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Attached are two copies of our final report entitled “Review of Related-Party Management Fees
Reported by Four Medicare+Choice Organizations in a Chain.”

Medicare regulations require that Medicare+Chotce organizations (MCQ) provide the Centers
for Medicare & Medicaid Services (CMS) with information on their cost of operations, fiscal
soundness, significant business transactions, premiums, and cost sharing. Reporting
requirements for significant business transactions, including related-party transactions, are
addressed in 42 CFR § 422.516. Information relating to premiums and cost sharing is presented
in adjusted community rate proposals (proposals) and addressed in 42 CFR §§ 422.306 and
422.310.

We examined the 1999 financial disclosure reports and the 2001 proposals of four MCOs.
Because these MCOs were wholly owned subsidiaries of United HealthCare Services, Inc.
(United), the MCOs and United were “related parties.” The MCOs’ 2001 proposals were based
on 1999 cost data, including costs reported on their 1999 financial disclosure reports. The
proposals contained a total of more than $100 million in related-party management fees (which
are considered administrative costs) paid to United in return for administrative services.

Our objective was to determine whether related-party management fees that the MCOs reported
in their 1999 financial disclosure reports and 2001 proposals were based on appropriately
allocated, actual costs.

For the more than $100 million of related-party management fees:

e The MCOs did not show in their financial disclosure reports that the related-party
management fees did not exceed the costs that would have been incurred with an
unrelated party. The MCOs reported the amounts paid to United but did not disclose the
actual costs of services provided by United or the costs that would have been incurred
with an unrelated party. Thus, the MCOs were not in compliance with the financial
disclosure requirements of 42 CFR § 422.516.
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e The MCOs did not have effective procedures to develop and compile data on the costs of
their operations. As a result, we could not determine whether the administrative costs
reported in the proposals represented a fair distribution of costs. This is required by
proposal instructions, and we believe it would be essential in reporting administrative
costs to CMS. We could not identify the actual costs of services provided by United
because the company did not have a cost accounting system capable of allocating costs
by lines of business (such as Medicare, Medicaid, and commercial business). Also,
because the MCOs did not base management fees on actual costs, we could not be
assured that the fees did not include related-party profits.

We are making the following recommendations, modified to address CMS’s comments:

1.

CMS should evaluate, based on financial disclosure requirements, the four
MCOs’ process for developing administrative costs in their proposals and apply
administrative sanctions,” if appropriate, against these and other United plans. At
a minimum, CMS should require United to support the administrative costs
allocated to individual plans in the form of management fees.

CMS should review financial disclosure reports and proposals for years after 1999
to determine if the MCOs have adequate supporting documentation for
management fees.

CMS should develop review procedures to ensure that MCOs are in compliance
with related-party financial disclosure requirements of 42 CFR § 422.516.

CMS should consider requiring home offices of chain MCOs to file an annual
cost statement for each plan that shows total actual home office costs and the
Medicare share of those costs. Total home office costs should be reconciled to
the chain’s consolidated financial statements prepared using generally accepted
accounting principles (GAAP) to ensure that related-party profits are eliminated
and that each plan’s Medicare share is reported in its proposal.

CMS agreed that it needed to reevaluate financial disclosure reports and provide revised
instructions, as necessary, to ensure that MCOs are in compliance with related-party financial
disclosure requirements. However, CMS believed that (1) levying administrative sanctions or
requiring a corrective action plan would not be an effective use of time or resources,

(2) attempting to establish an accurate assessment of related-party arrangements before 1999
would not be worthwhile, (3) the proposal review process ensured MCOs’ compliance with
related-party financial disclosure requirements, and (4) requiring MCOs to submit annual cost

YUnder the Medicare+Choice regulations, the full sanction for violation of the reporting requirements of 42 CFR
8 422.516 is a corrective action plan or, ultimately, termination of the M+C contract. However, civil monetary
penalties and other “intermediate sanctions” also apply to the misrepresentation or falsification of information
furnished to the Secretary by an MCO.
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statements and eliminate related-party profits would be outside the Medicare+Choice regulations
and authority.

In response to CMS’s comments:

1. We believe that CMS should evaluate the process of allocating administrative
costs claimed in proposals before deciding whether to apply sanctions. In
addition, CMS should require United to demonstrate that the administrative costs
claimed are fairly distributed.

