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TO: Kerry Weems
Acting Administrator
Centers for Medicare & Medicaid Services
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FROM: oseph E. Vengrin
Deputy Inspector General for Audit Services

SUBJECT: Review of the Qualified Pension Plan at Nationwide Mutual Insurance Company,
a Terminated Medicare Contractor, for the Period March 1, 1986, to
June 30, 2002 (A-07-07-00239)

Attached is an advance copy of our final report on the qualified pension plan at Nationwide
Mutual Insurance Company (Nationwide), a terminated Medicare contractor. We will issue this
report to Nationwide within 5 business days.

Our objective was to determine whether Nationwide complied with Federal requirements and the
Medicare contracts’ pension segmentation requirements when:

e identifying the Medicare segment asset base (initial allocation) as of March 1, 1986;
e updating Medicare segment assets from March 1, 1986, to June 30, 2002; and

¢ determining Medicare’s share of the Medicare segment excess pension assets as of the
termination of Nationwide’s Medicare contracts.

Nationwide did not always comply with Federal requirements and the Medicare contracts’
pension segmentation requirements. Specifically, Nationwide did not correctly identify the
initial allocation of pension plan assets to the Medicare segment as of March 1, 1986, and did not
comply with the Medicare contracts’ pension segmentation requirements for updating Medicare
segment assets from March 1, 1986, to June 30, 2002. As a result, Nationwide understated the
Medicare segment assets by $1,990,365.

In addition, Nationwide did not comply with the provisions of its Medicare contracts or the Cost
Accounting Standards when determining Medicare’s share of the Medicare segment excess
pension assets as of the termination of the Medicare contracts. We identified $14,891,163 as
Medicare’s share; however, Nationwide identified $7,378,044 as Medicare’s share. Therefore,
Nationwide understated Medicare’s share by $7,513,119.
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We recommend that Nationwide:
e increase Medicare segment pension assets as of June 30, 2002, by $1,990,365;

e increase Medicare’s share of the excess Medicare segment pension assets as of
June 30, 2002, by $7,513,119; and

e refund to the Federal Government $14,891,163, which we calculated to be Medicare’s
share of the Medicare segment excess pension assets as of the termination of the
Medicare contracts.

In written comments on our draft report, Nationwide did not address our recommendations.
Nationwide disagreed with our findings, calculations, valuation methods, and the applicability of
some of the criteria that we used. After reviewing Nationwide’s comments, we made a minor
revision to our calculations and the related recommendations. Our findings and
recommendations, as revised, are valid.

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 Patrick J.
Cogley, Regional Inspector General for Audit Services, Region VI, at (816) 426-3591 or through
e-mail at Patrick.Cogley@oig.hhs.gov. Please refer to report number A-07-07-00239.

Attachment



¥RV
\_\.%5"‘ e,

Yy : -
,_/C DEPARTMENT OF HEALTH & HUMAN SERVICES Qhce of Jnspector General

guraten
4 o,

o

Offices of Audit Services

Region Vil
601 East 12th Street

0cT - 2 2008 | 2:::;:‘2:' Missouri 64106
Report Number: A-07-07-00239

Mr. Steve D. Cox, CPA, CEBS
Director of Benefits Finance
Nationwide Mutual Insurance Company
One Nationwide Plaza

Columbus, Ohio 43125-2220

Dear Mr. Cox:

Enclosed is the U.S. Department of Health and Human Services (HHS), Office of Inspector
General (OIG), final report entitled “Review of the Qualified Pension Plan at Nationwide Mutual
Insurance Company, a Terminated Medicare Contractor, for the Period March 1, 1986, to

June 30, 2002.” 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.

Pursuant to the principles of the Freedom of Information Act, 5 U.S.C. § 552, as amended by
Public Law 104-231, OIG reports generally are made available to the public to the extent the
information is not subject to exemptions in the Act (45 CFR part 5). Accordingly, this report
will be posted on the Internet at http://oig.hhs.gov.

If you have any questions or comments about this report, please do not hesitate to call me at
(816) 426-3591, or contact Jenenne Tambke, Audit Manager, at (573) 893-8338, extension 21, or
through e-mail at Jenenne. Tambke@oig.hhs.gov. Please refer to report number A-07-07-00239
in all correspondence.

Sincerely,

Patrick J ..ébgl-ey '

Regional Inspector General
for Audit Services

Enclosure
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Direct Reply to HHS Action Official:

Ms. Nanette Foster Reilly

Consortium Administrator

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

601 East 12th Street, Room 235

Kansas City, Missouri 64106
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Office of Inspector General

http:/ /oig.hhs.gov

The mission of the Office of Inspector General (O1G), 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 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.
These evaluations focus on preventing fraud, waste, or abuse and promoting economy,
efficiency, and effectiveness of departmental programs. To promote impact, OEI reports also
present practical recommendations for improving program operations.

