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Regarding whether additional benefits were properly valued, we focused our review on the 
additional drug benefit. Our analysis showed that the additional drug benefit estimated in 
PacifiCare's CY 2000 ACRP was properly valued, and Medicare members received value in 
excess of the co-payments required.  PacifiCare provided drugs to Medicare members at 
reduced rates by taking advantage of discounts negotiated with independent pharmacies that 
dispensed the drugs. Our review of 1998 base year costs reported in the CY 2000 ACRP 
showed that costs for the additional drug benefit were also reduced by the pharmacy 
discounts received. 

However, PacifiCare could not provide a complete copy of one of the pharmacy contracts 
we requested for review. 

PacifiCare reviewed the draft report and agreed with our audit results and stated that it 
(1) revised the ACRP preparation and pricing methodology to ensure that only additional 
benefits available to Medicare beneficiaries are included in the ACRP; (2) examines the 
accounting system and supporting documentation annually to ensure that appropriate detail 
data is available for all material Medicare benefits; and (3) monitors the controls for 
maintaining copies of all provider contracts. 

Any questions or comments on any aspect of this memorandum are welcome. Please 
address them to George M. Reeb, Assistant Inspector General for Health Care Financing 
Audits, at (410) 786-7104 or Gordon L. Sato, Regional Inspector General for Audit 
Services, Region VI, (214) 767-9206. 
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Regarding whether additional benefits were properly valued, we focused our review on the 
additional drug benefit. Our analysis showed that the additional drug benefit estimated in 
PacifiCare's CY 2000 ACRP was properly valued, and Medicare members received value in 
excess of the co-payments required.  PacifiCare provided drugs to Medicare members at 
reduced rates by taking advantage of discounts negotiated with independent pharmacies that 
dispensed the drugs. Our review of 1998 base year costs reported in the CY 2000 ACRP 
showed that costs for the additional drug benefit were also reduced by the pharmacy 
discounts received. 

However, PacifiCare could not provide a complete copy of one of the pharmacy contracts 
we requested for review. 

We are recommending that PacifiCare: 

• 	 evaluate its cost projection methodology to ensure that only additional benefits 
available to Medicare members are included in the ACRP; 

• 	 maintain an accounting system and supporting documentation for the costs 
associated with the additional benefits offered to Medicare members for all cost 
categories included in the ACRP; and 

• ensure a copy of all pharmacy contracts is maintained. 

PacifiCare reviewed the draft report and agreed with our recommendations and stated that it: 
(1) revised the ACRP preparation and pricing methodology to ensure that only additional 
benefits available to Medicare beneficiaries are included in the ACRP; (2) examines the 
accounting system and supporting documentation annually to ensure that appropriate detail 
data is available for all material Medicare benefits; and (3) monitors the controls for 
maintaining copies of all provider contracts. The complete text of PacifiCare’s response is 
presented as APPENDIX A to this report. 

INTRODUCTION 


BACKGROUND 

PacifiCare received payments totaling $183,166,797 for an average of about 74,000 
members from the Centers for Medicare & Medicaid Services (CMS) for the San Antonio, 
Texas plan under Medicare+Choice contract number H-4590 for CY 2000. The Medicare 
ACRP process is designed for Medicare+Choice organizations (M+COs) to present to CMS 
their estimates of the funds needed to cover the medical and administrative costs of 
providing the Medicare package of covered services. The ACRP process also includes 
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providing estimates of additional benefits (e.g., drugs and eyeglasses) the M+CO plans to 
offer its Medicare enrollees. 

An M+CO must complete a separate ACRP for each coordinated care or private fee-for-
service plan offered to Medicare beneficiaries. To compute the adjusted community rate 
(ACR), the M+CO must calculate an initial rate that represents the average commercial 
(non-Medicare) premium that the M+CO would charge its general non-Medicare-eligible 
population for the benefits covered under its plan. The M+CO should also calculate a 
separate initial rate, using the same approach, for each optional supplemental benefit it 
offers in conjunction with a plan. This initial rate is then adjusted by various factors 
described in the regulations, including the relative costs to Medicare beneficiaries, to 
establish an appropriate payment rate that reflects the characteristics of the Medicare 
population. The M+CO must submit the ACRP on worksheets CMS provides and must 
supply additional supporting schedules. 

