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retirement. The PRBs do not cover cash and life insurance paid by pension plans during the 
period following the employees’ retirement. 

According to FAR 31.205-6(o)(2), PRB costs can be calculated using one of the following: 

• 	 Cash Basis (or pay-as-you-go) - recognizes costs as PRBs when they are actually 
provided. 

• 	 Terminal Funding - accrues and pays the entire PRB liability to the 
insurer or trustee in a lump sum upon the termination of employees to establish and 
maintain a fund or reserve for the purpose of providing PRBs to retirees. The lump-sum 
payment is allowable if amortized over a period of 15 years. 

• 	 Accrual Basis - measures and assigns costs according to generally accepted 
accounting principles and pays an insurer or trustee to establish and maintain a fund or 
reserve for the sole purpose of providing PRBs to retirees. The accrual must be 
calculated in accordance with generally accepted actuarial principles and practices as 
promulgated by the Actuarial Standards Board. 

The FAR further states that to be allowable, costs must be funded by the time set for filing the 
Federal income tax return or any extension thereof. The PRB costs assigned to the current year, 
but not funded by the tax return time, are not allowable in any subsequent year. 

In 1990, the Financial Accounting Standards Board issued the Statement of Financial 
Accounting Standard (SFAS) 106 which established accounting standards for PRBs. The 
SFAS 106 significantly changed the practice of accounting for PRBs from the cash basis to the 
accrual basis only. 

With the implementation of SFAS 106, companies are required to report in their financial 
statements the accrued liability for PRBs for current and retired employees. The SFAS 106 
requires the annual reporting of net periodic service costs, as well as a transition obligation (i.e., 
a cumulative effect of an accounting change) which may be recognized either immediately or 
amortized on a straight line basis over the average remaining service of active plan participants. 

The FAR allows contractors the option of electing SFAS 106 accrual accounting for funded 
PRBs, or of continuing to recognize PRB costs on the cash basis for Government contract 
purposes if that had been their practice. However, the FAR does not allow contractors to 
immediately recognize any SFAS 106 transition obligation. The FAR provides for recognition 
on an amortized basis. 

Medicare contractors were alerted to the SFAS 106 requirements and the FAR options by 
instructions in the Budget and Performance Requirements for Fiscal Year 1993. The TOLIC 
chose to continue using the cash basis for its Government contracting purposes and, thus, 
recognize PRB costs when they were actually provided. 
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OBJECTIVES, SCOPE, AND METHODOLOGY 

At the request of CMS, we audited TOLIC’s August 1, 2001 claim of $3,060,873 for PRB costs 
to be incurred subsequent to the termination of the Medicare contract. 

We performed our audit in accordance with generally accepted government auditing standards. 
The objective of our audit was to determine whether PRB costs claimed for the period 
subsequent to TOLIC’s termination were allowable for Medicare reimbursement. Achieving our 
objective did not require that we review TOLIC’s internal control structure. 

This review was done in conjunction with our audit of pension segmentation for a terminated 
contractor (A-07-01-00125). The information obtained and reviewed during that audit was also 
used in performing this review. 

In performing our review, we used information as presented in TOLIC’s Termination Cost 
Voucher, which included support provided by TOLIC’s consulting actuaries. We examined 
TOLIC’s PRB claim in relation to applicable laws and regulations to determine whether TOLIC 
complied with regulatory requirements. 

We conducted our review at TOLIC and at our OIG, OAS Jefferson City, Missouri field office. 

FINDINGS AND RECOMMENDATION 

The TOLIC claimed $3,060,873 in PRB costs that are unallowable for Medicare reimbursement. 
The $3,060,873 represents costs for PRBs that TOLIC estimates will be incurred after the 
termination of its Medicare contracts. The claim represented:  (1) a retroactive change in 
accounting basis with immediate recognition of the transition obligation, and (2) a request for 
reimbursement of unfunded costs. None of these costs are allowable in accordance with the FAR 
and, therefore, the costs are unallowable for Medicare reimbursement. 