Office of Investigations

The Office of Investigations (Ol) conducts criminal, civil, and administrative investigations of
fraud and misconduct related to HHS programs, operations, and beneficiaries. With
investigators working in all 50 States and the District of Columbia, Ol utilizes its resources by
actively coordinating with the Department of Justice and other Federal, State, and local law
enforcement authorities. The investigative efforts of Ol often lead to criminal convictions,
administrative sanctions, and/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
for OIG’s internal operations. OCIG represents OIG in all civil and administrative fraud and
abuse cases involving HHS programs, including False Claims Act, program exclusion, and civil
monetary penalty cases. In connection with these cases, OCIG also negotiates and monitors
corporate integrity agreements. OCIG renders advisory opinions, issues compliance program
guidance, publishes fraud alerts, and provides other guidance to the health care industry
concerning the anti-kickback statute and other OIG enforcement authorities.




Notices

THIS REPORT IS AVAILABLE TO THE PUBLIC
at http://oig.hhs.qgov

Pursuant to the principles of the Freedom of Information Act, 5 U.S.C.
§ 552, as amended by Public Law 104-231, Office of Inspector General
reports generally are made available to the public to the extent the
information is not subject to exemptions in the Act (45 CFR part 5).

OFFICE OF AUDIT SERVICES FI>NDINGS AND OPINIONS

The designation of financial or management practices as questionable, a
recommendation for the disallowance of costs incurred or claimed, and
any other conclusions and recommendations in this report represent the
findings and opinions of OAS. Authorized officials of the HHS operating
divisions will make final determination on these matters.




EXECUTIVE SUMMARY
BACKGROUND

Nationwide Mutual Insurance Company (Nationwide) administered Medicare Part B operations
under cost reimbursement contracts with the Centers for Medicare & Medicaid Services (CMS)
from July 1, 1966, until the contractual relationship was terminated on June 30, 2002. The
effective closing date for the Medicare segment was June 30, 2002.

Pension Plan

Nationwide sponsors a defined-benefit pension plan, which is a deferred compensation plan in
which an employer makes actuarially determined contributions to fund an employee’s retirement
benefit as defined by the plan’s terms.

Since its inception, Medicare has paid a portion of contractors’ contributions to their pension
plans. These contributions are allowable Medicare costs subject to the criteria set forth in the
Medicare contracts, Federal Procurement Regulations, Federal Acquisition Regulation, and Cost
Accounting Standards (CAS). Furthermore, the Medicare contracts specifically prohibit any
profit (gain) from Medicare activities. Therefore, contractors must credit to the Medicare
program those pension gains (excess pension assets) that occur when a Medicare segment
terminates.

Pension Segmentation

Beginning with fiscal year 1988, CMS incorporated segmentation requirements into the
Medicare contracts. The Medicare contracts define a segment and specify the methodology for
the identification and initial allocation of pension assets to the segment. Additionally, the
contracts require Medicare segment assets to be updated for each year after the initial allocation
in accordance with CAS 412 and 413.

Upon the termination of its Medicare contracts, Nationwide identified Medicare’s share of the
Medicare segment excess pension assets to be $7,378,044. However, Nationwide has not
refunded any of this amount, opting to wait until the results of our audit are finalized.
OBJECTIVE

Our objective was to determine whether Nationwide complied with Federal requirements and the
Medicare contracts’ pension segmentation requirements when:

¢ identifying the Medicare segment asset base (initial allocation) as of March 1, 1986;
e updating Medicare segment assets from March 1, 1986, to June 30, 2002; and

e determining Medicare’s share of the Medicare segment excess pension assets as of the
termination of Nationwide’s Medicare contracts.



SUMMARY OF FINDINGS

Nationwide did not always comply with Federal requirements and the Medicare contracts’
pension segmentation requirements. Specifically, Nationwide did not correctly identify the
initial allocation of pension plan assets to the Medicare segment as of March 1, 1986, and did not
comply with the Medicare contracts’ pension segmentation requirements for updating Medicare
segment assets from March 1, 1986, to June 30, 2002. As a result, Nationwide understated the
Medicare segment assets by $1,990,365.

In addition, Nationwide did not comply with the provisions of its Medicare contracts or the CAS
when determining Medicare’s share of the Medicare segment excess pension assets as of the
termination of the Medicare contracts. We identified $14,891,163 as Medicare’s share; however,
Nationwide identified $7,378,044 as Medicare’s share. Therefore, Nationwide understated
Medicare’s share by $7,513,119.

