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Office of Audit Services, Region 1V
61 Forsyth Street, SW, Suite 3T41
Atlanta, GA 30303

March 16, 2011

Report Number: A-04-07-00031

Mr. Steve Bishop

Director of Finance

CIGNA Government Services
Two Vantage Way

Nashville, TN 37228

Dear Mr. Bishop:

Enclosed is the U.S. Department of Health & Human Services (HHS), Office of Inspector
General (OIG), final report entitled Review of CIGNA Government Services Part B Final
Administrative Cost Proposals for Fiscal Years 2004 Through 2006. We will forward a copy of
this report to the HHS action official noted on the following page for review and any action
deemed necessary.

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

Section 8L of the Inspector General Act, 5 U.S.C. App., requires that OIG post its publicly
available reports on the OIG Web site. Accordingly, this report will be posted at
http://oig.hhs.gov.

If you have any questions or comments about this report, please do not hesitate to call me at
(404) 562-7800, or contact Eric Bowen, Audit Manager, at (404) 562-7789 or through email at
Eric.Bowen@oig.hhs.gov. Please refer to report number A-04-07-00031 in all correspondence.

Sincerely,

/John T. Drake, Sr./for

Peter J. Barbera

Regional Inspector General
for Audit Services
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Direct Reply to HHS Action Official:

Nanette Foster Reilly

Consortium Administrator

Consortium for Financial Management & Fee for Service Operations (CFMFFSO)
Centers for Medicare & Medicaid Services

601 East 12" Street, Room 235

Kansas City, MO 64106
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EXECUTIVE SUMMARY
BACKGROUND

Title XVII1 of the Social Security Act established the Health Insurance for the Aged and
Disabled (Medicare) program, which provides for a hospital insurance program (Part A) and a
related supplementary medical insurance program (Part B). The Part B program includes certain
medical equipment and related services, including durable medical equipment and other medical
services. The Centers for Medicare & Medicaid Services (CMS) administers the Medicare
program by contracting with private organizations to process and pay claims for services
provided to eligible beneficiaries.

CIGNA is a holding company for Connecticut General Life Insurance Company, the legal entity
that holds the Medicare contracts. CIGNA HealthCare, one of the main lines of business (also
called operating divisions), administered the Medicare contracts via CIGNA Government
Services, a wholly owned subsidiary of CIGNA. During the period October 1, 2003, through
September 30, 2006, CMS contracted with CIGNA to serve as the Medicare Part B carrier for the
States of Tennessee, North Carolina, and Idaho.

CIGNA'’s Medicare Part B carrier contract with CMS provided for reimbursement of allowable
administrative costs incurred. Such administrative costs include the direct costs of administering
the contract as well as allocations of certain indirect costs of services or assets used by Medicare
and other entities. CIGNA claimed reimbursement of administrative costs through submission to
CMS of a Final Administrative Cost Proposal (FACP). For October 1, 2003, through September
30, 2006 (fiscal years (FY) 2004 through 2006), CIGNA claimed $139,296,260, including
$69,886 in forward funding, in reimbursement for direct and indirect costs related to its Medicare
Part B carrier contract.

OBJECTIVE

Our objective was to determine whether the administrative costs claimed on CIGNA’s Part B
FACPs for FYs 2004 through 2006 were reasonable, allocable, and allowable for Medicare
reimbursement.

SUMMARY OF FINDINGS

Of the $139,226,374 in administrative costs reviewed, CIGNA appropriately claimed
$138,656,789 on its FACPs for FY's 2004 through 2006. However, we identified $569,585,
composed of $47,757 of direct costs and $521,828 in indirect costs that CIGNA did not support
as reasonable, allocable, or allowable for Medicare reimbursement because it did not comply
with Federal requirements for maintaining adequate accounting records covering the use of
funds.



RECOMMENDATIONS
We recommend that CIGNA:
e reduce direct costs claimed on its FACPs by $47,757,
e reduce indirect costs claimed on its FACPs by $521,828, and

e strengthen its procedures for maintaining documentation to support costs included on its
FACPs.

