these plans in a specified period, only
an estimated $27.1 million or 48 percent was actually spent on health
care services.' 0 The balance, $29.4 million, went for administrative
costs and profits. The Auditor General said that net profits ranged
from 6 to 33 percent of gross Medi-Cal fund- payments to the plans."

Subcommittee staff identified one plan where the return on invested
capital amounted to 3,000 percent (p. 48).

Angus Scott, President of IMO International (UMOT), the for-
profit management company for Consolidated Medical Systems (the
non-profit PHP contractor of which Mr. Scott was also president) told
the Subcommittee in the December 14, 1976 hearing that his plan re-
sembled a "pretzel palace." He said tIMOI's "organizational structure
[comprised of different corporations and partnerships] is almost in-
coinprehensible, onerous to manage, duplicative of expense, and in a
word, it is wrong" (ip. 343). lie said he was iin the process of reorga-
nizing his corporations into a more simple structure following his re-
cent appointment, as chief executive officer of the firms.

Mr. Scott and other witnesses testified that the State Health Depart-
inent's preference was to contract. with non-profit corporations. Re-
view of State laws and regulations shows that the health department
could contract with either non-profit or for-profit corporations. The

' This report was highly controversial because PHP's criticized the auditor general for
developing the numbers without the benefit of an audit.

3OExhlbit 4 March 13, 1975 hearing record, "Report of the Auditor General on 1,5
Prepaid Health'Plans; April 22, 1974."

1 Ibid.
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preference for contracting with non-profit entities was a matter of
policy.

While Mr. Scott argued for a straightforward for-profit corpora-
tion with perhaps three wholly-owned subsidiaries, I)r. Robert Gum-
biner, the chief executive officer of another prepaid plan, argued for a
corporate structure involving a non-profit corporation doing business
with related for-profit entities.

Dr. Gumbiner is president of Family Health Programs, Inc., E, non-
profit health maintenance organization. According to a November 1,
1976 General Accounting Office Staff Study entitled "Relationships
Between Non-Profit Prepaid Health Plans with California Medicaid
Contracts and For-Profit Entities Affiliated with Them," done at the
request of the Subcommittee, the directors, officers and employees of
Family Health Programs, Inc. formed nine for-profit partnerships and
corporations that in some cases borrowed money from the non-profit
entity to build buildings which were, in turn, leased back to the non-
profit-corporations.

Dr. Gumbiner emphasized the difficulties health maintenance orga-
nizations have in raising capital:

If the organization was a for-profit company, each year its
net profits would be taxed up to 50 percent and it could never
accumulate the necessary reserves. Reserves are used to cover
adverse utilization, actuarial miscalculations or inflation in
order to protect the HMO and its consumers (p. 435).

He noted that HMO's must have reserves just as insurance compa-
nies and "that there are no insurance-type protective statutory counter-
regulations to protect the HMO reserve from taxation."

Andrew Campbell, Vice President for Finance of Family Health
Program, said:

The significance of these reserves and the question of for-
profit versus not-for-profit is that these reserves are not de-
ductible as expenses under generally accepted accounting
principless and, therefore, would not be deductible under the

Internal Revenue Code without specific legislation such as
the insurance industry has (p. 435).

Dr. Gumbiner explained that the relationships between non-profit
Family Health Program and a number of related partnerships and
corporations serve two purposes. The for-profit entities enable the
total organization to raise capital as well as offer management and
physician staff members investment opportunities to attract and keep
competent personnel.

In summary, Dr. Gumbiner said:
I agree that Z'e non-profit organization combined with a

for-profit support system, if there are regulations to regulate
fair dealing, no conflict of interest, arms' length agreements
would be what I consider to be probably a good arrangement
for both entities and to give the consumers the security they
need (p. 434).

Subsequent to the Subcommittee December 1976 hearings, the Cal-
ifornia Health Department declined to renew its contract under which
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Family Health Program provided prepaid health care services to
17,000 Medicaid beneficiaries. The California Attorney General filed
a suit against Dr. Gumbiner, and other directors of the non-pifit
Family Health Program and all of its related for-profit entities. In
the suit filed in Los Angeles Superior Court on February 18, 1977, the
Attorney General alleged that Dr. Gumbiner and others "wrongfully
and without legal justification authorized, appropriated, paid and dis-
bursed to themselves" assets of the non-profit corporation through the
for-profit entities. According to the Attorney General more than
$2,265,000 had been diverted from the non-profit firm. 12

Dr. Gumbiner denied the State's allegations, and on April 15, 1977,
the Attorney General and Dr. Gumbiner and the other defendants
settled the suit bcy signing an "Agreement and Stipulation." Dr. Gum-
biner agreed to iecompute the interest rates paid on certain loans from
Family to the related for-profit entities and to sell most of the assets
held by the for-profit entities to the non-profit corporation at a lair
market value to be concurred in by the Attorney General.13

Family Health Program contended that the Attorney General had
no jurisdiction to file such an action. In a letter provided to the Sub-
committee explaining why the litigation was settled out of court,
attorneys for Family Health Program said that:

After the litigation commenced, in order to avoid great ex-
penditure of management, time and expense and public rela-
tions problems it was agreed for settlement purposes that the
Attorney General have jurisdiction. Under the Attorney Gen-
eral's jurisdiction, the Attorney General requested certain
adjustments on past interest payments and divestiture of cer-
tain properties by some of the directors. If you would examine
the Agreement, the Stipulation and the Judgment you will
find that the Attorney General wanted to have FHPown as
much property as possible but not deny the present owners a
reasonable return on investment. On each proposed sale the
sellers were allowed to make a reasonable return. Further-
more, the Attorney General continued to allow FHP to lease
its main buildings from the present owners even though they
were related parties (p. 448).

Raymond Johnson, a partner in Price Waterhouse & Co., told the
Subcommittee at its December 14, 1976 hearing that the Government
should require prepaid health plans and health maintenance organiza-
tions to file consolidated financial statements. He said such a require-
ment is the only way to obtain a true picture without obscuring the
facts of what is happening to the money:

It [a consolidated statement] is the only method because
you have the same people on both sides of al the transactions.
There is no objective way to evaluate or measure the inter-
entity arrangement and agreements (p. 347).

13 People of the 9tate of California vs. Robert Gumb ner, et at. Complaint for Restitution,
Damages, Surcharge and Removal of Trustees, Enforcement of a Charitable Trust and for
Injunctive and other Equitable Relie.

13 "Agreement and Stipulation," Apil! 16, 1977, between the People of the State of
California and Robert Gumbiner, et al.
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Edward Densmore, Associate Director of the General Accounting
Office's Human Resources Division, told the Subcommittee on Decem-
ber 15, 1976, that the GAO had never done a financial audit of a
prepaid health plan. He noted that one plan commissioned a compre-
hensive audit of its own records; that the audit cost $910,000; and took
more than a year to complete (p. 484). "My guess is," said Mr. Dens-
more, "that if we were to do this type of thing, it would cost us several
hundred 'thousand dollars, and it would also take probably several
months to a year to, do, also" because of the complexity of the inter-
company relationships in these complicated corporate structures (pp.

M8-48. 
He said, "I think if we had consolidated statements or some re-

quirement along these lines-something along the lines of a uniform
chart of accounts or some definition as to what the different line items
would be-[it] would be very helpful."

Witnesses representing the Internal Revenue Service testified that
there are no RJ)S restrictions against self-dealing by the directors and
officers of tax-exempt corporations. "As long as the organization pays
no more than fair market value for the goods or services it obtains in
these self-dealing transactions, they provide no basis for the Service to
question the organization's exemption," said Joseph Tedesco, Director
of the IRS's Exempt Organizations Division (p. 517).

Mr. Tedesco explained that under the tax and case law, organiza-
tions are granted tax exempt status if they are "not organized for
profit but are] operated exclusively for the promotion of social wel-
fare" (p. 516).

From the record developed by the Subcommittee, it appears that
tax avoidance may be the primary motivation for the creation of the
complicated array of non-profit and for-profit entities found among
PHP's. The assets of the non-profit PHP plans themselves are not
taxable by reason of the plan's tax exempt status. In the hands of the
non-profit entity, assets such as physical plants and equipment offer no
tax avoidance opportunities to the owners of the non-profit* plan.
Consequently, some PHP plans have elected to contract with for-
profit entities owned or controlled by their own shareholders, officers
or directors for the use of properties needed in PHP plan operations.
In the hands of separate for-profit corporations and partnerships, such
assets do provide opportunities for tax avoidance by way of deprecia-
tion deductions, for example.

According to Mr. Howard Schoenfeld, Technical Advisor to the
Assistant IRS Commissioner for Employee Plans and Exempt Orga-
nizations, the "only way you could possibly explain" the complicated
corporate structures found among PHP plans is in terms of the tax
advantages they offer (pp. 519-520).

c. MARKrING AND ENROLLMENT PRACTICES

The State of California did not prescribe or recommend any man-
ner through which prepaid health plans could enroll Medicaid bene-
ficiaries. Moreover, causee contracts were granted to more than one
plan in the same geographic area, plans were forced to compete for
enrollees, not only with the fee-for-service sector, but also with other
plans.
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In addition, the State Health Department, shortly after the pro-
gram began, required that no more than 50 percent of a plan's en-
rollees could be Medicaid beneficiaries.

Generally the method by which plans enrolled beneficiaries was by
sending salesmen door-to-door through poverty neighborhoods. In
an effort to respond to the limitation on the allowable percentage of
Medicaid enrollees the president of one PHP unknowingly entered
into a contract with a -group of alleged organized crime figures who
promised to enroll labor union locals in exchange for a percentage
of gross billing from the union members (p. 93).

Perhaps the greatest number of abuses found by the Subcommittee
involved marketing and enrollment practices. Medicaid enrollers
were paid a commission or per-person fee for each individual en-
rolled or on the basis of family enrollments. It appears that at times
PHP marketing practices became nothing more than a street hustle.

According to a sworn statement obtained by the Subcommittee and
made a part of the hearing record, a husband and wife team had
developed an ingenious way of enrolling PHP clients.

The husband would canvass an area, going door to door,
asking if there were any Medi-Cal clients at the homes. If a
householder declined to give such information, the man
would tell them that he was a member of the local police de-
partment-the El Monte, California police department--and
that they were required to give him the information . . . The
man was, indeed, employed by the City of El Monte and he
worked at the police department. He was a janitor.

Once this man determined if a home contained Medi-Cal
beneficiaries, his wife would go to the home and attempt to
enroll the family members into the . . . PHP. Some-
times the husband would accompany the wife. If they could
not obtain admittance to the home, or, if once inside, the wel-
fare clients objected to signing up with the PHP, the man
would again throw his weight around as a policeman."'

Larry Pipes, President of South Los Angeles Community Health
Plan, told the Subcommittee that "I am familiar with cases, where
a physician who controlled a prepaid health plan actually used
[gave] dangerous drugs and narcotics to influence patients to enroll"
(p. 66). ,-

One witn-si offered an explanation for these practices. Dr. Aran,
medical director of the Rose Medical.jroup, Inc. told the Subcom-
mittee that:

There are so many plans that the PHP business is more
competitive than the very competitive supermarket industry
in Los Angeles where there are supermarkets every couple
of blocks.

In Venice alone, the area in which I have my plan, there
are four other plans competing for patient-enrollees. This
sort of competition for enrollees places the PHP program on
a collision course with the people of the ghettos who are now
very skeptical of the plans themselves . . . None of this

uExhibit 15, March 18, 1975 hearing record, "Affidavit of Earl Stanley DeNayer."
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is conducive to the practice of medicine nor is it appropriate
for the delivery of health care (p. 125).

To insure that only healthy persons, who would make few demands
on the PIIP, were enrolled some plans "selectively enrolled" the poor.
In one plan, a woman would collect the signed enrollment forms and
call the signators. She would ask a series of questions aimed at deter-
mining whether the prospective enrollee was healthy or not. If the
PHP employee found an enrollee had a condition that might be a
financial burden on the plan, the employee would "lose" the enroll-
ment forin. If the person indicated that it had been some time since he
had visited a doctor or a dentist, the woman would direct him to the
plan's clinic for a physical or dental examination, which would be
charged to the Medi-Cal program on a fee-for-service basis. Once
again, if the patient was found to have severe problems, the enroll-
ment form would be lost."' This screening practice violated State regu-
lations and resulted in charging off to the fee-for-service Medi-Cal
program the cost of ascertaining whether the prospective enrollee had
a health condition that would be a financial burden to the P1uP.

Refugio M. Garcia, a California State medical auditor, told the Sub-
committee that frequently persons were enrolled in plans after physi-
cal examinations were conducted, the cost of which was charged to the
Medicaid program on a fee-for-service basis. During an audit he con-
ducted for one plan he said he discovered that "complete medical work-
ups of Medi-Cal recipients were carried out tinder fee-for-service ar-
rangements . . . following that, [the fee-for-service physicals] I was
told by the RN [registerednuirse] at one of the PHP clinics these per-
sons would be enrolled in the 1HP" (p. 211).

Sometimes sick persons.slipped through the selection process. Cali-
fornia Health Department investigators obtained sworn statements
from persons who said that once they became ill, they were disenrolled
from a plan, which processed disenrollment forms with the State.
Some of the forms contained the forged signatures of those persons
being disenrolled.16

One patient was disenrolled through forgery of her signature after
she was taken to a hospital with a serious respiratory disease. Two days
after her admittance, the patient's daughter received a telephone call
from the plan asking her to disenroll her mother. The daughter re-
fused. Nevertheless, the State Health Department received a signed
disenrollment form for the patient. State investigators later confirmed
the signature had been forged.17

While there were those who were .forced out of plans against their
will, there were others who couldn't get out of them no matter how
hard they tried. Following their enrollment in PHP's some bene-
ficiaries sought to be disenrolled. "The people were tolA that either
they couldn t disenroll or that disenrol ment forms had been proc-
essed," according to Mrs. Vera McClendon, a welfare rights worker
in Los Angeles."'

Mrs. McClendon and other neighborhood workers in Los Angeles
formed the Los Angeles Health -Rights Organization "just to deal

IsIbld.
1, Exhibit 14, March 13, 1975 hearing record, "Affidavit of Leonard Hayes."
17 Ibid.
Is Exhibit 1, March 13, 1975 hearing record, -A.Mdavit of Vera MeClendon."
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with the problems faced by poor people who joined prepaid health
plans." 1

The organization started a program to help people disenroll from
the plans.20 There were negotiations with the State Health Depart-
ment, which agreed to allow plan enrollees to file their disenrollment
forms with these health rights organizations rather than with the
plans, which were "losing" them.2 1

After about two months, State officials complained to Mrs. McClen-
don that there were so many disenrollments that the State couldn't
process them all and the plans were complaining. The Health De-
partment stopped accepting disenrollment forms filed through the
health rights group and began accepting only those forms filed
through the plans. "Once again," Mrs. McClendon said, "people filed
their disenrollment fors with the plans and disenrollments were
delayed or never filed." 2

Problems relating to enrollment, disenrollment and grievance pro-
cedures were identified by the General Accounting Office in its Sep-
tember 10, 1974 report on "Better Controls seeded for Health Main-
tenance Organizations under Medicaid in California." In that report,
the GAO

noted many cases in which recipients submitted complaints
or disenrolled from PHP's because they believed the plan
was misrepresented when they enrolled.... Because of the
heavy investment in obtaining facilities and staff to begin
operations, new PHP's are interested in enrolling members
as rapidly as possible. The PHP's contracted with marketing
firms or employed door-to-door solicitors and reimbursed
them on an incentive basis.... GAO believes these circum-
stances have contributed to enrollment irregularities.... Im-
provement is needed in the State monitoring system to insure
that PHP's . . . promptly process recipients requests for
disenrollment.

Earl Stanley DeNayer, a Senior Special Investigator for the Cali-
fornia, Department of Health, told the Subcommittee that during
the 1974-75 period at Family Health Program, then the third largest
PHP with 17,000 Medicaid enrollees, "some persons who signed en-
rollment forms were given physical examinations by plan physicians
before the enrollment form was sent to Sacramento," the State capital
(p.374).

Mr. DeNayer testified that the forms of those who did not pass the
physicals were not sent to Sacramento but that commissions were none-
theless paid to the enrollers "so that no suspicions would be aroused."
Moreover, he said "the names of those persons who flunked these screen-
ing physicals were placed on a 'blacklist,' against which the names of
subsequent new enrollees could be checked," so previously rejected per-
sons would not be enrolled in subsequent marketing efforts (p. 374).

Dr. Gumbiner, President of Family Health Program, denied en-
gaging in these selective enrollment practices (p. 418).

10 Ibid.
S0 Ibid.
nIbd.
U Ibid.
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Mr. DeNayer, however, placed into the record of the hearing an in-
ternal Famiy Health Program memorandum setting forth an "In-
centive Pay I rograni" for door-to-door salesmen. The memo read:

The reason for this suggested change is to, number one,
change the direction of the type of people enrolled, i.e., from
OAS [Old Age Security] and ATD [Aid to the Totally Dis-
abled] to AFDC [Aid to Families with Dependent Children]
because of the high cost and utilization of the OAS and ATD
type individuals. Number two, by changing the pay from
contracts to persons enrolled, you will give the enroller the
incentive to enroll more people as opposed to more contracts,
(AFDC as opposed to OAS and ATD).1a

Aside from the impact of door-to-door sales on Medicaid benefici-
aries, the technique also took its toll on the plans themselves. Mr. Scott
President of both Health Maintenance Organization International and
its affiliate, Consolidated, said that his PHP spent more than $900,000
in 1975 to market his plan door-to-door (p. 341).

D. QUALITY OF CARE

During its inquiry the Subcommittee staff identified one PHP op-
erator who became known as the "Phantom" to physicians in the emer-
gency room of a hospital in the Santa Monica Bay area of Los An-
geles. This physician was called the "Phantom" because he would close
his clinics on nights and weekends and disappear, forcing his patients
to go to a hospital emergency room for care (p. 16). The hospital staff
found that after they had provided care to these patients, the hospital
could not get reimbursed.

Under California law, once a Medicaid beneficiary is enrolled in a
plan, that plan is financially liable for all health care services provided
the enrollee. Many plans took the (position that if hospitals provided
health care services to PHP enrollees without the prior authorization
of the plan, then the plan was not financially liable for those services.
The "Phantom" was the only person authorized to admit his plan's
enrollees to hospitals for treatment (jp. 16).

Through the practice of closing clinic doors to enrollees, the "Phan-
tom's" plan and others could reduce costs and, perhaps increase profits.

But "who has profited how much through what conniving scheme
is not the main issue in the PHP program," Dr. Lester Breslow, Dean
of the UCLA School of Public Health, told the Subcommittee (p. 59).
"The fact that people [for] whose health care Government has de-
clared itself responsible are not getting care-that is the main issue,"
he said.

The Subcommittee received information relating to specific instances
of poor quality of patient care:

Enrollees of one plan were placed in clinic holding rooms for
obser,-ation, prior to hospitalization, without any nurses or physi-
cians present to observe them (p. 211).

Medical records keeping was so poor that the chart of a five year
old boy showed that he had an ovarian cyst removed (p. 205).

A woman diagnosed as having gonorrhea was not treated for
two months following the diagnosis (p. 205).

2 Exhibit 17, December 14, 1976, bearing record.
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A physician prescribed barbiturates to a patient who was a
known heroin user (p. 66).

A surgeon operated on two patients at the same time (p. 66).
A hospital administrator was found to be prescribing and ad-

ministering drugs (p. 66).
A plan physician continued to ignore requests from a nursing

home to transfer one of the plan enrollees to a hospital. After re-
peated requests, the patient was taken to a plan clinic where he
was examined and returned to the nursing home. A lawyer was re-
tained by the enrollee's sister; the patient was hospitalized; and
died. The attending physician said he should have been placed in
the hospital sooner.2'

In addition to these and other examples, the Subcommittee received
testimony from a physician who surveyed East Los Angeles Doctors
Hospital for the California Medical Association. The facility, which
provided hospital services for six prepaid health plans, was denied
certification, on the basis of poor quality of care, by the Medical Asso-
ciation which had conducted a voluntary quality review evaluation.
This review was in addition to one performed by the Joint Commission
on the Accreditation of Hospitals whose approval is required by the
government programs.25

The physician-surveyor, Dr. Robert Shlens, a Los Angeles orthope-
dic surgeon and member of the Medical Associations' Medical Staff
Survey, said that in the 7 years preceding his testimony, he partici-
pated in 81 hospital surveys in the State of California. He said:

In my experience, I have observed that some of the worst
hospitals have been in the forefront of those obtaining
lucrative prepaid health plan contracts. These substandard
hospitals are usually small and privately operated, frequently
located in low income areas where the greatest number of
welfare program beneficiaries reside (p. 144).

The Subcommittee also obtained evidence that one plan used more
than nine unlicensed physicians.26 Some of these unlicensed physicians
were placed into the plan by an official of the criminal justice system
in Los Angeles County, who also operated a health consulting firm."1

Some plans didn't have enough physicians to take care of the patients
enrolled. In one large plan, there were no obstetricians though there
were a large number of pregnant women enrolled in the plan, and only
two pediatricians for the 110,000 persons enrolled, mahy of whom
were children (p. 59).

Subcommittee testimony, exhibits and sworn statements also indi-
cate a lower than expected number of surgeries on enrollees of prepaid
health plans. Dr. Breslow said that a plan he had reviewed "provided
less than half the amount of hospital care used in well-organized group
practice prepayment plans.. ." (p. 60). And Refugio Garcia, a State
Medical Quality reviewer, said he found one small plan in which all
of the 13 surgeries done in a three month period in 1974 were for thera-

2, Exhibit 1, December 14, 1976 hearing record. "Report to the Governor" by Helstand,
et al.

N Exhibit 26. March 14, 1975 hearing record, "California Medical Staff Survey of East
Los Angeles Doctors' Hospital."
DExhibit 34, March 14, 1975 hearing record. "Report of Investigation, California HealthDepartmentt"
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eutic abortions (p. 211). This is an indication that the plan may
1ave selectively enrolled young women whose care would be less costly
to the PHP than an enrollment population more reflective of the age
and sex characteristics of the community.

In September 1974, General Research Corporation of Santa
Barbara, California, published a report it had prepared for the
Department of Health, Education, and Welfare on the quality of care
provided in the California PHP's. General Research found fault with
the quality of care provided in the plans it surveyed and concluded
that "the PHP program to date needs improvement from a quality-
of-care viewpoint" (p. 61).

Dr. Breslow said:
The State of California has been relying to a considerable

extent on medical audits of the several components of care in
its prepaid health plans (medical, dental, pharmaceutical, X-
ray, etc.) for the purpose of assessing quality. The report of
audits, however, have been quite uneven. Several different
State staff physicians and other State personnel participate
in these audits without much uniformity. One gets the im-
pression of a casual approach to the matter (p. 61).

He recommended that a monitorinsystem for quality of care be
established to include a number of specific reviews, including deaths of
enrollees, hospital charts, physician turnover in plans, periodic surveys
of enrollees and reviews of enrollee grievances.

The GAO, likewise, recommended in its September 10, 1974 report
that Federal regulations should be promulgated to "identify manage-
ment data . . . which can be advantageously used by the States to
monitor HMO quality of care and devise procedures to insure that
accurate, standardized data is available to HMO audit teams."

This GAO recommendation followed the agency's findings that Cali-
fornia's evaluations of quality of care in PHP's "have not been per-
formed in sufficient depth to insure that the law's intent (relative to
quality) is being met." I

Steven Passin, Special Deputy Director of the California Health
Department, called the State Medical Auditing System of PHP's"capricious" and said that it "utilized no guidelines, no chart uni-
formity, [and] no criteria .. ." (p. 121). Mr. Passin said the State
would need the assisance of the Federal Government in reforming the
PHP program. He said that over a period of two years, at a cost of
several million dollars, the State could develop systems to monitor the
pans. "The area of most importance is the development, the testing,
and the implementation of the quality assurance and assessment

system for the medical program," he said (p. 121).
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III. GOVERNMENT PROGRAM MANAGNMENT AND OVERSIGHT

The California Health Department, formerly known as the Health
Care Services Department, is the State Medicaid Agency responsible
for the letting of contracts and management of the State's Prepaid
Health Plan Program. Fifty percent of the program administrative
costs and the program funds are provided to the State from the De-
partment of Health, Education, and Welfare (]DHEW).

In January 1975, the California Health Department began to re-
form the PHP program. DHEW joined in the reform effort follow-
ing the Subcommittee's March 1975 hearings. The State's effort to
clean up the PHP program faltered in 1976 but was reinstituted by
the Federal Government following passage by the Congress of the
Health Maintenance Organization Act Amendments in the fall of
1976. These amendments require that in order for a prepaid health
plan to receive Medicaid funds, it must be qualified and certified by
the Department of Health, Education, and Welfare. States wereallowed7under the amendments to continue contractingfor Medicaid
services on a provisional basis with those plans which ad submitted
applications to the Public Health Service and upon which no action
had been taken within 90 days of submission. California, however,
opted to contract only wits. organizations which had been qualified or
whose applications had successfully passed initial screening proce-
dures which were part of the qualification process.

A. STATE MANAGEMENT: 1971 THROUGH 1974

From the program's very beginning, there were clear indications
and later solid evidence of fraud and abuse that the State of Cali-
fornia Medicaid Agency failed to acknowledge in its management of
the program.

The State Health Department did not respond to consumer com-
plaints; covered up investigative reports; ignored negative quality of
health care reports; failed to respond to legislative oversight hear-
ings; and ignored the findings and recommendations of anaiy.s and
auditors.

There was great pressure on the staff of the health management sys-
tems section of the California Department of Health Care Services
in 1972 to develop PHP contracts. The Governor, the Health Director
and the legislature all supported the prepaid health plan program as a
popular prescription to cure the continually escalating costs of the
States' nearly $2 billion Medicaid program (p. 6). All saw it as the
way to cut Medicaid program costs by 10 percent.

Bv November 1972 there were seven contracts granted to prepaid
health plans. A State PHP newsletter proclaimed, "we are committed
to aggressive implementation and expansion of the PHP program"
(p. 6). The seven PHP contractors at the time were authorized to

(19)
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enroll 40,000 Medi-Cal beneficiaries and the newsletter predicted
that 40 new contract proposals would cover an additional 680,000
welfare recipients in 1973. This would have resulted in the enroll-
ment in prepaid plans of half of California's two million Medi-Cal
beneficiaries which became the State Health Department's official goal
in 1973 (p. 6 ).

Through 1973, 40 new contracts were awarded bringing to 47 the
total number of plans which enrolled a total of 202,000 persons at
the cost of $45.7 million (p. 6). By the end of 1974, there were a total
of 54 plans with 252,000 enrollees (p. 6). The State paid these plans
$81.6 million, half of which came from the Federal Government(p. 6).

The peak year, in terms of numbers of plans and enrollees, was
1974. Th: goals had not been met. Instead of enrolling half of the
State's welfare population, the PHP's enrolled only 10 percent (p. 6).
Instead of improving the health care services for the poor, evidence
presented before the Subcommittee indicates the poor may have actu-
ally suffered from the program. And instead of saving the State
money, the program may have actually cost the Medicaid program
more than would have been spent had the program never even begun.

Beginning in November 1972, 6 months after the first PHP contract.
was in force, a pattern of abuses was already identified. Newspapers
reported :

PUP emergency clinics, required to be open 24 hours a day by
contractual agreement, were closed during the evening hours
(pp. 9-13).

PHP investors were turning huge profits on their investments.
Federal law enforcement authorities were probing the involve-

ment of organized crime in prepaid health plans (pp. 9-13).
A Los Angeles Grand Jury indicted a PHP door-to-door sales-

man for forging the signatures of Medi-Cal recipients on enroll-
ment forms (pp. 9-13).

1. Leqs~atibe. orr.iqht

In 1973. there began a series of legislative hearings, pinpointing the
problems. There were hearings on fraudulent and abusive enrollment
practices and the quality of care provided in prepaid health plans. At a
hearing in Los Angeles, the California Assembly Health Committee
learned that PHP's were using unaccredited hospitals; that a physi-
cian in one plan was accused of keeping a patient addicted to codeine
rather than giving him proper treatment; and a patient with a curable
eye problem in another plan was allowed to go blind while under the
care of a.physician.

On November 15, 1973, the State Legislative Analyst H. Alan Post
released a 50-page report "8 revealing widespread abuse, deception, and
illegal practices in PHP's serving welfare beneficiaries and charged the
State Administration with failure to properly monitor the then, $65-
million-a-year program. Program flaws reported by Mr. Post in-
cluded: (1) failure of the State Health Department to make adequate
background checks on principals involved in PHP contracts; (2) fail-
ure of the State to adequately audit financial records of plans; (3) fre-

- "A review of The Regulation of Prepaid Health Plans," by H. Alan Post, Legislative
Analyst of California, November 15, 1978.
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quent rotation of State contract managers so that they were unable to
acquire knowledge of the operation of the plans; (4) inability of the
State to provide cost data on plan operations; and (5) lack of State
review of quality and necessity of patient care.

While the news reports and legislative criticism could be read by
State Health Department management and staff in the public media,
there was other information available to program managers that was
even more compelling.
2. Handling of complaints

In November 1972, .John Blaul, a Californ;a Health Department in-
vestigator, was assigned by the California Health Department to con-
duct field investigations of welfare recipients' complaints against
PHP's in Los Angeles. Blaul was able to handle only six cases a day,
10 percent of the number received daily. In a sworn statement to theSubcommittee Blaul said that he was told by his superiors that profes-
sional Health Department investigators were not to be involved in his
inquires because the Health Department "didn't want to rub the doc-
tors the wrong way." 29

Blaul looked into many allegations and found numerous legitimate
complaints. The allegations included forged enrollment forms, and
misrepresentations by enrollees claiming they were State or County
welfare workers, wearing nursing uniforms or physician smocksA0

Each Friday, Blaul would travel to Sacramento for a weekly meet-
ing of the PHP contract managers. Though he repeatedly asked that
sanctions be applied against the plans, nothing was done. When he
asked that something be (lone about the. forged enrollments, he said
his supervisor "told me to forget about it." 31

During the period Blaul was in charge of reviewing consumer com-
plaints, boxes containing 2,500 complaints were removed from his of-
fice in Sacramento while he was on a trip to Los Angeles. He sought
the boxes because he needed them to follow up on complaints, but he
was told they had been sent to State archives. Blaul's superior told him
not to worry about the 2,500 complaints because there were more im-
portant things to work on.3 2

3. Background checks
James Latham, also a member of the Health Department's investi-

gations section, testified before the Subcommittee. He was assigned
initially to do background checks on PHP applicants and ph ysicians.
He contrasted his previous experience running backgroundchecks on
applicants for State liquor licenses, and he said the State procedures
for obtaining such licenses were more stringent than obtaining a
PHP contract (p. 133).

Mr. Latham testified that he was the only man aligned to review
the backgrounds of applicants for PHP contracts. He said :

... [In] 1972 and 1973, applications were coming in faster
than I could handle them. I was the only one, for most of
that time, assigned to do these investigations. It proved im-
possible to do a very complete check on an applicant and each

* Exhibit 11A, March 13, 1975, hearing record, "Affdavit of John Blaul."
s0 Ibid.
ft Ibid.
0 Ibid.
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of its medical providers, who were to deliver specialized
medical, marketing and billing services. I was assigned to
investigate 10-12 plans a month, each of which could have as
many as 660 medical, marketing and billing service providers.

As a result, the background checks were too often but
necessarily, cursory. I did riot regard this as satisfactory since
these plans effectively controlled the health of thousands of
people.

Occasionally, I was able to identify serious problems with
applicants anil communicate my doubts to superiors. Some-
times my recommendations were ignored (p. 133).

Latham said lie fi t committed his objections to writing, but that
he stopped doing this when he found department officials shared his
findings with the subjects of his background checks. "I found this out
because several applicants called me to complain about my opinions
on them,"he said (p. 133).

Lathan also noted that several consulting companies began pro-
moting contracts. Among these consulting firms was California
Medical Management, Inc. (CMM[), which had submitted eight con-
tract proposals at the same time. Latham said lie learned of cash out-
lays by plan applicants to CMM and of post-contract administrative
service and management arrangements each plan had with CMM
whereby CMM would receive a percentage of gross welfare fund re-
ceipts. "I regarded this as an unacceptable arrangement, since CbM
was skimming off excessive management fees, in my mind," Latham
said (p. 133).

When he expressed opposition to all of the eight plans because he
felt-the plans would not be finacially capable of providing high
quality medical care since so much of their funds were committed to
the management fsrin--his recommeir.ations were ignored (p. 133).

In May 1973. Latham said, lie told the Director of the PHP program
about connections between one plan and a group of alleged organ
crime figures. The PuIP program director told Latham to give his
information to a Health Department attorney, who told him the con-
tract should not be renewed.

Latham said that while writing the report on his finding regard-
ing this plan, he was directed to destroy the. report by the PHP pro-
gram director's secretary (p. 133). He did not destroy the report,
which he gave to the Subcommittee. The memorandum was placed
in the record of March 14, 1975, hearing as a sealed exhibit (Exhibit
No. 20). The memorandum alleged that organized crime figures had
obtained a contract with Marvin Health Services, a prepaid health
plan. Information relating to this situation was presented to the Sub-
committee in the testimony of Dr. Bruce Frome (pp. 93-95 of t ha
March 13, 1975, hearing record), and appears in Chapter II of this
report.

4. InvPetiqations
The California Health Department maintains on investigations unit,

which employed during the early period of the PHP program about 50
experienced investigators. In addition to th, testimony of James Lat-
ham, who was assigned to do background checks, the Subcommittee
obtained sworn statements from other investigators including Chester



29

23

C. Jones, who was the head of three investigative field offices in South-
ern California.

Originally assigned to conduct background checks on would-be phy-
sician providers for the plans, Jones and his subordinates were di-
rected in November 1971 to cease further inquiries following their
development of damaging information on a number of physicians
(1p. 41).

Throughout 1972, Jones and other investigators routinely forwarded
rowing numbers of complaints to Sacramento and repeatedly asked
or authority to investigate.
In May 1973 Jones was relieved of his position in charge of the San

Diego and San Bernardino field offices. But the volume of com saints
grew and investigations were finally authorized in July 1973. But by
the end of the month, the authorizations were rescinded. Jones was
relieved of his Los Angeles field office command and was directed in
August 1973 to investigate alleged kickbacks in State mental hos-
pitals (p. 88).

Leonard E. Haynes, a former Los Angeles policeman and one of
Jones' investigators, gave a sworn statement to the Subcommittee in
which he gave detailed examples of what his inquiries had developed.33

In summary, he said:
I had confirmed serious allegations of violations of law,

administrative regulations and medical ethics. These viola-
tions included forged enrollments, selective enrollments of
healthy persons only and forged disenrollments of sick per-
sons who were costing the plans monies, long waiting periods
before medical treatment, poor and non-existent care, misrep-
resentations by enrollers who were paid a capitation rate for
each enrollee and false advertising.

I have forwarded literally hundreds of allegations by com-
plainants against PHP's to my superiors in Sacramento that
appeared to me to be worthy of corrective action, where no
such action has been ordered.

In addition, I have recommended to Sacramento that crim-
inal and/or administrative action be brought against four
large PHP's in the Los Angeles area. And in each case, no
initiatives vere forthcoming. Detailed investigations of these
four plans turned up confirmed examples of false advertising,
as well as numerous examples of bad or no care, forged enroll-
ments, and in one case, a PHP contractor signed an agreement
with the State pledging the services of a hospital which did
not, in fact, offer services to that plan's enrollees. In none of
those cases did the Health Department seek legal or admin-
istrative action against the plans.34

In August 1973, the Los Angeles District Attorney sought Haynes'
assistance in investigating criminal fraud charges against a PHP
door-to-door salesman, who was subsequently convicted. The District
Attorney asked Haynes' superiors in Sacramento for the investiga-
tor's help. The Health Department authorized Haynes to serve "in an

* Exhibit 8, March 13,- 1975, hearing record "Affidavit of Leonard E. Ilaynes."
' Ibid.

31-631 0 - 78 - 3
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advisory or liaison capacity," with the District Attorney's Office,
according to a letter to the prosecutor. 5

The Subcommittee obtained an internal Health Department memo-
randum written by laynes' superior relating to the District Attor-
ney's request for his assistance. The memo says, in part:

I have attempted . .. to limit the involvement of Lennie
Haynes and still give the impression that we intend to co-
operate fully. I'm afraid if we are too standoffish we will
cause the DA to suspect we are trying to suppress his investi-
gation and this may cause an exaggerated intensification of
the DA's interest and suspicion of the Departments' culpa-
bility in the award ... of PHP contracts.36

5. Quality of care review
State Medical quality reviewers suffered the same experience as

Latham and the other investigators. Dr. Joseph Mells, a medical con-
sultant to the State Health Department, testified before the Subcom-
mittee about the inferior quality of care found in the PHP clinics
he reviewed. With regard to State management he said:

. . . It is my belief that none of the medical shortcuts that
occur at these PHP clinics could continue if my superiors
in the Health Department took a more aggressive role on
behalf of the Medi-Cal recipients whom they are supposed
to protect (p. 206).

Dr. Mells cited in his testimony four clinics that needed re-evalua-
tion within 30 days of an audit that found deficiencies. But a State
official who controlled the auditors' schedule "directed us to audit
other clinics, and did not allow us any time to re-audit the clinics with
the most serious problems" (p. 206).

At one point Dr. Mells asked his superior to join him on an audit.
His testimony was as follows:

I tried to show him how we review the individual medical
charts. He appeared somewhat impatient and asked if we
had to go into such great detail. I informed him that careful
review is necessary to ensure that the PIP patients were re-
ceiving adequate care (p. 206).

During the early years of the PHP program, no contract was ever
cancelled or failed to be renewed based upon quality evaluations
despite the belief by Stste quality reviewers that there was cause for
such action on grounds of poor quality.

For example, the record before the Subcommittee shows that a
physician found that 11 of 27 charts reviewed at one PHP clinic
"were unsatisfactory bsed on diagnosis and treatment." 3 This clinic,
which cared for 214 PHP enrollees, was found by the physician-re-
viewer to provide treatment to patients "below the norm of acceptable
care." The reviewer recommended that the clinic be dropped from
participation in the program. No action was taken.3

3 Exhibit 34, August 16. 1973. Letter to Joseph B. Busch. District Attorney, County
of Los Angeles, from James A. Walker, Deputy Director. Health Department.

3 Exhibit 34, August 15, 1973, memorandum to Jim Walker from Gerry Rohlfes, regarding
PRP Invenstleatinns."
'7 Exhibit 29, March 13, 1975, bearing record, "Amdavit of Keith W. Baumgardner."
0 Ibid.
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While some physician-reviewers found faults in certain plans and
clinics, others avoided the obvious. For example, one audit team mem-
ber notified a physician, who was a team leader, that "unlicensed per-
sonnel were presenting themselves as doctors and providing care to the
patient.... (but] he [the physician] did not include any reference to
this situation in that report to the State Health Department in Sacra-
mento" resulting from the on site medical audit of the plan in
question. 9

Keith Baumgardner, a medical reviewer for the State, in a sworn
statement to the Subcommittee, said that "thousands of poor white,
Spanish speaking and black children whose parents have enrolled
them in prepaid health plans, are not immunized against diptheria,
smallpox, polio and tetanus. Nor are these children given physical
examinations and evaluations as required by the State in its contracts
with the plans. I have been told by doctors and administrators that
these examinations and immunizations are not given because they
cost the plan too much to provide." 40

"Economics, not good professional judgment, decides the level of
care at these PHP's," Refugio Garcia told the Subcommittee. "As a
result, in far too many cases, care provided to PHP patients is either
inadequate or non-existent.... One of the most disturbing facts about
the PHP's is that most of them have an extremely healthy enrollment,
for the most part. This may be attributed to the method of enrollment,"
Garcia said (p. 211).

While State regulations did set forth a number of services--such as
immunizations-that had to be provided to beneficiaries (p. 225), the
overall standard was that quality of care provided in prepaid health
plans had to be equal to or better than that provided in the fee-for-
service sector (p. 213). Witnesses told the Subcommittee that since
there is no standard for measuring quality in the fee-for-service sector,
it was difficult to impose any standard of quality in the prepaid plans.
However, in the face of reports of obvious quality problems from its
own staff, the State Health Department did not respond.
6. Rate8

Just as there was no objective method by which quality of care
could be judged, there likewise was no method by which rates could
be arrived at in a manner both fair to the plans as well as the taxpayer.

