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Please send us your final management decision, including any action plan, as appropriate, within 
60 days.  If you have any questions or comments about this report, please do not hesitate to call 
me or George M. Reeb, Assistant Inspector General for the Centers for Medicare & Medicaid 
Audits, at (410) 786-7104 or through e-mail at GREEB@oig.hhs.gov.  Please refer to report 
number A-07-03-03028 in all correspondence. 
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Directly Reply to HHS Action Official:   
 
Ms. Judith Berek 
Regional Administrator, Region II 
Centers for Medicare & Medicaid Services 
26 Federal Plaza, 38th Floor 
New York, New York  10278  
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EXECUTIVE SUMMARY 
 
OBJECTIVES   
 
The objectives of our audit were to assess Horizon Blue Cross Blue Shield of New 
Jersey’s (Horizon) compliance with pension requirements pursuant to its Medicare contract and 
to determine the amount of excess assets that should be remitted to the Federal Government as a 
result of the contract termination.  
 
FINDING  
 
Horizon’s Medicare Part A contract was terminated effective July 31, 2000 and its Medicare 
segment was closed on that date. 
 
Federal regulations and the Medicare contracts provide that pension gains that exist when a 
Medicare segment of a pension plan closes are to be credited to the Medicare program. 
 
Excess pension assets existed at the time Horizon terminated its Medicare contract.  Horizon 
maintained two separate pension plans:  the Management plan and the Union plan.  We 
computed excess Medicare pension assets of $1,524,224 in the  Management plan and 
$2,288,280 in the  Union plan.  This resulted in a total of $3,812,504, as of July 31, 2000, that 
should be remitted to the Federal Government, as required by the Medicare contract and the Cost 
Accounting Standards (CAS).   
 
RECOMMENDATION   
 
We recommended that Horizon remit $3,812,504 to the Federal Government for excess Medicare 
pension assets remaining at the termination of its Medicare contract.  
 
AUDITEE’S COMMENTS 
 
Horizon partially agreed with our report.  In its response to our draft report, Horizon stated that 
we used an inconsistent methodology to compute the Government’s share of excess assets.  
Horizon also stated that we used an inequitable segment closing date to value the segment assets.  
Horizon proposed an alternative methodology and segment closing date that resulted in excess 
Medicare pension assets of $3,129,645. 
 
OFFICE OF INSPECTOR GENERAL’S RESPONSE  
 
We do not agree with Horizon’s suggested revisions to the aggregate percentages and the 
contract closing dates for its Management and Union plans.  Our calculations of the aggregate 
Medicare percentage and the use of the July 31, 2000 closing date are in accord with the CAS.   
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INTRODUCTION 
 
BACKGROUND 
 
Horizon administered Medicare Part A operations under a cost reimbursement contract until 
July 31, 2000, when the contract was terminated and Horizon’s Medicare segment was closed.    
 
Since its inception, Medicare has paid a portion of Medicare contractors’ annual contributions to 
their pension plans.  In claiming cost reimbursements, contractors are to follow the principles 
contained in the Federal Acquisition Regulations (FAR, which superseded the Federal 
Procurement Regulations (FPR)), CAS, and the Medicare contracts.  These payments represent 
allowable pension costs under FAR and the earlier FPR.  In 1980, both the FPR and Medicare 
contracts incorporated CAS 412 and 413.1
 
The Centers for Medicare & Medicaid Services (CMS), incorporated segmentation requirements 
into Medicare contracts beginning in fiscal year 1988.  The Medicare contracts define a segment 
and require separate identification of the pension assets for the Medicare segment,2 including the 
methodology for the initial allocation of pension assets to the Medicare segment.  The contract 
further requires that, in accordance with CAS 413, the Medicare segment assets be updated for 
each year after the initial allocation.  
  
OBJECTIVES, SCOPE, AND METHODOLOGY 
 
Objectives 
 
The objectives of our audit were to assess Horizon’s compliance with pension segmentation 
requirements pursuant to its Medicare contract and to determine the amount of excess assets that 
should be remitted to the Federal Government as a result of the contract termination.  
 
Scope 
 
We reviewed Horizon’s identification of the Medicare segment, its computation of the initial 
assets allocated to the Medicare segment, and its update of Medicare assets from January 1, 1986 

                                                           
1 CAS 412 regulates the determination and measurement of the components of pension costs.  It also regulates the 
assignment of pension costs to appropriate accounting periods.  CAS 413 regulates the valuation of pension assets, 
the allocation of pension costs to segments of an organization, the adjustment of pension costs for actuarial gains 
and losses, and the assignment of gains and losses to cost accounting periods. 
 