CIGNA COMMENTS

In comments on our draft report, CIGNA agreed with most of our findings, except for those
related to caption accounts 1709 (Legal Services/Fees) and 1494 (Hardware/Software
Maintenance). CIGNA stated that unallowable legal expenses were accumulated in the expense
center Outside Counsel SEC Law — Central (expense center 5000151T), and it agreed with
removal of this expense center. However, because of this removal, caption account 1709 would
no longer include unallowable legal fees. Accordingly, CIGNA did not agree that the entire
caption account (1709) should be excluded. With regard to caption account 1494
(Hardware/Software Maintenance), CIGNA stated that it obtained and would provide invoices
supporting expenses we identified as unsupported. It believed that the additional documentation
would show that these expenses were allowable for allocation to CIGNA Government Services.

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

We concurred with CIGNA’s comments regarding caption account 1709 (Legal Services/Fees),
and we revised the report to allow caption account 1709 expenses, except expense center
5000151T, as pooled expenses allocable to the Medicare contract. With regard to caption
account 1494 (Hardware/Software Maintenance), CIGNA did not provide invoices supporting
these expenses with its comments to the draft report. Therefore, we could not determine whether
these expenses were allowable for allocation to CIGNA Government Services, and we maintain
that caption account 1494 is not allocable to Medicare.
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INTRODUCTION
BACKGROUND
Medicare Program

Title XVII1 of the Social Security Act established the Health Insurance for the Aged and
Disabled (Medicare) program, which provides for a hospital insurance program (Part A) and a
related supplementary medical insurance program (Part B). The Part B program includes certain
medical equipment and related services, including durable medical equipment and other medical
services. The Centers for Medicare & Medicaid Services (CMS) administers the Medicare
program by contracting with private organizations to process and pay claims for services
provided to eligible beneficiaries.

Connecticut General Life Insurance Company Medicare Contract

CIGNA is a holding company for Connecticut General Life Insurance Company, the legal entity
that holds the Medicare contracts. CIGNA HealthCare (CHC), one of the main lines of business
(also called operating divisions), administered the Medicare contracts via CIGNA Government
Services, a wholly owned subsidiary of CIGNA. During the period October 1, 2003, through
September 30, 2006, CMS contracted with CIGNA to serve as the Medicare Part B carrier for the
States of Tennessee, North Carolina, and Idaho.

CIGNA'’s Medicare Part B carrier contract with CMS provided for reimbursement of allowable
administrative costs incurred. Such administrative costs include the direct costs of administering
the contract as well as allocations of certain indirect costs of services or assets used by Medicare
and other entities. CIGNA claimed reimbursement of administrative costs through submission to
CMS of a Final Administrative Cost Proposal (FACP). For October 1, 2003, through September
30, 2006 (fiscal years (FY) 2004 through 2006), CIGNA claimed $139,296,260 in
reimbursement for direct and indirect costs related to its Medicare Part B carrier contract.

Prior Audit of CIGNA’s Corporate Cost Allocation Methodology

The Office of Inspector General (OIG) previously addressed CIGNA’s corporate cost allocation
methodology in a report entitled Review of CIGNA HealthCare Medicare Administration’s
Proposed Corporate Cost Allocation Methodology. OIG considered the allocation methodology
to be reasonable, but it determined that the allocation system should be reviewed yearly to ensure
a reasonable allocation to Medicare.

CIGNA’s Methodology for Allocating Costs

For FYs 2004 through 2006, CIGNA used the previously reviewed cost allocation methodology
as described in general below.

CIGNA uses caption accounts and expense centers to group costs for allocation. A caption
account is used to record and summarize similar expenses (e.g., caption account 0801, Salaries-



FT Benefit Eligible, records salaries for full-time employees). The caption accounts are
equivalent to a chart of accounts used in the general ledger. Expenses are accumulated by
caption account (type of expense) and expense center (business unit).