2. We recommended that CMS assess United’s related-party arrangements after, not
before, 1999 to ensure compliance with financial disclosure requirements.

3. Although the proposal review process includes an evaluation of administrative
costs, the process does not include a review of the related-party financial
disclosure documents required to be produced upon audit.

4, We believe that 42 CFR § 422.516 authorizes CMS to request all pertinent data
related to the cost of an MCQ’s operations and to have those costs presented
without amounts for related-party profits. Including related-party profits in the
proposal can result in overcharges to Medicare beneficiaries and greatly distorts
the usefulness of the proposal figures in the evaluation process.

We would appreciate your views and the status of any further action taken or contemplated on
our recommendations within the next 60 days. If you have any questions, please contact me, or
your staff may contact George M. Reeb, Assistant Inspector General for the Centers for
Medicare & Medicaid Audits, at (410) 786-7104 or through e-mail at george.reeb@oig.hhs.gov.
Please refer to report number A-06-01-00033 in all correspondence.

Attachments
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Office of Inspector General

http://oig.hhs.gov

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 of
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.




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

Medicare regulations require that Medicare+Choice organizations (MCO) provide the Centers
for Medicare & Medicaid Services (CMS) with information on their cost of operations, fiscal
soundness, significant business transactions, premiums, and cost sharing. Reporting
requirements for significant business transactions, including related-party transactions, are
addressed in 42 CFR 8§ 422.516. Information relating to premiums and cost sharing is presented
in adjusted community rate proposals (proposals) and addressed in 42 CFR 8§ 422.306 and
422.310.

We examined the 1999 financial disclosure reports and the 2001 proposals of four MCOs.
Because these MCOs were wholly owned subsidiaries of United HealthCare Services, Inc.
(United), the MCOs and United were “related parties.” The MCOs’ 2001 proposals were based
on 1999 cost data, including costs reported on their 1999 financial disclosure reports. The
proposals contained a total of more than $100 million in related-party management fees (which
are considered administrative costs) paid to United in return for administrative services.

OBJECTIVE

Our objective was to determine whether related-party management fees that the MCOs reported
in their 1999 financial disclosure reports and 2001 proposals were based on appropriately
allocated, actual costs.

SUMMARY OF FINDINGS
For the more than $100 million of related-party management fees:

e The MCOs did not show in their financial disclosure reports that the related-party
management fees did not exceed the costs that would have been incurred with an
unrelated party. The MCOs reported the amounts paid to United but did not disclose the
actual costs of services provided by United or the costs that would have been incurred
with an unrelated party. Thus, the MCOs were not in compliance with the financial
disclosure requirements of 42 CFR § 422.516.

e The MCOs did not have effective procedures to develop and compile data on the cost of
their operations. As a result, we could not determine whether the administrative costs
reported in the proposals represented a fair distribution of costs. This is required by
proposal instructions, and we believe it would be essential in reporting administrative
costs to CMS. We could not identify the actual costs of services provided by United
because the company did not have a cost accounting system capable of allocating costs
by lines of business (such as Medicare, Medicaid, and commercial business). Also,
because the MCOs did not base management fees on actual costs, we could not be
assured that the fees did not include related-party profits.



RECOMMENDATIONS

We are making the following recommendations, modified to address CMS’s comments:

1.

CMS should evaluate, based on financial disclosure requirements, the four
MCOs’ process for developing administrative costs in their proposals and apply
administrative sanctions,” if appropriate, against these and other United plans. At
a minimum, CMS should require United to support the administrative costs
allocated to individual plans in the form of management fees.

CMS should review financial disclosure reports and proposals for years after 1999
to determine if the MCOs have adequate supporting documentation for
management fees.

CMS should develop review procedures to ensure that MCOs are in compliance
with related-party financial disclosure requirements of 42 CFR § 422.516.

CMS should consider requiring home offices of chain MCOs to file an annual
cost statement for each plan that shows total actual home office costs and the
Medicare share of those costs. Total home office costs should be reconciled to
the chain’s consolidated financial statements prepared using generally accepted
accounting principles (GAAP) to ensure that related-party profits are eliminated
and that each plan’s Medicare share is reported in its proposal.