2 According to the Medicare contracts, 
 

the term “Medicare segment” shall mean any organizational component of the contractor, such as a division, 
department, or other similar subdivision, having a significant degree of responsibility and accountability for the 
Medicare agreement/contract, in which: 

 
1. The majority of the salary dollars is allocated to the Medicare agreement/contract; or 
2. Less than a majority of the salary dollars is allocated to the Medicare agreement/contract, and these salary 

dollars represent 40 percent or more of the total salary dollars allocated to the Medicare 
agreement/contract. 
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to the termination of the contract on July 31, 2000.  We did not review Horizon’s internal control 
structure because it was not relevant to the objectives of our audit. 
 
Methodology 
 
In conducting our review, we used information provided by Horizon’s prior and current 
consulting actuarial firms.  The information included liabilities, normal costs, contributions, 
benefit payments, investment earnings, and administrative expenses.  We examined Horizon’s 
accounting records, pension plan documents, annual actuarial valuation reports, and the 
Department of Labor/Internal Revenue Service Form 5500s.  Using these documents, the CMS 
pension actuarial staff and the Office of Inspector General (OIG) auditors reviewed Horizon’s 
update of Medicare segment assets from January 1, 1986 to July 31, 2000.    
 
We performed audit work at Horizon’s corporate office in Newark, New Jersey, during 
April 2002.  Our audit was performed in accordance with generally accepted government 
auditing standards.  

 
FINDING AND RECOMMENDATION 

 
We found that when Horizon’s Medicare segment was terminated, Medicare’s share of the 
excess pension assets was $3,812,504, which is due to be remitted to the Federal Government.   
 
Because Medicare contracts specifically prohibit any profit (gain) from Medicare activities, 
pension gains which occur when a Medicare segment closes should be credited back to the 
Medicare program.  In addition, FAR addresses dispositions of gains in situations such as 
contract terminations.  When excess or surplus assets revert to a contractor as a result of the 
termination of a defined benefit pension plan, or such assets are constructively received by it for 
any reason, the contractor shall refund or credit the Government an amount equal to its equitable 
share (FAR § 31.205-6(j)(4) and CAS at 9904.413-50(c)(12)).3

                                                           
3 Contract terminations and segment closings are addressed by CAS at 9904.413-50(c)(12) which states:  

 
If a segment is closed, . . . the contractor shall determine the difference between the actuarial accrued 
liability for the segment and the market value of the assets allocated to the segment, irrespective of 
whether or not the pension plan is terminated.  The difference between the market value of the assets and 
the actuarial accrued liability for the segment represents an adjustment of previously determined pension 
costs. 

 
(i) The determination of the actuarial accrued liability shall be made using the accrued benefit cost 
method.  The actuarial assumptions employed shall be consistent with the current and prior long-term 
assumptions used in the measurement of pension costs . . .  

 
(iii) The calculation of the difference between the market value of the assets and the actuarial accrued 
liability shall be made as of the date of the event (e.g. contract termination, plan amendment, plant 
closure) that caused the closing of the segment . . . If such a date is not readily determinable, or if its use 
can result in an inequitable calculation, the contracting parties shall agree on an appropriate date.     
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As of July 31, 2000, Horizon calculated total excess Medicare segment pension assets of 
$4,257,952, composed of $1,861,861 in its Management plan and $2,396,091 in its Union plan.  
We reviewed Horizon’s initial allocation of assets as of January 1, 1986, the update of Medicare 
segment assets to July 31, 2000, and the computation of total excess Medicare segment pension 
assets as of July 31, 2000.  We found Horizon’s computations to be materially accurate. 
 
However, because Horizon’s Medicare segment was not totally devoted to Medicare operations, 
only a portion of the excess segment assets was attributable to Medicare.  To arrive at 
Medicare’s share of the excess assets, we calculated the segments’ aggregate Medicare 
percentages and applied them to the segments’ total excess assets.  We computed the segments’ 
aggregate Medicare percentages as the ratio of the segments’ pension costs claimed for Medicare 
reimbursement to the segments’ total pension costs.  The resulting aggregate Medicare 
percentages were 81.8656 for the Management plan and 95.5006 for the Union plan.  (See 
Appendix A.)  
 
By applying Medicare percentages to the excess assets, we determined that Horizon’s 
Management plan had excess assets attributable to Medicare of $1,524,224 and that the Union 
plan had excess assets attributable to Medicare of  $2,288,280.  The sum of these 
amounts―$3,812,504―should be remitted to the Federal Government.   
 
