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Date i .
rrom  Richard P. Kusserow
I nspector Ceneral

subject Report on the Independent Audit of Adm nistrative Costs
Incurred Under Parts A and B of the Health Insurance for the
Aged and Disabled Program Associated |nsurance Conpanies,
To I nc. (A- 05-92- 00026)

Gail R Wlensky, Ph. D
Adm ni strat or
Health Care Financing Adm nistration

This menorandum alerts you to the issuance on February 12, 1992,
of our final audit report. This report was prepared under an
audit contract with the certified public accounting firm

Cotton and Conpany. A copy is attached.

Adm nistrative costs incurred by Associated Insurance
Conpanies, Inc. (Associated) for the period Cctober 1, 1984
t hrough Septenber 30, 1986 under Parts A and B of the Health
I nsurance for the Aged and D sabled program contained anounts
recommended for financial adjustnment of approximtely

$2.5 mllion. Fi nanci al adjustnents pertained to unallowable
accrued pension costs of $1,145,136, inequitable and
unsupported allocations and unallowable taxes of $892, 859,
unal | owabl e contractor-owned autonobile costs of $312,411,
costs exceeding Notices of Budget Approval of $225,143,
understated conplenmentary credit adjustments of $155, 644,
overstated year-end adjustnments of $110,541 and various other
unal | owabl e costs ampbunting to $158, 789. Fi nanci al
adjustments also included understated clains of $470,114
associated wth allowable return on investnent costs and
recognition of net |osses on the sale of depreciable property.

W are recommendi ng that Associated nake appropriate financial
adjustments in these amounts. W are also recomending
appropriate procedural inprovenents in relation to financial
reconmendati ons. The auditee concurred with financial

adj ustnments anounting to approximately $277,771 and the
procedural recommendati ons.
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Regional Health Care Financing Adm nistration officials
generally concurred with the financial and procedural
reconmmendati ons.

For further information contact:
Martin D. Stanton
Regi onal Inspector General
for Audit Services, Region V
FTS 353-2618

At t achnent
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The designation of financial and/or management practices as questionable or a
recommendation for the disallowance of costs incurred or claimed, as well as
ot her conclusions and recomendations in this report, represent the findings
and opinions of Cotton & Conmpany. Final determnation on these matters wll
be made by authorized Departnent of Health and Human Services' officials.
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Qur Reference: Comon ldentification Number A-05-92-00026

OFFICE OF
INSPECT DR GENERAL

February 12, 1992

M. Ronald Rosenberg

Executive Vice President Governnent Sector
8320 Craig Street, Suite 100

| ndi anapolis, Indiana 50451

Dear M. Rosenberg:

Encl osed for your information and use are two copies of an Office of
| nspector General audit report titled "Report on the Independent
Audit of Adm nistrative Costs Incurred Under Parts A and B of the
Heal th Insurance for the Aged and Disabled Prograns for the period
Cctober 1, 1984 through september 30, 1986. e report was prepared
under audit contract with the CPA firm Cotton and Conpany and its
subcontractor Sheffield, Behan and Conpany. Your attention iIs

invited to the audit findings and reconmendati ons contained in the
report.

Final determnations as to actions to be taken on all nat%ers
reported will be made by the HHS official named below. The H

action official will contact you to resolve the issues in this audit
report. Any additional comments or information that you believe may

have a bearing on the resolution of this audit may be presented at
that tine.

I n accordance with the principles of the Freedom of Information
Action (Public Law 90-23), Ofice of Inspector Ceneral reports
issued to the Departnent's grantees or contractors are nade _
available if requested, to nenbers of the press and general public
to the extent information contained therein is not subject to
exenptions in the Act, Wwhich the Departnment chooses to exercise.
(See 45 CFR Part 5).

To facilitate identification, please refer to the referenced comon
identification nunber in all correspondence relating to this report.

Sincerely,

,\‘ ‘ "

[ ot

Martin D. Stanton

Regi onal | nspector General

or Audit Services

Encl osures:

Direct reply to:

Judith Stec

Associ ate Regional Adm nistrator
Di vision of Medicare



This report is made pursuant to Contract HHS-100-87-0017. The approved
contract anount with the Departnent of Health and Human Services as of
Novermber 30, 1991, is $239,779. Total audit costs incurred frominception of
the contract through Novenber 30, 1991, are approxi mately $239,779. This
amount includes the cost of audits of Health Care Service Corporation, Blue
Cross and Blue Shield Association, and Associated |nsurance Companies, Inc.

The nanes of the persons, enployed or retained by Cotton & Conpany, wth
managerial or professional responsibility for such work, or for the content
of the report, are as follows:

David L. Cotton, CPA
Brenda N. Burzenski, CPA
Catherine L. Nocera, CPA
Roger Sheffield, CPA



SUMVARY

Blue Cross andBlue Shield Association (BCBSA) entered into an agreenent with
the Secretary of the Departnent of Health and Human Services (DHHS) to
participate as a Medicare intermediary in admnistering the Medicare program
Under a subcontract with BCBSA, Associated Insurance Conpanies, Inc. (the
Contractor), receives, reviews, audits, and pays Medicare A claims. In
addition, under an agreement with DHHS, the Contractor participates as a
Medi care carrier in adnministering the Medicare B program  The Contractor is
reinbursed for all reasonable and allowable costs that are not specifically
limted by the Medicare agreenents. Allowable costs are determned in
accordance with Federal Acquisition Regulation (FAR) Part 31, as interpreted
and nodified by Appendix B to the Medicare agreenents.

W nade our exam nation in accordance with generally accepted auditing
standards and the Standards for Audit of Governnental O ganizations, Prograns,
Activities and Functions (General Accounting O fice, 1981), published by the
Conptrol ler General of the United States. Those standards require that we
plan and performthe audit to obtain reasonable assurance that the final

adm ni strative cost proposals (FACP) are free of material msstatement. Qur
audit also included an evaluation of the accounting system and rel ated
internal controls, and the application of the auditing procedures contained in
DHHS Interim Audit Instruction, E-lI revised, Part One, dated May 1981.

The period covered by the exam nation was Cctober 1, 1984, to Septenber 30,
1986. During this period, the Contractor clainmed $14,713,520 (Part A) and
$25,900,681 (Part B) for administering the Medicare programs. W recommend
that the Contractor adjust its FACPs by $1,237,920 (Part A) and $1,292,489
(Part B) to elimnate unallowabl e and unallocable costs charged to the

Medi care prograns. The major audit findings are briefly discussed bel ow. A
more detailed explanation of each finding appears in the Findings and
Recommendat i ons section of this audit report.



The Contractor clained $1,145,136 of unal | owabl e accrued pension costs
that were not required to be expensed. The Contractor did not concur
with this finding.

The Contractor claimed $773,459 of unallowable costs that were allocated
based on inequitable and unsupported allocation nethods. The Contractor
concurred with only part of this finding.

The Contractor did not claimallowable return on investment (RO) costs
totaling $(465,009) because of errors and estinmates used in conputing its
RO costs. The Contractor concurred with this finding

The Contractor clainmed $312,411 of unall owabl e Contractor-owned

aut onobil e costs that were for personal use or exceeded the Federa

Travel Regulation reinbursement rate. The Contractor concurred with only
part of this finding.

The Contractor claimed $225,143 exceeding its approved Notices of Budget
Approval .  The Contractor did not concur with this finding.

The Contractor understated its conplementary insurance program credits
because of conputational errors and methodol ogy errors in conputing the
credits. Unallowable costs total $155,644. The Contractor concurred
with only part of this finding

The Contractor clained $119,400 of unallowable taxes that were either
al l ocated based on estimated costs or were not allocable to the Medicare
program  The Contractor concurred with this finding.

The Contractor claimed $110,541 of unal |l owabl e costs because of errors in
conputing and reversing its FACP fiscal year-end adjustnents. The
Contractor concurred with only part of this finding.

The Contractor clainmed $61,778 of unallowabl e advertising and pronotiona
costs. The Contractor concurred with only part of this finding.

The Contractor clainmed $60, 774 of unal |l owabl e professional and consulting
costs that benefitted its affiliates and its non-Medicare business. The
Contractor concurred with only part of this finding.

The Contractor did not claim#$(5,105) of allowable costs, because it did
not charge the Medicare program for its net |losses on the sale of
depreciabl e property. The Contractor did not concur with the draft
report finding, which was revised for the final report.

The Contractor claimed $25,820 of unallowable costs related to travel and
entertainment, Blue Cross Association dues and wire system costs,
settlement expenses, financial costs, relocation expenses, and
contributions. The Contractor concurred with only part of this finding.
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. The Contractor clainmed $10,417 of unallowable state insurance
commi ssioner audit costs that did not benefit the Medicare agreenent.
The Contractor did not concur with this finding

The Contractor claimed Indiana gross incone taxes (IGT) based on gross
Medi care receipts. Because the findings in this report will reduce the
fiscal year gross receipts the AT should be reduced accordingly. W
did not conpute a reconmended adjustment because it should be based on
the anmount of sustained findings. The Contractor did not respond to this
finding.

These costs are unall owable in accordance with FAR Part 31 and the ternms and
conditions of the Medicare agreenents.

As described in the Gther Mtters section of this report, the Contractor
prepaid costs at the end of Fiscal Year (FY) 1983 and claimed themon its FY
1983 FACP. These costs were not incurred until FYs 1984 and 1985 resulting in
out-of -period costs, which are unallowable in accordance w th FAR 31.201-2.
The Contractor did not respond to this issue.

W evaluated the Contractor's system of significant internal accounting and
adm ni strative controls, and conpliance with |aws and regulations that can
materially affect the Contractor's FACPs. Based on our study of the
significant control elements required by DHHS, we believe that the
Contractor's procedures for segregating unallowabl e and unallocable costs were
not adequate for DHHS purposes because of the conditions described above,
which we believe are material weaknesses in relation to the agreements to
which this report refers. Cur review on conpliance disclosed that except for
certain material instances of nonconpliance with FAR Part 31 and the Medicare
agreenents, the Contractor conplied with the terns and provisions of |aws and
regul ations for the transactions tested. Cotton & Conpany's reports on
internal control and conpliance and its opinion on the FACPs appear later in
this report

iii



CONTENTS

SUMVARY -

| NTRODUCTI ON

Backgr ound

Regul ations Relating to Cost Reinbursenent
Scope of Audit

FI' NDI NGS AND RECOMVENDATI ONS
Pensi on Costs
Unallocable Costs
Return on Investment Costs
Contract or- Omed Automobile Costs
G aimed Costs Exceeding the Approved Budget
Conpl enentary Insurance Credits
Taxes
Costs Claimed in Error
Advertising and Pronotional Costs
Prof essional and Consulting Costs
Gains and Losses on the Sale of Depreciable Property
Q her Unal | owabl e Costs
Travel and Entertainnent
Blue Cross Association Dues
Blue Cross Association Wre System Costs
Settlenent Expense
Financial Costs
Rel ocation Expense
Contri butions
State Insurance Commissioner's Costs
Indiana Goss Incone Tax

OTHER MATTERS

Significant Increases/(Decreases) in Costs Between Years
Significant Electronic Data Processing Expenditures
Interim Expenditure Reports

Costs Incurred but Not O ai ned

Qut-of - Period Costs

CPINION ON FI NAL ADM NI STRATI VE COST PROPOSAL

REPORT ON REVI EW OF | NTERNAL CONTROL

Unal | owabl e Costs Charged to the Medicare Program
| nadequat e Supporting Documentation

Costs Clained in Error

REPORT ON COWPLI ANCE
Unal | owabl e Costs Charged to the Medicare Program
Nonconformty wth Generally Accepted Accounting Principles

Pane

[y

WK



Exhibits

1 Final Adm nistrative Cost Proposal (Part A)
Cctober 1, 1984, Through Septenber 30, 1985

2 Final Adm nistrative Cost Proposal (Part B)
Cctober 1, 1984, Through Septenber 30, 1985

3 Final Adm nistrative Cost Proposal (Part A)
Cctober 1, 1985, Through Septenber 30, 1986

4 Final Adm nistrative Cost Proposal (Part B)
Cct ober 1, 1985, Through Septenber 30, 1986

Appendixes

A Contractor Response to Findings and Recomrendations
B Contractor Response (March 18, 1991)

C Contractor Response (August 2, 1991)

D Contractor Response (August 22, 1991)



| NTRODUCT! ON
BACKGROUND — -

Heal th Insurance for the Aged and Disabled (Medicare), Title XVIII of the
Social Security Act, as amended, is a broad program of health insurance that
becane effective in July 1966. For certain disabled individuals and indi-
vidual s aged 65 or over, Title XVIII, Part A provides a basic insurance plan
covering hospital costs and related care. For these sane individuals, Title
XVI11, Part B, provides a voluntary insurance plan covering physician costs
and other health services.

The Health Care Financing Adnministration (HCFA) admnisters the Medicare
program Under an agreenent with the Secretary of the Department of Health
and Human Services (DHHS), Blue Cross and Blue Shield Association (BCBSA) par-
ticipates as a Medicare internediary to assist in program adm nistration.

Under a subcontract with BCBSA, Associated |Insurance Conpanies, Inc. (the
Contractor), receives, reviews, audits, and pays Medicare A clains. In addi-
tion, the Contractor has an agreenent with DHHS to participate as a Medicare
carrier; under this agreenment, it receives, reviews, audits, and pays Medicare
B clains. Subject to limtations specified in the agreenents, the Contractor
is entitled to reinbursenent for allowable admnistrative costs incurred.

Fiscal Year (FY) 1985 Medicare agreements did not contain any cost reinburse-
ment limtations. FY 1986 Medicare agreenents contain unit-cost target rates
for each bill (Part A) and claim (Part B) processed for the follow ng FACP
operations:

. Part A
Bills Payment
Reconsi deration and Hearings

. Part B
d ai ns Paynent
Revi ews and Hearings

Benefi ciary/ Physician Inquiry



The Contractor is entitled to reinbursenent for its actual allowable costs
incurred for these operations. Reinbursement exceeding the target rates in
FYs 1986 and 1987, however, would reduce the FY 1988 unit target rates. These
FY 1988 unit target rates would be the maxinum allowable rates for FY 1988.
The Contractor chose not to claimits costs exceeding the target rates for FY
1986, which were $2 per bill (Part A) and $1.78 per claim (Part B) processed.

From Cctober 1, 1984, through Septenber 30, 1986, the Contractor processed
12,902,473 Medicare clains for services anounting to $2,845,790,125. Duri ng
this period, the Contractor claimed $40,614,201 for administering Parts A and
B of the Medicare program

Costs incurred in connection with Contractor activities are accumulated in
cost centers and subsequently allocated to various lines of business, includ-
ing Medicare.

REGULATI ONS RELATING TO COST REl MBURSEMENT

The Medicare agreements, Articles X1l (Part A and XV (Part B) state that

al | owabl e costs under the agreenment shall be determined in accordance with
Federal Acquisition Regulation (FAR) Part 31, as interpreted and nodified by
Appendix B to the agreenents. FAR 31.201-1 states that the total contract
cost is the sumof the allowable direct and indirect costs allocable to a
contract, incurred or to be incurred, less any applicable credits.

FAR Part 31 also states that charges are allowable if tests of reasonabl eness
and allocability are met and generally accepted accounting principles are
folloned. A reasonable cost is defined as one that would be incurred by a
prudent person conducting conpetitive business. Further, a cost is allocable
if it is assignable or chargeable to a particular cost objective in reasonable
proportion to the benefits received.



FAR 31.202 and 31.203 define direct and indirect costs as foll ows:

. Direct Costs: Any cost that can be identified specifically with a par-
ticular cost objective. Costs identified specifically with the contract
are direct costs of the contract and are to be charged directly thereto.
Costs identified specifically with other work of the Contractor are
direct costs of that work and are not to be charged to the contract
directly or indirectly.

. Indirect Costs: Any cost that, because of its incurrence for conmon
or joint objectives, is not readily subject to treatnent as a direct
cost.

SCOPE OF AUDIT

W audited the Contractor's final admnistrative cost proposals (FACP) from
Cctober 1, 1984, to Septenber 30, 1986. The FACPs are the responsibility of
Contractor management. Qur responsibility is to express an opinion on these
financial statenments based on our audit.

W conducted our audit in accordance with generally accepted auditing stan-
dards and with the Standards for Audits of Governnent O ganizations, Prograns,
Activities and Functions (General Accounting Ofice 1981), published by the
Comptrol ler CGeneral of the United States. Those standards require that we
plan and performthe audit to obtain reasonable assurance that the FACPs are
free of material msstatenent. An audit includes examning, on a test basis,
evi dence supporting the anounts and disclosures in the FACPs. It also includes
assessing the accounting principles used and significant estinmates made by
managenent and evaluating the overall FACP presentation. Qur audit also in-
cluded an evaluation of the accounting systemand related internal controls,
and the application of the auditing procedures contained in DHHS Interim Audit
Instruction, E-I revised, Part One, dated May 1981. W believe that our audit
provi des a reasonabl e basis for our opinion

The Contractor prepared the FACPs to present allowable costs incurred under
the Medicare agreenents in accordance with FAR Part 31 and the terns and
conditions of the agreenents; these FACPs are not intended to be a conplete
presentation of the Contractor's revenues and expenses.



The period covered by the exam nation was Cctober 1, 1984, to Septenber 30,
1986. Audit fieldwrk was conducted at Associated Insurance Conpanies, Inc.
| ndi anapol i s, Indiana. W conpleted our onsite review on April 24, 1990

This report is intended solely for the purpose described above and shoul d not
be used for any other purpose.



El NDI NGS AND RECOMMENDATIONS

PENSI ON_COSTS — --

The Contractor claimed $1,145,136 of unal | owabl e pension costs for FYs 1985
and 1986, as expl ai ned bel ow.

The Contractor accrued estinmated pension costs of $4,550,997 in FY 1985 and
$4,202,102 in FY 1986. O these anounts, the Contractor funded $775, 199 and
$1,036,658, respectively. Because of the application of the Full Funding
Limtation, the mninum required cash contribution was zero in both 1985 and
1986. In addition, the normal costs and the unfunded actuarial liability were
zero for these years. Therefore, the Contractor did not have any pension
expense for 1985 and 1986.

The Contractor, however, claimed both the accrued and funded pension costs
allocated to Medicare totaling $623,883 in FY 1985 and $531,109 in FY 1986.
These costs are unal |l owabl e in accordance with FAR 31.205-6(j)(2), which
states:

...The cost of all defined benefit pension plans shall be
measured, allocated, and accounted for in conpliance wth
the provisions of 30.412, Conposition and Measurement of
Pension Costs, and 30.413, Adjustment and Allocation of
Pension Cost.

The Code of Federal Regulations, Title 4, Chapter Il1l, Part 412.40, states:

For defined-benefit pension plans, the conmponents of pen-
sion cost for a cost accounting period are (i) the norma
cost of the period (ii) a part of any unfunded actuaria
liability, (iii) an interest equivalent on the unanortized
portion of any unfunded actuarial liability, and (iv) an
adj ustnent for any actuarial gains or |osses.



Finally, FAR 31.205-6(j)(3)(ii) states:

Any anount paid or funded before the time it becones as-
signable and allowabl e shall be applied to future years,
in order of time, as if actually paid and deductible in
those years....

In addition, FY 1985 costs clainmed included $2,457 of unall owabl e pension
costs caused by the Contractor's delay in funding its 1984 pension contribu-
tion. The final 1984 pension paynment was not made until Septenmber 1985
These costs are unal l owabl e in accordance with FAR 31.205-6(j)(3) (iii), which
states:

I ncreased pension costs caused by delay in funding beyond

30 days after each quarter of the year to which they are
assi gnabl e are unal | owabl e.

W reduced total unallowable pension costs by $741 in FY 1985 and $9, 115 in FY
1986 for pension costs charged to the cost centers that were disallowed in the
Unallocable Costs finding discussed below. W also revised the draft report
audit finding by deleting $23,311 and $1, 143 of FY 1986, Part A, Arkansas
system inpl ementati on pension costs that were not clained.

Recommendat i on

& recommend that the Contractor make the follow ng adjustments to its FACPs:

_Part A _Part B
Costs not associated with
an operation
FY 1985 $279, 019 $344, 123
FY 1986 235, 651 286, 343

In addition, we reconmend that the Contractor strengthen its internal contro
procedures for determning the allowability of pension costs.

Contract or Response

The Contractor concurred with this finding except for the conputation of its
dollar amount. It did agree that pension cost funding was not necessary in
either fiscal year due to a change in its actuarial nethodology. This, howev-
er, was not known until after the FACPs were subnmitted. The Contractor dis-
agreed with the dollar amount, because it included Arkansas system inpl emen-
tation expenses (Recipient Code 050220) that were not funded because of budget
restrictions.



Audi t ors* Addi tional Comrents

W reviewed the finding conmputation and determned that it did include Recipi-
ent Code 050220 expenses. These expenses were clained in FY 1985 but not in
FY 1986. Because-our opinion is based on costs claimed, the finding remains
the same for FY 1985. Because Recipient Code 050220 expenses were not claimnmed
in FY 1986, we revised the finding to delete unallowable pension costs of
$23,311 and $1, 143 charged to this recipient code. These anounts differ from
the Contractor-recomended reduction, because when we conputed the draft

report finding, we excluded a percentage that was related to allowable de-
ferred conpensation and actuary fees. The $23,311 and $1,143 are net of this
excl usion

UNALLOCABLE COSTS

The Contractor claimed $773,459 that is not allocable to Medicare for the
reasons di scussed bel ow

a. The Contractor clainmed costs charged to seven cost centers related to its
non- Medi care business that did not benefit the Medicare agreenents. These
are:

- 24536: FExecutive Loaned. This cost center was established to accunul ate
costs related to the Pan American games and is not allocable to Medicare.
Unal | owabl e costs totaled $3,572 in FY 1986.

. 30001: EVP Pool. This cost center included professional and consulting
costs related to non-Medicare projects, executive search fees allocable
to a Contractor subsidiary, and unallowable printing and stationery
costs. Unal l owabl e costs total ed $436,856 in FY 1986.

. 30500: Heal t hcare Operations Support. This cost center was established
as the admnistrative cost center for the health care operation support
unit that is not allocable to Medicare. Unallowable costs total ed $5, 644
in FY 1986.

. 31460: National. The Contractor did not provide any documentation sup-
porting this cost center. Fromits title, however, we determned that it
is not allocable to Medicare. Unallowable costs totaled $3,500 in FY
1986.