RECOMMENDATIONS
We recommend that Nationwide:
e increase Medicare segment pension assets as of June 30, 2002, by $1,990,365;

e increase Medicare’s share of the excess Medicare segment pension assets as of
June 30, 2002, by $7,513,119; and

e refund to the Federal Government $14,891,163, which we calculated to be Medicare’s
share of the Medicare segment excess pension assets as of the termination of the
Medicare contracts.

AUDITEE COMMENTS

In written comments on our draft report, Nationwide did not address our recommendations.
Nationwide disagreed with our findings, calculations, valuation methods, and the applicability of
some of the criteria that we used. Nationwide’s comments are included in their entirety as
Appendix F.

OFFICE OF INSPECTOR GENERAL RESPONSE

After reviewing Nationwide’s comments, we made a minor revision to our calculations and the
related recommendations. Our findings and recommendations, as revised, are valid.
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INTRODUCTION
BACKGROUND

Nationwide Mutual Insurance Company (Nationwide) administered Medicare Part B operations
under cost reimbursement contracts with the Centers for Medicare & Medicaid Services (CMS)
from July 1, 1966, until the contractual relationship was terminated on June 30, 2002. The
effective closing date for the Medicare segment was June 30, 2002.

Pension Plan

Nationwide sponsors a defined-benefit pension plan, which is a deferred compensation plan in
which an employer makes actuarially determined contributions to fund an employee’s benefit as
defined by the plan’s terms. Once an employee satisfies the plan’s age and service requirements
and retires, he or she is eligible to receive a monthly payment from the plan. The plan
accumulates assets from employer contributions and net investment earnings to fund the actuarial
liability for both earned and projected future benefits. To the extent that assets accumulate from
better-than-expected investment earnings, the amount of required annual employer contributions
decreases and may even be eliminated for some years.

Since its inception, Medicare has paid a portion of contractors’ contributions to their pension
plans. These contributions are allowable Medicare costs subject to the criteria set forth in the
Medicare contracts, Federal Procurement Regulations (FPR), Federal Acquisition Regulation
(FAR), and Cost Accounting Standards (CAS). Furthermore, the Medicare contracts specifically
prohibit any profit (gain) from Medicare activities. Therefore, contractors must credit to the
Medicare program those pension gains (excess pension assets) that occur when a Medicare
segment terminates.

Federal Requirements

CAS 412 addresses the determination and measurement of pension cost components. It also
addresses the assignment of pension costs to appropriate accounting periods.

CAS 413 addresses the valuation of pension assets, allocation of pension costs to segments of an
organization, adjustment of pension costs for actuarial gains and losses, and assignment of gains
and losses to cost accounting periods. CAS 413 also addresses the determination of segment
assets and liabilities in the event of contract terminations, segment closings, or pension plan
terminations.

FAR Part 31 and its predecessor, FPR, address the allowability of pension costs and the recovery
of gains, rebates, and other forms of credits for Federal contractors.

Pension Segmentation

CMS incorporated CAS 412 and 413 into the Medicare contracts effective October 1, 1980.
Starting in fiscal year (FY) 1988, CMS incorporated segmentation requirements into Medicare



contracts. The Medicare contracts define a segment and specify the methodology for the
identification and initial allocation of pension assets to the segment. The contracts require
Medicare segment assets to be updated for each year after the initial allocation in accordance
with CAS 412 and 413. In claiming costs, contractors must follow cost reimbursement
principles contained in the FAR, CAS, and Medicare contracts.

Upon the termination of its Medicare contracts, Nationwide identified Medicare’s share of the
Medicare segment excess pension assets to be $7,378,044. However, Nationwide has not
refunded any of this amount, opting to wait until the results of our audit are finalized.
OBJECTIVE, SCOPE, AND METHODOLOGY

Objective

Our objective was to determine whether Nationwide complied with Federal requirements and the
Medicare contracts’ pension segmentation requirements when:

¢ identifying the Medicare segment asset base (initial allocation) as of March 1, 1986;
e updating Medicare segment assets from March 1, 1986, to June 30, 2002; and

e determining Medicare’s share of the Medicare segment excess pension assets as of the
termination of Nationwide’s Medicare contracts.

Scope

We reviewed Nationwide’s identification of its Medicare segment, computation of the initial
assets allocated to the Medicare segment, and update of Medicare assets from March 1, 1986, to
June 30, 2002 (the closing date for the Medicare segment). Nationwide did not maintain
complete records of how it accounted for segment assets when computing pension costs charged
to the Medicare contracts. However, prior to our review, Nationwide engaged an actuarial
consulting firm to analyze and reconstruct its asset accounting. We referred to the reconstructed
asset accounting and supporting data during our review.

