










EXECUTIVE SUMMARY 

BACKGROUND 

The Office of Management and Budget requested that we review Medicaid payments to 
hospitals for medical education because of concerns regarding the growth of the 
payments and questions about whether Medicaid funds were involved in 
intergovernmental transfers.  

Under the Social Security Act, Medicare is required to fund the graduate medical 
education program.  Under Medicaid, States may elect to participate in this program, 
subject to approval by the Centers for Medicare & Medicaid Services (CMS).  The 
Medicaid program offers more flexibility than Medicare in that States have latitude in 
determining how to best use available funds.   

Similar to Medicare, Minnesota currently pays hospitals for Medicaid graduate medical 
education under two categories: (1) direct medical education (DME) and (2) indirect 
medical education (IME).  Payments for DME are intended to help cover costs incurred 
by a hospital for medical residents and teaching faculty, including salaries, fringe 
benefits, and allocations of overhead. A hospital reports the total costs it incurs for DME 
under separate items on its Medicare cost report.  Payments for IME are unlike payments 
for DME in that no corresponding cost items are reported by the hospital on its Medicare 
cost report.  The costs are therefore not precisely defined or quantified.   

Our review covered fiscal year 2000, when Medicaid provided $26 million in graduate 
medical education funding for DME at 27 teaching hospitals in Minnesota. 

OBJECTIVES 

Our objectives were to analyze Minnesota’s Medicaid graduate medical education 
payment formula and the methods used by Minnesota to establish the amount of funds 
that individual hospitals will receive and to determine whether (1) Minnesota followed 
the approved State plan in administering the Medicaid graduate medical education 
program and (2) intergovernmental transfers included any funds for graduate medical 
education. 

SUMMARY OF FINDINGS 

Payment Methodology 

Our analysis of Minnesota’s graduate medical education payment formula and the 
methods used to determine the amount of funds that hospitals receive showed that the 
payments were generally not based on the hospitals’ current needs.  Although DME 
payments of $11 million were based on costs reported on the hospitals’ fiscal year 1995 
Medicare cost reports, additional one-time payments of $15 million were based on 
formula calculations from non-cost data. 



 

Except as cited below, payments were made in accordance with State plan provisions. 

Noncompliance with State Plan 

Although the funds were earmarked for medical education, the State used $150,000 
($77,220 Federal share) for administrative expenses.  In accordance with the State plan, 
the State should have distributed these funds to eligible teaching hospitals.   

Other State Plan Issues 

Contrary to Federal regulations, the State plan does not include a detailed description of 
the payment methodology used for the distribution of Medicaid DME funds claimed for 
Federal matching.   

Intergovernmental Transfers 

Graduate medical education funds were not used for any intergovernmental transfers 
between publicly owned hospitals and the State. 

Although Federal regulations specify that public funds may be considered as the State’s 
share if the funds are transferred from other public agencies to the State or local agency 
and are under its administrative control, our prior audits of other types of Medicaid 
payments identified patterns of abuse.  This was not the case for publicly owned hospitals 
that received graduate medical education funds from Minnesota. 

While there were no intergovernmental transfers involved with graduate medical 
education funding, six hospitals had reassigned funds, totaling $15 million, back to the 
State.  The State used the reassigned funds to support numerous healthcare-related 
training sites.  Although the reassignments were specifically required by the State plan 
covering fiscal year 2000, we noted that this payment structure was changed effective 
with fiscal year 2006.  Through coordination with CMS, Minnesota amended its State 
plan to no longer allow for the reassignment of funds. 

RECOMMENDATIONS 

We recommend that Minnesota: 

• report a $77,220 financial adjustment to CMS for the Federal share of graduate 
medical education funds used for other purposes and 

• coordinate with CMS to include the appropriate language in the State plan to 
explain how the distributions of Medicaid graduation medical education funds 
were computed and paid to eligible hospitals and training sites. 
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STATE’S COMMENTS 

In written comments to a draft of this report, Minnesota concurred with our 
recommendations.  Minnesota also pointed out what it believed were inaccurate 
statements included in the Background section of the draft report.  We have attached the 
State’s comments in their entirety as an appendix.

OFFICE OF INSPECTOR GENERAL’S RESPONSE 

We revised the report to eliminate the inaccuracies mentioned by the State.
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INTRODUCTION 

BACKGROUND 

The Office of Management and Budget requested that we review Medicaid payments to hospitals 
for medical education because of concerns regarding the growth of the payments and questions 
about whether Medicaid funds were involved in intergovernmental transfers. 

