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We recommend that Blue Shield work with CMS to determine how much of the $4.5 million 
increase for fee-for-service costs was used in a manner consistent with BIPA requirements.  Any 
funds not used in a manner consistent with BIPA requirements should be refunded to CMS or, as 
an alternative, deposited in a benefit stabilization fund for use in future years.  We also 
recommend that Blue Shield ensure that estimated costs in future proposals are properly 
supported. 
 
In its written comments on our draft report, Blue Shield disagreed with our finding of  
$4.5 million in unsupported estimates for fee-for-service costs.  Blue Shield officials believed 
that they provided adequate documentation during our audit to support these estimates.  Further, 
they stated that the $4.5 million was based on their best judgment and conservative assumptions 
about fee-for-service cost trends.  
 
Our recommendation regarding the $4.5 million was based on Blue Shield’s inability to 
document whether the additional capitation payments were used in a manner consistent with 
BIPA requirements, as detailed in Blue Shield’s cover letter transmitting its revised proposal.  In 
addition, Blue Shield did not adequately support the modifications to its 2001 proposal.  Even 
though Blue Shield stated that it used its best judgment and conservative assumptions, it could 
not support the fee-for-service cost trend applied to each of its seven plans.  The adjusted 
increases were based not on actual trends but on unsupportable estimates.     
 
If you have any questions or comments about this report, please do not hesitate to call me, or 
have your staff call George M. Reeb, Assistant Inspector General for the Centers for Medicare  
& Medicaid Audits, at (410) 786-7104 or Lori A. Ahlstrand, Regional Inspector General for 
Audit Services, at (415) 437-8360.  Please refer to report number A-09-03-00051 in all 
correspondence. 
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The mission of the Office of Inspector General (OIG), as mandated by Public Law 95-452, as 
amended, is to protect the integrity of the Department of Health and Human Services (HHS) 
programs, as well as the health and welfare of beneficiaries served by those programs. This 
statutory mission is carried out through a nationwide network of audits, investigations, and 
inspections conducted by the following operating components: 
 
Office of Audit Services 
 
The OIG's Office of Audit Services (OAS) provides all auditing services for HHS, either by 
conducting audits with its own audit resources or by overseeing audit work done by others.  
Audits examine the performance of HHS programs and/or its grantees and contractors in 
carrying out their respective responsibilities and are intended to provide independent 
assessments of HHS programs and operations in order to reduce waste, abuse, and 
mismanagement and to promote economy and efficiency throughout the department. 
 
Office of Evaluation and Inspections 
 
The OIG's Office of Evaluation and Inspections (OEI) conducts short-term management and 
program evaluations (called inspections) that focus on issues of concern to the department, 
the Congress, and the public. The findings and recommendations contained in the inspections 
reports generate rapid, accurate, and up-to-date information on the efficiency, vulnerability, 
and effectiveness of departmental programs. The OEI also oversees State Medicaid fraud 
control units, which investigate and prosecute fraud and patient abuse in the Medicaid 
program. 
 
Office of Investigations 
 
The OIG's Office of Investigations (OI) conducts criminal, civil, and administrative 
investigations of allegations of wrongdoing in HHS programs or to HHS beneficiaries and 
unjust enrichment by providers.  The investigative efforts of OI lead to criminal convictions, 
administrative sanctions, or civil monetary penalties. 
 
Office of Counsel to the Inspector General 
 
The Office of Counsel to the Inspector General (OCIG) provides general legal services to 
OIG, rendering advice and opinions on HHS programs and operations and providing all legal 
support in OIG’s internal operations.  The OCIG imposes program exclusions and civil 
monetary penalties on health care providers and litigates those actions within the department. 
 The OCIG also represents OIG in the global settlement of cases arising under the Civil False 
Claims Act, develops and monitors corporate integrity agreements, develops model 
compliance plans, renders advisory opinions on OIG sanctions to the health care community, 
and issues fraud alerts and other industry guidance. 