Achieving our objectives did not require us to review Nationwide’s overall internal control
structure. However, we reviewed controls relating to the identification of the Medicare segment,
the update of the segment’s assets, and the determination of the final segment liabilities.

We performed fieldwork at Nationwide in Columbus, Ohio.

Methodology

To accomplish our objective:

e  We reviewed the applicable portions of the FPR, FAR, CAS, and Medicare contracts.



e  We reviewed the reconstructed data and analysis provided by Nationwide’s actuarial
consulting firm and the annual actuarial valuation reports prepared by Nationwide’s
internal actuarial department, which included the pension plan’s assets, liabilities,
normal costs, contributions, benefit payments, investment earnings, and administrative
expenses. We used this information to calculate the Medicare segment assets.

e  We obtained the pension plan documents and Department of Labor/Internal Revenue
Service Form 5500s used in calculating the Medicare segment assets.

e  We interviewed Nationwide staff responsible for identifying the Medicare segment to
determine whether the segment was properly identified in accordance with the Medicare
contracts.

e  We reviewed Nationwide’s accounting records to verify the segment identification and
benefit payments made to the Medicare segment.

e  We provided the CMS Office of the Actuary with the actuarial information necessary
for it to calculate the Medicare segment assets and the Medicare segment excess
pension assets as of June 30, 2002.

e  We reviewed the CMS actuaries’ methodology and calculations.

We performed this review in conjunction with our audit of Nationwide’s pension costs claimed
for Medicare reimbursement (A-07-07-00240) and used the information obtained during that
audit in this review.

We conducted this performance audit in accordance with generally accepted government
auditing standards (GAGAS). 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

Nationwide did not always comply with Federal requirements and the Medicare contracts’
pension segmentation requirements. Specifically, Nationwide did not correctly identify the
initial allocation of pension plan assets to the Medicare segment as of March 1, 1986, and did not
comply with the Medicare contracts’ pension segmentation requirements for updating Medicare
segment assets from March 1, 1986, to June 30, 2002. As a result, Nationwide understated the
Medicare segment assets by $1,990,365.

Appendix A presents details of the Medicare segment’s pension assets from March 1, 1986, to
June 30, 2002, as determined during our audit. Table 1 on the next page summarizes the audit
adjustments required to update Medicare segment pension assets in accordance with Federal
requirements.



Table 1: Summary of Audit Adjustments
Per Audit | Per Nationwide| Difference
Initial allocation $8,110,959 $8,106,641 $4,318

Update of pension assets:

Contributions and prepayment credits 11,875,029 13,166,119 | (1,291,090)
Benefit payments (715,697) (169,466) (546,231)
Transfers (15,424,261) (18,711,926)| 3,287,665
Earnings, net expenses 30,585,564 30,049,861 535,703
Understatement of Medicare segment $1,990,365

In addition, Nationwide did not comply with the provisions of its Medicare contracts or the CAS
when determining Medicare’s share of the Medicare segment excess pension assets as of the
termination of the Medicare contracts. We identified $14,891,163 as Medicare’s share; however,
Nationwide identified $7,378,044 as Medicare’s share.> Therefore, Nationwide understated
Medicare’s share by $7,513,119.

MEDICARE SEGMENT ASSET BASE (INITIAL ALLOCATION)
Federal Requirements

The Medicare contracts provide for separate identification of pension assets for the Medicare
segment. The identification involves the allocation of assets to the Medicare segment as of the
first pension plan year after December 31, 1985, in which the salary criterion was met. The
allocation is to use the ratio of the actuarial liabilities of the Medicare segment to the actuarial
liabilities of the total plan as of the first day of the first plan year after December 31, 1980, or the
first day of the first plan year following the date that the Medicare segment existed, whichever is
later. This ratio is known as the asset fraction.

Understated Medicare Segment Asset Base as of March 1, 1986

Nationwide calculated an asset fraction of 1.502 percent as of March 1, 1981, and used that
figure to calculate Medicare segment assets totaling $8,106,641 as of March 1, 1986.

Nationwide used the 1981 actuarial valuation report and actuarial valuation data printouts to
obtain the accrued actuarial liabilities for the total company and for the Medicare segment.
Nationwide then used these amounts to calculate its asset fraction. However, Nationwide did not
adjust the accrued actuarial liabilities for errors on the data printout. As a result, the accrued
actuarial liability amounts that Nationwide used to calculate the asset fraction did not reconcile
to the 1981 actuarial valuation report. We calculated the asset fraction to be 1.5028 percent,
which was 0.0008 percent higher than Nationwide’s value.

We applied this revised asset fraction to the audited total company pension assets as of
March 1, 1986, and calculated Nationwide’s Medicare segment asset base to be $8,110,959. Our
calculations increased the Medicare segment assets by $4,318 ($8,110,959 less $8,106,641) as of

!As stated earlier, Nationwide has not refunded any of these excess assets.