CMS COMMENTS

CMS agreed that it needed to reevaluate financial disclosure reports and provide revised
instructions, as necessary, to ensure that MCOs are in compliance with related-party financial
disclosure requirements. However, CMS believed that (1) levying administrative sanctions or
requiring a corrective action plan would not be an effective use of time or resources,

(2) attempting to establish an accurate assessment of related-party arrangements before 1999
would not be worthwhile, (3) the proposal review process ensured MCOs’ compliance with
related-party financial disclosure requirements, and (4) requiring MCOs to submit annual cost
statements and eliminate related-party profits would be outside the Medicare+Choice regulations
and authority. Appendix B contains the full text of CMS’s response to our draft report.

LUnder the Medicare+Choice regulations, the full sanction for violation of the reporting requirements of 42 CFR
8 422.516 is a corrective action plan or, ultimately, termination of the M+C contract. However, civil monetary
penalties and other “intermediate sanctions” also apply to the misrepresentation or falsification of information
furnished to the Secretary by an MCO.



OFFICE OF INSPECTOR GENERAL’S RESPONSE

1.

We believe that CMS should evaluate the process of allocating administrative
costs claimed in the proposals before deciding whether to pursue sanctions. In
addition, CMS should require United to demonstrate that the administrative costs
claimed are fairly distributed.

We recommended that CMS assess United’s related-party arrangements after, not
before, 1999 to ensure compliance with financial disclosure requirements.

Although the proposal review process includes an evaluation of administrative
costs, the process does not include a review of the related-party financial
disclosure documents required to be produced upon audit.

We believe that 42 CFR § 422.516 authorizes CMS to request all pertinent data
related to the cost of an MCQ’s operations and to have those costs presented
without amounts for related-party profits. Including related-party profits in the
proposal can result in overcharges to Medicare beneficiaries and greatly distorts
the usefulness of the proposal figures in the evaluation process.
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INTRODUCTION
BACKGROUND
Medicare Overview

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 program.

The Balanced Budget Act of 1997 (Public Law 105-33) established Part C 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. Under the managed care risk-based delivery model, MCOs
are responsible for providing all Medicare-covered services, except hospice care, in return for a
predetermined capitated payment.

Reporting Requirements

Medicare regulations require that MCOs provide CMS with information relating to (but not
limited to) the cost of operations, fiscal soundness, significant business transactions, premiums,
and cost sharing. Reporting requirements for significant business transactions, including related-
party transactions, are addressed in 42 CFR § 422.516. Information relating to premiums and
cost sharing is presented in the proposals and addressed in 42 CFR 88§ 422.306 and 422.310.

Medicare+Choice Organizations Reviewed

We reviewed four MCOs that were wholly owned subsidiaries of United, the management
company. As such, the MCOs and United were “related parties.” The four MCOs, as well as
other MCOs in the nationwide chain, had agreements with United to provide administrative
services in return for management fees.

OBJECTIVE, SCOPE, AND METHODOLOGY

Objective

Our objective was to determine whether related-party management fees that the MCOs reported

in their 1999 financial disclosure reports and 2001 proposals were based on appropriately
allocated, actual costs.

Scope
We selected the four MCOs (listed in Appendix A) based on a review of their 2001 proposals. In

total, the proposals included more than $100 million in related-party management fees. We
selected the two MCOs with plans having the highest ratio of administrative costs to direct



medical costs and the two MCOs with plans reporting the highest average Medicare monthly
membership. We conducted fieldwork at the four MCOs’ offices and at United’s office.

We limited our review of the MCOs' internal controls to gaining an understanding of controls
over the reporting of related party management fees and the administrative cost allocation
methodology.

Methodology

We reviewed the management fees that the MCOs included as administrative costs in their
proposals to determine whether the fees represented actual costs incurred.

We also:
e reviewed applicable laws and regulations

e reviewed each MCO’s CMS Form 1318 Financial Disclosure Report for 1999, which was
the base year for costs reported in the 2001 proposals

e reviewed documentation supporting the administrative costs included in each plan’s 2001
proposal

e reviewed documentation relating to each MCQO’s related-party management agreement

e interviewed MCO officials to obtain an understanding of how the related-party
management fees were derived and of each plan’s administrative cost allocation
methodology

e conducted a limited review of each MCQ’s cost allocation system to determine whether
we could rely on it for determining the Medicare share of actual home office costs

We discussed our findings with United officials to the extent necessary to satisfy ourselves on

the validity and accuracy of the facts and our conclusions. We have presented United’s oral

comments in the relevant sections of the report.

