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Attached is the Office of Inspector General, Office of Audit Services’ final report entitled
"Review of Bad Debts Reported by Fresenius Medical Care’s Facilities Under Medicare's
End Stage Renal Disease Program for Calendar Year 1996." The primary objective of our
review was to determine whether home office costs and bad debts reported by Fresenius
Medical Care (FMC), facilities for Calendar Year (CY) 1996 were in accordance with the
prescribed Medicare laws and regulations.

Our review shows that FMC allocated approximately $16.1 million in unallowable costs to
320 facilities claiming reimbursable bad debts in CY 1996. The FMC reported reimbursable
bad debts totaling $7,958,056 in CY 1996. To determine the adjustment to bad debts
claimed, we prorated the total unallowable costs identified for each bad debt facility (based
on a ratio of Medicare costs to total facility costs) which resulted in identification of the
portion of unallowable costs applicable to Medicare expenses. Applying that ratio, we
adjusted the facilities’ reported Medicare expenses and recalculated bad debts using the
Schedule D cost report format. We then compared the amount of bad debts claimed to the
recalculated bad debts amount and determined that reimbursable bad debts were overstated
by $1,519,788 in CY 1996.

Although FMC has over the years taken actions to remove significant unallowable costs
from its facilities’ cost reports, corrective action is still needed to address those unallowable
costs discussed in this report. Therefore, we are recommending that FMC establish
additional procedures to exclude from future cost reports, the unallowable costs identified
during our review. We also recommend that the Health Care Financing

Administration (HCFA) instruct the fiscal intermediaries (FI) to apply our cost adjustments
and make the appropriate adjustments to reimbursable bad debt amounts claimed by FMC on
its facilities’ cost reports for CY 1996, and recover all overpayments arising from
unallowable amounts reimbursed to FMC facilities for bad debts.
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The draft report was issued on October 14,A 1998 to FMC for comment. In response to the
draft report, FMC agreed with all our findings and recommendations with the exception of
our findings relative to the sale of The Kidney Center (TKC) and rent expense.

With respect to the sale of TKC, FMC agreed that the amount of gain from the sale of the
TKC, $1.7 million, should have been used to recover depreciation costs previously reported.
However, they disagreed with our allocating the total recoverable depreciation costs across
all facilities. The FMC provided a detailed methodology which allocated the depreciation
costs across the four components which occupied the TKC building, and then further
allocated each component’s share across the facilities served by that component. We agree
with their methodology and reallocated our finding amount in accordance with the new
information provided by FMC. This reallocation reduced our previously reported
recoverable bad debt amount from $1,577,593 to $1,519,788.

With respect to rent expense, FMC stated that 2 months overlap of rent was prudent,
claiming that relocation of its corporate offices could be accomplished only on the
Thanksgiving weekend to ensure uninterrupted operations. The Office of Inspector General
continues to believe 2 months overlap was not prudent. A similar Holiday period was
available the next month in December. Further, the relocation site of the new corporate
headquarters was only three miles away. Due to the short distance and the fact that the
actual move took place over an extended weekend, we believe proper planning could have
accomplished the move during the month of December, limiting the rental overlap to one
month.

Under separate cover, we have provided home office audit adjustment reports for each FMC
facility to their respective FI containing the necessary information for use in settling FMC
facilities cost reports. In addition, we have instructed the Fls to notify HCFA once our
recommendations have been implemented.

Please advise us within 60 days on actions taken or planned on our recommendations. If you
have any questions, please call me or have your staff contact George M. Reeb, Assistant
Inspector General for Health Care Financing Audits at (410) 786-7104.

To facilitate identification, please refer to Common Identification Number A-01-98-00508 in
all correspondence relating to this report.
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EXECUTIVE SUMMARY

BACKGROUND

Under Medicare's composite rate reimbursement system, an End Stage Renal Disease (ESRD)
facility is reimbursed 100 percent of its allowable ESRD Medicare bad debts, up to its
unreimbursed Medicare reasonable costs. The amount is reimbursed by fiscal intermediaries (FI)
outside the composite rate. However, if the facility's revenue exceeds its cost, it has no
unrecovered cost and is not eligible to receive payment for Medicare bad debts.