March 1, 1986. Nationwide’s initial allocation of Medicare segment assets was understated
because Nationwide did not adjust its asset fraction as discussed above. Details of Nationwide’s
and our calculations of the initial asset allocation appear in Appendix B.

UPDATE OF MEDICARE SEGMENT ASSETS
Federal Requirements

The Medicare contracts state that “. . . the pension assets allocated to each Medicare Segment
shall be adjusted in accordance with CAS 413.50(c)(7).” CAS 413.50(c)(7) requires that the
asset base be adjusted by contributions, permitted unfunded accruals, income, benefit payments,
and expenses. For plan years beginning on or before March 30, 1995, the CAS requires
investment income and expenses to be allocated among segments in proportion to the beginning-
of-year asset value. For plan years beginning after March 30, 1995, the CAS requires investment
income and expenses to be allocated among segments based on the ratio of the segment’s
weighted average value (WAV) of assets to total company WAV of assets.

In addition, CAS 413.50(c)(8) requires an adjustment to be made for transfers (participants who
enter or leave the segment) if the transfers materially affect the segment’s ratio of pension plan
assets to actuarial accrued liabilities. For plan years beginning after March 31, 1995, the CAS
requires that the assets transferred equal the actuarial accrued liabilities as determined using the
accrued benefit cost method.

Furthermore, CAS 412.50(a)(4) requires that contributions in excess of the pension cost assigned
to the period be recognized as prepayment credits and accumulated at the assumed valuation
interest rate until applied to future period costs. Prepayment credits that have not been applied to
fund pension costs are excluded from the value of assets used to compute pension costs.

Finally, FAR 31.201-1(a) requires that “[t]he total cost, including standard costs properly
adjusted for applicable variances, of a contract is the sum of the direct and indirect costs
allocable to the contract, incurred or to be incurred . . . .”

Contributions and Prepayment Credits Overstated

Nationwide overstated contributions and prepayment credits by $1,291,090 because of
differences in assignable pension costs, which resulted from Nationwide’s use of an imputed
interest cost in its current-year contributions. Nationwide based its computation of the
contributions and prepayment credits on an assumed end-of-year funding schedule rather than on
the interest incurred based on the actual timing of funding deposits, as required by the FAR.
Using the actual timing of funding deposits changed the Medicare asset values, which resulted in
differences in the assignable pension costs.

The audited contributions and prepayment credits are based on the assignable pension costs.
In compliance with CAS 412.50(a)(4) and FAR 31.201-1(a), we applied prepayment credits
first to current-year assignable pension costs and then updated any remaining credits with
interest to the next measurement (valuation) date because the credits are available at the



beginning of the year. We then allocated contributions as needed to assigned pension costs as
of the date of deposit.

Appendix C compares Nationwide’s and our calculations of allocated pension contributions
and prepayment credits.

Benefit Payments Understated

Nationwide understated benefit payments by $546,231 because it incorrectly included the benefit
payments in the net transfer amounts. Benefit payments made during the year to Medicare
segment participants should have been treated as benefit payments rather than asset transfers out
of the Medicare segment, as required by CAS 413.50(c)(7).

Net Transfers Overstated

Nationwide overstated transfers out of the Medicare segment by $3,287,665. Nationwide made
adjustments for transfers in its update of segment assets; however, it did not revalue transfers
using the accrued benefit cost method for plan years after March 31, 1995, as required by the
revised CAS. In addition, as mentioned earlier, Nationwide incorrectly included benefit
payments in the transfer amount. Therefore, Nationwide overstated its Medicare segment assets
by $3,287,665. Appendix D compares Nationwide’s and our calculations of net asset transfers
from the Medicare segment.

Earnings and Expenses Understated

Nationwide understated investment earnings, less administrative expenses, by $535,703 for the
Medicare segment. Nationwide did not use the WAV of assets to allocate earnings for plan years
after March 31, 1995, as required by CAS 413.50(c)(7). In addition, Nationwide’s practice of
adjusting contributions to the end of the year did not properly reflect the actual timing of
contributions in the WAV of assets allocated to each segment. Nationwide’s methodology
credited each segment with investment return on current-year contributions at the valuation rate,’
instead of crediting current contributions with their actual rate of return as required by the CAS.
Because of this error, Nationwide’s allocation basis differed from that required by the CAS and
led to different allocation amounts. In our audited update, we allocated earnings and expenses
based on the applicable CAS requirements.