We performed the review in accordance with generally accepted government auditing standards.
FINDINGS AND RECOMMENDATIONS

For the more than $100 million of related-party management fees:

e The MCOs did not show in their financial disclosure reports that the related-party
management fees did not exceed the costs that would have been incurred had their
agreements been with an unrelated party. The MCOs reported the amounts paid to
United but did not disclose the actual costs of services provided by United or the costs



that would have been incurred with an unrelated party. Thus, the MCOs were not in
compliance with the financial disclosure requirements of 42 CFR § 422.516.

e The MCOs did not have effective procedures to develop and compile data on the costs of
their operations. As a result, we could not determine whether the administrative costs
reported in the proposals represented a fair distribution of costs. This is required by
proposal instructions, and we believe it would be essential in reporting administrative
costs to CMS. We could not identify the actual costs of services provided by United
because the company did not have a cost accounting system capable of allocating costs
by lines of business (such as Medicare, Medicaid, and commercial business). Also,
because the MCOs did not base management fees on actual costs, we could not be
assured that the fees did not include related-party profits.

DISCLOSURE OF RELATED-PARTY TRANSACTIONS

Regulations at 42 CFR 8 422.516 require that an MCO disclose significant business transactions
between the MCO and a “party in interest” (i.e., a related party). Specifically, 42 CFR
§ 422.516(b) requires:

With respect to those [related party] transactions-

Q) A showing that the costs of the transactions listed . . . do not exceed the costs that
would be incurred if these transactions were with someone who is not a party in
interest; or

(i) If they do exceed, a justification that the higher costs are consistent with prudent
management and fiscal soundness requirements.

In their 1999 disclosures, the MCOs did not disclose the actual costs of the services provided by
United or the costs that would have been incurred under an arrangement with an unrelated party.
The MCOs reported only the amounts paid to United.

In conducting our review, we considered the following:

e The MCOs were wholly owned subsidiaries of United. The management fees
charged to the MCQOs were based on premium revenue rather than enrollment levels
or other terms that would more realistically reflect the extent of services actually
provided. (See comparison presented in Appendix A.) For three of the four MCOs
audited, the management fees were based on a percentage of the premium revenue
ranging from 10 to 12 percent.?

e United’s fees were partly based on plan reserve requirements. Plan reserves are funds
set aside as a hedge against adverse operating and/or claim experience. The proposal
instructions stated that reserves were to be treated as additional revenue, not as part of

*The other MCO’s fees were calculated by (1) adding all service fee revenues and other revenues; (2) subtracting
direct medical costs; (3) subtracting 2 percent of service fee revenues, to be retained for reserves and surpluses; and
(4) adding an asset management fee equal to 12 percent of investment income.



administrative costs. However, United reduced its fee for one MCO by 2 percent
because the MCO needed to increase its reserves as mandated by State regulators.
Three years later, after the State reserve requirements had been met, the company
increased the fee by 2 percent.

As a result, the four MCOs were not in compliance with the related-party financial disclosure
requirements of 42 CFR § 422.516. There was no assurance that the $100 million in fees paid to
United did not exceed the costs that would have been incurred with an unrelated party.

ACTUAL COSTS OF MANAGEMENT SERVICES

Information relating to premiums and cost sharing is presented in the proposals and governed by
42 CFR 88 422.300 et seq. MCOs are required to complete an annual proposal for each plan and
submit the proposal to CMS before the beginning of each contract period. CMS uses the
proposal to determine if the estimated capitation to be paid to the MCO exceeds the estimated
cost of providing the Medicare-covered services. MCOs must use any excess as prescribed by
law, including offering additional benefits, reducing members’ premiums, 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 offered.

Medicare regulations at 42 CFR § 422.310(a)(5) require MCOs to report actual revenues and
expenses derived from an accrual accounting system that uses GAAP. In addition, the proposal
instructions state that costs allocated in the proposal must be fairly distributed and that only those
administrative costs that bear a significant relationship to the Medicare+Choice plan elected by
Medicare enrollees should be included.