Until July 1974, the State negotiated rates with plans after first ar-
riving at a base, which was determined by simply taking the estimated
per capita cost of the Medicaid program by county in each of the four
aid categories "1 and paying the PHP's 90 percent of these figures.42
Under State regulations, the capitation payments to the plans could
not exceed the per capita cost of care in the fee-for-service Medi-Cal
program.'3 In some cases, however, the negotiations resulted in rates
that exceeded the actual per capita fee-for-service costs. As a result,
after July 1974, the State no longer negotiated rates, but simply paid

' Ibld.
" Ibid.
41 Persons qualified to receive Medicaid program benefits if they fell into one of the

following aid categories: aid to families with dependent children, aid to the blind, to the
age. and to the totally disabled.

u Exhibit 31, March 13, 1975, "Program White Paper," p. 250. Hearing record.
3 Exhibit 31, p. 257.
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the amount arrived at through the arithmetical method based on es-
timated program costs, by county, by aid category."

The question of the appropriateness of rates was one of three pri-
mary concerns, along with enrollment practices and quality assurance
evaluations, addressed by the General Accounting Office review of
prepaid health plans done at the request of the Senate Committee on
Finance and released on September 10, 1974. In its report, the GAO
said that, "California's anticipated cost savings for fiscal year 1973
may. not have been realized because (1) the State's estimated fee-for-
service per capita costs used to negotiate PHP rates were overstated
because the State under-estimated reductions in medical costs due to
le-islative changes in Medi-Cal and (2) one P11P was awarded rates
higher than the State's per capita fee-for-service estimate." 45

As a result of these and other findings, the GAO said it "believes
thnt there is no assurance that the PuP program is achieving its ob-
jective of reduicing Medicaid costs." 46

Furthermore. the record before the Subcommittee shows that most
lar e plans so,,e of whch were fond lv Sfate investirators to have
been engaged, at one time or another, in selective enrollment practices,
had a disproportionate number of welfare clients receiving Aid to
Family with Dependent Children (AFDC). Most large plans had
more than 80 percent of their enrollment population on AFI)C. as con-
trasted to the entire Medi-Cal population, in wh;ch 70 percent of the
beneficiaries were on AFDC (p. 453). One plan had 97 percent of its
enrollees on AFDC (p. 453). AFDC clients are the youngest and least
demanding of health care services in contrast to beneficiaries of the
other three aid categories, including aid to the blind, aged and totally
disabled.

Because of the selective enrollment and pre-screening practices
known to have been employed by many of the 1-III1's. the State of Cali-
fornia may have made monthly payments for health care services for
Med;-Cal beneficiaries who never used or only occasionally used the
Medi-Cal fee-for-service program.

The GAO report of September 10, 1974, said that "the program may
not be saving money as projected by D11 (California Department of
Health) and might be more costly than the fee-for-service progTam."
The GAO said it studied two large PIIP's and compared actual pro-
gram costs to fee-for-service costs. In one case, the State expected to
save about $1.2 million from its prepaid contract, but the GAO found
that only $255,000 was saved. In the other case. the State expected to
save about $351,000 through a PHP contract, but actually exceeded
fee-for-service costs by about $151,000.

The GAO also produced a report on August 8. 1975. entitled, "Defi-
ciencies in Determining Payments to Prepaid Health Plans Under
C'alifornia's Medicaid Program." In that report, the GAO said that the
State had negotiated rates with the Medical Care Foundation of Sac-
ramento for Ascal years 1973 and 1974 which exceeded actual per capita
fee-for-service costs by $4.3 million. The GAO reconunended that
DHEW recover the Federal share of this overpayment, because the
overpayment violated State and Federal regulations, which require

" Ibid.
63 "Better Controls Needed for Health Maintenance Organization Under Medicaid in

California," General Accounting Office, September 10, 1974.
" Ibid,
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that TMO rates not exceed the cost of fee-for-service. In a March 6,
1978, letter to Senator Jackson, Chairman of the Subcommittee, the
GAO reported that as of December 1977 DHEW had not recovered
these funds, and they remain unrecovered to this day. The letter ap-
pears as an appendix to this report.

Though the Health Department was required by Section 14302 of
the State Welfare and Institutions Code to "determine by actuarial
methods" the capitation rates to be paid to the plans, it did notY.4
Rather, the Department simply attempted to hold payments to the
plans to levels that would not exceed the cost of fee-for-service. But as
the GAO found, even the fee-for-service cost ceiling was exceeded.

In short, by not establishing an actuarial method to determine capi-
tation payments as required by Section 14302 and by relying on an im-
precise estimate of fee-for-service costs as a base, the State provided
program administrators little guidance for their rate setting decisions.

As discussed in the section of this report entitled Corporate Struc-
tures, many of California's plans organized themselves into compli-
cated corporate structures and opened the way for possil)le diversion of
funds. In April 1974, as previously noted, the Caslifornia Auditor Gen-
eral disclosed in a controversial report, that more than 50 percent of the
Medicaid funds going to 15 plans studied were accounted for as ad-
ministrative costs and profits.
7. Subcontracts

The General Accounting Office review for the Subcommittee of
the corporate structures of five prepaid health plans revealed that
the officers and directors of the non-profit corporations under con-
tract to the State Health Department created for-profit corporations
and other entities which provided services to the non-profit plans
through subcontracts. In some cases, buildings were leased to the
non-profit corporations by partnerships created by the non-profit
corporate directors and officers.

State of California regulations required that the subcontracts be
reviewed and approved. The GAO reported that:

The State requires:
1. All PHP subcontracts shall be entered into pursuant to

regulations established by the State agency.
2. All PHP subcontracts shall be in writing and shall be

transmitted by the PHP to the State agency for approval.
3. The PHP subcontracts must demonstrate to the satisfac-

tion of the State agency the legal sufficiency of the subcon-
tractor's commitment and ability to perform.

4. The PHP subcontracts shall state the amount of com-
pensation or other consideration which the subcontractor or
provider will receive under the terms of the subcontract
with the PiPl . ..

But, the GAO found that:
The State agency has not established criteria or regula-

tions outlining the elements required to be included in a
PHP's subcontracts. A "for discussion only" draft of such
elements was issued in April 1976. As of September 1, 1976,
the draft had not been finalized.

7Exhibit 31, p. 257, March 13, 1975, hearing record.
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A State official in charge of PHP operations stated that
no guidelines or criteria have been established for review
and approval of subcontracts by State contracting officers.
Consequently, the State approval process basically consists
of a cursory review of the subcontract submitted for approval.

This official further stated that the State generally does
not give written approval to a PHP for subcontracts; rather,
the common practice is to give tacit approval by not object-
ing to the subcontract. For the PHP's studied, the State
had not approved their subcontracts, but had given pre-
liminary approval for subcontracts in the case of Omni-Rx
Health Care. Also, the State is only aware of those subcon-
tracts which are submitted by the PHP and not those that a
PHP has failed to submit. Another State official stated that
many PHP's entered into subcontracts prior to the approval
retirement.

In summary, the State has not provided the PHP's with
regulations regarding subcontract format, nor has it pre-
pared criteria for subcontract approval for use by its con-
tract managers. The State has not formally approved PHP
subcontracts as required by State law (pp. 584-585).

8. Program "philosophical getting"
Richard H. Lohmeyer, Chief of the California Health Department's

Health Plans Administration Unit, prepared an analysis of the PHP
program called "Program White Paper' and dated January 16, 1975.4"
In that paper, lie discussed the "philosophical setting" of PHP pro-
gram management:

The implementation and management of the PHP program
was closely watched by Department management with certain
philosophical positions being adopted to expedite the develop-
ment of the concept. The specific positive impact of these
philosophical positions is difficult to assess; the negative im-
pact has created numerous problems which have been visible
to program critics. The principal positions adopted are as
follows:

1. No attempt by the Department of Health staff at stand-
ardizing the operation of PHP's.

This position was adopted to prevent the State from stifling
the creativity of contractors in developing mechanisms to
best operate their business. This strategy was successful to the
degree that the plans under contract present a vast array of
organizational and operational methods of dealing with a
similar problem-the delivery of health services for which
the contractor is at risk.

The negative effect of the policy has been:
a. Workload items which should be routine have become

significant problems because each plan has a different system
of dealing with its program operations (enrollment forms,
disenrollment forms, peer review, grievance mechanisms,
etc.).

,Exhibit 31, March 15, 1975, bearing record.
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b. State staff directed to disregard financial resources in
evaluating proposed PHP's.

This position was based upon the concept that if an indi-
vidual was willing to assume the risks inherent in a PHP anl
was able to arrange for the delivery of services then his im-
mediate resources would be inconsequential as far as the De-
partment was concerned. This position enabled many persons
to qualify for and obtain a PHP contract.

As a consequence, many existing contractors currently lack
adequate resources to effectively launch their plans. Conse-
quently, enrollment levels have remained low, and adverse
risk has resulted in restricted delivery of health services and
in some cases even financial collapse.

c. Data reporting systems should be on a summary basis for
both financial and service elements of plans operations.

This policy was designed to (1) keep the administrative
costs of a plan at a minimum and (2) keep government inter-
vention in their operations at a minimum.

This policy has severely handicapped the Department in at-
tempting to monitor performance of contractors in meeting
his contractual commitments in delivering quality health care.
It has equally affected efforts to evaluate plans as health
service providers in that the utilization data reported is not
comparable to fee-for-service data nor to data submitted by
other plans.

B. DIIEW OVERSIGHT: 1971 THROUGH 1974

The public record and internal files of the Department of Health,
Education, and Welfare's central and regional offices are replete with
evidence of problems in the California Prepaid Health Plan program.
Between 1971 and 1974-from the time the program began through the
period of greatest abuse-DHEW officials did little to protect the Fed-
eral interest in the plans.

The PHP's funded half through Federal Medicaid funds and half
by the State, grew as a cost item for the Federal Government from
nothing in 1971 to more than $7 million in 1973 and to more than $50
million by the end of 1974. DHEW, the source of 50 percent of the
PHP program funding, was responsible for overseeing the Federal
investment.

In a September 2, 1971, memorandum to all DHEW regional offices,
Howard N. Newman, Commissioner of the Medical Services Adminis-
tration, the Federal Medicaid agency, established a network of agency
personnel to monitor the nationwide progress of health maintenance
organizations. Mr. Newman's memorandum noted "the national impli-
cations of these activities and the need to coordinate the activities
and policy development throughout the department . . .,,,4 A na-
tional project inanager was also appointed. The purpose was to pre-
pare the 10 DHEW regional offices to monitor the progress of HMO's
in State Medicaid programs across the country.

.g Memorandum of September 2. 1971. to Social and Rehabilitation Service Regional
onminls'lonerg from the Commissioner of the Medical Services Administration regarding

"Follow-up of August 3 Memorandum on Administration of HMO Projects."
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Principal attention was focused on the department's regional office
in San Francisco. Unlike California, other States were slow to imple-
inent prepaid plans in their Medicaid programs. Michigan and Mary-
land each had developed three such organizations by 1974. California,
by contrast, had 54 in operation by the end of 1974.

By the fall of 1972, only a few plans had received contracts from the
California Department of Health Care Services. On October 5, 1972,
HEW Undersecretary John Veneman, a former California Assembly-
man, wrote the California Health Director as follows:

The developmenE of HMO's in California has advanced
beyond the experimental stage and the Department of Health
Care Services is to be congratulated on the sophistication of
its HMO law and regulations. Its elaborate and well thought
out contracts for the inclusion of Medicaid eligibles in these
comprehensive health delivery systems can be a model which
other States can follow. Particularly gratifying to HEW
because they add to our capacity for evaluating the quality,
equity of access and cost effectiveness of this form of health
care delivery, are the monthly reporting requirements speci-
fied in the Medi-Cal contracts. This is the type of data other
States are seeking when they are considering implementing
HMO's as a priority program.50

However, at about the same time a report was being prepared sug-
gesting problems in California. Prepared by Kathleen L. Peterson, a
Medical Services Specialist in DHEW's San Francisco regional office,
the report was sent to Mr. Newman January 2, 1973. 1 Although Miss
Peterson's report was more a description than an evaluation of the
system it was filled with danger signals. For one thing the report
showed a 34 percent annual disenrollment rate, with about 75 per-
cent of those disenrolling complaining that they could no longer go
to their own physicians. Thus, almost a third of the persons enrolling
in California PHP's appeared to be dissatisfied.2 At the same time
and despite the high disenrollment rate, the report also found that
the rate of satisfaction among beneficiaries in PHP's was higher than
among those in fee-for-service.3

One of the items included in Miss Peterson's report was a "message
from the Director" of the California Health Department in the "Pre-
paid Health Plan Newsletter." This "message" dealt with "allegations
that in order to secure a prepaid health plan contract with the-State's
Medi-Cal program . . . it is necessary to: (a) pay consultant fees
to highly placed officials of the State 'or legislature, and/or (b) em-
ploy consultants or management firms who can supposedly get pri-
ority and preferential treatment for their clients." "

The director's "message" declared that "no individual or firm re-
ceives priority or preferential treatment on PHP proposals," but
acknowledged that 'in some cases, the knowledge and experience of

94 Letter of October 5, 1973, from John 0. Veneman, HEW Undersecretary, to Dwight
Geduidig, California Health Care Services Department Director.

Memorandum to Gene Beach, Associate Regional Commissioner for Medical Services,
from Kathleen Peterson, Medical Services Specialist, regarding prepaid health plans In
California, January 2, 1973.

u Ibid.
0 Ibid.
" Ibid.
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individuals or consulting firms could be of value in developing a PH1P
proposal." 53

Among the data sent to Mr. Newman by Miss Peterson was a nega-
tive report on HMO International, a firm which provided management
services to a non-profit PHP that held a State contract.

The report was prepared by the California Council for Health Plan
Alternatives (CCIIPA) which was under HEW contract to develop
a system for rating health care plans so that persons considering vari-
ous health insurance olferings would be able to judge the value oi each.

CCHPA had been asked by the Teamsters Joint Council #42 in
Los Angeles to evaluate for its Health and Welfare Committee a pro-
gram offered by the California Medical Group Health Plan, Inc.
(CMUI-P). CMGiHP was managed by HMG international, the man-
agement firm for Consolidated Medical Systems (CMS), a PHP with
several clinics in the Los Angeles urea. These clinics were the same as
those serving CMGHP.

The analysis of CMGHP's operation essentially focused on HMO
International's health services. CCHPA concluded that the firm "rep-
resents a new and rapidly growing form of profiteering medical care
organization designed to exploit our (union) members, the poor, and
anybody else whobecomes a nember.",56

A team of doctors, reviewing CMG-CMS facilities, found:
Nearly a third of the doctors listed as providing service full

time were merely "moonlighting part time as they prepared
for careers in medical specialties."

Two-fifths of the doctors were graduates of foreign medi-
cal schools "generally far below the standard of U.S. medical
education."

As a general rule, the plan utilizes small for-profit hos-
pitals which, for the most part, do not provide the scope and
quality of service available to and used by the majority of
Californians, including those enrolled in other large pre-
payment plans. . . MAoreover, there was an identifiable re-
luctance to hospitalize CMG-CMS enrollees, since the service
provides less than halt the amount of hobpitai care provided
by other health care plans in California, including group
practice prepayment plans.

At the same time, CMG-CMS stripped from more than 100
of its physicians the power to hospitalize patients except in
life-or-death emergencies. One general practitioner and two
physicians under him were entrusted with authority to hos-
pitalize. Such a procedure limits seriously the exercise of pro-
fessional judgment . . . one must question whether this is
in the best interest of the persons served.57

Following this review and report, a second analysis of HMO Inter-
national was done. This review, directed by Kerr White, M.D., a noted
public health specialist from Johns Hopkins University, uncovered
some problems in the plan, but in general gave HMO International a
clean bill of health.

U Ibid.
" Ibid.
W Ibid.
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Another item available for Mr. Newman's study, included in Miss
Peterson's January 1973 report, was a letter of com plaint against one
of the CMG-CMS facilities, North Valley Medical Group of Pacoima,
California. It was a letter to the Health Department from Dr. Harold
M. Cohen, Chief of Staff of Pacoima Memorial Lutheran Hospital,
outlining abuses by the plan in marketing health care. 8 Dr. Cohen
warned: "if this group is not censured immediately countless peo-
ple will be deprived of adequate care and suffer morbidity and
mortality."" I'll

Dr. Cohen reported numerous instances in which North Valley Med-
ical Group enrollees were pressured into joining that PHP by the
plan's employees who represented it to be a mandatory replacement
for Medi-Cal; who omitted telling Medicaid eligibles that they would
lose their free choice of doctor; and who claimed the facility offered
24-hour service, when it did not. 0

Dr. Cohen also asserted that the PHP implied it had a formalized
relationship with Pacoima Memorial Lutheran, when, in fact, it did
not. In audition, Cohen cited case after case in which the PHP
attempted to deny hospitalization of its enrollees or withdraw them
from Pacoima Memorial Lutheran for non-medical reasons. 1

In one case, a one-year old suffering from staph pneumonia was ad-
mitted by Cohen, who feared for the baby's life. Cohen said he "was
called daily by the North Valley Medical Group to discharge the
patient since hospitalization was too expensive; in spite of the attend-
ing physician's explanation that the prognosis was grave." 62

Also, and as noted earlier in this report, the General Research Cor-
poration of Santa Barbara, California, performed an evaluation of
the quality of care provided by the prepaid health plans of California
under a contract awarded by DHEW. The work began July 1, 1973.

In the same month, the PHP problems had become so widespread
that Ms. Gene Beach, Associate Medical Commissioner in DITEW's
San Francisco office, sent a staff memo to Mr. Newman in Washington
which detailed the issues."' The memo was written by James W. Kee,
a DHEW medical services specialist. Noting that the 47 PHP's then
operating had 178,372 enrollees and a potential enrollment of more
than 795,000 the memo by Mr. Kee reported that critics of the plan
included "disenchanted enrollees, welfare rights groups, provider orga-
nizations, the press, and representatives of organized labor. 64

Mr. Kee's memo described the complaints as dealing in large meas-
ure with marketing abuses, quality and availability of service and
questionable disenrollment practices.

Mr. Kee reported that the General Accounting Office was auditing
six PHP's and that a I'esearch firm had been directed by HEW to
evaluate the PHP program. He warned that "there is no indication
that the worst is over," since the San Diego District Attorney had only
recently filed a civil fraud action against a PHP in that city.6s

0 Letter to Tom Ilerrhartz, Chief. California PHP. Development Bureau, from HaroldM. Cohen, M.D., Chief of Staff, Pacoinia Memorial Luthern Hospital, November 0, 1972.
a Ibid.
60 Ibid.
" Ibid.
6 Ibid.
o Memorandum to Oene Beach from James W. Ke.. Medical Rerrices specialist, regarding"Summary of Recent Prepaid Health Plan Highlights, July 30, 1973."" Ibid.

Ibid.
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These and other developments led Mr. Kee to conjecture that "the
adverse publicity received by PHIP's will make it increasingly difficult
to attract new enrollees. It is also conceivable that most MediCal
eligibles with a propensity to join a PH1P may have already done so.
Thus, the 47 plans may find that their enrollment will [reach a]
plateau far short of the maximum allotment, which in turn could
jeopardize their fiscal soundness, as well as encourage cut-throat ilar-keting techniques." 66

In summary, Mr. Kee's memo declared:
It is no exaggeration to say that the California PHP pro-

gram is a potential powder keg, and that any explosion here
will have repercussions that go far beyond the State
boundaries."

In September 1973, Mr. Newman received from Ms. Beach a highly
critical report on the fiscal management of PHP's prepared by the
California Joint Legislative Audit Committee. The report declared
that more than half the incoming revenue for the plans was used for
administrative rather than medical care purposes.88

In December 1973, Mr. Newman received from the San Francisco
DHEW office another report quite critical of the PIP program, this
one prepared by the California Legislative Analyst, an official of the
State Legislature.s

By January 1974, the problem in the PHP's had become known to
HE Officials far senior to Mr. Newman, including John D. Young,
Assistant Secretary Comptroller at the department. A January 7
DHEW Audit Agency memo to Mr. Young, which eventually found
its way to the San Francisco regional office, reported on the GAO
investigation, which had not been made public.

Mr. Young was told:
GAO found that contrary to health plan claims the pre-

paid health plans are not costing less than fee for service.
HEW should become more involved in the establishment

of rate structures and the monitoring of the program.
HEW has not issued guidelines for the program. This is

a major problem which has caused many of the difficulties
experienced by the Health programs.' 0

Six months later, in June 1974, nearly a year after Mr. Kee's warn-
ing had been hand-carried to Mr. Newman, Charles M. Sylvester, act-
ing regional DHEW commissioner in San Francisco, called directly on
Washington for assistance to deal with the PHP problems. Mr. Syl-
vester's memo went to the Assistant to the HEW Administrator for
Field Operations, and to Mr. Newman.", He included a copy of the
latest critical newspaper article on PHP's-a 3,000 word account of
"Favoritism and Shoddy Services" being delivered by the plans."2

* Ibid.
Ibid.

* Memorandum to Howard Newman from Gene Reach, Sept. 28. 1973.
* Memorandum to Howard Newman from Gene Reach. Der. T. 1973.
"Memorandum from F. J. MaJka, Assigtant Director. HEW Adt Aeney to John D.Young. Assisant Aeeretarv. Comptroller. Regarding 'nAO Review of HMO Otrratlons."
T Memorandum from Charles M. Sylvester. Acttne Reional ComnmIsioner. to Carolyn

Betts. Assistant to the Administrator, Regarding "Prepared Health Plans Problems in
California, June 5, 1974."

"Ibid.
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Mr. Sylvester stated the regional office lacked the manpower to
perform a "serious monitoring effort in this controversial, highly vis-
iblo portion of the Medicaid program." 13

He asked for help, as had Ms. Beach many months before that. Mr.
Sylvester also included another copy of the Kee memo of July 1973, a
reminder to Washington that nothing had been done.

In August 1974, the new I)HEW commissioner of the Medical Serv-
ices Administration, Keith Weikel, began to receive the same kind of
PIll' information his predecessor had been studying for 21/ years.
In August 1974, a California Auditor General's report showing that
about $4.2 million in double payments had gone to PHP's was sent to
Mr. Weikel by the San Francisco regional office.74 About half of that
money was Federal funding. Charles A. Woffinden, Acting Associate
Regional Commissioner for Medical Services, informed Weikel that
the audit report blamed the duplicate payments on "inadequate con-
trols in the I)epartment of Health over the payments for Medi-Cal
recipients to PuP's." "5

In addition to receiving the report from the State Auditor General.
Dr. Weikel also received in September 1974 the report by General
Research Corporation on its evaluation of the quality of care provided
to beneficiaries.

General Research found:
1. Most plans are, in fact, for-profit, with nonprofit corporations

performing the actual contracting functions and in turn subcon-
tracting for services. Given the present PHP payment system,
with the State paying the plans in flat capitation fees and not for
services rendered, the possibility of profit maximization at the
expense of quality of care exists. It is this possibility that makes
the financial structures of the plans relevant. . . .,6

* . . The peer review systems for most of the PHP's studied
amounted to a system in name only. .. 
... The existing State monitoring and control system ... is not

adequate for effectively uncovering PHP's that are delivering
inadequate medical care....18

General Research's principal recommendation was that the "State
develop, implement, and enforce a monitoring and control system
sufficiently robust to identify the plans that are not providing ade-
quate care and to correct the deficiencies." 7

0. STATE AND FEDERAL MANAGEMENT AFTER JANUARY 1, 1075

In January 1975, the Governor of California directed a panel of
private citizens to review the California PHP program. Their report
is included in the Subcommittee's December 15, 1976, hearings as
Exhibit 1.

This report corroborated allegations of:

' Ibid.
t' Memorandum from Charles A. Woffinden, Acting Associate Regional Commissioner.

to Keith Welkel, Regarding California State Audit of Prepaid Health Plans, August 21.
1974.

'5 Ibid.
"Evaluation ol Calif'ornia's Prepaid Health Plane, Pinal Report, by Daniel Z. Louisand John J. McCord, September 1974, General Research Corporation.
" Ibid.
" Ibid.
" Ibid.
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A cover-up of investigations;
The inappropriate involvement of consulting companies;
Inadequate quality of care disclosures to the Department; and
The loss of 2,500 complaints.

The report also contained numerous recommendations.
The Subcommittee hearings of March 1975 took place shortly after

the completion of the above report. During his appearance before the
Subcommittee, Mr. Steve Passin, Special Deputy Director of the
Health Department and PHP program director, testified that the 80
health professionals, lawyers, investigators, and auditors on the re-
view panel had confirmed the criticisms of newspapers, analysts, legis-
lative oversight committees and auditors (p. 121).

Mr. Passin said the review team found:
The existence of high-level mismanagement which was

manifested by-
(1) A capricious medical audit system that utilized

no guidelines, no chart uniformity, no criteria, and un-
timely transmission of reports back to PHP's;

(2) Lack of effective intermediate sanctions against
PHP's (the only sanction was the extreme-cancella-
tion); and

(3) A lack of planning which has led to problems such
as gross enrollment and marketing abuses (p. 111).

Mr. Passin also said that preventive health measures, which are
central to long-run savings in prepaid health care, were ignored by the
Department. No enforcement mechanism existed to ensure that PHP's
took these steps. He said that no consistent direction was adhered to
in any aspect of the program.

Mr. Passin told the Subcommittee that the State would need assist-
ance from the Federal Government in reforming the program and
making it a "model" for the nation. Specifically, he cited the need for
the development, testing, and implementation of a quality monitoring
system.

Subsequent to the hearings, the Department of Health, Educa-
tion and Welfare began working with Mr. Passin and others in the
California Health Department. Together, they prepared a grant pro-
posal to develop systems for monitoring the quality of patient care and
ascertaining the costs of health care delivery for rate setting purposes.

Through the balance of 1975 and into early 1976, the California
Health Department took action against PHP's by enforcing existing
regulations. The State refused to renew or cancelled 27 of the State's
54 plan contracts (p. 333).

The State Health Department received from DHEW in February
1976 initial funding for a $5.2 million demonstration project to de-
velop methods to monitor quality and set appropriate rates (p. 333).

Specifically, the study seeks to develop adequate administrative
tools for public agencies contracting on a prepaid basis with medical
care providers on behalf of public beneficiaries. The primary goals
of the project are to develop a system to determine reasonable rates
for government to pay. This system would be based on a sophisticated
analysis of prepaid llan costs with adjustments for the age, sex and
basic health conditions of plan enrollees.
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In addition, the project seeks to develop methods of evaluating and
correcting quality of care issues that are peculiar to patients in a
prepaid system, where specific patient encounters are not regularly
reported to the reimbursement agency. This element of the project
seeks to respond to the problem, identified in the Subcommittee hear-
ings, involving the financial disincentive in prepaid health plans
toprovide the necessary care to those who need it.

The project is seeking to develop methods of enrolling and stabiliz-
ing membership of low income persons many of whom are transient.
This transiency is detrimental to the economic stability of prepaid
plans because it results in sometimes extensive turnover in the enroll-
ment population. In addition to the question of enrollment stability
the project seeks to develop methods of educating the enrollees in sell
care through new health education techniques. The aim of this element
of the project is to reduce the non-medical demands on prepaid orga-
nizations by low income enrollees who often bring a wide range of
social problems to health agencies in the absence of other sources of
advice and support.

The project, which was intended to take 3 years to complete, is con-
cluding its second year. It started slowly because shortly after DHEW
awarded the grant to the California Health Department in early
1976, the State's efforts to reform the PHP program-of which the
grant was an integral part--suffered a serious setback.

Shortly after he proposed a series of substantial changes in the
PHP program regulations, Mr. Passin, the program director, was as-
signed to a new job in the Health Department. Thomas G. Moore, Jr.,
Mr. Passin's deputy, replaced him.

Though the effort to tighten the regulations was postponed, Mr.
Moore responded to reports of the State Auditor General, the Gover-
nor's task force, the General Accounting Office and the Subcommittee's
1975 hearing record. In February 1976, he proposed to audit five of the
largest prepaid health plans to see just what were their actual health
care delivery costs (p. 334).

Omni-Rx Health Care Inc. of Los Angeles, the first plan selected
for this series of audits, objected. The officials of the plan argued
that if the Health Department verifies the appropriateness and the
quality of care provided by a plan, then the State has no business
auditing plan distribution of funds within its corporate structure
(p. 334). State regulations in force then and through the early part
of 1977 provided that while PHP's were required to submit their
subcontracts for approval, "such subcontracts may have payment
amounts or reimbursement rates deleted from them before submis-
sion" to the Health Department (p. 334).

Omni-Rx declined to voluntarily submit financial records of its
related for-profit companies to State auditors. Plan officials also re-
fused to honor Health Department administrative subpenas for these
records (p. 334).

In the midst of this, the State in April 1976 declined to renew the
personal services contract of Mr. Moore. the PHP program director.

Moore's successor decided not to enforce the rejected subpenas.
More than 50 stories in the Sacramento preqs followed on the m-s-
handling by the State of the Omni-Rx audit. The California Assembly
Health Subcommittee on Investigations began hearings in July on
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the Health Department's conduct of the inquiry and audit and, in
doing so, reviewed the plan's corporate structure.

In August 1976, a preliminary report was issued by the California
legislative Subcommittee:

The relationships between these individuals [officers and
directors of the non-profit corporate contractor] and com-
panies [providing services to the non-profit] are so entangled
that they obstruct public scrutiny and confuse efforts to trace
passage of public funds from one entity to another."

But the California Subcommittee reserved most of its criticism for
the Health Department. The Subcommittee said that from the begin-
ning of the PHP program, the two main weaknesses of the PHP pro-
gram were the State's "inability to trace taxpayers' funds . . . to
assure that they were indeed used for the provision of health care
services and [the State's] failure to monitor the quality of care so
that government could counteract the private incentive to minimize
services in order to maximize profits." 81

DHEW Undersecretary Marjorie Lynch, in an October 5, 1976,
letter to the Governor of California, noted that despite efforts to re-
form the PHP program, "flagrant abuses ... still persist." " She
said:

The continued failure of the State to correct the serious
deficiencies of the PHP 'program, documented in a multitude
of investigations, makes it necessary for me to ask you to take
certain minimum actions so that the State of California call
continue to receive Federal matching funds for its program.8 3

Ms. Lynch asked that contracts with plans be brought into compli-
ance with Federal regulations by February 15, 1977. At the same time,
she required that an "action plan" to correct program deficiencies be
presented to the Federal Medicaid agency by the State Health Depart-
ment.84

An investigator from the Permanent Subcommittee on Investiga-
tions testified at its hearing on December 14,1976, that the period from
November 1975 to November 1976 was one in which a:

... game of musical chairs was played with the director of the
alternative health systems division. There were four directors
in that period. The staff was completely off balance. There
were investigations. There were, I think, 50 newspaper reports
in the "Sacramento Bee," alone, during this period on the
problems within the ,program. It was in turmoil, chaos.

The investigator went on to say that the period was characterized
by very little leadership from the Governor's office, the Department of
HEW, and the California Department of Health.

In October 1976, President Ford signed into law amendments to the
Health Maintenapce Organization Act (90 Stat. 1945), in large part a
response to the PHP troubles in California.

"0 August 2, 1976. letter to Governor Fdmund 0. Brown from Mr. Barry Keene, Chairman,
Assembly Health care Investigations Subcommittee.

81 Ibid.
8 Exhibit 1. December 14, 1976, hearina record. Letter from MarJorie Lynch, Under-

secretary of HEW, to Governor Edmund 0. Brown, October 5. 1976.
83 Ibid.
" Ibid.
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These amendments gave DHEW the ultimate authority over which
plans would be allowed to participate in the State Medicaid programs.
The amendments require that in order to receive Medicaid funds, a
prepayment health plan must be qualified and certified by DHEW.

While the California Health Department's efforts to reform its
PHP program collapsed when one plan rejected the State's right to
audit, there were also other signs of failure. Promised new regulations
were not even proposed until late in 1976. Objective standards for med-
ical audits were not prepared (p. 334).

The DHEW Audit Agency reviewed the PHP program from .July 1,
1975, until March 25. 1977. In a report issued on December 16, 1977, the
agency acknowledged that the State of California had taken some steps
in response to deficiencies which had been identified. However, it was
sharply critical of: (1) State payment for health care services under
the fee-for-service program for beneficiaries who were, at the same
time, enrolled in prepaid health plans; (2) inadequate health care
quality standards and monitoring; (3) the absence of a satisfactory
system to investigate complaints and allegations concerning fraud
and abuse; (4) the failure to develop a rate-setting method; (5) the
failure to adequately determine financial stability of contract appli-
cants; and (6) the failure to review self-dealing relationships and es-
tablish guidelines against which to judge administrative charges
within the plans.6 5

The hearings held by the Permanent Subcommittee on Investiga-
tions on December 14 and 15, 1976, focused primarily on the corporate
structures of the plans. At the request of the Subcommittee, the Gen-
eral Accounting Office had conducted a staff study of the corporate
structures of five plans. In addition, the Subcommittee had asked the
GAO to review State and Federal regulations and their enforcement
relating to plan contracts and subcontracts. GAO's report was issued
November 1, 1976, and figured prominently in the Subcommittee's
hearings.

The GAO found that although the State regulations require that
all subcontracts be in writing and approved by the Health Department,
the Department had not issued regulations establishing criteria or
standards applicable to such contracts. "Consequently," the GAO
study said, "the State approval process basically consists of a cursory
review of the subcontract submitted for approval." 6

In addition, the report said that of the five plans studied, "The State
had not approved their subcontracts but had given preliminary ap-
proval in the case of only one plan." 6,

The GAO reported that although HEW regulations require re-
gional office approval of all PHP subcontracts in excess of $100.000
"the contracts with the five PHP's studied had not been approved by
the HEW regional office." as

On the second day of the Subcommittee's hearings, the Governor of
California announced that the State would not renew its Medicaid
contract with Omni-Rx Health Care Inc., the non-profit plan that had

* Report on Audit of California's Administration of Prepaid Health Plans' Partildpation
In the MedI-Cal Program during the period July 1, 1975, through March 25, 1977, DHEW
Audit Agency December 16. 1977.

* Exhibit 36, GAO Staff Study. pp. 96-97.
7ibld.
0 Ibid.
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rejected the State's audit efforts earlier in 1976. In addition, the Gov-
ernor announced that the State would ask the courts to appoint a spe-
cial master to oversee the operations of Omni-Rx Health Systems, Inc.,
the for-profit firm that provided management services to the non-
profit firm.

By January 1977, with DHEW and State officials working closely
together a full review of the remaining 27 plans was well underway.
Allof tie plans, with the exception of one, were seeking renewal of
their contracts which expired on the last day of March 1977.

While the October 1976 HMO Act Amendments required Federal
qualification of an HMO as a condition of receiving a State Medicaid
contract, the amendments allowed the State to continue contracting
for medical services on a provisional basis with those HMO's which
had submitted applications to the Public Health Service and upon
which no action had been taken within 90 days of submission. Cali-
fornia, however, opted to contract only with plans which had been
Federally qualified or whose applications had successfully passed the
initial procedures which were part of the qualification process.

By March 1, 1978, California had contracts with 12 plans. Of the
12, three are exempt from the provisions of the HMO Act and its
amendments, six have been qualified by DHEW and three have suc-
cessfully passed the DHEW screening procedures which are part of
the qualification process. As of March 1, 1978, there were 125,000
Medicaid beneficiaries enrolled in these 12 organizations. 9

Enactment of the HMO Act amendments in October 1976 required
the State to contract only with Federally qualified organizations.
This meant writing new contracts between the California Medicaid
agency and those prepaid health plans that obtained qualification. The
amendments effectively brought about an environment for reform and
California took advantage ofthe situation.

In September 1976 Mr. Bruce Yarwood was appointed to head the
prepaid health plan program and concurrently with the reform re-
quired by the October 1976 amendments, he directed a number of other
changes.

New regulations, paralleling the Federal HMO legislation and
strengthening the State's existing regulations, were promulgated.

A new standard contract was developed, better improved per-
formance standards were adopted and a State staff team approach
to contract management was instituted.

Standards for the evaluation of quality of care began to beprepared.
The process by which contracts were renewed was totally

revamped.
These efforts and the 1976 HMO Act Amendments had the effect of

reducing the number of PHP's with State Medicaid contracts from
26 to 12.

In addition, the California legislature passed and the Governor
signed on September 22, 1977, a new law aimed at responding to the
problems identified by the Subcommittee and others. For example,
the new law prohibits certain types of marketing practices. Respond-

S Personal interview with John Larrea, Chief of Alternative Health, California System
Branch, California Health Department, February 28, 1978.

31-631 0 - 78 - 4
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ing to the problem of complicated corporate structures, the new law
requires the prime PHP contractors to manage themselves and
prohibits subontracting for management. The statute prohibits
interentity conflicts of interest on the part of plan officials and for-
bids percentage fee arrangements. In addition there are broad require-
ments for disclosure by plan officials of ownerships' interest and
reimbursement.

On the matter of conflicts of interest of State employees, the law
forbids such employees from obtaining employment for one year with
prepaid health plans with which they had dealings as government
representatives.

Mr. Yarwood, in an October 12, 1977, letter to the Subcommittee,
said:

As a summary of where we are and where we are going in
California, we think the HMO concept is a viable one. We
think it has important contributions to make to provide qual-
ity care to the people of California and will be an effective
medium to help control the skyrocketing costs of health
care. At the same time, we believe the experience of Cali-
fornia has got to be carefully looked at in terms of where the
HMO program is going both in the State and nationally.
The HMO approach to health care must be subject to care-
ful review. A "laissez faire" approach to promote the un-
restrained growth of the program would only ignore the
California experience when that approach was used, and in
my opinion be a sad mistake.
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IV. FEDERALHMO PROGRAM

While the Federal Government had to be called upon to complete
the reform of the California PHP program, the Subcommittee's hear-
ings show that many of the problems found in the California PHP
program also exist in the Federal HMO program.

The testimony of HEW officials and GAO data previously de-
veloped on the Federal HMO program raises serious questions about
tie ability of the Federal program to accomplish needed reforms.

The H IO Act of 1973 (87 Stat. 914) approved December 29, 1973,
amended the Public Health Service Act to establish a Federal pro-
gram to develop alternatives to the traditional forms of health care
delivery and financing by assisting and encouraging the establishment
and expansion of HMO's.

The act spells out in considerable detail, the definition and the
requirements of an HMO. Among other things, the act specifies the
basic and supplemental health services to be provided the HMO mem-
bership, the basis for fixing the rate of prepayment, and the organiza-
tional structure of an HMO.

The act authorizes a "demonstration program" designed to promote
the development of newt and expansion of existing, HMO's by:

Providing financial assistance through grants, contracts and
loans;

Providing a market for lMO's by requiring certain employers
to include in any health benefits plan offered to employees the
option of membership in an HMO that the Secretary of HEW
has "qualified" to be in compliance with the requirements of the
HMO Act; and,

Removing restrictive State laws and practices which could
serve to hinder the development and operation of a qualified
HMO.

The Act did more than set up a series of incentives for HMO's.
It also provided for the Federal regulation of HMO's that have been
assisted or qualified under the Act. The 1976 amendments to the Act
require Federal qualification, and thus Federal regulation, for Med-
icaid and Medicare prepaid health plans.

The problem with the Federal program appears to be twofold:
(1) The HMO Act, as amended, does not permit the Federal

Government to fully respond to some of the marketing, enroll-
ment, and corporate structure abuses and problems the Sub-
committee has identified.

(2) The Federal program has not, and is not, adequately or-
ganized and staffed to regulate HlMO's so as to assure the public
of the quality medical service and fiscal integrity expected of
Federally certified HMO's.

(41)
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For example, Federal HMO law and regulations do not respond to
the problems of marketing and enrollment. DHEW is powerless under
present law and regulations to monitor door-to-door sales or to take
action against selective enrollment or disenrollment.

DREW has no quality standards against which to review the per-
.formiance of Federally qualified HMO's, though it is supposed to
maintain a compliance program.

GAO, which is required to evaluate EMO's and monitor DHEW's
HMO program under Section 1314 of the HMO Act, reported to
Congress in July 1975, November 1975, and again in September 1976,"
that the Federal HMO program had n9t been efficiently organized by
DHEW and that there are inadequate numbers and types of Federal
staff to implement Federal activities for HMO technical assistance,
financial management, legal review, qualification and compliance, and
field monitoring.

Thus it appears that the problem of abuses in the delivery of Medic-
aid services through prepaid health plans, which seemed )beyond the
control of the California authorities, have not been solved by shifting
responsibility to the Federal program.

Dr. William Munier, Director of the DHEW Office of Quality
Standards, told the Subcommittee that there are no provisions in the
law and regulations applicable to Federal HMO's prohibiting the kind
of self-dealing arrangements found in the California PHP's.

Furthermore, William McLeod, director of the HMO Qualification
and Compliance Office, said there is nothing in present law or regula-
tions to prevent an HMO from establishing self-dealing relationships
after it is Federally qualified (p. 512).

