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Ms. Jean Rush, President
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Dear Ms. Rush:

Enclosed are two copies of the U.S. Department of Health and Human Services (HHS), Office of
Inspector General (OIG) final report entitled “Review ot Medicare Contractor’s Pension
Segmentation Requirements at CIGNA for the Period January 1, 1991, to January 1, 2004.” A
copy of this report will be forwarded to the HHS action official noted on the following page for
review and any action deemed necessary.

The HHS action official will make final determination regarding actions taken on all matters
reported. We request that you respond to the HHS action official within 30 days from the date of
this letter. Your response should present any comments or additional information that you
believe may have a bearing on the final determination.

In accordance with the principles of the Freedom of Information Act (5 U.S.C. § 552, as
amended by Public Law 104-231), OIG reports issued to the Department’s grantees and

contractors are made available to the public to the extent the information is not subject to
exemptions in the Act that the Department chooses to exercise (see 45 CFR part 5).

If you have any questions or comments about this report, please do not hesitate to call me at
(816) 426-3591, extension 274, or Jenenne Tambke, Audit Manager, at (573) 893-8338,
extension 21, or through email at Jenenne. Tambke(@oig.hhs.gov. Please refer to report number
A-07-05-00189 1n all correspondence.

Sincerely yours,

Patrick J.
Regional Inspéctor General
for Audit Services
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The mission of the Office of Inspector General (OIG), as mandated by Public Law 95 -452, as
amended, isto 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, a nd
inspections conducted by the following operating components:

Office of Audit Services

The Office of Audit Services (OAS) provides all auditing servicesfor 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. These assessments help red uce waste, abuse, and mismanagement and promote
economy and efficiency throughout HHS.

Office of Evaluation and I nspections

The Office of Evaluation and Inspections (OEI) conducts national evaluations to provide HHS,
Congress, and the public with timely, useful, and reliable information on significant issues.
Specifically, these evaluations focus on preventing fraud, waste, or abuse and promoting
economy, efficiency, and effectivenessin departmental programs. To promote impact, the
reports also present practical recommendations for improving program operations.

Office of I nvestigations

The Office of Investigations (OI) conducts criminal, civil, and administrative investigations of
allegations of wrongdoing in HHS programs or to HHS beneficiar ies and of unjust enrichment
by providers. Theinvestigative efforts of Ol lead to criminal convictions, administrative
sanctions, or civil monetary penalties.

Office of Counsel to the I nspector General

The Office of Counsdl to the Inspector General (O CIG) provides general legal servicesto OIG,
rendering advice and opinions on HHS programs and operations and providing all legal support
in OIG’s internal operations. OCIG imposes program exclusions and civil monetary penalties on
health care providers and litigates those actions within HHS. OCIG also represents OIG in the
global settlement of cases arising under the Civil False Claims Act, develops and monitors
corporate integrity agreements, devel ops compliance program guidances, renders advisory
opinions on OIG sanctions to the health care community, and issues fraud alerts and other
industry guidance.
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Notices

THIS REPORT IS AVAILABLE TO THE PUBLIC
at http://oig.hhs.gov

In accordance with the principles of the Freedom of Information Act

(5 U.S.C. 552, as amended by Public Law 104-231), Office of Inspector
General, Office of Audit Services reports are made available to
members of the public to the extent the information is not subject to
exemptions in the act. (See 45 CFR Part 5.)

OAS FINDINGS AND OPINIONS

The designation of financial or management practices as questionable
or a recommendation for the disallowance of costs incurred or claimed,
as well as other conclusions and recommendations in this report,
represent the findings and opinions of the HHS/OIG/OAS. Authorized
officials of the HHS divisions will make final determination on these
matters.
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EXECUTIVE SUMMARY
BACKGROUND

CIGNA administers Medicare Part B and Durable Medical Equipment operations under cost
reimbursement contracts with the Centers for Medic are & Medicaid Services (CMS). CIGNA is
a holding company for Connecticut General Life Insurance Company, the legal entity that holds
the Medicare contracts. CIGNA HealthCare, one of CIGNA’s lines of business, administered the
Medicare contracts from Mar ch 1990 until May 2005, when CIGNA Government Services was
formed and assumed the responsibilities.

Starting with fiscal year 1988, CM S incorporated segmentation requirements into Medicare
contracts. The Medicare contract defines a segment and specifies the methodology for the
identification and initial allocation of pension assets to the segment. Additionally, the contract
requires Medicare segment assets to be updated for each year after theinitial allocation in
accordance with Cost Accounting Standards 412 and 413.

OBJECTIVES

Our objectives were to determine whether CIGNA complied with the Medicare contracts’
pension segmentation requirements while:

e identifying the Medicare segment’s initial asset allocation and

e updating the Medicare segment’s assets from theinitial asset allocation to
January 1, 2004.

SUMMARY OF FINDINGS
CIGNA complied with the Medicare contracts’ pension segmentation requirements when
identifying the Medicare segment’s initial assets as of January 1, 1991. However, it did not
comply with the contract when updating the segment’s assets to January 1, 2004 . The
understatement primarily resulted from the update of assets and the actuarial approach used in
allocating contributions and prepayments to the Medicare segment. Asa result, CIGNA
understated the January 1, 2004, Medicare segment ass ets by $99,898.
RECOMMENDATIONS
We recommend that CIGNA:

e increase Medicare segment pension asset s by $99,898 as of January 1, 2004, and

e implement controls to ensure that the Medicare segment’s assets are updated in
accordance with the Medicare contracts.



AUDITEE’S COMMENTS

In its comments on our draft report, CIGNA disagreed in part with our original recommendation
to increase Medicare segment assets by $158,339. However, CIGNA ag reed to update future
Medicare segment assets in accordance with Medicare contracts.

CIGNA’s response is included in its entirety as Appendix B.

OFFICE OF INSPECTOR GENERAL’S RESPONSE

After reviewing CIGNA’s comments, we revised our calculations and the related
recommendation to increase Medicare segment assets .



TABLE OF CONTENTS

Page

INTRODUCTION ...ttt ettt bbbttt s bttt e 1

BACKGROUND ..ottt st ettt bt e 1

CIGNA aNd MEUICAIE ..ottt et e 1

Segmentation REQUIFEMENTS .........cccveiiiieiierieses ceseeie e sreeneas 1

REGUIALIONS ...t e ettt oo 1

OBJECTIVES, SCOPE, AND METHODOLOGY .....coceiveiiiiinii e e 1

ODBJECHIVES ..ottt et e ste e et e teeraenesneereenne e 1

Y00 0T P TP PPT PR TPR 2

VLY g oo o] [0 | PSSR 2

FINDINGS AND RECOMMENDATIONS ...t e s 3

MEDICARE CONTRACT AND COST ACCOUNTING STANDARDS ............. 3

MEICArE CONIACT.......cviieieiieie it et et sreas 3

Cost Accounting StaNCArdS .........cccvcvereieiierest e e 4

INITIAL ASSET ALLOCATION ..ottt et e 4

COMPONENTS OF ASSET UPDATE ...ocoiitiiiieisire e e 4

Contributions and Prepayment Transfers Overstated ...........ccccooevvevvevieen . 5

Earnings and Expenses Understated ..........ccocvvviivereiiis sveriene e 5

Net Transfers UNderstated ..........ccoovveeeieiiiie s e 5

UNDERSTATEMENT OF MEDICARE SEGMENT ASSETS ......ccocovviviiiicine 6

RECOMMENDATIONS ..ottt ettt et sne e e 6

AUDITEE’S COMMENTS ..ottt et an st 7

OFFICE OF INSPECTOR GENERAL’S RESPONSE ........ccoooviiiiiniieieis e 8

OTHER MATTER. ...t e bbbt e ens 10
APPENDIXES

A - CIGNA STATEMENT OF MEDICARE PENSION ASSETS
FOR THE PERIOD JANUARY 1, 1991, TO JANUARY 1, 200 4

B - CIGNA’S WRITTEN RESPONSE

C - CMS OFFICE OF THE ACTUARY’S WRITTEN RESPONSE



CAS
CMS
DME
ERISA
FAR
GAGAS
OIG
WAV

Glossary of Abbreviations and Acronyms

Cost Accounting Standards

Centers for Medicare & Medicaid Services
Durable Medical Equipment

Employee Retirement Income Security Act
Federal Acquisition Regulation

generally accepted government auditing standards
Office of Inspector General

weighted average value



INTRODUCTION
BACKGROUND
CIGNA and Medicare

On March 1, 1990, CIGNA acquired Equicor, a Medicare contractor and joint venture of the
Equitable Life Assurance Society and the Hospital Corporation o f America. At that time, the
Centersfor Medicare & Medicaid Services (CMS) awarded CIGNA cost reimbursement
contracts to administer Medicare Part B and Durable Medical Equipment (DME) operations.

CIGNA isaholding company for Connecticut General Life | nsurance Company, the legal entity
that holds the Medicare contracts. CIGNA HealthCare, one of CIGNA’s lines of business,
administered the Medicare contracts until May 2005, when CIGNA Government Services, LLC,
was formed and assumed the responsibilities.

For the purpose of this report, CIGNA will be used to address the findings concerning the
Medicare Part B and DME pension plan segment assets for the period January 1, 1991, to
January 1, 2004.

Segmentation Requirements

CMS incorporated segmentation requirementsinto Medicare contracts starting in fiscal year
1988. The Medicare contract defines a segment and specifies the methodol ogy for the
identification and initial allocation of pension assets to the segment. Furthermore, the contract
requires M edi care segment assets to be updated for each year after the initial allocationin
accordance with Cost Accounting Standards (CAS) 412 and 413. Finadly, in claiming costs,
contractors must follow cost reimbursement principles contained in the Federal Acqu isition
Regulation (FAR), CAS, and Medicare contract.