. 31470: Affiliates/IA  The Contractor did not provide any documentation
supporting this cost center. Fromits title, however, we deternined that
it is not allocable to Medicare. Unallowable costs totaled $19 in FY
1986.

. 31480: Consumer. The Contractor did not provide any docunentation sup-
porting this cost center. Fromits title, however, we determned that it
is not allocable to Medicare. Unallowable costs totaled $1,340 in FY
1986.



. 33300: Consuner Division Marketing. This cost center does not benefit
the Medicare program Unal lowabl e costs totaled $2,299 in FY 1985 and
$21 in FY 1986.

These costs are unallowable in accordance with the Medicare agreenents, Appen-
dixes B, Section XV, which states:

The following costs are unallowable:...All direct and

indirect costs which relate to the Contractor's non-Medi -

care business and do not contribute to the Medicare agree-
ment/ contract.

b. The Contractor clained costs charged to three cost centers that were not
equitably allocated to all of the segments that benefitted fromthe costs. W
real |l ocated these cost centers based on an allocation to the Contractor's five
markets and the investnent segment. Unallowable costs follow

FY 1985 FY 1986

10002: Board of Directors $4,326
10003: Executive Assistant-Office

of the Presidents $ 2,239
26111: Accounting 9. 065 3. 666
Tot al $11.304 9_9 2

These costs are unallowable in accordance with FAR 31.201-4, which states:

A cost is allocable if it is assignable or chargeable to
one or nore cost objectives on the basis of relative bene-
fits received or other equitable relationship....

C. The Contractor claimed costs charged to three cost centers that were

al | ocated using inappropriate information, because budget or a prior year's
statistics were used. This resulted in an inequitable allocation of costs to
the Medi care agreenents. W reconputed Medicare's costs using actual statis-
tics and determ ned unal | owabl e costs as foll ows:



FY 1985 FY 1986

31340: Fornms/ G aphi cs $33, 836
31345: Records Center 28, 737
24220: Ri sk Managenent 26.876 8 0 9
Tot al S6. 676 $90.382

These costs are unallowable in accordance with FAR 31.203(e), which states:

A base period for allocating indirect costs is the cost
accounting period during which such costs are incurred and
accurmul ated for distribution to work perforned in that
period....

d. The Contractor clained costs charged to three cost centers whose alloca-
tion bases were not supported. Based on our review of the nature of these
costs and the cost center functions, we determned that the corporate dollar
ratio was an acceptable allocation basis for measuring the reasonabl eness of
the actual bases used by the Contractor. W reconputed Medicare's costs using
this basis and deternmined unallowable costs as follows:

FY 1985 FY 1986
23000: Corporate Affairs Admnistration $4,068 $18, 719

30100: Strategic Planning 30, 570
30110: Planning and Information Office 350 3. 677
Tot al $43418 . 90 6 6

e. The Contractor claimed costs charged to two cost centers whose allocation
bases were not supported. In addition, the cost center functions were not
related to Medicare. Accordingly, we determined unallowable costs as foll ows:

FY 1985 FY 1986

23100: Public Rel ations $23, 856
31530: New Products $(2) 18. 865
Tot al $2) $42.721



These costs are unallowable in accordance with the Medicare agreenents, Appen-
di xes B, Section XV.

f. The Contractor claimed costs charged to Cost Center 22000: Legal Depart-
nent, whose allocation basis was not supported. The Contractor represented
that the costs were allocated based on each enployee's nonthly estimte of
time allocable to each market. The documentation provided, however, did not
support the allocation percentages actually used for the sanple nmonth tested.

W also reviewed the nenoranduns retained by the |aw departnent that document
each attorney's case workload for the nonth. \Wile these memoranduns indi-
cated that sonme work was indirectly allocable to Medicare, they did not pro-
vide the anmount of tine spent on each case.

W could not determne an equitable Medicare allocation for this cost center,
because adequate documentation and information was not available. Therefore,
we determned this total cost center to be unallowable in accordance with FAR
31.201-4. Unal l owabl e costs total $46,248 in FY 1985 and $57,503 in FY 1986

Recommendat i on

W recommend that the Contractor make the follow ng adjustments to its FACPs:

_Part A _Part B
Costs not associated wth
an operation
FY 1985 $ 30,952 $ 39,991
FY 1986 359, 533 342,983

In addition, we recomrend that the Contractor strengthen its internal contro
procedures for determning the allocability of costs.

Contract or Response
The Contractor concurred with only part of this finding. It agreed with the
adjustnents related to Cost Centers 30500, 31460, 31470, 31480, 10002, 26111,

and 24220, but did not agree with the adjustnents for the renaining cost
centers. Its responses follow
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24536: Executive Loaned. The Contractor did not concur with this adjustnent.
It stated that this cost center's costs were for an enpl oyee who was | oaned to
the Pan Anerican Ganes organizing conmttee. These costs, which represent a
comuni ty service, are reasonably allocable to Medicare and, therefore, allow
able in accordance with FAR 31.201-1(e)(3).

30001: EVP Pool. The Contractor concurred that this cost center was not
allocable to Medicare; however, it did not concur with the adjustment anount.
It stated that the adjustment did not take into account correcting entries
made during COctober through Decenber 1986 that renoved unallocable Claim Pro
systeminplenentation costs and served to reduce FY 1987 Medicare expenses.

It stated that, because these corrections applied to expenses incurred before
Sept ember 30, 1986, they should reduce the FY 1986 fi nding.

33300: Consumer Division Marketing. The Contractor concurred with this ad-
justnent except for $4, which it deducted as a Part A FY 1986, FACP manua
adj ust ment .

10003: Executive Assistant to B.S. President. The Contractor did not concur
with this adjustment. It stated that it allocated 10 percent to Medicare Part
B based on an estimate of specific duties perforned. If the recomended
"Equal to Markets" approach stands, a corresponding share of the costs should
be allocated to Medicare Part A

On March 18, 1991, the Contractor provided additional comments related to Cost
Center 10003. It stated that although the correct title is Executive Assis-
tant--Ofice of the Presidents, this cost center served the Blue Shield execu-
tive. It also was allocated using the equal-to-five market basis rather than
an estimate of specific duties performed. Because the cost center reported to
the Blue Shield executive, no allocation was nmade to Medicare, Part A It
further stated that because this cost center was not involved with invest-
ments, the five-nmarket approach is reasonable. See Appendix B.

31345: Record Center. The Contractor agreed that the Medicare allocation
percentages were not properly revised, when the Records Center and
Forns/ G aphi cs cost center was segregated into Cost Centers 31345 and 31340,
effective January 1, 1986. It did not concur, however, with the adjustnent
amount.  The Contractor reconmended that we revise the finding amount based on
the additional information included in its response.

31340: Forns and Graphies. The Contractor concurred that the Medicare alloca-
tion percentages were not properly revised for a cost center change, effective
January 1, 1986. It did not concur, however, wth the adjustment anount.

The Contractor reconmrended that we revise the finding amount based on the
additional information included in its response.

31530: New Products. The Contractor stated that this cost center is responsi-
ble for system inplementation and enhancenents, and that costs were allocated
to the Part A Arkansas system inplenentation recipient code through February
1986. It further stated that $17,731 of this adjustment incurred in March,
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April, and May 1986 appears to be for Part A Arkansas system inplementation
followup and problem solving, and should be allowed.

23100: Public Relations. The Contractor stated that, beginning in January,
1986, the advertising costs that previously were included in this cost center
were segregated into Cost Center 23150: Advertising, which was not allocated
to Medicare. In January 1986, it began allocating the public relation costs
to Medicare. It stated that, although the cost center does have a | obbying
function, other functions that are allowable include responding to
Congressional inquiries regarding claim mtters, providing Medicare training
and education to Congressional office staff, responding to news media regard-
ing Medicare program changes, accumul ating management information on the
direction of the Medicare program and conmunicating Medicare matters to
Covernnment al agenci es and congressional delegations. Therefore, its 11.32-
percent allocation to Medicare is justified and reasonable. In addition, the
Contractor stated that this cost center should have been allocated to Medicare
from Qct ober 1984 through Decenber 1985, and stated that the 1986 allocation
method is reasonable for this period also.

30110: Performance Improvement Office. The Contractor concurred with the
recommended change to the corporate dollar ratio allocation but stated that
the Medicare Part A ratios used to conpute the adjustnent amount seened | ow.

In addition, it stated that if the revised nethod is used, the Medicare Part B
costs shoul d al so be adjusted.

30100: Strategic Planning. The Contractor stated that an allocation nethod
based on this cost center's two reporting cost centers appears reasonable, in
general, but does not address the special project managers housed in Cost
Center 30100. The Contractor stated that the Arkansas Medicare A system
project |eader was in Cost Center 30100. The project manager allocation
shoul d have been made to the Arkansas system inplenentation recipient code

t hrough February 1986, but followup work after March 1, 1986, when the system
was inplenented, is chargeable to the Part A recipient code. Accordingly, the
finding should be reduced by $19, 443.

The Contractor also contends that if the allocation basis is changed to the
accunul ation of Cost Centers 30110 and 30120, positive as well as negative

adj ustments should be made. Accordingly, the FY 1985 costs shoul d increase by
$5,998 and the FY 1986 allocation by $2,175.

23000: Corporate Affairs. The Contractor stated that it thinks the adm nis-
trative functions performed in this cost center support its original alloca-
tion percentages. If the revised allocation approach remains in effect,
however, it nust be recalculated to incorporate any changes nade to Cost
Centers 23100, 30100, and 30110 as a result of its comments above.

22000: Legal. The Contractor stated that, historically, the |legal departnent
has not used standard allocation percentages; it used percentages that were
adj usted nonthly based on actual work perforned. It also stated that it

provi ded August 1986 input documents for each lawer with a note that addi-
tional support was available in the "CHRON FILES"' in the |legal Division. The
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Contractor indicated that these files were not reviewed during audit field-
wor k.

The Contractor also stated that it reviewed the audit workpapers and noted
that the Medicare allocation for one |awer was incorrectly carried forward to
the summary schedule. The Contractor revised the sunmary schedul e and noted
that the revised average cane closer to the actual allocation percentage used
for August. The Contractor stated that it thinks that the docunentation
originally provided supports the Medicare allocation, and this finding shoul d
be passed.

Audi tors' Additional Comments

Addi tional coments for those adjustnments that the Contractor did not concur
with follow

24536:  Executive Loaned. The Pan Anerican Ganes is an amateur sports contest
bet ween Anerican nations that occurs every four years. It was hosted in

I ndi anapolis, Indiana, in 1986, and the Contractor was a sponsor for the

event. This event does not fit in the category of allowable comunity service
activities, such as blood bank drives, charity drives, savings bond drives,
and di saster assistance in accordance with FAR 31.205-1(e)(3). The
Contractor's participation on the Pan Anerican Games' organizing committee, is
more clearly an unallowable public relations activity; the special event's
purpose is other than dissemnation of technical information or stinulation of
production.  These costs remain unal | owabl e.

30001: EVP Pool. The FY 1986 finding should not be reduced to account for the
Cct ober through Decenber 1986 correcting entries, because the correcting
entries did not reduce the FY 1986 FaCPs. Qur opinion is based on the FY 1986
claimed costs, which include the unallowable Caim Pro system inplementation
costs. Further, the Contractor suggested a finding reduction equal to the
Cost Center 30001's net credit amount for Cctober through Decenber 1986,

rather than Medicare's portion of only the system inplenentation cost correct-
ing entries. This net credit is understated, because it includes entries
related to FY 1987 incurred costs, as well as the correcting credit entries
related to FY 1986 incurred costs. Because this entire cost center is unallo-
cable, Medicare's total allocated amount, whether a net debit or credit,
shoul d be disallowed in both FYs 1986 and 1987.

33300: Consuner Division Marketing. W& agree that the $4 was not clained in
FY 1986 and revised the final report accordingly.

10003; Executive Assistant--Ofice of the Presidents. Because Cost Center
10003 served Cost Center 10000: Blue Shield Executive, it should be allocated
in the same manner as Cost Center 10000. Cost Center 10000 was allocated to
the five markets and the investnent segment; accordingly, Cost Center 10003
should be also. The finding remains unchanged.
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31345: Records Center. W reviewed the Contractor's additional infornation
and noted that it mstakenly recormmended using the cost allocation input
docurment for forms/graphics. W conputed the draft report finding using the
cost allocation imput docunent specifically for the records center. The find-
i ng remai ns unchanged.

31340: Forms/Graphiecs. The Contractor m stakenly thought that the cost allo-
cation input document for forns/graphics was for the records center and that a
forms/ graphics input docunent did not exist. Therefore, it conputed Medicare
al l ocation percentages using limted available information, some of which was
not applicable to the allocation base period. W used the forns/graphics
cost allocation input docunent to support a reasonable Medicare allocation,
because more reliable information did not exist. Accordingly, the finding
remai ns unchanged.

31530: New Products. The Contractor did not provide docunentation to support
this cost center's allocation percentages in any month, including March, Apri
and May 1986. If March, April, and My costs were related to the Part A
Arkansas system they were not properly charged to the Arkansas systemrecipi-
ent code. In addition, the FY 1986 Arkansas system inplenentation costs were
not approved by HCFA and are therefore unallowable. This finding remains un-
changed.

23100: Public Relations. This cost center renmains unallowable. The Medicare-
related activities described in the Contractor's response were not included in
the cost center profile, and the Contractor did not provide documentation to
support the occurrence of these activities or their volume in relation to

ot her non- Medi care cost center activities, including unallowable |obbying.
Accordingly, the Contractor did not support the reasonabl eness of an equal-to-
five market allocation method. In addition, the Contractor did not segregate
unal | owabl e | obbying costs before allocating this cost center to Medicare, in
accordance with FAR 31.205-22(c).

An allocation of FY 1985 costs is not warranted because, before January 1986,
unal | owabl e advertising costs were included in Cost Center 23100. In addi-
tion, the equity of the FY 1986 allocation nethod was not supported and unal -
| owabl e | obbying costs were not segregated before allocating the costs to
Medi care, as described above.

30110: Planninn and Information Office. The Contractor did not provide any
documentation to support this cost center's allocation basis. W do not
recommend that the Contractor change its allocation nethod. Rather than
disallowing the entire Medicare anount, we reviewed the cost center functions
and determned that the corporate dollar ratio provided an acceptable basis
for measuring the reasonabl eness of the actual allocation basis used by the
Contractor. Accordingly, we disallowed the costs exceeding those that would
have been allocated using the corporate dollar ratio, but we did not recomend
i ncreased costs.

The Contractor did not provide its conputation of the Medicare Part A corpo-
rate dollar ratio. W reviewed our conputation and found it accurate. This
finding remains unchanged.
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30100: Strategic Planning. This finding remains unchanged. W did not
recomrend using the conbined Cost Center 30110 and 30120 allocation method as
the Contractor's response indicates. In addition, we do not recomend that
the Contractor-change its allocation nmethod. Because the Contractor did not
provide any docunentation to support Cost Center 30100's allocation basis, we
used the corporate-dollar ratio to neasure the reasonabl eness of the actua

al location basis that the Contractor used. W therefore disallowed the costs
exceedi ng those based on the corporate-dollar ratio, but we did not recomend
i ncreased costs.

Because the cost allocation nethod was not supported, we could not deternine
if the March through Septenber 1986 Medicare A costs, including the project
manager's costs, were equitably allocated. Accordingly, we used the
corporate-dollar ratio to determ ne reasonabl eness.

23000:  Corporate Affairs Administration. The Contractor did not provide any
docunentation to support its actual allocation basis for this cost center. W
did not recommend that the Contractor change its allocation methodology to the
corporate-dollar ratio; we used this method to nmeasure the reasonabl eness of
the actual allocation basis used by the Contractor. Accordingly, this finding
remains the sane

22000: Legal Department. The Contractor did not provide supporting docunen-
tation for the allocation percentages used for this cost center. The Con-
tractor provided cost allocation input documents for each attorney for the
sanpl e month of August 1986. W agree that the Medicare allocation for one
attorney was erroneously recorded on our sunmary workpaper. Ve recalcul ated
the Medicare percentages using the correct allocation for this attorney. The
revi sed Medicare percentages, however, still do not tie to the Medicare per-
centages actually used for August 1986. In addition, the Contractor did not
mai ntain timesheets to support the percentages on its cost allocation input
docunents. The Contractor indicated that additional support was available in
"CHRON FILES'. As discussed in the draft audit report, we reviewed these
"CHRON FILES" during fieldwork. Wile these documents outline each attorney's
monthly case workload, they do not include the anount of tine spent on each
case. This cost center's allocation basis was not adequately supported, and
this finding remains unchanged.

RETURN ON | NVESTMENT QOSTS

The Contractor understated its allowable return on investnment (RO) costs by
$85,900 in FY 1985 and $379,109 in FY 1986, because it used estimates and made
errors in conputing RO costs clainmed.

The Contractor erroneously calculated its RO costs for equipment using asset
net book values that were reported in a fixed asset systemthat had not been
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in use since 1984. The Contractor reconputed its equi pment RO costs using
information fromits current fixed asset system Based on our review of the
revised RO costs, we determned that the Contractor had understated its
equi prent RO costs clainmed by $85,900 in FY 1985 and $181,060 in FY 1986.

The Contractor claimed FY 1986 RO costs for its building based on an unsup-
ported estimate. The Contractor reconmputed its building RO costs using
actual cost data. Based on our review of the revised building RO costs, we
deternmined that the Contractor had understated cost claimed by $198, 049.

These costs are allowable in accordance with the Medicare agreenent, Appendix-
es B, Section X, which states:

To the extent that |and and tangi bl e depreciable assets,
such as buildings, equipnent and |easehold inprovenents,
owned by 'the contractor are used for Medicare purposes,
the cost of investnent will be determned by nultiplying

t he average undepreciated bal ance of such assets for the
contract period by the actual rate of return of the con-
tractor's investment portfolio for the contract period, or
a lower rate if the contractor so chooses.

Recommendat i on

W recommend that the Contractor make the follow ng adjustnents to its FACPs:

_Part A _Part B
Costs not associated with
an operation
FY 1985 $ (50,990) $ (34,910)
FY 1986 (214, 840) (164, 269)

In addition, we recommend that the Contractor strengthen its internal contro
procedures for determning the allowability of RO costs.

neor [ n

The Contractor concurred with this finding.
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CONTRACTOR- OAWWED AUTOMOBI LE COSTS

The Contractor-claimed $109,048 in FY 1985 and $203, 363 in FY 1986 of unal | ow
abl e Contractor-owned autonobile costs. These costs are unallowable for the
fol | owing reasons.

The Contractor clained $50,118 in FY 1985 and $74,536 in FY 1986 for the per-
sonal use of Contractor-owned autonobiles. Al though the Contractor estab-
lished a policy to charge its enployees for the personal use of the autono-
biles, and the amounts allocated to Medicare were net of these personal use
charges, they were not sufficient to renove all of the automobile costs

all ocabl e to personal use. These costs are unallowable in accordance with FAR
31.205-46(a), which states:

Costs for transportation, |odging, subsistence, and
incidential expenses incurred by contractor personnel in
of ficial conmpany business are allowable....

In addition, the Contractor clained unallowable costs totaling $58,6930 in FY
1985 and $124,182 in FY 1986 for the business use of Contractor-owned autono-
biles. The average cost per mle of these autonobiles exceeded the reasonable
amount ($0.205 in FYs 1985 and 1986) in accordance with the Federal Trave
Regul ati ons (FTR). These costs are unallowable in accordance with the Medi-
care agreenents, Appendi xes B, Section XlI, which states:

The cost of autompbiles include...The reasonable cost of
such autonobiles which may be charged to this agree-
ment/contract shall be the actual cost not to exceed the
rate published in the Federal Travel Regulation....

W reduced this finding by the Contractor-owned automobile costs that were
charged to the cost centers disallowed in the Unallocable Costs finding
earlier in this report.

Finally, the Contractor clainmed $4,645 in FY 1986 of conpensation paid to
certain executives for the inconme taxes on Contractor-owned autonobile
personal use charges. These costs are unallowable in accordance with FAR
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31.201-6(a), which states:

Wien an unal | owabl e cost is incurred, its directly associ-
ated costs are al so unal |l owabl e.

Recommendati on

W recommend that the Contractor make the follow ng adjustments to its FACPs:

Part A Part B
Costs not associated wth
an operation
FY 1985 $ 65, 969 $43, 079
FY 1986 110, 390 92,973

In addition, we recomend that the Contractor strengthen its internal contro
procedures for determining the allowability of Contractor-owed automobile
costs.

Cont ract or Response

The Contractor concurred with part of this finding, but disagreed with the
portion related to the personal use of autonobiles. It stated that a corpo-
rate autonobile involves both a fixed cost not related to use, other than that
originally justifying the automobile, and the variable cost for both business
and personal use. Because elinmnating personal use does not elimnate the
fixed cost, the Contractor's practice is to charge enployees only for the
variable cost associated with personal use. The Contractor agrees that FAR
31.205-46(f) clearly disallows the personal use cost, but stated that FAR does
not specifically deal with the methodol ogy for conputing personal use cost.

The Contractor also did not agree with our conputation of the unallowable
autormobi | e costs related to business use, because it included both return-on-
investment and fleet vehicle service costs as autonobile costs. The Contrac-
tor stated that return on investment is allowable for contractors investing
funds in assets used to administer the Medicare program and is not a travel
or autonobile expense. In addition, it stated that costs for managing the
fleet vehicle program are also not directly related to the automobiles. The
Contractor stated that these cost itens should be excluded fromthe cal cu-

| ation of unallowabl e automobile costs.

Audi tors' Additional Comrents

W do not agree with the Contractor's position that the automobile fixed cost
shoul d not be included in determning the costs allocable to personal usage.
The Medicare agreenent, Appendix B, defines the costs of an autonobile, which
include both fixed and variable costs. Al autonmobile costs should be allo-
cated to both personal and business objectives using an equitable allocation
basi s.

W also do not agree with the Contractor's position that return-on-investment

18



costs and fleet vehicle program nanagenment costs are not directly related to
the automobiles and are, therefore, not automobile costs. The Contractor
would not be entitled to return on investnent, if it did not own the autono-
biles. Fleet vehicle managenent costs were also incurred solely because of
t he aut onobil e-ownership. These costs are clearly directly related to Con-
tractor-owned autonobiles and should be included in conputing the cost of
owni ng such aut onobi | es.