MEDICARE SEGMENT EXCESS PENSION ASSETS
Federal Requirements
Medicare Contracts

The Medicare contracts specifically prohibit any profit (gain) from Medicare activities. Pension
gains that occur when a segment closes (i.e., contract terminations) must be credited to the

*The valuation rate is the assumed interest rate used in actuarial computations to calculate the expected long-term
rate of return on plan assets.



Medicare program, as required by the FAR. In the event of a contract termination, the Medicare
contracts require contractors to follow the abnormal forfeiture provision of the FPR and the
segment closing provision of the CAS.

Federal Procurement Regulations

The Medicare contracts in force from 1966 to 1981 required that contractors comply with the
abnormal forfeiture provisions in the event of a contract termination.

FPR 1-15.205-6(f)(3) states:

(3) In determining the cost of deferred compensation allowable under the contract,
appropriate adjustments shall be made for credits or gains, including those arising
out of both normal and abnormal employee turnover, or any other contingencies
that can result in forfeiture by employees of such deferred compensation.
Adjustments shall be made for forfeitures which directly or indirectly inure to the
benefit of the contractor . . . . Adjustments for possible future abnormal forfeitures
shall be effected according to the following rules: . . .

(if) Abnormal forfeitures . . . may be made the subject of agreement
between the Government and the contractor either as an equitable
adjustment or a method of determining such adjustment.

Furthermore, FPR 1-15.201-5 states: “The applicable portion of any income, rebate, allowance,
and other credit relating to any allowable cost, received by or accruing to the contractor, shall be
credited to the Government either as a cost reduction or by cost refund, as appropriate.”

The FPR kept the abnormal forfeiture adjustment for non-CAS-covered contracts when CAS 413
was incorporated into the FPR in 1980. All cost-based contracts awarded after the FAR was
published in September 1983 were subject to the provisions of CAS 413-50(c)(12), and the
abnormal forfeiture provision was determined to be unnecessary for future periods.

As amended in 1980, FPR 1-15.205-6(f)(3)(i)(B) reads:

Under contracts not subject to Cost Accounting Standards, abnormal forfeitures
due to significant reduction in the Contractor’s level of employment that are
foreseeable and which can be currently evaluated with reasonable accuracy by
actuarial or other sound computation shall be reflected by an adjustment of the
costs otherwise allowable. When abnormal forfeitures were not taken into
account previously, appropriate credit shall be given to the Government in
accordance with § 1-15.201-5. . . .

Federal Acquisition Regulation

The FAR addresses dispositions of gains in situations such as segment closings. When excess or
surplus assets revert to a contractor because of a termination of a pension plan, or when such



assets are constructively received by the contractor for any reason, the contractor must make a
refund or give credit to the Government for its equitable share (FAR 31.205-6(j)(4)).

Cost Accounting Standards

During 1980, CMS renegotiated the Medicare contracts and expressly incorporated CAS 412 and
413 into the contracts beginning October 1, 1980.

Contract terminations and segment closings are addressed by CAS 413.50(c)(12), which states:

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

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

(i) . . . The market value of the assets shall be reduced by the accumulated value
of prepayment credits, if any. Conversely, the market value of assets shall be
increased by the current value of any unfunded actuarial liability separately
identified and maintained in accordance with 9904.412-50(a)(2).

(iii) The calculation of the difference between the market value of the assets and
the actuarial accrued liability shall be made as of the date of the event (e.g.,
contract termination, plan amendment, plant closure) that caused the closing of the
segment, pension plan termination, or curtailment of benefits. If such a date is not
readily determinable, or if its use can result in an inequitable calculation, the
contracting parties shall agree on an appropriate date.

(iv) Pension plan improvements adopted within 60 months of the date of the event
which increase the actuarial accrued liability shall be recognized on a prorata basis
using the number of months the date of adoption preceded the event date. Plan
improvements mandated by law or collective bargaining agreement are not subject
to this phase-in.

The methodology for determining the Federal Government’s share of the excess pension assets is
addressed by CAS 413.50(c)(12)(vi), which states:

The Government’s share of the adjustment amount determined for a segment shall
be the product of the adjustment amount and a fraction. The adjustment amount



shall be reduced for any excise tax imposed upon assets withdrawn from the

funding agency of a qualified pension plan. The numerator of such fraction shall

be the sum of the pension plan costs allocated to all contracts and subcontracts

(including Foreign Military Sales) subject to this Standard during a period of years

representative of the Government’s participation in the pension plan. The
denominator of such fraction shall be the total pension costs assigned to cost
accounting periods during those same years. This amount shall represent an
adjustment of contract prices or cost allowance as appropriate. The adjustment

may be recognized by modifying a single contract, several but not all contracts, or

all contracts, or by use of any other suitable technique.