Regulations

The CAS 412 regul ates the determination and measurement of pension cost components. It also
regul ates the assignment of pension costs to appropriate accounting periods.

The CAS 413 regul ates the valuation of pension assets, allocation of pension costs to segments
of an organization, adjustment of pension costs for actuarial gains and losses, and assignment of
gains and losses to cost accounting periods.

OBJECTIVES, SCOPE, AND METHODOLOGY

Objectives

Our objectives were to determine whether CIGNA complied with the Medicare contracts’
pension segmentation requirements while:

e identifying the Medicare segment’s initial asset allocation and



e updating the Medicare segment’s assets from the initial asset allocation to January 1,
2004.

Scope

We reviewed CIGNA'’s identification of its Medicare segment, computation of the initial assets
allocated to the Medicare segment, and update of Medicare assets from January 1, 1991, to
January 1, 2004.

Achieving our objectives did not require us to review CIGNA’s overall internal control structure.
However, we did review controls relating to the identification of the Medicare segment and the
update of the segment assets to ensure adherence to the Medi care contract, CAS 412, and CAS
413.

We performed fieldwork at CIGNA’s office in Nashville, Tennessee, during June 2005 and
February 2006.

Methodology

CIGNA did not maintain records of how it accounted for segment assets when computing
pension costs charged to the Medicare contracts. Prior to the Office of Inspector (OIG) review,
CIGNA engaged an actuarial consulting firm (Pine Cliff Consulting, Inc.) to analyze and
reconstruct its asset accounting. In performing our review, we used the analysis and
reconstruction as well as information in the annual actuarial valuations that CIGNA’s customary
actuarial consulting firm (Prudential Financial) prepared. Th e information included assets,
liabilities, normal costs, contributions, benefit payments, investment earnings, and administrative
expenses. We reviewed CIGNA’s accounting records, pension plan documents, annual actuarial
valuation reports, and Department of Labor/Internal Revenue Service Form 5500s. The CMS
Office of the Actuary staff used the documents to cal culate M edicare segment assets as of
January 1, 2004. We reviewed the methodology and calculations.

We performed this review in conjunction with our audit of the pension costs CIGNA claimed for
Medicare reimbursement (A -07-06-00209). We used the information obtained and reviewed
during that audit in performing this review.

Details of the Medicare segment’s updated pension assets from January 1, 1991, to January 1,
2004, are presented as Appendix A.

We performed our review in accordance with generally accepted government auditing standards
(GAGAYS).



FINDINGSAND RECOMMENDATIONS

CIGNA complied with the Medicare contracts’ pension segmentation re quirementsin identifying
the Medicare segment’s initial assets as of January 1, 1991. However, CIGNA did not comply
with the pension segmentation requirements while updating the segment’s assets to January 1,
2004. In the asset update, CIGNA did not pro perly account for contributions and prepayments,
earnings and expenses, and transfers in accordance with the CAS.

Asaresult, CIGNA understated the January 1, 2004, Medicare segment pension assets by
$99,898. The accumulated understatement of Medicare segment assetsis shownin Table 1.

Table1: Summary of Asset Adjustments
Initial Asset Allocation $0
Contributions and Prepayment Transfers (1,327,803)
Earnings and Expenses 874,690
Net Transfers 553,011
(Over)/Under statement $99,898

MEDICARE CONTRACT AND COST ACCOUNTING STANDARDS
Medicare Contract
The Medicare contract identifies a Medicare segment as:

Any organizational component of the contractor, such asadivisi on, department, or other
similar subdivision, having a significant degree of responsibility and accountability for
the Medicare contract/agreement, in which:

1. Themaority of the salary dollarsis allocated to the Medicare agreement/contract; or,

2. Lessthan amagjority of the salary dollarsis allocated to the Medicare
agreement/contract, and these salary dollars represent 40 percent or more of the total
sdlary dollars allocated to the Medicare agreement/contract.

The contract also provides for separate id entification of the pension assets of the Medicare
segment. Theidentification involves the allocation of assets to the Medicare segment as of the
first pension plan year after December 31, 1985, in which the salary criterion was met. The
allocation isto use the ratio of the actuarial liabilities of the Medicare segment to the actuarial
liabilities of the total plan, as of the later of the first day of thefirst plan year after December 31,
1980, or thefirst day of thefirst pension plan year following the date such Medicare segment
existed.

Furthermore, the Medicare contract states that: “The pension assets allocated to each Medicare
segment shall be adjusted in accordance with CAS 413.50(c)(7).”



Cost Accounting Standards

The CAS 413.50(c)(7) requires that the asset base be adjusted by contributions, permitted
unfunded accruals, income, benefit payments, and expenses. For plan years beginning on or
before March 30, 1995, the CAS requires investment income and expenses to be allocated among
segments in proportion to the beginning of year asset value. For plan years beginning after
March 30, 1995, the CAS requires investment income and expenses to be allocated among
segments based on the ratio of the segment’s weighted average value method (WAV) o f assets to
total company WAV of assets.

In addition, CAS 413.50(c)(8) requires an adjustment to be made for transfers (participants who
enter or leave the segment) if the transfers materially affect the segment’s ratio of pension plan
assets to actuarial accrued liabilities.

Furthermore, CAS 412.50(a)(4) provides that contributions in excess of the pension cost
assigned to the period are recognized as prepayment credits and are accumulated at the assumed
valuation interest rate until applied to future period costs. Prepayment credits that have not been
applied to fund pension costs are excluded from the value of assets used to compute pension
costs.

INITIAL ASSET ALLOCATION

CIGNA complied with the Medicare contract’s pension segmentation requiremen ts in identifying
the Medicare segment’s initial assets as of January 1, 1991.

As described in the Background, CIGNA acquired Equicor on March 1, 1990, and was awarded
a new contract to replace Equicor’s contract with CMS. CIGNA correctly identified Ja nuary 1,
1991 (the first day of the first plan year following March 1, 1990) as the date of the initial asset
allocation.

The Medicare contract required that the initial allocation of assets to the Medicare segment be
determined by multiplying the total plan assets as of January 1, 1991, by a fraction (the “asset
fraction”). The fraction’s numerator is the actuarial liability for the Medicare segment, and the
denominator is the actuarial liability for the total plan. CIGNA determined that the January 1,
1991, actuarial liability for the Medicare segment was zero for asset fraction purposes.
Accordingly, CIGNA allocated 0% of the total pension assets to the Medicare segment as of
January 1, 1991. We agree with CIGNA’s calculations.

COMPONENTS OF ASSET UPDATE

CIGNA did not properly account for contributions and prepayments, earnings and expenses, and
transfers in accordance with the CAS while updating the segment’s assets to January 1, 2004.



Contributions and Prepayment Transfers Overstated

CIGNA'’s update methodology did not equitably assign pension contributions to the Medicare
segment. Asaresult, CIGNA overstated contribution s and prepayments by $1,327,803.

CIGNA'’s methodology overstated the contribution and prepayment transfers allocate d to the
Medicare segment because it included an imputed interest cost to the end of each year and did

not reflect the actual timing of funding deposits. In addition, differencesin Medicare asset
values resulted in differences in the assignable costs that were used to determine contribution and
prepayment transfers.

The audited contributions and prepayment transfers are based on the assignable pension costs as
calculated by the CM S Office of the Actuary. Since prepayment credits are available at th e
beginning of the year, they are applied first to cover current year assignable pension costs, and
then any remaining prepayment credits are updated with interest to the next measurement
(valuation) date. Subsequent contributions are then allocated as ne eded to assigned pension costs
as of the date of deposit.

The contributions and prepayment transfers CIGNA allocated to the M edicare segment were
$1,327,803 higher than the audited values, due to differences in assignable pension costs and
interest costs.

Earnings and Expenses Understated

CIGNA understated investment earnings, less administrative e xpenses, by $874,690 f or the
Medicare segment.

For plan years after March 30, 1995, CIGNA'’s calculation of the WAV of assets did not properly
reflect the timing of contribution deposits and prepayment transfers. CIGNA’s calculations
assumed that all contributions and prepayment transfers occurred at the end of each year. Asa
result, its allocation basis was different, which in turn led to incorrect alocation amounts.

Net Transfers Understated

CIGNA made adjustments for transfersin its update of Medicare segment assets from January 1,
1991, to January 1, 2004. However, since complete accrued liability data was unavailable,
CIGNA estimated the liabil ities for some participant transfers during the period 1992 through
1998. CIGNA used an average accrued liability for al active employees to estimate the transfer
liabilities. This approach assumed that the average liability was the same for participant sin both
the Medicare segment and the rest of the company. However, this assumption isincorrect for
transfers out of the Medicare segment because the Medicare segment only dates back to 1991.



We used an average Medicare segment liability to calculate the transfer out liabilities. Asa
result of the inaccuraciesin its approach, CIGNA understated its Medicare segment assets by

$553,011.

A comparison of CIGNA’s and our calculations of net asset transfers into the Medicare segment

isshownin Table 2.