Additional benefits include health care services not covered by traditional Medicare as well 
as reductions in premiums or cost sharing for Medicare-covered services. Additional 
benefits are specified by the M+COs and are offered to Medicare beneficiaries at no 
additional premiums. Those benefits must be at least equal in value to the adjusted excess 
amount calculated in the ACRP. An excess amount is created when the average payment 
rate (estimated monthly capitation payment to be received from CMS) exceeds the ACR (as 
reduced by the actuarial value of co-insurance, co-payments, and deductibles under Parts A 
and B of Medicare). If there is an adjusted excess amount for the plan it offers, the M+CO 
must provide additional benefits not covered by Medicare and/or reduce charges otherwise 
allowed for Medicare-covered services. The M+CO must provide these benefits uniformly 
to all Medicare beneficiaries enrolled in the plan. 

OBJECTIVES, SCOPE, AND METHODOLOGY 

The objectives of our review were to assess whether: 

• 	 additional benefits estimated in the ACRP were available to Medicare beneficiaries 
in accordance with PacifiCare’s marketing materials; 

• 	 estimated costs in the ACRP for the additional benefits were reasonable when 
compared to costs actually incurred; and 

• 	 additional benefits offered were properly valued, and Medicare beneficiaries enrolled 
in the plan received value in excess of the co-payments required to obtain the 
benefits. 

Prescription drugs comprised about 87 percent of PacifiCare’s base year costs for additional 
benefits; therefore, we focused our in-depth analysis on prescription drugs. To accomplish 
our objective, we reviewed: 
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• 	 PacifiCare’s CY 2000 ACRP submission and compared it with PacifiCare’s 
(1) Beneficiary Information Form (BIF) Data Report (currently referred to as the 
plan benefit package) that was submitted with the ACRP, and (2) marketing 
materials to ensure consistency of the dollar limits and co-payments. 

• 	 PacifiCare’s CY 2000 “Outpatient Drug Formulary” of generic and brand name 
medications. 

• 	 the CY 2000 actual costs for additional benefits and compared these costs with the 
estimated amount for these benefits in the ACRP. 

• 	 a sample of 50 prescription drug claims judgmentally selected from the June 2000 
Medicare claims file provided by PacifiCare. We picked claims from the top generic 
and brand name drugs published in the 2000 edition of the Red Book, a drug pricing 
publication used by the pharmaceutical industry.  We (1) verified the claims were 
paid in accordance with the terms of pharmacy agreements; (2) confirmed the claims 
were for Medicare members; (3) traced claims to source documents; (4) verified the 
correct co-payment was charged; (5) compared prices with the average wholesale 
prices (AWPs) published in the Red Book; (6) compared pricing to 2,723 commercial 
drug claims identified in the June 2000 commercial claim file for 46 of the 50 drugs 
sampled; and (7) reviewed annual drug claim histories for the 47 members in our 
sample of 50 claims to determine if the calculation of the annual brand name drug 
limit was computed correctly. 

• 	 the June 2000 Medicare drug claims file and identified 859 claims for 9 Medicare-
covered drugs. We selected a sample of seven claims for three of the nine drugs to 
verify that the drugs were not applied to the annual brand name limit. 

• drug benefit contracts to identify the pricing agreements. 

• the contract for the additional vision benefit. 

• the contract for discounted hearing aid prices. 

• 	 PacifiCare’s 1998 base year financial data, which was used to project the CY 2000 
ACRP. 

We did not audit PacifiCare’s ACRP or its financial records, nor did we conduct a review of 
the plan’s internal controls, because these steps were not considered necessary to achieve 
our objectives. Our review was conducted in accordance with generally accepted 
government auditing standards. Our fieldwork was performed at PacifiCare in San Antonio, 
Texas and at the OIG/OAS Austin field office during the period July 2001 through March 
2002. 
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RESULTS OF REVIEW 


Our review showed that the additional benefits estimated in PacifiCare's CY 2000 ACRP 
were: 

• 	 available to Medicare beneficiaries at the levels and co-payments priced in the 
ACRP, except for additional chiropractic care services with an estimated cost of 
$107,355. 

• 	 reasonably priced compared to the cost actually incurred for CY 2000, except for 
hearing services with an estimated cost of $455,185. We could not determine if this 
estimate was reasonable because PacifiCare could not identify the actual cost 
associated with the additional hearing services. 