Excess Medicare Segment Pension Assets as of June 30, 2002

Nationwide identified $12,122,977 in excess Medicare segment pension assets as of

June 30, 2002. However, we calculated the excess pension assets to be $14,904,577 as of

that date. Therefore, Nationwide understated the excess pension assets by $2,781,600. The
understatement occurred because Nationwide did not comply with the CAS in updating the

Medicare segment pension assets to June 30, 2002, as previously discussed. In addition,

Nationwide did not comply with CAS 413.50(c)(12) because it did not prorate a pension plan
improvement made within 60 months of the segment closing and did not use the accrued benefit
cost method to value the accrued liabilities for the active participants who remained with the
company. Table 2 summarizes, for each of these causes, the differences between Nationwide’s

and our calculations.

Table 2: Summary of Adjustments to Excess Medicare Segment Pension Assets

Per Audit | Per Nationwide| Difference
Medicare segment assets as of June 30, 2002 $34,431,594 $32,441,229 $1,990,365
Adjustment for plan improvement 247,950 0 247,950
Accrued liabilities of active participants (651,185) (1,194,470) 543,285
Understatement $2,781,600

Medicare’s Share of Excess Pension Assets as of June 30, 2002

Nationwide did not comply with the provisions of its Medicare contracts in determining

Medicare’s share of the Medicare segment excess pension assets as of June 30, 2002.
Nationwide computed $7,378,044 as Medicare’s share; however, we determined that Medicare’s
share was $14,891,163. Therefore, Nationwide understated Medicare’s share by $7,513,119.

For the years prior to October 1, 1980, the Medicare contracts incorporated the FPR, which
included the provision for crediting the actuarial gain from abnormal forfeitures, i.e., “significant

reduction in the Contractor’s level of employment,” cited above. For the year beginning

October 1, 1980, and for succeeding years, the Medicare contracts incorporated CAS 412 and
413 and required that those Federal requirements, including the calculation of the segment

closing adjustment, be followed.




At the end of the Medicare contracts, Nationwide closed its Medicare Division with a mass
termination of the employees. Thus, Nationwide’s termination of its Medicare contracts met the
criteria of both an abnormal forfeiture and a segment closing. Therefore, Nationwide should
have calculated the aggregate Medicare percentage using the information from 1966 to June 30,
2002, the date that the contractual relationship was terminated, in both the numerator and the
denominator of the fraction. However, Nationwide calculated its aggregate Medicare percentage
by dividing the Medicare segment contributions for plan years 1988 through 2002 (the
numerator) by the Medicare segment contributions for plan years 1966 through 2002 (the
denominator). This methodology did not comply with the criteria for an abnormal forfeiture or a
segment closing.

We calculated the Medicare segment’s aggregate Medicare percentage in compliance with both
the abnormal forfeiture and the segment closing criteria and applied that percentage to the
Medicare segment’s excess pension assets to determine Medicare’s share of the excess assets.
Appendix E shows our calculation of the Medicare segment’s aggregate Medicare percentage;
Table 3 shows our calculation of Medicare’s share of the excess assets.

Table 3: Calculation of Medicare’s Share of the Excess Assets

Excess Medicare ~ Aggregate Medicare Excess Assets Attributable to

Segment Assets (A) Percentage (B) Medicare (AxB)
Per audit $14,904,577 99.91% $14,891,163
Per Nationwide 12,122,977 60.86% 7,378,044
Difference $7,513,119

RECOMMENDATIONS
We recommend that Nationwide:
e increase Medicare segment pension assets as of June 30, 2002, by $1,990,365;

e increase Medicare’s share of the excess Medicare segment pension assets as of
June 30, 2002, by $7,513,119; and

e refund to the Federal Government $14,891,163, which we calculated to be Medicare’s
share of the Medicare segment excess pension assets as of the termination of the
Medicare contracts.

AUDITEE COMMENTS AND OFFICE OF INSPECTOR GENERAL RESPONSE

In written comments on our draft report, Nationwide did not address our recommendations.
Nationwide disagreed with our findings and identified 10 areas of dispute pertaining to this
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report and a related report on costs claimed (A-07-07-00240).> We present a summary of
Nationwide’s comments, as well as our responses, below. Nationwide’s comments are included
in their entirety as Appendix F.

After reviewing Nationwide’s comments, we made a minor revision to our calculations and the
related recommendations. Our findings and recommendations, as revised, are valid.

Pension Costs Incurred Under Pre-Cost Accounting Standards Contracts
Auditee Comments

Nationwide stated that pension costs incurred under pre-CAS contracts should not increase the
aggregate Medicare percentage. In addition, Nationwide stated that it had not been able to find
Appendix B to its Medicare contract; therefore, according to Nationwide, our position on using
the pension costs attributable to the Medicare contract was incorrect.