Table2: Net Asset Transfers
Y ear oIG CIGNA Difference
1991 $0 $0 $0
1992 19,198 19,198 0
1993 39,145 (111,762) 150,907
1994 114,125 40,984 73,141
1995 269,682 119,275 150,407
1996 (157,968) (203,740) 45,772
1997 (117,301) (242,312) 125,011
1998 (10,051) (17,824) 7,773
1999 (93,754) (93,754) 0
2000 (169,829) (169,829) 0
2001 151,154 151,154 0
2002 40,631 40,631 0
2003 63,820 63,820 0
TOTAL $148,852 ($404,159) $553,011

UNDERSTATEMENT OF MEDICARE SEGMENT ASSETS
CIGNA did not ensure that the Medicare segment’s assets were updated in accordance with the
Medicare contract. Thus, it overstated contributions and prepayment transfers by $1, 327,803.
At the sametime, it understated both earnings and expenses (by $874,690) and net transfers (by
$553,011). The combination of these discrepancies results in the fact that as of January 1, 2004,
CIGNA understated Medicare segment pension assets by $99,898.
RECOMMENDATIONS
We recommend that CIGNA:

e increase Medicare segment pension assets by $99,898 as of January 1, 2004, and

e implement controls to ensure that the Medicare segment’s assets are updated in
accordance with the Medicare contr acts.

'Our calculations incorporate an adjustment for the four individuals (who transferred between pension plan
segments) identified by CIGNA in its response to our draft report.
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AUDITEE’S COMMENTS

In its comments on our draft report, CIGNA disagreed in part with our original recommendation
to increase Medicare segment assets by $158,339. However, CIGNA did agree to update
Medicare segment assets in accordance with the Medicare contracts.

In addition to its specific comments, CIGNA questioned whether the structure of the audit asa
whole complied with the independence requirements imposed by GAGAS. Specifically, CIGNA
stated that we engaged the Office of the Actuary within CM S (a party to the Medicare contracts)
to independently calculate CIGNA’s pension costs and that we accepted those calculations as

correct.

A summary of CIGNA’s specific comments follows:

CIGNA did not agree with our initial asset allocation findi ng. CIGNA asserted that the
initial (January 1, 1991) asset allocation should be zero.

CIGNA generally concurred with our methodology to determine the amount of assetsto
be transferred in the cases of pension plan participants who moved between Medicare and
Other Segments. However, CIGNA asserted that our computation yielded inappropriate
results for four plan participants. For those individuals, CIGNA proposed asset transfer
adjustments based on the participant’s segment of origin.

CIGNA did not agree with our calculation of CAS costs when prepayment credits were

0 CIGNA asserted that the audit methodology in this respect was areflect ed our

preference to calculate prepayment credits differently. This “alternative
calculation approach,” CIGN A said, was inequitable, violated provisions of the
revised CAS, and diverged from a prior Government practice.

CIGNA disagreed with the audit methodology of applying prepayment credits as
of the beginning of the year. CIGNA said that prepayment credits are contractor
monies to be applied at the discretion of the contractor and that the CAS permits,
but does not require, prepayments to be applied as of the beginning of each plan

year to fund current costs.

CIGNA questioned the audit approach whereby prepayments were accounted for
in the “other” segment until needed to fund future pension costs. CIGNA
suggested that this approach contradicted the premise that prepayments are not
associated with segments until they are allocated.



0 CIGNA questioned the audit approach whereby plan contributions made after
the end of the year were deemed to have been made on the last day of the plan
year. CIGNA suggested that we arbitrarily applied this Employee Retirement
Income Security Act (ERISA) ruleto CAS costs.

CIGNA’s comments are included in their entirety as Appendix B.
OFFICE OF INSPECTOR GENERAL’S RESPONSE

After reviewing CIGNA’s comments, we revised our calculations and the related
recommendation to increase Medicare segment assets.

With respect to CIGNA’s concerns as to the independence requirements that GAGAS imposes
on the audit process, GAGAS allows the use of a specialist (including actuaries) to conduct our
audits. We are required to obtain representations from the specialist with regard t o the
specialist’s independence from the activity or program under audit. We received such
representations from the CM S Office of the Actuary, Pension Actuarial Staff. Therefore, we
believe that we complied with the independence requirements imposed by GA GAS during our
review.

With respect to CIGNA’s more specific comments:

e Weagreewith CIGNA that the initial (January 1, 1991) Medicare segment assets should
be zero. We have revised our calculations accordingly.

e We agree with CIGNA’s approach to making plan adjustments for the four individuals
who transferred between segments more than once. We have revised our calculations
accordingly.

e Wedo not agree with CIGNA regarding the determination of pension costs when
prepayment credits are present. Provided that current-year pension costs are funded by
the tax filing deadline, the source or timing of the funding has—contrary to CIGNA’s
assertion—no effect on the assignable and allocable pension costs determined under the
CAS and istherefore not specifically addressed by the CAS. Instead, the timing of
funding deposits affects the interest cost attributable to the delay in funding, which is
allowable only in accordance with the FAR .2 Part 31 of the FAR defines the total cost
under a contract asincurred costs and further requires that incurred costs be reasonable to
be allowable.®

“CIGNA effectively acknowledges this fact on page 11 of its response , where it quotes the CAS Board i n the
Preamble to the Original CAS 412.

*The FAR 31.201-2(a) provides that a cost is allowable only when it “. . . complies with the all of the following
requirements:. (1) Reasonableness, (2) Allocability, and (3) Standards promulgated by the CAS Board, if applicable,
otherwise, generally accepted accounting principles and practices appropriate to the circumstances.” FAR 31.201 -
3(a) defines a cost to be reasonable if “. . . inits nature and amount, it does not exceed that which would be incurred
by a prudent person in the conduct of competitive business.” Furthermore, FAR 31.201 -3(a) provides that “If an
initial review of the facts results in a challenge of a specific cost by the contracting officer or the contracting
officer’s representative, the burden of proof shall be upon the contractor to establish that such cost is reasonable.”
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This issue of prepayment credits is, as CIGNA correctly states, “quite technical in nature,” and
the discussion that follows aims to amplify our response to CIGNA’s argument. To begin with,
our audit methodology reflects the fact that prepayment credits are available to fund the
assignable pension cost as of the first day of the year. The contractor has already made the
decision to fund these monies into the pension trust, and , for that reason, these monies are
currently unavailable to the contractor for any purpose except to liquidate pension costs. It
would not be reasonable for a “prudent person in the conduct of competitive business ” (emphasis
added) to ignore the existence of an available funding credit and thereby incur increased interest
costs. Therefore, any increased interest costs resulting from a delay in funding would be
unreasonable and unallowable.

Contrary to CIGNA’s assertion with respect to the adjustment of CAS pension costs, the
preamble to the original CAS 412 does not contemplate the calculation of interest costs based on
presumed funding dates. It simply states that the standard does not prohibit an interest
adjustment to pension costs from the valuation date to the date of funding. Furthermore, the
allowability of interest/investment costs is the purview of the FAR.

Accordingly, the FAR 31.201-1 defines the costs under a contract as “. . . the sum of direct and
indirect costs allocable to the contract, incurred or to be incurred .. ..” It goes on to provide that
“. .. any generally accepted method of determining or estimating costs that is equitable and is
consistently applied may be used.” This language effectively counters CIGNA’s assertion tha t
our approach to the calculation of costs is inequitable . CIGNA’s calculation of interest costs
includes costs that were not actually incurred. In fact, CIGNA’s method of estimating incurred
interest costs based on a presumed funding schedule is not equ itable because it consistently
overstates (maximizes) the interest costs to the Government.

To bolster its arguments as to the validity of its own methods of calculating costs, CIGNA
asserted that a senior actuary in the CMS Office of the Actuary, acting in a court case as a
Government expert witness, accepted and thereby validated the calculation methodology that
CIGNA proposed. This assertion is incorrect. The actuary’s comments on the case that CIGNA
cited are included in their entirety as Appendix C.

CIGNA also stated that the methodology by which it adjusted contributions to the end of the year
was used only to simplify the calculations and did not affect the results. However, CAS
413-50(c)(7) specifies that investment return and expenses are to be allocated among segments
based on the weighted average value of assets for each segment. CIGNA’s practice of adjusting
contributions to the end of the year for purposes of asset rollup and allocation of investment
returns does not conform to the weighted average value methodology required by CAS
413-50(c)(7). CIGNA'’s incorrect allocation of investment income consequently affected the
asset values for each segment and the resulting pension costs for all subsequent periods.



In addition, CIGNA’s assertion about the accounting of prepayments in the “other” segment
misinterpreted the methodology and intent laid out in the applicable CAS. Prepayment credits
accounted for within the “other” segment are accumulated with interest at the valuation rate a nd
subtracted from the assets of the “other” segment for purposes of computing audited pension
costs, as required under CAS 412-50(a)(4). Prepayment credits are accounted for as part of the
“other” segment only for purposes of allocating investment return s and expenses between the
segments. This is necessary so that any gain or loss attributable to prepayments (resulting from a
difference between the actual investment return and the valuation interest rate) is assigned to the
“other” segment. Thus, the inclusion of prepayment credits with the assets of the “other”
segment for the purpose of allocating investment returns is consistent with the premise that
prepayment credits are the result of the plan sponsor’s investment decision to fund amounts in
excess of the assigned costs (rather than to retain the funds within the company ). As such, the
Government should not share in the investment risk/reward associated with those funds.

Finally, CIGNA’s statement about the application of the ERISA rule did not take into account
the fact that the preamble to the 1995 amendments to CAS 412 and CAS 413 clearly states that
the changes were intended to resolve the conflicts between ERISA and the existing CAS. To
comply with the intent of the Board and avoid any conf lict with ERISA, the ERISA rule
regarding interest on contributions made after the end of the year must also be applied for CAS
purposes.

OTHER MATTER

In the proposed asset update, CIGNA’s practice was to allocate funding to the Medicare segment
first and then to allocate remaining funding to the non -Medicare segment. The CAS 413-
50(c)(1)(ii) states that: “. .. for qualified defined -benefit pension plans, the contractor may first
apportion amounts funded to the segment or segments subject to this Sta ndard.” However,
because CIGNA charges pension costs for both the Medicare and the non -Medicare segments,
this sentence from CAS 413-50(c)(1)(ii) does not apply. Therefore, funding must be allocated
proportionately to the pension costs assigned to both s egments. While there was no cost effect
during this audit period, future allocations and asset updates could be misstated , unless funding is
allocated proportionately to both the Medicare and the non -Medicare segments.