 

 
 
Plan 
 

Excess Assets  
as of  

July 31, 2000 (A)

 
Aggregate Medicare 

Percentage (B)

Excess Assets 
Attributable to Medicare 

(A x B) 
 

    
Management $1,861,861 81.8656% $1,524,224 
Union $2,396,091 95.5006% $2,288,280
Total   $3,812,504 

 
RECOMMENDATION  
 
We recommend that Horizon remit $3,812,504 to the Federal Government, which we calculated 
to be the excess Medicare pension assets as of the termination of its Medicare contract on  
July 31, 2000. 
 
AUDITEE’S COMMENTS  
 
Horizon’s comments are summarized in the following paragraphs and presented in their entirety 
at Appendix B.   
 
Horizon disagreed with our use of years with no reimbursable costs in the computation of the 
aggregate Medicare percentage for both the Management and Union plans.  Horizon stated that 
this practice is inconsistent and increases the Government share of the excess (surplus) pension 
assets.  
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Horizon proposed an aggregate Medicare percentage of 76.2132 (based on 3 years’ data) for the 
Management plan and 94.5955 (based on only 1 year’s data) for the Union plan.  Using those 
percentages, Horizon computed excess pension assets of $1,418,984 for its Management plan 
and $2,266,594 for its Union plan.  
 
Horizon also disagreed with the use of July 31, 2000 as the contract closing date and stated: 
 

Note, however, that the pension plan surplus values in the Draft Report are based on the 
market value of the surplus as of the contract termination date, July 31, 2000.  The use of 
this date will “result in an inequitable calculation.”  CAS 9904.413-50(c)(12)(iii).  The 
most recent market value available for the pension plan assets should be used to produce 
an equitable result.  Horizon has previously provided CMS and the Government’s 
auditors with a legal memorandum presenting this position.  The most recent date for 
which the market value of the pension plan assets is available is June 30, 2003.  
Calculated as of this date, the Government’s share of the surplus is $3,129,645. 

 
OIG’S RESPONSE 
 
Our comments are summarized in the following paragraphs.  The CMS Office of the Actuary’s 
comments on Horizon’s response are presented in their entirety in Appendix C.  
 
We do not agree with Horizon’s suggested revisions to the aggregate Medicare percentages and 
the contract closing dates for its Management and Union plans.  Horizon has not presented any 
arguments that would cause us to reconsider our findings.   
 
Our calculations of the aggregate Medicare percentages are consistent with the requirements of 
CAS and therefore accurately identify the Government’s share of the excess pension assets.  We 
requested segmented salary or pension cost data for the years 1986 through 2000 from Horizon, 
which would have provided for more accurate calculations of the aggregate percentages.  
However, Horizon was only able to provide cost data for the years 1994 through 2000.  
 
Horizon’s methodology to compute the aggregate Medicare percentage for the Management plan 
was to use only those years during the period 1994 through 2000 when it actually claimed 
pension costs--that is, 1994 through 1996.  It should be noted that these years represent the 
3 lowest years in terms of direct Medicare percentages.  Also, since Horizon did not claim any 
pension costs for the Union plan for any year covered by the review, it chose 1994 as the lone 
year on which to base the computation of the aggregate Medicare percentage.  Again, the data 
selected by Horizon are from the year with the lowest direct Medicare percentage for the Union 
plan.  
 
CAS 9904.413-50(c)(7) states that: 
 

After the initial allocation of assets, the contractor shall maintain a record of the portion 
of subsequent contributions, permitted unfunded accruals, income, benefit payments, and 
expenses attributable to the segment and paid from the assets of the pension plan.  
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Further, CAS 9904.413-50(c)(8) states that: 
 

If assets and liabilities are transferred, the amount of assets transferred shall be equal to 
the actuarial accrued liabilities, determined using the accrued benefit cost method, 
transferred.   

 
The transactions of a pension plan, such as investment income and losses, benefit payments, and 
participant transfers between segments, occur even if a contractor does not claim pension costs.  
Horizon’s proposal to use only the years that pension costs were claimed for the Management 
plan, and a single year of data for the Union plan, does not accurately reflect the transactions of 
the plans for the period covered by this review.  By only including the percentages for the years 
with reimbursable costs, Horizon is not consistently applying the CAS requirements to its 
calculation.  In our opinion, Horizon’s methodology does not accurately calculate the 
Government’s share of the excess pension assets.  
 