The more than $100 million of related-party management fees reported in the four MCOs’ 2001
proposals were not based on appropriately allocated, actual costs. Rather, each MCO reported
the total amount it paid to United.

We could not determine the actual costs of services provided under the management agreements
because United’s administrative cost allocation system was not capable of properly allocating
actual costs on a line-of-business basis (Medicare, commercial, etc). Therefore, we could not
compare the actual costs of the services provided under the agreements with the management
fees charged. United officials stated that it would not be cost beneficial to set up a cost
accounting system that allocated costs to lines of business.

Also, because the MCOs did not base management fees on actual costs, we could not be assured
that the fees did not include related-party profits. Including related-party profits in a proposal
could reduce the funds available to Medicare beneficiaries for additional benefits or reduced
premiums.



RECOMMENDATIONS
We are making the following recommendations, modified to address CMS’s comments:

e CMS should evaluate, based on financial disclosure requirements, the four MCOs’
process for developing administrative costs in their proposals and apply
administrative sanctions, if appropriate, against these and other United plans. At a
minimum, CMS should require United to support the administrative costs allocated to
individual plans in the form of management fees.

e CMS should review financial disclosure reports and proposals for years after 1999 to
determine if the MCOs have adequate supporting documentation for management
fees.

e CMS should develop review procedures to ensure that MCOs are in compliance with
related-party financial disclosure requirements of 42 CFR § 422.516.

e CMS should consider requiring home offices of chain MCOs to file an annual cost
statement for each plan that shows total actual home office costs and the Medicare
share of those costs. Total home office costs should be reconciled to the chain’s
consolidated financial statements prepared using GAAP to ensure that related-party
profits are eliminated and that each plan’s Medicare share is reported in its proposal.

CMS COMMENTS AND OFFICE OF INSPECTOR GENERAL RESPONSE

In response to CMS’s comments on our draft report, we modified our recommendations. Those
comments and our response are summarized below. The full text of CMS’s comments is
included as Appendix B.

Disclosure of Administrative Costs
CMS Comments

CMS agreed that it needed to reevaluate financial disclosure reports and provide revised
instructions, as necessary, to ensure that MCOs are in compliance with related-party financial
disclosure requirements. However, CMS believed that because the report did not demonstrate
that the MCOs paid a materially higher amount to the related party than they would have paid to
an unrelated party, levying administrative sanctions or requiring a corrective action plan would
not be an effective use of time or resources. CMS will consider our recommendations as part of
the audit process and has selected United organizations for audit of the 2003 proposals.



Office of Inspector General Response

As stated in our report and acknowledged by CMS in its comments, United lacked
documentation to determine if related-party costs were weighed against what a nonrelated party
might have charged. Furthermore, United allocated its administrative costs to Medicare on a
percentage-of-revenue basis. We conveyed our concern about using this allocation basis in our
July 27, 1998 report entitled “Administrative Costs Submitted by Risk-Based Health
Maintenance Organizations on the Adjusted Community Rate Proposals Are Highly Inflated”
(A-14-97-00202). In its response to that report, CMS concurred that basing administrative costs
on revenue resulted in overstated administrative costs and suggested using a relative cost ratio of
actual administrative costs incurred for Medicare beneficiaries in a base year to actual
administrative costs incurred for commercial enrollees in the same base year. As our current
audit found, United’s methodology did not support an allocation of actual administrative costs
due to the limitations of its accounting systems.

There are several methods of allocating and apportioning administrative costs. The proposal
instructions state that the cost allocation method must result in a fair distribution of costs. For
example, a more equitable method for determining administrative costs would be to allocate the
total costs based on enrollment levels (a system used by MCOs that contract with CMS on a cost
basis). Using this method, United’s administrative costs allocated to the four MCOs’ Medicare
line of business would have been overstated by about $65 million. (See Appendix A.) Using
United’s allocation method, the Medicare line of business was charged 44.6 percent of
administrative costs when it comprised only 15.1 percent of enrollment. Therefore, we believe
that CMS should evaluate these facts before deciding not to pursue sanctions. In addition, CMS
should require United to support the administrative costs allocated to individual plans in the form
of management fees.

Review of Related-Party Arrangements After 1999
CMS Comments

CMS stated that attempting to establish an accurate assessment of related-party arrangements
before 1999 would not be worthwhile.