Dr. Munier testified that he and his staff have found other HMO's
with "interlocking, interrelated corporate entities" similar to those
found in California. He said:

The relationships fall into three general categories:
The first is the real estate tax shelter and expensive pyramiding

operation. This type of relationship can involve both conversion
of already owned real estate and/or use of public securities to
purchasereal estate.

The second category is the management services contract opera-
tion similar to those explored in the GAO study.

The third category entailed use of a "paper" organization, or
one which delegates all decikion-making authority and operations
to other organizations (pp. 49-497).

Dr. Munier said DHEW could not deny Federal qualification solely
because of self-dealing arrangements, but if self-dealing precludes
adequate nmsurance of financial soundness. then it can be denied.

Mr. McLeod said that of 25 qualified HMO's, "24 are non-profit or-
ganizations and most of those have self-dealing relationships to one
extent or another" (p. 498).

DHEW officials explained that under the Health Maintenance Or-
ganization Act, the Federal Government can only give loan guarantees

"Statement of flrefory Ahart. Director, Human Reponrces Divisinn. GAO. before the
Snhcommittee on Hfalth and the Environment. Honee Committee on Tnterstatp & Inaliar
Affairs: November 21, 1975. Statement of Jameq Martin. Demity Director. Human Re.
source. Division. before the Subcommittoe on Health. Senate LAbor & Pnblle Welfare
Committee: September 3. 1976. GAO report "Factors that Imrwdp Progress In Implement-
ing the Health Maintenance Organization Act of 1973 (HRD 70-128).
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to for-profit HMO's. Assistance to not-for-profit HMSIO's includes di-
rect loans, loan guarantees and grants.

Dr. Munier said that the present Federal grant and direct loan pro-
gram for non-profit HMO's does not provide the necessary capital to
build facilities and develop management services required for an HMO
to be cost effective.

During the testimony of these HEW officials, the subject of the
granting of $1.2 million to Metromed Health Plan, Inc., of New York
was discussed. Dr. Donald Kelly, the project director of Met romed, had
invoked his Fifth Amendment right against testifying before the Sub-
committee concerning his activities in California where he developed
the largest prepaid health plan in the State, HMO International, and
its related non-profit PHP, Consolidated Health Systems.

The Subcommittee sought to determine whether any background
check had been made on Dr. Kelly and whether HEV had looked
into his previous activities in California which had been the subject
of sharp criticism. The Subcommittee was told that "we do look at
the individual, but from the standpoint of the assurances that he pro-
vides us in the explicit details of how he would intend to move for-
ward" (p. 505). Dr. Frank Seubold, who is responsible for the grant
and loan element of the HMO program, said that Federal law and
regulations do not give him authority to look behind the forms and
proposals of individuals (p. 505).

Questioned by Senator Sam Nunn concerning the report developed
by the Subcommittee with regard to California and whether DHEW's
HMO staff is capable of administering the program, Dr. Munier indi-
cated he didn't think the present staff could do the job.

GAO has persistently reported and DHEW has acknowledged the
need for improved performance in the Federal program. The GAO
September 1976 report specifically stated GAO's concern over the
lack of ". . . the expertise needed'to efficiently monitor the loan and
loan guarantee program." According to GAO ". . . the lack of a uni-
form loan guarantee policy for departmental programs could theo-
retically lead to commitments to potential loan recipients which
contradict the enabling legislation or are otherwise contrary to the
financial interest of the United States." '0

The General Accounting Office has recently reported to DREW
that loans totaling more than $2 million to two Federally qualified
HMO's in Florida and Oregon are in trouble and that e Federal
Government may not get its money back."1

In his testimony before the Subcommittee, Mr. McLod said that he
did not believe there is adequate protection for the Government and
taxpayers.in the grant, loan, and loan guarantee program for HMO's.

I do think the relationship [of] not-for-profit corpora-
tions that are recipients of Federal loans where the bulk of
the corpus of the loan funds are expended by contracting
with for-profit organizations invite opportunities for collaps-
ing the not-for-profit once they have exhausted the draw-

' Factors that Impede Progress in Implementinx the Health Maintenance Organization
Act of 1973, General Accounting Office, September 3, 1976,p. 22.

" Letter Report from General Accounting Ofce to DHEW Health Services Administra.
tion, May 2, 1977, and February 11, 1977 and DREW Replies to GAO March 25, 1977 and
August 16. 1977.
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down phase of the loan, thereby leaving the Government with
an empty shell . . . (p. 514).

At the time of the Subcommittee hearing, there were 25 qualified
HMO's with 160,000 members. It was estimated that by the end of
1977, there could be as many as 60 qualified organizations enrolling 4
million persons. Actually, by the end of 1977 there were 51 qualified
HMO's with 4,142,414 enrollees. Most of the increase in enrollee num-
bers among the qualified HMO's was accounted for by the qualifica-
tion of the Kaiser Health Plan in California and Hawaii where there
are 2.9 million enrollees. An additional 500,000 enrollees were added
to the program when six existing HMO's were qualified.

Dr. Munier noted that the law requires DHEW to maintain a
quality assurance program, but he testified that "we have not been
terribly active in this arena." Indeed, Dr. Munier said that he was
the only person working on quality assurance, and he said he was
only giving a small percentage of his time to it (p. 510).

Dr. Munier testified that DHEW may be able to rely on Profes-
sional Standards Review Organizations (PSRO) and even some
State governments for quality assurance monitoring of HMO's. But
Dr. Munier testified that "a problem that exists is that the review of
ambulatory services is still optional [under PSRO's] and that com-
prises the'bulk of the HMO transactions" (p. 511). The GAO and
DHEW have subsequently reported to Congress that implementation
of the Federal PSRO program is faced with the same type of man-
agement deficiencies evidenced by the Federal HMO program. s

The DHEW officials were asked whether in light of what they knew
about the problems besetting HMO's, the California prepaid health
plans, and the law and regulations they administer, there might be a
need for a moratorium so that the law can be redrafted to make it
responsive to abuses.

Mr. McLeod said he felt a "moratorium was in order so that we
culd get our house in order to address many of these [problems], plus
give us a chance to revise our application review process and work off
the existing backlog" (p. 514).

Subsequent to his testimony before the Subcommittee, Dr. Munier
on May 17 1977 sent a memorandum to the Office of the Assistant
Secretary Yor Health regarding the status of the HMO qualification
and compliance program. This memorandum is an important and
candid disclosure of HEW's inability to manage the HMO program.
It speaks of "weaknesses in the statute, delays in issuing implement-
ing regulations, low levels of appropriations, the Department's lack
of 'commitment,' and the ineptitude of the bureaucracy.

Dr. Munier noted that the HMO program is comprised of two sepa-
rate functional units-the component that approves the loans and
grants and a unit that is required to qualify HMO's and see that they
comply with the laws and regulations. His memorandum states that
lack of coordination between these two units "has thrown the program
significantly out of balance," and adds that:

S Testimony of Greg Abart. Director of GAO Human Resources Division, before House
Ways and Means Oversight Subcommittee, April 4, 1977.
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The grant and loan program funded developing HMO's
without knowledge of 'how they were to be judged, because
the HMOQ&C (the Office of Qualification and Compliance)
activity had insufficient resources to both develop adequate
guidelines and process the large number of applications re-
ceived. Some guarantees probably should never have been
funded had qualification guidelines been known. On the
other hand, some viable grantees have nearly gone out of
business because of the long wait for qualifications.0'

According to Dr. Munier, the HMO program still [May 17, 1977]
has no formal compliance program despite the fact that there were
31 qualified HMO's across the country and 51 applications pending.
[As of I)ecember 31, 1977, 51 organizations had been qualified and 33
applications were pending.]

Ally applicants denied qualification can seek redress in an adminis-
trative process or the courts. The 19 permanent staff members assigned
to the work must not only review the applications, but they also must
be prepared to defend their qualification denials in time-consuming
adjudication proceedings. At the same time, they are supposed to main-
tain a program of compliance for existing HMO's. In short, the unit
is severely understaffed. An important factor in this understaffing is
the failure to utilize on a permanent basis the available staff in the
HEW regional offices. HMO qualification and compliance operations
are centralized at the agency's offices in Rockville, Maryland. There
has apparently been an unw'illingness or inability to share the work-
load with the regions.

Dr. Munier summarized his report, saying:
The present situation can best be summarized as an immi-

nent disaster. The qualification application backlog that ex-
isted in October 1976 has increased. The creation of a separate
Compliance Branch has served to document the compliance
deficit developed over the prior two and one-half years. This
deficit is the logical product of devoting nearly all resources
on the immediate problems of qualification and neglecting
the qualified HMO's. In addition, Administrative Hearings
will consume enormous portions of staff time, while new im-
plementing regulations and associated guidelines are urgently
needed for the amendments of 1976. In short, the years of
understaffing the critical functions of HMOQ&C are now
about to surface as a major embarrassment for the
Departments

The Senate Health Appropriations Subcommittee on February 27,
1978, approved the creation of 37 new positions for the IMO program.
DHEW officials testifying before the Subcommittee said that of the
37 positions, 13 would be added to the 12 persons now responsible for
the qualifications aspect of the HMO program. Some 23 positions
would be added to the group of 9 persons responsible for the compli-
ance aspect of the program.

' Memorandum from William Munler, M.D., to the OMce of the Assistant Secretary for
Health, May.IT, 197T7.

10 Ibid.
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By the end of 1977, a total of 172 organizations had received a total
of $131.3 million in loans and grants from the HMO program. Of the
172, some 92 organizations -%main active.. Eighty have either aban-
doned plans to begin business operations or have een determined not
to be feasible organizations. Such groups received $8.5 million in grant
funds.

Included in the 172 organizations which have received funds, 39 or-
ganizations, which received $97 million in loans and grants from the

rogram, were qualified. An additional 12 organizations were qualified,
ut did not receive funds from the program. Only two HMO's received

lnan guarantees. The guarantees totaled $2,182,000.
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V. FINDINGS AND RECOMMENDATIONS

A. SUMMARY

The State of California implemented in 1972 an alternative form
of health care organization, financing and delivery in its Medicaid
program when it began contracting with prepaid health plans. It was
a bona fide effort to reduce spiraling Medicaid program costs, and at
the same time, to improve the quality of care for the poor. The State
attempted to duplicate in its Medicaid program the history of a
generation of success and consumer satisfaction with prepaid group
practice organizations. The enthusiasm for the program and the hope
that it would succeed resulted in a belief on the part of the State
officials that the prepaid health program would be a panacea.

Subsequent to the implementation of the PHP program in Cali-
fornia, the Federal Government enacted in 1973 the HMO Act to
provide funds for the development of HMO's across the nation. How-
ever, the PHP program resulted in the development of more pre-
paid health systems in California than in any other State. As Sena-
tors Jackson and Percy said at the opening of the Subcommittee's
March 1975 hearings, the inquiry was aimed at learning from the
mistakes of the California PHP program so that the same errors
would not be made in other States and in the new Federal HMO
development program.

The California PHP program was plagued by a medical commer-
cialism that was often nothing more than profiteering. The program
very seriously needed to be regulated-to be managed-not only to
achieve the original policy ideal, but more importantly, for the pro-
tection of the public purse and the poor.

The hearing record of the Permanent Subcommittee on Investiga-
tions shows that the California Health Department contracted with
non-profit, tax exempt prepaid health plan corporations whose officers
and directors created or contracted with for-profit entities they owned
or controlled to provide the services required by the P1P to fulfill
its State Medicaid contract responsibilities. Through these often com-
plex corporate structures, State and Federal Medicaid program funds
were diverted from their intended beneficiaries. The State auditor
general in April 1974 reported that as much as 52 percent of the Medi-
caid funds were accounted for in administrative costs and profits.

In an effort to obtain enrollees in their plans, numerous PHP op -
erators used deceptive and fraudulent enrollment techniques in their
door-to-door sales operations. Enrollees who sought to disenroll from
plans were trapped in them by the failure of some plans to process
these disenrollment forms with the State health department. Other
enrollees, who needed treatment, were involuntarily disenrolled from
the plans by the operators when the cost of their care became expensive.

(47)
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The quality of care provided in some plans was below reasonable
standards, as judged by the State's own medical auditors. Some of the
plans contracted with substandard and non-accredited hospitals. Con-
sulting firms exacted exorbitant fees for providing management and
computer services.

While both DHEW and the California Health Department were
aware of all of these problems, they did little from the pro am's
inception in 1972 to January 1975 to reform the progm. At the
Federal level, responsible officials ignored warnings about the pro-
gram's deficiencies for three years. Investigative reports on abuses and
fraud were ignored as were medical quality audit findings. Program
contract managers were rotated so frequently, according to the State's
legislative analyst, that none of them spent enough time working with
specific plans to learn enough about each to manage them properly.

The State failed to scrutinize the role of consultants. The State's
failure to act on its own investigative reports was tantamount to con-
doning program improprieties.

Congress responded to the situation with the Health Maintenance
Organization Act Amendments, late in 1976, which required that all
PHP's receiving Medicaid funds be Federally qualified HMO's. This
forced the California PHP's to be approved by HEW as a condition of
continuing in the California Medicaid program.

Some plans did not seek Federal qualification and dropped out of
the program. Six plans have been qualified. There are presently 11
California PHP's seeking Federal HMO qualification from DHEW.

One of the root causes of the excessive administrative costs and
profits of the plans was the State's failure to develop, in violation of
its own regulations, an actuarially based, reimbursement rate. To this
day, the State has no method to objectively monitor quality of patient
care. DHEW provided the State a $5.2 million grant to develop a
method to determine appropriate rates and monitor patient treatment.
A rate setting method is expected to be tested this year as is a quality
monitoring system.

Prepaid group practice can be a successful alternative to fee-for-
service medicine. As Senator Jackson said at the opening of the Sub-
committee hearings, the concept of prepayment of health care services
"is a good idea that should not be abandoned because men without
consciences, profiteers and scam artists took the initiative in California
from those with good intentions." Indeed, no witness at the hearings
was critical of the HMO concept.

However. the record of the California program should alert other
State health program administrators. Federal program managers
and the Congress to the kinds of fraud and abuse possible in prepay-
ment systems. It should be a clear warning that effective reoulatoi
and management safeguards are essential in these and other State and
Federal health care programs.

The Subcommittee's hearing record shows that existing laws and
regulations are inadequate to cope with marketing abuses and problems
related to corporate structure and contractor management. Indeed,
Federal officials have made clear their concern that the Federal invest-
ment in some HMO's is in jeopardy. and that they are powerless under
present law to effectively safeguard Federal funds. It is clear that
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DHEW now lacks the resources to properly monitor the quality of
care provided in Federally qualified HMO's and to assure compliancewith existing Federal regulations.

In short, unless remedial action is taken, the Federal Government,
through its program of financing the development of HMO's, faces the
prospect of encountering nationwide the same kinds of scandal and
abuse that have plagued the California Medicaid program.

B. MAJOR FINDINGS AND RECOMMENDATIONS

1. Consulting companies often charged excessive fee8 to prepaid
health.plans particularly when fee8 were based on a percentage of
gross income

There is, without question, an important role for qualified consulting
firms in the prepaid health plan area. The Subcommittee finds, how-
ever, that the compensation arrangements between certain of the plans
studied and their outside consultants bare little or no relation to the
reasonable value of the services contracted for. For example, two con-
sulting companies entered into contracts with groups seeking PHP
contracts with the State of California. These contracts provided that
if the State contract were to be awarded, the consultant would provide
management, marketing and/or computer services and would be reim-
bursed on the basis of a percentage of gross Medicaid receipts from the
State, without regard to the actual or reasonable cost of the services.
In another case, a consulting company entered into a contract with aplan which agreed to pay the consultants 10 percent of the gross re-
ceipts it would receive from any labor union business the consultants
could direct to the plan, again without regard to reasonable costs.

One witness noted that his plan formerly had been paying $60,000per month to a consulting company for computer services. That pay-
ment was based on a percentage of the gross Medicaid payments tohis plan. At the time of the Subcommittee's hearings, he was paying
only $4,000 per month based on reasonable charges.

The regulations promulgated by DIIEW provided that the regionaloffices were responsible for review and approval of all PHP subcon-
tracts in excess of $100,000. However, the GAO found that DHEW
neither reviewed nor approved any such subcontracts of the five PHP's
examined at the request of the Subcommittee. Likewise, the GAO
found that the California Health Department failed to review and ap-
prove subcontracts as provided for in State regulations.

In a December 16, 1977 report on the California PHP program, the
DHEW audit agency recommended that California Department of
Health secure "written subcontracts for each PHP" and "require prior
approval of all subcontracts including individual providers (phys-
icians, hospitals and others)."

The subcommittee recommends that the Medicare, Medicaid and
HMO Acts be amended to require that DHEW promulgate regu-
lations to assure that compensation under any contracts for serv-
ices to an HMO shall not exceed the reasonable cost of such serv-
ices. Such regulations should eliminate unwarranted payments
by HMO's on the basis of a percentage fee for any goods or serv-
ices rendered.
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£. There 18 a serious potential for conflict of interest involving the acts
o State official8 and employees who handle Federal health care
fund,

In two separate inquiries the Subcommittee has found State officials
engaged in activities that raised serious questions of conflict of in-
terest. In California, a State official left his position as deputy director
of the State medicaid agency and established a consulting company.
The company obtained contracts for and with a number of PHP con-
tractors and prospective contractors, some of which dealt with the
State medicaid agency when he was a State official.

In another situation, the Subcommittee found that a West Virginia
official, responsible for overseeing the performance of a medicaid pro-
gram contractor, purchased stock in the contractor's corporation and
accepted consulting business from the firm in another State.

To guard against such conflicts of interest on the part of Federal
officers and employees, Section 207 of Title 18 of the U.S. Code dis-
qualifies former officers and employees from dealing with certain mat-
ters connected with their former duties and official responsibilities.
Section 207(b) of Title 18 imposes a one-year post-employment restric-
tion respecting matters which were within the area of official respon-
sibility of a former officer or employee at any time during the last year
of his* Federal service. Section 208 of Title 18 prohibits certain actions
by Federal employees affecting their personal financial interests.

Under the Medicaid program many State and local employees are
called upon to administer hundreds of millions of dollars of Federal
funds.

The eubcomomittee recommends that the restrictions imposed on
Federal officers and employees under Sections 207 and 208 of
Title 18 of the U.S. Code be made applicable to officers and em-
ployees of State and local governments who are responsible for
the expenditure of substantial amounts of Medicaid program
funds.

3. Prepaid health plans in almost every instance, involved compli-
cated corporate structures consisting of non-profit corporation
whose directors and oflfcers contracted with for-profit entities they
owned or controlled. This created a strong appearance of improper
self-dcaling. In certain instance it resulted in unnecessary and
improper depletions of funds and the diversion of funds from
health care services

Special attention should be focused on situations where the Federal
Government contracts with corporations, whether they are non-profit
or for-profit, which then subcontract with entities owned by officers
or directors of the prime contractor or parties related to the prime
contractor through interlocking directorate or officer relationships.
Such structures lend themselves to self-dealing. They can and do lead
to unnecessary administrative costs and excessive profits. There is no
question that non-profit prepaid health plans will require the services
of outside entities. But when these outside entities involve common
directors, shareholders and officers, special vigilance is needed to
guard against improper diversions of funds.

The subcomnzittee recommends that the Medicare, Medicaid and
HMO Acts be amended to require:
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(a) That HMO's file with the DHEW Secretary a consoli-
dated financial statement on an annual basis.

(b) That the DHEW Secretary issue regulations establishing
and requiring the use of a uniform system of accounts and re-
portingby HMO's. Such regulations should define each account
so that financial information reported by HMO's will be consist-
ent among the HMO's.

(c) That Federally-supported programs be prohibited from
reimbursing HMO's for costs that exceed the amounts that a
reasonably prudent businessman would have paid. The so-called
"prudent buyer" principle, adopted by Medicare authorities,
should be made explicit in the Medicare and Medicaid law.

(d) That, as a condition of qualification and continued Federal
support, each HMO applicant and each qualified HMO be re-
quired to provide documentary evidence satisfactory to the Secre-
tary of DHEW of its legal status as a sole-proprietorship, part-
nership, corporation, joint stock company, trust, or other entity.
Such evidence shall include:

Certified copies of articles of incorporation, partnership agree-
ments, by-laws, and the names and addresses of all owners, part-
ners, officers, directors, and shareholders owning 5 percent or more
of outstanding stock, and the owners of 5 percent or more of any
bonds or other obligations issued by the HMO or applicant.

(e) That each hfO fully disclose to the DHEW Secretary, in
writing, all leases and contracts for goods and services with any
entity in which any of its owners, partners, shareholders (of 5 per-
cent or more), officers or directors or members of the immediate
families of any of the above has any ownership or financial interest.

(f) That the Secretary of DHEW shall, upon notice to the par-
ties, and a determination that any HMO is engaged in any self-
dealing relationships that unnecessarily increase the cost of the
HMO doing business, require the HMO to correct the situation
within 60 days. Furthermore, the beneficiaries of such self-dealing'
shall be required to make restitution of such funds to the HMO.
Should the HMO fail to comply the Secretary shall withdraw
qualification.

4. Self-dealing relationships between the directors and ocers of non-
profit corporations that contract with the Federal Government and
for-profit entities appear to violate the intent of the Internal Rev-
enue Code

The interrelationships between nonprofit and for-profit entities
makes possible the diversion of health care funds from their intended
beneficiaries. Furthermore, those practices appear to violate the ,F'ed-
eral Government's intent in granting tax-exempt status to non-profit
corporations that propose to provide a socially beneficial service. The
HMO Act allows Federal grants-gifts of taxpayer funds--to only
non-profit corporations. The HMO Act presumes the beneficence of the
non-profit corporation and its directors and officers. Yet many of the
HMO's that have already qualified have apparent self-dealing rela-
tionships with for-profit entities substantially tied to, owned, or con-
trolled by non-profit corporate trustees.
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The subcommittee recommends that this report and the hearing
record be referred to the Commissioner of Internal Revenue. The
Commissioner should examine whether the non-profit./for-profit
corl)orate arrangement of prepaid health plans and HMO's de-
scribed in this report are compatible, as a matter of policy, with
those provisions of the Internal Revenue Code granting tax-ex-
empt status to non-profit health service organizations, and trans-
mit his conclusions to the Subcommittee. It is also recommended
that this report be referred to the Joint Congressional Committee
on Internal Revenue Taxation for its review of the same matter.

5. Door-to-door selling of health care services lends itself to fraud
and abi.se. In addition this method of enrolling benefiCiaries in
prepaid health plans is expensive to the plans and diverts funds
fran health care servees

Door-to-door sales of the services of prepaid health plans was
marked by patent abuse and fraud. The poor were induced and
threatened into signing enrollment forms by techniques ranging from
gifts to coercion. This marketing technique proved to be inordinately
expensive. It. opened the way for the plans to selectively enroll only
healthy patients. The scheme tended to reduce the financial risks of
such plans and take unfair advantage of the State's method of reim-
bursement. One plan operator testified that the cost of his marketing
program was $900,000 a year-an expense which added substantially
to overall program costs. Door-to-door selling is an inappropriate
way to obtain enrollments in prepaid health systems.

The subomm ittee recommends Ihat door-to-door solicitation of
enrollees for IIMO's be prohibited.

6. California PHiP program managers and Federal overseers of that
program hare no reliable oi , ,tematc method by which to judge
the quality of care provided to enrollees of prepaid health plans.
Likeir,,. the Federal 6owremn ent has no program to monitor
quality of care in the national HMO program

Other than the subjective review of PI1P clinics by California
medical auditors, there. was no orderly, objective and efficient means
)y which PIll' program nianagers or Federal overseers could evaluate
the, quality of care rendered by prepaid health plans. State reports
showed that plans frequently sent patients to substandard and non-
accredited hospitals, and State auditors turned up clear cases of
patient abuse. There continues to be no reliable, systematic program
for identifying quality of care problems in the delivery of health serv-
ices in an IMO. As the hearing record shows, there exists a heavy
financial incentive to enroll the healthy and to avoid providing health
care services to persons who need care.

Although required by the Health Maintenance Organization Act,
there' is presently no detective system for monitoring the quality of
health care provided by IVO's. Such monitoring is particularly im-
pollant in view of the California experience where many enrollees
were not provided needed medical services. This experience is the
result of the financial disincentive to provide needed health care serv-
ices to enrollees of prepaid plans and the failure by the State to
effectively monitor the provision of health care services to patients.
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HMO's offer the promise of improved health quality for patients
through programs of preventive medical care-detecting and treating
illnesses and conditions before they become catastrophic and expensive
to treat. Without an effective measure of whether necessary services
are being provided, that promise will be unfulfilled.

DHEW, partially in response to this situation in California
awarded the State of California a $5.2 million grant to study health
care monitoring and evaluation systems. The State, under the grant,
is developing a system for the computerized tracking of patient en-
counters with I O's. Government already monitors every service pro-
vided to patients whose care is financed through the Medicare and
Medicaid programs reimbursing physicians and other providers on a
fee-for-service basis. The California experience with prepaid health
plans demonstrates the need for such a monitoring system for enrollees
in prepaid health systems.

The subcommittee reconzmend8 that the- Secretary of the De-
partment of Health, Education and Welfare report to the Sub-
committee by January 1, 1979, setting forth a specific program to
carefully. monitor the'number of enrollees and nature of the health
care services provided to them in Federally qualified IMO's. Fur-
thermore, the Secretary should report to the Subcommittee on the
same date a specific program to evaluate the quality of care pro-
vided to enrollees of HMO's.

7. There is no effective rate-setting method by which the State of Cali-
fornia can determine fair rates to pay prepaid health plans for the
care of Medicaid beneficiaries. However, such a method will be
tested this year under a grant to the State of California from
DHEWV

California law required the Medicaid agency to reimburse prepaid
health plans on the basis of actuarially-determined rates. rhe record
before the Subcommittee shows that the State failed to implement its
own law in this regard.

PHP rates were arrived at by simply taking the per capita cost of
the Medicaid program by county in each of the four categories of Fed-
eral-State program aid-aid to families with dependent children, to
the aged, and to the totally disabled-and paying 90 percent of these
figures.

The General Accounting Office in its September 1974 report said
that there is "no assurance that the PuP program is achieving its
objective of reducing Medicaid costs." In fact, the. GAO said, the
program may be "more costly than the fee-for services program." This
statement remains true to this day.

The Subcommittee found instances where HMO's (1) unreasonably
limited the provision of health care services to those who needed such
services, (2) utilized marginal facilities and manpower, and (3) di-
verted funds away from health care purposes. Clearly, a method is
needed for determining what is a fair and reasonable rate of reimburse-
ment for contract goods and services. That method must not reward
systems that deny needed health care services and divert funds from
their intended beneficiaries.

The Secretary should take into account the results of the study
being funded by the DHEW grant. Under the grant the State of
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California is currently seeking to determine rate-setting methods.
Ultimately, the Congress should consider legislation standardizing
rate reimbursement programs for both Medicare and Medicaid
programs.

The subcommttee recommends that the Secretary of Health,
Education, and Welfare report to the Subcommitte. by Janu-
ary 1, 1979, a uniform method of establishing actual costs of an
H1MO in providing health care services along with a method of
determining an appropriate rate of reimbursement.

8. The State of California overpaid a prepaid health plan by $4.3
million for fiscal years 1973 and 1974 in violation of its own regu-
lations and those of the Federal Government. DHEW has not
recovered the Federal share of the overpayment as recommended
by the General Accounting Office

The GAO found that the State had overpaid the Medical Care
Foundation of Sacramento in fiscal years 1973 and 1974. The overpay-
ment totalled $4.3 million-the amount by which reimbursement to the
Foundation exceeded the per capital of fee-for-service costs in the
plan's marketing area. State and Federal regulations provide that
reimbursement to PHP's and HMO's cannot exceed fee-for-service
levels. The overpayment is a direct result of the State's failure to
develop a rate setting method as required by its own law.

The GAO recommended that DIIEW recover the Federal share
of the overpayment, which would amount to apprQximately $2.2
million.

The subcommittee reconmmends that the Secretary of the Depart-
ment of Health, Education, and Welfare report to the Subcom-
mittee by June 1, 1978, either a plan for the recovery of these
funds from the State of California or the reason why such re-
covery cannot be made.

9. Federal HMO program officials lark adequate statutory authority
and manpower to cope with the kind of problems that beset the
California program, to administer the Federal lIMO program and
to monitor the performance of Federally-qualified HMO's

Chapter IV of this report makes it clear that Federal HMO pro-
gram administrators believe that existing statutes and regulations are
inadequate to cope with the troublesome problems that beset the Cali-
fornia PHP program. According to a series of reports by the General
Accounting Office the FederalH nMO program has not been efficiently
organized and DHEW has committed inadequate staff resources to
assure proper program management. Concern was expressed that the
financial interests of the Government may not be adequately protected
in the HMO grant, loan, ard loan guarantee programs. The record
before the Subcommittee evidences a serious lack of coordination of
DHEW's HMO qualification, funding and compliance activities.

The subcommittee recommends that the problems identified in
Chapter IV of this report be given earefud consideration by the
responsible legislative committees and appropriations subcommit-
tees of the Congress in connection with their oversight and actions
relative to the Federal HMO program.
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10. Federal law and regulations are not adequate to prevent the wil0ful
divers" of fund for HMO development

Federal HMO program administrators testified before the Sub-
committee concerning the inadequacy of current law ard regulations
to deal with problems of corporate structure, marketing, ani financial
abuse. They also noted the law and regulations do no' provide adequate
protection for the Federal expenditure of HMO grants, loans and loan
guarantees. As some witnesses testified, a new HMO may have prob-
[ems developing capital. What the law and program regulations do
not effectively cope with is the ability of HMO's to divert and misallo-
cate Federal funds for private gain.

The General Accounting Office has recently reported to DHEW that
loans totalling more than $2 million to two Federally qualified HMO's
in Florida and Oregon are in trouble and that the Federal Govern-
ment may not get its money back.

In his testimony before the Subcommittee, the director of the Fed-
eral HMO qualifications office said that he did not believe there is ade-
quate protection for the Government and taxpayers in the grant, loan,
and loan guarantee program for HMO's. He warned of the situation
in which not-for-profit corporations expend the bulk of the Federal
funds in contracts with for-profit organizations. This invites oppor-
tunities for collapsing the not-for-profit corporations once the draw-
down of Federal funds has been exhausted, leaving the Government
with an empty shell.

The committee recommends that the Health Maintenance
Organization Act be amended to make the principal owners, offi-
cers and directors and HMO's personally liable for the return to
the Federal Government of any funds determined to have been
willfully diverted or misallocated in a fraudulent manner or for
personal gain.

C. ADDITIONAL FINDINGS

1-A. The PHP program in the State of (aliforraa was grossly mis-
managed over a period o years. Awareness of the California ex-
perience should help Federal, State and local authorities to avoid
a repetition of California's problems in PHP and HMO programs
elsewhere

The California PHP program was seriously mismanaged and grossly
abused. Reform efforts did not begin to take lasting effect until fol-
lowing the enactment of amendments to the Federal HMO Act in
October 1976. The record shows that the State of California failed
to enforce its own program regulations and failed repeatedly to respond
to evidence of fraud and abuse reported by the press, by its own in-
vestigators and auditors, by State legislative committees, and by the
General Accounting Office. The State failed to act effectively against
highly questionable enrollment and marketing practices. It developed
no objective standards and criteria for quality of care reviews, or for
determining fair rates of payment to the plans. Program officials
ignored their own staff investigative and quality of care audit reports.
As a result, an atmosphere was created that invited mismanagement
and abuse.

31-831 0 - 78 - 5
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The use of prepaid health plans to deliver health care services to
Medicaid beneficiaries in California began as an innovative and highly
promising alternative to the costly fee-for-service system of financing
such health care programs. The value of this kind of health care
delivery system had been demonstrated by successful prepaid group
health plans, and has been recognized at the Federal level in the
Health Maintenance Organization Act of 1973, as amended. Prepaid
health plans and HMO's continue to be a promising alternative to the
traditional fee-for-service health financing mechanism.

The Subcommittee recognizes the value of prepaid health plans
and HMO's as vehicles for the organization, financing and delivery
of health care services. However, the record developed during the
Subcommittee's hearings and discussed in this report should alert re-
sponsible Federal, State and local officials and help them to avoid the
many problems that beset the California PHP program.
1-B. The Department of Health, Education and Welfare was la= in

its oversight of Federal Medicaid funds used in Californ~a in the
PHP program. DHEV failed to respond in a timely way to in-
formation it received evidencing fraud and abuse and failed to act
effectively to curb abuses

The record before the Subcommittee makes it clear that the De-
partment of Health, Education and Welfare was apprised of serious
problems affecting California's prepaid health program by numerous
sources including the media and the Department's San Francisco re-
gional office. Yet the Department remained immobile in the face
of this information until the situation was addressed by the Subcom-
mittee in its hearings.

Only then did DHEW begin to respond with active support of
California's belated efforts to reform the program. When California's
reform efforts faltered, DHEW did threaten to cut off funding for
the program. However, the record shows that throughout much of the
period, DHEW failed to enforce its own PHP regulations. '

DHEW was lax in its oversight over Federal Medicaid funds spent
in the California program over a period of years. In effect, the De-
partment abdicated its responsibility to insure that millions of dol-
lars in Federal grant funds were properly spent.

The record developed by the Subcommittee and summarized in this
report is clearly pertinent to the Congress' continuing interest in
prepaid health plans and HMO's as vehicles for the delivery of Fed-
erally financed health care services. This record of the serious mis-
management. fraud and abuse that beset the California program,
demonstrates the need for greater Congressional, State and local over-
sight over such programs, and the need for effective management and
monitoring by DIIEW and State authorities to obviate program abuse.

The subcommittee recommends that the Chairman transmit
copies of this report to the Senate Committee on Finance, the
Senate Committee on Human Resources, the House Committee on
Ways and Means. the House Committee on Interstate and Foreign
Commerce. and the Senate and House Committees on Appro-
priations for their review in connection with legislation and
appropriations involving the Federal health maintenance orga-
nization programs and other Federal programs involving the de-
livery of health care services through prepaid group health plans.
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The following Senators, who were Members of the Permanent Sub-
committee on Investigations at the time of the hearings, have ap-
proved this report:
Henry M. Jackson Charles H. Percy
Sam Nunn Jacob K. Javits
Lawton Chiles William V. Roth, Jr.

Because I was not present at the hearings of the Permanent Sub-
committee on Investigations covered by this report, I reserve judg-
ment at this time respecting the findings and recommendations con-
tained therein. However, I authorize the filing with the Senate of
the proposed report prepared by the Subcommittee entitled, "Prepaid
Health Plans and Health _Maintenance Organizations."

April 5, 1978.
JaiiN GLENN,

U.S. Senator.

The Members of the Committee on Governmental Affairs, except
those who were members of the Senate Permanent Subcommittee on
Investigations at the time of the hearings, did not sit in on the hear-
ings on which the above report was prepared. Under these circum-
stances, they have taken no part in the preparation and submission
of the report except to authorize its filing as a report made by the
subcommittee.
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VI. APPENDIX

COMPTROLLER GENERAL OF THE UNITED STATES,

B-164031 (3) Washington, D.C., March 6,1978.

lion. HENRY M. JACKSON,
Chairman, Permanent Subcommittee on Investigations, Committee on

Governmental Affairs, U.S. Senate.
DEAR MR. CHAIRMAIN: This letter responds to your request for in-

formation relating to the Foundation Community Health Plan of the
Medical Care Foundation of Sacramento (Founlation). Specifically,
we were asked to determine if the Federal Government has recovered
Medicaid funds paid to the Foundation as recommended in our pre-
vious reports and if the State of California should refund Federal
Government grant funds to the Foundation as part of a prepaid health
plan rate-setting demonstration study.

We made our review at the Department of Health, Education, and
Welfare (HEW), HIEW's San Francisco Regional Office, the Cali-
fornia Department of Health, and the Foundation. We reviewed pro-
gram records and interviewed HEW, State, and Foundation officials.

As requested by your office, we did not obtain written comments on
this report. However, we discussed our observations with IhEW, State,
and Foundation officials.

I[EW HAS NOT RECOVERED FUNDS AS WE RECOMMENDED

We have issued two reports dealing, in part, with the Foundation:
"Better Controls Needed for Health Maintenance Organizations

Under Medicaid in California," B-164031 (3), September 10, 1974, and
"Deficiencies in Determining Payments to Prepaid Health Plans

Under California's Medicaid Program," MWD-76-15, August 8,1975.
Our 1974 report evaluated California's use of prepaid health plans.

The report contained many findings and recommendations relating to
various aspects of the prepaid plan program, including weak proce-
dures for determining reimbursements to prepaid plans. The report
noted that the Foundation was paid per capita rates which exceeded
those normally paid to a prepaid plan.

In our 1975 report we explained in more detail the deficiencies in
California's prepaid health plan rate-setting mechanism and also dis-
cussed the rates paid to the Foundation. We reported that California
had negotiated monthly per capita rates with the Foundation for
fiscal years 1973 and 1974 which exceeded actual per capita fee-for-
service costs in the same counties by $4.3 million. Both Federal and
State regulations prohibit paying prepaid plans more than the same
services would cost under the fee-for-service system.

(58)
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According to the State, the Foundation was paid rates exceeding
fee-for-service costs because it had suffered adverse selection. That is,
Medicaid recipients, who had chosen to enroll in the Foundation's
Plan, were sicker, and thus more costly to care for, than Medicaid
vcipients who remained in the fee-for-service system. If this conten-

tion had been true, paying the Foundation at higher rates would have
been appropriate under both Federal and State regulations. However.
when we examined the data the State used to determine adverse selec-
tion, we concluded that the data did not justify that conclusion. There-
fore, we recommended that HE W recoup from California the Federal
share of excessive payments to the Foundation.

State and Foundation officials agreed that the higher rates had not
been justified. however, Foundation officials believed their data did
indicate that adverse selection had occurred. They said that an addi-
tional actuarial study, including State data on the fee-for-service sys-
tem, was needed to prove that adverse selection had taken place.

As of December 1977, HEW had not attempted to recoup funds
from California based on our 1975 recommendation on fiscal year 1973
and 1974 Foundation activities. However, HEW did inform the State
that it was going to recoup the Federal share of overpayments to the
Foundation as rc ported by the California Auditor General. The Au-
ditor General had reported in June 1975 that the State had paid the
Foundation capitation rates exceeding the per capita average fee-for-
service cost upper limit without the actuarial support required by
State law. The Auditor General estimated that during calendar year
1974, the Foundation had received excessive payments of $1.6 million.
As of December 1977, HEW had not recovered the Federal share of
the $1.6(million, and the issue was still unresolved.

CALi 'ORNIA'S PREPAID HEALTH PLAN DEMONSTRATION PROJECT

In February 1976, HEW awarded a demonstration project grant to
California to develop a rate-setting methodology for prepaid health

lans and a model quality assessment and cost control system for use
y State Medicaid agencies. A purpose of the grant was to determine

if the Foundation had suffered adverse selection. IEW said that this
grant would fulfill the intent of many of the recommendations in our
1974 and 1975 reports on California's prepaid health plan program.
Background on the Foundation's involvement in this grant follows.

During negotiations for a prepaid plan contract for July 1975 to
June 1976, the Foundation told the State it would need a monthly
per capita rate of $30.31 for Medicaid recipients in the Aid to Fam-
ilies with Dependent Children (AFDC) category. The State countered
that, because of the State and Federal fee-for-service upper limit on
prepaid plan I)avments, it could nay the Foundation no more than
$25.62 per AFDC recipient. The Foundation asserted that it had no
intention of contracting with the State at rates below those computed
by its actuary and would cease doing business with the State if it could
not obtain a satisfactory rate.
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Since the State would not pay the Foundation at rates exceeding
the fee-for-service upper limit, a contract was negotiated which pro-
vided for State payments of $25.62 to the Foundation for AFDC
eligibles plus a provision for Federal payment for an additional $4.69,
contingent on the award of a grant by HEW to the State. Failure of
the Federal Government to award the grant to the State for payment
of the supplemental capitation rates and development of a rate-setting
methodology would result in cancellation of the State's contract with
the Foundation. Payments under the additional capitation rate pro-
vision were to be applied retroactively to July 1, 1975, and were to
continue until June 30, 1976, when the State's rate of $25.62 could be
adjusted to reflect the capitation rate which would result from the rate-
setting study segment of the grant.

The State anticipated that the HEW grant would be awarded under
authority of section 222 of the Social Security amendments of 1972
(Public Law 92-603) which provide for Medicaid demonstration
grants. However. section 222 did not permit HEW to include, as part
of the grant, funds for retroactive payments.

On December 31. 1975. an amendment to section 222 became law
(section 107 of Public Law 94-182) and allowed retroactive payments
ruder section 2"22 if certain requirements were met. Senate Report 94-

549. in explaining the amendment, states that it
"Would remove a technical barrier to the Secretary's approval of

a grant to the Sacramento Medical Care Foundation which is aimed
at obtaining data to assist [ITEW) in developing appropriate reim-
bursement mechanisms for health maintenance organizations."