Medicaid Program 

Medicaid was established in 1965 under Title XIX of the Social Security Act as a jointly funded 
Federal-State program to provide medical assistance to qualified low-income persons.  Each 
State administers its Medicaid program in accordance with a State plan approved by the Centers 
for Medicare & Medicaid Services (CMS), which is responsible for the program at the Federal 
level.  In Minnesota, the Minnesota Department of Human Services (the State agency) 
administers the program. 

With Federal approvals, State agencies decide whether to cover optional services and how much 
to pay providers for a particular service.  The Federal government pays its share of Medicaid 
expenditures according to a defined formula, which yields the Federal medical assistance 
percentage.  During fiscal year 2000, the Federal medical assistance percentage for Minnesota 
was 51.48 percent; the State provided the remaining 48.52 percent. 

Graduate Medical Education   

Medicare is one of the traditional funding sources for graduate medical education.  Medicare 
funding is authorized under sections 1886(h) of the Social Security Act and covers two 
categories:  (1) direct medical education (DME) and (2) indirect medical education (IME).  
Payments for DME are intended to help cover a hospital’s costs for medical residents and 
teaching faculty, including their salaries, fringe benefits, and allocations of overhead.  A hospital 
reports the total costs it incurs for DME under separate items on its Medicare cost report.   
Payments for IME1 are unlike payments for DME in that no corresponding cost items are 
reported by the hospital on its Medicare cost report.   In contrast to Medicare, Medicaid does not 
mandate funding of graduate medical education.  Nevertheless, almost all States have opted to 
provide such funding. 

Minnesota funds Medicaid graduate medical education under both DME and IME.  Part of 
Minnesota’s DME program is based on the Medicare formulas used to establish the diagnosis 
related group (DRG) rates, meaning that funds are distributed based on formulas that consider 
the number of residents and other characteristics of each hospital’s teaching program.  For this 
part, the DME funds were paid to hospitals through DRGs.  

Also under graduate medical education funding, the State made additional Medicaid payments to 
the six teaching hospitals with the highest number of medical assistance admissions under a 
program designed to support medical training sites throughout the State.  

1 Indirect Medical Education should not be confused with indirect costs, i.e., allocations of overhead paid under
Direct Medical Education. 
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Intergovernmental Transfers 

In certain circumstances, Medicaid allows the use of public funds (funds from county-, city-, or 
State-owned facilities) as the State’s share of financial participation.  Pursuant to 42 CFR § 
433.51, public funds may serve as the State’s share for drawing Federal funds if the public funds 
are appropriated directly to the State or local Medicaid agency or are transferred from other 
public agencies to the State or local agency and are under its administrative control.  Our prior 
audits of other types of Medicaid payments found that some States abused this provision.  For 
example, some States required county providers to return Medicaid payments to the State 
through the use of intergovernmental transfers.  The States then used the funds for non-Medicaid 
purposes.    

OBJECTIVES, SCOPE AND METHODOLOGY 

Objectives 

Our objectives were to analyze Minnesota’s Medicaid graduate medical education payment 
formula and the methods used by Minnesota to establish the amount of funds that individual 
hospitals will receive and to determine whether:

• Minnesota followed the approved State plan in administering the Medicaid graduate 
medical education program and 

• intergovernmental transfers included any funds for graduate medical education. 

Scope 

Our review of Minnesota’s payment formulas and methods for distribution of graduate medical 
education funding to 27 teaching hospitals covered fiscal year 2000.  These hospitals received a 
total of $26 million in DME payments from the program.   

We visited six institutions to verify payments and determine whether payment controls were 
adequate.  We verified receipt of funds. 

We also determined whether intergovernmental transfers were used for program funding.   

Our review of internal controls was limited to the State agency’s procedures for administering 
the Medicaid graduate medical education program and the institutions’ procedures for verifying 
receipt of funds and their payment and accounting for funds.  We performed fieldwork in June 
2004 at the State agency, selected institutions, and the Medicare fiscal intermediary. 
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Methodology   

To understand payment formulas and the methods used for distribution of graduate medical 
education funding, we reviewed the State plan amendments and discussed distributions with 
State officials. 

We determined whether graduate medical education funds were distributed in accordance with 
the approved State plan by obtaining from the State agency supporting documentation for 
payments to the 27 hospitals, institutions and training sites.  We resolved discrepancies through 
discussions with State agency personnel. 

We conducted the audit in accordance with generally accepted government auditing standards. 

FINDINGS AND RECOMMENDATIONS 

Our analysis of Minnesota’s graduate medical education payment formula and the methods used 
to determine the amount of funds that hospitals receive showed that the payments were generally 
not based on the hospitals’ current needs.  Of the $26 million in payments for DME, $11 million 
was included in diagnosis related group (DRG) rates based on Medicaid cost data taken from the 
1995 Medicare cost reports.  The remaining $15 million in DME payments were made as one-
time payments for medical education to the six teaching hospitals with the highest number of 
medical assistance admissions.   