Office of Inspector General Response

We did not recommend that CMS assess United’s related-party arrangements before 1999. We
did, however, recommend that CMS review these arrangements after 1999 to ensure compliance
with financial disclosure requirements. CMS stated that because our review found no accurate
systems in place to establish costs, it would not expect to obtain accurate cost data. We would
like to emphasize that our audit was limited to 1999 cost information, and we make no assertions
regarding United’s cost accounting systems in any other year.



Development of Review Procedures
CMS Comments

In response to our recommendation to develop review procedures to ensure MCOs’ compliance
with related-party financial disclosure requirements, CMS believed that the proposal review
process addressed this recommendation. CMS stated that it would continue to ensure that
reviews of an MCQO’s administrative costs, including related-party transactions, remain a high
priority of the audit review process.

Office of Inspector General Response

The proposal review process does include an evaluation of administrative costs. However, the
process does not include a review of financial disclosure documents. We believe that CMS
should establish such procedures as part of the proposal review process.

Annual Cost Statements
CMS Comments

CMS believed that requiring MCOs to submit annual cost statements and eliminate related-party
profits was outside the Medicare+Choice regulations and authority. CMS emphasized that
proposals were already reconciled to the audited GAAP financial statements as part of the annual
audit process. Moreover, according to CMS, MCOs are allowed to allocate all appropriate costs,
including related-party costs.

Office of Inspector General Response

We believe that 42 CFR § 422.516 authorizes CMS to request all pertinent data related to the
cost of an MCO'’s operations and to have those costs presented without amounts for related-party
profits. Allowing related-party profits to be included as cost items in the proposal can result in
overcharges to Medicare beneficiaries and greatly distorts the usefulness of the proposal figures
in the evaluation process. In our opinion, related-party profits are not appropriate costs.
Additionally, the appropriateness of costs cannot be determined when the MCO does not provide
any documentation for the related-party costs and cannot identify the actual related-party costs.

While we agree that the proposals are already reconciled to the audited GAAP financial
statements, related-party profits have not been eliminated from those statements. At a minimum,
actual home office costs should be reconciled to the chain’s consolidated GAAP financial
statements, which should not include related-party profits, before allocating such costs to plans.
Upon audit, MCOs should be required to produce an annual home office cost statement showing
total costs and the Medicare share of those costs.
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APPENDIX A

UNITED HEALTHCARE
MANAGEMENT FEE ALLOCATIONS BASED ON REVENUE AND MEMBERSHIP
(1999 Base Year; 2001 Proposals)

Allocation Based on Revenue Allocation Based on Membership

Excess

Commercial Medicare Medicaid Total Member Medicare Medicare Medicare Medicare

MCO Contract Allocation Allocation Allocation Total Months * Months  Percentage Allocation Allocation
New York H3379 $ 15,860,046 $ 8,293,809 $ 904,670 $ 25,058,525 1,096,626 114,210 10.41% $ 2,609,763 $ 5,684,046
Florida H9011 56,934,589 55,952,610 11,492,544 124,379,743 5,048,257 814,674 16.14% 20,072,065 35,880,545
Illinois H9045 22,559,147 34,126,275 8,379,071 65,064,493 222,009 2 47,995 21.62% 14,065,963 20,060,312
Midlands H2802 9,204,419 5,866,487 4,273,576 19,344,482 749,253 98,718 13.18% 2,548,737 3,317,750
Total $104,558,201 $104,239,181 $25,049,576 $233,847,243 7,116,145 1,075,597 15.11% $39,296,528  $64,942,653

Medicare percentage

Y Includes all lines of business.
2 Based on members, not member months.

44.58%



APPENDIX B

Page 1 of 3
DEPARTMENT OF HEALTH & HIUMAN SERVICES ot or Madicany & Macicak Givvices
Adwixistiator
Waetuagen, OC 20007
oate; WY 238
TO Janet Rehocuist
Inspector Gencral
FROM: Thomas A. Scully
Administretor A

SUBJECT: Office of Inspector Goneral (0IG) Draft Rewew of Relased Party

Management Feas Reporsed by Foir Organiggtions (MCOg) tn
a Chain (A-06-01-00033)

Thank you for the opportanity t review and conument oa the shove-referenced drafh roport. The
Ceaters for Medioare & Modicaid Sarvioos (CMS) sppreciaies the cffort that went into this report
and the opportunity to roview and cosaement on the istoes it raisce, We look forward to working

with OG on this and other itsnes pertineat o MCOs. Our resposes b the recommendations 2re
discossed below.