 
EXECUTIVE SUMMARY 

 
BACKGROUND 
 
Under Part C (Medicare+Choice) of the Medicare program, Medicare+Choice organizations 
(MCO) are responsible for providing all Medicare-covered services, except hospice care, in 
return for a predetermined capitated payment.  The Benefits Improvement and Protection Act 
(BIPA) of 2000 provided an estimated $11 billion in increased capitation payments to MCOs 
effective March 1, 2001.   
 
BIPA required MCOs with plans for which payment rates increased to submit a revised adjusted 
community rate proposal (proposal) to show how they would use the increase during 2001.  Blue 
Shield of California (Blue Shield) submitted a revised proposal that reflected an increase in 
Medicare capitation payments of about $17 million for contract year 2001.  
 
OBJECTIVES 
 
Our objectives were to determine whether Blue Shield (1) used the additional capitation 
payments in a manner consistent with BIPA requirements and (2) supported the modifications to 
the 2001 proposal.   
  
SUMMARY OF FINDINGS 
 
According to section 604(c) of BIPA, MCOs were required to use the additional amounts to 
reduce beneficiary premiums or cost-sharing, enhance benefits, contribute to a stabilization fund 
for benefits in future years, or stabilize or enhance beneficiary access to providers.  In addition, 
Centers for Medicare & Medicaid Services (CMS) instructions required MCOs to support 
proposal revisions. 
 
Of the $17 million capitation payment increase in Blue Shield’s revised proposal, $12.5 million 
was used in a manner consistent with BIPA requirements and was properly supported.  However, 
Blue Shield could not document, nor could we determine, how much of the remaining  
$4.5 million increase for fee-for-service costs was used in a manner consistent with BIPA 
requirements.  Also, Blue Shield could not support the estimated $4.5 million increase for fee-
for-service costs in its revised proposal.   
 
RECOMMENDATIONS 
 
We recommend that Blue Shield work with CMS to determine how much of the $4.5 million 
increase for fee-for-service costs was used in a manner consistent with BIPA requirements.  Any 
funds not used in a manner consistent with BIPA requirements should be refunded to CMS or, as 
an alternative, deposited in a benefit stabilization fund for use in future years.  We also 
recommend that Blue Shield ensure that estimated costs in future proposals are properly 
supported. 
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BLUE SHIELD COMMENTS 
 
Blue Shield disagreed with our finding of $4.5 million in unsupported estimates for fee-for-
service costs.  Blue Shield officials believed that they provided adequate documentation during 
our audit to support these estimates.  Further, they stated that the $4.5 million was based on their 
best judgment and conservative assumptions about fee-for-service cost trends.  
 
Blue Shield’s comments on our draft report are included as an Appendix to this report.  We 
excluded the last three pages of Blue Shield’s response from the Appendix because they 
contained proprietary data.  
 
OFFICE OF INSPECTOR GENERAL RESPONSE 
 
Our recommendation regarding the $4.5 million was based on Blue Shield’s inability to 
document whether the additional capitation payments were used in a manner consistent with 
BIPA requirements, as detailed in Blue Shield’s cover letter transmitting its revised proposal.  
 
In addition, we found that Blue Shield did not adequately support the modifications to the 2001 
proposal.  Even though Blue Shield stated that it used its best judgment and conservative 
assumptions, it could not support the fee-for-service cost trend applied to each of its seven plans.  
Our audit disclosed that the adjusted increases were based not on actual trends but on 
unsupportable estimates.     
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INTRODUCTION 

  
BACKGROUND 
  
Medicare+Choice 
 
Under Title XVIII of the Social Security Act, the Medicare program provides health insurance to 
Americans aged 65 and over, those who have permanent kidney failure, and certain people with 
disabilities.  CMS administers the Medicare program.  
 