On February 9, 1976. IIEW approved a $5.2 million grant to Cali-
fornia. The grant had four major objectives, including developing
an actuarially sound rate-setting mechanism for prepaid health plans.
The grant period runs until November 1979, and as of January 23,
1978. $3.4 million of the grant had been paid to the State.

Of the $-3.4 million given the State, $1,107,426.25 was paid to the
Foundation on April 16, 1976. and represented retroactive capitation
payments above the State capitation rate. Additional payments to the
Foundation. totaling $180.776.05, were made for May and June 1976.
From Julv 1975 to .June 1976. capitation payments from grant funds
totaled about $1.3 million. Effective July 1. 1976, the Foundation can-
celed its contract with the State because the maximum ($28.48) the
State was willing to pay the Foundation for the year beginning July 1,
1976. was $9.33 per eligible lierson a month less than the Foundation
would acept ($37.81). Under the grant provisions, grant funds could
not be used for extra capitation payments after June 30, 1976.

RESULTS OF TIHE FOUNDATIONS PORTION OF DEMONSTRATION GRANT

Ol July 27, 1977. the State submitted to HEW a study of alleged
adverse selection in the Medicaid population covered by the
Foundation.

The State concluded that payments to the Foundation for Medicaid
eligibles during 1974 were not higher than Medicaid costs would have
been under the fee-for-service system. This conclusion was based on
the fact that the Foundation experienced higher use of some types of
services than their use under the fee-for-service system. Therefore,
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the State determined that. it did not have to repay the Federal share
of per capital payments to the Foundation which exceeded average per
capital fee-for-service costs.

We have analyzed the State's study and, in our opinion, the report
does not substantiate a determination that the Foundation suffered
adverse selection. We believe that the methodology used by thl State
could not reasonably support such a conclusion. Greater use of medical
services does not necessarily imply greater need for such services be-
cause use is affected, in part, by the utilization control and reimburse-
ment practices of the paver. It is not surprising that., when the State
works backward from actual cost and utilization data, it finds support
for the adverse selection theory because the whole premise of its study
becomes self-fulfilling. The State assumed that Foundation utilization
controls were as effective as those for the fee-for-service program, and
thei-efore, the Foundation was no more susceptible to overuse than was
the fee-for-service program, However, utilization differences can be
due to subtle differences in utilization control and the reimbursement
methods for health practitioners.

We also noted several other problems in the study:
The study results are sensitive to the correlation of the paid claims

and number of eligibles data, and the study admits to flaws in this
data.

For hospital use, the primary unit studied should have been total
days of hospitalization rather than number of admissions.

The analysis of utilization by age and sex should have been presented
in the report.. A preliminary report on the study which was provided
to us stated that adverse selection could not be supported by age and
sex analysis.

As previously discussed, our 197.5 report pointed out, that the State's
1973 study justifying higher payments because the Foundation had
experienced adverse selection could not be substantiated. In view of the
State's failure to justify payment rates higher than those customarily
used for prepaid plans, we recommended that HEW recoup Federal
sharing payments to the Foundation which exceed the limit established
by Federal regulations.

In our view, when a State deviates from its established procedures
and negotiates higher per capita rates for one plan than those that
would customarily be used for other plans, the burden for justifying
the higher rates rests with the State. In our opinion, California's July
1977 study fails this test.

As of February 1, 1978, HEW had not formally evaluated the
State's report or taken a position on it.

CALIFORNIA'S PAYMENT OF GRANT FUNDS TO TIIE FOUNDATION

The law allowing retroactive demonstration grant payments to the
Foundation requires that such payments only be made in connection
with a rate-setting methodology study but does not define the extent
of participation in the study necessary to qualify for the funds.

HEW's grant to the State only requires the Foundation to give
data to the State for the rate-setting study to qualify for the extra
Federal capitation payments. Also, the State's contract with the
Foundation contains only one requirement relating to the rate-setting
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study-that the Foundation give data to the State. The Foundation
did provide the required data to the State. Therefore, the Foundation
met the conditions of the grant and thereby met the conditions of the
law.

CONCLUSION

The State has, in our opinion, failed to justify paying rates to the
Foundation exceeding those that would normally have ben paid to
a prepaid health plan. We believe the burden of justification rests
with the State when it decides to deviate from regular procedures and
regulations, and the State has failed to meet this burden. Accordingly,
we believe HEW should implement our prior recommendation and
recoup the Federal share of all excess payments made to the Founda-
tion through fiscal year 1975.

Tile law is not specific on how extensively the Foundation had to
participate in the rate-setting study, and HEW's grant to the State
and the State's contract with the Foundation only required the Foun-
dation to give data to the State. Because the Foundation did give
data to the State, we see no grounds on which to demand repayment
from California for its payment of demonstration grant funds to the
Foundation.

We trust this information satisfactorily answers your request. As
arranged with your office, unless you publicly announce its contents
earlier, we plan no further distribution of this report until 30 days
from the date of the report. At that time, we will send copies to inter-
ested parties nnd make copies available to others upon request.

Sincerely yours,
ELMER B. STAAT8,

Comptroller General of the United State&
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Senator NUNN. The subcommittee's report on its investigation is
full of examples of fraud and abuse of patients as well as shortcom-
ings in the present law and program administration with regard to
HMO's. I would like to make it clear that, in my view, this does not
mean that all HMO's are bad or that the program should be scrapped.

Indeed, bona fide, prepaid group practice is a viable method of
organizing, financing, and delivering health care which should be en-
couraged. To label all HMO's as bad or to suggest that the concept is
doomed on the basis of the subcommittee report would be erroneous
and irresponsible. Likewise, simply because we find some fee for service
physicians and hospitals overcharging, providing more services to
patients than they need or being convicted of fraud does not mean that
fee for service health care is bad.

I hope the Finance Health Subcommittee will perceive our report
in this overall context.

I come before you today to urge you to protect medicare and medi-
caid program funds from the kinds of fraud and abuse identified by
all the subcommittee's investigations. Your committee is to be com-
mended for placing strong safeguards against HMO abuses of the
medicare program as early as 1972.

I am also aware that similar safeguards were voted by the Senate
for the medicaid program in 1973, but that the House of Representa-
tives did not take action on the Senate bill. I think that is unfortunate.

House passage in 1973 of your committee proposal to protect medi-
caid programs from HMO fraud and abuse would have prevented
many problems with regard to title XIX that we address today. Our
report discusses the subcommittee's investigation of the prepaid health
plans receiving medicaid funds in California. At the peak of the pro-
gram there, some 54 plans provided health care services to more than
250,000 medicaid beneficiaries.

As you will recall, I have testified here on other issues involved in
our inquiry. I will not repeat those this morning, but they are part of
my prepared testimony, the complete text of which I hope would be
a part of the record.

The cornerstone of the program was the State of California's be-
lief that it would save money by contracting with these HMO's. The
General Accounting Office said in 1974 that the program might have
cost more than paying doctors' fees for the services. Almost a of the
HMO's were nonprofit corporations, but the officers and directors of
those organizations contracted with for profit companies they owned
or controlled for services needed to fulfill State contract obligations.

We found that more than half of the medicaid funds going to many
of these H]MO's were diverted from health care services through these
for-profit firms and were accounted for as administrative costs and
profits. We found in one case that the return on invested capital in one
California plan was something like 3,000 percent. These facts are quite
significant, for they show that HMO's can be manipulated to defeat
the very purpose of such organizations. HMO's offer the promise of
health care services at fixed monthly costs to the persons enrolled. By
selling its services to large numbers of people, the IMO is assured of
large amounts of cash flow.

From this pool of funds, the HMO can finance health care for
patients who need it. There is a financial disincentive to provide more
services than the patient needs.
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This is in contrast to the financial incentive in fee for service finan-
cial systems which pays health providers for each service rendered.

While there may be a financial disincentive for HMO's to overutilize,
there was evidence in California of the financial incentive to provide
less service than patients required. Some California HMO's closed
clinics on nights and week-ends which were required to remain open
under the State contracts.

One plan with nearly 100,000 enrollees, most of whom were women
and children, had only one obstetrician and no pediatrician. We found
several additional examples of poor medical services.

Instead of performing surgeries, pain-killing drugs were given to
patients. In some cases children were not immunized. Sick patients
were placed in clinic holding rooms instead of in hospitals where they
belonged.

Hospitalized patients were discharged too early. Some were the
subjects of efforts to disenroll them when their hospital stays grew
long and expensive.

In summary, the financial disincentive to provide necessary services
combined with corporate structures enabling the easy diversion of
funds can potentially turn HMO's into havens of financial and patient
abuse.

One of the subcommittee's goals in its investigation of prepayment
systems in California was to learn from the mistakes of that program
so that the lessons could be applied to Federal HMO efforts. Accord-
ing to their testimony before our subcommittee, HMO officials have
no mechanisms under the law to respond to marketing and enrollment
abuses.

They have no regulations preventing or controlling self-dealing by
HMO principals. They cannot safeguard the Federal investment in
HMO's from abusive inancial practices. They have neither a financial
auditing program nor a method to evaluate the quality of care pro-
vided in MO's, though HEW is required under the act to have such
compliance programs.

Mr. Chairman, building upon this foundation would be building on
quicksand. The administration, in its HMO bill, would liberalize medi-
care and medicaid reimbursement to HMO's and increase from $1
to $2 million the amount of grant funds and from $2.5 to $5 million
the amount of Federal loan funds an HMO can receive.

Based upon experience to date, it seems as though HEW is rewrit-
ing the old saying, double or nothing-to double and nothing, for there
is nothing, not a word-in the administration's HIMO bill that effec-
tively responds to the evidence of HMO fraud and abuse.

I would like to ask the Chairman to place in the record of this hear-
ingSenate bill 2676, the administration's HMO proposal.

Senator TALZx Fr. Without objection, so ordered.
(The material referred to follows:]
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2D SEssIoN $ 2676

IN THE SE19ATE OF THE UNITED STATES

MARCH 6 (legislative day, FEBRUARY 6), 1978

Mr. KENNEDY (for himself, Mr. SCIIWEIKER and Mr. RIBICOFF) (by request)
introduced the following bill; which was read twice and referred to the
Committees on Finance and Human Resources jointly by unanimous con-
sent

A BILL
To amend provisions of law concerned with health maintenance

organizations.

1 Be it enacted by the Senate and House of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. This Act may be cited as the "Health Main-

4 tenance Organization Amendments of 1978".

5 TITLE I-AMENDMENTS TO THE PUBLIC HEALTH

6 SERVICE ACT

'I APPROPRIATION, LOAN, AND LOAN GUARANTEE

8 AUTHORIZATIONS

9 SEc. 101. (a) Section 1304(j) of the Public Health

10 Service Act is amended (1) by striking out "1978" and

II
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1 inserting instead "1981", and (2) by striking out "1979"

2 and inserting instead "1981".

3 (b) Section 1305 (d) of that Act is amended by striking

4 out "1980" and inserting instead "1981".

5 (c) Section 1309 (a) of that Act is amended (1) by

6 striking out "and" after "1977,", and (2) by striking out

. everything after "1978" and inserting instead ", $23,910,-

8 000 for the fiscal year ending September 30, 1979, and

9 such sums as may be necessary for the fiscal years ending

10 September 30, 1980, and September 30, 1981.".

11 LIMITATIONS ON, AND EXCLUSIONS FROM, BASIC IIEALTII

12 SERVICES

13 SEC. 102. (a) The material in section 1301 (b) of

14 that Act preceding paragraph (1) is amended by striking

15 out "other than those prescribed by or under this title"

16 and inserting instead "(other than a limitation authorized

17 by the Secretary that he finds will assist in the develop-

18 ment of health maintenance organizations; and other than

19 a limitation otherwise prescribed by or under this title) ".

20 (b) Section 1302(1) of that Act is amended by in-

21 serting after the second sentence the following: "A health

22 maintenance organization may, in specific circumstances,

23 exclude from basic health services those services for which

24 the Secretary authorizes an exclusion, if the Secretary finds

25 that not including those services in those circumstances will
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1 assist in the development of health maintenance organi-

2 zations.".

3 (c) The first sentence of section 1302 (2) of that Act

4 is amended (1) by striking out "and" at the end of clause

5 (F), (2) by redesignating clause (G) as (H), and (3)

6 by inserting after clause (F) the following:

7 "(0) services that the Secretary, under the mate-

8 rial in section 1301 (b) preceding paragraph (1), or

9 under the third sentence in paragraph (1) of this sec-

10 tion, has authorized to be excluded from basic health

11 services; and".

12 LIMIT ON DIRECT CONTRACTING FOR SERVICES

13 SEC. 103. The antepenultimate sentence of section 1301

14 (b) (3) of that Act is amended-

15 (1) by striking out everything before the third

16 comma and inserting instead "A health maintenance

17 organization may not, in any of its fiscal years, enter

.18 into contracts with physicians or entities other than

19 medical groups or individual practice associations if the

20 amounts paid under such contracts for basic and supple-

21 mental health services provided by physicians exceed

22 15 per centum of the estimated total amount to be paid

23 in such fiscal year by the health maintenance organiza-

24 tion for basic and supplemental health services provided

25 by physicians", and
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1 (2) by inserting before the period ", and does not

2 apply to a health maintenance organization during the

3 forty-eight-month period beginning with the month fol-

4 lowing the month in which the organization becomes a

5 qualified health maintenance organization (within the

6 meaning of section 1310 (d) ) ".

7 ADDITIONAL REQUIREMENTS FOR HEALTH MAINTENANCE

8 ORGANIZATIONS

9 SEC. 104. (a) Section 1301 (c) (11) of that Act is

10 amended-

11 (1) by striking out the subclause designation;

12 (2) by inserting "(E) major financial and other

13 transactions among the health maintenance organization

14 and related organizations (as defined by the Secre-

15 tary) ," after "members," in subclause (D).

16 (b) Section 1301 (c) of that Act is amended-

17 (1) by striking out "and" at the end of clause

18 (10),

19 (2) by striking out the period at the end of clause

20 (11) and inserting instead "; and", and

21 (3) by adding after clause (11) the following:

22 "(12) provide the Secretary (A) in any case in

23 which the health maintenance organization is related to

24 another organization by common ownership or control,

25 an annual consolidated financial statement, and, in all
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1 other cases, an annual financial statement, and (B) with

2 respect to any major financial or other transaction be-

3 tween the health maintenance organization and a related

4 organization (as defined by the Secretary), a certifi-

5 cation that the terms of the transaction are at least as

6 favorable to the health maintenance organization as they

7 would have been if the transaction had occurred between

8 the health maintenance organization and an entity not

9 related to the health maintenance organization.".

10 (c) This section is effective one hundred and eighty days

11 after the enactment of this Act.

12 REPEAL OF CERTAIN RESTRICTIONS

13 SEC. 105. (a) (1) Section 1303 (c) of that Act is

14 repealed.

15 (2) Section 1303 (d) of that Act is amended-

16 (A) in paragraph (1), by striking out "paragraph

17 (2) " and inserting instead "subsection (d)",

18 (B) by striking out " (d) (1)" and inserting instead

19 " (c)",

20 (C) by striking out " (2)" and inserting instead

21 (d) ", and

22 (D) by redesignating subparagraphs (A) and (B)

23 as paragraphs (1) and (2), respectively.

24 (h) (1) Sectioi. 1304 (d) of that Act is repealed.

25 (2) Section 1304 (c) of that Act is amended-
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1 (A) in paragraphs (1) and (2) , 1)y redesignating

2 clauses (A) and (B) as clauses (1) and (2), re-

3 spectively,

4 (B) by repealing the paragraph designation "(1)",

5 and

6 (C) by redesignating paragraph (2) as subsec-

7 tion (d).

8 (c) Sections 1303(i) and 1304(k) of that Act are

9 repealed, but any funds available for obligation under section

10 1303 (i) or 1304 (k) at the time of enactment of this Act

11 shall remain available for obligation until the end of the fiscal

12 year in which enactment of this Act occurs.

13 (d) Subsections (e) and (f) of section 1305 of that

14 Act are repealed.

15 (e) (1) Section 1306(1)) of that Act is amended (Ak)

16 by repealing clause (2), (B) by renumbering clauses, (3)

17 through (8) as (2) through (7), and (C) by striking out

18 "paragraph (3)" in the last sentence and inserting instead

19 "paragraph (2)".

20 (2) The second sentence of section 1307 (b) of that

21 Act is amended by striking out "section 1306 (b) (3) " and

22 inserting instead "section 1306 (b) (2) ".

23 INCREASED SCOPE AND AMOUNT OF GRANTS, CONTRACTS,

24 AND LOAN GUARANTEES FOR INITIAL DEVELOPMENT

2,55 COSTS
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1 SEC. 106. (a) Section 1304 (b) (1) of that Act is

2 amended by inserting "(including health maintenance orga-

3 nizations) " after "entities" each place it occurs,

4 (b) The first sentence of section 1304(b) (3) of that

5 Act is amended by striking out "one-year" and inserting

6 instead "three-year".

7 (c) Section 1304 (f) (2) (A) of that Act is amended

8 to read as follows:

9 "(A) $2,000,000, and".

10 INCREASE IN LIMITS FOR LOANS AND LOAN GUARANTEES

11 FOR INITIAL OPERATION COSTS

12 SEC. 107. Section 1305 (b) (1) of that Act is amended

13 (1) by striking out "$2,500,000" and inserting instead

14 "$5,000,000", and (2) by striking out "$1,000,000" and

15 inserting instead "$2,000,000".

16 LOANS AND LOAN GUARANTEES FOR THE CONSTRUCTION

17 OF AMBULATORY HEALTH CARE FACILITIES

18 SEC. 108. (a) (1) Section 1305 (b) (1) of that Act

19 is amended by striking out "this section" each place it occurs

20 and inserting instead "subsection (a) ".

21 (2) Section 1305 (b) (2) of that Act is amended by

22 inserting "or subsection (b) " after "subsection (a) ".

23 (b) Subsections (b) through (d) of section 1305 of

24 that Act are redesignated subsections (c) through (e).

31-631 0 - 78 - 6
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1 (c) Section 1305 of that Act is amended by adding

2 after subsection (a) the following:

3 "(b) The Secretary may-

4 "(1) make loans to public or private entities (in-

5 eluding health maintenance organizations) to assist them

6 in the acquisition, construction, or renovation of, or the

7 purchase of equipment for, ambulatory health care facil-

8 ities for health maintenance organizations, and

9 "(2) guarantee to non-Federal lenders payment of

10 the principal of and the interest on loans made to private

11 entities (including health maintenance organizations) to

12 assist them in the acquisition, construction, or renova-

13 tion of, or the purchase of equipment for, ambulatory

14 health care facilities for health maintenance organiza-

15 tions.".

.16 ADMINISTRATIVE LOCATION OF QUALIFICATION

17 AND COMPLIANCE ACTIVITIES

18 SEC. 109. (a) Section 1310 (h) of that Act is amended

19 to read as follows:

20 "(h) The administration of the duties and functions of

21 the Secretary, insofar as they involve making determinations

22 as to whether an organization is a qualified health mainte-

23 nance organization within the meaning of subsection (d),

24 shall be integrated with the administration of section 1312.".

2.5 (b) Section 1312 (c) of that Act is repealed.
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1 REPEAL OF LIMITATION ON SOURCE OF FUNDING FOR

2 IIEALTII MAINTENANCE ORGANIZATIONS

3 S.c. 110. Section 1313 of that Act is repealed.

4 HEALTH MAINTEN.NCE ORGANIZATIONS UNDER A

5 STATE ('ERTIFICATE OF NEEI) PROORAM1

6 Sic. I tl. (a) The second sentence of section 1523 (a)

7 (4) of the Act is almended by striking out "services, facili-

8 ties, and orgaiiizations" each place it occurs and inserting

9 instead "services and facilities".

10 (b) Section 1531 (5) of that Act is amended by strik-

11 ing out "and health maintenance organizations" and "and

12 organizations".

13 REVIEW OF FACILITIES, EQUIPMENT, AND SERVICES

14 OF HEALTH .MA1NTI'NANCE ORGANIZATIONS

15 Six. 112. (a) Section 1532 (c) of that Act is

IG amended-

17 (1) in the material preceding paragraph (1), by

18 striking out "Criteria" and inserting instead "Except as

19 provided in subsection (d) , criteria",

20 (2) by striking out paragraph (8),

21 (3) by renumbering paragraph (9) as (8), and

22 (4) by striking out the last sentence.

23 (b) Section 1532 of that Act is amended by adding

24 at the end the following:

25 "(d) Criteria required by subsection (a) for health

S. 2676-2
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1 systems agency and State agency review, in relation to the

2 facilities, equipment, or services of health maintenance

3 organizations (as defined in section 1301), shall include

4 only those criteria specified by the Secretary, and shall be

5 consistent with the standards and procedures established by

6 the Secretary under section 1306 (c) .".

7 (c) This section is effective one hundred and eighty

8 days after the enactnent (if this Act.

9 TITLE II-AMENDMENTS TO TITLES XI AND

10 XVIII OF TIE SOCIAL SECURITY ACT

11 CAPITAL EXPENDITURES LIMITATION A APPLIED TO

12 IIEALTIH MAINTENANCE ORGANIZATIONS

13 SEC. 201. Section 1122 of the Social Security Act is

14 amended-

15 (1) by striking out "or health maintenance orga-

16 nizations" each place it occurs,

17 (2) by striking out "or health maintenance orga-

18 nization" each place it occurs, and

19 (3) in subsection (d) (2), by striking out "or

20 organization, or of any facility (if such organization,".

21 ADMINISTRATIVE LOCATION OF 31EDICAI0E IIEALTII MAIN-

22 TENANCY ORGANIZATION ACTIVITIES

23 SEC. 202. (a) Section 1876 (b) (2) (A) of that Act is/
24 amended by striking out "and/in the Office of the Assistant

25 Secretary for Health".
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1 (b) Section 1876 (b) (2) (B) of that Act is amended

2 by striking out "Commissioner of Social Security" and insert-

3 ing instead "Adminiistrator, Health Care Financing Adminis-

4 tration".

5 IMEQUIIUEMEXT UNDER MEDICARE FOR ENROLLMENT BY

6 hIEALTI 3IAINTENAXCE ORGANIZATIONS OF INDIVID-

7 UALS UNIER SIXTY-FIVE

8 .202). Sctiu I 1876 (h) (2) of that Act is amended

9 to read as fillows:

10 " (2) Paragraph (1) shall not apply to a health main-

11 tenance organization-

12 "(A) that is a public health maintenance

13 organization,

14 "(B) that has received a grant under section 330

15 of the Puhlic Health Service Act in the current or pre-

16 ceding calendar year, or

17 " (C) to which the Secretary, for good cause shown,

18 has granted a waiver from the application of paragraph

19 (1).".

20 PAYMENTS TO HEALTH MAINTENANCE ORGANIZATIONS

21 UNDER MEDICARE

22 SE. 204. (a) Section 1876(a) (1) of that Act is

23 amended-

24 (1) by striking out "and" at the end of clause

25 (A),
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1 (2) by striking out the period at the end of clause

2 (]1) and inserting instead ", and ", and

3 (3) by adding at the end the following new clause:

4 "(C) for services provided under part A for idi-

viduals enrolled with such organization pursuant to sub-

6 section (e) who are entitled to hospital insurance bene-

7 fits under part A but who are not enrolled for medical

8 insurance benefits under part 1B.".

9 (1) Section 1871 (a) (2) of that Act is amended to

10 read as follows:

11 " (2) The Secretary shall ainnally determine a per

12 capita rate of payment for each health maintenance organi-

13 nation. The rate shall be equal to 95 percent of the adjusted

14 average per capita cost. Each month the Secretary shall pay

15 each such organization its rate, in advance, for each individ-

16 ail emolled with it plu.'isant to subsection (e) .".

17 (c) Section 1876 (a) (3) of that Act is amended to

18 read as follows:

19 "(3) -'hie term 'adjusted average per capita cost' means

20 the average per capita amount that the Secretary estimates

21 (on the basis of actual experience, or retrospective actuarial

22 equivalent based upon an adequate sample and other infor-

23 iatioal and data, in the geographic area served by a health

24 maintenance organization or iii a similar area, with appro-

25 priate adjustments to assure actuarial equivalence) would be



83

13

1 payable in any contract year for services covered under this

2 title and types of expenses otherwise reimbursable under this

: title (including administrative costs incurred by organizations

4 described in sections 1816 and 1842) if such services were

5 to be furiiished by other thain a health maintenance

G organization.".

7 (d) Tic first sentence of section 1876 (a) (4) of that

9 Act is amended by striking out "Sulparagralh" and insert-

9 ing i, instead "subsection".

10 (e) Section 1876 (b) (1) of that Act is amended-

11 (1) in clause (A), by (A) inserting "part A

12 or" before "part B", and (B) by striking out "sub-

1:3 paragraph (A) or (B)" and inserting instead "sub-

14 paragraph (A), (B), or (C)", and

15 (2) in clause (C), by (A) inserting "and" at

16 the end of subelause (i), (B) striking out subelause

17 (ii) , and (C) redesignating subelause (iii) as (i).

18 (f) Section 1876 (c) of that Act is amended-

19 (1) in the material preceding clause (1), by (A)

20 striking out "risk sharing", and (B) striking out "sub-

21 section (i) (2) (A) " and inserting instead "subsection

22 (i) ",and

23 (2) in clause (2), by-

24 (A) inserting "and in the case of an individual

25 who is entitledto hospital insurance benefits under
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1 part A but wlo is not enrolled for medical insur-

2 ance benefits under part B," after "part B,", and

%(B) inserting "or section 1812, respectively"

4 before the period.

5 (g) Section 1876 (e) of that Act is amended to read

6 as follows:

7 "(e) An individual may enroll with a health mainte-

8 nancy: organization tinder this section as may be prescribed

9 in regulations, and may terminate his enrollment with a

10 health maintenance organization as of the beginning of the

11 first calendar month following a full calendar month after

12 lie has requested termination.".

13 (h) Section 1876 (g) (1) of that Act is amended by

14 inserting "the applicable clause of" before "subsection (c)".

15 (i) Section 1876(g) (2) of that Act is amended to

16 read as follows:

17 " (2) If the health maintenance organization provides

18 to its enrollees under this section services in addition to

19 those described in the applicable clause of subsection (c),

20 the portion of its premium rate or other charges for the

21 services described in the applicable clause of subsection (c)

22 shall not exceed the actuarial value of the deductible and

23 coinsurance which would otherwise be applicable to such

24 enrollees under part A and part B if they were not enrolled

25 under this section, the portion of its rate or other charges
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1 for other services described in subsection (c) shall not ex-

2 ceed the adjusted community rate (as defined in subsection

3 (i) (2) (B) , but without adjustment for any deductible or

4 coinsurance) for those services, and the remaining portion

5 of its premium rate or other charges shall not exceed what

6 that portion of the rate or other charges would be if the

7 enrollees were not entitled to hospital insurance benefits

8 under part A or enrolled for medical insurance benefits

9 under part B.".

10 (j) Section 1876(i) (1) of that Act is amended to

11 read as follows:

12 " (i) (I) The Secretary is authorized to enter into a

13 contract with any health maintenance organization which

14 undertakes to provide the benefits described in subsection

15 (c) to individuals enrolled with such organization pursuant

16 to subsection (e).".

17 (k) Section 1876 (i) (2) of that Act is amended to

18 read as follows:

19 " (2) (A) The contract shall provide that, if the ad-

20 jiisted community rate for an individual enrolled with the

21 organization pursuant to subsection (e) is less than 95 per-

22 cent of the adjusted average per capita cost (as defined in

23 subsection (a) (3) ) , further adjusted to reflect the indi-

24 vidual's enrollment under part A, part B, or both parts A

25 and B, the health maintenance organization shall provide



86

16

1 to the individual reduced charges, additional services, or sonic

2 combination of reduced charges and additional services,

3 that tie Secretary finds are at least equal in value to the

4t difference between 95 percent of the adjusted average per

5 capita cost, as so further adjusted, and the adjusted corn-

6 munity rate.

7 "(B) The term 'adjusted community rate' means the

8 rate of payment which the Secretal estimates would apply

.) to an individual enrolled with a health maintenance organiza-

10 tion pursuant to subsection (e) for the benefits described in

11 the applicable clause of subsection (c) if the rate of payment

12 were determined under a 'community rating system' (as de-

13 fined in section 1302 (8) of the Public Health Service Act,

14 other than subparagraph (C)), but adjusted for the ap-

15 plicable deductible and coinsurance under parts A and B

16 and for characteristics of the population eligible for benefits

17 under those parts.".

18 (1) Section 1876 (i) (6) is amended (1) by inserting

19 "and" at the end of clause (A), (2) by striking out clause

20 (B), and (3) by redesignating clause (C) as (B).

21 (m) Paragraph (3) of section 1876 (i) of that Act is

22 repealed, and clauses (4) through (6) are renumbered as

23 clauses (3) through (5).

24 (n) Section 1876 of that Act is amended by adding at

25 the end the following new subsection:
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1 "(1) If an individual is enrolled pursuant to subsection

2 (e) with a health maintenance organization with which the

3 Secretary has entered into a contract under this section,

4 neither the individual nor any other person or entity (except

5 for the health maintenance organization) shall be entitled

6 to receive payments from the Secretary under this title for

7 services furnished to the individual.".

8 (o) Section 1833 (a) (1) (A) of that Act is amended

9 by inserting "(other than a health maintenance organiza-

10 tion as defined in section 1301 of the Public Health Service

11 Act)" after "organization" the first place it occurs.

12 (p) The amendments made by this section shall apply

13 with respect to services furnished on or after the first day

14 of the twenty-fifth calendar month which begins after the

15 date of enactment of this Act, or earlier with respect to any

16 health maintenance organization if the Secretary and the

17 organization so request, but shall not apply, with respect to

18 services furnished by a health maintenance organization to

19 any individual who is enrolled pursuant to section 1876 (e)

20 of the Social Security Act with that organization and at

21 the time the organization first enters into a contract subject

22 to the amendments made by this section, unless the individ-

23 ual requests determines at any time that the amendments

24 should apply to all members of the health maintenance

25 organization because of administrative costs or other admin-
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1 istrative burdens involved and so informs in advance each

2 affected member of the health maintenance organization.

3 HEALTH MAINTENANCE ORGANIZATION PARTICIPATION

4 IN MEDICAID

5 SEC. 303. (a) Section 1902 (a) of that Act is

6 amended-

7 (1) by striking out "and" at the end of paragraph

8 (39),

9 (2) by striking out the period at the end of para-

10 graph (40) and inserting instead "; and", and

11 (3) by adding after paragraph (40) the follow-

12 ing new paragraph:

13 "(41) provide that the State will enter into a

14 provider agreement with any health maintenance orga-

15 nization which requests such an agreement under which

16 the State will make payments to" the health mainte-

17 nance organization for services and benefits covered

18 under the State plan and provided by the health main-

19 tenance organization to any individual eligible for beno-

20 fits under the State plan who chooses to enroll with,

21 and is accepted for enrollment by, the health mainte-

22 nance organization.".

23 (b) Section 1903 (m) of that'Act is amended by strik-

24 ing out the first word and inserting instead "For purposes

25 of this title, the".
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1 (e) (1) The amendments made by this section shall

2 (except as otherwise provided in paragraph (2) ) apply

3 to medical assistance provided, under a State plan approved

4 under title XIX of that Act, on and after the first day of

5 the first calendar quarter that begir~s more than six months

6 after the date of enactment of this Act.

7 (2) In the case of a State plan for medical assistance

8 under title XIX of that Act which the Secretary determines

9 requires State legislation in order for the plan to meet the

10 additional requirements imposed by the amendments made

11 by this section, the State plan shall not be regarded as failing

12 to comply with the requirements of such title solely on the

13 basis of its failure to meet these additional requirements be-

14 fore the first day of the first calendar quarter beginning after

15 the close of the first regular session of the State legislature

16 that begins after the date of enactment of this Act.

17 PAYMENTS TO IEALTI[ MAINTENANCE ORGANIZATIONS

18 UNDER MEDICAID

19 SC. 304. (a) Section 1903 (ni) of that Act is amended

20 by adding at the end the following new paragraph:

21 "(4) (A) No payment may be made under this title

22 to a State with respect to expenditures incurred by it for

23 payment for services provided by a health maintenance

24 organization, unless payment by the State for services was

25 made pursuant to a provider agreement between the State
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1 and the health maintenance organization that meets the re-

2 quirement of subparagraph (B)

3 "(B) The agreement referred to in subparagraph (A)

4 shall contain the following terms:

5 "(i) The Secretary shall annually determine a per

6 capita rate of payment for each health maintenance or-

7 ganization with which a State has contracted. The rate

8 shall be equal to 95 percent of the adjusted average per

9 capita cost. Each month the State shall pay each such

10 organization its rate, in advance, for each individual

11 enrolled with the organization who is eligible for bene-

12 fits under the State plan. The term 'adjusted average

13 per capita cost' means the average per capita amount

14 that the Secretary estimates (on the basis of actual ex-

15 perience, or retrospective actuarial equivalent based

16 upon an adequate sample and other information and

17 data, in the geographic area served by a health mainte-

18 nance organization or in a similar area, with appropriate

19 adjustments to assure actuarial equivalence) would be

20 payable in any agreement year for services and benefits

21 covered under the State plan and types of expenses

22 otherwise reimbursable under the State plan if such

23 services and benefits were to be provided by other than

24 a health maintenance organization.

25 "(ii) The health maintenance organization shall
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1 provide to, or arrange to have provided to, each in-

2 dividual enrolled with the organization who is eligible

3 for benefits under the State plan the services and bene-

4 fits covered under the State plan.

5 "(iii) An individual may terminate enrollment with

6 a health maintenance organization as of the beginning

7 of the first calendar month following a full calendar

8 month after he has requested termination.

9 " (iv) If the adjusted community rate for an indi-

10 vidual enrolled with the organization who is eligible for

11 benefits under the State plan is less than 95 percent of

12 the adjusted average per capita cost (as defined in

13 clause (i) ) , the !_.ealth maintenance organization shall

14 provide to the individual additional services or benefits

15 that the State and the organization have agreed upon

16 and that the Secretary finds are at least equal in value

17 to the difference between 95 percent of the adjusted

18 average per capita cost and the adjusted community

19 rate. The term 'adjusted community rate' means the rate

20 of payment which the Secretary estimates would apply

21 to an individual enrolled with a health maintenance

22 organization who is eligible for benefits under the State

23 plan if the rate of payment were determined under a

24 'community rating system' (as defined in section 1302

25 (8) of the Public Health Service Act, other than sub-
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1 paragraph (C)), but adjusted for characteristics of the

2 population eligible for benefits under the State plan.

3 "(v) Such additional terms as the State and the

4 health maintenance organization may agree upon,

5 except such terms the Secretary finds will impede the

6 development of health maintenance organizations.".

7 (b) The amendments made by this section shall apply

8 to medical assistance provided, under a State plan approved

9 under title XIX of that Act, on or after the first day of the

10 first calendar quarter that begins more than twenty-four

11 months after the date of enactment of this Act.
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Senator NUNN. In the face of overwhelming evidence, IIEW pre-
sented Congress legislation which does not. respond to HMO fraud and
abuse. Instead, HEW would increase funding to HMO's and repeal
the present method of reimbursing HMO's for the care of medicare
beneficiaries.

In its place, HEW would pay HMO's 95 percent of the average per
capita fee-for-service costs of medicare. The same reimbursement
would apply to medicaid under the proposal.

In arriving at the proposed reimbursement rate, the areawide costs
of the fee-for-service program, including the Government's cost of
program administration, for example, carrier and intermediary costs,
would be determined. Ninety-five percent of this sum would e com-
puted on a per capita basis and paid to the HMO.

This calculation would amount to approximately 100 percent of the
fee-for-service costs for medical services. The only savings to the Gov-
ernment would be the, administrative costs of fee for service.

This overall administration reimbursement proposal raises a rather
interesting question. Why should the Federal Government give orga-
nizations $2 million in grants and $5 million in loans to set up Health
Maintenance Organizations and then pay them an amount equal to
fee for service for providing care to medicare and medicaid
Beneficiaries?

Mr. Chairman, as you well know, your subcommittee considered in
1972 a proposal to pay HMO's 95 percent of the medicare fee for serv-
ice levels and you wisely rejected that proposal. It was resurrected in
the administration's proposal which has its root in an HEW confer-
ence to review legislation and regulations governing HMO contracting
with medicare and medicaid on September 23,1977.

One of the advocates of the proposal is James Lane, counsel to the
Kaiser Foundation Health Plan. I offer Mr. Lane's paper for inclusion
in the record.

Senator TALMADGE. Without objection, it will be included in the
record at this point.

[The material referred to follows:]

EI.NCOURAGING lBIO PARTICIPATION IN MIEDICARE AND MEDICAID

(Presentation to Conference to Review Legislation and Regulations Governing
lMO oritraeting for Medicare and Medicaid.)

(By Jajines A. Lilie, Counsel, Kaiser Foundation health Plan, Inc.)

The purpose of this paper is to discuss the issues which should be addressed In
developing provisions to encourage a substantial increase in participation by
health maintenance organizations (liMOs) in the Medicare and Medicaid pro-
grams as part of tho basic policy of the Administration to encourage the develop-
ment and growth of lIMOs because they are a cost-effective alternative to the
predominant fee.for-service health care delivery system.

The discussion is based largely upon the direct, extensive experience of the
Kaiser-Permanente Medical Care Program In operating group-practice HMOs;
in serving os n provider of care to Medicare and Medicaid beneficiaries and par-
tepating in the development of federal and state statutes, regulations and
lioli .les concerning liMOs.

The Kaiser-Permanente Program had over 140.000 Medlca'e nenibers in Its
six Regions as of December. 1976. It had four Medicaid contracts with the states
of California, Oregon, Washington and Hawaii covering over 28,000 Medicaid
recipients as of December. 1976.

31-631-78---7
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The Program receives payment for Part A services provided to its Medicare
uteiliers oil tihe basis of the cost of such services determined retrospectively
using standard Medicare rules. Part B payments are based on retrospective cost
determination in accordance with the group practice prepayment plan provision
of the Medicare Act. Medicare members are enrolled in a supplemental plan
which covers tile deductible and coinsurance amounts not covered by Medicare
and provides services such as preventive health services and outpatient drugs,
which Medicare does not cover. Thus, Medicare does not pay the Program a
prospectively determined rate, which Is the usual way in which the Program
receives lyment; nor does the Program have any contracts under Section 1870
of the Act (the Medicare HMO provision).

The Program's Medicaid contract provide for determination of the anlount of
payment on a prospective basis and to that extent are consistent with th6 Pro-
gram's basic niethod of operation. In addition, the Program provides services to
Medicaid recipients on a fee-for-service basis. For example, the revenue from
providing services to Medicaid recipients on a fee-for-service basis In the North-
rern California Region where there is no prepaid contract was approximately $2.7

million in 1976.
Although the Program's total Medicare and Medicaid membership is substan-

tial compared to the total size of most HMOs, it is less than six percent of tile
Program's total membership and most of the Medicare members were members of
Kaiser Foundation Ilealth Plan before they entitled to Medicare.

The Program has not made substantial efforts to enroll Medicare members who
are not already members, or to enroll Medicaid members for the following
reasons:

MEDICARE

1. There :re iulldejuiate or uncertain lil'Leflt m- rtte itientives for non-Progrlil
ieinbvrs to join the Health Plan;

2. The existing payment provisions (§ 1815, 1&33 and 1876) are inconsistent
with the Program's basic method of operation because they involve retroactive
determination of the amount of payment, nn Irrational method for Program plan-
ning and operation, Instead of paying on a periodic rate basis;

3. The "lock-In" requirements of § 1.76 would be difficult, If not impossible to
impose upon the lrogram'.s existing Medlcare menmiiers.

MEDICAID

1. There are inldequate benefit i incentives for non-Prograw members to join
the lHe-alth Plan;

2. The Mfedicaid program, and especially the prepaid health plait (PP) pro-
gram in California has a history of administrative and payment instability and
it is not in the best interests of the Program to have significant numbers of mem-
hers enrolled as members of a group that is subject to uncertain administration.
This problem can be equally troublesome to Medicaid beneficiaries;

3. The PHP program in California has imposed special, different and often un-
realistic and irrelevant requirements oil participating lIMOs and continues to
propose new requirements of similar character.

The interest of group practice lIM[Os in substantially increasing their particl-
pation in Medicare and Medicaid will depend upon the extent to which those
programs are changed to have lIMO provisions which are consistent with the
mode of operation of organized systems of care which have been successful.'
This means that Medicare and Medicaid must have provisions which allow ar-
rangements that are comparable to those of the major group purchasers which
offer group practice HMO coverage to their employees or beneficiaries.