QIG Recopmendstion

The CMS should evaluate the process followed by United HestthCara, Inc. (United) in
developing ity administrative costr o the adjusted commuuity mde proposals (ACRPs) based on
the Somocial disclosnre requiresents and determine whether CMS should apply sdministeative
sanctions against these or other United plans. At « miniarmg, CMS shoold require United 1o
develop & corrective action plan thet produces actual related patty costs,

£MS Resnonse

‘Tho CMS agrees that it noeds 1o reevaluate the financial disciosure reports and provide rovised
instractions, az necessary, S0 enoise fhat MCOs tre in complisnce with She related pesty Gossclal
disclosure requirements of 42 CFR 422515, Futtiver, CMS agrocy that the foyr MCOs suxy fack
the docunentation denonstrating that s relsted paoty costs wore it weighad sgaiest what &
noorclabed party may have charged, However, there was 1o suxlysis or resesnch provided in the
repart by OIG demonstrating it Unitod paid a matesially bigher e for contracted
wansgrenett servicss through » cetated pariy. Theeeore, CMS belloves that it would not be aa
effective usc of time or resources 1o Lovy administrative sanctions or equize & oteractive rction
plan. However, CMS will reques; pactisens bafisreaation tud tevicw the teaponsio to dssure that
the financial disclosore requirements of 42 CFR 422.516 are met, Additioually, CMS has
ientified United orgatizations for the calendar year 2003 ACRP sadits and will copsider 01G's
infonnation and recommendations a8 part of the wudit process.
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Q1 Recogunepdation

The CMS shauld review Gnancial dischosor veports and ACRP sabeniatals for years subaccaent
to 1999 10 detecrine if Urdoed and its wubsidiaries submitied adoquately supported
documentstion for adwministoative cost data,

CMS Reooponee

We agrec that Ustited may have aot propedy disclosad or tracked related porty scangsments
prior to 1999, but to attempt 0 try to definitively establish an accurste ssseasment woold prove
fruitless, Movreover, the sudit repact already establishod that in fhe 2002 review of the G
organizations, thene Were hot sccurste cost syviems in place to establish costs. Therefre, we sce
na resson why we could expect 1 got accarsts data prior & 1999,

OIG Recomnendation

The CMS should devolop revicw procedures that eqsure that MOO3 are in compliance with the
rclated perty finsncisl disclosere sequicenscnts of 42 CFR 422.516.

CMS Respofise

The CMS peovides clear instructions fo its contracted suditors by providing audil guidclines via
the Uniforsi Examipsiion Programmed ACRP instroctions. Spocificalfy, the coatrected suditors
are Tequized to attest whether the ACRP was propared acconding to gonerslly acceptad
accowting principles (GAAP) as part of the ACBP audit process and schmit & final audit report
offexing an opinion oo worksheot A's management sssertion as well ag andit *“Sindings™ and
“obscrvations.” Additiocally, CMS is in the process of developing an sction plan to address
Sndings identified during the respattive audits. Firully, CMS will continue to etse that
reviews of sn MCO's admindstration, including relsted party transactions, remain o kigh priarity
of the andit veview procees.

QK Recommendation

The CMS showtd also consider requiring home offices of chaio MCO's to filc an sl cost
statement showing total achzs! homie office costs and the Medicate share of those costs for each
plan. Total home office costs should be veconciled to the chain's consolidasod GAAP financial
statements to ensare that relatad party profits see elaninated, and emch plan®s Medicato share
would ba veported on its ACRP.

CMS Response

We would like to atiphasize that the ACRP is alneady reconciled t0 the audited GAAP financial
statemeorits o3 part of the snnual audit process. Moreover, MCOCs we sot ticd to the cost
reimbursement rulcs and regulations. Thus, to requite o chain fo sibmid anoual cost statements is
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Page 3 ~ Janct Rehnquist
m«mwwdm Additiovally, there is no clear
mm.wmmmmwnmmumwnwﬁa

Telsiod party o not 7, the MICO can subiiit for
by hdon(m can Lljutiﬁdim ﬂstha'qu.ulmauk