10
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| Description Total Company  Other Segment  Medicare Segment |
|Assets January 1, 1991 1/ $1,228,189,751 $1,228,189,751 $0 |
Prepayment Transfer 0 0 0
Contributions 2/ 59,398,839 58,889,116 509,723
Other Transactions 3/ 392,613 392,613 0
Earnings 4/ 232,068,030 232,068,030 0
Benefit Payments 5/ (66,067,157) (66,067,157) 0
Expenses 6/ (1,154,689) (1,154,689) 0
Transfers 7/ 0 0 0
|Assets January 1, 1992 1,452,827,387  1,452,317,664 509,723 |
Prepayment Transfer 8/ 0 (239,833) 239,833
Contributions 65,766,989 65,469,420 297,569
Other Transactions (315,077) (315,077) 0
Earnings 50,248,816 50,222,891 25,925
Benefit Payments (74,236,487) (74,235,968) (519)
Expenses (2,178,499) (2,177,375) (1,124)
Transfers 0 (19,198) 19,198
|Assets January 1, 1993 1,492,113,129 1,491,022 524 1,090,605 |
Prepayment Transfer 0 (317,300) 317,300
Contributions 72,864,403 72,609,685 254,718
Other Transactions 0 0 0
Earnings 178,479,268 178,310,861 168,407
Benefit Payments (82,874,619) (82,869,663) (4,956)
Expenses (2,892,086) (2,889,357) (2,729)
Transfers 0 (39,145) 39,145
|Assets January 1, 1994 1,657,690,095  1,655,827,605 1,862,490 |
Prepayment Transfer 0 (540,722) 540,722
Contributions 69,542,458 69,407,189 135,269
Other Transactions 0 0 0
Earnings 44,938,395 44,873,246 65,149
Benefit Payments (88,979,990) (88,976,747) (3,243)
Expenses (5,341,698) (5,333,954) (7,744)
Transfers 0 (114,125) 114,125
|Assets January 1, 1995 $1,677,849,260  $1,675,142,492 $2,706,768 |
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Statement of Medicare Pension Assets
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January 1, 1991, to January 1, 2004
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| Description Total Company  Other Segment  Medicare Segment |
|Assets January 1, 1995 $1,677,849,260  $1,675,142,492 $2,706,768 |
Prepayment Transfer 0 (815,546) 815,546
Contributions 70,187,350 70,187,350 0
Other Transactions 3,105 3,105 0
Earnings 361,069,805 360,311,810 757,995
Benefit Payments (99,178,621) (99,145,345) (33,276)
Expenses (3,543,292) (3,535,854) (7,438)
Transfers 0 (269,682) 269,682
|Assets January 1, 1996 2,006,387,607  2,001,878,330 4,509,277 |
Prepayment Transfer 0 (822,866) 822,866
Contributions 15,880,466 15,880,466 0
Other Transactions 244,080 244,080 0
Earnings 266,534,270 265,811,472 722,798
Benefit Payments (108,857,838) (108,780,348) (77,490)
Expenses (6,506,923) (6,489,277) (17,646)
Transfers 0 157,968 (157,968)
|Assets January 1, 1997 2,173,681,662  2,167,879,825 5,801,837 |
Prepayment Transfer 0 (621,510) 621,510
Contributions 57,651,414 57,634,961 16,453
Other Transactions 61,684 61,684 0
Earnings 372,680,499 371,559,562 1,120,937
Benefit Payments (110,738,168) (110,634,267) (103,901)
Expenses (3,160,735) (3,151,228) (9,507)
Transfers 0 117,301 (117,301)
|Assets January 1, 1998 2,490,176,356  2,482,846,328 7,330,028 |
Prepayment Transfer 0 0 0
Contributions 0 0 0
Other Transactions 16,582 16,582 0
Earnings 343,998,996 342,977,970 1,021,026
Benefit Payments (125,614,758) (125,364,081) (250,677)
Expenses (5,853,314) (5,835,941) (17,373)
Transfers 0 10,051 (10,051)
|Assets January 1, 1999 $2,702,723,862  $2,694,650,909 $8,072,953 |
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| Description Total Company  Other Segment  Medicare Segment |
|Assets January 1, 1999 $2,702,723,862  $2,694,650,909 $8,072,953 |
Prepayment Transfer 0 (772,020) 772,020
Contributions 0 0 0
Other Transactions 67,086,949 67,086,949 0
Earnings 659,789,825 657,592,080 2,197,745
Benefit Payments (156,905,299) (156,698,126) (207,173)
Expenses (4,199,989) (4,185,999) (13,990)
Transfers 0 93,754 (93,754)
|Assets January 1, 2000 3,268,495348  3,257,767,547 10,727,801 |
Prepayment Transfer 0 (831,790) 831,790
Contributions 0 0 0
Other Transactions 0 0 0
Earnings (225,585,090)  (224,778,803) (806,287)
Benefit Payments (173,195,470) (172,821,783) (373,687)
Expenses (6,702,661) (6,678,704) (23,957)
Transfers 0 169,829 (169,829)
|Assets January 1, 2001 2,863,012,127  2,852,826,296 10,185,831 |
Prepayment Transfer 0 (930,610) 930,610
Contributions 0 0 0
Other Transactions 4,415 4,415 0
Earnings (209,307,282)  (208,479,723) (827,559)
Benefit Payments (164,071,126) (163,829,083) (242,043)
Expenses (10,638,255) (10,596,193) (42,062)
Transfers 0 (151,154) 151,154
|Assets January 1, 2002 2,478,999,879  2468,843,948 10,155,931 |
Prepayment Transfer 0 (133,854) 133,854
Contributions 42,190,106 42,190,106 0
Other Transactions 0 0 0
Earnings (267,528,935)  (266,398,113) (1,130,822)
Benefit Payments (178,975,677) (178,596,640) (379,037)
Expenses (15,800,073) (15,733,287) (66,786)
Transfers 0 (40,631) 40,631
|Assets January 1, 2003 $2,058,885,300  $2,050,131,529 $8,753,771 |
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| Description Total Company  Other Segment  Medicare Segment |
|Assets January 1, 2003 $2,058,885,300  $2,050,131,529 $8,753,771 |
Prepayment Transfer 0 (559,863) 559,863
Contributions 116,200,000 116,054,011 145,989
Other Transactions 0 0 0
Earnings 482,163,037 479,947,631 2,215,406
Benefit Payments (204,340,355) (203,789,258) (551,097)
Expenses (26,919,762) (26,796,073) (123,689)
Transfers 0 (63,820) 63,820
Assets January 1, 2004 $2,425,988,220 $2,414,924,157 $11,064,063
Per CIGNA 9/ $2,425,988,220 $2,415,024,055 $10,964,165
Asset Variance 10 $0 ($99,898) $99,898
FOOTNOTES

1/ We agreed with Cigna's determination of the Medicare segment's initial assets. The amounts
shown for the Other segment represent the difference between the total company and the
Medicare segment. All pension assets are shown at market value.

2/ We obtained total company contribution amounts from the actuarial valuation reports and
Department of Labor/Internal Revenue Service Form 5500s. We allocated total company
contributions to the Medicare segment based on the ratio of the Medicare segment funding
target divided by the total company funding target. Contributions in excess of the funding
targets were treated as prepayment credits and accounted for in the Other segment until needed
to fund pension cost in the future.

3/ We obtained other transactions from documents prepared by CIGNA's consulting actuarial firm.
Other transactions represent plan merger and asset transfer activities.

4/ We obtained investment earnings from actuarial valuation reports and documents prepared by
CIGNA's consulting actuarial firm. We allocated investment earnings based on the market
value of Medicare assets at the beginning of the plan year after adjustment for transfers. For
years starting with 1996, we allocated investment earnings based on the ratio of the segment’s
Weighted Average Value (WAV) of assets to total company WAV of assets as required by the
Cost Accounting Standards.

5/ We reviewed and accepted CIGNA's benefit payments to Medicare segment retirees.

6/ We allocated administrative expenses to the Medicare segment in proportion to investment
income.
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7/ CIGNA made adjustments for participant transfers between segments. We accepted CIGNA's
calculations except as explained in the Components of Asset Update section.

8/ Prepayment credits represent funds available to satisfy future funding requirements, and are
applied to future funding requirements before current year contributions in order to reduce
interest costs to the Federal Government. Prepayment credits are transferred to the Medicare
segment as needed to cover funding requirements.

9/ We obtained total asset amounts as of January 1, 2004, from documents prepared by CIGNA's
actuarial consulting firm.

10/ The asset variance represents the difference between our calculation of Medicare segment assets
and CIGNA's market value of assets.
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July 14, 2006 Nashuille, TN 37028

Telephona 860.226.4690
Facsimile 860.226.5060
Mr. Patrick J. Cogley {2an RusH@OIGNA.com
Regional Inspector General for Audit Services
Cepartment of Health & Human Services

601 East 12" Street

Room 284A

Kansas City, MO 64106
Re: Draft Audit Reporis A-07-05-00189 and A-07-06-00209
Dear Mr. Cogley:

CIGNA Govemment Services ("CIGNA") appreciates this opportunity to submit comments on two
draft audit reports related to the CIGNA Pension Plan (*Plan”). These draft audit reports, "Review
of Medicare Contractor's Pension Segmentation Requirements at CIGNA for the Period January
1, 1991, to January 1, 2004,” which is numbered A-07-05-00189 {the “Asset Report') and "Review
of Pension Costs Claimed for Medicare Reimbursement by CIGNA for Fiscal Years 1991 through
2004, which is numbered A-07-06-00208 (the "Cost Report”), pertain to submissions made to the
Centers for Medicaid and Medicare Services ("CMS”) dated December 9, 2004 (“Initial
Submission") and May 27, 2005 (*Supplemental Submission”; collectively the “Submissions™).
Because the issues raised in the Asset Report and the Cost Report (collectively, the "Draft
Reports”) are interrelated, this letter offers our comments in consolidated form.

