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equitably allocated to all benefiting programs, were not related to the Medicaid program, or were 
claimed twice and $263,429 of postage, administrative, and subcontract costs claimed at the 
incorrect reimbursement rate.  The State agency improperly claimed these costs for Federal 
reimbursement because it did not have adequate internal controls and procedures to ensure that 
MMIS costs claimed were allowable, equitably allocated to all benefiting programs, and claimed 
at the correct reimbursement rate. 
 
We recommend that the State agency: 
 

• refund $2,273,211 to the Federal Government; 
 
• strengthen internal controls and procedures to ensure that MMIS costs claimed for 

Federal reimbursement are allowable, equitably allocated to all benefiting 
programs, and claimed at the correct Federal reimbursement rate; and 

 
• review MMIS costs claimed for Federal reimbursement after June 30, 2005, to 

ensure that the costs claimed were allowable, equitably allocated to all benefiting 
programs, and claimed at the correct Federal reimbursement rate. 

 
In written comments on the draft report, the State agency partially disagreed with our finding 
that it did not equitably allocate costs to other benefiting programs.  However, the State agency 
agreed with our other findings related to unallowable costs and costs claimed at the incorrect 
reimbursement rate.  Regarding our recommendations, the State agency agreed to refund 
$2,273,211 of the $5,557,010 of unallowable costs identified in our draft report.  The State 
agency commented that it is committed to strengthening internal controls and procedures and 
that it had already reviewed costs claimed for Federal reimbursement after our audit period in 
light of our findings.  
 
Based on our evaluation of the State agency’s comments and our review of additional 
information that the State agency provided, we revised our report to reflect a refund amount of 
$2,273,211.   
 
If you have any questions or comments about this report, please do not hesitate to call 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 
or Lori A. Ahlstrand, Regional Inspector General for Audit Services, Region IX, at (415) 437-
8360 or through e-mail at Lori.Ahlstrand@oig.hhs.gov.  Please refer to report number A-09-06-
00032.  
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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 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.  These assessments help reduce waste, abuse, and mismanagement and promote 
economy and efficiency throughout HHS. 
          
Office of Evaluation and Inspections 
 
The Office of Evaluation and Inspections (OEI) conducts national evaluations to provide HHS, 
Congress, and the public with timely, useful, and reliable information on significant issues.  
Specifically, these evaluations focus on preventing fraud, waste, or abuse and promoting 
economy, efficiency, and effectiveness in departmental programs.  To promote impact, the 
reports also present practical recommendations for improving program operations. 
 
Office of Investigations 
 
The 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.  OCIG imposes program exclusions and civil monetary penalties on 
health care providers and litigates those actions within HHS.  OCIG also represents OIG in the 
global settlement of cases arising under the Civil False Claims Act, develops and monitors 
corporate integrity agreements, develops compliance program guidances, renders advisory 
opinions on OIG sanctions to the health care community, and issues fraud alerts and other 
industry guidance.  

 



I 

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 HHSIOIGIOAS. Authorized officials of the HHS divisions will make final 
determination on these matters. 
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EXECUTIVE SUMMARY 
 
BACKGROUND 
 
A Medicaid management information system (MMIS) is a system of software and hardware used 
to process Medicaid claims and manage information about Medicaid beneficiaries and services.   
Section 1903(a) of the Social Security Act authorizes Federal reimbursement for the operation of 
an MMIS at an enhanced rate of 75 percent.  The Centers for Medicare & Medicaid Services 
(CMS) “State Medicaid Manual” identifies the specific types of MMIS costs that are allowable 
for Federal reimbursement.  For such costs to be allowable at the enhanced rate of 75 percent, 
they must be related to the operations of the MMIS for ongoing automated processing of claims, 
payments, and reports. 
 
In California, the Department of Health Care Services (the State agency) administers the 
Medicaid program with Federal oversight from CMS.  California’s MMIS processes both 
Medicaid and non-Medicaid claims.  Non-Medicaid claims include those for other Federal 
programs and State-only programs, such as the Genetically Handicapped Persons Program.  Non-
Medicaid claims also include those for medical services that Medicaid does not cover, such as 
abortions.  Federal regulations require that MMIS costs be equitably allocated to all benefiting 
programs. 
 
The State agency contracts with a fiscal agent, Electronic Data Systems, to process claims 
through the MMIS.  During the 2-year period July 1, 2003, through June 30, 2005, the State 
agency claimed $345,805,475 ($254,542,811 Federal share) as MMIS costs for reimbursement 
under the Medicaid program.  We limited our review to $251,023,302 ($183,179,805 Federal 
share) of the total costs claimed.  We did not review invoices that Electronic Data Systems 
submitted on behalf of the Systems Group ($56,167,305) and Provider Relations ($38,614,868).      
 
