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The mission of the Office of Inspector General (OIG), as mandated by Public Law 95-452, 
as amended, is to protect the integrity of the Department of Health and Human Services 
(HHS) programs, as well as the health and welfare of beneficiaries served by those 
programs. This statutory mission is carried out through a nationwide network of audits, 
investigations, and inspections conducted by the following operating components: 

Office of Audit Services 

The OIG's Office of Audit Services (OAS) provides all auditing services for HHS, either by 
conducting audits with its own audit resources or by overseeing audit work done by others. 
Audits examine the performance of HHS programs and/or its grantees and contractors in 
carrying out their respective responsibilities and are intended to provide independent 
assessments of HHS programs and operations in order to reduce waste, abuse, and 
mismanagement and to promote economy and efficiency throughout the Department. 

Office of Evaluation and Inspections 

The OIG's Office of Evaluation and Inspections (OEI) conducts short-term management and 
program evaluations (called inspections) that focus on issues of concern to the Department, 
the Congress, and the public. The findings and recommendations contained in the 
inspections reports generate rapid, accurate, and up-to-date information on the efficiency, 
vulnerability, and effectiveness of departmental programs. 

Office of Investigations 

The OIG's Office of Investigations (OI) conducts criminal, civil, and administrative 
investigations of allegations of wrongdoing in HHS programs or to HHS beneficiaries and 
of unjust enrichment by providers. The investigative efforts of OI lead to criminal 
convictions, administrative sanctions, or civil monetary penalties. The OI also oversees 
State Medicaid fraud control units, which investigate and prosecute fraud and patient abuse 
in the Medicaid program. 

Office of Counsel to the Inspector General 

The Office of Counsel to the Inspector General (OCIG) provides general legal services to 
OIG, rendering advice and opinions on HHS programs and operations and providing all 
legal support in OIG's internal operations. The OCIG imposes program exclusions and civil 
monetary penalties on health care providers and litigates those actions within the 
Department. The OCIG also represents OIG in the global settlement of cases arising under 
the Civil False Claims Act, develops and monitors corporate integrity agreements, develops 
model compliance plans, renders advisory opinions on OIG sanctions to the health care 
community, and issues fraud alerts and other industry guidance. 
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CIN: A-07-02-030 16 
March 27, 2002 

Mr. James W. Dederer 
Executive Vice President and General Counsel 
Transamerica Occidental Life Insurance Co. 
1150 S. Olive 
Los Angeles, CA 90015 

Dear Mr. Dederer: 

This report provides you with the results of an Office of Inspector General (OIG), Office 
of Audit Services (OAS) review titled SuppIermntal Employee Retirement Plan Costs 
Chimed by Trnnsamericn Occidentnl Life Insurance Co. The purpose of our review 
was to detemline the allowability of $180,244 costs claimed for Medicare reimbursement 
by Transamerica Occidental Life Insurance Company (TOLIC). The $180,244 represents 
Supplemental Employee Retirement Plan (SERP) costs that will be incull-ed subsequent 
to the temlination of TOLIC’s Medical-e contract. 

The review showed that the claimed costs are unallowable for Medicare reimbursement 
and we recommend that TOLIC withdraw the claim. The TOLIC disagreed that the 
SERP costs were unallowable. The TOLIC’s response is included in its entirety (less 
attachments) as Appendix A. Appendix B contains the Centers for Medicare & Medicaid 
Services (CMS), Office of Actuary’s comments on TQLIC’s response. 

INTRODUCTION 

BACKGROUND 

TOLIC administered Medicare Part B operations under a cost reimbursement contract 
until the contractual relationship was terminated effective November 30, 2000. 
Contractors were to follow cost reimbursement principles contained in the Cost 
Accounting Standards (CAS), the Federal Acquisition Regulations (FAR) and their 
Medicare contracts. 

TOLIC maintains a SERP, which is a nonqualified plan designed to restore benefits lost 
under the regular qualified plan due to the Internal Revenue Code 401 (a)( 17) and 415 
limits. The SERP is a supplemental plan, which in combination with the regular plan 
provides a single benefit promise to participants. Accordingly, the costs of the SERP 
should be computed on the same basis as the regular plan. 
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Prior to March 29, 1988, the accrued costs of a non-qualified pension plan were allocable 
and allowable only if the benefits provided by the plan were compellable (nonforfeitable) 
and funded. Otherwise, the allowable cost was limited to the pay-as-you-go cost, that is, 
actual benefit payments. From March 29, 1988 to the first pension plan year beginning 
after March 31, 1995, the accrued costs of plans that provide compellable benefits were 
allocable and allowable whether funded or not. 