Those group purchasers pay for lIMO benefit packages on a periodic rate basis,
not on a cost basis subject to retrospective adjustments. In addition, the amount
of payment by the group is such that the differences In cost among the choices
available Is evident to the group members so they are aware of and may choose
co4,-effective alternatives. For example. the Federal Employees Health Benefits
Program offers a wide choice of plans to federal employees, bt makes the some
.ontribution toward the rate of each plan. The employee must pay the difference

between the federal contribution and a plan', rate. and the employee's payment
may vary smiibitantially from plhn to pl..

Both Part A and Part B of MNdlearp and Nfelicnil vere rPIst nfl to mesh with the
traditional fee-for-service and eost relmbursement methods of payment.
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A major reason for members joining the Kaiser-l'ermaneite Program is that
it is able to provide a more comprehensive benefit package for comparable pay-
meats than other health benefits carriers. Th!s difference is apparent to persons
making choices because the Program offers a more comprehensive benefit package,
lower out-of-pocket costs or a lower contribution rate for comparable benefits, or
some combination of these economic advantages.

The Kaiser-Perniente Program is able to provide more benefits for the, sane
rate because it assures appropriate utilization of services, especially hospital
services (See Attachment A). Thus, the members of the Program use substan-
tially fewer hospital days per thousand persons than comparable fee-for-service
pol)ulatiolls, so they do not have to pay for unnecessary hospital days. The savings
accrue to the members in the form of increased benefits or lower rates.

A similar difference In utilization exists in the Medicare program. Health Plan
Medicare members use substantially fewer days than Medicare beneficiaries who
obtain services from fee-for-service providers (See Attachment 13). However,
under existing Medicare reimbursement provisions., all savings accrue to Medi-
care and not to the Medicare members of the Health Plan.

The critical factor in increasing the number of Medicare and Medicaid bene-
ficiaries enrolled it HMOs Is to provide sufficient incentive for them to enroll in
an HMO when to do so means that they will have to accept less freedom of choice
of physicians and hospitals than they may now have. This can be accomplished
by paying IMOs the savings resulting from their efficiency which they may pass
on to their Medicare and Medicaid members in the form of added benefits or lower
rates or both. However, this requires paying HIMOs more than "cost" for provid-
Ing Medicare or Medicaid covered services and will result in HMO members re-
ceiving greater benefits than other Medicare beneficiaries. Although this is con-
trary to the basic manner in which Medicare and Medicaid operate, it is essential
if IIMO participation in those programs is to be increased. Incentives for enroll-
ment in cost-effective systems are a basic requirement for significant delivery
system reform.

There are a number of methods and formulas for paying IMOs, but there are
two principles that are essential for the active particilation of IIMOs on a risk
basis. They are:

1. The rate should be determined prospectively and should be on a per capita
basis. Both the lIMO and the Medicare or Medicaid programs should know what
the rate will be in advance. This will allow each to plan and budget accordingly.

2. The rate should include the savings which an IIMO creates through its
operational efficiencies when compared to non-HO costs In the area. The sav-
ings should be used to provide added benefits or lower rates to encourage persons
to join the HMO.

The setting of the rate will involve a trade off between maximum expansion of
Medicare and Medicaid membership in IMOs and minimum short-term costs to
the Medicare and Medicaid programs. If the rate includes little or none of the
savings of an HMO, there will he little or no way for an HMO to provide added
benefits or lower rates and little incentive for persons to join the lIM10. There
will appear to be the potential for substantial cost reduction in the Medicare
and Medicaid programs, but unfortunately such reduction will not materialize
because of limited membership expansion. If the rate includes all, or most of the
savings of an HMO, the HMO may provide greater benefits or lower rates which
will result In greater Incentives for beneficiaries to join the 1IMO. Cost reduction
in Medicare and Medicaid is not the only reason for HMO expansion. In addi-
tion, there will be immediate savings to new IIMO members and to the total
health care economy.

To determine the amount of lIMO savings, the adjusted community rate of the
HMO should be subtracted from the adjusted average per capita cost in the same
area (AAPCC). The adjusted community rate should be the IIMO's community
rate for non-Medicare and non-Medicaid members with appropriate actuarial,
benefit, time and complexity adjustments. Under current law, only qualified HMOs
may participate on a prepaid basis in Medicare and Medicaid; they must have
over 50 percent non-Medicare and non-Medicaid members; the rates for such
members must be developed through a community rating system. Using this sys-
tent as one of the bases for rates will assure that they are reasonable tecaume
they will be based upon the rates an l1MO develops in order to meet its financial
requirements and to attract non-Medicare and non-Medicaid members. It also
will eliminate any need for the costly audits which are Involved In retrospective
cost payment methods.



The AA L'(C should be similar to lie tne set forth ii § 1876. It should be
modilied to be based on the per capital costs to Medicare or Medicaid of obtaining
the covered services from non-liMO providers in the area, Including administra-
ivve cOsts, with appropriate aljurstmtents for age, sex and disability status

4ifferences.
Time following tire other iiiiprtant issues whihl need to be addressed.
IDevelopinent of service caiaildllty.v-J'he lIMOs which have demonstrated the

greatest cost eo(nitlii rn1enit calalnility are prepaid group practice plans such as
Ilie Kaiser-Perinanente Program. They are organized systems of health (are
delivery which assni:ue the responsibility for organizing the health care resources
their members need. Tie resources necessary to provide services to Medicare
beneficiaries and adult category Medicalid recijilei ts are substantially greater
than those needed for th, average lIMe nieriber. Therefore, ally significant ex-
i)ansion of lIMO membership for such Individuals will require a substantial
expansion of an lMe's service capability.

However, this will lie occurring at the Ni inc I line that federal and state govern-
itient are embarking on programs to severely linit or halt the expansion of
health care service capability. The major hospital cost containment proposals
Iiefore Congress exempt I1M ) hospitals from their provisions. and it is Imperative
that these exeniptiolis be retailed. However, this is not true of P.L. 93-641, § 1122
(of the Social Security Act and numerous existing or proposed state certificate
or ned ind hospital rate regulation programs. There is a rval danger that liMe's
expansion projects will be caught in the web of capital expenditure controls and
will be either halted or seriously delayed so that even with adequate rymrnelit
provisions, Medicare and Medicaid membership growth will bN, limited.

It Is essential that this issue lie addressed at the same time that the Irayneil
provisions are modifled. It requires major revision in the lIMe provisions of
lIre certificate of nced reqnilrenient of P.L. 93-MIl mnd § 1122 tind any state
hospital cost eontainment programs which request delegationi under a federal
Irograrn should Lie required to exempt lIMO hospitals.

Mcdivaid rate 8v1tiny sytcm.-If a satisfactory method of determilning Medi-
care rates is designed. it shohill lie applied to Medicaid to the extent appropriate.
§ 1870 in Its present form should not be applied to Mediclid. In any event, Medic-
:•d programs should lie required to develop rate setting methods which are
Ilhtdiig upon theii and result in the determination of the layiient level sufli-
,iently iii advance of flie 1IMO contract date for the lIMO to plan accordingly.

Medicare loc'-in.-§ 1876 require. nuemibers of risk bIs!s IIMOs to receive all
Medicare services or painyments from or through tire lIMO, not front the Medicare
program. This Is different from the existhlig Medlicare irogrami under wilch
M ted lea re relmli u rses beneficiaries for out-of-pln i services.

The change iit coverage will create sulistantlal administrative and conniunila-
lion problems for 1IMOs and their existing nienibers. These rat lie resolved by
allowing lIMOs to have a risk-basis contract for irew mnemblers and a cast con-
tract for those nemliers who are covered at the tiie the first risk-basis con-
tract Is entered Into. hit do not choose to be locked in.

This nlsn would n minniinize the Increased cost to Medlicarv whie'h would result
if all existing Medicare urembrs of an IINIO entering into a risk-basis contract
were required to lie locked in. Because most existing ineiriers wouId not choose
to become locked in. at least initially. the "savings" due to their metlbership
wvouhl coninue to) accrue to Medicare. 'Thus, the initial cost to Medicare of an
,xistlritr mature IIMO entering into a risk-basis contract wonmld lie reasonably

sn01 nnd would lie offset by increased Medicare membership in the lIMO.
11.1fOf o ri 9ig.-Tn order for Medicare and Medicaid beneficiaries to enroll In

lIMOs. they must know that such an option is available to them. and its ad-
va,itages and disadvantages. To date, tihe inechianisrs for aneomplishimg this
a re poor.

The method used Iby lIMOs in enrolling employed grmnips is vorth considera-
lon. In the group setting. ani employee is offered options hniiding ann lIMO
option based on an informed choice. when lie or srle weomes eligible for health
Ibenefits. This would appear to be a strand approac-h for the Medicare rind Medieaid
programs provided that enrolineit does not exceed an ITMO's capacity. In ad-
dition, It would eliminate the need for door-to-door sollht:ntion which has led to
alMises in (alifornia's preliiad health plan program.

Additinal rcqulrcnnt.R.--IlMOs participating in the Medicare and Medicaid
prograns on a prepaid lbasis will have to lie federally qualified and will have to
meet the reqrirenents of state lileensing statutes such as the Knox-Keene Health
Care Service Plan Act il Callfortnia. Neverthehess. there is a tendency, especially
it 'Medicald in Califiria, to place additional requlrements upon iMOs. Too
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often this occurs without adequate justification for the added costs. Serious con-
sideration should be given to liniting the added requirements which a state may
impose to those which are approved by the Secretary.

The above dicussion indicates that significant changes are needed in order to
attract active IHMO partleipation fin Medicare and Medicaid and may lead to the
conclusion that the Kniser-Permauente experience with government agencies has
been largely unsatisfactory. The opposite is true. We have over 15 years experi-
ence with federal, state and local government employee health benefits programs.
Over 350,000 of the Program's members are enrolled through the Federal Em-
ployee Health Benefits Program and over 750,000 of the Program's members In
('alifornia are enrolled through state and local government employee programs.
The contrast with Medicare and Medicaid should lead to the conclusion that
HMO iartcipation will be Increased to the extent the Medicare and Medicaid
IIMO provisions are modified to more closely resemble group health benefits pro-
-rams, Including those for government employees.

This required that:
(1) lIMO rates he determined prospectively:
(2) IIMO rates include the savings from their operational efficiencies so that

Ihey may be used to provide incentive for new members to join HMOs ;
(3) Medicare and Medicaid beneficiaries be offered the option of Joining HMOs

in their area; and
(4) Requirements beyond those in the HMO Act and state licensing statutes be

kept to a minimum.
ATTACHMENT A

APPENDIX TABLE 14.-KAISER FOUNDATION HEALTH PLAN, NORTHERN CALIFORNIA REGION, 1974 HOSPITAL
UTILIZATION DATA. AGE AND SEX ADJUSTED TO SELECTED POPULATION DISTRIBUTIONS

KFHP Northern California Region Percentale distribution

Northern Cali-
Percent fornia region CalIfornia

Hospital days Discharges distribution resident resident Total U.S.
per 1,000 per 1,000 membership Dopulation populatIon popultion

Age group per year per year (n =1,188,621) (n=5,815,000)2 (n-20,64,000)' (n-212,i60,000)4

7.4
9.2
11.0
10.1
8.0
9.7
8.4
6.5
5.9
5.8
5.7
4.5
3.4
2.1
1.3
.7
.3
.I

100.0

7.4
7.9
9.6
9.0
&8
8.4
7.3
5.9
5.7
5.9
6.0
4.9
4.1
3.2
2.4
1.7
1.1
.8

100.0

8.0
8.0
9.6
9.3
8.7
8.3
7.1
5.6
5.5
5.7
5.8
4.8
4.1
3.3
2.6
1.8
1.1
.8

100.0

8.0
8.3
9.7
9.8
9.0
7.7
6.3
5.4
5.3
5.6
5.6
4.9
4.3
& 5
2.7
1.9
1.2.8

100.0

Kaiser Foundation Health Plan utilliation data
adjusted to salectad population distributions

Northern
California

r egIon California
resident resident Total U.S.

population population population

A. Age adjustment only:
Hospital days per 1,000 per year ----------------------------
Discharges per 1,000 per year -.. ............ ..............

B. Age and sex adjustment:'
Hospital days per 1,000 per year ------------------------
Discharges per 1,000 per year ...............................

517 517 524
78 79 79

509 513 524
78 78 78

Calendar year 1974 data.
'Estimated distribution at July 1, 1974, per California Department of Finance data.
3 Estimated distribution for 1974, per U.S. Department of Commerce, Bureau of the Census, Current Population Reports,

series P-25, No. 493, table 2.
'See Appendix Table 15.

0 to 4 ..........
5 to9.
10 to 14 ......
15 to 19 ........
20 to 24 ........
25 to 29 ------
30 to 34....---
35 to 39 ........
40to . ........
45 to 49........
50 to 54 ........
55 to 59........
60 to 6k.----
65 to 69 -----
70 to 74 ......
75 to 79...__
80 to 84 ........
85 plus ......
All ages ........

201
101
102
194
354
386
324
331
374
477
639
782

1, 128
1,360
1.883
2, 331
2,758
3, 278

410

51
28
22
42
89
98
72
60
59
68
83
98
128
151
193
232
290
341
69
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ATTACHMENT A

HOSPITAL UTILIZATION IN THE KAISER-PERMANENTE MEDICAL CARE PROGRAM COMPARED TO THAT OF THE
GENERAL POPULATION OF THE UNITED STATES, 1970-75

Non-federal, short-term general
Civilian and special hospitals
resident

population Admiss!ons Patient days Average length
Year (thousands)' per 1,000 2 per 1,0002 of stay (days)'

United States:
1970 ........................................... . 201,722 145 1,189 8.2
1971 ----------------------------------------- 204, 250 148 1,181 8.0
1972 ------------------------------------------ 206,457 149 1,178 7.9
1973 ------------------------------------------- 208,087 153 1,191 7.8
1974 ------------------------------------------ 209,689 157 1,225 7.8
1975 ------------------------------------------ 211,445 159 1,221 7.7
1976.. .--------------------------------------------- () (2) (

Average
membership Discharges Hospital days Average length

Year (thousands) per 1,00 per 1,000 of stay (days)

Kaiser-Permanente program:1970 --------------------------------------- 2,096 79 477 -6.11971 ------------------.-------------------- 2,244 78 465 6.01972 ...------------------------------------ 2,452 76 456 6.0
- 7 973 .. . . . ..--------------------------------- 2,593 76 452 6.0" -.--- .........-------------------- 2,720 75 432 5.8

1975 ...------------------------------------ 2,852 75 423 5.71 -----976. --------------------------------- 3,016 74 416 5.6

" "Social Security Bulletin," December 1976, table M-40.
3 Utilization rates were computed based on data contained in table 1, "Hospital Statistics, 1976 Edition, Data from the

American Hospital Association Annual Survey," A.H.A., Chicago, Il1.
5 Not av.Ilable.

ATTACHMENT B

HOSPITAL DAYS PER 1,000 PERSONS AGE 65 AND OVER BEFORE AND AFTER MEDICARE,
KFHP, NORTHERN CALIFORNIA REGION AND U.S. GENERAL POPULATION

Hospital days per 1,000 persons age 65 and over

Ag/sex
adjusted

United KFH P, NCR
KFHP. NCR States rates'

Premedicare .------------------------------------............... 2,322 3, 449 2, 453
After medicare: 9

1967 --------------------------------------------------------- 2,189 3,698 42,912
1968 --------------------------------------------------------- 2,269 3,990 2,552
1969 ...................................................- 2,154 4,048 2,336
1970... ... ..................................................-- 2,019 3,904 2,193
1971 ......... . . . ..------------------------------------------- 1,989 3,835 2,190
1972 --------------------------------------------------------- 1,989 3,835 2,226
1973 --------------------------------------------------------- 1,990 3,853 2,171
1974 -----------------.----------------------------------- 1 , 797 3,963 1,918
1975 ------------------------------------------------------- 1,858 4,003 2,030
1976 --------. . . . ..------------------------------------------- 1,791 4,121 1,945

t Assuming U.S. age/sex population distribution.
2 Data are for the test premedicare periods for which such information is available the year ended June 30, 1963,

for KFHP northern California, and calendar year 1965 for the United States. (Source: P.H.S. Publication No. 1000, Series
13, No. 3.3

8 (a) Utilization data for the U.S. general population age 65 and over ate from midmonthly "Hospital Indicators" sections
of "Hospitals." (b) Averag population figures used to convert total hospital days to rates per 1,000 were estimates of
the resident civilian population as of July I of each year. Source:Selected issues of U.S. Departmentof Commerce, "Current
Population Reports.'

4 The 1967 hospital day rate is age-adjusted only. Hospital days by male-female distributions are not available.
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DIBOUSBION

Qpucstion. If the Medicare IMO payment provision is changed to satisfy the
principles set forth iin the presentation, how many new Medicare members will
Kaiser Foundation Health Plan enroll?

Answer. That can not be determined at this time. Growth will vary by Region
and-will depend upon several factors. It is unlikely that there would be a large
growth in Medicare members because much of the capacity to grow in the near
future in the Program's large Region will be needed to provide services to niew
lIME) groups and membership growth in existing groups.

however , changes in the Medicare HMO payment provision should not be
(ontingent upon Kaiser Foundation Health Plan being able to enroll a large num-
ber of new members. Many new HMOs have ben started throughout tile country
In the past decade. More than forty of them are now qualified. They have con-
siderable capacity and need new enrollment. There is no satisfactory way for
them to participate In Medicare, but with a good provision they can increase
total Medicare lIMO enrollment much more rapidly than large, established HMOs
and their prospects for successful operation will be enhanced.

Question. Why is Kaiser Foundation Health Plan willing to go to the trouble
of having both a risk basis and cost reimbursement contract when a cost reim-
iursement contract violates the prillciples set forth in the presentation?

Answer. First, under a risk basis contract our existing Medicare members
would lose their present advantage of having claims for non-Program, non-emer-
gency services covered by Medicare. We believe this may be difficult for some of
,ur Medicare members to understand and accept and may disrupt our relation-
ships with them. We do not want this to occur, so retention of a cost basis alter-
-native is essential. In addition, our existing niembers do not need any Incentive
to join our Program, they are already members.

Seceid. if our more than 140,000 Medicare members were all covered under a
risk sharing contract, the payment of the "savings" to Health Plan would
probably cost Medicare millions of dollars. This cost may be a major obstacle to
adopting and implementing an effective H.MO provision. With a two contract
aliproach, it is anticipated that many of our existing members would probably
liot choose to be covered under the risk sharing contract In the near future so
thw iiiit:al cost implications for Medicare would be reduced.

Question. How can "ripoffs" of Medicaid programs by liMOs be prevent d
Answer. The abuses which occurred in the prepaid health plan (PH1) pra-

gram in California were a result of irresponsible promotion of PIPs by the
state administration concerned primarily with saving money quickly and not with
the calibre or long-term commitment of many of the PHPs with which it con-
tracted. Significant changes have since occurred which make it highly unlikely
that the California PHP experience will be repeated. They are:

(1) State governments (including California's) have become more cautious
ill dealing with liMOs in their Medicaid programs and more realistic in theif
expectations of savings.

(2) The federal Medicaid program has issued regulations covering iartielpa-
tio by HMOs.

(3) Many states have adopted comprehensive HMO licensing statutes which
iwrovidh for substantial regulation of HMOs.

(4) In order to participate. liMOs must be federally qualiffi,d (with certain
limited exceptions) which involves meeting detailed requirements and being siib-
eu't to contintiing compliance review.

(5) More than 50 percent of an 1im's members must be non-Medicare and
l1o-l.Medealid members unlesss this requirement is waived by HEW) and Medi-
.alid members must be treated the same as other members. This assures that
.Medicaid members will receive the same services as other members and not re-
.eive second-class care.

The question also may e directed to the possibility that an IIMO which meets
all relevant standards may receive payment in excess of its "costs" for Its Medi-
(aid wanibers. especially when payment is b.wed upon the average per capita
.ost , nrehasilg covered services for Medicaid recipients in the area on a fee-

for-.iervceo basis. This has lead to proposals that IMOs account for the services
provided to Medicaid members and their costs. These proposals would impose a
eo st reimbursement system upon HIMOs v,hich is inconsistent with their method
of operation. It also is inconsistent with the principle of community rating. Com-
munity rating means that members of an HMO pay (or have paid on their

behalf) the same anmounts for the same benefits as all other members with the
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same family size regardless of their need for, or utilization of, services, the nature
of their group, or the utilization of the group's members. Thus, under a com-
inunity rating system, there is no direct relationship between the amount paid hy
i group (such as Medicaid) and the services provided members of the group.

There are two provisions that can assure that an lIMO is not being unjustly
enriched from-NMedicaid payments. First the per eapita payment should be ad-
Justed to reflect actuarally significant differences between the composition of
the HMO's Medicaid membership and the Medicaid recipients being served by
non-HMO providers in the area. Second, the HMO should be required to pass on
to its Medicaid members the difference between the payment and its adjusted
community rate. However, if states are allowed to establish HMO payments using
their own methods, the payment levels may fluctuate from year to year because
of budget pressures and other factors, including low estimates of inflation rates.
Therefore, an IMO should be allowed the option of placing some or all of the
difference between the state's payment and its adjusted community rate in a
reserve fund to be drawn upon when the state payment Is less than the HMO's
adjusted community rate.

Senator NuN. The conference was attended only by a few, other
than Mr. Lane, including Bruce Yarwood, the chief deputy director
for programs of the California Health Department. Mr. Yarwood
sent. on L)ecember 16, 1977, a memorandum relatedd by his staff to
HEW. This memorandum was prepared in response to an issue paper
which included a proposal to pay HMO's 95 percent of fee for service
levels. I will read from a part of that memorandum.

"If the primary interest of the issue paper was to produce a pro-
posal pleasing to the HMO industry, it undoubtedly succeeded." I
would submit the rest of his statement for the record. I think that is
an interesting analysis of this proposal.

I think, to get right down to the point without getting into a lot of
details about this particular issue, Mr. Chairman, the California
Health Department says that under the administration's reimburse-
mntfornmula, the medicaid prepaymnent program costs could rise from
$60 million to $71 million a year. Aggregate liMe profits from the
State medicaid program would increase 250 percent from $7.5 million
to $18.8 million.

In summary, the State is already paying HMO's at a reasonable
level for the services they provide. Any increase in the payment would
be an absolute increase in HMO proits. The California Health De-
partment said, and I quote: "The 95 percent rate would undoubtedly

higher than the premiums that most HMO's charge private mem-
bers, an exception to the usual principle that Government should pay
no more for goods and services than private purchasers. It is difficult
to believe that legislators would accept such an arrangement.",

This information was prepared by 'Rigby Leighton, the director of
the prepaid health research, evaluation, and demonstration project
which is committed to recei\,e $5.2 million in hEW funds. I offer this
memo as an exhibit.

Senator TAL-MADG. Without objection, it will appear in the record
at this point.

[The material referred to follows:]

STAT OF CALIFORNIA-1EMORANDUM

Date: December 16, 1977.
4,ibjeet; -.Comments on HEW issue paper on IIMO reimbursement option..
To: Bruce Yarwood. Division of Medical Assistance. OR 8, Room 1540.
From: Rlgby Leighton. PIHRED Project. 455 Capitol Mall. 250.

This is in response to your request that we analyze the unofficial Issue paper
sent to you by Cliff Gauss with his letter of 30 November 19717, titled "Medicare
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and Medicaid Payment to Health Maintenance Organizations (HMOs)." The
paper discusses five issues, which I will use as section headings for my first group
of comments.

Question. Issue 1: How should Medicare pay HMOs that elect to be at risk?
Answer. The paper presents four options, all of which are discussed in terms of

Medicare reimbursement. The options can be summarized as follows:
1. Pay a percentage of adjusted average per capita cost (AAPCC). The AAPCO

would be the per capita cost of Medicare patients under fee-for-service in the
lIMO's service area, adjusted as necessary to correspond with the age and sex
distribution of those Medicare beneficiaries who become enrollees of the HMO.
This is the quantity that we usually refer to as the fee-for-service maximum,
since by law it is a maximum rate at which Medicaid capitation can be set. Con-
ct-ptually, this is the closest of the four options to the manner in which California
I'IP rates have been set up until the most recent rate-setting cycle, when we be-
gaun the shift to an actuarial method.

2. Pay a percentage of AAPCC, but require the IMO to use the margin between
the paid rate and the "adjusted community rate" either to reduce enrollee pre-
miums or increase benefits. The adjusted community rate is the HMO's usual
premiiuin (for non-Medicaid and non-Medicare individuals), adjusted to (1) the
scope of benefits and (2) the expected utilization patterns of Medicare enrollees.
in other words, this is the IIMO's asking price in the private marketplace, ad-
justed to the Medicare enrollee population's needs and coverage. The Implicit as-
suniption of this option is that the percentage of AAPCC would be higher than
the adjusted community rate.

3. Pay a percentage of AAPCC, but require that the margin between the rate
paid and actual costs (plus a retentioh factor) be used either to reduce enrollee
prensiums or increase benefits.

4. Pay the adjusted community rate.
The recommended option was number 2, although option I was also considered

acceptable.
1he concept common to both of these recommended options is that the rate

should be keyed to the AAIPCC, the per capita costs that Medicare realizes under
fee-for-service. The weakness of this concept is that the utilization patterns
under the IHMO mode of health care delivery differ significantly from fee-for-
service utilization. It appears from the definition of AAPCC given in the paper,
that the fee-for-service utilization patterns are assumed when the AAPCC is cal-
culated. Taking a percentage of the AAPCC (less than 100%) is a crude way of
recognizing that lIMOs can operate at lower cost than fee-for-service, primarily
because of the altered utilization pattern. It can be useful as a general bench-
mark, but there are certainly more refined actuarial techniques for establishing
an appropriate capitation rate.

The liMO's community rate. on the other hand, is based on expected utilization
patterns under the l1IO mode of health care delivery. Moreover, it is likely to
a percentage of AAPCC would be, and it wil reflect the cost-relevant attributes
lie more relevant to the localized medical economics in the HMO service area than
a percentage of AAPCC would be. and it will reflect the cost-relevant attributes
of the structure of the lIMO (whether it is an IPA or closed panel, whether it
owns Its own hospitals, etc.). The adjusted community rate, then, would produce
a more reasonable capitation rate than percentage of AAPCC.

Option 2 implicitly assumes that the percentage of AAPCC would be set high
enough to exceed the adjusted community rate, which appears to be recommended
in order to induce IMOs to take Medicare business. In other words, the govern-
nvnt would be paying the HMO a higher rate than private enrollees are paying.
For .Medicaid thls is presently prohibited by Federal regulations and, in Cali-
fornia, by State law. It seems improbable that legislators will ever be comfortable
with the government paying more than the private sector for comparable services.

The paper argues against option 4, the adjusted community rate, on the grounds
that (1) it will not be sufficiently attractive to IMOs, and (2) it would not per-
mit liMOs to grow because it would not allow HMOs to plow excess income back
into additional enrollee benefits. These arguments seem weak, since the commu-
nity rate presumably is the HMO's asking price-the price at which it is willing
and able to do business. Moreover, if we assume that it is a reasonably-admin-
istered HMO. the price will include costs of expansion, among them the cost of
attracting more enrollees by Improving the benefit package.

The manner In which the community rate i adjusted to represent the Medicare
population is critical, of course, In particular, the utilization rates assumed in
those adjustments should be based on prepayment experience rather than fee-for-

31-631-78--8
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service experience. I should mink that by now there has been enough experience
data obtained from Medicare beneficiaries in a prepaid setting to enable this type
of adjustment to be done reasonably well.

None of the four options is what we would call actuarial in the strictest sense
of the word. By "actuarial" we mean taking into consideration, in the form of
explicit quantitative assumptions, the demographic nature of the target popula-
tion, the utilization rates that as best we can determine represent the health
care needs of such a population, and the expected cost per unit of service under
that particular delivery system (with suitable allowance for administration,
marketing, reserves for growth, etc.). The adjusted community rate should come
close to the results of an actuarial analysis done specifically for the Medicare
population, particularly if the HMO is in a competitive situation. But we are
convinced that government agency contracting with an HMO should be able to
use an actuarial approach to at least check the validity of the adjusted com-
munity rate, and should have the authority to establish a capitation rate lower
than the adjusted community rate, whenever supported by such actuarial
analysis.

Finally, our attempts to deal with rate-setting issues in California's PHP pro-
gram have led us to the conclusion that there should be the option for risk-
sharing reimbursement arrangements with HMOs. There are two reasons for this:

1. An HDMO properly can assume risk only for the health care costs over which
it has some measure of control. Depending on the structure of the lMO, there
may be types of cost over which this organization has relatively little control.
For example, Kaiser can be held accountable for the cost per unit of service
for hospital care, because that organization owns its own hospitals. California
Medical Group Health Plan, on the other hand, must use community hospitals;
CMGHP can control hospital utilization, but it has relatively little control over
hospital per diem charges. It is unlikely that we will see a rapid replication of
Kaisers, so if we want to encourage the expansion of HlMOs we should be pre-
pared to exempt them from all or part of the risk associated with factors over
which, by their organizational nature, they have relatively little control.

2. Risk-sharing would also be a way to handle the problem of the new, growing
HMO, which has not reached a large enough enrollment to be protected from
actuarial vagaries. A capitation rate that would suffice on a total risk basis l'or
a mature 0MO would, with the right kind of risk-sharing, also be appropriate
for the immature one. The advantage of this over other approaches to special
treatment of new HMOs is that the government would have costs in excess of the
capitation rate only if those costs are realized by the lIO.

In summary, our recommendation would be quite different from that of the
HEW paper. We would consider the AAPCC not to be a justifiable basis for a
capitation rate. The adjusted community rate is more appropriate, but it should
be considered a maximum; it should be checked for reasonableness by using
actuarial analyses specific to the target population, and when indicated the con-
tracting government agency should be enabled to set a rate lower than the ad-
justed community rate. The option of risk-sharing arrangements should also
be kept open.

Question. What percent of the AAPCC should be adopted under Medicare?
Answer. As we have just noted, we don't believe that "percent of AAPCC" Is

the proper way to set rates, which in effect disqualifies us from substantive
comments on this question. For information purposes we will note a few facts
from the California P1il program.

In the first two years of the PHP program (fiscal year 1972-73 and fiscal year
1973-74), the State negotiated rates with each individual contractor. The bench-
mark used by the State negotiators was to have rates that were no more than
90 percent of fee-for-service. In general, the negotiators were successful. A retro-
spective analysis done in 1974 indicated that for the first year of the program
the capitation rates averaged 83 percent of fee-for-service per capita costs, and
for the second year it was 85 percent. (There were one or two notable excep-
tions, in which rates were set considerably higher than these percentages.)

These percentages were based on a simple comparison of capitation rates and
per capita costs within each aid category, with no attempt to measure the
possible effects of biased selection on the part of the PI1's or under-service by
the PLIi's. After the first two years of the program the practice of negotiating
rates with individual contractors was stopped, and the State began establishing
standard rates for each county. In fiscal year 1974-75, this was done by simply
averaging together the existing P1P rates (plus adding an lbilatlon factor),
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thug preserving the relationship between the rates and fee-for-service per capita
costs. In the succeeding three years other refinements were entered into the
rate--setting process, but the already-established relationship between the rates
and per capita costs remained the most important reference point.

For the fiscal year 1977-78 rates, we attempted for the first time to take an
actuarial approach. Because of limitations on the data available this was possible
only for the AFDC aid category and even for this category many of the actuarial
assumptions were more subjective than we would lke. The bottom line, how-
ever, was interesting: The rate derived by our actuarial method turned out to
be 83 percent of projected fee-for-service costs.

Trying to establish the "right" relationship between a prepaid capitation rate
and fee-for-service costs involves a variety of complex issues, still largely un-
resolved. For example: To what extent has the California PHP program been
susceptible to favorable selection? To what extent are the PHPs able to live
with rates at 83 percent of fee-for-service because they do not provide sufficient
service to their Medi-Cal enrollees? To what extent is 83 percent a reasonable
figure because there is extensive over-utilization in fee-for-service? Recognizing
the uncertainty introduced by unanswered questions such as these, we would
still have to believe that the 95 percent of AAPCC recommended in the HEW
paper would represent a rate considerably in excess of what ItMOs actually
need to provide good quality .are to a Medicare population.

Question. Should Medicaid reimbursement conform with Medicare?
Answer. The following three options are discussed in the paper:
1. Permit states to set Medicaid rates independently of Medicare rates, as

they now do.
2. Require states to use the same rate-setting method as Medicare.
3. Require states to pay at a ininimuni the adjusted community rate (this

time meaning adjusted to the Medicaid population).
The HEW paper is split on Its recommendation for which of these options

should be-followed. TICFA, sensitive to "states rights" issues and the technical
differences between Medicaid and Medicare programs, favors option 3. The plan-
ning and evaluation staff recommends option 2, under the rationale that Medicaid
should conform to Medleare where feasible.

Obviously, we would agree that the two programs should have the same reim-
bursement method if and only if the rate-setting technique we think is appro-
priate (described above) is used for Medicare. The rate-setting options favored
in the issue paper would raise the rates in California's PIIP program by about
14 percent (the difference between 95 percent of AAPCC and 83 percent of
AAI'CC). (It is easy to see why these options were favored by the industry, a.
noted in the issue paper.) Also, these options would take us back to square one in
terms of the hard-won progress we have been making toward something that
could be decently called an actuarial rate.

It would be more sensible to think in terms of bringing the Medicare rate-
setting method into conformance with the Medicaid method. After all. current
regulation provides that IIMO capitation rates paid under Medicaid shall have
an actuarial basis. shall be reasonable, and shall be not more than either the
adjusted community rate or the AAPCC. Also, HEW must review and approve
nlI Medicaid contracts in excess of $100.000, which would coyer virtually all
1IMO contracts, so there already exists a mechanism for Federal approval of the
rate-setting method. If Medicare 1iMO contracts were subject to these same
constraints and were put through the same review mechanism, the objective of
conformity could be realized.

A major concern in discussion of this issue in the paper is the HEW staff
belief that states don't really want to contract with qualified HMOs. If this is
indeed the case, It is remarkably shortsighted on the part of the states, since
lIMOs can save them a considerable amount of money. But even if this Is a real
issie, there is no need to entangle it with the other Issues Inevitably associated
with rate-setting. The most direct way of encouraging states to contract with
HMOs for Medicaid Is through the usual process of manipulating FFP. For
example, set FFP at 75 percent for the first contract year with an HMO, 60 per-
cent for the second, then 50 percent thereafter.

Question. Should qualified HMOs be required to contract with .Medicare and
Medicaid?

Answer. In general, we agree with the issue paper's position that the leverage
of Federal qualification should be used to encourage mature HMOs to deal with
Med'care and Medicaid agencies. As the paper notes, the qualification require-
ments for a period of open enrollment and a marketing plan that will produce
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an enrolled population representative of the population service area, together
imply that the lIMO could not avoid enrolling Medicaid or Medicare beneficiaries.

The key issue, as always with health care providers, will be the rate of pay-
ment. In theory, the "adjusted community rate" represents the HMO's asking
price, and one might consider requiring the HMO to accept any government-
funded beneficiary at such a rate. In practice, there will be considerable room
for dispute on how a community rate, based on planning related to a non-Medicaid
and non-Medlcare population, is properly adjusted to match the scope of bene-
fits of those two programs, and the health care needs of those two populations.
This brings us once again to our point that the government agency which would
contract with liMOs must be prepared to deal with actuarial issues.

Questio . Should existing Medicare reimbursement methods be maintained?
Answer. The issue paper favors allowing a three-year overlap period, during

which current M[edicare enrollees would be maintained on the existing reim-
bursement system while new enrollees were added under the new reimbursement
method. Front an administrative standpoint, this is a forbidding prospect. For-
tunately, It would not have direct impact on Medicaid enrollees.'

GENERAL COMMENTS

If the lirimary intent of this issue paper was to produce a proposal pleasing
to the HMO industry, it undoubtedly succeeded. The concept of paying 95% of per
calita costs should have almost universal appeal to HMOs, since (to quote the
issue paper itself) " ... actual HMO costs can be expected to run typically about
15-20 percent below that of the fee-for-service system." The notion that the HMOs
would be required to plow back the difference between the adjusted community
rate and this percentage of AAPCC in the form of reduced premiums and/or in-
creased benefits is a gesture in the direction of proper use of public funds, but
wuhld be virtually unenforceable. What we have here is the equivalent of the
"reasonable cost" requirement that the hospital industry managed to get into
Federal Medicaid and Medicare regulation.

In my judgment, this paper represents a superficial treatment of reimbursement
of lIMOs under a government-funded health program. It seems to represent that
school of economic though that government can get the "marketplace" to behave
properly by careful definition of the goods and services to be purchased, and
clever construction of the reimbursement method. My own conviction is that the
marketplace image, which centers on the vendor/purchaser relationship, is no
longer apt. Instead of a simple purchaser, government is becoming a steward
over scarce resources. Instead of simply setting a price, the price must be justi-
fied to a considerable extent.

]n terms of tIMO rates (or, for that matter, any other form of provider reim-
bursement) this means that the amount of dollars paid must be Justified in
health care terms. This is what we mean by the actuarial approach to rate-
setting-we begin with an understanding of the health care needs of the target
population, we define the mix of health care services we believe are necessary
and sufficient to meet those needs, we estimate the costs of each of those services
anud thereby the aggregate cost, and finally through this process we arrive at rate
of payment. Wq do recognize that may not he the final step, since the "actuarial"
rate may have to be modified downward in recognition of budget constraints or
upward to induce vendors to deal with us (the primary theme of the issue
paper), but these should be only adjustments for such pragmatic reasons, not
the fundamental methods by which rates are set.

As a final comment, I would strongly resist the notion that there can be any
simple rate-setting formula which is appropriate for all. or even most, local
situations. What we need are a set of broadly-defined priciples that constitute a
framework in which a variety of rate-setting methods may be used, in order to
have the* flexibility to respond intelligently to local conditions. The fee-for-
service per capita cost as an absolute maximum (with allowance for "actuarial
equivalence" of fee-for-service and HMO populations) is an example of a principle
to which most reasonable people can agree, and which ought not to constrain
development of lIMO contracts. Once we get beyond simple principles such as
this into the details of actuarial methodology, we certainly do not want to have
statements engraven in law-such as 95 of AAPCC-which would stultify progress
for years to come.

Except for those who are also Medicare beneficiaries. This is presently about 7 percent
of the Medi-Cal enrollees In PHPs.
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Senator NUN-,N. The Finance Committee passed legislation specifi-
cally authorizing this project in 1975 following the first round of
prepaid health hearings in the permanent subcommittee and the re-
ceipt by your subcommittee of a number of reports on prepaid systems
by the General Accounting Office.

Mr. Chairman, the standards and methods being developed by the
California project can be important and useful to Government pro-
gram administrators. I know that the staff of your subcommittee and
my subcommittee over the past many months have continually rec-
ommended to the HMO staff at HEW to discuss with the California
demonstration project staff what their findings are.

As of yesterday there has neither been a visit, nor even a telephone
call, from HMO program staff to the California project, as far as I
know. It is as if the HEW staff does not want to know.

I strongly suggest that our subcommittee continue to monitor. as
we have, the work of the California demonstration project and when
its work is concluded, you may well want to consider the possible
inclusion of the MMO cost determining, rate-setting and quality evalu-
ation methods as part of the medicare and medicaid programs.

Perhaps HEW is ignoring the California project for the same rea-
son the report by the Permanent Subcommittee on Investigations is
apparently not taken too seriously at HEW.

Our suheommittee contends in its report that the California prepaid
health experience portends what can be expected in the Federal H4t.MTO
effort. Our report concludes, and I qnote from that report: "Unless
remedial action is taken, the Federal Government. through its pro-
grai of developing IMO's faces the prospect of encountering,
nationwide, the same kind of scandal and abuse that have plagued the
California medicaid program."

Mr. ('hairmon. during the course of our continuing interest in
11M O's. the subcommittee staff has received unsolicited telephone calls

from credible sources offering examples of problems in the Fede-ral
liMO program similar to those identified in the subcommittee report.
In addition. the staff obtained information on its own. I would like
to di-cuss some of this information.

j3 *awse most of the individuals and organizations involved have
, t-Wn interviewed or otherwise offered the opportunity to respond

to the information and allegations we have obtained, I will not men-
tion names. I however, each of the examples I will give is supported by
materials obtained from the files of HEW, the General Accounting
Office. interviews with employees of HAMO programs, and/or from
interviews of Government auditors and HMO employees.

With that inderstanding, I would like to offer'the information
we have obtained as a sealed exhibit and to discuss these issues.

Of course, we would be delighted for your staff to take a look at
this. but. I believe that in light of the faci we have not completed the
record in these cases-we have not interviewed the people who are
charged with abuses-I think it would be better if we did not make
it public.