OBJECTIVE 
 
Our objective was to determine whether the State agency’s claims for MMIS costs were  
(1) allowable and equitably allocated and (2) claimed at the correct Federal reimbursement rate. 
 
SUMMARY OF FINDINGS 
 
Of the $183,179,805 (Federal share) of MMIS costs that we reviewed, $180,906,594 was 
allowable.  The remaining $2,273,211 consisted of: 
 

• $2,009,782 of unallowable costs that were not equitably allocated to all benefiting 
programs, were not related to the Medicaid program, or were claimed twice and  

 
• $263,429 of postage, administrative, and subcontract costs claimed at an incorrect 

reimbursement rate. 
 
The State agency improperly claimed these costs for Federal reimbursement because it did not 
have adequate internal controls and procedures to ensure that MMIS costs claimed were 
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allowable, equitably allocated to all benefiting programs, and claimed at the correct 
reimbursement rate. 
 
RECOMMENDATIONS 
 
We recommend that the State agency: 
 

• refund $2,273,211 to the Federal Government; 
 
• strengthen internal controls and procedures to ensure that MMIS costs claimed for 

Federal reimbursement are allowable, equitably allocated to all benefiting 
programs, and claimed at the correct Federal reimbursement rate; and 

 
• review MMIS costs claimed for Federal reimbursement after June 30, 2005, to 

ensure that the costs claimed were allowable, equitably allocated to all benefiting 
programs, and claimed at the correct Federal reimbursement rate.  

 
STATE AGENCY’S COMMENTS 
 
In written comments on the draft report (included in their entirety in the Appendix), the State 
agency partially disagreed with our finding that it did not equitably allocate costs to other 
benefiting programs.  It stated that it considers certain programs that we identified as 
non-Medicaid programs to be solely Medicaid expenditures, which are “justifiably claimable 
under Title XIX.”  However, the State agency agreed with our other findings related to 
unallowable costs and costs claimed at an incorrect reimbursement rate.   
 
Regarding our recommendations, the State agency agreed to refund $2,273,211 of the 
$5,557,010 of unallowable costs identified in our draft report.  The State agency commented that 
it is committed to strengthening internal controls and procedures to ensure that MMIS costs 
claimed for Federal reimbursement are allowable, equitably allocated, and claimed at the correct 
reimbursement rate.  The State agency also commented that it had already reviewed costs 
claimed for Federal reimbursement after our audit period in light of our findings.   
 
OFFICE OF INSPECTOR GENERAL’S RESPONSE 
 
Based on our evaluation of the State agency’s comments and our review of additional 
information that the State agency provided, we revised our report to reflect a refund amount of 
$2,273,211.  The State agency was able to demonstrate that the remaining $3,283,799 was 
allowable and that the allocation methodologies used were acceptable. 
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INTRODUCTION 
 
BACKGROUND 
 
Medicaid Program 
 
Congress established Medicaid as a jointly funded Federal and State program that provides 
medical assistance and long-term care to low-income people who qualify under Title XIX of the 
Social Security Act (the Act).  Within a broad legal framework, each State designs and 
administers its own Medicaid program.  Each State operates under a plan approved by the 
Centers for Medicare & Medicaid Services (CMS) for compliance with Federal laws and 
regulations.  States report Medicaid expenditures for medical assistance and administrative costs 
to CMS on the “Quarterly Medicaid Statement of Expenditures for the Medical Assistance 
Program,” Form CMS-64 (CMS-64).  The standard Federal reimbursement rate for Medicaid 
administrative expenditures is 50 percent.  
 
Medicaid Management Information System 
 
Section 1903(r)(1) of the Act states that, to receive Federal funding for use of automated data 
systems in administration of the Medicaid program, the State must have a mechanized claims 
processing and information retrieval system.  The CMS “State Medicaid Manual,” Chapter 11, 
section 11100, states that, for Medicaid purposes, the mechanized system is the Medicaid 
management information system (MMIS).  An MMIS is a system of software and hardware used 
to process Medicaid claims and manage information about Medicaid beneficiaries and services.  
The system may be operated by either a State agency or a fiscal agent, which is a private 
contractor hired by the State. 
 