The finding amount woul d not change if HCFA agreed that fixed costs were only
assignabl e to business usage. The actual cost per nile exceeded $0.205 even
if return-on-investnent costs and fleet vehicle managenent costs are excluded
from the cost-per-mle conputation. Accordingly, fixed costs allocable to
personal use would be disallowed as excess business costs. Allowable auto-
mobi | e costs should be limted to $0.205 per Medicare business nmile. This
finding remains unchanged.

CLAI MED COSTS EXCEEDI NG THE APPROVED BUDGET

The Contractor clainmed costs exceeding its Notices of Budget Approval (NOBA)
totaling $146,829 in FY 1985 and $78,314 in FY 1986. These costs are unal | ow
able in accordance with the Medicare agreements, Article VI (Part A), and
Article XVI (Part B), which state

Such budgeted amounts for the purpose of obligation of

funds by the Secretary shall be a ceiling which the

Internediary [Carrier] may not exceed wi thout the prior
approval of the Secretary...

The FY 1985 Part A anount included Arkansas system inplenentation costs of
$104, 361 that are also unallowable, because they exceeded the HCFA-approved
amount for this project. The FY 1986 Part A anmount of $73,935 is unal | owabl e,
because it exceeded the HCFA-approved fixed-price amunts for the Cains
Qperations lines 1 and 2. The remaining $42,468 in FY 1985 and $4,379 in FY
1986 as well as the FY 1986 Part A amount of $73,935 are otherwise allowable
and shoul d be reduced to the extent that other findings result in sustained
di sal | onances.

Recommendat i on

& recommend that the Contractor make the follow ng adjustments to its FACPs:
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Operation FY 1985 FY 1986

Part A

Productivity I|nvestnents $104, 361

Costs-Not Associated Wth

an Qperation 39,490

Bills Paynent $73,935
Part B:

Physi ci an Fee Freeze 2,978

Q her 4,379

In addition, we recomrend that the Contractor strengthen its internal contro
procedures for nonitoring actual versus budgeted expenditures.

Contractor Response

The Contractor did not concur with this finding and stated that it included
expenses exceeding the approved budget on its FACPs to docunent all expenses
applicable to the Medicare operations. Because funds were not drawn for these
excess expenses, however, no repaynment will be due and this should not be a
dollar finding. The Contractor also stated that excess costs totaling $42, 468
in FY 1985 and $14,848 in FY 1986 should be used to offset other cost
disal | owances. It agreed that Arkansas system inplenentation costs should be
linmted to the HCFA-approved anount, but stated that the excess are valid

repl acement costs for other disallowed costs

The Contractor commented further on these costs in its response to the Costs
Incurred But Not Clainmed finding. These conments are surmmarized bel ow.

FY 1985 (Part aA): The Contractor stated that $5,000 of unallowabl e pension
costs were charged to the Arkansas system inplenentation recipient code.
Additionally, the Contractor included $7,257 of pension costs in the Arkansas
system inpl enentation costs that were not charged to this recipient code but
were manual |y adjusted fromthe Part A recipient code. Accordingly, the
$104, 361 of unal |l owabl e costs exceeding the NoBa shoul d be reduced by $12, 257.

The Contractor also stated that $39,490 of costs exceeding the NOBA resulted
from net differences on several FACP line operations. Because the Part A
findings clearly reduce the Part A expenses bel ow the NOBA, the $39,490 ori gi-
nal |y exceeding the NoBA shoul d now be reinbursable.

FY 1985 (Part BY: The Contractor stated that $2,978 of costs exceeding the
NoBA was included on the Physician Fee Freeze |ine operation. Because the
Part B findings clearly reduce the Physician .Fee Freeze costs bel ow the NOBA,
these costs shoul d now be reinmbursable.

FY 1986 (Part A): The Contractor stated that it incurred $617, 757 of Arkansas
system inpl ementation costs that it did not claim These costs included

$25, 100 of wunal | owabl e pension expense that was charged to the Arkansas system
i npl enentation recipient code, and $1,923 of pension expense that was manual | y
adjusted fromthe Part A recipient code. Because these costs were not

claimed, the Pension Costs finding should be adjusted.
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The Contractor also stated that the net $10,469 exceeding the NOBA related to
its Clains Qperations (Lines 1 and 2), which were capped at $2 for the first
1,393,000 cl ai ns processed and $1.50 for any additional clains. The amount
exceeding the NoBA for these operations was justified by higher claimvolunes.
Afcordingly, the $10,469 shoul d be reinbursed as part of the FACP audit set-

tl ement

Fiscal Year 1986 (Part B): The Contractor stated that the $4,379 exceeding
the NOBA related to the COBRA Participating Physicians |ine operation. Be-
cause the Part B findings clearly reduce the COBRA Participating Physicians
costs bel ow the NOBA, these costs should now be reinbursable.

Audi t ors* Additional Commrents

Costs claimed exceeding the approved NoBA are unal | owabl e, because the budget
represents a ceiling that may not be exceeded w thout the prior approval of
the Secretary. The Contractor did not provide supporting docunentation for

such approval. Qur opinion is based on the costs claimed on the FACPs and not
those that were reinbursed by the Secretary. Accordingly, this finding re-
mains the same. It should be reduced, however, to the extent that other

findings result in sustained disallowances as discussed bel ow

FY 1985 (Part a): W agree that the unallowabl e Pension Costs finding includ-
ed $4,660 charged to the Arkansas system inplementation recipient code. This
anount excludes a portion of the $5,000 for allowable deferred conpensation
and actuary fees. Accordingly, if HCFA sustains the pension finding, the
$104, 361 of Arkansas system inplementation costs exceeding the NoBa shoul d be
reduced by $4,660. W also agree that the Pension Costs finding included
$4,863 (net of allowable deferred conpensation and actuary fees) that was
included in the Arkansas systeminplementation costs as a manual adj ustment.

| f HCFA sustains the pension finding, the $104,361 of Arkansas systeminple-
mentation costs exceeding the NOoBA should be reduced by $4,863 al so.

The remaining $39,490 exceeding the NoBa shoul d be reduced to the extent that
HCFA sustains the other findings.

FY 1985 (Part B): W agree that the $2,978 of Physician Fee Freeze costs ex-
ceeding the NoBA should be reduced if HCFA sustains the other findings.

FY 1986 (Part A): W agree that the draft report Pension Costs finding in-
cluded $23,311 charged to the Arkansas system inplementation recipient code
and $1,143 that were manual |y adjusted fromthe Part A recipient code. These
anounts are net of allowable deferred conpensation and actuary fees. Because
these costs were not clained in FY 1986, we revised the final report pension
finding to delete these costs.

Based on the Contractor's response, we noted that the costs exceeding the NOBA
for the Claims Qperations line itens were $73,935. These costs are unal | ow
abl e because they exceeded the fixed-price ceiling for these line items. W
revised the draft report finding accordingly. This finding, however, should
be reduced if HCFA revises the NoBA to adjust for a higher-than-budgeted
claims volume, or to the extent that HCFA sustains the other findings for the
Cains Qperations line itens.
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Fy 1986 (Part BY: W agree that $4,379 of COBRA Participating Physicians
costs exceeding the NoBA should be reduced if HCFA sustains the other find-
i ngs.

COVPLENVENTARY | NSURANCE CREDI TS

The Contractor claimed unallowable costs associated with its conplenentary
i nsurance program totaling $155,644 in FY 1986. These costs are unallowabl e
for the follow ng reasons.

The Contractor made mathenatical errors in conputing its conplenentary insur-
ance credits in Cctober 1985 and May 1986, when the credits were based on a
set rate for each conplenentary claim The credit calculations erroneously
included the Federal Enployee Program clains. The conplenentary insurance
credits were overstated by $(414) for Part A and $(2,104) for Part B.

Beginning in May 1986, the Contractor devel oped a nethodol ogy to allocate to
its private business the actual costs of processing conplenmentary insurance
clainms. However, the Contractor determned the amount using budgeted rather
than actual anmounts. In addition, the nethodology did not include an alloca-
tion of overhead costs to its private business. For these reasons, the
Contractor understated its conplenmentary insurance credits from May 16, 1986,
t hrough Septenber 30, 1986.

Section 1601.¢ of the Contractor's Medicare internediary manual states:

...charges to the conplenentary insurer are determned by
cost allocation. As used in this section, the term

al location means to distribute all costs to Medicare and
conpl enentary insurance in such proportion as to reflect
the benefits received by each program In selecting the
appropriate method of allocation consider the benefits
derived from each function. Were nutual benefits are
derived full cost sharing is required....

Wien allocating costs to conplenentary insurance, observe
the follow ng principles:

. Charge all direct costs to the appropriate line of
busi ness.

. Prorate indirect costs on an appropriate basis sub-
ject to audit.
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W determned costs that should have been allocated to the Contractor's pri-
vate business using the following method. W conputed the FY 1986 costs to
process a claim [actual costs included in the bills payment (Part A) and
clains paynent (Part B) FACP operations divided by total workload] and divided
it by two. Ve subtracted the Contractor's rates used to conpute the credits
for this period fromthe results and nultiplied the differences by the nunber
of conplementary clainms processed from My 16, 1986, through Septenber 30,

1986. Unal | owabl e costs total ed $40,846 (Part A) and $117,316 (Part B).

Recommendat i on

W reconmmend that the Contractor make the follow ng adjustments to its FY 1986
FACPs:
Part A Part B

Bills Paynent $ 40,432
C ai ms  Paynent $115, 212

In addition, we recomend that the Contractor strengthen its internal contro
procedures to assure that conplenentary insurance program costs are properly
allocated in the future

Contractor Response

The Contractor concurred with part of this finding; it agreed with the ad-
justments for the mathematical errors. It did not agree, however, with the
May 16, 1986, through Septenber 30, 1986, adjustnents for budgeted crossover
rates. The Contractor recalculated its crossover rates using actual FY 1986
clai ms processing expenses and stated that the recalculated rates clearly show
that its budgeted rates were reasonably devel oped.

Audi t ors* Addi tional Comments

Ve reviewed the Contractor's calculation of its crossover rates based on
actual FY 1986 claims processing expenses. Except for a few mnor discrepan-
cies, which did not affect the rates, the calculations were adequately sup-
ported and mathematically correct. The Contractor, however, excluded certain
direct and indirect cost centers fromits allocation to the conplementary
insurance program it also included adjustments, deletes, and reopenings in
its nunber of clainms processed, used to calculate the crossover rates. Wth-
out further on-site review, and HCFA's technical assistance, we could not
determ ne whether this methodology is equitable. Therefore, we reconmend that
HCFA review the technical aspects of the Contractor's rate cal cul ation method-
ology, prior to its final determnation of allowable costs.
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TAXES

The Contractor-clainmed $33,027 in FY 1985 and $86,373 in FY 1986 of unal | ow
able taxes. These costs are unallowable for the follow ng reasons.

The Contractor clained $85 in FY 1985 and $10,325 in FY 1986 of unal |l owabl e

I ndi ana gross incone taxes (IGT) and $12,553 in FY 1985 and $55,610 in FY
1986 of unal | owabl e personal property taxes, because it allocated these costs
to Medi care based on budgeted amounts. The Contractor did not adjust the
allocation bases at fiscal year end to determne the actual taxes that were
allocable to the Medicare program  These costs are unall owabl e in accordance
with FAR 31.201-4 which states

A cost is allocable if it is assignable or chargeable to
one or nore cost objectives on the basis of relative bene-
fits received or other equitable relationship.

In addition, the Contractor clainmed $20,389 in FY 1985 and $20,438 in FY 1986
of unallowabl e deferred taxes that were for its non-Mdicare business. These
costs are unallowable in accordance with the Medicare agreements, Appendi xes
B, Section XV.

Recommendat i on

W recommend that the Contractor make the follow ng adjustments to its FACPs:

Part A Part B
Costs not associated with
an operation
FY 1985 $23, 471 $ 9,556
FY 1986 29, 538 56, 835

In addition, we recommend that the Contractor strengthen its internal contro
procedures for determning the allowability and allocability of taxes.
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Contract or _Response

The Contractor concurred with this finding and stated that it inplenented
changes to provide for nmore accurate calculations of its Indiana gross incone
and personal property taxes. It also stated that deferred taxes were allocat-
ed to Medicare in CY 1985 but should not have been, and, that after January 1,
1986, they were no longer allocated to Medicare.

COSTS CLAIMED I N ERROR

The Contractor claimed $110,541 of unal | owabl e costs resulting from accounting
errors. The Contractor made manual adjustments to its cost reporting system
to arrive at the costs claimed on its FACPs. Cur review of these adjustnents
disclosed the following errors:

. The Contractor did not credit its FY 1985 FACP (Part B) for subcontract
costs that were accrued at the end of Fy 1984. Unall owable costs total ed
$85, 839.

. The Contractor claimed adjustnents for conpensated absences (Part B) and
rent (Part A) in FY 1985 but erroneously did not adjust its Parts A and B
FACPs, respectively. The Contractor should have reduced its FACPs by
$8, 492 for conpensated absences (Part A) and $10,300 for rent (Part B).
Therefore, these costs are unallowable. The Part B credit adjustment
was, however, recorded in Fy 1986; therefore, the Contractor understated
FY 1986 costs by $10, 300.

. The Contractor erroneously did not cal culate manual adjustnents for
several enployee cost center changes reported after the costs had been
allocated. This resulted in unallowable costs of $19,334 for Part A and
$(3,876) for Part B for FY 1985.

. The Contractor clained $647 in FY 1985 and $105 in FY 1986 of unallowabl e
phot ocopy costs caused by clerical errors in calculating the Part B
costs

Recommendat i on

W recommend that the Contractor nake the follow ng adjustnents to its FACPs:

_Part A _Part B
Costs not associated with
an operation
FY 1985 $27, 826 $ 92,910
FY 1986 (10, 195)

25



In addition, we reconmmrend that the Contractor strengthen its internal contro
procedures to assure that manual adjustments are properly calculated and
claimed, and that clerical errors do not go undetected in the future.

Cont ract or Response

The Contractor concurred with part of this finding; its response to each
adjustnent is sunmarized bel ow.

Subcontract Accrual Reversal. The Contractor agreed with this adjustnent.

Compensated Absences. The Contractor agreed with the $8,492 FY 1985 cost
reduction, but stated that it should be added to FY 1986 costs as an accrua
reversal. It also stated that the Part B FY 1985 conpensated absence adj ust-
ment should be added to FY 1986 costs as an accrual reversal

Photocopy Charneback. The Contractor agreed with this adjustment.

Rent Variance. The Contractor agreed with both the FYs 1985 and 1986 adj ust-
ment s

Employee Cost Center Changes. The Contractor agreed with part of this adjust-
ment. It stated that the dollar amount should be revised, because one enploy-
ee was retained to work on Medicare operations. H's salary and benefits

al t hough included on the manual adjustnent worksheet, were intentionally not
part of the FACP adj ustnent.

Auditors' Additional Comments

Additional conments for those adjustments that the Contractor did not concur
with follow

Compensated Absences. W do not agree that the conpensated absence adjust-
ments shoul d be reversed in FY 1986. These adjustnents were not cost accru-
als. The Contractor recorded conpensated absence expense in Decenber of 1984
and 1985. These adjustments reflect the difference between the Decenber 1984
recorded expenses and the actual FY 1985 amounts based on 25 percent of the
Decenber 1984 costs and 75 percent of the Decenmber 1985 costs. Because the
credit adjustnents were made nanual |y and not recorded in the FY 1986 account-
ing records, it is not appropriate to reverse the adjustnents in FY 1986

Emplovee Cost Center Changes: W reviewed M. Cooley's enployee profile,
which indicated that he was transferred from Cost Center 39215, Medicare A
Admi ni strative Support, to Cost Center 32300, Paperless Cainms, effective
March 18, 1985. This also is supported by the Contractor's response indicat-
ing that M. Cooley was retained to help with the El ectronic Media C ai ns
productivity investnent. The recomrended audit adjustnment was to reduce M.
Cooley's salary and fringe benefit costs that were charged 100 percent to
Medi care A, based on Cost Center 39215 charges, to the allocable anount for
both Medicare A and B using Cost Center 32300 allocation percentages. Ac-
cordingly, this adjustnent is appropriate and the finding remains unchanged.
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ADVERTI SI NG AND PROMOTIONAL COSTS

The Contractorclainmed $18,602 in FY 1985 and $43,176 in FY 1986 of unall ow
abl e advertising and pronotional costs. These costs were for pronotional
itens, national advertising, and the sponsorship of the pre-Pan American games
health and fitness show.  These costs are unallowable in accordance with FAR
31.205-1(d) and the Medicare agreements, Appendi xes B, Section XV.A.1 which
state, respectively:

The only advertising costs that are allowable are those
specifically required by contract, or that arise from
requi rements of Government contracts....

The following items are unallowable:...costs related to
the acquiring or enrolling of new subscribers, including
selling, advertising, and other pronotional costs.

Recommendat i on

W recommend that the Contractor nmake the follow ng adjustments to its FACPs:

_Part A _Part B
Costs not associated with
an operation
FY 1985 $10, 479 $ 8,123
FY 1986 21, 142 22,034

In addition, we recormend that the Contractor strengthen its internal contro

procedures for determning the allowability of advertising and pronotiona
costs.

Contract or Response

The Contractor concurred with part of this finding; its response to each
adj ustnent is summarized bel ow.

Sales Awards. The Contractor concurred with this finding.

National Advertising. The Contractor stated that part of this finding related
to costs charged to Account 70104: Newspaper Advertising, Cost Center 32300:
Paperless Cains, which accunulated the costs related to the El ectronic Mdia
Caims productivity investment. Accordingly, a reasonable allocation of these
costs to Medicare would be allowable. The Contractor concurred that Account
70808: National Advertising, should not have been allocated to Medicare and
stated that it did stop allocating it in CY 1986.
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Pronotional Costs. The Contractor did not concur with this adjustment. It
stated that the costs were charged to Account 70201: Public Affairs, and were
for its sponsorship of an event called "A Celebration of Health and Fitness",
a statewi de event designed to encourage healthy lifestyles. This was a com
munity service programthat is reasonably allocable to Medicare in accordance
with FAR 31.205-1(e)(3).

Audi t ors' Additional Comrents

Addi tional comrents for those adjustments that the Contractor did not concur
with follow

National Advertising. W reviewed the invoices charged to Account 70104, Cost
Centers 32300 and 32530 (CY 1986) and determined that the costs were for
paperless clains advertisenments in various nedical publications. Because
establ i shing paperless claim capabilities was a HCFA-nandated project during
the audit period, we deternmined that these costs are allowable costs arising
from the contract requirenents. Accordingly, we reduced the Fiscal Year 1986
draft report audit finding by $501 (Part A) and $1,012 (Part B).

Pronotional Costs. The Contractor's event is not considered a conmunity
service activity per FAR 31.205-1(e)(3). This activity is clearly an unal |l ow
abl e special event, such as a convention or trade show. These costs remain
unal | owabl e.

PROFESS AND LTI T

The Contractor clainmed $6,998 in FY 1985 and $53,776 in FY 1986 of unall owabl e
prof essi onal and consulting costs. These costs include accounting, |egal,
actuarial, and other consulting fees that relate to the Contractor's affili-
ates, a national account review, and the Contractor's non-Medicare business.
These costs are unal l owabl e in accordance with the Medicare agreenments, Appen-
di xes B, Section XV.

Recommendat i on

& recommend that the Contractor make the followi ng adjustments to its FACPs:

Part A Part B
Costs not associated wth
an operation
FY 1985 $ 4,149 $ 2,849
EY 1986 31, 893 21, 883
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In addition, we recormend that the Contractor strengthen its internal control
procedures for determning the allowability of professional and consulting
costs.

Contractor Response
The Contractor concurred with only part of this finding. It concurred with

the auditing consulting, nedical consulting, merger committee meeting,
actuarial consulting, national accounts review, and other consulting (Account

75803) adjustnments. It did not concur with the outside |egal service adjust-
ment (Account 75001) or that the auditing consulting finding indicated an
internal control weakness. Its response to these two adjustments are summa-
rized bel ow.

Auditing Consultinn Fees. The Contractor concurred with this finding, which
disal | oned a few non-Medicare consulting invoices charged to cost centers that
allocate 3 to 6 percent to Medicare. It stated that allocation bases are not
designed to deal with every individual invoice; accordingly, it would be easy
for certain invoices to be underallocated to Medicare as well. The Contractor
also stated that it does not consider this to be a significant internal con-
trol weakness.

Qutsi de Legal Services (Account 75001). The Contractor stated that the FY
1985 Medi care charges fromthis account were allocated from Cost Center 22000,

Legal Division, and involved services for merging Blue Cross and Bl ue Shield.

The Contractor concurred with this adjustment, except for two paynents to
Roberts & Rydel in March and May 1985. It also stated that, depending on the
disposition of the finding disallow ng Cost Center 22000 in total, this find-
ing may be duplicated.

The Contractor stated that the FY 1986 adjustnent is primarily for damages and
attorney fees related to a discrimnation law suit by several forner enploy-
ees. The Contractor concurred with this adjustnent, but did not agree that it
was a sign of poor internal controls.

Audi t or s* Addi tional Comments

Addi tional coments for those adjustnents that the Contractor did not concur
with follow

Auditing Consultinn Fees. The auditing consulting fees for the Contractor's
non- Medi care business are specifically unallowable and shoul d have been segre-
gated from the pool of costs indirectly allocated to Medicare. The failure to
segregate unal | owabl e costs indicates an internal control weakness.

Qut si de Legal Services. The March and May 1985 payments were paid to Roberts,
Ryder, Rogers and Scism. W reviewed office nenoranduns from M. Robert
Arnold that specifically addressed the total amunts of these invoices and
stated that none of the anounts should be applied to Government business.
These costs remain unal | owabl e.
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V¢ do, however, agree that the total FY 1985 adjustnent was coded to Cost
Center 22000, which was al so disallowed under the Unallocable Cost finding.
Only a small portion of the FY 1986 adjustment was coded to Cost Center 22000;
the costs for the discrimnation law suit were coded to Cost Center 20000. If
HCFA sustains the Unallocable Cost finding, it should be reduced by $2,672
(Part A); $2,206 (Part B); $242 (Part A); and $13 (Part B) for FYs 1985 and
1986, respectively.

GAINS AND LOSSES ON THE sALE OF DEPRECI ABLE PROPERTY

The Contractor did not claim $5,6105 in FY 1985 and FY 1986 for the net |osses
on the sale of its depreciable property. The Contractor did not treat gains
and | osses as an allocable expense to the Medicare programin accordance wth
FAR 31.205-16(a), which states:

Gains and losses fromthe sale, retirement, or other disposi-

tion.. .of depreciable property shall be included in the year in

whi ch they occur as credits or charges to the cost grouping(s)

in which the depreciation or anortization applicable to those
assets was included...