As explained in the body of this letter, CIGNA concurs with the recommendations made by the
Office of the Inspector General (*OIG") in some respects but does not concur in other respects, as
set forth below:

1. Indirect pension costs. CIGNA concurs with the amount of indirect pension costs that
were actually allocated to the Medicare contracts between January 1, 1991 and
September 30, 2004, as previously discussed with the OIG. Likewise, CIGNA concurs
with the percentages of Other segment pension costs that are allocable to the Medicare
program, as also previously discussed with the OIG. However, the proper amount of
Other segment pension costs for the January 1, 19281 to September 30, 2004 period
remains unresclved pending resolution of the remaining open issues that are addressed
in this letter.
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2. Transfer methodofogy. CIGNA concurs generally with the methodology proposed by the
QIG to determine the amount of assets to be transferred on account of Plan participants
who moved between the Medicare and Other segments. As explained below, however, it
is CIGNA's view that the OIG’s proposal yields inappropriate results for four Plan
participants.

3. Paension cost confrols. Page i of the Assef Report expresses the OIG's
recommendation that CIGNA “implement controls to ensure that the Medicare segment's
assets are updated in accordance with the Medicare contracts”; similarly, page i of the
Cost Report recommends that CIGNA “claim future pension costs in accordance with the
Medicare contracts.” CIGNA concurs, and intends to implement these recommendations
in accordance with the process changes recommended by Pine Cliff Consulting in Section
VIl of the Initial Submission.

CIGNA notes that most of the doliar difference between CIGNA's position (as set forth in the
Submissions) and OIG’s position (as set forth in the Draft Reports) are associated with the first
two issues identified above {i.e., indirect pensicn costs and participant transfers between
segments), and that CIGNA concurs generally with the OIG's position on these matters. The rest
of this letter explains CIGNA’s areas of concern and nonconcurrence with other findings in the
Draft Reports.

OIG Audit Approach

It appears that the QIG focused its analysis upon Cost Accounting Standards {"“CAS") 412 and
413 pension cost calculations that were made by the CMS Office of the Actuary rather than the
corresponding calculations that were contained in the Submissions. For example, the OIG states,
on page 5 of the Asset Report:

The audited contributions and prepayment transfers are based on the assignable pension

costs as calculated by the CMS Office of the
Actuary. ...

Emphasis added. As we understand it, the CMS actuarfes utilized a partion of the data contained
in the Submissions to independently calculate CIGNA's CAS pension costs, compared the results
of its calculations with the amounts submitted on FACPs by CIGNA, and deemed any differences
to be unallowable.1 However, the fact that a variance existed between calculations performed by

" See page 3 of the Cost Report. The “Per OIG” column apparently refers to calcutations of
CAS pension costs made by the CMS Office of the Actuary, and the “Per CIGNA" column
represents amounts which have subsequently been deemed by CIGNA and QIG to have been
reported on CIGNA’'s FACPs or otherwise charged to CMS over the years. Hencs, the
amounts of CAS pension costs included in the Submissions were not factored into the OIG's
determination of the “$3,425,240 of unallowable pension costs” discussed on page 3 of the
Cost Report.
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a CMS actuary versus those performed by a CIGNA actuary does not mean that the amount of
variance represents an unaliowable cost.2 Although the specific issues identified in the Draft
Reports account for a portion of the OIG's proposed determination of unallowable costs,
additional — and as yet unidentified — factors may also account for the remainder of the alleged
unallowable costs.

We further note the CMS actuaries’ work product was commissicned by and was provided to the
OIG; stated differently, the QIG was the client of the CMS Office of the Actuary for purposes of
making those pension cost calculations (even though, in the larger sense, CMS is essentially
OIG's client). If our understanding is correct, it is not clear how this process complied with the
“independence” requirements imposed by generally accepted Government auditing standards.3
Specifically, Section 3.04 of the Government Audit Standards states:

Auditors and audit organizations have a responsibility to maintain independence so that
opinions, conclusions, judgments, and recommendations will be impartial and will be
viewed as impartial by knowledgeable third parties. Auditors should avoid situations that
could lead reasonable third parties with knowledge of the relevant facts and
circumstances to conclude that the auditors are not able to maintain independence and,
thus, are not capable of exercising objective and impartial judgment on all issues
associated with conducting and reporting on the work.

In this case, the OIG is charged with auditing pension costs submitted by CIGNA to CMS.
However, it appears that OIG engaged CMS — a party to the Medicare contracts — to
independently calculate CIGNA’s pension costs, and that the OIG then accepted as comrect the
results of the CMS calculations.

In any event, CIGNA respectfully requests that the OIG identify the specific CAS provisions that it
helieves CIGNA violated in the pension cost calculations contained in the Submissions. Further,
it is CIGNA's position that the calculations made by its actuaries should form the basis for the
settlement of pension costs for the period through 2004 as well as for future periods.

With that background, the remainder of this letter addresses three areas where the substantive
differences identified in the Draft Reports have not yet been resoived: (1) the initial asset
allocation; (2) the treatment of four participants wha transferred betweean the Medicare and Other

2 ltis well established within the actuarial profession that, although calculations made by two

actuaries may yield diiferent resuits, it does not necessarily follow that one of the two
actuaries has erred. Rather, the difference may be attributable to the use of different, but
nonetheless acceptable, actuarial techniques.

Government auditing standards are published by the General Accountability Office; see
http:/fwww.gao.govigovaudiyb/2003/html/TOC .html.
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segments; and (3} the proper manner to determine CAS pension costs in the presence of
prepayment credits.

Initial Asset Allocation

As explained on page IlI-10 of the Initial Submission, CIGNA did not aliocate any pension assets
to the Medicare segment as of January 1, 1991 (the “Allocation Date"). In the Asset Report, the
OIG contends that CIGNA's treatment violated contractual requirements.4

For a number of reasons, CIGNA does not concur with this aspect of the OIG's recommendations.
First, it is undisputed that the former Equicor employees who comprised the workforce of the
Medicare segment as of the Allocation Date were not covered by the Plan until the Allocation
Date; for this reason, it is clear that no pension costs were allocated to the Medicare program
prior to the Allocation Date. Because all assets that had accumuiated in the Plan as of the
Allocation Date were attributable to contributions made on behalf of CIGNA's non-Govermnment
businesses, logic dictates that CMS is not entitled to benefit from those assets. From a
contractual perspective, it is CIGNA’s position that the initial asset allocation is properly computed
to be zero, which is consistent with an actuarial liability of zero as of the Allocation Date prior to
giving effect to the Plan amendment that extended coverage to the former Equicor employees
(this position is discussed below in more depth).

Second, the intent of allocating assets to a segment under the original version of CAS {"Cid
CAS"5} 413 is quite clear: to track the assets accumuiated on behalf of that segment. For
example, when the necessary data are “readily determinable,” Old CAS 413.50{c){5)(i) requires
the assets of a segment to equal:

... the amount of funds contributed by, or on behalf of, the segment, increased by income
received on such funds, and decreased by benefits and expenses paid from such funds;

In this situation, "the amount of funds contributed by, or on behalf of, the segment,” the “income
received on such funds” and the "benefits and expenses paid from such funds” are each clearly
zaro. On this basis, Old CAS 413 requires the use of this “readily determinable” data to yield zero
pension assets for the Medicare segment as of the Allocation Date; any other resuit would violate
CAS 413.50(c)5Xi).

The OIG apparently does not contend that CIGNA's initial allocation of assets to the Medicare
segment violated CAS requirements.

5 Revised versions of CAS 412 and 413 ("New CAS”) were published in the Federal Register
on March 30, 1995 and were effective for CIGNA on January 1, 1996,
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Third, and notwithstanding the facts in this situation, suppose that the data needed to apply Old
CAS 413.50(c){5)(i) were not “readily determinable,” thereby requiring application of Old CAS
413.50(c)(5)i). In this case, assets would have been allocated “in @ manner consistent with the
actuarial cost method or methods used to compute pension cost.” Thus, because an asset
allocation must be made pursuant to Old CAS 413.50(c)(5)ii) in a manner consistent with past
pension costs,6 and because there were no past pension costs, the amount of assets allocated
under Old CAS 413.50(c)(5)(ii) must necessarily equal zero. Similar to the conclusion in the
preceding paragraph, any other result would violate Old CAS 413.50(c)(3)(ii).

The Asset Report states that “CIGNA did not comply with the Medicare contract's pension
segmentation requirements”7 because no assets were allocated to the Medicare segment as of
the Allocation Date. In essence, the OIG urges a mechanical application of the contract without
considering whether its interpretation appropriately applies the provision in question. The
following points analyze this issue in more depth:

« Purpose: assets attributable to costs prior to Alfocation Date. The standard contractual
language in question {which was included at Tab L of CIGNA’s Initial Submission) was clearly
intended to apply to contractors that had charged pension costs to the Medicare program prior
to the effective date of Old CAS 412 and 413. To illustrate, paragraph A. of the pension
section of the Medicare contract discusses the treatment of pension costs allocated to prior
Medicare contracts, aven though no such costs existed for CIGNA.

e Interpret vs. override. Section I.C. of Appendix B to CIGNA’s Medicare contracts states that
CAS 412 and 413 "shall apply” in “computing and allocating pension costs to” the contract.
Paragraph A. of Section XVI. of Appendix B states that “CAS 413 shall be interpreted and
applied as specified herein.” It Is thus clear that the Medicare contract seeks fo intarpret
rather than to override CAS 413; in this manner, the contractual language should not be read
in a manner inconsistent with a plain reading of CAS 413. As explained earlier, no asseis
would be allocated to the Medicare segment pursuant to either Old CAS 413.50(c){5)(i} or {ii);
the same answer must be obtained under the contractual language.