Section 1903(a) of the Act authorizes a 90-percent Federal reimbursement rate for design, 
development, or installation of an MMIS and a 75-percent rate for operation of an MMIS.  The 
CMS “State Medicaid Manual” identifies the specific types of MMIS costs that are allowable for 
Federal reimbursement.  For such costs to be allowable at the enhanced rate of 75 percent, they 
must be related to the operations of the MMIS for ongoing automated processing of claims, 
payments, and reports. 
 
California Medicaid Management Information System 
   
In California, the Department of Health Care Services (the State agency) administers the 
Medicaid program with Federal oversight from CMS.1  California’s MMIS processes both 
Medicaid and non-Medicaid claims.  Non-Medicaid claims include those for other Federal 
programs and State-only programs, such as the Genetically Handicapped Persons Program. 
Non-Medicaid claims also include those for medical services that Medicaid does not cover, such 

                                                 
1During the time of our audit, the State agency was known as the Department of Health Services.  In California, 
Medicaid is referred to as the Medi-Cal program. 
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as abortions.  Federal regulations require that MMIS costs be equitably allocated to all benefiting 
programs.2 
 
The State agency contracted with a fiscal agent, Electronic Data Systems (EDS), to process 
claims through the MMIS.  The State agency signed a 4-year, $644-million contract with EDS to 
operate the MMIS and provide fiscal agent services from July 1, 2003, through June 30, 2007.  
Under the contract, EDS submitted as many as 40 invoices each month to the State agency for 
operation of the MMIS.  Some of the invoices were for processing providers’ claims for services 
under various medical assistance programs.  The costs for processing these claims were allocated 
to the respective programs based on the number of claims related to each program.  The costs for 
other activities, such as printing, provider relations, telephone support, maintenance, and systems 
modifications, were generally charged to the Medicaid program.   
 
During the 2-year period July 1, 2003, through June 30, 2005, the State agency claimed 
$345,805,475 ($254,542,811 Federal share) as MMIS costs for reimbursement under the 
Medicaid program.  During this period, the MMIS processed over 450 million Medicaid and 
non-Medicaid claims (an average of over 19 million claims per month). 
 
OBJECTIVE, SCOPE, AND METHODOLOGY 
 
Objective 
 
Our objective was to determine whether the State agency’s claims for MMIS costs were  
(1) allowable and equitably allocated and (2) claimed at the correct Federal reimbursement rate. 
 
Scope 
 
We limited our review to $251,023,302 ($183,179,805 Federal share) of the total MMIS costs 
claimed during the 2-year period July 1, 2003, through June 30, 2005.  We did not review 
invoices that EDS submitted on behalf of the Systems Group ($56,167,305) and Provider 
Relations ($38,614,868). 
 
We did not perform a detailed review of the State agency’s internal controls.  We limited our 
review to obtaining an understanding of the procedures used to (1) receive, review, and process 
EDS claims for reimbursement and (2) calculate and claim the Federal share for MMIS 
expenditures.   
 
The State agency submitted to CMS an EDS timestudy to support costs of personnel working in 
selected functions.  At the time of our audit, CMS was in the process of reviewing the timestudy.  
Therefore, we did not review it.   
 
During our audit, we conducted fieldwork at the State agency and EDS offices in Sacramento, 
California. 

                                                 
22 CFR part 225, Office of Management and Budget Circular (OMB) A-87, “Cost Principles for State, Local and 
Indian Tribal Governments.”  
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Methodology 
 
To accomplish our objective, we: 
 

• reviewed applicable Federal laws and regulations and CMS guidance; 
 

• reviewed the State agency’s policies, procedures, and cost reimbursement 
guidance for ensuring that MMIS costs were allowable, equitably allocated, and 
claimed at the correct Federal reimbursement rate; 

 
• reviewed the State agency’s contract with EDS; 

 
• compared amounts claimed by the State agency on the CMS-64 with supporting 

spreadsheets and invoices for the period July 1, 2003, through June 30, 2005;  
 

• traced amounts on the supporting spreadsheets to EDS invoices; and 
 

• applied an alternate methodology for allocating costs based on the number of 
claims processed, as reported by the MMIS, for each benefiting program.3   

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

FINDINGS AND RECOMMENDATIONS 
 
Of the $183,179,805 (Federal share) of MMIS costs that we reviewed, $180,906,594 was 
allowable.  The remaining $2,273,211 consisted of: 
 

• $2,009,782 of unallowable costs that were not equitably allocated to all benefiting 
programs, were not related to the Medicaid program, or were claimed twice and  

 
• $263,429 of postage, administrative, and subcontract costs claimed at an incorrect 

reimbursement rate. 
 