OBJECTIVE

The primary objective of our review was to determine whether home office costs and bad debts
reported by Fresenius Medical Care (FMC) facilities for Calendar Year (CY) 1996 were in
accordance with the prescribed Medicare laws and regulations.

RESULTS OF REVIEW

Our review shows that FMC allocated approximately $:6.1 million in unallowable costs to
320 facilities claiming reimbursable bad debts in CY 1996.

The FMC reported reimbursable bad debts totaling $7,958,056 in CY 1996. To determine the
adjustment to bad debts claimed, we prorated the total unallowable costs identified for each bad
debt facility (based on ratio of Medicare costs to total facility costs) which resulted in
identification of the portion of unallowable costs applicable to Medicare expenses. Applying the
ratio determined above, we adjusted the facilities’ reported Medicare expenses and recalculated
bad debts using the Schedule D cost report format. We then compared the amount of bad debts
claimed to the recalculated allowable bad debts amount to determine the appropriate bad debt
adjustment. As a result, we determined that reimbursable bad debts were overstated by
$1,519,788' in CY 1996.

RECOMMENDATIONS

Although FMC has over the years taken actions to remove significant unallowable costs from its
facilities’ cost reports, corrective action is still needed to address those unallowable costs
discussed in this report. Therefore, we are recommending that FMC establish additional
procedures to exclude from future cost reports the unallowable costs identified during our
review. We also reccmmend that the Health Care Financing Administration instruct the FIs to
apply our home office cost adjustments and make the appropriate adjustments to reimbursable

' This amount has been adjusted subsequent to the issuance of our draft report dated
October 14, 1998.



bad debt amounts claimed by FMC on its facilities' cost reports for CY 1996, and recover all
overpayments arising from unallowable amounts reimbursed to FMC facilities for bad debts.

The draft report was issued on October 14, 1998 to FMC for comment. In response to the draft
report, FMC agreed with all our findings and recommendations with the exception of our
findings relative to the sale of The Kidney Center (TKC) and rent expense.

With respect to the sale of TKC, FMC agreed that the $1.7 million gain from the sale of TKC
should have been included in the cost reports to recover depreciation costs previously reported.
However, they disagreed with our allocating the total recoverable depreciation costs across all
facilities. The FMC provided a detailed methodology which allocated the depreciation costs
across the four components which occupied the TKC building, and then further allocated each
component’s share across the facilities served by that component. We agree with their
methodology and reallocated our finding amount in accordance with the new information
provided by FMC. This reallocation reduced our previously reported recoverable bad debt
amount for all findings from $1,577,593 to $1,519,788.

With respect to rent expense, FMC claimed 2 months overlap of rent was prudent, claiming that
relocation of its corporate offices could be accomplished only on the Thanksgiving weekend to
ensure uninterrupted operations. The Office of Inspector General (OIG) continues to believe

2 months overlap was not prudent. A similar Holiday period was available the next month in
December. Further, the relocation site of the new corporate headquarters was only three miles
away. Even the auditee acknowledges that the bulk of the move was accomplished over the one
extended weekend. Due to the short distance and the fact that the actual move took place over an
extended weekend, we believe proper planning could have accomplished the move during the
month of December, limiting the rental overlap to one month.
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INTRODUCTION

BACKGROUND

Fresenius Medical Care, Inc. (FMC)?, headquartered in Lexington, Massachusetts, provided renal
dialysis treatments at 647 domestic outpatient kidney dialysis facilities which are either owned or
managed by FMC through its wholly owned subsidiary, Dialysis Services Division (DSD), for
Calendar Year (CY) 1996. Each individual FMC facility has a Medicare provider number and
prepares a separate cost report which is submitted to a designated intermediary. The FMC
allocates indirect home office costs to the facilities and controls certain direct charges (i.e.,
medical director salaries, amortization of medical records, and management fees) that are also
included in each facility's cost report.

At the start of the period under review, National Medical Care (NMC) was a wholly-owned
subsidiary of W. R. Grace, Inc. In September of 1996, W. R. Grace, Inc. spun off NMC which
was then combined with Fresenius AG, a German based dialysis concern. The resulting health
care company in the United States is known as Fresenius Medical Care. We verified FMC’s
financial information to their 10K filing with the Securities and Exchange Commission.