Senator T,%LMADE. )O you feel it would be appropriate to hand
this over to the Department 'of Justice?

Senator NU NN-. I think in some cases it may be appropriate. I am
not saying that all of these are criminal matters. Some of them are
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matters of abuse that would be civil in nature. Some of them are mat-
ters of abuse that are not even governed by law, so it would depend
on each individual circumstance. Some of thiem could involve criminal
allegations.

Senator TUMLxADE. Without objection, the information will be re-
ceived at this point..

Senator NN. Mr. Chairman, the case I would like to discuss in-
volves the certification of a former California prepaid health plan as
a federally qualified HMO. I bring this up because there is no cleo;.er
example of how the Federal HMO program may not be learning from
California's mistake.

This particular IIMO is a nonprofit corporation which has received
$4,37,000 in HMO loans. The medical director is the president and sole
owner of a for-profit management company and a company that leases
a clinic building to the HMO.

The medical director's wife owns corporations which provide lab
and pharmacy services to the lIMO. This organization has a history
of negative medical quality and financial audits by California agents.
As late as March 8, 1978, 1 week before Federal qualification, the HMO
was put on notice by the State that it had not been responsive to prob-
leis which had been identified.

The IIMO has reported that its administrative costs are running $14
for every q39.5'1 per month the State medicaid program pays for each
of the 5.500 medicaid members enrolled in the plan. This amounts to
40 percent of the medicaid program payments to the plan.

The subcommittee's concern in its inquiry and report is that through
complicated corporate structures which can artificially increase HMO
costs, moneys can and are, in many cases, diverted from health care.

The utilization records of this newly qualified HMO either bear out
the subcommittee's concern for diversion of funds or they indicate
that this organization has enrolled some of the healthiest poor people
in the State-indeed, in the Nation.

For example, the medicaid beneficiaries in the 13 qualified HMO's
in the State of California are hospitalized at a rate of 319 days per
1,000 enrollees per year. This average in itself is below the 400 to 500
day average in most MO's. But for the newly qualified HMO the
rate is 95 days, less than a third the statewide rate.

The statewide rate for hospital outpatient visits is 133 per 1,000 en-
rollees per year. The rate of this newly qualified HMO is one-seventh
that, at 20 visits.

Dental visits statewide are running at a rate of 747 visits per 1,000
enrollees per year, but the newly qualified H.MO's rate is 204 visits.

The qualification of this ITMO raises a number of questions.
First, to what extent does the Federal HMO qualification process

take into account the possible diversion of funds through complicated
corporate structure?

Second, what weight is given during the qualification process to
patient utilization rates of the 1IMO's.

And third, now that this H1MO is qualified, what can HEW do to
insure a reasonable standard of care for the enrollee?

Frankly, Mr. Chairman, I do not believe that there are answers to
those questions, but I believe that they should be asked of HEW.
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I have other examples I am going to skip in the interests of time.
I know that you have other witnesses here, so I will move on to
page 13.

Mr. Chairman, there are some examples I will list briefly. Each is
indicative of HMO program problems.

Our investigative subcommittee and the General Accounting Office
recently referred to the HEW-Inspector General allegations that the
executive director of a western HMO received a kickback from a firm
providing services to his plan. In addition, the plan paid for the
executive director's round-trip, first-class airfare to St. Louis. Like-
wise, the HMO paid for "emergency out of area service."

The man allegedly flew to St. Louis where surgeons reversed his
vasectomy.

In an east coast tIMO which had received more than $3 million in
grants and loans, the $65,000 a year executive director told my staff
that his plan provides him with a $300 a month car allowance and
all maintenance costs of the car. This car is a new Mercedes-Benz
which the executive director said is used exclusively to drive to the
administrative office of the plan and its two clinics. He lives a block
away from his office and has a car for his own personal use.

Now, I am not saying that this is scandalous, but it raises a broad
question about how grant and loan recipients are spending their funds.

'Mr. Chairman, my staff has obtained internal HEW documents
indicating that five lHMO's are in serious financial trouble. These five

lains have borrowed over $12 million which the Government may
ose if the plans fail. These kinds of examples and those investigated

and documented in the subcommittee's report raise some fundamental
questions that must be addresse, in my view, prior to any enactment
of the administration's proposed legislation or even extension of the
pre ent program.

One, once surfaced, does the internal HiO management mechanism
have the capability to take decisive action to stop the abuses?

two, will adequate safeguards be developed to minimize the fre-
quency of these kinds of problems?

Finally, is Congress discharging its oversight responsibilities ade-
quately? Are we going to insui'e that this megabuck program can be
controlled? Can we assure that it will not become just another give-
away, program?

I am also skipping page 14, Mr. Chairman. I think a lot of this
information that I am skipping is relevant, and I would ask you give
your attention to it, but I know that you have a time problem, so I
will-

Senator TAtMADG.. The full statement w.ll be inserted in the record.
Senator N.,x. Going to page 15. Mr. Chairman, despite the facts I

have presented and the concerns I have raised, I do not believe we
sliiild overreact or harshly criticize the officials at TIEW and the
Director of the lIMO program. There are very few people in the Na-
tion who understand thoroughly prepayment systems and only a hand-
ful wlo have broad enough backgroulids to appreciate the benefits of
1-MOs and, at the same time, recognize their potentials for abuse.

When the Government announces that it will finance the develop-
ment of anything, it creates instantly a new industry, a financial
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constituency. and a host of Problems because some of the people in-
evitably attracted to the Federal trough are those interested in a fast
buck.

Their success is directly relative to the quality of program admini-
stration. The poorer the program management, the greater the poten-
tial for actual rip-off.

HEWV should be given a chance to advance its policy initiative and
expand the development of HM(Ys. However, HEW should temper its
fervor with an understanding of what can happen to taxpayer funds
and patients when a program is not managed properly.

Indeed, it is the ve-ry problems with medicare and medicaid that
provide us with reasons'that such systemsas HMO's should be given an
opportunity to succeed. But let u's not build another uncontrollable,
unmanageable, inflationary program in the process. It would be the
height of irresponsibility to do so, given what we already know. Let's
not legislate on the basis of the promises of those offering easy answer -s
to complex problems. Let's try new methods, but let's try them cau-
tiously and carefully before we oyen the gates of the Federal Treasury.

Therefore, we ask that HEW listen. Listen to the facts. Take an
historical view of not only HMO's, but also what can happen when a
major Government initiative is begun without serious regard for good
law. effective regulations and proper management.

Mr. Chairman, in closing, I would like to invite your attention to
what may be a growing problem. As you may know, our subcom-
mittee. is taking a fresh look at Federal law-enforcement efforts to deal
with what many perceive to be a growing organized crime problem in
this country.

One thing is clear: Organized crime is becoming very sophisticated
in its financial activities and, of course, it is always attracted the vast
dollars without much regard to whether they are tax dollars or gam-
bling dollars.

There are preliminary implications that, there may be a move on
the part of organized crime figures into the health care services in-
dustry. This makes efficient Government program administration all
the more important.

.Just. to give you an example, the subcommittee staff a few years ago
received information that a west coast, prepaid health plan operator
was the subject of a contract to kill h:,m. The reason was that he had
failed to withdraw a lawsuit that he had filed against a chain of hos-'
pitals and clinics allegedly owned by Chicago crime figures.

Staff informally developed information that tended to confirm the
threat, which was allegedly never carried out because the man who
was to pull the trigger died of a heart attack the day before the
planned execution. I am not certain whether he was enrolled in a
prepaid health plan or not.

As for the HMO operator, he has recently been convicted of bribing
union officials to contract with his plan.

The Permanent Subcommittee on Investigations has been watch-
ing another corporation which plans to franchise HMO's. The fran-
chise plan raises a question as to Whether it is good public policy to
provide health care through outlets similar to the way McDonald's
sells hamburgers.

This particular corporation has been the recipient of HEW funds
related to, but not provided directly by, the HMO program. I would
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prefer not to name this firm because of our ongoing interest in it. but
have a sealed exhibit on materials of this particular corporation.
Senator TALMAIXIE. Without, objection, this information will be re-

ceived at this point.
Senator N TN. The. subcommittee staff, through the cooperation of

Midwestern law-enforcement officials has established a relationship
between one director of this corporation and organized crime figures
in Detroit.

I am not, in any way, suggesting that the 1IMO industry has been,
or is about to be, taken over by organized crime. fowevr, I do not
believe we can mix the Mafia and medicine and expect to have good
health care for the people. Any identification of organized crime fig-
ures in the health care services industry should be a lesson to us all
that there is a need for more vigilant, effective and efficient Govern-
bent and private sector health program administration.

I am sure you will agree with me that the large majority of health
professionals and those who operate and work in health facilities are
decent, conscientious and dedicated men and women. Our concern
should be those who make a mockery of that dedication and decency by
taking advantage of them with schemes, various scams and other kinds
of methods that we have identified.

I think that we should be especially concerned with sloppy and care-
less Government program administration which are easy marks and
Government officials who refuse to respond to compelling records of
fraud and abuse.

In summary, 'Mr. Chairman, I am saying we ought to slow down.
We seem to be doing more and more in Government and we seem to
be doing it poorer and poorer. We. had our 11MO hearings about 11/2
years ago. We had developed a tremendous amount of information
at that time. We had HEW officials come up. These were people who
are not at the very top, but they were responsible officials in the HMO)

program. What they basically said was that they cannot manage the
IMO program properly.
These were the people who were really in the trenches. These were

the people who managed the program. Basically, they said "slow
down" to us. Of course, that is not the official policy of HEW now.
HEW is saying "speed up." Based upon what the people who manage
the program told us, I am saying this morning that I think we ought
to slow down.

I think HMO's have a real place in the overall delivery of health
care services, but we are going to see a fantastic mess if we (to not
correct the problems which are all too obvious already.

Senator TALMADOE. I want to thank you for an excellent and most
alarming statement.

Has this information been submitted to the Department of Justice,
to Secretary Califano and also the Inspector General of HEW, and
to the General Accounting Office for further verification?

Senator Nlu;N. No, sir. We are in ongoing investigations on most
of these new items I came out with today. The reason I did not name
names is that investigations have not been completed. Our staff is
working with the General Accounting Office.

But I felt that because of the timing involved here, that unless we
made this information known to your committee, at least in terms of
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some of the potential abuses we have seen, that by the time we have
completed our investigation, which will be later on this year, and in
some cases early next year. we may have already committed Federal
resouirces in a wav we may later regret.

We are working on these cases. They are in all sorts of different
stages right now. We will be working with GAO to complete them.

Senator TALMAMDE. I agree that it is an ongoing investigation and
I commend you for it. It seems to me some of the facts that you have
recited today are clear violations of the law, and reflect lax adminis-
tration. It seems to me that your findings ought to he turned over to
the Department of Justice for prosecution where that is indicated
and to the Inspector General of HEW for further investigation; to
Secretary Califano for his information in administering this pro-
gram; and also to the General Accounting Office to assist and further
develop the investigation that your committee has started.

Would you agree with that?
Senator Nu.N'Nr. I agree with you in general, but there will be various

stages at which we think we ought to do that. We think, for instance,
we ought, to go to a certain point in terms of our investigation before
we turn it over to the Justice Department. What we always do when
we feel we have strong evidence of a criminal violation is turn it over
to the. Justice Department. That will be followed in this case.

Senator TAL ADGE. Have any indictments been made to date?
.Senator NuwN-. Well, there have been several indictments and

convictions.
Senator TALMADGE. I can appreciate your concern about inappro-

priate or premature disclosure of the names of lIMO's where possible
fraud or abuse has occurred, but what assurance do we have that
timely and proper action will be taken to confirm and correct these
problems?

Senator NrNN. Well, I cannot be very optimistic on that. There are
,rand juries looking into some of the criminal aspects but the pre-
ponderance of the problems we have identified are not criminal in
nature. They are administrative in nature. They relate to abuses and
incfficiencies, many of which do not even violate a law.

For instance, there is the whole system of what we call the pretzel-
palace corporate structures, we seem to have given the name "non-
profit." some kind of sanctity. If something is nonprofit, we think it
ii,,t be Simon Pure.

But what we have seen in case after case is that the nonprofits are
set lip and then the same people on the boards of the nonprofits con-
trol the profitmaking corporations. The nonprofits become a conduit
for Government funds. The money flows right into these for profit
o,',ranizations which the nonprofit officials control.

Now. tflat, is really not a violation of the law. But that is what we
ae noi,.ting out in our report. A good many of these things are gross
irfeien,.ies, or gross abuses, that do not even violate existing law and
,'e,-,lation.

Senator TAT'MADOE.. Now. as you know, we passed the Anti-Fraud
anl Anti-Abuse bill, so if it is related to medicaid or medicare, it
NVOUld probably violate ,ome of those laws. Would you not concur?

Senator NrNv~. I believe your fraud and abuse bill, which is now
law. is a drastic improvement. I think it is responsive to some of these
problems.
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Senator TALMADGE. I understood from your previous response that
you would be willing to ask the General Accounting Office to follow
up and report back on each of the cases that you have cited?

Senator NU;N. We will be glad to do that.
Senator TALMAnGE. Based upon the evidence, would it not be reason-

able for us to at least put the brakes on the whole HMO program?
Senator NUN. Mr. Chairman, I would like to think carefully before

answering that question but, after thinking carefully about it, my
answer is yes.

Senator TALMADE. Why would it not make sense to hold up new
HMO's until the Inspector General of HEW, after evaluation and
audit, certified to Congress that the Department can properly adminis-
ter and audit the program?

Of course, HMO's presently in the pipeline could continue while the
Inspector General investigated each one.

Senator NuNN. I would agree with that completely. I do emphasize
that I think IMO's have a place in the health care delivery system.
I think that there are some of them that have demonstrated that they
have done a good job. But I think we are at a juncture. Most of the
HMO's that are doing a good job really do not involve substantial
amomnts of Government funds and did not use Government funds to
gets started. They were developed on a private basis. When you inject
the Government, it is a different ball game altogether. That is what we
are about to do.

Senator TALMADGE. When you spread honey around, it will attract
flies. Is that what you are saying?

Senator NuNN.'That is right.
Senator TALMADGE. Policing HMO's can be a massive job, requiring

hundreds of staff members and great expense. How would you propose
that we gear up for this monitoring effort?

Senator NuNN. I do not have all of the answers. We have set forth
a number of recommendations that I could share with you. I think
it might be worthwhile to summarize some of the things that we have
recommended.

First of all, we found consulting companies who exacted exorbitant
fees based on a percentage of gross plan income. We recommended
HEW promulgate regulations responding to this problem.

We also recommended on the corporate structures that there be a
consolidated financial statement and we said that the Secretary should
have the power to direct payment back to the HMO's of money improp-
erly diverted. We also asked the IRS to get involved in this, because
there is some real misuse, we think, of nonprofit corporations. That is
another legal remedy.

We found extraordinary l)roblems with door-to-door marketing,
marketing the plans door to door. This gets into the cases I have cited
previously before your subcommittee. In one case, people thought they
were signing a petition to impeach Gov. Ronald Regan and they were
actually entering into an IIMO contract. We found others that they
were giving away Kentucky fried chicken dinners for people to sign

So we recommended strongly they do away with the door-to-door
marketing. California has placed some controls on marketing and has
taken a good many other steps to correct the abuses that we have
pointed out and that their own people have pointed out.
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So I think if the Federal Government now were to slow down and
to take a look at what is happening to California and look at some of
the ways they have corrected those plans out there--and I do not say
they are perfect; they have probably got a long way to go-then we
could avoid many of these problems.

Senator CURTIs. May I ask a iestion at that point?
Senator TALMADGE. Senator Curtis?
Senator CuRTis. Do these abuses in the HMO's get a Federal

subsidy?
Senator Nu.NN. Yes, sir. But the ones we have looked at are the ones

in California. We now see, as 1MO's are spreading across the Nation,
that some of the very same abuses that we have found in California
we find in other JIM O's too.

Senator CURTIS. My question is this: Have you found these abuses in
the non-Federal subsidized lIMO's?

Senator NUNN,. I do not think we could make a comparison of that,
Senator Curtis. A great many of these have excellent reputations, but
we have not directed our investigations toward them.

Senator CURTTS. I think the answer is to take the Federal subsidy
and sponsorship away from them. If this is a good thing, it will grow
by itself. Some of them have done an outstanding job, but once we
start a Federal program to hand out money, why of course people are
going to figure out ways to get it.

Senator NU NN. Well, you know, it really does not make much sense
to require that the recipients of Federal funds be nonprofit corpora-
tions unless those nonprofits are not affiliated with for profits. Other-
wise, the word nonprofit has no meaning whatsoever--

Senator CURTrs. That is what I mean. There were a number of
HMO's that were operating before this Federal program came along.

Senator NuNN. Right.
Senator CURTTS. What I want to know is: Have you found any abuses

there? I think the way to end the abuses is to end the Federal program.
Senator NuX.-N. Well. I just have to say, Senator Curtis, that we

really have not investigated those kinds of plans enough to give you
a good answer.

Senator CURTIs. Thank you.
Senator TALMAADOE. Senator Dole?
Senator DOLE. I think it is an excellent statement. In addition to the

California area, you have investigated other areas too?
Senator NuNN. Of course, California was in the forefront of de-

veloping prepaid health plans, particularly in te'ms of Federal funds
with the, medicaid programs, so I would have to say that our primary
focus has been there. We are spreading out now because the HMO con-
cept is sprvading out, and we are looking in other areas. We are finding
some of the same pattern of abuses in other areas that we found in
California.

Senator DOLE. Are you finding some of the same people involved in
other areas that were involved in California?

Mr. VIENNA. Senator, yes, we did. In one case a witness before our
subcommittee invoked his constitutional rights. He had developed the
largest plan in California and he was setting up an HMO in New York.

Senator NuNN. We have found some of this. I do not think we could
say that there was any kind of network.
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Senator DOLE.. Now, is it your purpose to, by this hearing, recom-
mend changes in law? You say some things are only abuses, they are
not covered by law, and you are not covered by the new fraudand
abuse law. Hopefully then we will have some recommendations or we
will put those together at this committee level. The problem should
probably be addressed by the law is the point that I make.

Senator NUNN. Senator Dole, we have discussed that with your staff
and Senator Talmadge's staff. We have a Whole series of recommenda-
tions beginning on page 49 of our report which we have filed with you
this morning. Some of them are rather complex. I have mentioned a
groo(I number of them in passing, but they are in detail here.

So we have recommended new law. We recommended it to HEW and
one of the disappointing things is I IEW wanted to go full speed ahead
on this without coining back and addressing some of these problems.

Senator I)oLE. Well, I agree with you that maybe it is time to slow
down rather than speed up. It is pretty difficult to get that limes: tle
through to HEW.

Senator TALMADGE. Senator Curtis?
Senator CurTs. I have no further questions.
Senator TAti,MDG. Thank you very much, Senator Nunn. We appre-

ciate your contribution to the committee's deliberations.
[The prepared statement of Senator Nunn follows:]

STATEMENT OF SENATOR SAM NUNN (D-GA.), VICE CHAIRMAN OF THE
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS

Mr. Chairman and members of the Subcommittee, I am grateful for this
oloportunity to appear before you today to present to you the report by the
Permanent Subcommittee on Investigations on its inquiry into prepaid health
plans and health maintenance organizations.

I also wish to discuss certain other information the Investigations Subcom-
inittee staff has obtained and raise a number of questions suggested by this in-
formation. This information relates to alleged current abuses in the Federal
iMO program.

Most of the new Information we have developed has not been given the scrutiny
of a public hearing with witnesses under oath and subject to questions. None-
theless, I will discuss a number of examples that give rise to very serious ques-
tions about the current Federal HMO effort.

First, I would like to express my appreciation for the personal interest and
siiliport of Senator Talmadge and Senator Dole in the work of our Subcommittee.
Likewise, the Permanent Subcommittee on Investigations has been helped in
this 1lMO inquiry and others by your most competent staff. Specifically, I would
like to thank Jay Constantine, John Kern, and Bob Hoyer for their continuing
help in our health Inquiries.

The report on lIMO's Is timely. Both the Senate and the House are about to
consider renewal of the Health Maintenance Organization Act with a half bil-
lion dollar authorization. This is a law that authorizes the Department of Health,
Education, and Welfare to give grants, loans and loan guarantees for the de-
velopment and operation of HMO's.

The study of health maintenance organizations by the Investigation Subcom-
mittee offers the Congress the opportunity to further improve the HMO Act and
the Medicare and Medicaid programs to assure not only a more effective expend-
iture of public funds, but also to ensure the health and safety of patients en-
trusting themselves to lIMO's.

Mr. Chairman, I would like to offer the report as an exhibit to this hearing
record.

The Subcommittee's report on its investigation is full of examples of fraud
and abuse of patients as well as shortcomings in present law and program ad-
ministration with regard to HMO's. That does not mean that all HMO's are bad
or that the program should be scrapped.



114

Indeed, bona fide prepaid group practice is a viable method of organizing,
financing and delivering health care which should be encouraged. To label all
1111O's as bad or to suggest that the concept is doomed on the basis of the
Subcommittee report would be irresponsible. Likewise, simply because we find
some fee-for-service physicians and hospitals overcharging, providing more serv-
ices to patients than they need or being convicted of fraud does not mean that
fee-for-service health care is bad.

I hope the Finance Health Subcommittee will perceive our report in this
context. I come before you today to urge you to protect Medicare and Medicaid
lorograin funds front the kinds of fraud and abuse identified by the Subcom- -
mittee investigate, 11.

Your Committee is to be commended for placing strong safeguards against
IIMO abuses of the Medicare program as early as 1972. I 'am also aware that
similar safeguards were voted by the Senate for the Medicaid program in 1973
but that the House of Representatives did not take action on the Senate bill. It's
too bad. House passage in 1973 of your Committee proposal to protect Medicaid
programs from HMO fraud and abuse would have prevented many problems with
regard to Title XIX.

Our report discusses the Subcommittee's investigation of the prepared health
plans receiving Medicaid funds in California. At the peak of the program there,
some 54 plans provided health care services to more than 250,000 Medicaid bene-
ficiaries. As you will recall, I have testified here before on issues involved iu
our inquiry.

There were several times more Medicaid prepaid health plans in California
than in all the other States combined. The 1972 implementation on a large scale
of prepaid health system contracting In California preceded by almost two full
years the enactment of the Federal 0MO Act at the end of 1973.

Our investigation found that most of the California HMO's sent door-to-door
salesmen through the poverty neighborhoods. These salesmen offered Kentucky
fried chicken dinners, free tickets to the Los Angeles Rams football games and
stereo head sets to people who agreed to enroll in these H.NMO's.

4 f course, the people didn't have to pay anything to join ; the State Medicaid
program was picking up the tab.

One blind lady signed an enrollment form after she was told someone would
read the Bible to her every week. And a number of people signed their names
to enrollment forms after they were told they were signing petitions to impeach
Governor Ronald Reagan.

Once in the plans, the people ran into some very serious problems. Our investi-
gation found a doctor who operated on two patients at the same time. One plan
employed eight unlicensed foreign medical graduates who practiced medicine.
Sick people were denied hospitalization. Narcotics were given to drug addicts.
Medical records were a mess.

The cornerstone of the program was the State's belief that it would save money
by contracting with these HMO's. The General Accounting Office said in 1974
that the program may have cost more than paying doctors' fees for their services.
Almost all of the timO's were non-profit corporations, but the officers and direc-
t4rs of these organizations contracted with for-profit companies they owned or
controlled for services needed to fulfill State contract obligations.

We found that more than half of the Medicaid funds going to some HMO's
were diverted from health care services through these for-profit firms and were
accounted for as administrative costs and profits. We found that the return on
invested capital in one California plan was 3,000 percent.

These facts are quite significant for they show how HMO's can be manipulated
to defeat the very purpose of such organizations. IDMO's offer the promise of
health care services at fixed monthly costs to the persons enrolled. By selling
its services to large numbers of people, the HMO is assured of a large amount of
money. From this pool of funds, the H.MO can finance health care to patients
who need it. There is a financial disincentive to provide more services than the
patients need. This is in contrast to the financial incentive in the fee-for-service
financial system which pays health providers for each service rendered.

While there may be a financial disincentive in time's to overutilize, there was
evidence in California of the financial incentive to provide less services than
patients required.

Some California tINIO's closed clinics on nights and weekends which were
required to he open under their State contracts. One plan with nearly 100,000
enrollees, most of whom were women and children, had only one obstetrician and
no pediatricians.
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We found several additional examples of poor medical services. Instead of
performing surgeries, pain killing drugs were given to patients. Children were
uot immunized. Sick patients were placed in clinic holding rooms Instead of in
hospitals where they belonged. Hospitalized patients were discharged too early.
Some were the subjects of efforts to disenroll them when their hosptial stays
grew too long and expensive.

In summary, the financial disincentive to provide necessary services, combined
with corporate structures enabling the ea,4y diversion of funds, can turn the
lMO's into havens of financial and patient abuse.

One of the Subcommittee's goals in its investigation of prepayment systems
in California was to learn from the mistakes of that program so that the lessons
could be applied to Federal HMO efforts.

According to their testimony before our Subcomnittet HMO officials have no
mechanisms under the law to respond to marketing and enrollment abuses. They
have no regulations preventing or controlling self dealing by HMO principals.
They cannot safeguard the Federal investment in HMO's from abusive financial
practices. They have neither a financial auditing program nor a method to eval-
uate the quality of care provided in HNMO's though HEW is required under the
Act to have such compliance programs.

Mr. Chairman, building upon this foundation would be building on quicksand.
The Administration in its HMO bill would liberalize Medicare and Medicaid
reimbursement to HMO's and increase from $1 million to $2 million the amount
of grant funds and from $2.5 million to $5 million the amount of Federal loan
funds an IMO can receive. Based upon experience to date it seems as though
IIEW is rewriting that old saying, "double or nothing" to "double and nothing !"
For there Is nothing-not a word-in the Administration's LIMO bill that effec-
tively responds to the evidence of HMO fraud and abuse. I would like placed
into the record of this hearing Senate Bill 2676, the Administration's HMO
proposal.

HEW has made the development of HMO's across the nation a major initia-
tive. On March 10 of this year, the HEW Secretary convened a conference of
labor and business leaders to encourage their participation in the development
of HIMO's and the enrollment of union populations in them.

Likewise In April, the Secretary sent to the White House a number of options
for national health insurance . Included is a highly visible and prominent role
for health maintenance organizations.

The HEW officials have made a number of speeches and have given testimony
before the Congress advocating HMO's and stressing their importance as a major
means toward containing health care costs.

There is little question that the development of HMO's Is a major policy
Initiative of the HEW Administration.

I would like to place In the record, reports by the General Accounting Office
and internal HEW documents evidencing problems In the HMO program. These
(.an be made a single exhibit to include all of these reports which deal with
problems ranging from self dealing in Federally qualified HMO's to problems of
inferior qualify of patient care. There are reports of misallocation of Federal
funds by HNMO's and fraud against the Government.

In the face of this overwhelming evidence, HEW presented to the Congress
legislation that does not respond to LIMO fraud and abuse. Instead HEW would
increase funding to lIMO's and repeal the present method of reimbursing tl1IO's
for the care of Medicare beneficiaries. In its place HEW would pay YIMO's 95
percent of the average per capita fee-for-service costs to Medicare. The same
reimbursement would apply to Medicaid tinder the proposal.

The present Medicare reimbursement formula provides that the tiMO's costs
of provided services to Medicare beneficiaries be subtracted from the program's
fee-for-service costs in the geographic area. As a reward for its efficiency and
,s a benefit to Government, the difference between the UNMO's costs and fee-
for-service costs are split between the organization and Government.

The Administration contend.; that increased reimbursement to HMO's is npces-
sary to encourage the development of more organizations. .James Lane. Voun-el
to the Kaiser Foundation Health Plan. explained the position at an HMO con-
fer nc held by ITEW In September of last year.

"The critical factor In increasing the nnmher of Medicare and Medicaid
beneficiaries enrolled in RMO's Is to provide sufficient incentive for them to
enroll in an HMO when to do so would mean that they will have to accept less
freedom of choice of physicians and hospitals than they have now.
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-This can be accomplished by paying the HMO's the savings resulting from
their efficiency which they may pass on to their Medicare and Medicaid members
In the form of added benefits or lower rates or both."

In arriving at the proposed reimbursement rate, the areawide cost of the fee-
for-service program, including the Government's costs of program administra-
tion, for example, carrier and intermediary costs, would be determined. Ninety-
tive percent of this sum would be computed on a per-capita basis and paid to
the HIMO. This calculation would amount to approximately 100 percent of the
fee-for-service costs for medical services. The only savings to the Government
would be the administrative costs of fee-for-service.

The Administration's bill presumes that accurate fee-for-service figures for
small regional areas can be identified in order to compute the percentage. III'W's
exIerience, however, Is to the contrary. Likewise, States can't precisely quantify
Medicaid costs on even a county-wide basis.

This overall Administration reimbursement proposal raises a rather inter-
esting question. Why should the Federal Government give organizations $2
million in grants and $5 million in loans to set up health maintenance organi-
zations and then pay them an amount equal to fee-for-service for providing care
to Medicare and Medicaid beneficiaries?

The I)IIEW proposal for 1MO reimbursement belies all of the arguments that
1IMO's are financial alternatives to fee for service. Indeed, attaching HMO re-
inubursement to the fee-for-service inflationary spiral should raise the question
as to whether we need 1IMO's at all from a simply financial standpoint.

Mr. Chairman. As you well know, your Subcommittee considered in 1972 a
proposal to pay 1MO's 95 percent of Medicare fee-for-service levels and you
rejected it, wisely. It was resurrected in the Administration proposal which
h as its roots in a HEW "Conference to Review Legislation and Regulations
Governing HMO Contracting with Medicare and Medicaid" on September 23.
1977. One of the advocates of the proposal is Kaiser's Mr. Lane. I offer Mr. Lane's
paper for inclusion In the record.

The conference was attended by only a few, other than Mr. Lane, Including
Bruce Yarwood, the Chief Deputy Director for Programs of the California
HIealth Department. Mr. Yarwood sent on December 16, 1977, a memorandum
prepared by his staff to DHEW. The memorandum was prepared in response to
an issue paper which included a proposal to pay HMO's 95 percent of fee-for-
service levels. I'll read from a part of that memorandum:

-If the primary interest of the issue paper was to produce a proposal pleasing
to the 1IM industry, it undoubtedly succeeded. The concept of paying 95 percent
of per capita costs should have almost universal appeal to HMO's. Since (to
qIote the issue paper itself), 'actual HMO costs can be expected to run typically
15 to 20 percent below that of the fee-for-service system.' The notion that the
liMO's would be required to plow back the difference between the adjusted com-
munity rate and this (95) percentage . . . in the form of reduced premiums
and/or increased benefits is a gesture in the direction of proper use of public
fu n(14, but would be virtually unenforceable."

Mr. Chairman. I offer for the record of -the hearing, Mr. Yarwood's complete
inemorandum to HEW.

The Subcommittee staff recently asked the California Health Department to
project the cost impact on the State Medicaid program if the Administration's
proposal is adopted.

In a letter to me, California explained it is presently paying $60 million a year
to 13 HMO's for health care services to 125,000 Medicaid beneficiaries. This-
represents a spending level equal to about 80 percent of fee-for-service costs in
the State.

The California Health Department says that under the Administration's reim-
bursement formula, the Medicaid prepaid program costs could rise from $60
million to $71 million a year. Aggregate HMO profits from the State Medicaid pro-
grain would increase 250 percent from $7.5 million to $18.8 million. In short, the
State is already paying HMO's at a reasonable level for the services they provide.
A uy increase in the payment would be an absolute increase in HMO profits.

The California Health Department said "95 percent rates would undoubtedly
lie higher than the premiums most HMO's charge private members, in exception
to the usual principle that Government should pay no more for goods or services
than private purchasers. It is difficult to believe that legislators would accept
su~ch an arrangement."

This information was prepared by Rigby Leighton, the director of the Prepaid
Health Research Evaluation and Demonstration Project, which is committed to
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receive $5.2 million in HEW funds. I offer his letter to me as an exhibit. The
Finance Committee passed legislation specifically authorizing this project in
1975, following the first round of prepaid health hearings in the Permanent Sub-
committee and the receipt by your Subcommittee of a number of reports on pre-
paid systems by the General Accounting Office.

Both your Subcommittee and ours were concerned that Government develop
methods to determine the actual costs of delivering specific health care services
in HMIO's where there is a financial disincentive to provide the necessary level
of care. In addition, we were concerned that Government have an appropriate
and uniform method of determining rates to pay and whether care being provided
to enrollees is appropriate.

Mr. Chairman, the standards and methods .being developed by the California
project can be important and useful to Government program administrators. I
know that the staff of youxa,Subcommittee and my Subcommittee over the past
many months have continually recommended to the HMO staff at HEW to discuss
with the California Demonstration project staff what they are finding.

As of yesterday, there has neither been a visit nor even a telephone call from
tlMO program staff to the California project. It is as if the HEW staff does not
want to know. I strongly suggest that our Subcommittees continue to monitor, as
we have, the work of the California Demonstration project. And when its work
is concluded, you may well want to consider the possible Inclusion of the HMO
cost determining, rate-setting and quality evaluation methods as part of the
Medicare and Medicaid programs. Perhaps HEW is ignoring the California project
for the same reason the report by the Permanent Subcommittee on Investigations
is apparently not taken too seriously.

Mr. Chairman, we have been told by HEW officials and staff that our report
deals with California prepaid health plans, not Federally qualified HMO's. HEW
regards the California experience as an aberration that has been resolved.

Our Subcommittee contends in its report that the California prepaid health ex-
perience portends what can be expected in the Federal HMO effort. The report
concludes that "unless remedial action is taken, the Federal Government, through
its program of financing the development of HMO's feces the prospect of en-
countering nationwide, the same kinds of scandal and abuse that have plagued
the California Medicaid program."

Mr. Chairman, during the course of our continuing interest In HMO's, the
Subcommittee staff has received unsolicited telephone calls from credible sources
offering examples of problems in the Federal HMO program similar to those
identified in the Subcommittee report.

In addition, the staff obtained information on its own. I would Like to discuss
some of this information. Because most of the Individuals and organizations
involved have not been interviewed or otherwise offered the opportunity to re-
spond to the information and allegations we have obtained, I will not mention
any names. However, each of the examples I will give is supported by materials
obtained from the files of the Department of Health, Education and Welfare, the
General Accounting Office, from interviews with employees of the HMO program
and/or from interviews of Government auditors and HMO employees.

With that understanding, I would like to offer the information we have obtained
as a sealed exhibit and discuss these issues.

Mr. Chairman, the first case I would like to discuss involves the certification
of a former California prepaid health plan as a Federally qualified HMO. I bring
this up because there is no clearer example of how the Federal HMO program
may not be learning from California's mistake.

This particular HMO is a non-profit corporation which has received $487,000
in HMO loans. The medical director is the president and sole owner of a for-
profit management company and a company that leases a clinic building to the
HMO. The medical director's wife owns corporations which provide lab and
pharmacy services to the HMO.

The organization has a history of negative medical quality and financial audits
by California agencies. As late as March 8, 1978, one week before Federal quali-
fication, the HMO was put on notice by the State that it had not been responsive
to problems which had been identified.

The HMO has reported that its administrative costs are running $14 for every
$39.57 per month the State Medicaid program pays for each of the 5,500 Medi-
caid members enrolled in the plan. This amounts to 40 percent of Medicaid pro-
gram payments to the plan.

31-631-78--9
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The Subcommittee's concern in its inquiry and report Is that through compli-
cated corporate structures which can artificially increase HMO costs, monies can
be diverted from health care.

The utilization records of this newly qualified HMO either bear out the-
Subcommittee's concern for diversion of funds or they indicate that this organi-
zation has enrolled some of the healthiest poor people in the State.

For example, the Medicaid beneficiaries in the 13 qualified HMO's In California,
are hospitalized at a rate of 319 days per thousand enrollees per year. This
average, in itself, is below the 400 to 500 a day average in most HMO's. But for
the newly qualified HMO the rate is 95 days, less than a third the statewide rate.

The statewide rate for hospital outpatient visits is 143 per thousand enrollees
per year. But the rate of this newly qualified HMO is one-seventh that, at 20 visits.
Dental visits statewide are running at a rate of 747 visits per thousand enrollees
per year. But the newly qualified HMO's rate is 204 such visits.

The qualification of this HMO raises a number of questions.
First, to what extent does the Federal HMO qualification process take into

account the possibility of diversion of funds through complicated corporate
structures?

Second, what weight is given during the qualification process to patient utiliza-
tion rates in HMO's? and

Third, now that this HMO is qualified, what can HEW do to assure a reason-
able standard of care for the enrollees?

Mr. Chairman, another matter of concern to the Investigations Subcommittee
was the slippage of Federal grant and loan funds from the non-profit HMO to
related for-profit entities.

In a mid-Atlantic State, a 4on-profit corporation was created to take over a
for-profit tlMO, which had been created by a nursing home chain. The purpose
according to sources was to take advantage of Federal grants and loans.

Immediately prior to qualification, the non-profit board created by resolution
a $500,000 indebtedness to the nursing home chain. According to reliable sources
interviewed, satisfactory documentation was not provided to support the con-
tention that such a debt was owed. At first, HEW staff won an agreement from
the nursing home chain that it would subordinate its interest in the indebtedness
to the Government's $2.5 million loan. But In December, 1977, the staff allowed
the non-profit iMO to use Federal loan funds to pay off the debt.

This Incident raises a question about whether HMO loans should be used in
such a way. The primary purpose of the loan program Is to assist developing
lIMO's make It through the difficult first years. Should Federal loan funds be
used to buy out proprietary interests?

Mr. Chairman, there are other examples of possible diversion of funds. For
some time, HEW has known first hand of a problem with an HMO now in finan-
cial trouble In a southeastern State. In this case, the GAO reported that Federal
grant and loan funds were being diverted through the non-profit corporation to
a for-profit entity, which in turn used part of he funds to purchase equipment.
Once again, in turn, the equipment was leased back to the non-profit IMIO. The
GAO found that among the items leased were disposable test tubes and syringes.

The H3MG office was recently advised by the HEW regional office that a Fed-
erally qualified IMO in the Pacific Northwest is using part of its $2.5 million
loan to build a building in direct violation of the terms of the loan and IEW
regulations .

In addition to diversion of funds, there are examples of questionable HEW
management decisions. The GAO will soon make public a report on how the
Denver regional HEW office allowed, contrary to law, Federal health care funds
to be used to build an HIMO clinic. Title to that building is now vested in an
1IMO.

Mr. Chairman, there are other examples that I will list briefly. Each is In-
dicative of HIMG program problems. The Investigations Subcommittee and the
General Accounting Office recently referred to the HEW Inspector Qeneral alle-
gations that the executive director of a western HMO received a kickback from
a firm providing services to his plan. In addition, the plan paid for the executive
director's round trip first class air fare to St. Louis. Likewise, the HMO paid
for an "emergency out of area service." The nman allegedly flew to St. Louis
where surgeons reversed his vasectomy.

In all east coast IDMG which has received more than $3 million In grants and
loan-, the $t15.000 a year executive director to.d the staff that hs plan provide
'hiw with a $;0itoit month car allowance a2u(i all mailntenance costs for the car.
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The car is a new Mercedes Benz, which the executive director said is used ex-
clusively to drive between the administrative office of the plan and its two
clinics. He said he lives a block away from his office and has a car of his own
for his personal use.

While this is not scandalous, It raises a broad question about how grant and
loan recipients are spending their funds.

Mr. Chairman, my staff has obtained internal HEW documents indicating 5
HMO's are in serious financial trouble. These 5 plans have borrowed over $12
million which the Government may lose if these plans fall.

Mr. Chairman, these kinds of examples, and those investigated and docu-
mented in the Subcommittee's report raise some fundamental questions that
must be addressed prior to any enactment of the Aidministration's proposed
legislation or even the extension of the present program:

1. Once surfaced, does the internal HMO management mechanism have the
capability to take decisive action to stop the abuses?

2. Will adequate safeguards be developed to minimize the frequency of these
kinds of problems; and

3. Finally, is Congress discharging its oversight responsibilities adequately?
Are we going to be able to ensure that this megabuck program can be controlled?
Can we ensure it will not become Just another giveaway program?

The information staff has obtained on abuses suggests that there is a need
for an expanded number of competent staff Involved in the lIMO qualification
and compliance elements of the programs.

The Administration acknowledged the need for more staff. In February. HEW
asked for and received from the Appropriations Committee an increase in 3T
positions for the programs. HEW officials promised the Appropriations Com-
mittee that of the new positions, 13 would be added to the 12 persons now re-
sponsible for qualification. Some 23 persons would be added to the group of 9
persons responsible for compliance.