Furthermore, Nationwide did not agree that the “abnormal forfeiture” provision of the FPR
applied to the segment closing. Nationwide cited a Federal Claims Court decision (Teledyne,
Inc. vs. United States, 50 Fed. CI. 155 (2001)) that, in Nationwide’s view, prevented recoveries
from prior periods. Nationwide stated: “During the time that Nationwide’s pre-CAS contracts
were in force, no abnormal forfeiture occurred and those contracts have long since been
superseded by the 1987 Contract, in which CAS 413.50(c)(12) controls.”

Office of Inspector General Response

Article XVI, Item B, of the Medicare contract states: “. .. [t]he total amount of allowable costs
... in the performance of this agreement . . . shall be determined in accordance with the
provisions of section 1-15.2 of the FPR, as [i]nterpreted and modified by Appendix B to this
agreement . . ..” This reference to Appendix B demonstrates that the contract was subject to
CAS 412 and 413 through FPR 1-15 and by direct incorporation of Appendix B, which was
explicitly part of the contract.

Furthermore, we disagree with Nationwide’s interpretation of the Teledyne decision. The
Teledyne decision addressed the applicability limits of CAS 413 and concluded that CAS 413
could be applied only prospectively from the date of its first application, which was October 1,
1980 (the first day of FY 1981). Prior to October 1, 1980, the contract provisions were to be
used in determining the recovery. Moreover, the Teledyne decision did not prevent recovery for
periods prior to the CAS applicability; rather, it said only that CAS 413 could not be the basis for
such recovery.

In light of the applicability limits of CAS 413, as delineated in the Teledyne decision, the FPR
and contract clauses in effect prior to October 1, 1980, combined with the “no profit”
requirement and the FAR credits clause, give the Government a right to an equitable adjustment

*Two areas of dispute (“1995 Cost Claimed” and “Federal Fiscal Year 1987-1988 Costs”) related only to the costs
claimed report; therefore, we will address those comments in that report.
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for a contingent event that did not occur (and was previously unforeseeable) until the contract
ended and employees were laid off.

The FPR was free to set forth measurement, assignment, and allocability rules for pensions and
other deferred compensation for non-CAS-covered contracts for periods prior to FY 1981. In
FY 1981, the FPR/FAR incorporated CAS 412 and 413 for FAR contracts.

New Cost Accounting Standards
Auditee Comments

Nationwide disagreed with the application of the revised CAS requirements to the update of
assets from January 1, 1996, through June 30, 2002. Nationwide stated that the 1987 Medicare
contract was the last contract executed with the Government; therefore, according to Nationwide,
the 1995 revision to the CAS did not apply.

Office of Inspector General Response

We disagree that the CAS amended as of March 31, 1995 (revised CAS), did not apply to
Nationwide’s segmentation of the pension plan. The contract clearly imposed the FAR as
modified on June 15, 1995, which incorporated the revised CAS 412 and 413. In addition,
Nationwide’s statement that there were no new contracts between CMS and Nationwide after
1987 is incorrect. The Medicare contracts are awarded annually to an incumbent contractor by
consent; therefore, the revised CAS 412 and 413 were applicable to Nationwide’s new contract
(via automatic renewal) effective October 1, 1995.

Furthermore, Nationwide did not fully or consistently apply the provisions of the revised CAS
throughout its update of Medicare segment assets. Nationwide said that the revised CAS did not
apply for purposes of accounting for the Medicare segment assets from January 1, 1996, through
the contract termination. However, Nationwide generally applied the revised CAS in
determining Medicare’s share of the excess assets by relying on CAS 413-50(c)(12)(vi), as
amended.

Funding of 2002 Pension Costs

Auditee Comments

Nationwide disagreed that the 2002 pension costs were zero. Furthermore, it stated that we
incorrectly excluded the 2002 contributions made after the segment closing from the calculation
and that “even if the OIG [Office of Inspector General] had determined that a CAS cost greater

than zero was assigned to the period beginning January 1, 2002, it apparently would have
deemed that cost to be unallowable.” Nationwide also quoted a note in our working papers.
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Office of Inspector General Response

Nationwide did not quote the entire text of the note in our working papers, which concluded:
“This approach is consistent with the methodology used by Nationwide’s actuary (Pine CIiff) as
described in their report [submission] in footnote 63 on page V-11.” Therefore, Nationwide was
questioning its own methodology in treating the 2002 contribution.

Furthermore, the handling of the 2002 contribution did not have any impact on our calculations
or findings. In fact, we used Nationwide’s approach of excluding from the calculations the 2002
contribution made after the segment closing date. Nationwide was therefore incorrect in stating
that we would have disallowed the contribution only because it was