W determned Medicare's portion of the net |osses for each fiscal year based
on its depreciation allocation percentages.

Recommendat i on

W recommend that the Contractor make the followi ng adjustments to its FACPs:

Part A Part B
Costs not associated with
an operation
FY 1985 $ (741) $ (427)
FY 1986 (2,532) (1,405)

In addition, we reconmend that the Contractor strengthen its internal contro
procedures to assure that gains and |losses on the sale of depreciable assets
are allocated to Medicare in the future

Cont ract or _Response

The Contractor agreed that gains and |osses on the sale of depreciable assets
were not allocated to Medicare and should have been. It did not, however,
agree with the dollar amount of this finding. It stated that the Septenber 30
account bal ances used to conpute the finding did not properly match the reve-
nues with the corresponding asset witeoffs for the items sold. Journal
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entries were made in Novenber to wite off the net book values of assets sold

before Septenber 30 of each year. If these journal entries were reclassified

to the correct fiscal years, the account balances would reflect |osses in both
years and the finding woul d be an increase to FACP costs.

Audi t ors* Additional Comrents

W reviewed additional documentation to support the Contractor's adjusted
account bal ances due to asset witeoffs nmade in Novenber for assets sold prior
to Septenber 30 of each year. W agree that the adjusted account bal ances
equal ed | osses of $13,714 and $47,319 in FY 1985 and FY 1986 respectively. W
conputed Medicare's portions of these |osses and adjusted the audit finding
accordingly.

OTHER UNAL | OMBILE COSTS

The Contractor clained $25,820 of unallowable costs for the reasons discussed
bel ow.

Travel and Entertai nnment

The Contractor clained $2,837 in FY 1985 and $4,939 in FY 1986 of unal |l owabl e
travel and entertainnent costs. These costs included spouse travel, alcoholic
beverages, first-class airfare, social club dues, and travel that did not
benefit Medicare. These costs are unallowable in accordance with FAR 31.205-
46(a)(l) and (d), 31.205-14, and the Medicare agreements, Appendixes B, Sec-
tion Xv. The FAR sections state, respectively:

Costs for transportation, |odging, subsistence, and inci-
dental expenses incurred by contractor personnel in offi-
cial conpany business are allowable....

The difference in cost between first-class air accomo-
dations and less-than-first-class air acconmodations is
unal | owabl e except when less than first-class acconmoda-
tions are not reasonably available to neet necessary ms-
sion requirenents....

Costs of amusement, diversion, social activities, and any
directly associated costs such as tickets to shows or
sports events, neals, lodging, rentals, transportation,
and gratuities are unallowable...

Bl ue Cross Associ ation Dues

The Contractor clained $6,592 in FY 1985 and $(1,509) in FY 1986 of unallow
able Blue Cross Association (BCA) dues. The Contractor allocated BCA dues to
Part B of the Medicare program however, only Blue Shield Association dues are
allocable to Part B. These costs are unallowable in accordance with FAR
31.203(b).
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Blue Cross Association Wre System Costs

The Contractor clainmed $2,864 in FY 1985 and $773 in FY 1986 of unallowabl e
BCA wire systemcosts. These costs arenot allocable to Medicare, because BCA
bills HCFA directly on a fixed-rate basis for wire system costs.

Set t | enent__Expense

The Contractor clained $5,467 in FY 1986 of unal |l owabl e back pay for settling
an age discrimnation termnation law suit. These cost are unallowable in
accordance with FAR 31.205-6(h)(l), which states:

Backpay resulting from underpaid work is conpensation for
the work performed and is allowable. Al other backpay
resulting fromviolation of Federal |abor laws or the
Cvil Rights Act of 1964 is unallowable

Fi nanci al _Costs

The Contractor clained $423 in FY 1985 and $2,803 in FY 1986 of unallowabl e
financial costs for interest on the Board of Directors' deferred conpensation
These costs are unallowable in accordance with FAR 31.205-20, which states:
Interest on borrow ng (however represented)...are unal-
| owabl e.

Rel ocati on _Expense

The Contractor clained $393 in FY 1986 of unallowable closing costs on the
sal e of enployee homes. These costs exceeded the l4-percent |limtation in
accordance with FAR 31.205-35(a)(3), which states:

Cosing costs... incident to the disposition of actua
resi dence owned by the enpl oyee when notified of trans-
fer,. ..shall not exceed 14 percent of the sales price of

the property sold.

Contributions
The Contractor clainmed $12 in FY 1985 and $226 in FY 1986 of unal |l owabl e
contribution costs. These costs are specifically unallowable in accordance

with FAR 31.205-8.
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Reconmendat i on
W recommend that the Contractor make the follow ng adjustnents to its FACPs:

Part A Part B

Costs not associated with

an operation
FY 1985 $ 3,825 $8, 903
FY 1986 10, 450 2,642

In addition, we recormend that the Contractor strengthen its internal contro
procedures for determning and segregating unall owabl e costs.

Contract or _Response

The Contractor concurred with the adjustnents for BCA wire system costs,

rel ocation expense, contributions, and settlement expense. It did not concur
Wi th the dollarfamounts of the travel and entertai nment, and financial cost
adjustnents, and did not concur with the outside printing adjustment. Its re-

sponse to these three adjustments are summarized bel ow.

Travel and Entertainment., The Contractor concurred with this adjustnent but
stated that a portion of it was charged to Cost Center 23100, which was disal-
lowed in its entirety in our report. It stated that if the cost center
finding is sustained, this finding should be adjusted to avoid a duplicate
cost adj ustnent.

Financial Costs. The Contractor concurred with this adjustnment but did not
agree with the dollar anount. It stated that, because part was charged to
Cost Center 10002, and we questioned its Medicare allocation percentage, a
mnor part of this adjustment is a duplication

Qutside Printing: The Contractor did not concur with this adjustment. It
stated that the two invoices in question were processed in Novenber 1985, but
were credited from Cost Center 31340 in Decenber 1985. This finding should be
passed.

Audi tors? Additional Comments

Addi tional coments for those adjustnents that the Contractor did not concur
with foll ow

Travel and Entertainment. W agree that $518 of this adjustnent was duplicat-
ed in the Unallocable Cost finding. The unallowable travel and entertainment
costs should be disallowed irrespective of HCFA's decision regarding the
allocability of Cost Center 23100. If HCFA sustains the Unallocabl e Cost
finding, however, it should be reduced by $518 to elimnate the duplicate

adj ust ment .
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Einancial Costs, W agree that part of this finding was duplicated in the
Unal | ocabl e Cost finding related to Cost Center 10002. |f HCFA sustains the
Unal | ocabl e Cost finding, it should be reduced by $193 for part A and $193 for
part B to elimnate duplicate costs disallowed in this finding.

Qutside Printing. W agree that the two invoices in question were credited
from Cost Center 31340 in Decenber 1985. W elimnated this adjustment from
the final audit report.

STATE INSURANCE COWM SSI ONER S COSTS

The Contractor clainmed $4,909 in FY 1985 and $5,508 in FY 1986 of unallowabl e
state insurance commi ssioner audit costs. The Contractor did not incur these
costs so that it could operate as a corporation, but so it could function as
an insurer. The Contractor is not, however, functioning as an insurer under
its Medicare agreenments but rather as an administrator of the Medicare pro-
gram . Therefore, the state insurance conm ssioner audit costs do not benefit
the Medicare program and are unall owable in accordance wth the Medicare
agreements, Appendi xes B, Section XV.

Recommendat i on

W recommend that the Contractor make the follow ng adjustments to its FACPs:

_Part A _Part B
Costs not associated with
an operation
FY 1985 $1, 908 $3, 001
FY 1986 2,610 2, 898

In addition, we recomrend that the Contractor strengthen its internal contro
procedures for determning the allowability of state insurance conm ssioner
audit costs.

Contract or _Resvonse

The Contractor did not concur with this finding. It stated that the annua
state insurance conmssioner's audit is required for insurance conpanies and
focuses on the adequacy of reserves and thus a conpany's solvency. Because
contractor solvency has at |east a general application to the Mdicare program
and the expense is a routine cost of doing business, it is allowable and
reasonably allocable to Medicare. The Contractor further stated that this

i ssue has been debated in previous FACP audits of other contractors, with a
final determnation that the cost is allowable.
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Audi tors' Additional Conments

For the reasons discussed in this audit finding, the state insurance commi s-
sioner audit costs do not benefit the Medicare program and are, therefore,
unal | onabl e.  The Contractor did not provide any documentation to support its
statement that this issue has been previously debated and that the costs were
deternmined to be allowable. This finding remains as is.

I NDI ANA GROSS INCOME TAX

The Contractor claimed |G T based on its estimated fiscal year gross receipts
W conmputed the allowable taxes based on the follow ng actual fiscal year
gross Medicare receipts

Part A Part B
FY 1985 $8,207,917 $15,198,505
FY 1986 $7,184,100 $12,240,976

W disallowed the differences between the clained and all owabl e taxes as
discussed in the Taxes finding earlier in this report.

Because the findings in this report will reduce the fiscal year gross re-
ceipts, the IGT should be reduced accordingly. Ve did not conpute the ad-
justments, because it should be based on the anount of sustained findings that
cause the above gross receipts to decrease.

W reconmend that HCFA conpute the adjustments by multiplying the decrease in
fiscal year gross receipts by the weighted average fiscal year IGT rates
which are 1.263 percent in FY 1985 and 1.213 percent in FY 1986.

Recommendat i on

W recommend that HCFA conpute the allowable G T, once DHHS makes the fina
determ nation on the reconmended disallowances in this report.

Contractor _Response

The Contractor did not respond to this finding.

35



OTHER MATTERS

DHHS and HCFA requested that we specifically address several issues during our
audit. These issues are discussed bel ow.

S| GNI FI CANT INCREASES/(DECREASES) | N COSTS BETWEEN YEARS
To assess significant variations in costs, we conpared costs reported by

operation on the Contractor's FACPs. Details of itens that were investigated
further because of |arge increases or decreases follow.

Fi | Year 1 mared to Fiscal Year 1984 (Part A
% Increase

QOperation ~(Decrease) Description

Bills Payment (21.9) Thi s decrease reportedly was because
of an increase in efficiency over the
prior year.

Medi care Secondary Infinite This increase reportedly was because

Payer funding was available for the first
tinme in FY 1985.

Productivity In- 523.1 This increase reportedly was because

vest ment s of large prepayment credits in FY 1984

and funding for inplenmenting the Ar-
kansas systemin FY 1985.

Q her (59.9) This decrease reportedly was prinarily

because of a decrease in funding for
the prospective paynent system

Fiscal Year 1985 Commared to Fiscal Year 1984 (Part B)

% Increase
Operation {(Decrease) Description
d ai ns Payment 14.3 This increase reportedly was because
of a 17.27-percent increase in clains
vol une and system inpl ementation.
Benefi ci ary/ Physi ci an (36.7) Thi s decrease reportedly was because
I nquiry of a decrease in funding for this line

operation
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Fiscal Year 1985 compared to Fiscal Year 1984 (Part B)

% Increase
Operation (Decr ease) Description
Medi cal Review and 26.9 This increase reportedly was
Utilization Review because of increased HCFA enphasis in
this area.
Medi care Secondary Infinite This increase reportedly was because
Payer this was a FY 1985 HCFA initiative.
Physi ci an Fee Freeze Infinite This increase reportedly was because
this was a FY 1985 HCFA initiative.
Productivity In- 213.1 This increase reportedly was because
vest ment s the inplementation costs for the new

clai ms processing system were recorded
on this line operation.

Fiscal Year 1986 Compared to Fiscal Year 1985 (Part A)

% Increase
Operation (Decrease) Description
Bills Paynent (10.0) This decrease resulted because the
Contractor did not claimits total
costs due to contract linmitations.
Medi care Secondary 100.7 This increase reportedly was because
Payer of increased HCFA enphasis in
this area.
Productivity In- (78.1) Thi s decrease reportedly was because
vest ment s no Arkansas system inplenentation
costs were claimed in FY 1986.
Q her (81.42) This decrease reportedly was because

the Indiana gross income tax was not
reported on this line operation in FY
1986.

Fiscal Year 1986 Compared to Fiscal Year 1985 (Part B)

% | ncrease

Operation <Decr ease) Description
d ai m Paynent (10.6) This decrease resulted because the

Contractor did not claimits total
costs due to contract limtations.
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Fiscal Year 1986 Compared to Fiscal Year 1985 (Part B)

% Increase

(neration (Decrease) Descriptio

Benefi ci ary/ Physi ci an 69. 2 This increase reportedly was because

I nqui ry of increased Contractor enphasis to
shorten response tine.

Medi cal Review and 34.9 This increase reportedly was because

Uilization Review of increased HCFA enphasis in this
area

Medi care Secondary 62.3 This increase reportedly was because

Payer of increased HCFA enphasis in this
area

Physi cian Fee Freeze (62.8) Thi s decrease reportedly was because
of a funding decrease once the program
was established.

Productivity In- (82.5) Thi s decrease reportedly was because

vest nent s the new systeminstallation costs were

included on this line in FY 1985, and
simlar costs were not incurred in FY
1986.

SIGNFI CANT ELECTRONI C DATA PROCESS| NG EXPENDI TURES

The Contractor inplenented new clains processing systems for both Parts A and
B; HCFA approved both these systems and included themin the FY 1985 Medicare
budgets. In FY 1985, the Contractor exceeded its $225,000 budget for implem-
entating the Arkansas Part A system by $104,361 and clainmed these costs on its
FACP. HCFA did not approve these costs and, therefore, they are unallowable.
The $104,361 was included in the Oaimed Costs Exceeding the Approved Budget
finding in the Findings and Recormendations section of this report. In FY
1986, the Contractor incurred Arkansas Part A system inplementation costs of
$617,568. HCFA did not approve these costs, and the Contractor did not claim
them

For its Part B system the Contractor incurred $1,582,737 in FY 1985, which
i ncl uded subcontract costs paid to Electronic Data Systens-Federal Corpora-
tion. HCFA approved these costs
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| NTERI M EXPENDI TURE REPORTS

W reviewed cumul ative Interim Expenditure Reports from Cctober 1, 1986
through August 30, 1987, along with preparation nethods and procedures. Qur
limted review did not disclose any naterial inaccuracies or weaknesses.

COSTS | NCURRED BUT NOT_CLAI MED

The Contractor's FY 1986 Medicare agreenents contained unit-cost target rates
for each bill (Part A) and claim (Part B) processed for certain FACP opera-
tions, as follows:

- Part A~ Bills Pavment and Reconsideration and Hearings. $2 in
FY 1986, $1.90 in FY 1987, and $1.81 in FY 1988.

n Part B: C ai ns Payment, Revi ews and Hearings. and Benefi-
ciary/Physician Inquiry. $1.78 in FY 1986, $1.65 in FY 1987,
and $1.54 in FY 1988.

The Contractor is entitled to reinbursenent for actual allowable costs in-
curred in FYs 1986 and 1987. Rei nbursenment exceeding the target rates in
these years, however would reduce the FY 1988 unit target rates. These FY
1988 rates would be the maxinum all owable rates for FY 1988. Rather than have
its FY 1988 target rates reduced the Contractor chose not to claim $311, 338
(Part A) and $1,959,255 (Part B) that caused it to exceed its FY 1986 unit
target rates.

Contract or__Response

The Contractor addressed both costs incurred but not claimed and repl acement
costs in its response to this finding. W have included the Contractor's com
ments related to replacenment costs for Fys 1985 and 1986 after the O ai med
Costs Exceeding the Approved Budget finding. The Contractor's conments re-
garding the FY 1986 costs incurred but not clained are included in Item 2.D.

of its response, and summarized bel ow.

The Contractor stated that it had costs incurred but not claimed of $311, 338
(Part A) and $1,959,255 (Part B) that exceeded its Clainms Operations fixed-
price ceilings in FY 1986. It stated that these expenses should be used as
repl acement costs for the portion of the FY 1986 findings that apply to the
Claims Qperations line itens. Because nost of the findings related to staff
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and support cost centers, the Contractor proposed allocating all of the find-

ings except the Conplenmentary Insurance Credits finding to the Caims Qpera-
tions line itens as follows:

Part A
Total costs (lines |-2) $ 3,236,873
Total costs (all lines |ess
| npl enent at i on) $ 7,505,907
Percent to total (lines 1-2) 43. 12%
Part B
Total costs (lines |-3) $11,487,487
Total costs (all lines) $14,200,182
Percent to total (lines 1-3) 80. 90%

The Contractor stated that the Conplenentary Insurance Credits finding shoul d
be allocated 100 percent to Clains Qperation line 1 for both Medicare A and B,

because the conplenentary insurance credits were charged to these |ine opera-
tions.

Audi tors' Additional Comrents

Because we audited the total costs incurred, we agree that costs incurred but
not claimed can be used to replace unallowable costs included in the O ains
Qperations line itenms. W agree with the Contractor that nost of the findings
were charged to indirect cost centers. & do not agree, however, with the
proposed nethod of allocating the findings to the Clainms Qperations line
itens. The Contractor's FACP worksheets show an allocation of overhead ex-
penses, including EDP costs, for Part A to each FACP line item Because the
findings were nostly related to these overhead costs, the overhead costs
rather than total FACP costs should be the basis for allocating the findings
to Cains Qperations. Accordingly, we reconputed the percentage of the find-
ings that can be allocated to the ainms Qperations and offset by the costs
incurred but not claimed. Qur conputation follows:

Part A
EDP and Overhead costs (lines 1-2) $1,222,831
EDP and Overhead costs (all lines |ess
| npl ement at i on) $2,383,158
Percent to total (lines |-2) 51. 31%
Part B
Overhead costs (lines |-3) $1,568,602
Overhead costs (all lines) $2,065,315
Percent to total (lines |-3) 75.95%

W agree that the Conplenmentary Insurance Credits finding should be allocated
100 percent to the Caims Qperation line 1. W also can identify the O ained
Costs Exceeding the Approved Budget with specific FACP line operations, except
for $39,490 of FY 1985 Part A costs. W revised Exhibits 1 through 4 to
identify these findings with the appropriate |ine operations. The remaining
findings were classified as costs not associated with an operation on these
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exhibits. W calculated the remaining findings allocable to the Cains Qpera-
tions line itenms for FY 1986. W did not, however, include the Costs Exceed-
ing the Approved Budget finding in the calculation. Instead we conputed a
revised costs exceeding the fixed-price ceiling for the Cains Cperations line
itenms. Qur calculations follow

Part A Part B

(Lines 1 and 2) [Lines 1-3)
Costs clained $2,925,535 $ 9,528,232
Less unal | owabl e costs 339. 998' 610,954
Subt ot al $2,585,537 $ 8,917,278
Costs incurred but not clained 311. 338 1.959. 255
Net costs incurred $2,896,875 $10,876,533
Less fixed-price ceiling 2.851. 600 9.528. 232

Net costs exceeding the

fixed-price ceiling § 45 275 $ 1.348.301

The costs incurred but not clained may be used to replace unallowable costs
sustai ned by HCFA. However, after deducting sustained disallowances, and
addi ng replacement costs, the total Claims Qperations line itens should not
exceed $2,851,600 (Part A) and $9,528,232 (Part B), the NOBA anount for these
line items.

QUT- OF- PERI OD COSTS

The Contractor prepaid postage expense at the end of FY 1983 and claimed the

costs on its FY 1983 (Part B) FACP. In FYs 1984 and 1985, when the expenses

were incurred, the Contractor made credit adjustnents on the FACPs to account
for the costs that had been clained in FY 1983. The credit adjustment to the
FY 1985 (Part B) FACP for out-of-period costs was $164, 882.

FAR 31.201-2 states:
The factors to be considered in determning whether a cost

is allowabl e include.. .generally accepted accounting prin-
ciples....

a £($583,835 x 51.31%) e ($114,367 - $73,935)]; see Exhibit 3 and notes.
[($652,722 x 75.95X) + $115,2121; see Exhibit 4.
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CGeneral |y accepted accounting principles require expense reporting in the
period in which they are actually incurred. Reporting expenses in other
periods distorts the accuracy and useful ness of financial information.

In addition, prepaying expenses may be a direct violation of the Anti-
Deficiency Act [31 USC 665(a)]. The Conptroller General has ruled

The Anti-Deficiency Act (anmong other things) forbids the incurring
of obligations in advance of or in the absence of avail able appro-
priations to cover the obligation... Section 712(a) makes appropria-
tions unavailable for goods or services which do not represent a
bona fide need of the fiscal year sought to be charged...[B-1985741

This same Conptroller Ceneral decision also states:

The "bona fide need" rule was devel oped by the General Ac-
counting Ofice to inplenent one of the oldest funding
statutes on the book. First enacted in 1789 (1 Stat. 95),
the principle known as "the one year rule," now classified
to 31 USC 712(a), is that annual appropriations may only
be applied "to the paynent of expenses properly incurred
during that year or to the fulfillnent of contracts prop-
erly made within that year."

V¢ noted that the Contractor discontinued the practice of clainmng out-of-
period costs.
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CPINION ON FINAL ADM NI STRATI VE COST PROPOSAL

As described in the Findings and Recomrendations section of this report and in
the notes to Exhibits 1 through 4, Associated I|nsurance Conpanies, Inc.,
charged Medicare $2,530,409 of unal |l owabl e and unallocable costs. In our

opi nion except for these unallowable costs and except for the issues relating
to out-of-period costs, the acconpanying Final Admnistrative Cost Proposals
present fairly in all material respects, the allowable adninistrative costs
incurred under the Medicare agreements and recomended adjustnents applicable
to Parts A and B of the Health Insurance for the Aged and Disabl ed Program
from Cctober 1, 1984, to Septenber 30, 1986 in accordance with the reinburse-
ment principles of Federal Acquisition Regulation Part 31, as interpreted and
nmodi fied by the Medicare agreenents, in conformty with generally accepted
accounting principles.

Qur reports on internal control and conpliance follow this page.

This report is intended to provide information to the Department of Health and
Human Services and should not be used for any other purpose.

By:

April 24, 1990
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REPORT ON REVI EW OF | NTERNAL CONTROL

As part of our exam nation, we reviewed and tested the Contractor's system of
internal accounting control to the extent we considered necessary to eval uate
the systemas required by generally accepted auditing standards. The purpose
of our evaluation was to determne the nature, timng, and extent of the
auditing procedures necessary for expressing an opinion on the Contractor's
FACPs. Qur study and evaluation was more |imted than woul d be necessary to
express an opinion on the Contractor's system of internal accounting contro
taken as a whol e.