For the first pension plan year beginning after March 31, 1995, the CAS within 48 CFR 
9904.412-50(c)(3) states: 

The cost of nonqualified defined-benefit pension plans shall be assigned to cost 
accounting periods in the same manner as qualified plans under the following 
conditions: 

(i) The contractor, in disclosing or establishing his cost accounting 
practices, elects to have a plan so accounted for; 

(ii) The plan is funded through the use of a funding agency; and, 

(iii) The right to a pension benefit is nonforfeitable and is communicated 
to the participants. 

The CAS further states that the costs of nonqualified defined-benefit pension plans that 
do not meet all of the above requirements shall be assigned to cost accounting periods 
using the pay-as-you-go cost method. 

OBJECTIVES, SCOPE AND METHODOLOGY 

At the request of the CMS (formerly Health Care Financing Administration), we audited 

TOLIC’s August 1, 2001 claim of $180,244 for SERP 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 SERP 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 (CIN: 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. The information included support provided by TOLIC’s consulting 
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actuaries. We examined TOLIC’s SERP 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. 

FINDING AND RECOMMENDATION 

TOLIC claimed $180,244 in SERP costs that they estimate will be incurred after the 
termination of its Medicare contract. The claim represents a request for reimbursement 
of unfunded costs. None of these costs is allowable in accordance with the CAS and 
therefore the costs are unallowable for Medicare reimbursement. 

To be allowable for Medicare reimbursement, costs claimed for nonqualified defined-
benefit pension plans must be in compliance with CAS 412. The CAS within 48 CFR 
9904.412-50(c)(3) states that nonqualified defined-benefit pension plan costs shall be 
assigned in the same manner as qualified plans if the contractor so elects, if the plan is 
funded, and if the pension benefits are nonforfeitable. If the nonqualified defined-benefit 
pension plan does not meet all of these requirements, the costs of the plan shall be 
assigned using the pay-as-you-go cost method. 

TOLIC has not established a fund or reserve to provide a SERP to retirees. Since TOLIC 
is claiming reimbursement for unfunded costs, the SERP costs must be assigned using the 
pay-as-you-go cost method. TOLIC has not made any payments for the SERP. 

Accordingly, we conclude that the SERP costs of $180,244 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 $180,244 for SERP 
costs. 

Auditee’s Comments 

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

TOLIC believes that their claim is not governed by the CAS within 48 CFR 9904.412-
50(c) since the CAS does not address the accounting for SERP costs in contract 
termination or segment closing situations. TOLIC also asserts that the need to recognize 
these unfunded SERP 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 
their change in accounting basis. 



Page 4 - Mr. James W. Dederer CIN: A-07-02-030 16 

OIG Response 

We disagree with TOLIC regarding the allowability of its SERP 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 on Appendix B. 

To be allowable for Medicare reimbursement, costs claimed for nonqualified defined-
benefit pension plans must be in compliance with CAS 412. The CAS within 48 CFR 
9904.412-50(c)(3) states that nonqualified defined-benefit pension plan costs shall be 
assigned in the same manner as qualified plans if the contractor has elected to have the 
plan accounted for, if the plan has been funded, and if the pension benefit is 
nonforfeitable. If the nonqualified defined-benefit pension plan does not meet all of these 
requirements, the costs of the plan shall be assigned using the pay-as-you-go cost 
method. We did not find any provisions in the CAS that indicated it would not apply to 
contract terminations. 

Since TOLIC is claiming reimbursement for unfunded costs, the SERP costs should be 
assigned using the pay-as-you-go cost method. To date, TOLIC has not made any 
payments for the SERP. Therefore, the SERP costs of $180,244 claimed by TOLIC are 
unallowable for Medicare reimbursement. 

INSTRUCTIONS FOR AUDITEE RESPONSE 

Final determinations as to actions to be taken on all matters reported will be made by the 
CMS action official identified below. We request that you respond to the 
recommendation in this report within 30 days from the date of this report to the CMS 
action official, presenting any comments or additional information that you believe may 
have a bearing on final determination. 

In accordance with the principles of the Freedom of Information Act, 5 U.S.C. 552, as 
amended by Public Law 104-23 1, OIG, OAS reports are made available to the public to 
the extent information contained therein is not subject to exemptions in the Act. (See 
CFR part 5). As such, within 10 business days after the final report is issued, it will be 
posted on the worldwide web at http://oig.hhs.gov/. 