The Director-Designate of the HMO program now intends to have 10 persons
in qualifications, 15 short of the number promised to the Appropriations Com-
mittee and 25 persons in compliance, 7 less than what the Appropriations Corn-.
mittee expects.

When I learned of this plan last week, I directed the staff of the Permanent
Subcommittee to bring it to the attention of the Appropriations Committee staff
and suggested that Senator Warren Magnuson. the Chairman, be advised.

The Appropriations staff told us that they had not been advised of this planned
cutback by HEW. Senator Magnuson provided us with an exchange of letters
between his Committee and HEW on the 37 new positions and the planned use
of them. With Senator Magnuson's consent, I offer this correspondence for the
record of this hearing.

In addition. I offer as an exhibit, a May 9, 1978, memorandum of the 1IIO
program Director-Designate on re-organization of the program staff. Attached is
a chart showing the planned cutback in qualification and compliance staff. There
is also a memorandum discussing the commitment to Senator Magnuson and the
intended reversal.

Subcommittee staff discussed this matter'with the HMO Program Director. Ile
aid that the commitment was made prior to his taking over the job. Based on

his review, too many slots had been allocated to the compliance and qualifica-
tinn functions.

Following approval of h!s reorganiaztion plan by superiors, he said he Intends
to discuss it with Appropriations staff. He insisted that there are appropriate
numbers of staff to maintain their responsibilities at this time.

Nevertheless, the question remains: Does this cutback in compliance anld
qualification staff reflect a change in HEW's announced commitment to improve
proi-ram management?

Mr. Chairman. in spite of the facts I have presented and the conceriq I have
raised, I don't believe we should overreact or react harshly to the official. of
HEW and the director of the IMO program. There are very. very few people
In the nation who understand prepayment systems and only a handful who have
a broad enough background to appreciate the benefits of IM1O's, and at the
same time recognize their potentials for abuse.

The Denartment of Health, Education and Welfare has selected HMO develop -
ment as its major cost containment and health delivery system reform effort.
The Administration made this choice because there is evidence of financial and
quality of care benefits resulting from some prepaid health organizations of long
standing around the country.
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But the organizations that form the basis of this policy initiative were founded,
and developed for the most part, on their own, without Federal or State Govern-
ment support. They were the creations, frequently, of consumer groups, as In
the case with the Group Health Cooperative of Puget Sound, an HMO with
an excellent reputation.

When the Government announces that it will finance the development of
anything, it creates instantly a new industry, a financial constituency and a
host of problems, because some of the people inevitably attracted to the Federal
trough are those interested In a fast buck. Their success Is directly relative to
the quality of program administration. The poorer the program management,
the greater the potential for actual ripoff.

HEW should be given a chance to advance its policy initiative and expand
the development of health maintenance organizations. However, HEW should
temper Its fervor with an understanding of what can happen to taxpayer funds
And patients and manage the program accordingly.

We have only to look at what happened to us when we got into the Medlcare
And Medicaid programs. When Government dollars were placed into the medical
marketplace, we created instantly a political and financial constituency, clothed
in human needs and standing In a medical-commercial complex that Includes
huge professional and trade associations and million of elderly and poor. The
.older the programs become, the more difficult and complex become our efforts at
reform.

Indeed, It is the very problems with Medicare and Medicaid that provide us
with reasons that such systems as health maintenance organizations should
be given an opportunity to succeed.

But let us not build another uncontrollable, unmanageable, inflationary pro-
gram In the process. It would be the height of irresponsibility to do so, given
what we know now.

Let's not legislate on the basis of the promises of those offering sy answers
to complex problems. Let's try new methods--but let's try them cautiously and
carefully before we open the gates of the Federal Treasury.

Therefore, we ask that HEW listen. Listen to facts. Take a historical view,
not only of HNMO's, but also of what can happen when a major Government
initiative is begun without serious regard for good law, and effective regulations,
and proper management.

Mr. Chairman, in closing, I would like to invite your attention to what may
be a growing problem. As you may know, the Subcommittee is taking a fresh
look at the Federal law enforcement efforts to deal with what many perceive
to be a growing organized crime problem in this country. One thing is clear,
organized crime is becoming very sophisticated in Its financial activities--and,
of course, it is always attracted to vast dollars without much regard to whether
they are tax dollars or gambling dollars.

There are preliminary indications that there may be a move on the part of
organized crime figures into the health care services industry. This makes effi-
eient Government program administration all the more important.

Just to give you an example, the Shbcommittee staff a few years ago receive d
information that a west coast prepaid health plan operator was the subject of a
contract to kill him. The reason was that he had failed to withdraw a lawsuit
he had filed against a chain of hospitals and clinics allegedly owned by Chicago
organized crime figures.

Staff informally developed information that tended to confirm the threat,
which was allegedly never carried out because the man who was to pull the
trigger died of a heart attack the day before the planned execution. As for the
HMO operator, he has recently been convicted of bribing union officials to con-
tract with his plan.

The Permanent Subcommittee on Investigations has been watching another
corporation which plans to franchise HMO's. The franchise plan raises a ques-
tion as to whether it is good public policy to provide health care through outlets
similar to that way McDonald's sells hamburgers.

This particular corporation has been the recipient of HEW funds related to,
but not provided directly by the HMO program. I would prefer not to name this
firm because of our ongoing interest in it, but I have a sealed exhibit of mate-
rials on this corporation.

The Subcommittee staff, through the cooperation of midwestern law enforce-
ment officiaLs, has established a relationship between one director of this corpora-
tion and organized crime figures in Detroit.
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I am by no means suggesting that the HMO industry has been or is about to
be taken over by organized crime. However, I don't believe we can mix the mafia
and medicine and expect to provide good health care to the people. Any
Identification of organized crime figures in the health care services industry
should be a lesson to us all that there is a need for more vigilant and efficient
government and private sector health program administration.

I am sure you will agree with me that the large majority of health profes-
sionals and those who operate and work in health facilities are decent, con-
scientious and dedicated men and women.

Our concern should be those who make a mockery of that dedication and
decency by taking advantage of them with schemes and scams. We should be
especially concerned with sloppy and careless government program administra-
tion which are easy marks and government officials who refuse to respond to
compelling records of fraud and abuse.

Senator TALMAIDGE. Senator Nunn, if you would care to stay, we
would be delighted for ypu to come up and listen to the other witnesses.

Senator Nu.. I will. I would like to hear the other witnesses.
Senator TAL.M[ADGE. The next witness is Mr. Thomas S. Moore, Jr.,

health care consultant.
Mr. Moore, you may, if you see fit, insert your full statement into

the record and summarize it and proceed in any manner that you see
fit.

STATEMENT OF THOMAS S. MOORE, JR., HEALTH CARE CONSULTANT

Mr. MooRE. Senator, I am sorry that I do not have a prepared
statement to offer you this morning. I aln here merely to respond to
questions that have been generated by the previous testimony.

Senator TALMADG. For the record, would you please describe your
background and experience in the health care Aeld

Mr. MooRr. Yes, sir.
I have been involved with the public administration of health and

welfare program3- since 1962 when I first joined the-
Senator TALMA X E. Please hold the mike a little closer to your voice

so we can hear you.
Mr. MooRE. I was saying I first became involved in government ad-

ministration of health and welfare programs in 1962 in the second
term of Gov. Pat Brown's administration. Following that, I was Di-
rector of the Office of Legislation for the Public Health Service here
in Washington when Dr. William Stewart was Surgeon General. You
may recall that period.

Following that, I returned to California where I worked for and
represented an organization put together by the California unions, a
consortium of unions to develop prepaid group practices-this was
prior to the 1IMO legislation-because the unions were seeking more
stable and predictable financing of health care.

For several years, we have both advocated the development of what
are now called HMO's and, at the same time, developed in a self-
defensive posture a battery of standards and qualifications because the
programs were beginning to solicit union business.

Following that. I was self-employed as a consultant for a time, then
I later joined the California I)epartment of Health in 1975 first to
direct an experiment and demonstration unit and then later as deputy
director responsible for what is called alternative health systems which
is that branch of the State department of health which oversees HMO
prepaid health plans.
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In April of 1976, 1 was separated with some dispute over policy and
program management.

Since then I have been self-employed, again as a consultant, now
with Contra Costa County which is just northeast of San Francisco,
tl only example in the country of a publicly sponsored developing
lIMO, and as a consultant with the senior health program in Chiua-
towii, San Francisco, named On Lok, which is attempting to dve:.p
an experimental comprehensive program for very frail and elderly
persons as an alternative to nursing home care.

Senator TALMADGE. I understand that you have information concern-
ing the use of medicaid payments by prepaid health plan for the pur-
pose of making political contributions. Would you describe that situa-
tion as fully as you can I

Mr. MOORE. Yes, sir.
The history of the development of the program in California was

marked by political involvement from the very beginning. In 1969
and 1970 prior to the time that the program became a permanent one,
while it was still in the experimental stage, the contracts that were
let by the State for so-called experimental or demonstration plans,
seemed to be largely developed on a pattern based on the political
relationships with the contractors-and I say that because the State
had never developed adequate standards, never developed even a pro-
cedure, an objective procedure, for reviewing the applications that
camle in.

By 1971 when the policy of promoting the programs became set in
the law, a number of legislators created corporations or companies or
management services within their law firms or in organizations af-
filiated with them which processed applications to the State for
contracts.

The result of this was-which has been submitted to the Subcom-
mittee on Investigations in previous testimony-was enormous pres-
sure on the State officials to award contracts because to fail to do so
was to face retaliation from the legislature.

In the case that you mentioned, however, a contractor with about
10,000 enrollees naned Omni-Rx-which was the subject of an earlier
congressional investigation-was found in the fall of 1976 to have
illegally contributed about $120,000 in a 2-year period in political cam-
paisn contributions of various kinds in California.

Senator TALMADGE. And that was Governient money you are talk-
in! about ?

Mr. MOORE. Nearly all of it was Government money, almost the ex-
clusive source of their revenue. They did have some private business,
but most of their income, as determined by a GAO audit of the pro-
gram, came from mnedicaid sources. They were set up to be a medicaid
cont actor.

This was a classic case of the nonprofit corporation backed by a
series of for-profit subcontracting units owned almost exclusively, or
mainly by the officers who had incorporated the nonprofit shell.

Senator TArL.%ADOPt. Is that the detailed information in the sealed
en velopes to which Senator Nunn referred to?

Mr. MooRE. Actually this information, excluding the campaign con-
tributions, has been previously submittted to the Congress. It was a
part of the General Accounting Office review of the organization and
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.flanancing of California prepaid plans, reported, I believe, last spring
-or last winter. I am not certain about the date.

It is already a matter of record.
The campaign contributions were discovered by the department of

corporations which, in California, has recently acquired responsibility
for licensing and overseeing the program. The interesting thing, and
to me the point that touches most of the issues this morning, is that in
,pite of several thousand man-hours of audit effort in the program,
the campaign contributions were not discovered that way. They were
discovered only, finally, by a tip from someone inside the organiza-
tion to the master that had been appointed by the court because the
organization was already in trouble.

If it had not been for that tip, they probably never would have been
located.

Senator TALMADGE. These campaign contributions were discovered
Jby tips from people administering the organization?

Mr. MOORE. That is right. Someone within their organization.
Senator TALMADGE. Who got the moneyI
Mr. MooRE. Well, a great many people got the money. The largest

.collected contributions fell out this way. A variety of Democratic fi-
nance and campaign committees going by a number of names, received
about $13,000 to $14,000.

Lieutenant Governor Mervin Dimaly received a total of $14,250 in-
.luding one $10,000 contribution made on September 15, 1976, which
was not an election year.

Governor Brown received through various committees-the current
,Governor Brown-$8,600. The rest were scattered among legislators,
local office holders, local candidates throughout the State.

There were some national contributions made. Senator Tunney re-
ceived some money for his campaign. It was very widely distributed
through the leadership of the legislature.

Senator TALMA)CXOE. Was the timing of the contributions of any
significance?Mr. MOOE. Well, it may have been and it may not have been. The
thing that I found significant about it was that the rate of contribu-
.tions began to increase as the pressure came on from the Department.

If I may take a moment, Senator, that program had never been
audited. Not in the history of the State's expenditure of medicaid
funds, and by the time I became deputy director we were spending
$1o0 million a, year on the 52 contractors. No serious audit had been
made of any of the programs. There had never been any track de-
veloped to learn where the tax dollars were going.

We had clear evidence that enormous profiteering was taking place,
and the evidence consisted, in part, of some financial records that were
supplied that showed large profits in the subcontractors, high salaries
being paid, and a willingness on the part of some of the contractors
to get a contract at any price. That offer was made frequently to me
as a State official and, in the earlier days when I worked for the unions.
A contractor would come to the union and say, "I do not care what the
amount of money is, just give me the prepaid contract and I will make
out,,"

Well, there is clear evidence that under those circumstances they
know something that we did not know about the use and the cost of
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services. We felt that an audit was in order. We wer beginning to al-
low contracts to lapse and cancel others because of poor quality of care,
but the financial issue was hanging over all of our heads..

We began to press the audit of this program. That is when we began
to really bear down on them, the level of-the flow of money into
the political arena increased.

Senator TALMADGE. Who were the key principals in the Omni-Rx
and what was their backgroundI

Mr. MooRE. The principal figures in the operation and ownership of
the program were two men, one named-a physician named Ed Dick-
stein and his associate, whom I believe had been previously involved
with him in a series of real estate ventures named Merv Newell. They
were owners, or coowners, in virtually every one of the subsidiary cor-
porations except the medical partnerships, which Mr. Newell would
not have been allowed to be a member.

There was a third person who became significant as the controversy
over this program arose. They hired him to come to Washington to
lobby against the PHRED project that was mentioned by Senator
Nunn, the prepaid health research evaluation and demonstration proj-
ect which you approved for about $5 million in research and demon-
stration money.

They hired the husband of Congresswoman Yvonne Braithwaito
Burke, William Burke, to represent them in efforts to solicit the sup-
port of the Black Caucus here and other, I think, well-intended but
largely at too great a distance, Members of Congress in an effort to
shut down that demonstration project or to stop its approval.

Burke's hiring was kept from us until we discovered it by accident
in the spring of 1976 and that is important because the law in Cali-
fornia, and the regulations, require that all subcontracts of any signif-
icant nature be reported and approved in advance. 'hat was in the
law.

However, in this case they simply withheld the notice until, again,
we were told by someone inside the organization.

Senator TALMADOE. Was Mr. Burke involved in the campaign
contribution ?

Mr. MOORE. He was not a recipient of any. Mrs. Burke received
$2.000.

Senator TAL31ADGE. Did he distribute any of the funds?
Mr. MOORE. Not to my knowledge. I do not know firsthand that he

did.
Senator TALMADGE. Was the money in his account?
Mr. MoORE. His account?
Senator TALMADOE. Yes. Did his account contain the money?
Mr. MOORE. He received payments in a series of accounts from Omni-

Rx, some for marketing services-at least that is the way it was iden-
tified on the disbursement records, although they had a full-time
marketing director-

Senator TALMADGE. Were those campaign contributions or payments
of personal services?

Mr. MOORE. One assumes that they were a combination, but I cannot
honestly say that I know, Senator. The track of this money, of the
campaign contributions, was not provided by the Department of Cor-

porations at the time they released the figures. They did not tell us
through what processes the funds were distributed.
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Senator TALMADFE. Are there any indications that the Omni-Rx
people got anything in return for their political contributions?

Mr. MooRE. Well, I can tell you from personal experience that they
got access to the administration of the program in California and to
the legislature. They were able, on one occasion, to compel a hearing
by an Assembly Committee into the administration of the program
and on several other occasions, in effect, our efforts to carry out the
law-which had not been carried out for several years-were put oil
trial at their request.

They had-I was told repeatedly by members of the legislature
staff-I was warned repeatedly by members of the legislature staff-
that they had access throughout the Capitol and that I should never
underestimate their political influence.

Senator TALMADGE. Were there any indications or evidence of
strange payments or contributions in other California HMO's?

Mr. MooRE. Well, the history of the program had been characterized
by payments. There were cases in which consultant fees were paid to,
or offered to, legislative staff and members of the legislature. The
payments were connected to the rate of growth of the program.

There were cases in which there were payments made up front by
contractors seeking a contract to the legislature or members of the
legislature for professional services.. All of this, ultimately, of course was coming out of public funds.
Since, for most of these programs their exclusive membership, their
exclusive enrollment, was from the public sector. They were Medi-Cal
recipients.

Senator TALm.'ADso. What do you know about a federally qualified
JIMO named HMO Concepts?

Mr. MooRE. HMO Concepts was previously called Health Care As-
sociates, I believe, in Orange County. It has reorganized and changed
its name.

It is an organization which represents the kinds of surveillance
problems that this entire program faces all of the time. It has a series
of subcontracting-for-profit organizations backing its nonprofit pri-
mary contracting front. The most interesting thing about it, and the
things that are a arming from a management standpoint, at least in
the public programs, are the low rates of utilization. The program has
a very low rate of hospitalization, very low rates of use of outpatient
services; so far as we can tell, a very low rate of preventive services.

It has. over the years, been consistently what I would characterize
as an underutilizer. We know so little about the appropriate distribu-
tion of medical services to low income families that it is impossible to
say what the standards ought to be. The problem is that from my own
experience, both in Government and with the unions, whenever we saw
very, very low utilization in a prepaid program we considered that
cau'e for alarm and serious inquiry into either the stability of their
patient population because it could mean a kind of a turnover leading
to selectivity of enrollment, or stability in physician staff. Instable.
high turnover in physician staff would frequently encourage low use
frequently among populations.

The program has been federally qualified but it was qualified at a
time when the State was raising very serious questions about the quali-
tv of its care. More to the point, the State was asking repeatedly for
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them to respond to previous complaints. It had a history of not being
responsive to medical and and management audit findings.

It is a very troublesome, uncertain program with a history of
strained relations with the State program managers, but it is qualified.

Senator TALMADOE. What were the conditions ill California which
contributed to these medicaid abuses?

Mr. MooRE. The program began with a deliberate plan on the part
of the administration to encourage as rapid a growth as possible with
the hope that either competition in the marketpLcce would be self-
correcting-that is, that low-income people would be able to disenroll
and that their disenrollment would discipline the programs or that
the stronger ones would eat up the little ones and there would be a
period of consolidation and merger. At that time, I was working for
the unions in California and most of these programs would try to
get a State contract and then come to the unions and say, we are good
enough for Medi-Cal, we must be good enough for your membership.

Knowing that the State had no standards, no real standards, and
was not conducting anything like an objective evenhanded review
of the contractors, we set up our own review and screening process
and over a 4-year period we never approved a single California Pi'
for union enrollment.

That does not mean that some of the unions did not contract with
them, but they did so over our objections and over our warnings.

The State notion that you can clean up the program afterward was
a serious mistake. It is extremely difficult to cancel contracts. It is
extremely difficult, even with substantial evidence, to shut down a
going organization that has several thousand people enrolled in it.

If you are a program manager, you find it very hard, even when
you know that tihe program is riddled with abuses, to close up a shop
that is employing several hundred people who are completely inno-
cent of the frailties of the administration.

It was out of that experience, watching that development during
that period and my later, direct, experience directing the State pro-
gram that has led me to the conclusion that it is important to have
a very tight screening for entering the program because it is extremely
difficult to close it down later.

Senator TALMADGE. Is there any reason to believe that the problems
of the programs are unique to California and would not occur
elsewhere?

Mr. MooRE. No, Senator. Californians are accustomed to being re-
garded as peculiar and we may deserve some of that, but any tiae-
Senator Nunn's statement concerned a very telling comment. You
create a benefit, you create a new industry.

And California investor physicians, and others are no different
from those in any other State. If there is not adequate regulation,
the conditions will exist.

I will say this. I certainly saw, in my labor years, the same prob-
lems with the unions and private health contractors in other parts
of the country that I was invited to visit, so I can assure you that
the conditions are widely spread.

Senator rrAL3AtoE. Based upon your extensive experience with
l IMO policy and operations to date, what do you believe would be-
an appropriate Federal position toward 11MO's at this time?
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Mr. MooR. Well, first, let me say something about my own role in
this. I have long been an advocate of HMO development. I would take
a much harsher view of fee for service, perhaps, as a reimbursement
mechanism than Senator Nunn. I am a member of an HMO, as a
matter of fact.

It is our best hope for the stabilization of the health industry,
which is essential. But, having said that, I think that the program
desperately needs to have in place, or at least in the field testing
stages, the kind of monitoring and surveillance instruments that are
being developed by the PHRED project in California, ;o that you
get very early warning signals, both on the applicants before they are
qualified, and on their operations in the troubling first years of quali-
fication or even first months, when they are just going into business,
as much to help them-those which are having management prob-
lems-as much to help those as to discipline the ones which are clearly
taking advantage of the program.

The gap that is growing between fee-for-servic6 costs of the average
family and the rates being charged by HMO's and prepayment, and
what that gap represents as out-of-pocket costs to families, is leading
to a tremendous surge of enrollment.

In California, the growth is astronomical. The programs can barely
hire people and build facilities fast enough to take care of it. That
kind of situation needs very careful scrutiny.

There was no methodology for reporting or surveillance in the
early 1970's and it was because of the lack ofthat that Congress sup-
ported the PHRED grant and we worked so hard to get it, to start
developing those tools. The tools are still not in place. And while I
think that it would be unwise to punish those who have applied and
are in the pipeline for qualification because they have done so in good
faith under the law that invited them to do so, I believe that the pro-
gram needs the management instruments in hand, or else we will have
California across the country.

Senator TALMADOE. Wh t is your evaluation of the administration of
the HMO program by the Department of Health, Education, and
Welfare V

Mr. MoonE. First, I must say that I have not conducted a formal
evaluation. I was invited by the Under Secretary to participate in some
staff seminars over the question of rate reimbursement. Yet it would
be absurd to suggest that this administration, certainly the Under
Secretary-who, by the way, coincidentally was largely responsible
for my entering government in the first place in 1962. It was because
of him that I was given a chance to work in State administration.

It would be absurd to suggest that there is anything but the highest
standards prevailing in their operation and in the greatest public inter-
est. The problem is, as you well know, that HEW is like a series of
tribal camps and this program inspires more ideological conflict and
more controversy, I believe, than any other medical program that I
have ever seen. It is difficult to communicate to you the intense feelings
that were generated by people who agree on common objectives. It has
been true in HEW staff-there are great conflicts there-it is true out-
side between the welfare rights organizations with whom I work, the
union consumers and the public proponents of HMO in the State.
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In an atmosphere of great tension and controversy and arguments
over how we are going to take the experience of the large and successful
programs like HIP, Group Health Co-op and Kaiser and translate
that into a new public program, there is a great deal of turmoil.

I would say that they have not settled down on objectives, and I
would say further that there is a terrible shortage of legislative his-
tory, or legislative memory, at the staff level.

Senator TALMADOE. Are you familiar with the present statutory
safeguards on HMO participation in medicare ?

Mr. MooRE. Yes, sir.
Senator TALMADOE. Is there anything inappropriate or unreasonable

about those requirements in the present law?
Mr. MOORE. The county where I am a consultant, Contra Costa, has

one of, I believe, only two contracts with the medicare administration
for services to medicare eligibles at risk. We found the negotiation of
the contract time-consuming, but not difficult. It is certainly no burden
on us, but as a public program, we do not have the same economic inter-
ests as a private one.

But the requests are reasonable. We did not find anything unreason-
able about it.

I would like to suggest something that has been said before here and
before the other committee, but it requires emphasis, I think, and that
is that we are burdened-program operators are burdened with far
too many agencies involved in this business. There was testimony given
by one of the PHD contractors that he had to submit a review to
something like 11 agencies in the course of doing business with Federal
employees, State employees, medicare, medicaid and the State agencies.

That is not only inefficient, but what happens is that the regulatory
:agencies get put one against the other. Over the years, the programs
that we considered totally unfit to serve union families would get a
-contract with somebody, with the State medicaid agency, and then
.comne in and use that as an excuse to try to get union business.

If we do not have a common standard for reimbursement, if we do
not have a common standard for surveillance and reporting, it is not
only unfair to the operators who must submit to an endless round of
audits and reporting, but it is not necessarily better management be-
cause you get the agencies played off against the other.

Senator TALMADGE. Senator Dole?
Senator DoLE. With reference to the campaign contributions, is the

contribution information a matter of public record?
Mr. MOORE. Yes. It was contained in a March 3 press release by the

Corporation's Commissioner in California announcing that they were
ftmnending a previous complaint against the company to include these
illegal contributions.

Senator DOLE. That, essentially, covered all that type of
information ?

Mr. MOORE. It covered only that information on that particular
plan, Senator. My intention was to audit six organizations in the
state with Omni-lx being the first. None of the others have ever been
audited. And they are all similar corporate structures with similar
political relationships within the State legislature and administration..Senator CURTIS. What administration are you talking aboutI
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Mr. MoovR. The last two. The Reagan administration from about
1969 through 1974 and then the Brown administration, the Jerry
Brown administration.

Senator DoLr,. Are you in the process of doing that now?
Mr. MooRE. I am sorry, doing what?
Senator Doi,. Well, you said your intention was to look at six?
Mr. MooRE. Oh, no, I am out of the administration. I was released. In

a dispute over audit pr-actices, and what was characterized by my
superiors as an abrasive personality and inability to get along'with
the legislature. I was fired.

Senator I)oir:. Would you be classed as what we called a whistle
blower?

Mr. Moore. Well, that is flattering. I tell you, I was scared most of
the time. because you were danined if you did and you were sure
damned if you didn't in terms of monitoring the law.

Senator NVNN. Senator Dole, may I interject something at that
point

Senator r.%,[AOGF. Would you yield at that point, Senator Dole?
Senator Nim ?
Senator Nuxx. Yes. During the course of this investigation, Mr.

Moore wasN working very closely. in many cases, with our staff, and
they have a very liizh regard for his ability and integrity. During the
course of the investigation, there was some real rough play. Our staff
was involved and lie was involved and there were a good many allega-
tions niade against Mr. Moore and David Vienna of our staff.

The allegations were made by those who were being investigated,
including allegations of layoffs and bribes and so forth. As soon as I
heard about it, I got in touch with the Justice De partment-this was
a couple of years ago--and demanded that they hiave an immediate
investigation of our own staff, and I told our staff that I was doing
that. I did not want anybody to believe they could call off our investiga-
tion by making counteralle'gations against our staff.

The 'Justice Department investigated our staff as well as Mr. Moore,
and I also insisted that they give us the results of that investigation,
and both of them were found to be innocent of any kind of wrongdoing
in connection with this.

But I just interject that to say that is what happens when you get
close to the targets. They would start throwing around all sorts of
allegations.

I do not know all the background of Mr. Moore's dismissal. I do
know that he is credited by a lot of people with doing an excellent
job while he was there.

Senator TALMNrADE. Senator Dole?
Senator DoL,. Apparently, the other investigation will never be

pursued then, right?
Mr. Mooin. Most of those l)lans were put out of business by the 1976

aluendments which required that continuing contracting could only
take place with qualified lIMO's. I regret that they-perhaps I am too
close to it to be sufficiently objecti e-I regret that the audits were not
conducted because, just as California is frequently pointed to as an
exception, so Oini-Rx is pointed to in California as an exception, and
I must say, without hard evidence to document it, that that is nonsense.

They were not the exception. They characterized the program.
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Now, it is much harder to get a Federal HMO contract, or to get
qualified, than it was to get those contracts. They. sent in form appii-
cations, just changed the name and the date, and in many cases, they
got contracts.

I am not suggesting that Federal procedures are anywhere near as
poor as the State procedures were. The trouble is that we do not have
the compliance apparatus in place. Once qualification is granted, they
are cut loose and running, and that has inherent problems.

Senator NuxN. Would Senator Dole yield to me for just one other
thing?

You were talking about investigations and whether they were being
pursued. It is my information that there is a grand jury in Sacra-
mento looking into some of these matters right now, including some of
the political contributions that have been alluded to this morning. Our
subcommittee has been in touch with the FBI. We have been cooperat-
ing with them. They have a rule 30 where they are going to ask us to
turn over some information we have to them.

So I do not think we have heard the last of this political contribution
thing, and it is being investigated by the Justice Department.

Senator TALMADWE. Any further questions
Senator DOLE. I have none.
Senator TALX A.iE. Senator Curtis?
Senator CURTIS. You mentioned some HMO's that existed prior to

the Federal program.
Mr. MooRE. 1 es, sir.
Senator CURTIS. Who are they?
Mr. MOOaE. Most of the contractors with the State of California-

and at one time we had as many as 54-were all entities created prior
to the Federal HMO program. They began, some of them began, in
the 1930's.

Senator CURTIS. They did have contracts with the State I
Mr. MooRE. Yes; they did, and they were privately financed. They

were not financed with public funds. The only public funds they re-
ceived were payments for services for their enrollees.

Senator CURTIS. Who were some of those?
Mr. MOORE. Well, the list included Omni-Rx; American Health

Care in San Francisco; Health Alliance in Northern California, which
is now a qualified HMO; Maxi-care in Los Angeles, which is now a
qualified HMO.

The Family Health Plan in Long Beach; Family Health Care of
Pomona; Kaiser-

Senator CURTIS. Well, just a few moments ago you mentioned
Kaiser and somebody else?

Mr. MooRE. Yes.
Kaiser has had a small contract for prepayment in the southern

California region for several years. I am not sure exactly when it
began, and that was prior to the Federal HMO program.

Senator CURTIS. Now, in your direct investigation and in your-
observation, these HMO's that existed before the Federal legislation,
has any corruption shown up among them?

Mr. MooRE. Yes.
Senator CURTIS. Which ones?
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Mr. MOORE. Omni-Rx was created before the Federal program. It
was a-

Senator CuwRs. Was it in operation before the Federal program I
Mr. MOORE. Yes, sir. It was in operation, I believe, as early as 1973

when the legislation was first passed. It was making campaign con-
tributions by the spring of 1974, so it was certainly in operation by
then.

Senator CURTTS. When did the Federal Act go into effect?
Mr. MOORE. Well, it became effective in the winter of 1974. The

legislation was passed in 1973.
Senator Ccrrris. I will rephrase my question.
The corruption, wrongdoing that you have directly investigated and

has come to your knowledge, has that involved in every case activities
that were financed in part by Federal funds?

Mr. Moorn. If by financed you mean wore they being paid with
public funds, yes.

Senator Cuwrrs. Got any support?
Mr. MOORE. They were being paid by public funds, but none of the

programs that were in the early California development ever re-
ceived-none of those that we investigated and found fault with had
received any public subsidies for startup. There were a few grants
made in the pre-1973 period out of old Public Health section 314
money, but those programs generally were outside of the difficulties
that we saw with the others.

Senator CURTIs. What I am trying to find out is the corruption and
wrongdoing existent in all HMO's or those that are primarily funded
and helped by the Federal program?

Mr. MooRE. I would not say either case, from my experience, Senator.
The climate that creates the abuse is not Federal subsidy or Federal
payment, it is the tremendous flow of money with very low accounta-
bility and virtually no disclosure of internal operations.

I saw, in the case of a union sponsored program in Long Beach,
which never got a Federal contract and never sought a State contract,
the most outrageous failures, either to provide care or to manage
money. They did not pay hospital bills. They finally went bankrupt
because the fiospital sued them.

That was a completely private operation. It never had any public
dollars in it and it was designed solely to exploit the goodwill of a
few of its officers and their relationship with organized labor.

Senator CR'rrq. Give me a typical case of an HMO that did get
Federal funds. What did they get for startup money and how much
(lid thev aet?

Mr. MNonE. I would have to provide the average figures for the
record. The typical programs that, I have been familiar with in Cali-
fornia have received somewhere in the n. ighborhood of $300.000 to
$500.000 in grants prior to their ability to qualify for operational loans,
for startup.

Senator CURTTS. $300.0O0 to $1500,000 for startup?
r. MooRE. That is right.

Now, the average nationwide may be considerably less than that.
Senator CunTrs. What were they sunnosed to do'with that?
Mr. MfoorE. They were supposed to develop management systems-

to develop their relations with the providers, to develop marketing
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materials qualified under various State licensing laws and, in general,
pull together the professional staff that is necessary for the operation
of a complex program.

Senator Cums. Did they get any help after that ?
Mr. MooRE. Well, then some of them go on and have qualified for

loans, and I cannot tell you the average amount of-
Senator Cunis. Do they get any more grants after that?
Mr. MOORE. No. Usually they do not get grants once they have gotten

into the operational stage. They get a grant to cover their losses during
an operational period, but once they become qualified they are no
longer eligible for a grant.

Senator CumrIs. They get a grant to cover losses?
Mr. MOORE. Yes, sir.
Senator CURTIS. Over how long a period of time?
Mr. MOORE. It depends upon a marketing plan that has been ap-

proved. The assumption here is, you see, that they are going to have
to enroll membership starting from zero but theri is a basic overhead
that goes with the program whether you have one patient, one enrollee,
or 100,000, and the Federal strategy was to provide financial support
during that period in which they meet a marketing objective and be-
come solvent and are then self-sufficient.

Senator Curis. Cite me a case of where they got a grant to pay
operating costs?

Mr. MOORE. To be specific about amounts would take some research,
but I know that the health alliance program in northern California
received grants.

Senator CuRTIs. About how much?
Mr. MOORE. I do not know, sir. I really do not know.
Senator CuRTs. You do not even have an estimate of what the nature

was, whether it was $10,000 or $100,000?
Mr. MOORE. Well, it would be more in the $100,000 range. The

Foundation Community Health Plan in Sacramento received grants
for the development of monitoring technology. That was, again,
several-

Senator CURTIS. That was after they were operating?'
Mir. MOORE. Well, yes, sir. They vere operating as a foundation,

but they were not fully qualified as an HMO.
Senator CURTIS. Some of them did get grants to take care of their

losses?
Mr. MooRE. Operating losses during a period up to the point where

they were expected to become solvent are covered-can be subsidized-
by Federal funds; yes, sir.

Senator CuTis. how long is that period?
Mr. MooRm. It varies with the marketing plan and it varies with

marketing circumstances.
Senator CURTIS. From how long to about how long?
Mr. MOORE. I believe the rule of thumb used by HEW is that they

should make their turnaround at the end of 3 years.
Senator CURTIS. So there is a possibility that they might receive a

grant for losses during the first 3 years?
M[r. MOORE. Yes.
Senator CUn'rs. Now, about their loans. What kinds of loans are

made? Are they fully secured? Are they joint loans where part of the
money comes from some private lender?
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Mr. MooRE. The loans are guaranteed by the Government itself.
Senator CURTIS. Fully guaranteed?
Mr. MooRE. I believe so. You see, rarely are there any assets to offer-

in these programs.
Senator CURTIS. So they are not secured?
Mr. MOORE. Not in that sense. They are simply federally guaranteed.
Senator Curis. Do a number of them get loans?
Mr. MOORE. There is an extensive loan program. I do not know the

number nationwide.
Senator CURTIS. But I mean the ones that you are familiar with, did

some of them get loans?
Mr. MOORE. Yes. Several of them have received loans. Again, HANC,

as we call it, (lid. I am trying to think whether maxicare did or not.
1 am not sure.

The loan program is designed for slightly different purposes. It
is a way of assuring that they will not fail because of the lack of ade-
quate cash to meet emergencies, the acquisition of property and that
sort of thing.

Senator CuRTIS. It seems like the Congress set out quite an invitation
for people to get in the act. They would give them sizable sums of
money to start up with, make them eligible for a grant to cover their
losses, and then loan them money, fully federally guaranteed, even if
they 1iave no assets. Looks like there ought to be a little bit of investiga-
tion on the Potomac. That is not your responsibility, but really, if
that is not an invitation, at least to maladministration, to say nothing
about corruption, I do not know how you would make one.

Now, the next thing I am going to ask for is, as much as anything
else, to protect the innocent. You have referred to political contribu-
tions and named some names.

Would you, at your convenience, submit for the record the names
and what office they held or were running for of the contributions
that have come to your attention ?

Mr. MooRE. Yes, sir. I will prepare that when I return to California.
[The following was subsequently supplied for the record:]

(State of California, Department of Corporations--News Release]

CORRECTION OF TYPOGRAPHICAL ERROR
MARCH 4, 1977.

Attached to the Department of Corporations' News Release dated March 3,
1977, issued for immediate release, there was a list of political contributions
to state officials. On the eighth page (the last entry) of said listing, the
contribution listed for Leo McCarthy on "9/19/76" should be deleted.

On the Federal Contributions list on page 10, the contribution of $1,000 dated
2/25/76 to McCarthy Di'-ner Committee should be deleted and that contribu-
tion should be listed on the State and Local Contributions list.

[State of California, Department of Corporations-News Release]

MARCH 8, 1977.
Commissioner of Corporations Willie R. Barnes announced today, Thursday,

March 3, 1977, the filing of a motion to amend the existing complaint in the
lawsuit of the People of the State of California against Omni-Rx Health Sys-
tems (Omni-Rx), Omni-Rx Health Care, Inc. (Care), Edward R. Dickstein
(Dickstein). Merv Newell (Newell), et al. This would be the second amended
complaint filed in this matter. Commissioner Barnes indicated that today's
filing is part of the continuing investigation into charges against Omni-Rx
Health Systems, Inc. and affiliated entities ordered by Governor Edmund G.
Brown, Jr. on August 9, 1976, for which supplemental funds have been made

31-631-78- 10
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available to the Department of Corporations by AB 4038 which was passed
during the last session of the Legislature and signed by Governor Brown on
September 15, 1976.

The complaint attached to the motion filed today alleges additional violations
of the California Corporate Securities Laws of Section 25401 (offer and sale
of securities by communications omitting material facts), Section 25541 (scheme,
device, practice or course of business to defraud in connection with offer of
securities) and Section 25166 (false statements to the Commissioner) involving
more than $120,000 of funds expended by Omni-Rx, Dickstein and Newell for
political purposes. The complaint also alleges two additional violations of
Section 25400 of the Corporations Code involving acts and transactions being
effected for the purpose of manipulating the price of Omni-Rx stock.

The complaint alleges that between July 21, 1974 and December 15. 1976
Omni-Rx, Dickstein and Newell expended more than $120,000 for political pur-
iwseq. Many of the payments were campaign contributions to candidates for
various state and federal offices; many of which, according to the complaint,
were made by Omni-Rx, Dickstein and Newell in violation of state or federal
laws regulating the making of such contributions and the reporting of such
contributions. No allegations in the complaint are directed toward any improper
conduct by the recipients of such political contributions. Moreover, Commis-
sio ner Barnes has cautioned that no implications regarding improper conduct
by recipients should be drawn from the filing of the amended complaint.

The complaint alleges that Omnl-Rx, Dickstein and Newell engaged in a
systematic and continuous program of making illegal payments for political
purposes, all of which, under the circumstances, should have been disclosed to
the company shareholders and prospective purchasers of the company's stock
because the nature of such conduct and the quantification of such sums of money
were material facts relating to the company's operations and financial condition.
Attached to this news release is a list of political contributions to state officials
for which the required disclosure filings have been made with the California
Secretary of State in Sacramento. In addition, there is attached a list of
political contributions made to federal officials. The complaint alleges that the
contributions by Omnt-Rx, Dickstein and Newell were made through the in.
strumentality of Imperial West Medical Group (IWMG). IWMG is a partner-
ship controlled by officers and directors of Omni-Rx and engaged In the practice
of medicine in Los Angeles. Defendant Dickstein was a principal partner in this
partnership.

The new counts allege that IWMG purchased 10.000 shares of Omni-Rx stock
in an open market transaction at the original offering price for the purpose of
creating a misleading appearance of active trading in the sales of Omni-Rx.
Further, a separate count alleges that Defendants Dickstein and Newell in-
dnced an individual to purchase 5,000 shares of Omni-Rx stock guarantying the
purchase of the 5,000 shares over a period of time at a price equal to that indi-
viduals original purchase price plus 7% for the purpose of creating a false
and misleading appearance as to the value of Omni-Rx stock.

This action arises out of a lawsuit filed on December 15. 1976 in Los Angeles
Superior Court by Commissioner Barnes against Omni-Rx, a publicly-held
corporation, Care, a non-profit prepaid health plan, five defendants who are
officers and directors of the public corporation, Farmers & Merchants Bank of
Long Beach, and two accounting firms, Seidman & Seidman and Gold, Kipnis
and Kohn. In the lawsuit the Commissioner alleged various violations of the
California Corporate Securities Law and the Knox-Mills Health Plan Act.

An amended complaint was filed on January 28, 1977 alleging additional
violations of Section 25110 of the Corporate Securities Law dealing with the
unqualified sale of securities by Omni-Rx. Dickstein and Newell. The amend-
ments also alleged that Care used misleading representations and deceptive
contracts in the solicitation of memberships In its Jurupa Valley Plan in River-
side County, and that Care failed to enter into written agreements with medical
providers servicing the Jurupa Valley Plan.