The Health Insurance for the Aged and Disabled (Medicare), title XVIII of the Social Security
Act, as amended, is a program of health insurance that is administered by the Health Care
Financing Administration (HCFA). Medicare includes coverage for eligible persons suffering
from kidney (renal) failure under its End Stage Renal Disease (ESRD) program. The HCFA
established a prospective method of payment for maintenance dialysis. Under this system,
HCFA uses a composite rate per treatment to reimburse independent renal dialysis and hospital
based facilities. The Medicare program pays 80 percent of the composite rate, and the remaining
20 percent (the co-insurance) is the responsibility of the ESRD beneficiary.

Under Medicare's composite rate reimbursement system, ESRD facilities are reimbursed

100 percent of their allowable ESRD Medicare bad debts, up to their unreimbursed Medicare
reasonable costs. The amount is reimbursed by the fiscal intermediaries (FI) outside the
composite rate. However, if the facility's revenue exceeds its cost, it has no unrecovered cost and
is not eligible to receive payment for Medicare bad debts. Of the 646 FMC dialysis facilities,
320 facilities claimed bad debts in CY 1996.

: For purposes of this audit report, we have sometimes referred to the auditee by its former name,
National Medical Care. Inc.. as this was the organization’s name for part of the period under
review.



The FMC allocated home office costs to its divisions based on the ratio of divisional costs to
total costs incurred by FMC. The DSD's portion of home office pooled costs reported was
59.08 (58.58 per audit) percent in CY 1996, as illustrated in Table 1.

CY 1996
COST
FMC DIVISION (in millions) %
Dialysis Services Division (DSD) 1,234 59.08
Medical Products Division (MPD) 287 13.73
LifeChem 60 2.90
Home Care Division 275 13.17
DSD International 147 7.03
Diagnostic Services 86 4.10
TOTAL 2,089 100.00

[
Table 1 - Distribution of FMC’s Home Office Costs to the Respective Divisions °

SCOPE

We conducted our audit in accordance with generally accepted government auditing standards.
The primary objective of this review was to determine whether home office costs and bad debts
reported by FMC facilities were in accordance with the prescribed Medicare laws and
regulations. Our review covered bad debts of $7,958,056 reported by FMC for CY 1996. These
bad debts were claimed by 320 FMC facilities.

As part of our examination, we obtained an understanding of FMC's internal control structure;
however, we limited the consideration of the internal control structure and ascertained that the
audit could be conducted more efficiently by expanding substantive audit tests, thus placing very
little reliance on the internal control structure.

Our review relates to home office cost reports filed by FMC and DSD for CY 1996, and certain
facility cost reports. The FMC reported $25,513,443 in CY 1996 for pooled allocated costs.
Likewise. for the DSD Home Office Cost Report. FMC claimed $98.646.487 in CY 1996 for
direct and pooled allocated costs. In addition, FMC controls certain facility costs such as

? Percentage total off due to rounding



amortization of medical records. As they relate to the bad debt facilities, these costs account for
$10,387,553 in CY 1996.

To accomplish our audit objective, we:

»

reconciled reported home office costs to FMC's financial records and the
Form 10K filing required for the Securities Exchange Commission;

reviewed selected cost categories for allowability and allocability in accordance
with Medicare Principles of Reimbursement;

researched the nature and reasonableness of judgmentally selected expenditures by
examining invoices and other supporting documentation and through discussions
with FMC personnel;

reviewed reclassifications and adjustments made to FMC and facility cost reports
to obtain an understanding of the nature and type of reclassifications and
adjustments;

followed-up on the audit adjustments recommended in our prior report of
CYs 1994 and 1995 home office costs and bad debts (A-01-96-00519); and

applied audit adjustments of FMC's 1996 home office costs to FMC facilities
reporting reimbursable bad debts.

We did not review reported bad debt amounts to determine their validity. Accordingly, any
adjusted bad debt balances are still subject to review by the respective Fls for due diligence
requirements as outlined in chapter 27 of the Provider Reimbursement Manual (PRM).