Sincerely, 

James P. Aasmundstad 
Regional Inspector General for 

Audit Services, Region VII 

Enclosures 
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CMS Action Official: 

Ms. Elizabeth Abbott 

Regional Administrator, Region IX 

Centers for Medicare & Medicaid Services 

75 Hawthorne Street, 4th Floor 

San Francisco, CA 94105-3903
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EXHIBIT LIST 

TransamericaOccidental Life InsuranceCompany 
For Responseto the Draft Report Entitled 

SupplementalEmployee Retirement Plan CostsClaimed by 
TransamericaOccidentalLife InsuranceCompany, 

Dated December2001 

Exhibit A - TOLIC SupplementalRetirement Plan CostsComparison Chart 
Exhibit B - Scheduleof TransamericaSupplementalPensionLiability asof 12/3l/O0 
Exhibit C - TransamericaCorporation SupplementalPensionPlan (Jan. 1,1996) 

: .. 

i 

I 



Appendis A 
Page 3 of 4 

Transamerica OccidentalLife InsuranceCompany’s 
Responseto the Draft Report Entitled 

Supplemental Employee RetirementPlan CostsClaimed by 
TransamericaOccidentalLife InsuranceCompany, 

Dated December2001 

by the 

Office of Inspector General,Office of Audit Services 
of the Department of Health andHuman Services 

February 14,2002 

Reference: CIN A-07-02-03016 

I. Introduction 

TransamericaOccidental Life InsuranceCompany (“TOLIC”) claimed $180,244in costs 
that will be paid pursuantto its SupplementalEmployeeRetirement Plan (“SERP”). The SERJ? 
is a ‘nonqualified plan designedto restorebenefits lost under the regular qualified plan dueto 
the Internal RevenueCode 401 (a)(17) and415 limits.” (SeeDepartment of Health and Human 
Services,Office of Inspector General draft report entitled “Supplemental Employee Retirement 
Plan CostsClaimed by TransamericaOccidentalLife InsuranceCompany,” datedDecember 
2001, at 1 (hereafter“OIG SERPRep.“). Although TOLIC has not yet paid the SERP costs *. 

claimed, they areknown, quantifiable termination costsof a known liability andwill be paid. 
For this reasonTOLIC believes the costsare allowable andneed to be taken into accountaspart 
of TOLIC’s contracttermination costs. (Exhibit A.) -. 

II. Claimed SERJ?CostsShould Be Allowed asa Part of the Termination Settlement 
BecauseThev Are a Known Liabilitv That TOLIC Must Pay 

The OIG maintains that $180,244 in SERPcoststhat will be incurred subsequentto the 
termination of TOLIC’s Medicare contract areunallowable under CAS 412 becausethe pay-as-
you-go method of accounting applies andthesecostsareunfunded and havenot beenpaid. (OIG 
SERPRep. at 3.) 

For the reasonsset out in the discussionof post-retirementbenefit (“PRB”) costsin 
TOLIC’s February 14,2002 Responseto the OIG report entitled “Post Retirement Benefit Costs 
Claimed By TransamericaOccidental Life InsuranceCompany,” datedDecember2001, the 
contract termination createsa changein circumstancesuchthat under the relevantregulations 
pay-as-you-goaccountingis no longer appropriate. The compliant accountingis to recognizethe 
liability asan allowable cost in the cost accountingperiod of the termination. 

The $180,244claimed representsthe accruedliability for paymentsthat must be provided 
by TOLIC asbenefits to four individuals coveredby the plan. (Exhibit B.) TheseSERP costs 
reflect an unavoidableobligation and will be paid in accordancewith the establishedcompany 

1 c 



::ODMA\PCDOCS\WSHi254884\1 

Appendix A 
Page 1 of 4

policy andplan. (Exhibit C, at Sections2.23 and 4.1.) They therefore reflect a certain liability 
that hasbeenincurred by TOLIC for Medicare Division employees. The costsof the SERP 
benefits arereco,gnized,due to contracttermination, in the year of the MedicareDivision 
segmentclosing. 

m. Conclusion 

TOLIC requeststhat S180,244in SERPcostsbe included in the termination settlement 
sincethe costsreflect an unavoidable liability to be recognized in connectionwith the 
termination of the Medicare contract. It would clearly be inequitable for the governmentto 
recovera shareof excesspensionplan assetsfor Medicare Division employeesandrefuse, for 
thosesameemployees,to recognize the costsof their SERP liability. 
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Centers for Medicare & Medicaid Services 

Office of the Actuary 
7500 Security Blvd, N3-01-21 
Baltimore, MD 21244-1850 
Phone: 41O-786-6383 
FAX: 410-786-1295 
E-Mail : rsolomon@cms.hhs.gov 