« Actuarial llability. As explained in footnote 17 on page |II-10 of CIGNA’s Initial Submission,
CIGNA viewed the Medicare segment actuarial liabilities of $156,606 as the effect of a current

We conclude that only past pension costs are considered in an Old CAS 413.50(c)(5)(ii)
calculation for two reasons. First, the term “used” is in the past tense. Second, it is obvious
that assets must be allocated to a segment prior to the initial determination of pension costs
on a segmented basis; as a matter of logic, if there have been no past pension costs, there
would likewise be no basis upon which tc allocate assets, further supporfing CIGNA’s position
that no assets are properly allocable to the Medicare segment as of the Allocation Date.

See Asset Report, page 4.
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year event (i.e., the January 1, 1991 plan amendment} as opposed to obligations attributable
to prior years. Old CAS 413.30(a)(4) defines “actuarial liability" to be:

Pension cost attributable, under the actuarial cost method in use, to years prior to the date
of a particular actuarial valuation.

In practice, no pension costs were attributable to periods prior to January 1, 1991; as
such, the proper measure of actuarial liability as of January 1, 1991 s zero. In contrast to
the interpretation urged by the OIG, CIGNA's interpretation — that the appropriate actuarial
liability for this purpose is the liability prior to the effect of the Plan amendment —
harmonizes the requirements of the Medicare contract with the provisions of Old CAS
413.50(c)(5).

Transfers between Medicare and Other Segments

In the Submissions, CIGNA estimated the actuarial liability for transferred employees as the
average liahility for all active members of the Plan. On page 8 of the Asset Report, the OIG notes
that this approach could vield biased rasults because members of the Medicare segment did not
earn pension benefits for periods prior to 1991 while members of the Other segmant were
credited with pension benefits in all prior years.

CIGNA concurs generally with the logic posited by the OIG and, with ane exception pertaining to
four Plan participants8 who transferred befween segments more than once, is prepared to accept
the OIG’s position regarding employee transfers.

CIGNA’s sole area of nonconcurrence is limited to individuals who transferred both in and out of a
segment during the period in question. In such cases, CIGNA believes that the OIG's
recommendation would itself introduce an unwarranted (and likely inadvertent) bias; to address
this concern, CIGNA proposes that transfer amounts for such individuals be based upon the
participants’ segment of origin. Thus, the average liability for active Plan participants would be
used when a Participant first transfers from the Other segment to the Medicare segment and also
when that same participant later returns to the Other segment. Similarly, the average liability of
the active Medicare segment participants would be used for participants who first transfer from
the Medicare segment to the Other segment and then later retumn to the Medicare segment.

®  For privacy purposes, the four individuals in question are not identified in this letter; CIGNA
will pravide this information to the OIG under separate cover.
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Calculation of CAS Penslon Costs when Prepayments are Present

The final open issue is quite technical in nature, and concerns the proper manner of determining
CAS pension cost when “prepayment credits” are available to fund pension costs. On page 5 of
the Asset Report, the OIG states that:

... Since prepayment credits are available at the beginning of the year, they are applied
first to cover current year assignable pension costs, and any remaining prepayment
credits are updated with interest to the next measurement {valuation) date. ...

Before delving into the analysis, it is helpfut to first review the nature of “prepayment credits” as
well as the manner in which CAS pension costs are adjusted from the first day of a plan year to
the presumed date(s) of funding:

*» Prepayment credits. New CAS 412-30(a)(23) defines "prepayment credits” as follows:9

Prepayment credit means the amount funded in excess of the pension cost
assigned to a cost accounting period that is carried forward for future recognition.

Emphasis in original. Thus, prepayment credits arise when a contractor makes pension
contributions that exceed the amount of its CAS pension costs.

*  Adjustinent of CAS pension cost to presumed funding date(s). Because
actuarial valuations are typically made on the first day of a plan year, but contributions are
generally made at one or more later dates, pension costs are typically adjusted with
interest at the valuation rate from the valuation date to the date(s} of payment; in this
manner, the pensicn fund is compensated for the investrnent income that would
presumnably have been earned if the funding had occurred on the valuation date. The
aoriginal CAS Board specifically sanctioned this approach:

Several commentators stated that they compute pension cost at the beginning of a
cost accounting period and add interest at the valuation rate to the normal cost to
the date of funding. ... The Standard being promulgated does not prohibit this
practice ...

In practice, contractors typically compute CAS pension costs based upon assumed
funding dates. For at least the last 20 or so years, the Government was aware of and
incorporated this practice into its standard pension review policies:

The amount of interest added in the actuarial valuation to the amount of pension
cost due as of the valuation date should be reviewed. The amount of add on
interest included in charges to Government contracts should not exceed (8.5

®  Although Old CAS 412 did not define the term "prepaymant credits,” the substantive
requirements of both Old CAS 412 and New CAS 412 are identical. See Qld CAS
412 50(a)(7).




APPENDIX B
Page 8 of 18

July 14, 2006
Page 8

divided by 12) X (the actuarial interest rate) X (the contribution due as of the
beginning of the valuation pericd).10

Emphasis added. Itis important to note that, in practice, the interest calculations are
documented in the actuarial valuation report. In other words, the interest adjustment is
made on the basis of assumed contribution dates rather than at a later date based upon
the actual funding dates.

With that background, we now address a key issue raised in the Asset Report. In essence, the
OIG contends that, when prepayment credits are present, CAS pension costs must bs calculated
based upon presumed funding on the first day of the plan year. To illustrate, suppose the pension
cost for a year is measured to be $1,000 as of the first day of the year, that pension costs are
prasumed to be funded in accordance with the FAR schedule, and that the valuation interest rate
is 8.50%. In the absence of prepayment credits, all parties would agree that the CAS pension
cost for the year, adjusted for interest, would be determined as follows:11

CAS Pension Cost  =$1,000x [1 +% % 8.50%}
=%$1,060

The CAS cost calculations in the Submissions were made in a manner consistant with the $1,060
for all years. In contrast, the OIG contends that the CAS cost would be limited to $1,000 if
prepayment credits of at least $1,000 were present at the beginning of the Plan year. For the
reasons set forth below, the QIG’s position is incorrect:

« Absence of noncompliance. Although the Asset Report contends that the Submissions did
not properly calculate the amount of CAS pension costs, the OIG has not explained how
CIGNA's calculation viclated any provisions of CAS 412, CAS 413 or the FAR, To the
contrary, the OIG seems only to assert that it would have made the calculations differently. It
is CIGNA’s position that, pursuant to its contract, it is entitled to recover its pension costs that
are (1) measured, assigned and allocated in accordance with CAS 412 and 413 and (2)
allowable under the FAR, notwithstanding the OIG's preference for an alternative calculation
approach.

See Defense Contract Administration Services Manual for Conducting Contractor
Insurance/Pension Reviews, June 1887, page 32. The factor of "8.5 divided by 12" is
equivalent to the funding schedule set forth at Federal Acquisition Regulation ("FAR") §
31.205-8(j){2)iil}, which contemplates that pension costs be funded 30 days after the end of
each quarter.

" This approach is consistent with both CIGNA's approach in the Submissions as well as the
calculations made by the CMS actuaries; see, e.g., the “Allowable Interest” calculation for
1991 of $27,855 as reported on page1 of the appendix to the Cost Report.
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« Inconsistent with prior Government position. The position taken in the Asset Report —
that there is but one correct method to calculate costs when prepayment credits are present —
is inconsistent with the position taken by the Government in the Kedak litigation.12 As
background, Kadak had a prepayment credit of approximately $242.4 million at the end of
1982.13 Aithough Kodak's pension plan was not fully funded in 1982, it became fully funded
by January 1, 1984 due to stock market gains and other factors.14 The fundamental issue in
Kodak concerned the proper interpretation of CAS 412:; notwithstanding the fully funded
status of the plan, Kodak contended that pension costs were property assignable to 1984
through 1986 pursuant to CAS 412; in contrast, the Government asserted that no pension
costs were assignable.

Kodak's consulting actuary, John B. McQuade (who also serves as an actuarial consuitant to
CIGNA)} calculated the amount of Kodak's pension cost for the 1984 o 1986 pericd.15 The
following table illustrates the elements of Kodak's 1984 “Pension Costs Under CAS 412
(thousands of dollars)” as reported in the Stipulation: 16

Norrﬁal Cost 101,372
Amortization payments B . (11,559)
Interest on normal cost and amortization 5,726
Total measured cost S 5-35,539. o

The stipulated interest calculation of $5,726 was made using the same formula described
above:

CAS Pension Cost Interest = Beginning of Year Cost x [% » Interest rate]

=($101,372-11,559)x [%xo.oo%)

=55,726

2 Saee Appeal of Eastman Kodak Company Under Contract No. F33657-79-C-0127, Armed
Services Board of Contract Appeals (“ASBCA”) No. 51326.

See Joint Stipulation of Facts in Kodak {“Stipulation”), paragraph 27.
Id, paragraph 30.

Id, paragraph 32.