Contractor managenent is responsible for establishing and maintaining a system
of internal accounting control. The objective of internal accounting contro
is to provide reasonable, but not absolute, assurance that (1) assets are

saf equar ded agai nst |oss from unauthorized use or disposition, and (2) finan-
cial records are reliable for preparing financial statenents and maintaining
accountability for assets. The concept of reasonable assurance recognizes

that the cost of a system of internal accounting controls should not exceed
the benefits derived and al so recognizes that the evaluation of these factors
necessarily requires estimtes and judgnents by nanagenent.

Certain inherent limtations exist that should be recognized in considering
the potential effectiveness of any system of internal accounting controls. In
performng nmost control procedures, errors can result from m sunderstanding of
instructions, mstakes of judgnent, carelessness, or other personal factors.
The effectiveness of some control procedures depends upon segregation of
duties; these procedures can be circunvented by collusion. Simlarly, contro
procedures can be circunvented intentionally by managenent, either with re-
spect to the execution and recording of transactions or with respect to the
estimates and judgnents required in the preparation of financial statements.
Further, projection of any evaluation of internal accounting control to future
periods is subject to the risks that the procedures may becone inadequate
because of changes in conditions and that the degree of conpliance with the
procedures may deteriorate
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The significant elements of internal control required by the DHHS are:

. Accurate, current, and conplete disclosure of the financia
results of the Medicare programin accordance wth Federa
reporting requirements.

. Records that adequately identify the application of funds.

. Effective control over and accountability for all funds, prop-
erty and other assets.

. Conparison of actual with budgeted amounts for each period.

. Procedures for determning the allowability and allocability of
costs in accordance with FAR Part 31, and Appendi xes B of the
Medi care agreements.

s Accounting records that are supported by source documentation.

Cur study and evaluation made for the limted purpose described in the first
paragraph woul d not necessarily disclose all material weaknesses in the sys-
tem Accordingly, we do not express an opinion on the system of interna
control of the Contractor taken as a whole. However, based on our study of
the significant control elenents listed above, we believe that the Contract-
or's procedures were not adequate for DHHS purposes because of the conditions
described bel ow, which we believe are material weaknesses in relation to the
agreements to which this report refers.

This report is intended to provide information to DHHS and shoul d not be used
for any other purpose.

UNALL OMBLE COSTS CHARGED TO THE MEDICARE PROGRAM

As discussed in the Findings and Reconmendations section of this report, the
Contractor charged Medicare $2,530,409 of unal |l owable and unal | ocabl e costs
DHHS requires that a systemof internal control include procedures for
reviewing all costs to deternmine if costs are allocable and allowable. The
failure to maintain an adequate accounting system that separates allowable and
unal | owabl e, and al | ocable and unal | ocabl e costs can result, as was the case
here, in unallowable and unallocable costs being claimed for reinbursement.

45



Reconmendation.
W reconmend that the Contractor strengthen its internal control procedures
for identifying and segregating unallowabl e and unallocable costs.

UATE SUPPORT] IVENTATI

The Contractor did not maintain adequate docunmentation to support the alloca-
bility of certain cost centers to the Medicare program This deficiency re-
sulted in unall owabl e costs being allocated to Medicare.

Recommendat i on

W recomrend that the Contractor strengthen its internal control procedures to
assure that the allocability of costs is supported in the future.

OOSTS CLAIMED | N ERROR

The Contractor made mathematical and nethodol ogy errors in conputing its
manual adjustments to the costs allocated to Medicare, which resulted in unal-
| owabl e costs clained.

Recommendat i on

W recomrend that the Contractor strengthen its internal control procedures to
assure that errors are kept to a mninumand do not go undetected in the
future
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REPORT ON COVPLI ANCE

W audited the Contractor's FACPs from Cctober 1, 1984, to Septenmber 30, 1986,
and have issued our report thereon &ed April 24, 1990.

W conducted our audit in accordance with generally accepted auditing stan-
dards and Standards for Audit of Governnent O ganizations, Prograns, Activi-
ties, and Functions i ssued by the Conptroller General of the United States.

These standards require that we plan and performthe audit to obtain reason-
abl e assurance that the FACPs are free of material msstatenent.

Conpliance with applicable laws and regulations related to the Medicare agree-

ments is the responsibility of Contractor nanagement. As part of obtaining

reasonabl e assurance that the FACPs are free of material misstatement, we
performed tests of conpliance with certain provisions of laws and regul ations

related to the agreements. CQur objective was not, however, to provide an

opi nion on overall conpliance with such provisions.

Material instances of nonconpliance are failures to follow requirements or
violations of prohibitions contained in statutes, regulations, or the agree-
ments that cause us to conclude that the aggregation of the m sstatenents
resulting fromthose failures or violations is material to the FACPs. The
results of our tests of conpliance disclosed the follow ng material instances
of nonconpliance.

UNALLOMBLE OOSTS CHARGED TO TEE MEDICARE PROGRAM

As described in the Findings and Recomnmendations section of this report, the
Contractor charged Medicare $2,530,409 of unal |l owabl e and unallocable costs.
These costs are unallowable in accordance with FAR Part 31, and the ternms and
conditions of the Medicare agreenents
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NONCONFORMITY W TH GENERALLY ACCEPTED ACCOUNTING PRI NCI PLES

As described in the Other Matters section of this report, the Contractor
reported certain costs in periods other than when they were incurred. FAR
31.201-2 requires the Contractor to account for and report costs in conformty
with generally accepted accounting principles.

W considered these material instances of nonconpliance in formng our opinion
on whether the FACPs from CQctober 1, 1984, through Septenber 30, 1986, are
presented fairly, in all material respects pursuant to the terns of the agree-
ments and the FAR in conformty wth generally accepted accounting princi-
ples. Because of these material instances of nonconpliance, our report on the
FACPs contains a qualified opinion

Except as described above, the results of our tests indicate that, for the
itens tested, the Contractor conplied in all material respects with the provi-
sions of applicable laws and regulations related to the agreenents. For the
items not tested, nothing came to our attention that caused us to believe that

the Contractor had not conplied, in all material respects, with those provi-
Si ons.

This report is intended to provide information to DHHS and shoul d not be used
for any other purposes.

COTTON 6 COVPANY

By:
David L. Cotton, CPA
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Exhibit 1

Page 1 of 2
Associ ated I nsurance Conpanies, Inc.
Final Adm nistrative Cost Proposal (Part A)
Cctober 1, 1984, Through Septenber 30, 1985
Administrative Recomrended Foot not e

Operation Costs O ai med Adj ust ment s Ref erence
Bills Payment $3,053,570
Reconsi deration and Hearings 109, 629
Medi care Secondary Payer 230, 641
Medical Review and Uilization

Revi ew 951, 781
Provi der Desk Reviews 356, 861
Provider Field Audits 1,400,728
Provi der Settlenents 306, 191
Provi der Rei mbur senment 359, 290
Productivity Investments 633, 583 $104, 361 5
Gt her 116, 677
Costs Not Associated Wth

an Qperation 435. 357 |-12
Tot al $7.518. 951 $539. 718

Cotton 6 Conpany's opinion on this final admnistrative
cost proposal is on page 43.
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11.
12.

Exhibit 1
Page 2 of 2

Recommended adjustment is for $279,019 of unal |l owabl e pension costs.
Recommended adjustment is for $30,952 of unallowable costs.

Reconmended adj ustrment is for $(50,990) of return on investnent
costs.

Recommended adj ustment is for $65,969 of Contractor-owned autonobile
costs.

Recommended adjustment is for $143,851 of costs exceeding the ap-
proved budget.

Recommended adjustment is for $23,471 of unallowabl e taxes.
Recommended adjustment is for $27,826 of costs clained in error.

Recommrended adjustment is for $10,479 of unallowabl e advertising and
pronotional costs.

Recomrended adjustment is for $4,149 of unall owabl e professional and
consul ting costs.

Recommended adjustnent is for $§(741) of |losses fromthe sale of de-
preci abl e property.

Recommended adjustment is for $3,825 of other unallowabl e costs.

Recommended adjustrent is for $1,908 of unallowable state insurance
cormmi ssi oner audit expenses.
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Exhibit 2

Page 1 of 2
Associ ated I nsurance Conpanies, Inc.
Final Adm nistrative Cost Proposal (Part B)
Cctober 1, 1984, Through Septenber 30, 1985
Adnmini strative Recomrended Foot not e
Operat ioOn Costs d ai ned Adjustments Ref erence
C ai ms Paynent $ 8,601,616
Revi ews and Hearings 585, 925
Beneficiary/ Physician Inquiry 669, 286
Medi cal Review and Uilization
Revi ew 1,252,616
Medi care Secondary Payer 171,548
Physi ci an Fee Freeze 490, 538 $ 2,978 6
Productivity Investments 1,696,320 1
Qt her 191, 905
Costs Not Associated Wth
an Qperation _517.198 2-5, 7-13
Tot al $13. 659. 754 $520. 176

Cotton & Conpany's opinion on this final admnistrative
cost proposal is on page 43.
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Exhibit 2
Page 2 of 2

The O fice of Inspector General directed us to note the out-of-peri-
od costs finding in the section titled Qther Matters, w thout clas-
sifying any related costs as reconmended for adjustnent. Out-of-
period costs total $(164,882).

Recommended adjustment is for $344,123 of unal | owabl e pension costs.
Recommended adjustnment is for $39,991 of unallowabl e costs.

Reconmended adj ustment is for $(34,910) of return on investnent
costs.

Recommended adjustment is for $43,079 of Contractor-owned autonobile
costs .

Recommrended adjustment is for $2,978 of costs exceeding the approved
budget .

Recommended adjustnent is for $9,556 of unallowabl e taxes.
Recommended adjustnent is for $92,910 of costs clained in error.

Recommended adjustment is for $8,123 of unall owabl e advertising and
pronotional costs.

Recommended adjustment is for $2,849 of unallowabl e professional and
consul ting costs.

Recommended adjustnent is for $(427) of losses fromthe sale of de-
preci abl e property.

Recommended adjustment is for $8,903 of other unallowable costs.

Recommended adjustrent is for $3,001 of unallowable state insurance
commi ssi oner audit expenses.
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Exhibit 3

Page 1 of 2
Associ ated | nsurance Conpanies, Inc.
Final Admnistrative Cost Proposal (Part A)
Cct ober 1, 1985, Through Septenber 30, 1986
Admi ni strative Recomrended Foot not e

Qperation Costs O ai ned Adi ust ment s Ref erence
Bills Paynent $2,747,465 $114, 367 5,6
Reconsi deration and Hearings 178, 070
Medi care Secondary Payer 462, 955
Medi cal Review and Uilization

Revi ew 1,032,304
Provi der Desk Reviews 543, 119
Provider Field Audits 1,302,311
Provider Settlenents 397, 966
Provi der Rei nbur senent 369, 680
Productivity Investnents 139, 024
Q her 21, 675
Costs Not Associated Wth

an Qperation 583. 835 | -4, 7-12
Tot al $7.194.569 $698. 202'

Cotton & Conpany's opinion on this final admnistrative
cost proposal is on page 43.

Recommended adjustments allocable to the Bills Payment and Reconsideration and Hearings FACP opera-

tions total $339,998 (excluding the costs exceeding the NOBA adjustment). This amount may be re-
placed by costs incurred but not claimed to the extent these FACP operations do not exceed the
$2,851,600 fixed-price ceiling (see peges 39-41).
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Recommended adj ustnent is for $235,651 of unall owabl e pension costs.
Recommended adjustnent is for $359,533 of unallowabl e costs.

Reconmended adj ustment is for $(214,840) of return on investnent
costs.

Recommended adjustment is for $110,390 of Contractor-owned autono-
bile costs.

Recommended adjustnent is for $73,935 of costs exceeding the ap-
proved budget.

Recommended adjustnent is for $40,432 in'understated conplementary
insurance credits.

Recommended adjustment is for $29,538 of unallowabl e taxes.

Recommended adjustment is for $21,142 of unall owabl e advertising and
pronotional costs.

Recommended adjustment is for $31,893 of unallowabl e professiona
and consul ting costs.

Reconmended adjustment is for $(2,532) of |osses fromthe sale of
depreci abl e property.

Recommended adjustment is for $10,450 of other unallowabl e costs.

Recommended adjustrent is for $2,610 of unallowable state insurance
comi ssi oner audit expenses.
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Exhibit 4

Page 1 of 2
Associ at ed Insurance Conpani es, Inc.
Final Admnistrative Cost Proposal (Part B)
Cctober 1, 1985, Through Septenber 30, 1986
Admi ni strative Recomended Foot not e
peration Costs d ai ned Adiustments Reference
C aims Payment $ 7,689,863 $115, 212 6
Revi ews and Heari ngs 706, 181
Beneficiary/Physician Inquiry 1,132,188
Medi cal Review and Utilization
Revi ew 1,690,237
Medi care Secondary Payer 278,374
Physi ci an Fee Freeze 182, 700
Productivity Investments 297, 605
Q her 263,779 4,379 5
Costs Not Associated Wth
an Qperation - _652. 722 |-4, 7-13
Tot al $12.240. 927 $772. 313"

Cotton & Company's opinion on this final admnistrative
cost proposal is on page 43.

a Recommended adjustments allocable to the Claims Payment, Review? end Hearings, and
Beneficiary/Physician Inquiry FACP operations total $610,954. This amount may be replaced by costs
incurred but not claimed to the extent these FACP operations do not exceed the $9,528,232 fixed-price
ceiling (see pages 39-41).
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Recommended adjustment is for $286,343 of unallowabl e pension costs.
Recomrended adjustment is for $342,983 of unall owabl e costs.

Recommrended adjustnent is for $(164,269) of return on investnent
costs

Recommended adjustnent is for $92,973 of Contractor-owned autonobile
costs

Recommended adjustnment is for $4,379 of costs exceeding the approved
budget .

Recommended adjustnent is for $115,212 of understated conpl ementary
insurance credits.

Recomrended adjustment is for $56,835 of unall owabl e taxes.
Recommrended adj ustment is for $(10,195) of costs clained in error.

Recommended adjustnent is for $22,034 of unallowabl e advertising and
pronotional costs.

Recommended adjustment is for $21,883 of unallowable professiona
and consulting costs.

Recommrended adj ustment is for $(1,405) of |osses fromthe sal e of
depreci abl e property.

Recommended adjustment is for $2,642 of other unallowable costs.

Recommended adjustment is for $2,898 of unallowable state insurance
conmi ssi oner audit expenses.
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Government Division

8320 Craig Street
Indianapolis, IN 46250

February 21, 1991

Ms. Catherine L. Nocera, CPA
Cotton & Conpany

Certified Public Accountants
100 South Royal Street

Al exandria, Virginia 22314

RE: Report on Audit of Medicare Administrative Costs
FY 1985 and 1986

Dear Ms. Nocera:

.In response to your letter dated January 7, 1991, we have prepared

the attached responses to the adjustnments included in your draft audit
report. As we discussed, we have included attachments as necessary to
support our responses. The attachments for each section of our response
are grouped at the end of that section. In a separate section, we have

i ncl uded docurentation supporting a reasonable nethod for allocating your
findings by line operation. As part of our response, we have also com
nmented on our system of internal controls which is questioned in the
draft report.

W appreciate your review and consideration of our comments before final-

ization of the audit report. W would be happy to discuss any of our
comments or provide additional docunentation upon request.

Si ncerely,
i
Dennis W Brinker
Controll er

Government Divi sion

DWB/ pml

Encl osure

T h e
A Associated
G r o u p



Draft Report of Audit Findings

On the followi ng pages, we have commented on each adjustment proposed
in your report, and provided supporting documentation where appropriate.

Also included is a section detailing expenses that were unreinbursed
on both the FY 1985 and FY 1986 FACP's that serve as replacenent costs
for costs denied through your audit findings. Unreinbursed costs are,
of course, much greater in FY 1986 with the inception of a contract
anmendment which linmted reinmbursement for Part A and Part B C ains
Qper ati ons.

Also included in this section is a suggested methodol ogy for segregating
your adjustnents by line operation to the extent necessary to identify
cost denials that can be replaced by unreinbursed costs. W believe
this approach will reasonably allocate finalized adjustments by line
operation

Your report also questions the adequacy of the internal controls in place
during the audit period. Wile we agree that errors were made on the
FACP's, we do not agree that those errors identify any significant
internal control weakness. The Pension issue represents approximtely
one-half of the effect of your findings and does not, in our opinion,
represent aninternal control weakness. It merely represents a signi-
ficant change in the actuarial nethodology for conputing pension
l[iability that was not conpletely finalized until after these FACP s

were subnmitted. During the period as pension expense was allocated to
Medicare, there was definitely intent to fund the pension.

As is noted in our individual responses, we disagree with several of

the proposed adjustments and have docunented necessary nodifications

to several others. \hatever the final disposition of individual findings,
we believe a reasonable justification existed for allocating these costs
and cost centers to Medicare. W did nmake a serious error in charging

al l ocations from CC 30001 to Medicare, but the function of this center
changed during the year without notice. As is explained in our response
to this finding, we did identify this problemin January, 1987 and nade
adj ustnents to reclassify costs out of CC 30001. These credits did
reduce Medicare expenses in FY 1987.

In sunmary, we understand the significant anount of dollar findings

on this audit would indicate weak internal controls. Qur position, on
the other hand, is that the Pension finding is a one-tine event which
inflated the dollar effect of the audit and that we have supportable
positions regarding many of the other audit findings as reflected in
the foll ow ng pages.
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PENSI ON COSTS

This finding denies all pension expense charged to Medicare for both
FY 1985 and FY 1986 based on our actuarial valuations for those years
whi ch indicated that no funding contributions were necessary. These
actuarial determnations involved a change of nethodology to the
"Projected Unit Credit Cost Method". It was this change which resulted
in funding being unnecessary. For both years under review these actu-
arial valuations were not conpletely finalized until after the FACP’s
were submitted. During both years we did do some interim funding of
Pensi on Expense under the assunption that we would do nornal year end
fundi ng.

Based on the above we accept the audit finding except for the follow ng
nodi fication we consider appropriate:

1 The Part A Accumul ation of Pension Expense charged toMedicare
includes the follow ng expenses directly applicable to the
Arkansas inpl emrentai on (Recipient Code 050220):

FY 1985 $ 5,000
FY 1986 $25, 100

As we overspent our FY 1985 HCFA approved budget for this inplenen-
tation by over $100,000 and received no funding at all in 1986,

t hese anounts should be backed out of your adjustment. W will
cover this area in nore detail in the section "Costs Incurred

But Not Clained" as we document unreinbursed expense avail able

to replace cost elimnated through your findings.

MC85/al



UNALLOCABLE COSTS

This group of adjustnents deals with allocation of “Staff and Support”
costs to the Medicare Program  Medicare allocations from several of these
costs centers were either partially or fully denied after audit review

Qur response to each adjustnent is as follows:

CC 24536 - Executive Loaned: As noted, this cost center housed expenses
for an enpl oyee who was | oaned to the Pan Anerican Games organi zing
conmttee. A small port ion of the expenses was allocated to Medicare
apparent 1 y based upon headcount. This cost represented a community
service that was reasonbly allocable to Medicare. Though the cost

center performs no direct service to the Medicare contract, this type

of administrative expense is allowable for Medicare based on FAR
Section 31.201-1(e)(3).

2 CC 30001 - EVP Pool : This cost center was first used in January,

1986 and included prinmarily:

1 Executive search fees paid in the recruitment of corporate
vi ce-presi dents;

2 Consulting costs related to the Claim Pro system inplementation.

It appears the original plan was to include recruiting costs here
with appropriate al location to Medicare on the “Equal to Markets” basis.
As we noved through 1986 two problens occurred:

1 The search firm invoices we could substantiate were not
related to executive positions that should allocate to
Medi care, and

2 W began to accunulate the system inplementation costs here
that also had no benefit to Medicare

When these changes occurred, the Medicare al |ocation percentages were
not changed and inappropriate costs were allocated to Medicare.

Though the audit adjustment is basically appropriate, it does not take
into account correcting entries nade to this cost center during the
period Cctober - Decenber, 1986. During this period we reclassified
nost if not all of the systeminplenentation costs out of this cost
center to a systens cost center that did not allocate to Medicare,

part ial |y correcting the overal locat ions made previously. (the
attached schedul es support the reclasses out of CC 30001). These
negative allocations to Medicare did serve to reduce reported Medicare
expenses in FY 1987. '
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Since the reclassifications/corrections to this cost center in

Oct ober - Decenber, 1986 do apply to expenses incurred prior to

Sept enber 30, 1986, we bel ieve that the negative cost al |ocations
to Medicare in those three nonths should serve to reduce the finding
you have identified as foll ows:

FY 1986 - A FY 1986 - B
Your FACP cost reduct ion $218, 428 $218, 428
10/86 - 12/86 Negative
al location to Medicare (137, 118) (137,118)
(support at t ached)
Revi sed finding $ 81, 310 $ 81,310

3 cc 30500 -~ Heal thcare QOperations Support: This costcenter all ocated
to Medicare only for a short period during 1986. As no support for
the al location to Medicare could be found, we accept this adjustment.

4 CC 31460 - National Division: Allocations to Medicare were made
only in August and Septenmber, 1986. As we have not found specific
support, we accept this finding.

5 cc 31470 - Affiliates: W accept this adjustment as it represents
only one $19 allocation in July, 1986.

6 CC 31480 - Consumer Division: As we were not able to find supporting
docunent at ion, we accept this adjustment.

7 cc 33300 - Consuner Division Marketing: The al locations to Medicare
were alnost entirely in the period Cctober - Decenber, 1984. Since
we have not found support for the adjustment, we will accept the
finding. The $4 armount allocated to Part A in FY 1986 was backed
out of expenses as a nanual adjustnment before the FACP was fil ed.

8 CC 10002 - Board of Directors: W allocated this cost center to

~ the various markets consistently with other basic administrative
cost centers. The auditors decided that a share should be allocated
to managi ng our investnents. W bel ieve our approach to the allo-
cation was reasonable, but do accept this finding.