• 	 properly valued, and Medicare members received value in excess of the co-payments 
required. 

Regarding whether additional benefits were properly valued, we focused our review on the 
additional drug benefit. Our examination of 50 drug claims showed that PacifiCare 
provided drugs to Medicare members at reduced rates by taking advantage of discounts 
negotiated with independent pharmacies that dispensed the drugs. The drug claims tested 
were (1) paid in accordance with pharmacy agreements, although PacifiCare could not 
provide a complete copy of one of the pharmacy contracts we requested for review; (2) for 
Medicare members enrolled in the plan; (3) supported by source documentation; 
(4) showing the correct (or lower) co-payment; (5) reasonable; and (6) lower, or not 
materially higher, than commercial claims for the same drug. The annual drug claim 
histories for our sample showed that the correct amounts, including the pharmacy discounts, 
were applied to the members' annual brand name prescription drug limit. These discounts 
were properly applied to the base year costs as well. 

Additional Benefits Estimated PacifiCare’s additional benefits submitted with its CY 
in CY 2000 ACRP and 2000 ACRP included outpatient prescription drugs, 
Available to Medicare vision, dental, hearing, chiropractic, and preventive 

Members 	 services. PacifiCare’s BIF Data Report and marketing 
materials showed additional benefits at the levels and co-

payments priced in the ACRP, except for the chiropractic care additional benefit. PacifiCare 
estimated $107,355 for additional chiropractic services that were not offered to its members. 
No additional chiropractic services were listed in the BIF Data Report or PacifiCare’s 
marketing materials. PacifiCare’s marketing materials only offered limited chiropractic care 
coverage in accordance with Medicare guidelines, and stated that routine chiropractic 
services were not covered. 
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Because prescription drugs comprised about 87 percent of base year costs for additional 
benefits, we focused our in-depth analysis on prescription drugs. The drug co-payment 
amounts listed in the BIF agreed with PacifiCare’s marketing materials. PacifiCare’s 
prescription drug benefit included an annual limit per enrollee of $1,500 for brand name 
drugs and no limit on the amount for generic drugs. Listed below is a schedule of the co-
payments required: 

Type of Drug Retail Pharmacy 
(30-day supply) 

Mail Order Pharmacy 
(90-day supply) 

Brand Name $15 $45 

Generic $5 $15 

We reviewed PacifiCare’s CY 2000 ‘Outpatient Drug Formulary’ that lists the generic and 
brand name medications available through PacifiCare’s prescription drug benefit plan. It 
included a number of brand name and generic drugs that were covered and it provided 
alternatives for excluded drugs. The January 2000 formulary listed 270 brand name drugs, 
along with their generic equivalents, and an additional 301 generic drugs. The formulary 
also listed 561 drugs that were not covered. Members can obtain non-covered drugs with a 
physician’s approval. 

Estimated Versus Actual The estimated additional benefit cost of $107,355 for 
Costs for chiropractic care was not reasonable because PacifiCare 

Additional Benefits did not cover additional chiropractic services beyond what 
was covered by Medicare. PacifiCare offered limited 

chiropractic services that were in accordance with Medicare guidelines. 

We could not determine whether estimated additional benefit costs of $455,185 for hearing 
services were reasonable compared to actual CY 2000 costs. PacifiCare estimated $433,714 
for hearing exams and $21,471 for hearing aids. However, PacifiCare's accounting system 
did not track additional benefit costs for the hearing services separately. PacifiCare included 
the cost for additional hearing services under the health care professional cost category. 
This cost category did not separate the cost for hearing services, or whether the cost was for 
Medicare-covered services or additional benefits. 

Estimated additional benefit costs for the prescription drug benefit were reasonable 
compared to actual prescription drug costs for CY 2000. Our review showed that PacifiCare 
expended $4.98 per member per month (PMPM) more than the estimated drug cost reported 
in the CY 2000 ACRP. 

Estimated additional benefit costs for vision services were reasonable compared to actual 
costs for CY 2000. Our review showed that PacifiCare overestimated the vision costs by 
$.11 PMPM. PacifiCare did not provide the actual vision co-payment amount. Therefore, 
we used the estimated co-payment in the CY 2000 ACRP in calculating the actual costs. 
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Additional Benefits Value 	 Our review of whether the additional benefits were 
properly valued focused on the additional drug benefit. 
Our analysis showed that the drug benefit was properly 

valued and that Medicare members received value in excess of the co-payments required. 
The results of our review of PacifiCare’s drug pricing terms and the 50 drug claims we 
examined are detailed below. 