The Balanced Budget Act of 1997 (Public Law 105-33) established Part C (Medicare+Choice) of 
the Medicare program, which offers Medicare beneficiaries a variety of health delivery models, 
including MCOs, such as health maintenance organizations; preferred provider organizations; 
and provider-sponsored organizations.  MCOs are responsible for providing all Medicare-
covered services, except hospice care, in return for a predetermined capitated payment.   
  
Proposal Requirements 
 
Medicare regulations require each MCO participating in the Medicare+Choice program to 
complete, for each plan, an annual proposal that contains specific information about benefits and 
cost sharing.  The MCO must submit the proposal to CMS before the beginning of each contract 
period.  CMS uses the proposal to determine if the estimated capitation paid to the MCO exceeds 
what the MCO would charge in the commercial market for Medicare-covered services, adjusted 
for the utilization patterns of the Medicare population.  MCOs must use any excess as prescribed 
by law, including offering additional benefits, reducing members’ premiums, accepting a 
capitation payment reduction for the excess amount, or depositing funds in a stabilization fund 
administered by CMS.  The proposal process was designed to ensure that Medicare beneficiaries 
are not overcharged for the benefit package being offered. 
 
BIPA Requirements   
 
BIPA provided for an additional $11 billion in capitation payments to MCOs effective  
March 1, 2001.  MCOs with plans whose payment rates increased under BIPA were required by 
BIPA to submit revised proposals by January 18, 2001 to show how they would use the increase 
during contract year 2001.  CMS instructions for the revised proposals required MCOs to  
(1) submit cover letters summarizing how they would use the increased payments and (2) support 
entries that changed from the original (pre-BIPA) filing.   
 
Blue Shield submitted the required proposal under contract number H0504 for each of its seven 
plans. 
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OBJECTIVES, SCOPE, AND METHODOLOGY 
 
Objectives 
 
Our objectives were to determine whether Blue Shield (1) used the additional capitation 
payments in a manner consistent with BIPA requirements and (2) supported the modifications to 
the 2001 proposal. 
 
Scope 
 
Blue Shield submitted a revised proposal under contract number H0504 for each of its seven 
plans.  However, Blue Shield did not properly compute the average payment rates for the seven 
plans.  At our request, Blue Shield recalculated the average payment rates and modified its 
revised proposals to comply with CMS’s instructions.  Accordingly, we reviewed the 
recalculated payment rates and the modifications to the revised proposal. 
   
Based on Blue Shield’s modifications to the revised proposal, we determined that its Medicare 
capitation payments increased by about $17 million for contract year 2001.  The modifications to 
the revised proposal increased direct medical care cost estimates by $19.2 million and decreased 
additional revenue estimates by $2.2 million.   
 
Blue Shield proposed to use the additional funds to cover increased provider payments for 
network enhancement and stabilization.  Therefore, we focused our work on the provider 
payment increases included in the direct medical care cost projections.  
 
Our objectives did not require us to review the internal control structure of Blue Shield.  We 
conducted audit work from June 2003 through May 2004, which included visits to Blue Shield’s 
office in Woodland Hills, CA.  
 
Methodology 
 
To accomplish our objectives, we: 
 

• reviewed applicable Federal laws and regulations 
 

• reviewed the cover letter Blue Shield submitted with its revised proposal, in which it 
stated how it would use the additional funds in the contract year 

 
• compared the initial proposal with the revised proposal to determine the modifications 

 
• reviewed support for changes in membership projections indicated in the revised proposal  

 
• reviewed the supporting documentation for the revised average payment rates using the 

new payment rates   
 

• reviewed support for the seven plans’ revised direct medical care cost projections  
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• reviewed selected Blue Shield contracts to verify that payment terms for selected 
providers were renegotiated  

 
• reviewed Blue Shield’s contract terms for selected providers to verify that payments 

made were based on a percentage of CMS’s capitation payment 
 

• recalculated Blue Shield’s provider payment projections using its methodology 
 

• verified the mathematical accuracy of the revised seven plans’ direct medical care cost 
projections 

 
• verified whether provider payment increases were used in a manner consistent with BIPA 

requirements  
 

• interviewed Blue Shield officials 
 

• calculated the increase in 2001 Medicare capitation payments using Blue Shield’s actual 
membership, which we reconciled with data obtained from CMS 

 
We performed our audit in accordance with generally accepted government auditing standards.    
 