9 cc 10003 - Executive Assistant to B.S. President: W had allocated
10% of this cost center to Medicare Part B based on an estinate
of speci fic duties perforned. The auditor’s adjustments in effect
uses the “Equal to Markets” approach. If this adjustnent is to stand,
a corresponding share of the cost should be allocated to Part A



UNALLOCABLE COSTS
Paee Three

10 CC 26111 - Accounting: Again the adjustnent provides for an

~ al locat ion of the cost center to investments and reduces the
Medi care al locat ion proportionately. W do not believe the
Accounting Departnment was that heavily involved in accounting
for investnents at that time, but do accept this finding.

11 CC 31345 - Record Center: FEffective January 1, 1986 the Records

" Center and Forns/ G aphics were broken out into separate cost
centers for the first time. We agree with your basic premni se
that Medicare allocation percentages were not properly revised
when this segregation occurred.

Though adjustnent is necessary, our review of your supporting

wor kpapers and discussion with applicable personnel do identify
sone changes to your calculation. Your workpaper 5308 5/15 and
6/15 is a copy of the 1986 Cost Allocation |nput Docunent specif-
ically for the Record Center. W believe these percentages should
be used to adjust the Record Center (CC 31345) allocation to Medi-
care. The sanple detail on workpaper 5308 10/15 al so supports the
total Governnent share of records actively used to develop the
Medi care allocations on 5308 6/15. W have attached copies of

t hese workpapers as support.

Using the allocation percentages we suggest would nodify your
adj ustment to Cost Center 31345 as foll ows:

Total Cost $132,122.03 X 2.65% = $3,501 Part A Allocation
X 6.85% = $9,050 Part B All ocation

PART A PART B

Adj usted al locat ion above $3,501 $9, 050
Al |l ocated Per FACP (11,574) (22,078)
Revi sed Disal |l owance (8,073) (13,028)
Di sall owed - Draft Report (10, 200) (18,537)
Suggest ed Revi si on $2, 127 $5, 509

12 cc 31340 - Forns and Graphics: Forns and G aphics becane a separate

T cost center effective January 1, 1986. As noted in our response on
the Records Center, we failed to update the al |ocation percentages
when this cost center was established.

Again, we agree that an adjustment is necessary, but through review

of your workpapers have ident if ied somewhat di f ferent percent ages.
First, the allocation input document on Workpaper 5308 5/15 and 6/15 is
specifically for the Records Center, not Forns/Gaphics. Wthout a
specific allocation document we noved to Workpaper 5308 7/15 (attached)
whi ch includes a six month summary of Forns/ Graphics usage.
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After correcting mathenatical errors on this schedule and re-
accunul ating direct hours (including subsidiaries) this schedule
reflects 20.8% of Forms and Graphics being allocated to Governnent.

The nore inportant question with this cost center is how to segre-
gate the Covernment allocation anong Medicare A, Medicare B, and
Medi cai d. To deternmine the share of this Government allocation
applicable to Medicare A and B we reviewed your workpapers 5308
13/15 - 15/15. These schedules list three nonths of help requests
to Forms/ Graphics, and for each request identify the cost center
and market involved.

These schedul es reasonably support the total al |ocation percentage

for Governnent and provide a basis for segregating the allocation
between Medicare and Medicaid. O those CGovernment requests clearly
assignable by cost centers 85.7% are applicable to Medicare. In

our opinion this sanple of requests is the best nethod avail abl e

to segregate the CGovernment al locat ion. The percentages on your

Wor kpaper 5308 8/15 - 9/15 were supplied by the Finance area and were
apparently cal cul ated based on nunber of clains processed. Discussion
with the forner manager of these areas indicated actual requests would
be nore appropriate for Forns/ Graphics cost allocation. Copies of
the referenced workpapers are attached.

Based upon this analysis the follow ng nodification of your Fornms/
Graphics adjustnent is appropriate:

Al locat ion % - Total CGovernnent - 20.8%
Medi care A 29.5% - 6.1%
Medi care B 56.2% - 11. 7%
Medi cai d 14, 3% 3.0%
Tot al 100%

Total Cost (CC 31340) $211,876.33 X 6.1% = $12,924 Part A A locat ion
X 11.7% = $24,790 Part B Allocation

PART A PART B
Ad justed Al locat ion Above $12, 924 $24, 790
Al ocated Per FACP (18, 560) (35, 405)
Revi sed Disal | owance (5, 636) (10, 615)
Di sal l owed - Draft Report (12, 945) (20, 891)

Suggest ed Revi sion $ 7,309 $10, 276
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13 CC 24220 - Risk Managenent: W accept this adjustnent. W were
able to docurment our al location basis here but it did allocate
incorrectly to Medicare, especially Medicare B.

14 CC 31530 - New Products: This is a systems area cost center

" responsible for the inplenentat ionof new systems and enhance-
ments. Personnel in this cost center were involved in the Part
A Arkansas system inplementation and correctly allocated their
time to the systeminplenmentation recipient code through February,
1986 when the systemwas put into use. O the adjustment nade,
$17,731 of the cost wasallocated to Medicare A in March - May,
1986 and appears to be continued follow up and probl em sol ving
after inplementat ion. W believe that at l|east this part of the
cost al located from CC 31530 shoul d be al | owed.

15 CC 23100 - Public Rel ations: In Cal endar Year, 1985 the Public

T Affairs area was conbined with some port ion of our Advert ising
cost in Cost Center 23100. Through Decenber 31, 1985 none of
this cost was allocated to Medicare. Effective January 1, 1986
Advertising costs were nore conpletely segregated into Cost Center
23150. The following details the breakout of total expense between
Medi care fiscal years:

FYE 9/30/85 FYE 9/30/86

CC 23100 - Publ ic Affairs $1,284,440 $ 291, 331
CC 23150 - Adverti sing $ 364, 103 $2,263,242

O the $291,331 in CC 23100 only $206, 685 of expense was charged

after January 1, 1986 when we started allocating a share of this

cost center to Medicare. W nade no allocation of CC 23150 to Medicare
in either year.

Starting at January 1, 1986 we allocated 5.66% of expenses to
Medicare A and 5.66% to Medicare B using the “Equal to Markets”
approach.  Since this methodol ogy was chosen, we did not main-
tain specific allocation docunmentation for the cost center. The
audit finding denies the entire Medicare al location fromthis
cost center based on the idea that the function of this area
was | obbyi ng.

The attached Cost Center Profile for 1986 lists several functions
performed by this unit. \Wile there is a |obbying function identi-
fied here, several other tasks are perforned that do relate to per-
formance of our Medicare contracts. | discussed these functions
with Stan Husel and who managed this unit during the audit period.
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Wthin the function “Liaison with Congressnen” was the handl ing
of Congressional Inquiries. Congressnmen often inquire for their
constituents regarding claimstatus or denials. Many of these
inquiries relate to Medicare claims. The Public Affairs area
coordinated | ogging inquiries, obtaining appropriate answers
fromthe units, and nmaking response to the Congressmen. Public
Affairs performed this coordination for Medicare during the entire
audit period. Al so under the Congressional Liaison program M.
Husel and and one of his enployees coordinated and participated in
annual Congressional O fice Staff Medicare training and education
conf erences.

Gt her duties performed in Public Affairs that affect our perfornance
of the Medicare contract are as foll ows:

1 Liaison with the news nedia - with the nmultitude of program

~ changes, etc. in Medicare many nedia requests/questions are
recei ved. This unit, in coordination with personnel from
Medi care Operations, responds to those questions.

{0

The Governnental Affairs section of this area accunul ates
managenent information on the direction of governnent
prograns including Medicare.

3 Assists Medicare nmanagement in communicating our perfornmance/
problens to governmental agencies and congress ional del egations

Though we agree that some |obbying is performed in this area, we believe

a 11.32%total allocation to Medicare is justified and reasonable cost.
FAR Regul ation 31.205-1(e) also supports the allowability of the functions
descri bed above.

In summary, we believe the narrative informat ion provided above supports
the entire share of the expense we allocated to Medicare. Additionally,
since the same functions were perfornmed in FY 1985, we believe we were
m staken in not allocating a share of this cost to Medicare during the
period 10/1/84 - 12/31/85. A cal cul ated al |l ocation based upon the

al l ocation nethod used during 1986 woul d be reasonabl e.

16 CC 30110 - Performance Inprovenent Off ice: The al locat ion to Medi-

T care fromthis cost center was adjusted to use a total corporate
dollar ratio as the basis. W were not given workpapers to support
the dollar ratio used but 5.91%for FY 85 Medicare A and 5.07% for FY 86
Medi care A seem | ow
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We believe our original allocations to Part A and Part B are
reasonable but will accept a change to a corporate dollar ratio
allocation if the change is made consistently. W do not agree
with using the lower of our original allocation or the auditor’s
revised method. If the Part A al locat ion is to be changed, Part
B must be adjusted also, even if the al locat ion increases.

cc 30100 - St rat egic Pl anning : The adjustnent to base the al |ocation
on the conbined allocation of its two reporting cost centers appears
reasonable in general. The main problemwth this approach is that

it does not deal with the Special Project managers housed in CC 30100.
The attached Cost Center Profile and nenmo document that project mana-

ger’s time affected the allocation of cost and that one of those pro-

ject managers, Janell Knetzer, managed the Medicare A Arkansas system
impl ement at ion. This project is the reason for the increased Medicare
A al location in FY 86.

The extra Part A allocation for the Project Manager should have been
made to the Arkansas |nplement at ion recipient code through February,

1986 when the systemwas put into use. Followup work after March 1,
1986 is chargeable to the Part A recipient code. This approach woul d
reduce the adjustnent to Part A for FY 1986 by $19, 443 (attached Cost
Al location Profile and support for anount).

We also argue that if the allocation basis is changed to the accumul ation
of cost centers 30110 and 30120 positive adjustments should be made as
wel 1 as negative. This change woul d increase the FY 1985 allocation

by $5,998 and the FY 1986 allocation by $2,175.

18 CC 23000 - Corporate Affairs : \eé bel ieve the adminis trat ive func t ions

performed in this cost center support our original al locat ion percentages.
(Attached Cost Center Profile).

If the revised allocation approach renmains in effect, it nust be
recal culated to incorporate any changes made to Cost Centers 23100,
30100, or 30110 as a result of our comrents.

19 Cost Center 22000 - Legal: The finding elimnates all al Iocations

to Medicare fromthe Legal Department. Historically, the Legal
Department has not used standard allocation percentages; they have
adj usted percentages nonthly based on actual work perforned.

Review of the audit workpapers in this particular case indicates that
the auditors requested support for the August, 1986 CAlID percentages
for Medicare. Input docunents were provided for each of the |awers
with an attached note that additional support was available in CHRON
FILES available in the Legal Division. Apparently, no effort was made
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by the auditors to review the CHRON FILES. W assuned no probl em
exi sted since no additional docunentation was requested and no
adj ust ment was proposed to us during the nost recent fieldwrk or at

the infornmal exit conference in April, 1990. It would have been
much easier to find additional support during the original field
revi ew.

During recent review of the audit workpapers we also noticed that
the Medicare allocation for one |awer, L. Sheperd, was incorrectly
carried forward to the summary cal cul ati on schedule. Her sheet

i ndi cated 15% Medi care A and 10% Medicare B. This summary sheet has
been corrected and is attached. The revised average with this
correction cones much closer to the actual allocation percentages
used that nonth.

W& bel ieve that the original supporting docunentat ion provided

reasonbly supports the allocation to Medicare fromthe Lega
Depart nent. On that basis this finding should be passed.

MC83/b23-30



CONTRACTOR- OANED  AUTOMOBI LE  COSTS

This finding reduces clainmed expenses for two separate reasons:

1 The auditors determned that the cost related to persona
usage of autonobiles exceeded the personal usage paynents
made by enpl oyees and of fset the difference.

2 After the above adjustnent the auditors conpared remaining
expenses (and applicable Return on Investnment on the auto-
nobiles) to the applicable rate per the Federal Travel Regu-
| ations and disallowed cost in excess of that rate per nmile.

Regarding Item #1 we continue to state the position noted in prior audit
responses:

The provision of a corporate auto for business use involves two
el ements of cost to the corporation. The first elenent is the
fixed cost incurred by the act of acquiring the autonobile and
thus does not relate to usage other than that which originally
justified provision of the autonobile. The second is the
variable cost relating to the amount of utilization of the

auto for business and personal purposes.

Since elimnation of personal usage of the vehicles would not
reduce the fixed costs, the corporation's practice has been
to charge enployees only for the variable cost associated with
personal usage. FAR Section 31.205-46(f) clearly disallows
the cost involved with personal usage of autonobiles but does
not specifically deal with the nethodol ogy for conputing per-
sonal usage cost.

Regarding Item #2 we understand the requirement stated in Appendix B, Section
XIl, of the Medicare contract which linmts allowable cost to the rate per nile
in the Federal Travel Regulations. Qur concern is with certain items included
in our expenses for conparison to the allowed rate

The Federal Travel Rate is designed for establishing reinbursenent for governnent
enpl oyees using their own cars. Appendix B, Section XI|I of the Medicare Agreenent
states:

“The cost of autonobiles includes the cost of depreciation, |ease,
mai nt enance, insurance, fuel, and other related costs. The reason-
abl e cost of such autonobiles which may be charged to this agree-
ment/contract shall be the actual cost not to exceed the rate pub-
lished in the Federal Travel Regul ations, M
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Based upon this section and our interpretation of the methodol ogy used
in devel oping the Federal Travel Rate, we believe only costs directly

related to the autonobiles should be included in any determ nation of

al lowable costs. The following itens included in your calculation of

the Federal Travel Rate limitation should be excluded for a proper

of fset:

1 Return on Investnent calculated on the fleet vehicles; and

2 Expenses included in Cost Center 24200, Fleet Vehicle
Services, related to managing the Fleet Vehicle program
and not directly related to the autonobiles thensel ves.

The Return on Investnment is a return allowed for contractors for the
investnment of their funds in assets used in admnistering the Medicare
program and not a travel or auto expense.

Excl usion of these items fromthe cal culation of allowable autonobile
costs affects the total finding as foll ows:

N 85 N 86

A B A B
Adj ustnent Draft Report $65, 969 $43, 079 $110, 390 $92, 973
Less Return on Investnent (16, 704) (15, 051) (36, 048) (36, 048)

Less:  CC24200 Admin. (5, 976) (5, 976) (13,572)  (13,572)

(See Attached)

Revi sed Adj ust ment $43, 289 $22, 052 $ 60, 770 $43, 353

Qur fleet vehicle program was elininated Decenber 31, 1986. Therefore
maj or problenms with autonobile costs should not exist after that date

MC84/b22-23



COST CENTER 24200

FY 85 N 86

Total Cost Center Expense $(17,367) $1,109,763
Less: Accounts with Fleet

Veh ic e Expense

72001 - Insurance (9,007) (135, 830)

72204 - Omned Car Expense (536, 816) (504, 166)

72205 - Vehicl e Chargeback 813, 783 10, 048

72206 - Chargeback | ncone 123, 446 240, 795

73301 - Depreciation (323, 093) (609, 184)
Net Cost - Fleet Vehicle
Admi ni stration $ 50, 946 $ 111, 426

A 8 A B

Medi care Share (WP 4254) 11.73%  11.73% 12/18% 12.18%
Medi care Cost-Admi ni stration $5, 976 $5, 976 $13,572 $13,572

MC84/b24



Cl ai ned Costs Exceeding the Approved Budget

This finding identifies expenses included on the 1985 and 1986 FACP' s
that exceeded the approved budget for specific operations. These ex-
penses had been included on the FACP's in aneffort to docunent al
expenses applicable to Medicare operations.

The attached schedul es conpare expenses included on the FACP's to the
actual funding received from HCFA through the Admi nistrative Draw
process. These schedules clearly indicate that we did not draw

funding for any of the expenses included in this adjustment. Since

no funding was drawn, no repaynment will be due to the Health Care
Financing Administration as a result of this adjustment. W believe
these facts should be noted in the report and that the summary be revised
to note that this is not a dollar finding or adjustnent.

Additionally we believe that the costs in excess of NOBA identified in

this adjustnent should be used to offset the effect of the other

adj ustnents to these FACP's. W agree that Arkansas |nplenentation

funding is limted to the HCFA approved anmount. HCFA agreed to fund
only a portion of the Arkansas System inplenmentation with a specified

addi tional productivity investment (Pl) anpunt. The costs incurred in

excess of the Pl funding are allowable operating expenses for the

Medi care A operation and valid replacenent costs for other disallowed

costs resulting fromthe FACP audit. The remaining $42,468 in N 1985

and $14,848 in FY 1986 should serve to substitute for other cost

di sal | owances. W will explain this approach in nore detail in a

separate section of our response covering all Costs Incurred But Not

d ai med

ab



Return on Investnent Costs

We agree with the audit finding on this issue. Through 1985 a system
generated process conputed Medicare RO on Equi pment for inclusion in
Interim Expenditure Reports and FACP’s. W recognized in 1986 that
this system had become obsolete but did not develop an alternative

et hod

We did prepare the calculation eventually used by the auditors for this
finding and have a simlar process in place for current reporting.

a4



Conpl ementary Insurance Credits

We respond to the individual findings here as foll ows:

1.  Conplementary Insurance Clainms - W agree with the mnor adjustments
made to the claimcounts used to determine the credit.

2. Conmlementary Credit Rate Methodology - W agree that our calcul ated
rate was not adjusted for actual N 1986 expenses. Qur original
rate cal cul ati on wasbased on FY 1987 budgeted cost asthe best means
of estimating a rate in md-1986 when the manual change regarding the
conpl ementary credit rate became effective. W have recal cul ated our
crossover rates based upon actual N 1986 clains processing expenses
as follows :

Part A

The cost of a crossover claim should include actual and overhead

costs directly attributable to producing an adjudicated claimrecord

The cost of transferring the crossover claimto another insurer should

al so be included in the unit cost calculation of a crossover claim

Sonme costs incurred by Medicare Operations are not involved in the

claims processing function but are related to other functional processes
related to our Medicare contract, such as provider and beneficiary corres-
pondence, appeals, provider education

Following is a summary of the FY 1986 cost centers and operations not
related to clainms adjudication which should be excluded from the expenses
accumul ated to calcul ate the crossover claim per unit charge. Attached
is supporting documentat ion for the amounts identified

Cost Center 33330 - Custoner Service Center - $336

Cost Center 33100 - Consumer Division Operations - $4,219

Providing services to beneficiaries and providers in response to genera
inquiries , assistance and education is a claim payment function. The cost
for the two cost centers above was Medicare’s allocated cost for beneficiary
wal k-in service located at 120 W MNarket Street, Indianapolis, Indiana

The service is to answer beneficiary and provider inquiries related to

Medi care in general or specific Medicare claim paynent issues. The cost
incurred is in conpliance with Health Care Financing Adninistration (HCFA)
requirenents to provide “walk-in” service and is not related to cost of
produci ng an adjudi cated clai mrecord

Cost Center 39100 - Governnent Relations (Senior Hoosier Liaison Program -
SHLP) $2, 262

The SHLP project was a special Medicare- beneficiary outreach and training
program  This process wasa special beneficiary relations function not
related to any specific clainms adjudication process and shoul d be excl uded
fromthe cost of a crossover claim
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Cost Center 39250 - Provider and Beneficiary Assistance - $56, 133

This cost center provides local and toll-free tel ephone inquiry service

for Medicare providers and beneficiaries. No services or costs were
incurred for any supplenental insurance carrier by this departnent and

thus this cost should be excluded fromthe crossover claimcost calculation.

Cost Center 39215 - Adminsitrative Suport - $41,418

This unit prepared all operational reports required by the HCFA such
as nonthly clains workload, correspondence, workload, etc. Staff who
responded to Congressional, Social Security Administration and witten
beneficiary inquiries were also charged to this cost center. These
costs should not be included in the crossover claim cost calculation

Cost Center 39300 - Government Programs - $24, 961

The Governnment Prograns Departnment is responsible for coordination and
liaison activity with the HCFA. Activity involves coordination on HCFA
inquiries and requests for information, fiscal budgets, and new program
init iat ives created by Legislation or new adm nistration procedures.
These activities are monitoring and coordinating in nature and do not
relate to claimadjudication activities. These costs shoul d be excl uded
fromthe crossover claimcalculation.

Cost Center 39214 - Data Entry (CQutside Professional Service) - $55,518

The cost of outside professional service was for a contract with Records
Managenent, Inc. (RMI). Medicare A did not nmicrofilmclaims. W retained
only a limted volune of hardcopy claimfiles. RM performed storage and
retrieval of clains needed as a result of adjustnents or for appeal cases.
This act is not related to the work effort and procedures necessary to
produce an adjudicated claimrecord for the crossover clains process.

Revi ew of Expense Accounts Charged to Clains Processing

Post age $271, 371
Materials and Suppl ies 92,718
Tel ephone 36, 895
Tot al $400, 984

The above costs rel ate only to incremental costs other than clains
adj udi cation expenses in cost centers not elinmnated in full above.
Post age expense was for the issuance of provider weekly paynent
listings and beneficiary Explanation of Medicare Benefits (EOMB’s).
During this period of time, Medicare did perform tel ephone devel op-
ment and also called providers to advise them of claimdenials.
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These processes were in conpliance with HCFA procedures and were
processes in addition to clainms adjudication, which provided no
benefit to a conplenmentary insurance carrier. These costs shoul d
be excluded fromthe crossover claimcost cal culation. The cost

of materials and supplies were costs related to the batching,
storage, shipment and/or retrieval of clains. Since the adjudicated
claimfile was an electronic record, we believe it is obvious

the material and supply costs were incurred for other functional
areas’ operations and not a direct cost to be included in crossover
claim costs.

Overhead Allocations to Mdicare

Sonme services charged to the Medicare A Qperations as corporate overhead are

di rect charges based upon a specific use rather than a shared cost based

upon a cost accounting allocation base. The follow ng costs shoul d be excl uded
fromthe crossover claimcost calculation:

Cost Center 24534  (Organization Effectiveness 6 Training (OE&T) $ 17,770

Cost Center 31315 Qut goi ng Mi | 22,640
Cost Center 31340 Forns - G aphics 29, 927
Cost Center 31345 Records Center 11,575
Cost Center 31350 M cr ogr aphi cs 4,576
Return on I nvest nent 39, 881
Tot al $126, 369
% of Allocation to L-I 41. 64%
Total Cost - L.1 $ 52,620

The costs incurred for cost centers 31340 and 31345 were cost related to the
devel opment of new forms and storage of these forns for the new Arkansas
system  The forms are used for internal workflow processes such as batch
control sheets, clains inquiry forns, pro forma report forns, etc. The

M crographics cost is for charges related to generation of Conputer Qutput
Mcrofilm (coM) filning of weekly paynent |istings used for inquiry research
pur poses.