We found that: 

• the State retained as an administrative fee, $150,000 ($77,220 Federal share) of the funds 
earmarked for supporting Medical training sites. 

• the CMS-approved State plan does not contain sufficient information describing the 
payment mechanism for Medicaid graduate medical education. 

• although intergovernmental transfers did not include Medicaid graduate medical 
education funds, six hospitals had reassigned $15 million back to the State for other 
Medicaid activities. 

PAYMENT METHODOLOGY 

Minnesota’s Medicaid payment methodology for graduate medical education included a 
component in the hospitals’ DRG rates and one-time DME payments to six teaching hospitals.  
The DME component was based on formulas not included in the State plan, while the one-time 
DME payments were provided to the top six teaching hospitals with an approved medical 
education program.   

The DME payments included in the DRG rates were calculated from data taken from each 
hospital’s 1995 Medicare cost report.  The hospital’s routine costs for 7 cost centers, 17 ancillary 
service cost-to-charge ratios, and the number of patient days were utilized to compute the 
average cost per admission.  This average cost per admission was standardized for case mix and 
the average DRG weight factors.   
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Additional one-time payments were distributed to the top six hospitals based on hospital 
admissions using non-cost data from the hospital’s 1996 Medicare cost report.  These payments 
were calculated based on a formula using the total number of eligible FTEs in each medical 
program and the statewide average cost per FTE.   

Detailed descriptions of the payment methodologies were not provided in the State plan. 

NONCOMPLIANCE WITH STATE PLAN

Regarding the additional one-time payments to the top six hospitals, the State plan amendment 
4.19-A at section 15.09 required that “the Department of Health must transfer 100 percent of this 
payment to eligible providers, according to State law.”  Contrary to this requirement, the 
Minnesota Department of Health retained $150,000 ($77,220 Federal Share) of these funds for 
administrative expenses.  We noted that these costs were claimed by the State agency as medical 
service costs, not as administrative expenses.   

OTHER STATE PLAN ISSUES  

The State plan does not contain adequate description of the payment methodology for Medicaid 
DME included in hospitals’ DRG rates or the additional one-time payments to teaching hospitals.  
A major portion of the methodology related to the distribution of the additional one-time 
payments was in the State law but not included in the State plan.     

According to 42 CFR 430.10, the State plan must contain all information necessary for CMS to 
determine whether the plan can be approved to serve as a basis for Federal financial participation 
(FFP) in the State program.  We believe that CMS approved the State plan amendment (TN:00-
04) without the necessary information to determine whether these payment methodologies for 
graduation medical education were appropriate for FFP.   

In fiscal year 2000, the State paid $11 million in DME to hospitals through DRG payments and 
made additional one-time payments totaling $15 million.   

INTERGOVERNMENTAL TRANSFERS 

The Office of Management and Budget requested that we determine whether publicly owned 
hospitals that received Medicaid graduate medical education funds had later transferred any part 
of those funds back to the State.  

Medicaid regulations (42 CFR § 433.51) specify that public funds (funds from county-, city-, or 
State-owned facilities) may serve as the State’s share for drawing Federal funds if the public 
funds are transferred from other public agencies to the State or local agency and are under its 
administrative control.  Our prior audit work, targeting other types of Medicaid payments, 
identified instances in which States required publicly owned hospitals to transfer the State-
funded portion of certain Medicaid payments back to the State agency.  States then used the 
funds for other purposes.   
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While there were no intergovernmental transfers involving graduate medical education funds 
during fiscal year 2000, six hospitals had reassigned the additional one-time payments, totaling 
$15 million, back to the State.  The State used the reassigned funds to support numerous 
healthcare-related training sites.  Although the reassignments were specifically required by the 
State plan covering fiscal year 2000, we noted that this payment structure was changed effective 
with fiscal year 2006.  Through coordination with CMS, Minnesota amended its State plan to no 
longer allow for the reassignment of funds.     

RECOMMENDATIONS 

We recommend that Minnesota: 

• report a $77,220 financial adjustment to CMS for the Federal share of graduate medical 
education funds used for other purposes and 

• coordinate with CMS to include the appropriate language in the State plan to explain how 
the distribution of Medicaid graduation medical education funds were computed and paid 
to eligible hospitals and training sites.   

STATE’S COMMENTS 

In written comments to a draft of this report, Minnesota concurred with our recommendations.  
Minnesota also pointed out what it believed were inaccurate statements included in the 
Background section of the draft report.  We have attached the State’s comments in their entirety 
as an appendix. 

OFFICE OF INSPECTOR GENERAL’S RESPONSE 

We revised the report to eliminate the inaccuracies mentioned by the State. 
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