The State agency improperly claimed these costs for Federal reimbursement because it did not 
have adequate internal controls and procedures to ensure that MMIS costs claimed were 
allowable, equitably allocated to all benefiting programs, and claimed at the correct 
reimbursement rate. 
 
UNALLOWABLE COSTS  
 
The State agency claimed $2,009,782 (Federal share) of MMIS costs that were not allowable 
under Federal regulations.  The unallowable costs consisted of $1,934,999 that was not equitably 

                                                 
3This methodology incorporated the differing costs involved in processing the two types of claims, i.e., paper claims 
that were input manually and electronic claims.  We also took into account that the State agency deducted 
0.02 percent from the claims before filing them.   
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allocated to other benefiting programs, $56,558 that was not related to the Medicaid program, 
and $18,225 that was claimed twice. 
 
Costs Not Equitably Allocated to All Benefiting Programs  
 
OMB Circular A-87, Attachment A, section C.3.a, states:  “A cost is allocable to a particular cost 
objective if the goods or services involved are chargeable or assignable to such cost objective in 
accordance with relative benefits received.”  In addition, section C.1.e states that costs must “Be 
consistent with policies, regulations, and procedures that apply uniformly to both Federal awards 
and other activities of the governmental unit.” 
 
The State agency claimed $1,934,999 (Federal share) in costs under Medicaid that should have 
been allocated to other benefiting programs.  An example of unallocated costs was the Field 
Office Automation Group, which processed “Treatment Authorization Requests” for other 
programs that used the MMIS.  The State agency did not allocate the costs of these services 
among all programs in accordance with the relative benefits received; instead, it claimed them as 
Medicaid-only expenses. 
 
The State agency deducted 0.02 percent before claiming these costs under Medicaid.  A State 
agency staff member told us that the deduction had been developed by personnel who were no 
longer with the agency and that the State agency was unable to locate documentation to explain 
how the percentage had been calculated or why it was being deducted from the Medicaid claim. 
 
We determined allowable costs using the methodology described on page 3.  We compared our 
result with the amount the State agency calculated based on a new methodology.  Based on this 
new methodology, $1,934,999 claimed under Medicaid should have been allocated to other 
benefiting programs. 
 
Costs Not Related to the Medicaid Program 
 
OMB Circular A-87, Attachment A, section C.3.a., states that for costs to be allocable to a 
Federal award, the goods or services must be “. . . chargeable or assignable to such cost objective 
in accordance with relative benefits received.”  
 
The State agency claimed $56,558 (Federal share) for costs of printing manuals for programs 
that were not related to Medicaid.  These costs were for State-only programs.  The overclaim 
occurred because the State agency did not have adequate controls to prevent including these 
costs on the Medicaid claim. 
 
Costs Claimed Twice 
 
OMB Circular A-87, Attachment A, section C.1.a, states that, to be allowable under Federal 
awards, a cost must “Be necessary and reasonable for proper and efficient performance and 
administration of Federal awards.”   
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The State agency claimed $18,225 (Federal share) twice.  The overclaim occurred because EDS 
made errors in determining the amounts to be claimed for computer equipment on 16 invoices 
submitted to the State agency.  When these errors were discovered, the State agency directed 
EDS to correct its claiming procedures.  However, the State agency did not make an adjustment 
for the $18,225 on the CMS-64. 
 
COSTS CLAIMED AT AN INCORRECT REIMBURSEMENT RATE  
 
OMB Circular A-87, Attachment A, section C.1.a, states that, to be allowable, a cost must “Be 
necessary and reasonable for proper and efficient performance and administration of Federal 
awards.” 
 
The State agency claimed $263,429 (Federal share) of allowable MMIS costs at an incorrect 
Federal reimbursement rate.  These costs consisted of: 
  

• postage costs claimed at the 75-percent rate that should have been claimed at the 
50-percent rate, resulting in an overclaim of $156,243; 

 
• administrative salary and space costs claimed at the 75-percent rate that should 

have been claimed at the 50-percent rate, resulting in an overclaim of $61,001; 
and 

 
• subcontract costs claimed at the 90-percent rate that should have been claimed at 

the 75-percent rate, resulting in an overclaim of $46,185. 
 
The overclaims occurred because EDS incorrectly classified these costs on invoices that it 
submitted to the State agency.  In addition, the State agency did not have adequate controls to 
ensure that costs were claimed at the correct rate. 
 