PacifiCare’s Drug Pricing Terms 

PacifiCare contracted with PacifiCare Pharmacy Centers, Inc. (PPC) to administer 
PacifiCare's pharmacy benefit program. The PPC is a corporation doing business as 
Prescription Solutions. According to the contract, the relationship between the parties is one 
of independent parties. The contract required PPC to establish and maintain a network of 
pharmacies to service the pharmacy benefit program.  It also required PPC to enter into 
rebate agreements on behalf of PacifiCare with drug manufacturers, which have products on 
the drug formulary. The PPC was required to collect all rebates and disburse them to 
PacifiCare. The PPC was also responsible for handling drug mail orders directly for both 
Medicare and commercial members. The rate paid for the mail order brand and generic 
drugs was AWP less 20 percent, plus a dispensing fee. 

The PPC contracted with pharmacies to handle the non-mail orders. The PPC contracted 
with 16 chain pharmacies, 8 Pharmacy Services Administration Organizations, and 2 
independent pharmacies for the San Antonio plan. The following pricing terms were in 
effect for CY 2000: 

Brand Name Drug Generic Drug 

Lesser of: 

• Pharmacy's "usual and 
customary" price, or 

• AWP less 15 percent plus a 
dispensing fee of $2.00 

Lesser of: 

• Pharmacy's "usual and 
customary" price, 

• AWP less 15 percent plus a 
dispensing fee of $2.00, or 

• Maximum Allowable Cost plus 
a dispensing fee of $2.00 

Of the seven pharmacy contracts requested for review, PacifiCare could not provide the 
complete contract for one pharmacy. PacifiCare only provided the amended Exhibit D that 
contained the pricing terms. Prescription Solutions and the pharmacy itself were unable to 
locate the pharmacy agreement. 
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Sample Review Results 

Our review of 50 drug claims showed that PacifiCare paid drug prices in accordance with 
the contracted pricing agreements and were made for Medicare members enrolled in the 
plan. The claims were supported by source documentation that confirmed the correct (or 
lower) co-payment was charged to the member. In addition, the prices paid were reasonable 
in comparison to the AWPs for the same drugs listed in the 2000 edition of the Red Book, 
taking into consideration the discounts listed in the pharmacy contracts. Our review of 
commercial claims for the drugs in our claim sample did not disclose any instances in which 
commercial claims were materially lower than Medicare claims for the same drug. 

The annual drug claim histories for the members in our sample showed that the correct 
amounts, including the pharmacy discounts, were applied to the members' annual brand 
name prescription drug limit. In addition, our testing did not disclose any instance in which 
Medicare-covered drugs were charged against the annual limit. 

CONCLUSION AND RECOMMENDATIONS 


Our review showed that the additional benefits estimated in PacifiCare's CY 2000 ACRP 
were available to Medicare beneficiaries at the levels and co-payments priced in the ACRP, 
except for additional chiropractic care services. PacifiCare estimated $107,355 for 
additional chiropractic services that were not supported or offered to its members. This 
estimated cost should have been excluded from the ACRP. 

Our review of other estimates for additional benefits showed they were reasonable compared 
to the cost actually incurred for CY 2000, except for the cost estimate for hearing services 
totaling $455,185. We could not determine the reasonableness of this estimate. PacifiCare 
could not identify the actual cost associated with additional hearing services, including 
hearing exams and aids, because it was co-mingled with other costs in PacifiCare’s 
accounting records. 

Regarding whether additional benefits were properly valued, we focused our review on the 
additional drug benefit. Our review showed that the additional drug benefit estimated in 
PacifiCare's CY 2000 ACRP was properly valued, and Medicare members received value in 
excess of the co-payments required.  PacifiCare provided drugs to Medicare members at 
reduced rates by taking advantage of discounts negotiated with independent pharmacies that 
dispensed the drugs. These reduced rates were properly applied to the base year costs as 
well. However, PacifiCare could not provide a complete copy of one of the pharmacy 
contracts we requested for review. 
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