The outgoing mail represents staff cost to mail Medicare A clains paynents,
i.e. manual stuffing, address |abels to issue weekly Medicare A payments to
providers. The cost of OE&T was for training and team buil ding sessions

for Medicare A nanagenent staff. The costs to Medicare A are not a part of
the claim adjudication process to create an electronic transfer for crossover
claims and should be excluded from the cost calculation. Return on Investnent
is a usel/yield allowance based on undepreci ated asset values and does not
reflect a direct operational expense.
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Finally, the calculation of the crossover charge used only the number

of original clains processed (1,486,023). dains adjustnents were not
included in this anbunt yet they are data entered and an adj udicated

clains record which is a part of the functional costs included in Budget
Line 1. The HCFA did not require a separate count or reporting of adjust-
ment bills processed until April, 1986. Medicare A processed 1,381 adjust-
ments. The work effort also does not reflect “delete” transactions. After
aclaimis entered into the processing systemit was sometines necessary to
delete and return the claimto the provider since vital information was
mssing fromthe claim Mdicare A handled 97,461 delete transactions in

N 1986. W believe the adjusted Line 1 cost should be divided by 1,585,045
to determne the average unit cost.

Part B

The cost of acrossover claim should include actual and overhead costs
directly attributable to producing an adjudicated claim record. The cost
of transferring the crossover claimto another insurer should also be in-
cluded in the unit cost calculation of a crossover claim  Sone costs
incurred by Medicare Operations are not involved in the clains processing
function but arerelated to other functional processes related to our

Medi care contract such as postage, generation of Explanation of Medicare
Benefits, etc.

Following is a summary of the cost centers and operations not related to
clai nms adj udi cation which should be excluded from the expenses accunul at ed
to calculate the crossover claimper unit charge. Attached is supporting
docunent at ion for the ampunts ident if ied.

Cost Center 39100 - CGovernment Relations (Senior Hoosier Liaison Program -
SHLP) - $37, 596

The SHLP project was a special Medicare beneficiary outreach and training
program  This process was a specific beneficiary relations function not
related to any specific clainms adjudication process and shoul d be excluded
fromthe cost of a crossover claim

Cost Center 39300 - Covernnent Prograns - $49, 838

The CGovernnent Prograns Department is responsible for coordination and
liaison activity with the HCFA. Activity involves coordination on HCFA
inquiries and requests for information, fiscal budgets, and new program
initiatives created by legislation or new adm nistrative procedures.
These activities are nonitoring and coordinating in nature and do not
relate to clains adjudication activities. These costs should be excluded
fromthe crossover claimcalculation.
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Cost Center 39224 - Technical Services - $409, 183

The Technical Services staff consisted of systens and technical research
persons dedicated to inplement HCFA regul atory changes and/or administrative
changes. A major effort was the annual pricing update as well as ongoing
pricing review and analysis. This staff was involved in the design, testing
and inmpl ementation of system changes. The services perforned are to the
claims system however, the resulting changes are for the benefit and
conpl i ance of the Medicare program only

Cost Center 39225 - Process Control (Material & Supplies) - $73,124

The Process Control Unit was responsible for the opening, sorting and

bat ching of hardcopy claimreceipts as well as control of claimfiles
retained in the processing area. The material and supplies costs incurred
in this cost center were for files and forms to batch and control clains as
well as the cost of retrieval of microfilmcopies for clains adjudication
purposes. This process is not a cost of clains adjudication required or
related to a crossover claimbut a feature of our operation which enhanced
our operational efficiency.

Revi ew of Expense Accounts Charged to Cains Processing

Post age $ 984, 272
Tel ephone 42,431
Travel 7.,.992
Tot al $ 1,034,695

The above costs relate only to increnental costs other than clains
adj udi cation expenses in cost centers not elimnated in full above.
Post age expense was for the issuance of provider weekly paynent
listings and beneficiary Explanation of Medicare Benefits (EOMB’s).
These costs should be excluded from the crossover claimcost calcul a-
tion.

Overhead Allocations to Medicare

Sone services charged to the Medicare Operations as corporate overhead
are direct charges based upon a specific use rather than a shared cost
based upon a cost accounting allocation base. The following costs should
be excluded from the crossover claim cost calculation:
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Cost Center 24534 Organi zation Ef fect iveness

6 Training (OE&T) $ 25, 497
Cost Center 26001 Taxes 175, 110
Cost Center 31315 Qut goi ng Mai | 81, 951
Cost Center 31340 Forms - Graphics 57,075
Cost Center 31345 Records Center 22,083
Cost Center 31350 M crographics 44,091
Tot al $ 405, 807
Percent of Allocation to Line 1 67.07%
Total Cost - Line 1 $ 272,175

The costs incurred for cost centers 31340 and 31345 were cost related

to the devel opnent of new forns and storage of these forms for the new

Medi care B system The forns are used for internal workflow processes

such as batch control sheets, clainms inquiry fornms, pro forma report

forns, etc. The micrographics cost is for charges related to generation

of microfilmng of clainms and paynent l|istings used for inquiry research
purposes. The outgoing mail represents staff cost to mail Medicare B
claims payments, i.e. manual stuffing, address labels to issue Medicare

B paynents to providers and beneficiaries. The cost of OE&T was for
training and team building sessions for Mdicare B nmanagenent staff. The
costs charged to Medicare B are not a part of the clains adjudication
process to create an electronic transfer for crossover clains and should be
excluded from the cost cal cul ati on. Though, in theory, these costs should
be excluded, in FY 1986 the total overhead allocation was already elininated
in our application of the fixed price limtation on clains operations cost.
For FY 1986 we will not reduce total expenses by any anount for overhead.

Finally, the calculation of the crossover charge used only the nunber of
original clains processed (5,454,586). C aim adjustnments were not
included in this count yet they are data entered and are an adj udi cated
claimrecord which is a part of the functional costs included in Budget
Line 1.

The Carrier Appeal Report, HCFA Form 2590, reflects 446,020 appeal case
adj ustments and cl ai m reopenings and revisions. This workload should be
used in determning the unit cost. The cost should be divided by
5,900,606 to determine the average unit cost for a crossover claim

W have recal cul ated the crossover rates for both Part A and Part B to
take into account the exclusions explained previously. (See attached.)
These conputations and the narrative information presented in support do
clearly show that the budgeted rate used during N 1986 for Part A and
Part B wasreasonably devel oped.

FACPb7-13



Crossover

Part A

Rat e Recal cul ation

FACPall

Processi ng Cost per FACP $ 2,747,461
Pl us: Crossover Credit 188, 440
Subt ot al 2,935,901
Less: Inquiry Cost (4, 555)
C.C. 39100 (Sr. Hoosier Liaison Program (2,262)
C.C.39250 (Prov. 6 Bene. Assi stance) (56, 133)
C.C. 39215 (Admin. Support) (41, 418)
C.C. 39300 (Govt. Prograns) (24,961)
C.C. 39214 (Data Entry) (55, 518)
Excl uded Expense Accounts (400, 984)
Specific Overhead Allocations (52.620)
Net Cost - Caims Processing $ 2,297,450

Cl ai ns Processed:

Cl ai ms Proc. per FACP 1,486,023
Del et es 97, 641
Adj ust ment s 1,381
Total Processed 1,585,045
Cost per Claim $1. 45
(1.45)
Crossover Rate (2 ) $ .72

Budgeted Rate Used in N 1986 = $.74



Part B

Crossover Rate Recal cul ation

Processi ng Cost per FACP $ 7,689,863

Pl us: Crossover Credit 956, 323

Subt ot al 8,646,186

Less:

C.C. 39100 (Sr. Hoosier Liaison Program (37,596)
C.C. 39300 (Govt. Prograns) (49, 838)
C.C. 39224 (Technical Services) (409, 183)
C.C. 39225 (Process Control) (73, 124)

Excl uded Expense Accounts (1,034,695)
Specific Overhead Allocations 0

Net Cost - O ains Processing $ 7,041,750

Clainms Processed:

Cl ains Proc. per FACP 5,454,586
Adj ust ment s and Reopeni ngs 446, 020
Total Processed 5,900,606
Cost per Claim $1.19
(1.19)
Crossover Rate (2 ) $ .60

Budgeted Rate Used in N 1986 = $.66

FACPb14



Taxes

This finding involves three different issues regarding the allocation of
taxes to Medicare. Qur individual responses are as follows:

1

al

I ndi ana Goss Income Tax - W& accept this finding. W have subse-
quently begun conputing applicable IGIT ourselves which should im
prove our accuracy.

Personal Property Taxes - W accept this finding. Personal property
taxes were located in the Taxes Cost Center effective January 1, 1986
whi ch should have provided for nobre accurate allocations to Medicare.
The problem was an error in the approach used to develop the allocation
basis for this account that went undetected.

Deferred Taxes -~ Again this tax account was noved to the Taxes Cost

Center effective January 1, 1986. Review of accounting records after

that date prove that we successfully stopped all allocations to

Medicare.  The allocations identified during the audit occurred during

Cal endar Year 1985. W found Cost Center Profiles for the cost centers

in which deferred taxeswerel ocated that indicated this account should
not be allocated to Government. W nade an undetected clerical error on
the Cost Allocation Input Docurment that caused the incorrect allocation to
Medi care. W accept this finding.



Cost

Claimed in Error

Several individual adjustments were nmade under this caption. Qur response
to each is as follows:

1

EDS Accrual Reversal - The $85,839 adjustment here was accrued as an
expense in N 1984 and identified as an error as part of the 1984 FACP
audit. The auditors found that $85,839 of the accrual had never been
reversed. The adjustnent to reverse the accrual is a FY 1985 finding
whi ch we accept.

Compensat ed Absences - W had made an adjustnent to the N 1985 Part B
FACP to adjust the conpensated absence year end accrual but had not nade
the Part A calculation. This adjustnent established the necessary Part A
cost reduction as $8, 492.

My understanding of this denial and the adjustnment we nade to reduce
N 1985 Part B costs is that these accruals would be reversed in FY
1986, and thus added back to N 1986 FACP total expenses. At our exit
conference we, | believe, also agreed that these anpunts shoul d be
added back in FY 1986.

In summary, this adjustnment should be nodified to reflect additions
to claimed N 1986 expenses as follows:

Part A $8, 492
Part B $4, 297

Phot ocopy Chargeback - W agree with this finding.

Rent Variance - W accept the $10,300 reduction to FY 1985 Part B costs
as a result of this finding and the corresponding increase in FY 1986
costs.

Enpl oyee Cost Center Changes (Manual Adjustnents) = This finding involves
the correction of sone manual adjustments we had nade to conplete our
N 1985 FACP’s.

Your workpaper Section 2104 includes workpapers we prepared to devel op
our manual adjustnents with the additional changes you considered
appropri ate. Cur concern now is the treatnment of the one enpl oyee, B
Cooley. His salary and benefits were included on this schedul e but not
made a part of our adjustment to exclude certain salaries fromthe

Medi care FACP. In addition to other minor reclacul ations your adjust-
ment did pull out nost of B. Cooley’'s salary and benefits.

| discussed M. Cooley's status with Steve Cricknore, then Director of
Part A Claims, and received the followi ng response
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Claimed in Error
Two

"Indiana was a very slow starter in receiving EMC clainms in Medicare A
Since Bob Cool ey was the only education consultant who had worked with

EMC, he was retained to help in increasing the Medicare A EMC vol une.

HCFA provi ded Productivity Investment (PI) noney for EMC during N 1985

and 1986. Sharon Miuncie and Wendy Gehlbach were transferred to private
busi ness due to the budget problens at that tine, however, the EMC PI

money enabled us to keep B. Cooley. HCFA put an extrene anount of pressure
on us to nmake significant inprovenents in our EMC volune."”

M. Cooley was an enployee of Medicare A until his recent resignation

This information explains why we did not include B. Cooley in our manua
FACP adjustnent and why that part of yourfinding should be reversed.
Renoval of this part of your finding will modify your adjustment as

foll ows:

N 1985, Part A $15, 328 | ncrease
N 1985, Part B: $(3,876) Decrease



ADVERTI SI NG AND PROMOTI ONAL COSTS

Qur response to the individual findings making up this category are
as foll ows:

1 Sales Awards - W accept this finding.

2 Nat ional Advert ising - This adjustnent summarizes the review of
several advert ising general |edger accounts. Audi t workpapers
indicate denial of total costs allocated to Medicare through
these accounts with little or no review of individual invoices.

More detailed review of Account 70104 - Newspaper Advertising
reveal s that Medicare allocations come from Cost Center 32300 -
Paperl ess C ains (See Attached). During the audit period HCFA
funded Electronic Media Clainms as a Productivity Investnment in
an effort to substantially increase the nunmber of Medicare
claims received electronically. Cost Center 32300 was charged
with that responsibility. Newspaper Advert is ing expense in-
curred in this cost center would logically be involved with

the EMC project, thus a reasonable al location to Medicare

woul d be al | owabl e. Passing this portion of the finding would
reduce your FY 1986 adjustment by $581 for Part A and $1,211 for
Part B.

Regardi ng Account 70808, Nat ional Advert ising we accept the finding.
Qur system provides the capability to special allocate individual
accounts within a cost center. The intent was to use this feature
to keep national advert ising out of Medicare expense al |ocations,
but apparently we were unsuccessful in this instance. The attached
page does indicate, however, that we did stop the al location of this
account to CGovernnent in Cal endar Year 1986.

3 Pronotional Costs - This adjustnent reflects the denial of all

~  expenses charged to Medicare through Account 70201, Public Affairs.
Most of this expense relates to our sponsorship of an event called
“A Celebration of Health and Fitness, a statew de event designed
to encourage healthy 1 ifestyles. This expense was |ocated in a
cost center that makes a small al location to Medicare.

Qur opinion is that our sponsorship of this event is a comunity
service program reasonably allocable to Mdicare based on FAR Section
31.205~1(e)(3). Allowing this expense item would reduce your

FY 1986 adjustment by $14, 343 each for Part A and Part B.

MC84/b27



Prof essional and Consulting Costs

Qur responses to the individual findings included in this grouping are as
foll ows:

1. Auditing Consulting Fees: Detailed review of invoices charged to
this account identified a few non-Medicare consulting invoices
located in Staff and Support cost centers that allocate a portion
of their total cost to Medicare. W accept the adjustnent but do
not consider this a significant internal control weakness. The
cost centers involved here all allocate from3%to 6% of their
cost to Medicare. Allocation bases are not set up to deal wth
every individual invoice. Certain specific invoices could be under-
allocated to Medicare just as easily.

2. Medical Consulting - W accept the adjustment which represents the
Medi care share of one inproperly coded invoice.

3. Merger Committee Meeting - We accept this very small adjustnent.

4. Actuarial Consulting - W accept this small denial which represents
the Medicare allocation of two payments to our pension actuary for
review of docunents for a non-Medicare subsidiary.

5. National Accounts Review - W accept this finding.

6. Consulting - Gther (Acct. 75803) - W accept this finding.

7. CQutside Legal Services (Acct. 75001) - Based upon a review of individua

i nvoi ces charged to this account the auditors conputed a percentage of
total costs that were non-allowable for Medicare (in their opinion).
They applied this percentage to Medicare allocated cost through this
account to conmpute the Medicare denial. Since different issues are in-
volved, we will respond for each fiscal year individually.

A N 1985 - All Medicare charges fromthis account canme through
Cost Center 22000, Legal Division. The specific invoices con-
sidered non-allocable to Medicare involved services provided in
connection with the merger of Blue Cross and Bl ue Shield.

We accept this finding but do suggest one technical correction to
the adjustnent. On Wrkpaper 4051 1/1, two items considered non-

al | owabl e appear allowable based on the information included on

the workpaper. These itenms are March, 1985 and May, 1985 paynents
to Roberts & Rydel totalling $3,141.40. Treating these as allowable
woul d reduce your N 1985 adjustnents by $270

Ve also note that another of your findings totally denies Medicare
al l ocations fromthe Legal Division. Depending on the final disposi-
tion of that finding, this adjustnent could be a duplication in total
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B. N 1986 - The adjustnent here primarily relates to danages and
attorney fees paid as part of the settlement of a discrimnation
law suit by several forner enployees. These payments were expensed
in a cost center that does make a small allocation to Medicare.

W do accept this finding but as a one-time occurrence and not as a
sign of poor internal controls.

FACPal3-14



Gains and Losses on the Sale of Depreciable Property

W agree that an appropriate share of gains or |osses on disposal of
depreci abl e assets shoul d be allocated to the Medicare Program W
al so agree that this allocation was not made on the submtted FACP’s.

W do, however, question the amount of the adjustment for both fisca
years. The auditors took the balance in Account 62102 (Loss & Gain on
Sale - Fixed Assets) for each fiscal year and applied an overall Medicare
percentage to conpute the adjustnent. W reviewed individual nonth’s
journal entries to this account and noted a mi smatching of revenues from
these sales and the corresponding wite-off of the net book value of

the itens sold

The attached schedul es clearly show that entries were made in Novenber,
1985 to Account 62102 to wite-off the remaining value of assets sold
prior to Septenber 30, 1985. Cbviously our goal was to make this account
accurate at Decenber 31, our corporate year end, rather than at the end
of the Medicare fiscal year. Review of the journal entries alone would
indicate that the same kind of cunulative wite-off occurred in Novenber,
1986.

W believe that your adjustment should be modified as follows to use nore
accurate balances for the 62102 Gain or Loss Account:

N 9/30/85 N 9/30/86

Account 62102 Bal ance at 9/30

(Your WP 3500 1/2) $ 487,046 $(113,373)
11/30/85 Wite-offs (Appl. to N 9/30/85) (500, 760) 500, 760
11/30/86 Wite-offs (Appl. to N 9/30/86) (478, 580)

Adj usted Account Bal ance $ (13,714) $ (91,193)
(Loss)

This correction to the account bal ance would change your finding to the
fol | owi ng:

FACP Expense
Revi sed Bal ance Alloc. % | ncrease
N 1985 A $ (13,714) 5.40% $ 741
N 1985 B $ (13,714) 3.11% $ 427
N 1986 A $ (91, 193) 5.35% $4, 879
FY 1986 B $ (91,193) 2.97% $2, 708

As noted above, attached is detailed support for the N 1985 retirenments
made in Novenber, 1985

a5



OTHER UNALLOWABLE COSTS

This category is again nade up of several individual findings. Qur responses
to these findings are as foll ows:

1 Travel and Entertainment - For entertainment the auditors identified
all costs charged to Medicare through two entertai nment subaccounts
and denied the total. W accept this finding.

Travel denials were based on a review of a sanple of invoices charged
to travel accounts. W also accept the relatively small adjustments
here.

We do note that of the Entertainment denial approximtely $519 of the
total adjustment relates to expenses allocated to Medicare through
Cost Center 23100. In your report the entire allocation of this cost
center to Medicare has been denied. W have disputed this finding

el sewhere in our response, but if the entire cost center remains a
denial, this finding should be revised to avoid a duplicate adjustnent
to Medicare cost.

2 Blue Cross Association Wre System Costs - we accept this finding.
3 Relocation Expense - W accept this finding.
4 Contr ibut ions - W accept the finding and agree that contributions

shoul d be excluded from Medi care expenses. The immaterial adjustment
here indicates no major problemwth our controls.

K8,

Fi nanci al Costs - The cost denied here represents the Medicare share
of Interest Expense accrued on Deferred Conpensation for menbers of
the Board of Directors. W agree that this account should not have
been allocated to Medicare.

We do note that for FY 1986 $1, 158 of the Medicare A and B al |ocation
to this account cones from Cost Center 10002. Since in another find-
ing you reduced the Medicare allocation percentage for this cost center,
a mnor part of your adjustment here is a duplication.

FY 1986
Total Account 74903 in CC 10002 $17,404.03 (G/L)
% Used for FACP 6. 66%
Medicare Al location A & B $ 1,159.00
Your Revised Allocation (5.55% (966 .00)

Dupl i cated Adjustrment (A & B each) $ 193 .00
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fon

Qutside Printing - The two invoices in question total to $9,347.42
and were processed in Novenber, 1985. Review of the attached G L
summary for Cost Center 31340 denonstrates that this expense was
t aken back out of Cost Center 31340 in December, 1985. Since this
expense was backed outof total expense, this adjustnent should be
passed. Perhaps this fact explains why our notes indicate that the
audi tors passed further review of these invoices.

|~

Settl ement Expense - The settlenent of a law suit by several former
enpl oyees resulted in the paynent of Back Pay to those enpl oyees.

This paynent was included in a cost center which nmakes an allocation
of cost to Medicare A W accept the elimnation of this unintentiona
al Tocat ion.

MC84/b25-26



State | nsurance Conm ssioner's Costs

This finding denies in total the Medicare allocated share of the
expenses incurred for the State Insurance Commi ssioner's annua
audit .

In our opinion this is anallowabl e expense that canbe reasonably

al located to our Medicare contract. An audit by the State Insurance

Conmi ssioner is required for insurance conpanies and is thus a routine

cost of doi ng business. Since Medicare contractors are primarily

i nsurance conpanies, the prohibition against non-Mdicare cost in

Appendi x B, Section XV, is not appropriate here. Additionally, our
understanding is that this issue has been debated in previous FACP audits
at other sites with afinal determination that this expense is an allowable
Medi care all ocation.

We also note that our focus of this audit is the adequacy of reserves and
thus the solvency of the insurance conpany. It would appear that contractor
sol vency does have a |least a general application to the Medicare program

In sunmary, we believe that the cost of this audit is an administrative
cost that is reasonably allocable to Medicare. The relatively small share
of this cost allocated to Medicare on our FACP’s should be accepted and your
finding reversed

FACPal2



Cost Incurred But Not C ai med/ Repl acenent Cost

For both FY 1985 and N 1986 we incurred expenses that were not fully
reimbursed by HCFA. In the following section, we will identify those
expenses and docunment how they serve to replace other expense disall owances
made through your adjustnents. Once we reach final disposition on the
proposed adjustnments, we can use the items and nethodol ogies identified
here to reach the final amunt reinbursable to HCFA to settle these audits.

1. N 1985 - W have several areas of unreinbursed costs which are
expl ai ned as foll ows:

A For Part A we incurred $329, 361 of expense for the Arkansas
| mpl ement at i on. Only the $225,000 HCFA had provided for this
project was reinbursed to us. Thus any adjustnments nmade to the
Arkansas | nplementation would be replaceable up to the $104, 361
over spent .