FINDINGS AND RECOMMENDATIONS 
 
Of the $17 million capitation payment increase in Blue Shield’s revised proposal, $12.5 million 
was used in a manner consistent with BIPA requirements and was properly supported.  However, 
Blue Shield could not document, nor could we determine, how much of the remaining  
$4.5 million for increased fee-for-service costs was used in a manner consistent with BIPA 
requirements.  Also, Blue Shield could not support the estimated $4.5 million increase for fee-
for-service costs in its revised proposal.   
 
USE OF ADDITIONAL BIPA FUNDS 
 
Under section 604(c) of BIPA, MCOs were required to use the additional amounts under sections 
601 and 602 to reduce beneficiary premiums, reduce beneficiary cost-sharing, enhance benefits, 
contribute to a benefits stabilization fund for use in future years, or stabilize or enhance 
beneficiary access to providers.   
 
Blue Shield proposed to use the additional BIPA funds to increase provider payments for 
network enhancement and stabilization.  In its proposal, Blue Shield stated that it would use the 
increased capitation payments to cover higher payments to providers who are paid based on  
(1) the percentage of CMS’s premium received by the plan and (2) a fee-for-service model.  
Thus, Blue Shield’s proposal to enhance its provider network took a twofold approach:  the 
automatic increase in provider payments as a result of percentage-of-premium contracts and an 
increase in provider payments for fee-for-service claims. 
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Percentage-of-Premium Contracts 
 
The majority of the cost increase ($12.5 million) in Blue Shield’s revised proposal related to 
percentage-of-premium contract increases.  These providers were paid based on contractual 
percentages applied to Blue Shield’s Medicare premium revenue.  As a result of the Medicare 
premium increase from BIPA, payments to providers automatically increased in compliance with 
BIPA requirements. 
 
Fee-for-Service Claims 
 
In accordance with section 604(c) of BIPA, Blue Shield proposed to use about $4.5 million of 
the $17 million increase in its revised proposal to enhance and stabilize provider networks by 
increasing payments to providers for fee-for-service claims.  However, Blue Shield could not 
document that the $4.5 million increase in capitation payments was used in a manner consistent 
with BIPA requirements. 
 
Blue Shield had two types of payment arrangements for fee-for-service claims, depending on 
whether services were rendered by a contracted or noncontracted provider.  Contracted providers 
were paid based on contractual agreements with Blue Shield, and noncontracted providers were 
paid based on applicable Medicare fee schedules.  BIPA provided some increases for Medicare 
fee-for-service payments for 2001.   
 
Although fee-for-service payments increased, Blue Shield could not differentiate between fee-
for-service increases for contracted and noncontracted providers.  As a result, based on available 
records, we could not determine how much of the $4.5 million increase related to each type of 
provider.  Without being able to distinguish between payments to contracted and noncontracted 
providers, Blue Shield could not document, nor could we determine, how much of the  
$4.5 million proposed increase in fee-for-service costs was used in a manner consistent with 
BIPA requirements. 
 
SUPPORT FOR REVISED PROPOSAL  
 
Medicare regulations at 42 CFR § 422.502(d) required MCOs to maintain records sufficient to 
accommodate periodic auditing of the data related to computations in the proposals.  In addition, 
CMS instructions for the revised proposal required that MCOs support entries that changed from 
the original (pre-BIPA) filing. 
 