16 Id
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Although the Government disputed Kodak's interpretation of CAS 412, it agreed that the
calculations made by Mr. McQuade were correct;

... The parties stipulate that Mr. McQuade’s calculations are mathematicaily correct and
represent an accurate actuarial calculation of total measured pension cost, if any allocable
pension cost is deemed to be incurred during the period at issue. ...17

Eric Shipley, a senior CMS actuary, served as an expert witness for the Government in Kodak. In
his deposition, Mr. Shipley indicated that he and Mr. McQuade were “in accord” with each other
aside from the fundamental legal issue that was in dispute:

Q Do you have any significant disagreement with Mr. McQuade about — putting aside the
question of whether there is [sic] costs for CAS purposes, do you have any serious
disagreement with him about the way he's calculated the pension costs for Kodak?

A | after | got his report, | took his report and my report ... and | did a recongiliation ...
And John and |, other than our interpretation differences, | believe are in accord with
each other.18

In the hearing at the ASBCA on July 27, 2000, Mr. Shipley reiterated his view that, aside from
the fundamental issue of interpretation under CAS 412, Mr. McQuade'’s calculations were
carrect. Specifically, Mr. Shipley stated that, when comparing his calculations with those
performed by Mr. McQuade, “[tlhere were some minor, immaterial differences in our
computations, and I'm going to accept ... his computations."19 Mr. Shipley further stated that
he had “done a reconciiiation of John's numbers to mine, and, you know, all the variances are
understandable.”20

Thus, in litigation involving CAS pension costs of $189.5 million,21 the Govermment and Mr.
Shipley accepted the exact same calcuiation methodology proposed by CIGNA, further
underscoring the fact that there simply is no basis for the OIG to question this aspect of
CIGNA’s Submissions.

« 0IG’s approach is inequitable. If CIGNA had not made pension contributions in excess of
its CAS pension costs, the OIG would have accepted CAS pension costs including interast to

1d, paragraph 33.
" See Deposition of Eric H. Shipley in Kodak, May 9, 2000, pages 15-16.

% See Transcript of Kodak hearing, July 27, 2000, page 53.

1d, page 56.
*  See Kodak Stipulation, paragraph 32. The sum of CAS 412 “[plension costs assigned to
Kodak divisions™ for 1984 through 1986 equals $189,524,000. Note that this represents the
total CAS pension cost for all of Kodak.
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the quarterly funding dates.22 Thus, under the approach urged by the OIG, the amount of
CIGNA's allowable pension costs will be reduced solely on account of CIGNA's decision to
make pension contributions that exceeded its CAS pension costs. Such a result is wrong for
several reasons:

= Government policy encourages earlier pension funding. It is well accepted that
Government contracting policy favors earlier rather than later pension funding.
Indeed, Government pension specialists devote considerable resources to identifying
and disallowing pension costs that were made too late. Under the position taken by
the OIG, however, the Government would be in the curious position of penalizing
contractors that fund early as well as those that fund late!

= Prepayments belong to a confractor and do not impact CAS costs. |tis well
accepted that prepayment credits belong to contractors. For example, a handout
prepared by the panelists (which included Eric Shipley of CMS}) at a session of the
2006 Enrolled Actuaries' Meeting titled “Consulting with Government Contractors”
states that “[plrepayments and deposits to the fund are contractor monies ..." It
simply does not make sense that the Government can reap a benefit from an asset in
which it has no interest.

Consider a situation where a confractor is considering when to fund its pension costs.
The original CAS Board viewed this as an "investment decision” of the contractor:

... the Board believes that interest cost resulting from the delayed funding of a
pension plan is a consequence of an investment decision and is, therefore, an
investment cost rather than a component of pension cost. The interest was
caused by a decision of management to use its funds for other purposes; in effect,
management borrowed from the pension trust fund.”

In other words, a contractor that funds late has made a judgment that retaining cash
within the company (as cpposed to making a pension contribution} will optimize its
financial results. In such a case, the CAS Board indicated that the Government must
not be penalized for any increased pension costs that result from the delay in pension
funding. It seems obvious that the converse should also apply - the Government has
no entitement to participate in the reduced pension costs that result from a plan
sponsor's “investment decision” to fund pension costs early. Yet, the approach urged
by the CIG would lead to such a result.

To ensure that the Government does not participate in the effect of contractors’
prefunding “investment decisions,” CAS 412 provides that pension costs are to be
determined as if the contractor had not made any contributions in excess of its CAS

*  As noted earlier, this statement is supported by the 1991 "allowable interest” calculation of
$27,855 for the Medicare segment as reported on page 1 of the appendix to the Cost Report.

2 See Prefatory Comment (10) to Old CAS 412.
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pension costs. For example, prepayment credits must be excluded from the asset
values that are used to compute pension costs pursuant to New CAS 412-50(a}4):

... The accumulated value of any prepayment credits shall be excluded from the
actuarial value of the assets used to compute pension costs for purposes of this
Standard and Cost Accounting Standard 9904.413.

In similar fashion, New CAS 412 ensures that the Government does not particlpate in
increased pension costs that arise due to late pension funding; see New CAS 412-
50{a)(2).

= Similarly-situated coniractors would receive different freatment. Consider two
contractors that are identically situated except that one contractor prefunds its pension
costs and the other does not. in this situation, if the position asserted by the OIG is
correct, the Government would enjoy lower pension costs on the work performed by
the prefunding contractor vis-4-vis the second contractor even though the workforces,
benefits, levels of CAS assets24 and CAS costs measured as of the first day of the
plan year would all be identical. Such a result is inequitable, is contrary to
fundamental Government contracting objectives and supports CIGNA’s contention
that the OIG's position is incorrect.

—» The OIG’s approach yields an interest-free loan. Utilizing the numerical example
described earlier, the OIG asserts that CIGNA should be reimbursed at $7,000 rather
than at $1,060 when prepayments of at least $1,000 are present. The OIG adopted
this approach "in order to reduce interest costs to the Federal Government.”25 The
OIG apparently seeks to implement this financially oriented goal (which should also be
reviewed in the context of the "independence” requirements described earlier) by
attempting to force CIGNA to provide an interest-free loan to the Government.

To illustrate by building upon the example described above, the OIG contemplates
that the allowable pension cost for the year would be $1,000, which would be
considered to be liquidated on the first day of the plan year. The $1,000 would be
treated as an allocable cost under the terms of the Medicare contract and hence
would be recovered by CIGNA through progress payments on a monthly basis
throughout the year in question. In essence, this would mean that CIGNA would fund
pension costs of $1,000 at the beginning of the year and would then recover the
$1,000 throughout the year; on balance the Government would receive an interest-
free loan of $1,000 for approximately half a year. Such a result is clearly inequitable.

» The Government’s approach violates New CAS 412-60(c)(5). As explained above,
prepayments are unquestionably a corporate asset. Nonetheless, the Asset Report asserts
that the Government has the right to direct the manner in which this “corporate asset” is
deployed:

# Ses the discussion of New CAS 412-60(a)(4} in the preceding paragraph.

#*  See footnote 8 on page 5 of the Appendix to the Asset Report.
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Since prepayment credits are available at the beginning of the year, they are applied first
to cover current year assignable pension costs, and any remaining ;Jrepayment credits
are updated with interest to the next measurement {valuation) date.”

Notwithstanding, New CAS 412-60(c)(5) clarifies that the contractor (and not the Government)
has discretion with respect to the application of prepayment credits and, in any event,
demonstrates conclusively that the position articulated in the Asset Report is wrong.

As background, the illustration at New CAS 412-60(c)(5) contemplates a situation where the
CAS 412 assignable pension cost is $1.5 million, the contribution amount is $1.0 million and
prepayment credits at the beginning of the period are $700,000, The following peints analyze
how New CAS 412-60{c}(5) and related provisions apply to CIGNA:

= Application of prepayment credits is discretionary. New CAS 412-60(c)(5) states
that the contractor “can” apply prepayment credits towards pension costs; it does not
say that the contractor “shall” or "must” apply prepayment credits. Accordingly, itis
CIGNA’s view that prepayments are to be applied at the discretion of the contractor.
This conclusion is supported further by two additional illustrations in New CAS 412, as
discussed below.

New CAS 412-60(c){13) deals with a situation where a contractor contributes
$100,000 more than the assignable pension cost while having an unfunded liability
under CAS 412-50{a}{2} of $75,000. In this case, the CAS Board stated that the
contractor:

... may use $75,000 of the contribution ... to fund this separately identified
unfunded actuarial liability, if he so chooses. ... [The contractor] shall then
account for the remaining $26,000 of excess contribution as a prepayment credit

Emphases added. Clearly, the CAS Board intended the contractor to retain control
over the manner in which prepayment credits are applied. In addition, New CAS 412-
60(d)(4) states that “[t{lhe accumulated value of prepayment credits ... may be used to
fund the next year's assigned pension cost, if needed” (emphasis added). In
summary, there is ample evidence that the CAS Board intended to provide contractors
with the discretion to apply their prepayment credits in the manner and at the time
they deemed appropriate.

= Amount of prepayment to be applied is discretionary. The Asset Report, as cited
earlier, is based upon the premise that the full amount of any prepayment credits that
axist at the beginning of a plan year must be applied towards that year's CAS pension
cost. However, this position is in direct conflict with the illustration at New CAS 412-
60(c){b).

*  See Asset Report, page 5.
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Under the theory articulated in the Asset Report, the hypothetical contractor described
at New CAS 412-60(c)(5) would have been required to apply the full $700,000 of
prepayments towards the $1.5 million cost for the year. However, New CAS 412-
60(c){5) provides that the contractor “can apply $500,000 of the accumulated value of
prepayment credits towards the pension cost computed for the period.” At the same
time, it seems obvious that the contractor could, if it so chose, reduce its cash funding
and hence utilize the full $700,000 of available prepayment credits.