On December 16, 1976, Judge Norman R. Dowds, Los Angeles Superior Court,
ordered that a Temporary Restraining Order be issued prohibiting Omni-Rx,
Dickstein, Newell and others from violating certain provisions of the Corporate
Securities Law and from further advertising and violation of the Knox-Mills
Health Plan Act and further prohibited among other things, the disposing, trans-
ferring or concealing any of the books or records of Defendants Omni-Rx, Care,
Dickstein, Markovitz, Koch, Standers or Newell or relating to any transaction
involving any of said Defendants; or from disposing, encumbering, transferring
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or concealing any funds, securities, or other assets of Defendants Omni-Rx, Care,
Dickstein, Markovltz, Koch, Standers or Howell.

On January 7, 1977, Judge Phillips appointed Monte A. KrIssman as the Special
Master of all assets and other property directly or indirectly owned, beneficially
or otherwise by, or in possession, custody or control of Omnl-Rx, all assets and
other property to which Omni-Rx has any right of possession, custody or con-
trol in order to obtain an adequate accounting of the Defendant's assets a-d lia-
bilities and to operate the business as he deems practicable.

The Special Master has the power to institute, defend, compromise and inter-
vene in lawsuits, and to undertake such Independent inquiries and investiga-
tion to the extent he deems necessary and prudent into the affairs and liabilities
of all Defendants in connection with this action and related matters. He is also
to cooperate fully with the Commissioner and other law enforcement and regu-
latory agencies, as well as, within his discretion, undertake independent in-
quiries and investigations.

On January 28, 1977, after a complaint had been filed by the Commissioner,
Judge Phillips appointed Herbert Wolas of Los Angeles as Receiver for Care,
the non-profit prepaid health plan. Wolas is appointed during the pendency of
this action or until further order of the Court. He took possession of all assets
and other property directly or indirectly owned beneficially or otherwise by, or
in the possession, custody or control of Care.

Mr. Wolas has indicated that he will be terminating the agreement between
Care to provide health care services to members of the Jurupa Valley Health
Association in Riverside County.

On February 3, 1977 Judge Charles S. Vogel of the Los Angeles County Superior
Court granted a preliminary injunction against Dickstein and Newell. This in-
junction restrains Dickstei and Newell from various violations of the California
Corporate Securities Law of 1968 and from disposing, encumbering, transferring,
or concealing any of the books, records, funds, securities or other assets of De-
fendants Omni-Rx, Care, Dlckstein and Newell.

By the terms of the preliminary injunction Defendants are restrained from
offering or selling any security unless they have secured from the Commissioner
of ('orporations a qualification authorizing the offer and sale of such securities.
Further, they are restrained from offering or selling securities other than in
conformity with the terms and conditions of the qualification obtained from
the Commissioner and from using any written or oral communication which In-
cludes any untrue statement of any material fact or omits to state material facts
in connection with the offer or sale of any security. The injunction contains
further provisions concerning restraining the use of any device, scheme or artifice
to defraud in connection with the offer, purchase or sale of any security. Finally,
Defendants Dickstein and Newell are restrained from the filing of reports or
applications with the Commissioner which contain untrue statements of material
facts or material omissions.

STATE AND LOCAL CONTRIBUTIONS

Recipient Date Amount

C3lifornians for Brown ........................................................... May 14,1974 $1,500
Committee to elect Marlin McKeever .............................................. May 30,1974 100
Citizens for Brown .............................................................. Sept. 18, 1974 5,000
Siegler for assembly ------------------------------------.----------------------- Oct. 7, 1974 500
Wilson for assembly .................................................................. do ....... 500
Mayesh for assembly .............................................. ................... do ....... 500
Wornum for assembly ---------------------------------------------------------------- do ------- boo
Dymally Dinner Committee .......................................... ------------- Oct 11, 1974 1,250
Brown for '74 ------------------------------------------------------------------ Oct. 29,1974 2, 100
Triphon for Senator ............................................................. Dec. 2,1974 1,000
Bradley dinner committee ............................................................. do ....... 600
Dymally dinner committee ...................................................... Dec. 16,1974 1, 00
Friends for Manatt --------------------------.................................... Jan. 6,1975 1,000
Greene for Senate committee ..................................................... Jan. 30,1975 1,250
Hughes for assembly ........................................................... May 1,1975 400
Klein for council ................................................................ May 15, 1975 500
Unruh dinner committee ......................................................... July 1, 1975 200
Moscone for mayor ................................................................... do ....... 200
Bill Greene dinner committee ..................................................... July 24, 1975 750
Burt Pines dinner committee ..................................................... Aug. 4,1975 750
Moretti dinner .................................................................. Sept 10, 1975 1,500
Otto Lacavo ------------------------------------------------------------------------ do ....... 500
Westside Democratic committee ........................................................ do ....... 200
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STATE AND LOCAL CONTIIBUTIONS-Continued

Recipient Date Amoun-

Californians for as effective legislature ............................................ Sept. 16, 1975' $1 250,
=(mal y dinner committee ---------------------------------------------------- N . Nov. 3, 1975 1, 500

ne for major ------------------------------------------------------------------- do ZOO---- 100
Berman dinner committee ........................................................ Nov. 12, 1975 600
Hughes' testimvidl dinner ....................................................... Dec. 1,1975 750

Do ....................................................................... Mar. 15, 1976 1,000
Curtis Tucker campaign ---------------------------------------------------------- Mar. 25,1976 1,000
Mayor Doris A. Davis dinner dance committee ...................................... Mar. 30, 1976 300
Greene dinner committee -------------------------------------------------------- Apr. 7,1976 1,250
Friends of Assemblyman Dixon ................................................... Apr. 22, 1976 1, 500
Citizens for Waters -------------------------------------------------------------- Apr. 23, 1976 500
Pasadena urban coalition ------------------------------------------------------- Apr. 26,1976 50
Johnny Collins committee ........................................................ May 3, 1976 500
Bill Greene --------------------------------------------------------------------- May 20, 1976 200
Johnny Collins committee -------------------------------------------------------- June 2, 1976 500
Cindy Wear election committee ------------------------------------------------------ do ....... 500
Assemblyman John Knox --------------------------------------------------------- June 4, 1976 750
California Democratic Party ------------------------------------------------------ July 1,1976 1, 250
Curtis Tucker committee ------------------------------------------------------- Aug. 26,1976 2,000
Lieutenant Governor Oymally election committee ----------------------------------- Sept. 15, 1976 10,000
Leo McCarthy ................................................................... Sept7 19, 1975 1,250,
Friends of Paul Priolo ----------------------------------------------------------- Sept 30,1976 500
Bill Greene for Senate ----------------------------------------------------------- Oct. 7,1976 3 750
Theresa P. Hughes dinner ............................................................. do ------ 2, 000'
Cindy Wear for assembly -------------------------------------------------------------- do ....... 500
Theresa P. Hughes Birthday Committee ............................................ Oct 20, 1976 700
Curtis Tucker Campaign Committee ----------------------------------------------- Oct. 22, 1976 2,000-
Citizens for Waters .............................................................. Nov. 24, 1976 1,250-

1 McCarthy. FEDERAL CONTRIBUTIONS

Recipient Date Amount*

United Democratic campaign committee ............................................ Sept 12,1974 $2, 000
Tunney for Senate committee ..................................................... Dec. 16,1974 1, 000
United Democratic finance committee .............................................. Feb. 18, 1975 1.000
Citizens for Tunney ---------------------------------------- May 22,1975 1,000
Phillip Burton for Conress .................................................... do ....... 500
Democratic victory 1976 .......................................................... Nov. 3, 1975 1,250
Committee to reelect Senator Humphrey ........................................... Jan. 9, 1976 2,000
McCarthy dinner committee (State and local) ...................................... Feb. 25, 1976 1,000
Tunney for Senate ................................................................... do ....... 1, 000
United Democratic finance committee .............................................. Mar. 15, 1976 1, 000
Committee for Dellums' congressional fund ........................................ Apr. 13.1976 600
Carter for President committee ................................................... Apr. 26,1976 1,000

Do ............................................................................. do ....... 1,000
Do ............................................................................. do ....... I,000Do . .. .............................................. .................... do ....... 1:000
Do .....................................................--.................... .do ..--- 1,000

Democratic congressional dinner committee ........................................ May 11, 1976 2:500
Horner election committee ....................................................... May 12,1976 5oo
Carter for President committee ................................................... May 20, 1976 1 000

Do ----------------------------------------------------------------------------- do....... 1,000
Citizens for Senator John Tunney ................................................. May 28,1976 2,000
Democratic cony. housing ........................................................ June 15,1976 100

Do ............................................................................. do ------- 100
Carter for President committee ................................................... July 7,1976 2,500
The Andrew Young campaign ..................................................... July 29,1976 50
Paul Sarbanes .................................................................. Aug. 19, 1976 1,000
Congressional Black Caucus dinner ................................................ Sept 10, 1976 1,000
Committee to reelect Yvonne B. Burke ............................................. Oct 7,9176 2,000
United Democratic campaign committee ............................................ OcL I5, 1976 1, 500"

Senator Cunns. Thank you.
Senator TALMADGE. Any questions. Senator Nunn ?
Senator NuNN. I just have one question.
Mr. Moore. why were you dismissed?
Mr. MOORE. The official reason was that I had become ineffective in

my job because of criticisms of members of the legislature and was.
damaging to the program.
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Mfy own view is that I had provided some excuse because of some
controversy with a cou')1e members of the legislature but that the real
reason was that they thought that by dismissing me the audit would
stop, the investigation would stop, and, in fact, it did stop until news-
papers in California principally the Sacramento Bee dwelt on the
subject at such length that the administration was embarrassed into
resuming the audit.

Senator NuNw. Well, when you say "they" thought that the investi-
gation would stop, who was "they"?

Mr. MOORE. Omni-Rx and the legislators who were supporting them
in their criticism of my administration of the program.

Senator NUNN. Who actually did the firingI
MI'. MOORE. I was fired by the director of the department of health,

Dr. Jerome Lachner, the previous director, and I was an appointee
of such a type in California which did not entitle me to any hearing
or redress. I was a consultant awaiting permanent appointment, so I
did not have any rights to a hearing or anything else.

Senator NuNN. Well, was that decision taken by the director of the
health program himself, or was that a higher decision passed down to
him, or do you know?

Mr. MOORE. He was instructed. He took responsibility for it, but
clearly lie was instructed by the secretary of the human resources
agency to fire me.

Senator NuiN. Was that his decision? At what point do you think
the decision was made, at what place?

Mr. MOORE. I think the decision was made on the day that the secre-
tary discovered that I had sent a memorandum to the regional office
in San Francisco about our findings of an illegal contract within the
Omni-Rx organization and my recommendation that they withhold
approval of an HMO loan application which Omni-Rx had filed until
we cleared up the matter with an audit.

When they found that memorandum, I detected a noticeable change
in the climate in Sacramento. I found myself hourly on trial before the
people that I worked for in explaining what I was doing. I had to re-
justify audits that had already been approved and the allocation of
manpower which had been previously approved.

The memorandum was, I suppose-I am sure I intended it to be-
,extremly damaging, because they had every reason to believe that they
were going to get their HMO loan.

Senator NuNN. Well, does this mean that political pressure was put
on your superiors to fire you, or what kind of-

Mr. MOORE. There is no question in my mind that I was fired as it
result of a combination of legislative pressure and pressure from the
industry outside which had considerable leverage both within the ad-
ministration and the legislature at the time.

Senator NuNN. What official in the State government made the deci-
sion to fire you in your opinion?

Mr. MooRE. Mario Obledo, who is the secretary of the human re-
sources agency. That is the State counterpart of HEW. The reporting
relationships were that I reported through a chief deputy to the direc-
tor, Dr. Lackner, and it was Dr. Lackner who took responsibility for
the decision because, under the statutes, lie had the responsibility.
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Senator TALMADGE. Thank you very much, Mr. Moore, for your con-
tribution to our deliberations.

Our next witness is Ir. Val Halamandaris, special counsel to the
Select Committee on Aging of the House of Representatives.

Mr. Ilalamandaris, we are delighted to have you back before our
committee again. You may insert your full statement in the record
and summarize it as you see fit.

Mr. HALAMANDARIS. Thank you, Mr. Chairman. I will be glad to do
that.

STATEMENT OF VAL HALAMANDARIS, SPECIAL COUNSEL, SELECT
COMMITTEE ON AGING, HOUSE OF REPRESENTATIVES

Mr. 1IALA-ANDARIS. I must say it is a pleasure to be here today.
I would like to say that I have the highest regard for both of the
Senators from Georgia. I credit the two of you, along with Senator
Moss, for the progress that we have made with respect to the fight
against fraud and abuse.

Senator Nunn is personally responsible for the bill which created
the Office of Inspector General within the Department of Health,
Education. and Welfare.

I would like to make note of how far we have come. Five years ago
when I started my digging into fraud and abuse, tIEW had 10 inves-
tigators monitoring fraud and abuse for the whole country. There
were 23 or 24 State- that had not referred a single case of medicaid
fraud for prosecution.

Thankfully all of that has changed, largely because of Senator
Nunn's bill which created the Inspector General's Office and similarly
Senator Talmadge's bill which created the fraud and abuse units at
the State level. We are beginning to get some action. But I am still
concerned that our hearings for the last 4 or 5 years have still exposed
only the tip of the iceberg.

I think that most people in this room would be familiar with me
and mv credentials and what I have done with respect to investigat-
ing medicare and medicaid fraud in the past. I will say this, that I am
here today in my capacity as a private citizens. I am not here speakinai
on blhalf of the Senate Committee on Aging, or the House Commit-
tee, or any of its members. I am speaking privately.

I would like to smmnarize just briefly three of our activities. The
first was to establish a phony clinic in Chicago and pretend that we
wore a group of p physicians opening for business. We put a sign in the
window and a telephone number where people could reach us.

As a result of that, vendors of all descriptions began to come in and
offer us money under the table.

The second aspect of our investigation was posing as medicaid pa-
tients, which we did in five States. All of us took a physical exam,
and were certified as healthy. We then began to present ourselves for
treatment in various medicaid clinics.

The third aspect of our investigation was to set up a dummy cor-
poration in Chicago and we had printed some business cards. saving
"Htealth Care Industries." I had my name listed as Iester J. Gillis. I
think I was vice president for development.

JRster J. Gillis. of course. is the real name of Babyface Nelson. the
famous hoodlum. With only the business card and a physician along
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for cover, we answered an ad from the New York Times, and with that
small amount of color, the people who offered medicaid mills f6r sale
made the most incredible admissions.

They would say things like, "Harry, -bring the real books." And we
would see glaring evidence of the kickbacks and rebates and the
schemes that were going on. They seemed to be very much the norm.
People discussed openly with us their involvement' in payoffs to of-
ficials in the State and city health departments who were described
as being "connected." They described organized crime contacts: they
described a protection racket which the Mafia was running in the
Bronx and pointed out to us that if we were to buy a certain medi-
care mill that no one could open within 20 blocks of us, and the reason
for that, of course, was that the "unions won't let them."

We asked, "Well, do you have to pay the unions anything?" "Yes you
have to pay them a little something." We were given the name of an
individual to see and a rough iha of how much money we had to
pay.

All of that information, of course, was turned over to the 7.S. at-
torneys in the appropriate districts. particularly in the southern district
of New York. As I understand it, the matters are still under
investigation.

As I say in my statement, I want everyone to understand that I
feel that medicare and medicaid are vitally important prog-rams. They
are something that we not only should do, but must do, if we call our-
selves civilized.

If you feel the way I do, and you are subjected to what I have
learned about medicare and medicaid fraud, it is very much like hav-
ing to watch while someone corrupts your daughter: That is a harsh
statement, but that is how I feel.

I was asked to come here today and talk about my experience with
health maintenance organizations. I do not want to mislead anyone.
The subject of health maintenance organizations was given the least
priority of any area that we investigated. The reason for that was
that Senator Nunn and his committee were giving them such great
emphasis and we thought we would concentrate our efforts on other
aspects of the system.

Nevertheless. we did have many complaints relating to l-MO's, par-
ticularly from the State of Illinois, and that is what I am bringing
here to you today, experience from a. completely different State.

Our experience with HMO's started with a letter that I have sup-
plied for the record that was received by Senator Moss. It was dated
December 16, 1975. It said:

Sir. I have to report that I have been approached by a caseworker for the Illi-
nois Department of Public Aid to join an HMO. The worker said that If I did not
join, I would lose my welfare card. I asked some of my friends In different parts
of the city If this had ever happened to them and It did.

I thought I would still have freedom of choice as to what doctor and what
hospital I would go to.

The letter goes on to say that the man found out differently and he
wanted our committee to do something about it.

Now, it was a rather stafyering statement for someone to suiiest
that an official with the welfare department in Illinois was enlisting
individuals for a private, nonprofit HMO. Nevertheless, we began an
investigation and confirmed that that was exactly what was happening.
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'We encountered two black attorneys-who were bringing a suit on
behalf of a number of welfare recipients. Let's talk about Dorothy
Keys for a minute.

Dorothy Keys was a young black mother in her early forties and she
had two children to support. She suffered from multiple sclerosis,
which left her legally blind.

The HMO salesman came to her home and promised her that she
would have the benefit of the "greatest medical care in the world."
Unfortunately, it did not turn out that way. Mrs. Keys found out
only too soon that there was no medical care available and that she
had enrolled in an HMO. The only way that she could get her medic-
aid card back was to go down and disenroll.

Well, she made several efforts to disenroll-and imagine this blind
woman with MS making repeated trips to the HMO, signing forms,
going to the callous welfare department and back and forth-all to
no avail.

Her needs soon became intensified because, as happens with MS
from time to time, the sight was restored in one of her eyes. But she
needed glasses in order to see. Her vision was quite blurred. Neverthe-
less. care was unavailable and for a period of 9 months or more she
went without any sort of health care services whatsoever.

I provided a number of other examples. Take Gertrude Henry who
was a 69-year-old black lady who was responsible for two minor chil-
dren. One day in November Mrs. Henry found out that she did not
receive a medicaid card in the mail and called up the welfare depart-
ient caseworker. The caseworker said, "Well, of course you do not
have a medicaid card. You are enrolled in theHMO."

And the woman could not understand how she got enrolled for the
'HMO. She certainly did not give her consent, sign any papers.

An inquiry was made and the HMO officials swore up and down
that two salesmen had been present when she had signed papers agree-
ing to sign up with the HMO. This woman was then presented with
the option of going downtown to the HMO and back to the welfare de-
l)artment five or six times signing disenrollment forms. She, too, was
not able to disenroll.

Imagine this woman that was told that she has to sign forms to dis-
enroll in order to be able to get her medicaid card back when she did
not sign forms to enroll in the first place.

Now, Henrietta Lee, similar experience. Henrietta Lee had a kidney
stone opeartion. She needed care. Her daughter was suffering from
double vision. Both went untreated for exactly the same reasons.

Gloria Lenisey is another person in Chicago who was signed up by
an official of the'welfare department and given repeated promises. The
story repeats itself over and over again.

Now, the natural question is what do these people do for care. The
answer is given by Carrie 'ontgomery. She. too was enrolled in an
ITMO but couldn't get care. After her child was involved in a car
accident she became desperate. She went into the hospital emergency
room and gave them the medicaid number which she had been given
several months before.In other words, she subjected herself to criminal and financial liabil-
ity in order to get care.

A final example is Miss Joyce Gradley. Joyce was told that she was
going to be eligible for a new consumer buying club. They were going
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to teach Joyce how she could save 25 to 50 percent on purchases over
retail, and this program was supposed to be only available to welfare
mothers. In order to prove that she was a welfare mother, Joyce had
to show her medicaid card.

Well, of course, what the officials- did is took the number off the
medicaid card and then enrolled Joyce in the HMO without her
consent.

As you can see, I have encountered many of the same problems with
HMO's that Senator Nunn articulated so 'ell in his statement. I think
that there are severe problems.

In my statement 1 point out the financial difficulties that this par-
ticular HIO encountered. An audit was ultimately conducted because
of disclosures of financial mismanagement in. the Chicago Sun Tiies.
An audit revealed that literally hundreds of thousands of medicaid
funds were used to buy questionable trips to Las Vegas, Nev.; Florida;
California.

There were purchases for liquor, flowers, art, clothing, support of
the directors of the HMO in a very opulent style of life. They left a
trail of fine restaurants from one end of the country to another, all
charged to the program.

There was evidence of a double billing practice in which the HMO
physicians who were already receiving one fee through capitation were
also billing patients privately.

There were some $200,000 in legal fees which, interestingly enough,
were paid to lawyers who were involved and affiliated with the HMO..
One was a founder of the HMO as a matter of fact. The appropriate-
ness of these legal fees were questioned by the auditors.

"Then there were questionable loans which were made to so-called
agents who did their best to enlist patients in the ItMO.

Now, the interesting thing to me is that, sure enough, the IMO
went bankrupt and the State of Illinois revoked its permission to op-
erate but there is no indication with any involvement from HEW any
place in this story in Chicago.

The other problems that Senator Nunn has referred to are also
present in that case particularly selective enrollment and selective
disenrollment.

I think that that pretty well covers the Illinois experience. I would
just like to articulate some of the other concerns that I have.

I am troubled by the lack of any sort of efficiency ratios. As far as
I know, there is no Government requirement that limit administrative
costs or requires that a certain amount of HMO funds must actually
be spent on health care.

I am troubled by the lack of quality controls in HNMO's.
I am troubled by the HMO's that appear to be nonprofit but really

subcontract with related or for-profit entities. Some of these institu-
tions are nonprofit in the same sense that John Dillinger was nongrofit..

I would like to see some controls established. I am very much con-
cerned about the lack of disclosure of ownership. We have made some
strides in the Tahadge bill. Nevertheless, there are no penalties pro-
vided in the law if a man fails to disclose his interest in an HMO'
or a nursing home or any other public institution.

I would posit to you that if you were to try to establish the owner-
ship of an HIMO, you would have a good deal of difficulty. The same
thing would exist if you tried to establish ownership of nursing homes.
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You might go to the secretary of state's office and you will get one
list of owners. If you do a title search on the facility-its property-
you will get a completely different list. If you look to find out who
is paying the taxes you have yet another list. In the end it is impossible
to tell who owns America's health care facilities whether we want to
talk about hospitals or HMO's or nursing homes or home health
agencies, I think that needs to be changed.

I think there need to be some penalties for failure to correctly
ident ify ownership of health care facilities.

I am gravely concerned about the franchising of HMO's. I am
concerned because from our experience in trying to buy medicaid mills
in New York, we found out that much of the ghetto has already been
staked out. People who will let us rent a certain amount of space would
tell us that they are reserving the top three floors for National.iealth
Insurance. Often they would say with a wink, we are going to put an
HlMO in.

I can tell you that from my own experience, that the ghetto is
already being carved up in anticipation of National Health Insurance.

I am concerned about what I call the creation of medicaid malls, or
one-stop health-care shopping. That is the direction we are going,
everything from cradle to the grave will be available in one central
location. The ticket for admission will be a medicaid caj'd.

I am also concerned that Government dollars are going to buy the
best lawyers and accountants available and these lawyers and account-
ants, paid by Government moneys, are being used to subvert the Gov-
ernment's efforts to regulate facilities anft to subvert the prosecution
of fraud cases.

I am also concerned about the fact that Government funds, through
medicare and medicaid, are winding up in the pockets of a few un-
scrupulous politicians. I am very sad about the evidence that politi-
cians have intervened improperly in the regulation of health care and
in the prosecution of medicare and medicaid cases. ,

I am very concerned about the specter of organized crime, the in-
volvement, of the Mafia in health care. I am very, very concerned that
no one seems to be doing much about defining the limits of that
involvement. and, doing something to stop it.

I Ihank you very much for your attention here today, Mr. Chairman,
Senator Nunn. As I said in the beginning, it is a privilege for me to
be lere and I can think of no two Members of the Senate for whom
I have a higher regard.

Senator TALMAIIE. Thank you very much Mr. Ilalamandaris, T
am familiar with the excellent work you have done in this field, par-
ticularly when you were with Senator Moss' Subcommittee on Aging.

I inderst-and that you (lid intensive investigative work in California
for the Senate Commnittee on Aging. Have you found evidence of cam-
paign contributions such as those described by Mr. Moore?

Mr. HALAMANDARIS. Mr. Chairman, it wotld be inappropriate for
me to comment on matters that are now before the Department of
Justice.

Senator T.LM.ADOF. That are before the Department of Justice at
the present time?

Mr. lIAL. M1tA3 OATs. That is correct.



143

Senator TAL 3IADGE. In your years of investigative work, what types
of health care facilities and services have you looked into?

Mr. HALAMANDARIS. Mr. Chairman we have looked into fraud and
abuse in virtually every area of health care, concentrating on nursing
homes, medicaid mills, hospitals, home health agencies, the list.

Senator TALMADOGE. In which of these areas did you find evidence or
allegations of organized crime involvement?

Mi 1. IIALAMANDARIS. In every area, Mr. Chairman.
Senator TALMADGE. For example, in your expose of the medicaid

mills, what indications were there of criminal involvement?
MI. IL ALAIMANDARIS. Mr. Chairman, that is where we obtained our

best evidence and I characterized that a few minutes ago in my state-
inent. It came when we posed as businessmen from Chicago.j ,woe
my loud suit and represented myself as Lester Gillis. On one ocasion
when we answered an ad in the New York Times, we recognized the
name of the man who answered on the other end of the phone.

Ve went to the U.S. attorney immediately and told him about the
conversation. Ie supplied us with the hidden tape recorder.

And, in that instance, we recorded a rather frank discussion first
his medicaid mill and later in the subject's car during which he
des-cribed the involvement of organized crime and his deals with the
Gallo and Colombo families. He described, with great particularity,
the protection scheme which is being xun in the Bronx, among medic-
aid mills on the Grand Concourse.

I do not want to be any more specific than that in public. I would
be glad to provide more details in executive session if the committee
is interested.

Senator TALMADGE. In your investigation, did you encounter any
allegations or evidence indicating involvement by the unions, or union
officials and possibly illegal activity in the health care field?

Mr. HALAMANDARIS. Yes, Mr. Chairman, that is correct. We did
encounter numerous allegations. We did not follow those allegations.
lhey were referred to appropriate agencies. We simply did not have

the time or the manpower to follow them. Also, it was a little bit
beyond our jurisdiction as the Senate Committee on Aging.

Senator TALMADGE. To your knowledge, do you know whether or
not that investigation is being continued-by the appropriate agencies?

Mr. HALAMANDARIS. Yes, sir, I can confirm that because of a con-
versation that I had last Wednesday with the New York U.S. attor-
ney's office.

Senator TALMADGE. Thank you very much, Mr. HIalamandaris. We
appreciate your contributions to the committee's deliberations.

Mr. IIALAMANDARIS. Thank you.
[The prepared statement of Mr. Halamandaris follows:]

STATEMENT OF VAL J. IIALAMANDARIS

Mr. Chairman and Members of the Subcommittee:
Thank you for inviting me here today to share witL you some of my experi-

ences Investigating fraud and abuse in government health care programs.
As you know, I served as Associate Counsel to the Senate Committee on

Aging. Working with Senator Frank E. Moss; I directed the Committee's Inves-
tigations into clinical laboratories, medicaid mills and nursing homes. A month
ago, I Joined the House Select Committee on Aging. I should like to make It
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clear that I am here today as a private citizen. I do not speak for either,
Committee or any member of Congress.

Although our investigation covered many areas over the past several years
our 1976 investigation into clinical laboratories and medicaid mills received the
most attention. In that investigation we established a storefront clinic and.
posed as physicians opening for business. We put a simple sign In the window
announcing the opening and were inundated by vendors who offered us kick-
backs and rebates if we would agree to channel our business to them. A second'
step was to pose as Medicaid patients. Armed with Medicaid cards furnished'.
by the United States Attorney's office, we visited storefront clinics similar to,
the "front" which we established in Chicago and offered ourselves for treat-
ment. Our investigation revealed a pattern of poor care and widespread abuse..
The third step in our investigation was to establish a dummy corporation, Health.
('are Industries. We set up a phony office in a Chicago office building. In reality
it was nothing more than a closet augmented by an answering service. We had,
equally phony business cards printed up. I was Lester J. Gillis, Vice President
for Development. Lester Gills was the real name for the gangster, Baby Face-
Nelson. Accompanied by a cooperating physician we answered ads in the New
York Times which touted Medicaid mills for sale. Medicaid mill owners were,
only to glad to "bring out the real set of books" and demonstrate how profitable'
the Medicaid mill business was. They made frightening admission about their
participation in Medicaid fraud, about Union corruption, provided the names of
people within the City and State Health Department who were "connected",
outlined a protection racket which the Mafia is running in the Bronx and ad-
mitted it was a common practice to set fire to Medicaid mills occasionally in
order to collect the insurance.

What we learned was that Medicaid fraud was pervasive. For example, 12 labs
controlled most of the Medicaid business In Illinois. Eleven of the 12 labs visited!'
our phony clinic and offered us illegal kickbacks. That investigation was fea-
tured on CBS "Sixty Minutes." In more than half of our visits as Medicaid'
patients we found outright fraud. Billings received by the State indicated that
we had been seen by providers we hadn't seen and were given tests we didn't
have for a broad range of illnesses-perfectly healthy Senate investigators were-
diagnosed as having everything from syphillis to a heart murmur. In an audit
performed by the General Accounting Office of patient's personal funds held in
trust by nursing homes in five states, the GAO was startled to learn that every.
nursing home in its sample was misusing funds to one extent or another.

I want to assure you that I share your feeling that the Medicare and Medicaid'
programs are vitally important. And like you on this Committee, I am con-
cerned by the fact that many Americans are going without the health care-
they need. When you feel as I do that these programs are not only something
that we should do but that we must do if we call ourselves civilized, it is a-
severe shock to learn the extent to which government programs have been per-
verted. The experience is a little bit like having to watch while someone cor--
rupts your daughter.

I was asked to share with you my experience as it relates to health main-
tenance organizations (HMOs) which provide a broad range of health care serv-
ices to groups of individuals at a fixed rate per individual or per family per
month. I think HMOs are an excellent concept but there have been some severe
porblems with them that we will need to correct. Our experience with HMOs-
primarily focused on the State of Illinois.

It started with the following letter which I would like to read to you.

DECEMBER 16, 1975.
Sen. FRANK B. Moss,
Long Term Care Subcommittee, Senate Special Committee opt Aging, U.S. Senate,

Washington, D.C.
Sla: I have to report that I have been approached by a case worker for the

Illinois Department of Public aid to join a HMO.
The worker said that if I didn't join I could lose my welfare card. I asked

some of my friends In different parts of the city if this ever happened to them,
and it did.

I thought that I still had freedom of choice as to what doctor and what hos-
pital I wanted to go to. The locations of the H3IO is not near my home and this
would mean that I would have to spend money to see a doctor when now all I
have to do is walk a few blocks.
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I thought that welfare people's names are not to be made public and tf so
how did they get my name.

I think something should be done about this.
The welfare workers must be getting something back from the owners of thelIMO.

I am holding back my name for fear for loosing my card.
Thank You.
After a raft of similar cards and letters we began Investigating the first and

largest HMO in the state of Illinois. The politically connected firm received
.$4.3 million in Federal and State funds and served the predominantly black
community on the Westside of Chicago. In the process we encountered two young
black attorneys who were in the process of preparing a law suit against the
IIMO and the state Welfare Department. The suit alleged that individuals were
forced to sign up for the HMO and that officials of the welfare department were
acting as agents for the HMO. The Court records describe the plight of many
people.

Take Dorothy Keys for example, a young black mother in her early forties
with two children to support. Mrs. Keys suffers from multiple sclerosis and was
legally blind. Salesmen from the HMO came to her home and described the
"greatest medical care in the world" for her children and herself if she would
only sign the form. It was represented to her that she would not lose her Medi-
caid card or her right to select the physician and hospital of her choice. The
lIMO was described as a wonderous new benefit available only to welfare
mothers with special disadvantages. To her surprise, Mrs. Keys did not receive
her Medicaid card the following month. She needed the services of a physician
for one of her children and was turned away because she did not have a card.
hler trips to the welfare department were fruitless, she was directed to the
HMO which now controlled her destiny. Until they released her she couldn't
get a card she was told. The next 9 months were spent ice-skating back and forth
between the welfare department and the HMO trying to get disenrolled. Mrs.
Keys needs became quite acute. The sight returned in one eye but it was blurred
and she needed glasses but was not able to obtain any.

Gertrude Henry is a 69 year old lady who is the legal guardian for two grand-
children. In November of 1974, she and her children did not receive their Medic-
aid cards as usual. She called the welfare department. They told her she was
no longer qualified since she had joined the HMO. Mrs. Henry said she didn't
Join anything. Nevertheless she had to visit the HMO to disenroll. Only then
would her Medicaid card be returned. Mrs. Henry protested that she didn't see
why she had to sign to dlsenroU when she hadn't signed anything to enroll.
After repeated trips first to the EIMO and then to the welfaie office over a
period of a year, her Medicaid card was never returned to her. In the meantime,
her grandson developed a lung condition and could not receive care.

Ilenriette Lee, who supports seven children had an identical story. She had a
kidney stone operation in February of 1975 but was unable to obtain follow-up
care. Her daughter was suffering from double vision and went untreated.

Gloria Lenisey was one of those who got a visit from an official of the welfare
department. He told her of the wonders of the non-profit HMO, described how
the medical plan was good all over the world and was explicit that she would
not lose any existing privileges. Of course she did lose her card. Inevitably
her child became ill with a 106 degree temperature. The welfare department
callously referred her to the HMO. The HMO told her she had to go to the
downtown office to disenroll. The downtown office told her she had to go back to
the HMO clinic on the Westaide. In the meantime the child developed an even
more severe problem.

The natural question is what did these welfare mothers have to do to get care
for their children. Carrie Montgomery gives us the answer. She too, was ap-
vroached by a caseworker from the Illinois Department of Public Aid and enticed
to Join the HMO. She said the man knew a great deal about her. She was dis-
traught with the manner In which the man threw confidential information
around. She too was told she would not be losing her freedom of choice and
the right to continue using a Medicaid card. A month later she got the bad news.

Mrs. Montgomery soon thereafter began to suffer from severe chest pains and
went to the HMO for some of the promised best care in the United States. The
doctor she saw told her to disenroll and go back to her private physician. She
tried for two months to disenroll without success. Finally her child was involved
in a car nccdent and a physician sent them both to a private hospital using an
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old Medicaid card number thereby subjecting Mrs. Montgomery to financial and
criminal liability.

As a final example, there was Joyce Gradley and her 5 children. A saleman
for the HMO told her that she was eligible for a special program designed to
assist welfare mothers. If she could prove she was a welfare patient she would be
enrolled in a Consumer Buying club which would teach her how to save one-
third to one-half of normal retail prices. She showed the man her card. The next
month she did not receive her Medicaid card. She inquired and was told she had
enrolwed in an.HMO. She called theHMO and two salesmen visited her with the,"greatest medical care in the world speech". Her child was hit by a bus and
was taken to the hospital where the physician Indicated the child needed surgery.
The child was discharged after a three week stay. The hospital had not been
able to straighten out who would pay for the little girl's operation. On a follow.up
visit the child condition proved so serious the physician tried to have her ad-
mitted. Finally, the desperate mother explained that she has received a new
card but had left it home. Giving the number from her old card the child was
finally accepted for care.

After the child's release, the charade went on for several more months. Mrs.
Gradley received huge bills which the hospital expected her to pay. Welfare
refused to accept responsibility. The HMO refused to disenroll the family.

These are but a few of the more dramatic examples from court testimony
which ultimately ended with Medicaid cards being restored and the Illinois De-
partient of Insurance opened an investigation.

Two of the partners in the HMO had a falling out. One charged the other
with siphoning off hundreds of thousands of dollars. The Chicago Sun-Times
disclosed severe financial irregularities. An audit was commissioned by the In.
surance department.

The confidential audit by Ernst and Ernst disclosed that hundreds of th-u
sands of Medicaid funds were used to pay for questionable items including trips
to Las Veaas, Nevada, Florida and California. Funds meant to purchase health
care for the ioor were used to buy liquor, flowers, art sculpture, clothing and to
support the HMOs directors in an opulent life style, leaving a trail of expensive
restaurants across the country. There were $1,000 for hams and turkeys which
were furnished for the HMOs Christmas party.

There was evidence of double billing practices in which the HVMO physicians
billed patients for care which was already paid for by the monthly capitation
fee paid to the IIMO.

Almost $200,000 In legal fees were paid to two lawyers who has been partners;
one was a director and founder of the 1IMO.

There was also evidence of "loans" to HMO officials in charge of recruitiug
new members.

All of these charges, of course, came out of the till of the not-for-profit lIMO.
Not surprisingly, the plan became insolvent and the Welfare Department be-
latedly refused to renew its contract with the plan.

There is no indication of HEW involvement anywhere. Action was taken only
because of disclosures in the Chicago Sun-Times and because of a pending suit.

All of these problems are familiar to the Senate Finance Committee. You
have heard about other abuses. There is selective enrollment. The Illinois plan
would sometime arrange to give patients a full physical in Medicaid mills said
to be related and then have them enrolled in the tIMO. The advantage is screen-
ing and billing the program for additional services.

Then there is the problem of selective disenrollment. Thos who are really
sik are often told, like the lady in my example, to go back to their regular
doctor.

It's my feeling, that door to door salesmen erest serious problems. They can
apply considerable pressure on uneducated people to cause them to enroll. The
problem with misrepresentation of services Is obvious. In many cases the names
of those supposedly enrolled have been forged.

I am troubled by the fact that there are no efficiency ratios for HMOs. There I.s
no limit on administrative costs. I believe there should be minimum efficiency
ratios deliniating that a certain amount of -IMO funds must be spent on health
ca re.

I am disturbed by the lack of quality control in lIMOs.
I am concerned by the HMOs which appear non-profit but who contract with

related for profit firms. Because of the paucity of data, it is Impossible to telt
who owns the vorlous entities affiliated with an ItMO. The opportunities for
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self-dealing are limitless. There are no penalties for failure to accurately dis-
close financial or beneficial interests to the government.

I am gravely concerned about the possible franchising of health care services,
particularly lIMOs. In posing as mobsters trying to buy Medicaid mills, we
learned that much of the ghetto has already been staked out. People were willing
to rent us certain space here or there and would pass out comments such as:
"We're saving the top three floors, we're going to put in an HMO. We'll be ready
when National Health Insurance comes along." It was amazing to me to learn
the degree to which these ghetto operators were apprised of what was happening
here in Washington.

I am concerned that health care wheeler dealers will seize on the HMO and
begin opening their own Medicaid mills. By that I refer to one-stop shopping
in health care; the medical shopping center. I worry that their purpose will be
making money not providing health care.

I am concerned that government money from Medicare and Medicaid is pres-
ently being used to hire the best lawyers and accounts which are used to subvert
the government's efforts to regulate health care and fight fraud.

I am concerned that taxpayers dollars paid to Medicaid providers is also find-
Ing its way into the pockets of a few unscrupulous politicians who have im-
properly intervened in the prosecution of Medicare and Medicaid fraud cases.

I am even more concerned that for all our efforts we seem only to be able
to prosecute a few lawbreakers who actually run medical mills or clinical labora-
tories. We don't seem to be able to make criminal cases against those involved
at higher levels.

I am concerned about the spectre or organized crime in the health care field
and the fact that no one is doing anything to prevent the Mafia from muscling
into Mlicare and Medicaid.

I think it can accurately be said that we have accomplished a great deal to
sensitize the public with respect to the problems of fraud and abuse. When we
strated out three years ago with hearings concerning Rabbi Bernard Bergman,
we learned that 23 states had never referred a single case of Medicaid fraud for
prosecution: 22 states had never audited a single provider. Thanks to your
leadership Senator Talmadge, we now have an Inspector General in HEW who
is charged with rooting out fraud. We have state Medicaid fraud units which
are springing into action.

Yes, there has been some progress hut there is still so much that must be
done. Our time to do It grows short. The public demand for national health
insurance Is increasing. People are becoming impatient for the services they need.
Before we move forward to the national health insurance program we all desire
we must do everything possible to secure the financial integrity of Medicare and
Medicaid. V, e can then apply those lessons to prevent the new national program
from being another gigantic ripoff.

Thank you for your attention.

Senator T.LAsDOE. I would suggest, gentlemen, that the staffs of our
subcommittees get together and look at these various documents.

Wherever it is appropriate, I suggest that we refer the testimony
and doctmuents to the Secretary of IIEW. the Inspector General of
HEIW. the General Accounting Office, the Department of Justice, and
the Internal Revenue Service, all where appropriate.

Thank you very much.
The committee will stand in recess, subject to the call of the Chair.
[Thereupon, at 11:15 a.m. the subcommittee was recessed, to recon-

vene at the call of the Chair.]
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