CIGNA allocated indirect expenses to Medicare using three expense pools representing actual
overhead expenses:

e apool of corporate expenses (CIGNA pool),

e apool of CIGNA HealthCare division expenses (CHC pool), and

e apool of CIGNA Information Technology (CIT) expenses (CIT pool).
CIGNA allocated expenses in the CIGNA pool and CHC pool to its operating divisions,
including Medicare, based on a ratio of total Medicare expenses to total divisional expenses.
CIGNA allocated expenses in the CIT pool to its operating divisions, including Medicare, based
on utilization rates developed by CIT.
OBJECTIVE, SCOPE, AND METHODOLOGY
Objective
Our objective was to determine whether the administrative costs claimed on CIGNA’s Part B
FACPs for FYs 2004 through 2006 were reasonable, allocable, and allowable for Medicare
reimbursement.
Scope
Our review was limited to $139,226,374 in direct and indirect administrative costs claimed by
CIGNA on its FACPs submitted to CMS for FYs 2004 through 2006. We did not review
$69,886 in forward funding claimed because the funds had not yet been expended at the time of

our audit.

We limited our internal control review to controls related to the recording and reporting of costs
on the FACPs. We accomplished our objectives through substantive testing.

We conducted our fieldwork at CIGNA offices in Nashville, Tennessee.
Methodology
To accomplish our objective, we:
e reviewed applicable Medicare laws, regulations, and guidelines including the Federal

Acquisition Regulation (FAR) section 31.201-2(d); the Medicare Financial Management
Manual, Chapter 2, section 190.3; and CIGNA'’s contract with CMS;



e reconciled FACPs from FYs 2004 through 2006 to CIGNA’s accounting records;

e interviewed CIGNA officials about its cost accumulation processes for FACPs and
gained an understanding of its cost allocation systems;

e tested direct salaries and wages by selecting a stratified random sample of 105 monthly
employee salary payments (Appendix A) and by:

o tracing the payments to payroll journals, corporate bonus plans, and personnel
records;

o verifying the amount paid was consistent with the employee’s pay rate;
0 verifying the salary was charged to the correct expense center;
o reconciling the number of hours paid to time sheets; and
0 reviewing approvals of time sheets;
e tested certain other direct costs by selecting 11 caption accounts, judgmentally sampling
30 expense items in each selected caption account, and tracing these 330 expense items to

supporting documents including invoices, expense vouchers, reports, and journal entries;*

e tested certain other direct costs by selecting two caption accounts and tracing all expense
items to supporting documents including invoices, reports, and journal entries;?

e reviewed CIGNA’s corporate cost allocation methodology, including comparing it to the
previously reviewed methodology and reviewing the accuracy and consistency of
allocation calculations during the audit period;

e performed a general review of indirect cost allocations for reasonableness and allocability
to Medicare by ensuring consistency of all 568 expense centers for FY 2004 with prior
OIG audit findings and by obtaining explanations for new and deleted expense centers;

e tested indirect costs by judgmentally sampling 88 expense centers for FYs 2005 and 2006
and reviewing them for reasonableness and allocability to Medicare;

e tested indirect costs by judgmentally sampling 41 caption accounts for FYs 2004, 2005,
and 2006 and reviewing them for reasonableness and allocability to Medicare;* and

! We selected these caption accounts based on materiality and variance analysis.
2 We selected these caption accounts based on materiality and variance analysis.
% We selected these expense centers based on materiality and variance analysis.

* We selected these caption accounts based on the nature of the account.



e provided our audit adjustments to the indirect cost pools to CIGNA and requested that
CIGNA revise its cost allocations accordingly to determine the total unallowable
expenses allocated to Medicare based on CIGNA’s methodology for allocating costs.

See Appendix A for details on our sampling methodology, Appendix B for costs claimed, and
Appendix C for results of review.

We conducted this performance audit in accordance with generally accepted government
auditing standards. Those standards require that we plan and perform the audit to obtain
sufficient, appropriate evidence to provide a reasonable basis for our findings and conclusions
based on our audit objectives. We believe that the evidence obtained provides a reasonable basis
for our findings and conclusions based on our audit objective.

FINDINGS AND RECOMMENDATIONS

Of the $139,226,374 in administrative costs reviewed, CIGNA appropriately claimed
$138,656,789 on its FACPs for FYs 2004 through 2006. However, we identified $569,585,
composed of $47,757 of direct costs and $521,828 in indirect costs that CIGNA did not support
as reasonable, allocable, or allowable for Medicare reimbursement because it did not comply
with Federal requirements for maintaining adequate accounting records covering the use of
funds.