In summary, the contractor described in CAS 412-60{c)({5) can choose to apply its
prepayment credits before or after it applies its contributions, at its discretion. The
OIG is incorrect when it asserts that it can direct CIGNA to apply the full amount of its
prepayment credit to fund CAS pension costs on the first day of the plan year.

= CAS cost is unaffected by the amount of applied prepayment. The OIG believes
that the amount of “allocable™ CAS pension cast for a period is a function of the
relative amounts of prepayment cradits and contributions that are applied to liquidate
the costs assigned to the pericd. To illustrate, the OIG essentially splits the
beginning-of-year CAS pensicn cost into two elements: (1) the portion funded by
prepayment credits and (2) the portion funded through contributions. The OIG then
asserts that the portion of the CAS pension cost funded through prepayments cannot
adjusted for interest. The OIG does, however, include an interest adjustrnent on the
portion of the CAS cost funded through current year contributions. In our view, there
are at least four problems with this aspact of the OlIG’s methodology.

First, the regu]ations offer no support for the proposition that the OIG's approach is
mandatory.” Second, the OIG’s approach would be highty impractical in practice; that
is because, in some contractual settings, CAS pension costs must be known before a
contractor could reasonably elect the portion of its pension costs to be funded from
prepayments vs. current contributions. Third, the OIG's approach would provide a
contractor with the ability to direct, on an after-the-fact basis,® the amount of its CAS
pension costs, which would be inconsistent with the “anti-gaming” objective of the
CAS.

The fourth problem is that the OIG calculates "allocable pension cost” as a function of
“allowable interest.” In fact, however, the pension cost process is sequential: pension
costs are first measured, assigned and allocated pursuant to CAS 412 and are then
tested for allowability under the FAR. Hence, the OIG's approach would
impermissibly mix the “measurement, assignment and aflocation” requirements of the
CAS with the “allowability” requirements of the FAR.

¥ Similarly, CIGNA acknowledges that the regulations do not prohibit this aspect of the OIG's
approach. However, to disallow pension costs, the OIG bears the burden of proving that
CIGNA’s approach does not comply with CAS requirements.

Specifically, a contractor would have until the tax filing date for the year in question fo
determine the mix of contributions and prepayment credits to be applied to fund its pension
costs for the year. Under the OIG's approach, CAS costs could not be finalized until the
contractor made such an election.
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Other Matters

On page 5 of the Asset Report, the OIG expresses its understanding that CIGNA “included an
imputed interest cost to the end of each year and did not reflect the actual timing of funding
deposits.” It appears that the OIG misunderstood these aspects of CIGNA's calculation
methodology. For example, see pages IV-4 through IV-8 and V-10 through V-11 of the Initial
Submission for a description of how Pine Cliff Consulting utilized “end of year" amounts to simplify
certain aspects of the calculations without affecting the results (which are based on the FAR
quarterly funding schedule). In addition, the "actual timing of funding deposits” was taken into
account in the Submissions; see, for example, the interest calculations on pages S8 and S9 of the
spreadsheets in the Initial Submission.®

On page 4 of the appendix to the Asset Report, the OIG states that prepayment credits were
“accounted for in the other segment until needed to fund pension cost in the future.” In CIGNA's
view, this treatment is incorrect. We further chserve that this approach appears to contradict
information presented by panelists (including Eric Shipley of CMS) at the Government contractor
session of the 2006 Enrolled Actuaries Meeting: “prepayments ... are not associated with
segments ... until they are aliocated to segments ..."

CIGNA’s Revised Peosition

As explained above, CIGNA does not concur with the OIG's recommendations with respect to the
initial asset allocation and the determination of pension costs when prepayment credits are
present, and partially concurs with respect to transfers. On these bases, CIGNA has recalculated
the amount of cost and asset value adjustments versus those reported in the Submissions; the
results of these calculations, which represent CIGNA'’s revised position on these questions, are
reported on the attached exhibits. It is CIGNA’s view that its revised positions address the
legitimate concems expressed in the Draft Reports and comply fully with CAS 412, CAS 413, the
FAR and CIGNA’s Medicare contracts.

#  We further note that, in footnote 3 on page 8 of the Appandix to the Cost Report, the OIG
states that it "deemed deposits made after the end of the plan year to have been made on the
final day of the plan year.” CIGNA does not understand why this ERISA rule would be
arbitrarily applied to CAS costs, especially in light of the prohibition against increased costs
resulting from late contributions at FAR 21.205-6()(2)(iii} and the OIG’s expressed concern
regarding the utilization of more precise funding dates.
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CIGNA appreciates the opportunity to submit these comments and looks forward to working with

you and your colleagues to reach a mutually satisfactory conclusion of the pension audit process.
Any questions or concerns should be directed to Jeff Chambers of CIGNA Government Services
at (615} 782-4678.

Sincerely,
C )o1K

Jean Rush

cC: Jaff Chambers, CGS
Mike Logan, CGS
Lori Borelli, CMS

Attachments
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Medicare
Cther
Prepayments

Total

CIGNA Government Services

Audit Response

Exhibit 1
Assets as of
January 1, 2004
per CIGNA Assets as of
Response to January 1, 2004
Draft Audit per Draft Audit
Report Report Difference
10,941,673 11,122,504 (180,831)
2,321,230,784 2,414,865716 (93,634,932)
93,815,763 o] 93,815,763
2,425,988,220 2,425,988,220 0
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CIGNA Government Services
Audit Response
Exhibit 2

Pension Costs
Determined per
Pension Cost CIGNA Response
Actually Charged to Draft Audit

Year to CMS Report Differsnce
1991 468,067 421,690 46,377
1992 498,965 619,677 (120,712)
1993 715,988 660,021 55,967
1994 770,621 766,101 4,520
1995 770,454 914,085 (143,631)
1996 778,545 942,848 (164,303)
1887 706,543 800,530 (93,987)
18988 713,529 188,538 524,991
1998 936,756 597,501 339,255
2000 §75,348 817,554 57,794
2001 1,405,331 903,264 502,067
2002 1,111,214 370,772 740,442
2003 1,266,228 672,261 593,067
2004 1,277,413 937,718 339,695
Total 12,285,002 9,612,560 2,682,442
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if C DEPARTMENT OF HEALTH & HUMAN SERVICES Centers for Medicare & Medicaid Services
i)
.&"’m Office of the Actuary
7500 Security Blvd, N3-01-21
Baltimore, MD 21244-1850
Phone 410-786-6381
FAX: 410-786-1295
E-Mail Eric.Shipley@cms.hhs.gov
MEMORANDUM
To: Jenenne Tambke, Audit Manager, HHS OIG OAS
From: Eric H. Shipley, Senior Pension Actuary g;-}‘—i‘
Date: September 22, 2006

Subject: CIGNA’s Response Citing Testimony in Eastman Kodak (ASBCA No. 51326)

In its response to draft audit reports A-07-05-00189 and A-07-06-00209, CIGNA infers that I
approved or agreed with Mr. McQuade’s position that quarterly interest is an inherent component
of pension cost, regardless of whether the interest was actually incurred. An examination of the
complete record shows that I clearly espoused a different position on this detail of the
computation, which was not the primary issue before the Armed Services Board of Contract
Appeals in Eastman Kodak Company (ASBCA No. 51326, July 24, 2001). The issue before the
ASBCA was whether there was any pension cost to be liquidated when the pension plan was in a
surplus position.

In Appendix I of my Expert Witness Report, April 10, 2000, I clearly applied the prepayment to
the pension cost to be liquidated as of the first day of the plan year, and did not allow any interest
in the computation of the allowable pension cost.

I had previously provided to the Government attorneys a reconciliation of the pension cost
computations done by Mr. Lussier, Kodak’s actuary, Mr. McQuade, Kodak’s expert witness, and
myself. In footnote 1 of that reconciliation, I explained that “[blecause the Prepayment is
available on January 1, the full pension cost is funded as of January 1 and no interest is accrued
on the pension cost.” There were many computational differences between the three of us, but
the significant differences arose from whether there was or was not an pension cost to be
liquidated when the pension plan was in a surplus position, which was the issue being litigated.

During my deposition on May 9, 2000, I was asked: “Do you have any significant disagreement
with Mr. McQuade about — putting aside the question of whether there is costs for CAS
purposes, do you have any serious disagreements with him about the way he’s calculated the
pension costs for Kodak?” To which I answered: “After I got his report, I took his report and my
report, and in fact, I looked at every calculation that Mr. Lussier had done and I did a
reconciliation of all three — columns and numbers. And John and I, other than our




APPENDIX C
Page 2 of 2

Memo to Jenenne Tambke Page 2 of 2
September 22, 2006

interpretation differences, 1 believe are in accord with each other.” [Emphasis added.] There
were many differences between the details of the computations made by Kodak’s actuary, Mr.
McQuade and myself, which were not addressed in the complaint and litigation.

Before considering if the surplus liquidated the pension cost, the pension costs computed by Mr.
Lussier and myself were within 5% of the pension costs computed by Mr. McQuade for the
period 1983 to 1986. Therefore, for purposes of narrowing the issues to be heard by the
ASBCA, the attorneys for the Government and Kodak agreed to accept Mr. Quade’s
computations as representing the pension costs for the period presuming that there was a pension
cost to be liquidated. My expert witness report, which was predicated on the surplus liquidating
the pension cost, explicitly excluded imputed interest on the prepayment credit.

It is noteworthy that the ASBCA found for the Government and the U.S. Court of Appeals
affirmed the decision for the Government (Case No 02-1058, January 16, 2003).