MEMORANDUM 

To: Greg Tambke, Audit Manager 
HHS/OIG/OAS, JeffersonCity, Missouri 

From: Ron Solomon 

Date: March 22,2002 

Subject: Auditee’s Responseto Draft OIG Audit Report CIN A-07-02-030 16, 
Supplemental EmployeeRetirement Plan Costs Claimed by Transamerica 
Occidental Life Insurance Company 

In a letter dated February 14,2002, TransamericaOccidental Life Insurance Company (TOLIC), 
responding through W. Bruce Shirk of Powell, Goldstein, Frazer,andMurphy, LLP, objected to 
the finding and recommendation in the above cited draft OIG audit report. TOLIC’s fundamental 
argument as to why the Supplemental Employee Retirement Plan (SERP) accruedliability of 
$180,244 should be allowable is that this representsa known quantifiable liability that TOLIC 
must pay, and that in the period of termination the full liability should be reimbursed by the 
Government. In its effort to support this position, TOLIC ignores some fundamental 
requirementsof the Federal Acquisition Regulation (FAR)--part 31 and the Cost Accounting 
Standards(CAS)-48CFR 9904.412 & 413. The following paragraphs,keyed to the outline of 
TOLIC’s response,provide details asto why we do not think TOLIC’s argumentshave merit and 
thus believe that the claim is unallowable. 

” 

I. 

Il. 

There is nothing in the Government’sregulations indicating explicitly or implicitly that 
this SERPliability is an obligation that the Governmentshould pay, and indeed TOLIC 
cites no regulatory authority for its position. 
As in its responseto the PRB draft report (CIN A-07-02-03007) TOLIC arguesthat the 
contract termination somehow triggers a changein accounting methods. .However, FAR 
31.103(b) states,” . ..the contracting officer shall incorporate the cost principles and 
proceduresin subpart 31.2.. .in contractswith commercial organizations asthe basis 
for--(l) Determining reimbursable costsunder (i) costreimbursement 
contracts...performed by commercial organizations.” And FAR 3 1.210-2(d) states“A 
contractor is responsible for accounting for costsappropriately and for maintaining 
records...adequateto demonstratethat costsclaimed havebeen incurred, are allocable to 
the contract, and comply with applicable cost principles in this subpart.” CAS 412 
explicitly gives contractors 2 options for accounting for nonqualified pension plan costs: 

. 

. 
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III. 

pay-as-you-go (cash) and accrual. These2 methods generally differ substantially in the 
amount of SERP liability recognized in eachcontract period, and contractorsare allowed 
to choosethe method that makes sensefor them. TOLIC, having electedpay-as-you-go 
accounting, now wants to retroactively changemethods to take advantageof the segment 
closing provisions of CAS 413SO(c)(12). TOLIC also ignores the fact that there are 
explicit provisions for contract terminations. FAR 31.103(b) quoted abovecontinues 
with, “(3) Proposing, negotiating, or determining costsunder terminated contracts(see 
49.103 and 49.113).” FAR 49.000 “establishespolicies and proceduresrelating to the 
complete or partial termination of contractsfor the convenienceof the Government or for 
default” and is not applicable to TOLIC’s non-renewal of its Medicare contract. 
FAR 31.205-6(j)(2)(i) specifies “For nonqualified pension plans using the pay-as-you-go 
cost method, to be allowable in the current year, pension costsmust be allocable in 
accordancewith 48 CFR 9904.412-50(d)(3),” which states“pension costsassignedto a 
cost accounting period are allocable in that period.” 48 CFR 9904.412-50(b)(3) provides 
that the assignablecost is the sum of the periodic benefits paid and amortization of lump 
sum amounts paid. 48 CFR 9904.412-50(c)(3) setsforth the criteria for accounting for 
SERP costson the accrualbasis. TOLIC electedto not satisfy those criteria and instead 
chosepay-as-you-go accounting. It cannotnow retroactively changemethods to the 
accrual basis so as to take advantageof the segmentclosing adjustment of 48 CFR 
9904.413-5O(c)(12), which doesapply to its qualified defined benefit pension plan (see 
draft audit report GIN A-07-01.-00125). 

Pleasefeel free to contact me at 4 1O-786-6383if you have any questions. 
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AUDIT REPORT CIN: A-07-02-03007 
TRANSAMERICA OCCIDENTAL LIFE INSURANCE COMPANY 

INDIVIDUALS HAVING ACCESS TO SOURCE 
INFORMATION REGARDING THIS AUDIT REPORT 

Greg Tambke, Audit Manager 

Scott Englund, Senior Auditor 


Dave Imhoff, Auditor 

Tricia Hankins, Auditor 


Class of Persons Having Access To This Report 

Office Administrative Personnel 
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