The first itemto note here is pension cost. Per your audit work-
papers, $5,000 of the Medicare A pension expense denied cane

from the 050220 Inplenentation Recipient Code. This $5,000

shoul d be backed out of your adjustnent.

Addi tional Iy $91, 697 of expense was charged to this project that
wasnot included as System |Inplenentation in the cost system (see
attached). This cost relates to personnel working on the inple-
nmentation for whom manual adjustnents were made to properly allocate
cost to the systeminplenentation. W nade these additional alloca-
tions even though total costs charged exceeded HCFA funding. W

have no precise way to specifically identify the pension conponent

of these allocations outside the system W can estimte the pension
included in this expense through devel oping an overall percent of
pension to total Personal Service Cost. For N 1985 we estimate this
percentage as 7.9% Based upon this information we believe your
Pensi on Expense adjustnent should be further reduced as foll ows:

Part A Expense Allocation to Inplenentation $ 91,697
Pension % 7. 9%
Reduction to Pension Adjustnent $ 7,257

B. On the Part A FACP, we reported expenses that exceeded the NOBA by
$143, 851. Backing out the system inplenmentation variance reduces
this excess expense to $39,490. This total is the net variance
resulting from differences on several operations.

Since this expense has not been reinbursed by HCFA, we believe the
$39, 490 should serve as a direct reduction of the FY 1985 Part A
adj ustments you have identified. Youradjustnents clearly reduce
Part A expenses well below the NOBA, thus these excess expenses

we incurred and originally reported now becone reinbursable.
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Incurred But Not O aimed/ Repl acenent Cost
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C

On Part B for N 1985 we incurred $2,978 of expense over our

NOBA al |l owance on the Physician Fee Freeze operation. Since the

total effect of the Part B adjustments would clearly reduce Fee Freeze
cost bel ow the NOBA al |l owance, the $2,978, which was never reinbursed
by HCFA, serves as replacenment cost for expenses you have deni ed.

In summary, this analysis docunents FY 1985 replacenment costs totalling
$51, 747 for Part A and $2,978 for Part B.

FY 1986 - For this fiscal year we have several of the sane repl acenent

cost options as FY 1985 with one mgjor addition. For FY 1986 we agreed with
HCFA on a contract anendnent which limted our potential funding for both

Part A and Part B on the workload based operations (Part A, Lines |-2; Part B,
Lines I-3). During N 1986 we reported expenses at the contracted targets

t hough actual expenses significantly exceeded those targets. Excess expenses
incurred here serve, in effect, as replacenent costs which offset that portion
of your adjustments applicable to the workl oad |ines.

In the following analysis we will identify itenms of replacenent cost and
expl ai n our nethodol ogy for calculating applicable replacenent cost:

A

The Arkansas |nplenmentation project continued during N 1986 with no
funding from HCFA. In FY 1986 we incurred $617,757 of unreinbursed
expense on this project. As in N 1985, an elenment of pension expense
is included here. Since pension expense included in Arkansas |nplenenta-
tion cost was, in effect, self denied, any pension expense in the total
expense shoul d be backed out of your adjustnent.

Your audit workpapers docunment $25,100 of N 1986 pension expense charged

to recipient code 050220 (Arkansas Inplenentation). O the $24,468 in
expense charged to the inplenentation outside the cost system (see attached),
another $1,923 is estimated as pension expense for a total of $27,023. This
anount should be treated as a reduction to your N 1986 Part A pension

adj ust ment .

Qur 1986 Part A FACP included total expenses $10,469 in excess of the
N 1986 Notice of Budget Approval (NOBA). This anount is further
broken down as foll ows:

Lines |-2 (Fixed Price) $ 73,935
O her Lines (63, 466)
Total Excess $ 10. 469
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N 1986 was the first year of our supplenmental fixed price contract
with HCFA. Under this agreement total reinbursement for d ains
Operations (Lines 1 and 2) was capped at $2.00 per claim processed

for the first 1,393,000 clains and 75% of that rate or $1.50 for any
additional claims processed. For the 1,483,023 clains we processed

in FY 1986 applying these rates would produce a net cap of $2,925,535,
exactly the cost we claimed for Lines |-2. The anmpbunt in excess of
the NOBA on the clains lines was justified by higher clains volunmes
and is to be reinbursed through the FACP audit settlenent.

Since our reinbursement through the Adnministrative Draw process was
exactly the NOBA total, the additional $10,469 should be reinbursed
now as part of the final settlement of the FACP

On the FY 1986 Part B FACP total costs clainmed exceeded the NOBA by

$4,379. This excess occurred on one line, COBRA Participating Physi-
cians. Since we limted our Admnistrative Draw to the total on the NOBA,
we never received reinbursenent for this extra cost.

Additionally since the share of your N 1986 Part B adjustnents
allocable to this operation would clearly exceed the $4,379, we
believe that this anpbunt serves as replacenment cost to reduce the
effect of your adjustnents.

As noted previously, for N 1986 we were under the fixed price

suppl emental contract for Part A and Part B. This agreenment established
a ceiling on our expenses for the Cains Operations (Part A Lines |-2;
Part B, Lines I-3 ). On the FACP's we reported only expenses to the
ceiling and thus had substantial unreinbursed expenses as detail ed

bel ow

Report ed
Total Exp. on FACP Unr ei nbur sed
Part A (Lines |-2) $ 3,236,873 $ 2,925,535 $ 311,338
Part B (Lines |-3) $11,487,487 $ 9,528,232 $ 1,959,255

Clearly these unreinbursed expenses serve as replacenment cost for that
portion of your N 1986 adjustnents that applies to the Cainms Opera-
tions.

W believe the follow ng methodology will reasonably determ ne the
percentage of your adjustnents that should be charged to Cains Operations
for conparison to the replacenment costs identified above.

Wth only a few exceptions the adjustnents you have nmade were to staff
and support cost centers. Based on this fact it seems unnecessary to
conpute the line by line effect of each adjustment to identify the tota
effect of your adjustnments to the Clains Lines. W propose the follow ng



Cost Incurred But Not C ai med/ Repl acement Cost

Page Four
(1) Part B
a. Conplenentary Coverage Adjustment - Any adjustment not
di sposed of should be charged 100% to Line 1 since this
is a Line 1 function
h. Al OQher Adjustments - Attached is a summary of total Part B
costs incurred in N 1986 by Medicare Operations. From that
schedul e the follow ng calculation can be made:
Total Costs (Lines I|-3) $ 11,487,487
Total Costs (Al Lines) 14,200,182
Percent to Total (Lines |-3) 80. 90%
On this basis 80.9% of remaining adjustnents other than Conple-
ment ary Coverage shoul d be applied against the replacenent costs
up to the total cost that was unrei nbursed
(2) Part A

a. Conplenmentary Coverage Adjustnment - Again, any adjustnent not
di sposed of should be charged 100% to Line 1 since this is a Line 1
function

bh. Al Oher Adjustments - Attached is a summary of total Part A
costs incurred in FY 1986 by Medicare Qperations. This schedul e
i ncludes $617,757 for the Arkansas |nplenmentation that was not
claimed on the N 1986 FACP. Since only the pension adjustnent
materially affects inplenmentation costs and we have dealt wth
nodi fyi ng your pension adjustment separately, the inplenmentation
cost shoul d be backed out in developing a percentage of tota
costs charged to Clains. Wth that correction the follow ng
calculation can be made for Part A

Total Costs (Lines I-2) $ 3,236,873
Total Costs (Al Lines - |nplenentation) $ 7,505,907
Percent to Total (Lines |-2) 43.12%

Using this approach, 43.12% of remaining adj ust ments other than
Conpl enentary Coverage should be applied against the replacenent
costs up to the total cost that was unreinbursed.

FACPal5-18
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CETUN e v a e e

~ Ma-rch 18, 1991

Cathy,

. ‘ -
Attached are schedules documenting the name of cost center 10003 and
the total expenses charged to the cost center in FY 1985,

You are correct that the title is Executive Asaistant - Office of the

Presidents. In our response, | picked up the description of the duties
of the cost center from Roger's workpaper rather than the cost center
name.

Since the Blue Shield Executive resided in cost center 10000 in 1985

the number system would support that cost center 10003 served the Blue
Shield Executive (as noted in the Dee’cription of Functional Duties on :
the audit workpaper). Attached is8 a Cost Allocation Profile for cost |
center 10003 which also supports the functional duties of the cost
center.

Further review since your call has indicated that the allocation basis
for this cost center was equal to the five markets. Since this cost
center reported to the Blue Shield Executive and had the assignment

to be a liaison with lprofessional providers, no allocation was made

to Part A. The total Government allocation was divided between Medicare
Part Band Medi cai d.

¥With this latest infprmation we believe that the FY 1985 Medicare B
allocation was correct as stated. The allocation profile reflects
nc involvement of this cost center in investments, thus the. five
marker approach is reasonable.

We are still working on additional actual documentation for the capitalized
Forms/Graphics cost center.

Dennis W. Brinker
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. Cart Center Coda Listing
Effective January 1, 1985 - Updated thru 10-85

OFFICE OF THE PRESIDENTS

10000 Bl ue Shield Executive

10002 Blue Shield Cor por at e Executi ve Special

10003 Executive Assistant - Office of the Presidents

20000 Blue Crorr Executive

20001 Blue Cross Corporats General and Administrstive

20002 Blue Cross Corporate Exacutive Special

20003 Blus Cross=Blue Shield Corporate Spacial

20004 General Msnager § CEO - Heslth Maintsnance of Indiana, Inc.
20005 General Mansgsr -~ Regionsl Marketing, Inc.
| 20006 General Manager. - Associates | if a Insurancs Iac.
20007 Blue Cross~Blue Shield Consulting Special

21000 Internal Auditing
22000 Law Departmeant

23000 Sr. Vics President - CorT rate Affairs-
23100 Public Relations
23150 Advertising

24500 Human Rasources

24600 Compensatidn and Benef its

24610 Employee Servi ces

24625 Employee Begnefits ’
24630 Health Pronotion Services
24640 Personnel Department

. 24641 Manpovwer Staffing Temporaries

24642 Interim Staff Control
24800 Organizational Effectiveness g Training

30100 Strategic Planning - Administracion
30110 Planning and Information Office
30120 Market Research
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Government Division

8115 Knue Road
Indianapolis, IN 46250

August 2, 1991

Ms. Catherine L. Nocera, CPA
Cotton & Canpany

Certified Public Accountants
100 South Royal Street
Alexandria, Virginia 22314

RE: 1985 and 1986 Medicare FACP Audits

Dear Ms. Nocera:

| received your letter dated July 8, 1991 which requests addi-
tional information you need to conplete your review of our
responses. The follow ng represents our cannents on each of the
questions raised. Attachments have also been included where
appropri ate.

1 Advertising and Promotional COSt S

As the attached sheet indicates, only tw cost centers which
allocate to Medicare in FY 1985 had expenses in account
70104. The total allocation to Medicare A and B was $31
each. Per M. Sheffield s workpapers, Associated |nsurance
Conpanies, Inc. (AIC) made adjustments for the Facp filing
whi ch reduced the charge from account 70104 by $38, thus
producing the $7 credits.

Regarding FY 1986, | have attached a summary of all ex-
penses in account 70104 and highlighted the expenses that
came from cost centers which do allocate a percentage of
their cost to Medicare. As you can see, nostof theexpenses
were in cost center 32300. Cost center 32530 replaced

cost center 32300 effective January 1, 1986.

Expenses allocated to Medicare through account 70104 are
broken down as follows:

A B_
CC 32300 $ 327 $ 761
CC 32530 174 251
Q her Staff & Support 80 199
Total $ 581 $1.211

The

/\ Associated
Group



Ms. Catherine L. Nocera, CPA
August 2, 1991
Page Two

Attached are most of the invoices supporting the expenses
charged to cost centers 32300 and 32530. Review of these
I nvoi ces does indicate that the "advertising" expensed did
i nvol ve the encouragement of physicians andot herndi cal
providers of service to file clainms electronically (EMC or
Paperl ess). Since Medicare (HCFA) encouraged increased
electronic billings during this period and even set goals for
I ncreased percentages of EMc clalns, we believe that the
allocation of a share of these invoices to Medicare is
appropriate. Based upon the Medicare detail shown in the
pr evl ous paragraph, we modify our original response t O
request reversal of your adjustnent as follows:

Part A $ 501
Part B $1,012

W accept the part of your adjustment that cam fram ot her
staff and support cost centers.

2. her Unal | I t tsi Printing

Attached are pages from the General Ledger for Decenber,
1985 which support the -al of $9,347.42 from cost center
31340 and the inclusion of that same expense in cost center
39600. Cost center 39600 is entitled Medicaid Administra-
tion and made no charge to Medicare during this peri od.

3. other Unal | owabl e Costs (Entertai nment)

Attached is a General Ledger summary of expenses charged
to cost center 23100 in FY 1986. | have highlighted the

two accounts in question. During calendar year 1986,

5.65% of this cost center's expenses were al |l ocated to
Medicare A and the same percentage to Medicare B. A
camputation of expenses charged to Medicare throught he two
entertaimment accounts is as follows:

A B Total
Total EXpenses $4,581.03
Part A % 5. 65%
Part B % 5.65%
Medicare Allocation $ 259 $ 259 $ 518

As not ed in our original response we believe that cost
center 23100 is reasonably allocable to Medicare and t hat
your finding to remove the entire allocation should be
reversed. |fyoudonot pass that finding, thenyoushould
reduce your entertaimment finding by $518 to avoid a

dupl i cati on.



Ms. Catherine L. Nocera, CPA
August 2, 1991
Page Three

4, State Insurance Ccmmissioner's Audit

| checked with Mchael K Brown, ny contact at the Bl ue
Cross and Bl ue Shield Association on FACP audit rel ated
issues. He had informed me earlier that this issue had
been resol ved, but at this time, was unable to find
specific cases to hack that up. He did find examples
where there ware disagreenents on the percentage of audit
costs being allocated to Medicare, but none on total dis-
allowance. He did reiterate his opinion that a share of
this kind of audit cost is allowable to Medicare and
referenced FAR Section 31.205-33 as general support.

As stated previously, our opinion is that the costs of
this audit is a %eneral cost of doing business and in that
light has some allocability to Medicare. It is a
financial audit, not just a review of insurance reserves.
On the latest audit, questions ware asked regarding
general |edger accounts specific to our Medicare Qpera-
tions. In addition to all other arguments, HCFA basically
contracts with insurance companies t0 perform as Medicare
Intermediaries and Carriers. If this audit is a required
aspect of being an insurance company, the cost of the audit
should be partrally allocable to Medicare.

5. Gins and Losses on the Sale of Depreciable Property

Attached is a reconciliation of Account 62102, Loss &

Gain on Sale, for calendar year 1986. The reconciliation
shows $188, 815 of retirements in October to Decenber,

1986 and a $434,707 correcting entry in November, 1986. Al so
attached is thetotal pageof the retirements listing fram

t he fixed asset system. Fram our 1985 review and ny

under standi ng of cur standard process, | believed that these
retirements were primarily for assets sold or disposed of
prior to September 30, 1990. At the time of ny previous
response, | understood that the correctingentryalso
related to transactions in FY 1986.

We just found a box of detailed documentation regarding
the property system today. \ewi | | ?etthrough it as
quickly as possible and hopefully find the support we
need, butl did not want to wait any longer to respond
to your questions.



Ms. Catherine L. Nocera, CPA
August 2, 1991
Page Four

If you have questions or need additional information, please
contact me.

Sincerely,

e/ A

Dennis W. Brinker
Controller
Government Di VI Sion

DWB/prml
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Government Division

8115 Knue Road
Indianapolis, IN 46250

August 22, 1991

Catherine Nocera, CPA
Cotton &

Certified public Accountants
100 South Royal Street

Al exandria, Virginia 22314

RE: FY 1985 and FY 1986 FACP Audits

Dear Ms. Nocera:

On the attached pages, | have provided a narrative response to
your questions of August 21, 1991 and copied additional documenta-
tron gecessary to support the amounts and calculations we dis-
cussed.

| believe the only informationm ssing is support for the October-
Decenber, 1984 transactions in the Gain/Loss account. We will
send that information as soon as possible.

If you have questions or need additional information, please
contact me.

Sincerely,
j M

W

Denni s Brinker

Control |l er

Medicare Operations

DWB/pml

Enclosure

The
Associated
Group




Camplementary Coverage

Overhead Allocations to Medicare - The rationale for excluding
these allocated costs from the camplementary coverage rate cal cu-
lation relates to the types of costs allocated to Medicare by the
identified cost centers. Each of the cost centers is part of our
staff and support operation but provides same specific service
rather than general support. Our argument iS that these specific
services and costs have little or no relationship to the crossover
claim process, and thus, shoul dbebackedoutof thetotal before
the crossover rate IS camputed.

The functions perfornmed by these cost centers were explained in
our Original response. The attached system generated cost

al l ocati on report supports the Medicare A and B al |l ocations
identified in our response. Since these reports identify the
total Medicare al | ocation, we needed t 0 compute t he amount of the
cost allocated to Line 1.

The attached total costs pages were used to calculate t he
percentage of overhead applicable to Line 1 as i S noted on the
forms. They were a part of our original response though I agree
that we did not clearly identify the camputation method. For both
A and B, | divided total overhead allocated to Line 1 by total
overhead allocated to t hepngranmm nus direct charges to
Productivity Investments. The overhead charged to Productivity
Investments was directly identified, not allocated, and has
nothing to do with the specific cost centers being backed out of
t he complementary coverage rate calculation. | believe this
approach reasonably identified the overhead charged to Line 1.

Attached is support for the adjustnents and del etes added to Part
A processed claims and the adjustnents and reopenings added to
Part B processed clains.



Adjustments /Deletes Summary

Part A

Adijustments Deletes
10/85 0 15, 765
11/85 0 12,818
12/85 0 14, 095
1/86 0 15, 433
2/86 0 12, 856
3/86 0 5,416%
4/86 491 5, 844
5/86 0 3,843
6/86 0 5,417
7/86 200 5,081
8/86 231 4,315
9/86 459 _ 1475
TOTAL 1 381 102,358

-*NOTE: M scounted as 699 in original response

Part B .
Revi ew&Hear i ng
Adjustments Reopenings Total
10-12/85 15, 086 70,616
1-3/86 38, 003 109, 661
4-6/86 27,788 84,510
7-9/86 22, 167 84,721
TOTAL 103, 044 349, 508 452, 552

Total Part B Adjustments and Reopenings increased fram our

original response due to a clerical. error in campiling April -
June, 1986 data. A



Gain/loss on Sale of Fixed Assets

Your audit workpaper indicates a total gain of $28,172 during the
peri od October, 1984 t0 December, 1984. V¥ are pulling informa-
tion fran storage to identify all transactions in this amount for
those three months, but it will take a few days to obtain the
data. Wth the small amount involved, it appears that we did not
have an accrual problem in |atel984 simlar to that found i n1985
and 1986. | still believe that accruing the Gain/Loss account in
Fy 1985 and FY 1986 is appropriate.

Attached is additional supporting documentation | just received

ing transactions in the Gain/Loss account in October -
December, 1986. The information does support my thought that
several of theentries relate to the Medicare year ended Sept-
enber 30, 1986. This data does show that the $434,706 entry in
November, 1986 is applicable to Medicare Fiscal Year 1986. The
adj usted accrued Gainfloss for FY 1986 should change a little from
our <_)r|Di| ginal response. We will provide a revised total as soon as
possi bl e.



laimed lacement Costs

1.

Pensi on Costs applicable to the System Implementation

V& set up recipient code 050220 on the Cost Allocation
System t 0 segregate costs applicabl et ot he Arkansas
Implementation. What we tried to do in our response on this
subject was to identify costs charged to this implementation
for HCFA reporting purposes that exceededt he amounts caming
through recipient code 050220.

Theseaddi ti onal costs chargedtothe implementation were, |
bel i eve, reasonably supported in our original response. The
schedul es show the total Arkansas Implementation cost (on
the FACP in FY 1985, left off the FACP in FY 1986) the
amount coming through recipient code 050220 and the cost
centers for which manual transfer was made.

Our purpose in this analysis was to identify total Pension
cost charged t0 the Arkansas Implementation and recommend
éhatgl |th_be excluded fran your Pension adjustment to avoid a
oubl e hit.

Regar di n% your guestion on the Pension percentage | used, |
agree t It 1S a percentage based on total personal
Service, notont otal costs. The attached pages from the
Fy 1985 FACP support the 7.9% Pension to total Personal
Service. | computed a 5.69% Pension to total Cost Ratio
that | agree is more appropriate for my 1985 cal cul ation.

For the FY 1986 Pension calculation, the schedule | sent
shows that the $24,468 transferred to the Implementation i:
all Personal Service. Looking at the FY 1986 percentage
agawn, 1| believe the Pension percentage is overstated
since we did not claim Pension for the whole of FY 1986.
The attached pages from the FY 1986 FACP support Pension
expense as 5.03% of total Personal Service. Thus our Pens.
reductions should be recal culated as foll ows:

FY 1985 FY 1986
Expense Transfer t o
| mpl enent ation $ 91,697 $ 24,468
Revised Percentages -
Pensi on 5.69% 5.03%

F&vised Pension Reduction S 5218 . S 1,231 .




Per cent ages used to allocate adjustments to the Fixed
Price lines where we have replacement costs

In our telephone conversation, you indicated that using
percent ages of overhead would be more reasonable t han

t he percentages of totalcosts | used for both Part A
and Part B. In general, | agree with you and before
re-checking the data, had assumed a percentage based on
overhead only would be quite camparable t ousi ngt ot al
costs.

A Part B - As shownont heattached, the Part B
percentage using overhead only is 75.95% The
reason this percentage is lower than using total
cost rel ates to the overhead charge to the EMC
Productivity |nvestnent. As shown on the attached
schedule ti1tl ed "Medicare B - FY 1986 FACP", EMC
is a direct charge fram two cost centers in our
staff and support area and not an allocation
based upon a percentage of direct costs. Without the
EMC cost, Lines |-3 represent 82.3%of the total
overhead al | ocati on.

B. Part A - As shown on the Part A attachment titled
"Medicare A - FY 1986 FacP", Staff and Support Over-
head includes both the EDP and the Overhead columns
on the total cost page. If we use overhead as t he
basis for detemmining replacement cost, then we
shoul d use the total of these two columns ninus the
unf undedand unreported Arkansas Implementation
expense. As | calculated on the attached Total Costs
page, this results in 51.30%of total overhead being
chargedtolines |-2, a larger percentage than using
total costs.