FEDERAL REQUIREMENTS

The contract between CMS and CIGNA set forth principles of reimbursement for administrative
costs. The contract cited the FAR, Title 48, Chapter 1 of the CFR, as regulatory principles to be
followed for application to the Medicare contract and provided additional guidelines for specific
cost areas.

FAR 31.201-2(d) (48 CFR § 31.201-2(d)) states that CIGNA is responsible for “...maintaining
records, including supporting documentation, adequate to demonstrate that costs claimed have
been incurred, are allocable to the contract, and comply with applicable cost principles....”

Additionally, Chapter 2 section 190.3 of the Medicare Financial Management Manual states that
the contractor must maintain records “...in such detail as will properly reflect all net costs, direct
and indirect, ... for which reimbursement is claimed under the provisions of the agreement.”

Pursuant to FAR 31.201-4 (48 CFR § 31.201-4), which establishes guidelines for determining
allocability of contract costs, a cost “is allocable if it is assignable or chargeable to one or more
cost objectives on the basis of relative benefits received or other equitable relationship.”

FAR 31.202(a) (48 CFR § 31.202(a)) states, “All costs specifically identified with other final
cost objectives of the contractor are direct costs of those cost objectives and are not to be charged
to the contract directly or indirectly.”



FAR 31.204(a) (48 CFR 8 31.204(a)) states that “[c]osts are allowable to the extent they are
reasonable, allocable, and determined to be allowable....”

DIRECT COSTS NOT SUPPORTED

The majority of the direct costs claimed on the FACPs were adequately supported. However,
contrary to 48 CFR § 31.201-2(d), CIGNA did not provide any supporting documentation for
direct costs totaling $47,757 as follows:

e $16,009 claimed in FY 2006 for outside professional services and
e $31,748 claimed in FYs 2004 through 2006 for depreciation expenses.

INDIRECT COSTS NOT SUPPORTED AS REASONABLE, ALLOCABLE, OR
ALLOWABLE

The majority of the indirect costs claimed on the FACPs were adequately supported and
allowable. However, the expense pools used to allocate corporate expenses to Medicare
included executive compensation and various other expenses in two expense centers and two
caption accounts that were not supported or were not allocable to Medicare and were therefore
unallowable for Medicare reimbursement. In total, these expense pools included approximately
$20.9 million in unallowable expenses, resulting in unallowable Medicare reimbursement of
$521,828, including:

e Executive compensation included bonuses in various expense centers. Contrary to 48
CFR 8 31.201-2(d), CIGNA did not provide support demonstrating how the bonus
amounts were determined or that they were reasonable. Therefore, these bonuses,
totaling $14,064,765, should not have been included in the expense pools used to allocate
expenses to Medicare.

e Contrary to 48 CFR § 31.201-4 and § 31.202(a), the following two expense centers were
not supported as allocable to the Medicare contract and were, therefore, unallowable:

o0 Outplacement Central (expense center 5000130T) accumulates non-executive
outplacement expenses related to outside party services. These expenses, totaling
$2,700,556 for FYs 2004 and 2005, are not considered allocable to Medicare.

0 Outside Counsel SEC Law — Central (expense center 5000151T) accumulates
unallowable legal expenses associated with SEC finance and tax law. These
expenses, totaling $534,365 for FYs 2004, 2005, and 2006, are not considered
allocable to Medicare.

e Contrary to 48 CFR § 31.201-2(d), CIGNA did not provide any support for two caption
accounts. Because we could not evaluate the extent to which these costs were reasonable,
allocable, and allowable as required by 48 CFR § 31.204(a), the following caption
accounts should be excluded from the indirect costs allocated to Medicare:



o Hardware/Software Maintenance (caption account 1494) accumulates costs for
computer related hardware and software maintenance. These expenses, totaling
$3,086,556 for FY's 2005 and 2006, are not considered allowable for Medicare
reimbursement.

0 HR&S Warehousing (caption account 2305) accumulates warehousing costs.
These expenses, totaling $550,882 for FY's 2005 and 2006, are not considered
allowable for Medicare reimbursement.