Postage Costs 
 
The CMS “State Medicaid Manual,” Chapter 11, section 11276.8, states:  “. . . all postage costs 
associated with the operation of an MMIS are matched at the 50 percent rate.”  The State agency 
incorrectly claimed postage costs at the 75-percent rate, resulting in an overclaim of $156,243 
(Federal share).   
 
Administrative Salary and Space Costs 
 
The CMS “State Medicaid Manual,” Chapter 11, provides for various levels of Federal funding 
depending on the relationship of the activity to the MMIS: 
 

• Section 11276.2 provides 90 percent for costs directly attributable to the design, 
development, installation, and enhancement of claims processing. 
 

• Section 11276.3 provides 75 percent for direct costs directly attributable to the Medicaid 
program for ongoing automated processing of claims. 
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• Section 11276.1 provides 50 percent for other functions, even if performed by the same 
unit or individuals. 

 
The State agency incorrectly claimed administrative salary and space costs as MMIS costs at the 
75-percent rate, resulting in an overclaim of $61,001 (Federal share).  According to the State 
agency, these costs were for salaries and for space occupied by EDS accounting and purchasing 
staff who were not involved with the development or operation of the MMIS.  The costs also 
included EDS personnel in the print center, publications, and distribution units.  EDS recorded 
the costs in a “catch-all” cost center because they did not fit in a cost center directly related to 
MMIS operations.  These costs were allowable under Medicaid but should have been claimed at 
the 50-percent rate. 
 
Subcontract Costs 
 
The CMS “State Medicaid Manual,” Chapter 11, section 11276.2, states:  “[Federal 
reimbursement] at 90 percent is available for costs directly attributable to . . .  the design, 
development, installation, and enhancement” of the MMIS.  Section 11276.3(A) states:  
“[Federal reimbursement] at 75 percent is available for direct costs directly attributable to the 
Medicaid program for ongoing automated processing of claims, payments, and reports.  Included 
[is] . . . maintenance of software and documentation . . . .”   
 
The State agency claimed certain subcontract costs at the 90-percent rate, resulting in an 
overclaim of $46,185 (Federal share).  The costs were on invoices prepared by EDS for work 
identified as “on-going operational support” and claimed by EDS at the 75-percent rate.  In some 
cases, the State agency subsequently annotated the EDS invoices to indicate that they were 
eligible at the 90-percent rate.  According to the invoices, these costs were not directly 
attributable to the design, development, installation, or enhancement of the MMIS and should 
have been claimed at the 75-percent rate. 
 
RECOMMENDATIONS 
 
We recommend that the State agency: 
 

• refund $2,273,211 to the Federal Government; 
 

• strengthen internal controls and procedures to ensure that MMIS costs claimed for 
Federal reimbursement are allowable, equitably allocated to all benefiting 
programs, and claimed at the correct Federal reimbursement rate; and 

 
• review MMIS costs claimed for Federal reimbursement after June 30, 2005, to 

ensure that the costs claimed were allowable, equitably allocated to all benefiting 
programs, and claimed at the correct Federal reimbursement rate.  
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STATE AGENCY’S COMMENTS 
 
In written comments on the draft report (included in their entirety in the Appendix), the State 
agency partially disagreed with our finding that it did not equitably allocate costs to other 
benefiting programs.  It stated that it considers certain programs that we identified as 
non-Medicaid programs to be solely Medicaid expenditures, which are “justifiably claimable 
under Title XIX.”  However, the State agency agreed with our other findings related to 
unallowable costs and costs claimed at an incorrect reimbursement rate.   
 
Regarding our recommendations, the State agency agreed to refund $2,273,211 of the 
$5,557,010 of unallowable costs identified in our draft report.  The State agency commented that 
it is committed to strengthening internal controls and procedures to ensure that MMIS costs 
claimed for Federal reimbursement are allowable, equitably allocated, and claimed at the correct 
reimbursement rate.  The State agency also commented that it had already reviewed costs 
claimed for Federal reimbursement after our audit period in light of our findings.   
 
OFFICE OF INSPECTOR GENERAL’S RESPONSE 
 
Based on our evaluation of the State agency’s comments and our review of additional 
information that the State agency provided, we revised our report to reflect a refund amount of 
$2,273,211.  The State agency was able to demonstrate that the remaining $3,283,799 was 
allowable and that the allocation methodologies used were acceptable. 
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1Office of Inspector General (OIG) Note:  This finding has been removed from the 
final report. 
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2OIG Note:  This recommendation has been removed from the final report.
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