Our methodology has consistently been to use segment salary or cost data for the period of the 
review to determine the aggregate Medicare percentage.  CAS 9904.413-50(c)(12)(vi) states that: 
 

The Government’s share of the adjustment amount determined for a segment shall be the 
product of the adjustment amount and a fraction . . .  The numerator of such fraction shall 
be the sum of the pension plan costs allocated to all contracts and subcontracts (including 
Foreign Military Sales) subject to this Standard during a period of years representative 
of the Government's participation in the pension plan.  The denominator of such 
fraction shall be the total pension costs assigned to cost accounting periods during those 
same years.  (Emphasis added.)  

 
To be in compliance with CAS, we used all of the segmented data made available by Horizon 
(1994 through 2000) to develop our aggregate percentage.  We believe our methodology more 
accurately reflects the update of segment assets for the years covered by this review and the 
portion of the assets that are attributable to Medicare as of the contract closing date.  We 
therefore maintain that the segment assets attributable to Medicare as of July 31, 2000 were 
$1,524,224 from Horizon’s Management plan and $2,288,280 from its Union plan.  
 
We also disagree with Horizon’s claim that the use of the July 31, 2000 closing date is not in 
compliance with CAS because it creates an inequitable outcome.  Horizon’s Medicare operations 
ended as of July 31, 2000.  We have in the past allowed contractors the option of using plan year 
data immediately following the contract closing date if no data were readily available as of the 
closing date, and if requested by the contractors to avoid the burden of incurring the additional 
cost of computing the data as of the closing date.  However, Horizon initially agreed to July 31, 
2000 as the settlement date and was able to supply asset update and valuation data as of that date.  
 
Also, Horizon incorrectly asserted that CAS 413-50(c)(12)(iii) requires the Government to 
recognize factors beyond the accounting period in which the accounting event occurred.  In our 
opinion, this provision was designed to protect both the contractor and the Government from 
inequitable outcomes due to short-term market anomalies that might occur around the contract 
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closing date.  It was not designed to require the Government to consider market values 3 years 
after the contract closing date that would result in an inequitable outcome to itself.  
 
CAS does not require the Government to consider what is solely in the best interest of a 
contractor.  On the contrary, CAS requires the Government to determine an outcome that is 
equitable for both parties.  In our opinion, the most equitable outcome occurs when a contractor 
ceases its Medicare operations, or if necessary and reasonable, on some date closely associated to 
that time such as the next plan year.  For Horizon, that date is July 31, 2000.  
   
We believe the use of July 31, 2000 is in compliance with CAS and therefore results in an 
equitable calculation.  Therefore, our position has not changed and we recommend that Horizon 
remit the $3,812,504 in excess Medicare pension assets as of July 31, 2000 to the Federal 
Government.  
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APPENDIX A 
Page 1 of 2 

 
Statement of Medicare Aggregate Percentages:  Management Plan 

January 1, 1986 to July 31, 2000 
 
 
 

 
 
 

Year 

  
Total Medicare 

Segment Pension 
Costs 

 
Pension Costs Claimed 

for Medicare 
Reimbursement 

  
 

Aggregate 
Percentage 

1994 1,2T  $174,870 $128,673  73.5821%
   1995          204,942 160,590        78.3588  
   1996  183,530 140,765        76.6986 
   1997  191,090 161,595        84.5649 
   1998  197,734 170,472        86.2128 
   1999  194,637 176,073        90.4622 
   2000  155,828 128,239        82.2952 

  
$1,302,631 $1,066,407

 
81.8656%

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
_____________________________ 
 
1 Horizon was unable to provide segregated cost data for its pension plans for the years prior to 1994. 

 
2 For the years 1994 through 2000, we obtained segregated pension expense from data supplied by Horizon. 
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Statement of Medicare Aggregate Percentages:  Union Plan 

January 1, 1986 to July 31, 2000 
 
 

 
 

 
 
 

Year 

  
Total Medicare 

Segment Pension 
Costs 

  
Pension Costs Claimed 

for Medicare 
Reimbursement 

  
 

Aggregate 
Percentage 

19941,2  $17,060 $16,138  94.5955%
  1995  32,377 30,923          95.5092     
  1996  8,897 8,539          95.9762 
  1997  5,927 5,757          97.1318 
  1998  636 620          97.4843 
  19993  0 0                     0 
  20003  0 0                     0 

  
$64,897 $61,977

 
95.5006%

 
 
  
 
 
 

                                                 
1 Horizon was unable to provide segregated cost data for its pension plans for the years prior to 1994. 

 
2 For the years 1994 through 2000, we obtained segregated pension expense from data supplied by Horizon. 
 

3 For the years 1999 and 2000, Horizon did not allocate pension expense to the Union plan. 
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