CIGNA'’s removal from the indirect cost pools of the $20,937,124 in expenses and its revision of
the indirect cost allocations® reduced indirect costs allocable to Medicare by $721,245.° Of this
amount, $521,828 related to its Part B contract and $199,417 related to its Durable Medical
Equipment Regional Carrier contract.’

RECOMMENDATIONS
We recommend that CIGNA:
e reduce direct costs claimed on its FACPs by $47,757,
e reduce indirect costs claimed on its FACPs by $521,828, and

e strengthen its procedures for maintaining documentation to support costs included on its
FACPs.

CIGNA COMMENTS

In comments on our draft report, CIGNA agreed with most of our findings, except for those
related to caption accounts 1709 (Legal Services/Fees) and 1494 (Hardware/Software
Maintenance). CIGNA stated that unallowable legal expenses were accumulated in the expense
center Outside Counsel SEC Law — Central (expense center 5000151T), and it agreed with
removal of this expense center. However, because of this removal, caption account 1709 would
no longer include unallowable legal fees. Accordingly, CIGNA did not agree that the entire
caption account (1709) should be excluded. With regard to caption account 1494
(Hardware/Software Maintenance), CIGNA stated that it obtained and would provide invoices
supporting expenses we identified as unsupported. It believed that the additional documentation
would show that these expenses were allowable for allocation to CIGNA Government Services.

® See the Background section above for CIGNA’s Methodology for Allocating Costs.
® This amount is composed of $174,541 and $546,704 per CIGNA’s Impact Summary at Appendix D.
" See CIGNA’s Impact Summary at Appendix D and the Office of Inspector General report number A-04-07-00032,

Review of CIGNA Government Services Durable Medical Equipment Regional Carrier Final Administrative Cost
Proposals for Fiscal Years 2004 Through 2006.



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

We concurred with CIGNA’s comments regarding caption account 1709 (Legal Services/Fees),
and we revised the report to allow caption account 1709 expenses, except expense center
5000151T, as pooled expenses allocable to the Medicare contract. With regard to caption
account 1494 (Hardware/Software Maintenance), CIGNA did not provide invoices supporting
these expenses with its comments to the draft report. Therefore, we could not determine whether
these expenses were allowable for allocation to CIGNA Government Services, and we maintain
that caption account 1494 is not allocable to Medicare.

OTHER MATTERS
As identified in the previous Office of Inspector General audit of CIGNA’s Part B costs,

CIGNA’s corporate capitalization policy is not consistent with Appendix B of its CMS contract,
and CIGNA'’s software capitalization policy is not consistent with Federal criteria.
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APPENDIX A: SAMPLING METHODOLOGY
POPULATION
The population consisted of 22,994 “employee months” related to $74,923,351 in Part B salaries
and wages that were charged to Medicare from October 1, 2003, through September 30, 2006.
An “employee month” included one employee’s salaries, wages, and related fringe benefits for
one month.
SAMPLING FRAME
For fiscal years (FYs) 2004, 2005, and 2006, we obtained three Microsoft Excel files detailing
the individual employees’ monthly salaries and wages that were recorded as expenses in general
ledger salary account code 0801 and charged to Medicare on the Final Administrative Cost
Proposal (FACP). Total salaries and wages for each of the 3 FY's were reconciled to the related
general ledger and FACP.
The sampling frame included:

e 7,208 “employee months” related to Part B salary and wages of $22,604,278 for FY
2004,

e 7,810 “employee months” related to Part B salary and wages of $25,193,555 for FY
2005, and

e 7,976 “employee months” related to Part B salary and wages of $27,125,518 for FY
2006.

SAMPLE UNIT
The sample unit was an “employee month.”
SAMPLE DESIGN

We used a stratified random sample of “employee months” from the general ledger salary and
wages account (0801) for FY's 2004, 2005, and 2006. Each FY represented a separate stratum.

SAMPLE SIZE

We selected a sample of 105 “employee months” by selecting 35 items from each of the 3 FYs
(2004, 2005, and 2006).

SOURCE OF THE RANDOM NUMBERS

We used the Office of Inspector General, Office of Audit Services (OIG/OAS) statistical
software to generate the random numbers.