The TOLIC’s contractual relationship under Medicare was terminated in 2000. On August 1, 
2001, TOLIC claimed $3,060,873 to cover PRBs to be paid subsequent to the contract 
completion date. The FAR allows contractors the option of electing SFAS 106 accrual 
accounting, but it requires the amortization of the transition obligation amount. Additionally, 
the FAR states that to be allowable, costs must be funded by the time set for filing the Federal 
income tax return or any extension thereof. 

The TOLIC’s normal practice for Government contracting purposes has been to claim PRB costs 
on the cash basis. On this basis, TOLIC would have been reimbursed for actual PRB costs 
incurred through the contract termination date. The TOLIC’s subsequent claim for PRB costs 
was calculated using an accrual basis considering the immediate recognition of the entire 
transition obligation amount. 
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The PRB claim is based on the retroactive changing from a cash basis to an accrual basis for 
claiming PRB costs subsequent to its contract termination. In addition to being a retroactive 
change, TOLIC’s application of the SFAS 106 accrual method of accounting for PRBs is not in 
compliance with the FAR with regard to treatment of a transition obligation. Furthermore, 
although TOLIC’s claim is based on the accrual method, TOLIC has not established a fund or 
reserve to provide PRBs to retirees. Therefore, TOLIC is claiming reimbursement for unfunded 
costs. 

Accordingly, we concluded that PRB costs of $3,060,873 claimed by TOLIC are unallowable for 
Medicare reimbursement and we are recommending that TOLIC withdraw the claim. 

RECOMMENDATION 

We recommend that TOLIC withdraw the August 1, 2001 claim of $3,060,873 for PRB costs. 

Auditee’s Comments 

The TOLIC disagreed with our report. The TOLIC’s assertions and opinions are summarized in 
the following paragraphs and presented in detail in Appendix A. 

The TOLIC contends that it did not claim $3,060,873 in PRB costs, as noted in our report. 
Instead, TOLIC believes it only claimed $2,900,000, as evidenced by its Termination Cost 
Voucher dated August 1, 2001. The TOLIC claims that the $160,873 difference represents a 
balance due from a prior voucher and that this amount was not included in its request to CMS for 
reimbursement of the PRB costs. 

The TOLIC believes that its claim is not governed by FAR 31.205-6(o) since the FAR does not 
address the accounting for PRB costs in contract termination or segment closing situations. The 
TOLIC also asserts that the need to recognize these unfunded PRB costs results from the 
termination of the contract and the decision to close the segment. As a result, TOLIC believes 
that the contract termination justifies its change in accounting basis. 

OIG’s Response 

We disagree with TOLIC’s assertion that TOLIC claimed $2,900,000 in PRB costs and not the 
$3,060,873 noted in our report. We also disagree with TOLIC regarding the allowability of its 
PRB costs. Our reasons for disagreeing are summarized in the following paragraphs. The CMS, 
Office of the Actuary’s detailed comments on TOLIC’s response are presented in Appendix B. 

The $2,900,000 that TOLIC asserts was claimed as PRB costs can be found on their Termination 
Cost Voucher dated August 1, 2001. The same Termination Cost Voucher also includes costs 
for Supplemental Employee Retirement Plan (SERP), as well as a balance due from a prior 
voucher. The total of these three items was $3,241,117. In addition to their Termination Cost 
Voucher, TOLIC included a July 31, 2001 letter to CMS requesting reimbursement for PRB and 
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HHS Action Official: 

Ms. Elizabeth Abbott 

Regional Administrator, Region IX 

Centers for Medicare & Medicaid Services 

75 Hawthorne Street, 4th Floor 

San Francisco, California 94105-3903




APPENDICES 


























	A070203007V2RPTFNL.pdf
	INTRODUCTION
	BACKGROUND

	FINDINGS AND RECOMMENDATION
	Auditee’s Comments
	OIG’s Response
	INSTRUCTIONS FOR AUDITEE RESPONSE