In its revised proposal, Blue Shield supported the $12.5 million increase related to percentage-of-
premium contract increases.  However, Blue Shield could not support the estimated $4.5 million 
increase for fee-for-service costs.   
 
Blue Shield officials initially stated that they used trend data to project the 2001 fee-for-service 
cost increase for both the initial and revised BIPA proposals.  They projected a 6-percent 
increase for contracted providers and a 5.4-percent increase for noncontracted providers.  
However, when we requested support for the fee-for-service increases based on these trends, 
Blue Shield could not quantify the projected increases using the trend data.  In a memo to the 
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Office of Inspector General dated December 1, 2003, Blue Shield officials indicated that “the 
fee-for-service portion of the increase was ‘plugged’ to balance the ACR worksheet [proposal].”   
Thus, Blue Shield calculated the estimated increase in fee-for-service costs as the difference 
between (1) the estimated increase in total costs for direct medical care and (2) the estimated 
increase in payments to providers paid based on percentage-of-premium contracts.   
 
CONCLUSION 
 
Blue Shield could not document, nor could we determine, how much of the increase for fee-for-
service costs was used in a manner consistent with BIPA requirements.  In addition, Blue Shield 
could not support the modifications in its revised proposal related to estimated increases for fee-
for-service costs.  By overstating its direct medical care cost projections by $4.5 million, Blue 
Shield understated its excess of expected revenues over expected costs.  Blue Shield should have 
used this amount to reduce member premiums or cost sharing, enhance benefits, contribute to a 
stabilization fund, or stabilize or enhance beneficiary access to providers. 
 
RECOMMENDATIONS 
 
We recommend that Blue Shield work with CMS to determine how much of the $4.5 million 
increase for fee-for-service costs was used in a manner consistent with BIPA requirements.  Any 
funds not used in a manner consistent with BIPA requirements should be refunded to CMS or, as 
an alternative, deposited in a benefit stabilization fund for use in future years.  We also 
recommend that Blue Shield ensure that estimated costs in future proposals are properly 
supported. 
 
BLUE SHIELD COMMENTS 
 
Blue Shield disagreed with our finding of $4.5 million in unsupported estimates for fee-for-
service costs.  Blue Shield officials believed that they provided adequate documentation during 
our audit to support these estimates.  Further, they stated that the $4.5 million was based on their 
best judgment and conservative assumptions about fee-for-service cost trends.  
  
Blue Shield officials stated that the trend data used in the initial proposal for 2001, which 
projected a 6-percent increase in fee-for-service costs, was too conservative.  Therefore, Blue 
Shield used a new trend projection of 15 percent for fee-for-service costs for contracted 
hospitals.  However, by looking at individual providers in each plan, Blue Shield was not 
confident that the 15-percent trend would continue through 2001; thus, it reduced the 15-percent 
trend for each plan.  Blue Shield stated, “These reduced or scaled back trend figures were then 
used in revising the [proposal] as the fee-for-service trend to balance the ACR [rate] without 
having to make changes to the additional revenue.”   
 
Blue Shield’s comments on our draft report are included as an Appendix to this report.  We 
excluded the last three pages of Blue Shield’s response from the Appendix because they 
contained proprietary data.  
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OFFICE OF INSPECTOR GENERAL RESPONSE 
 
Our recommendation regarding the $4.5 million was based on Blue Shield’s inability to 
document whether the additional capitation payments were used in a manner consistent with 
BIPA requirements, as detailed in Blue Shield’s cover letter.  
 
In addition, we found that Blue Shield did not adequately support the modifications to the 2001 
proposal.  Even though Blue Shield stated that it used its best judgment and conservative 
assumptions, it could not support the fee-for-service cost trend applied to each of its seven plans.  
Our audit disclosed that the adjusted increases were based not on actual trends but on 
unsupportable estimates.     
 
 

 
 

6



 
 
 
 
 

 
 
 
 
 
 

APPENDIX 
 

 




