In reviewing the allowability and allocability of costs, we considered whether costs incurred

(1) were reasonable, (2) benefitted patient care, (3) were necessary to the overall operation of the
FMC home office and facilities, and (4) were deemed to be assignable to patient care in view of
the principles provided in the PRM and rulings of the Provider Reimbursement Review

Board (PRRB).

Our review was performed during the period April 1998 through September 1998 at FMC
headquarters located in Lexington, Massachusetts.



FINDINGS AND RECOMMENDATIONS

For each CY, FMC files a home office cost report as the parent of all divisions and a home office
cost report for DSD. Our review of home office costs as well as costs directly claimed on facility
cost reports disclosed the following unallowable costs reported by bad debt facilities (see

Exhibit I through Exhibit VI):

AMOUNT RELATING TO
COST CATEGORY BAD DEBT FACILITIES

CY 1996
Amortization of Medical Records $10,387,553
Inter-Co. Profit Elimination $2,496,393
Sale of TKC $1,497,659
Management Fees $329,099
Legal Expenses $237,113
TV Account Depreciation $290,193
Split Reporting Periods $262211
Other Administrative Expenses $259,043
Managed Care Costs $58,026
Other Pooled Costs $136,545
H.O. Allocation Percentage $62,863
Rent Expense $112,635
TOTAL $16,129,333

In reviewing the allowability and allocability of costs, we considered whether costs incurred

(1) were reasonable, (2) benefitted patient care, (3) were necessary to the overall operation of the
FMC home office and facilities, and (4) were deemed to be assignable to patient care in view of
the principles provided in title 42 CFR, the PRM, and rulings of the PRRB. We adjusted each
facilities’ reported costs for the above unallowable costs and recalculated allowable bad debts.
We determined that reimbursable bad debts were overstated by $1,519,788' in CY 1996.

" This amount has been adjusted subsequent to the issuance of our draft report dated October 14, 1998.



AMORTIZATION OF MEDICAL RECORDS

Contrary to Federal regulations, FMC claimed amortization expense associated with capitalizing
medical records as an intangible asset.

42 CFR 413.134(a)(1), only allows depreciation expense on buildings and equipment when
it is identifiable and recorded in the provider’s accounting records. Furthermore, 42 CFR
413.134(g) and 413.157(c)(2) provide that the excess cost over fair market value of the
assets acquired is goodwill and is therefore unallowable.

As a result, cost reports for bad debt facilities claiming reimbursement for amortization of
medical records are overstated by $10,387,553 in CY 1996.

Beginning with the 1984 stock purchase, it has been FMC’s policy to account for the purchase of
newly acquired facilities by redefining a portion of goodwill (excess of cost over fair market
value) as an intangible asset (medical records), and reporting the yearly amortization expense on
each facility cost report.

The Office of Inspector General’s (OIG) conclusion relative to the amortization of medical
records has been affirmed by the PRRB, HCFA, the Federal District Court for the District of
Columbia, and the Federal Appeals Court for the District of Columbia. Therefore, we continue
to recommend the disallowance of amortization expense associated with these medical records,
which amounts to $10,387,553 in CY 1996.

INTER-COMPANY PROFIT ELIMINATION

The FMC sells dialysis supplies internally to its own facilities and externally to non-FMC
facilities through its MPD, a wholly-owned subsidiary of FMC. For Medicare reporting
purposes, FMC makes an adjustment to decrease each facilities’ reported cost of medical
supplies by the amount of profit on internal sales. In 1996, MPD reported a profit on internal

sales of $8.2 million.

When calculating the internal profit for CY 1996, FMC overstated the adjustment to eliminate
the EPOGEN Service Charge account, thereby understating the profit on internal sales to be
removed from each facility’s reported cost of medical supplies. Due to the miscalculation of
profit on internal sales, each facility’s reported cost of medical supplies was adjusted downward
only 5.12% rather than the 8.86% necessary to remove the actual profit of $14,179,378.



Title 42 CFR 413.17 - Cost to Related Organizations states that: “costs applicable to services,
facilities, and supplies furnished to the provider by organizations related to the provider by

common ownership or control are includable in the allowable cost of the provider at the cost
to the related organization.”

By understating the amount of internal profit to be eliminated, each facility’s reported cost of
medical supplies were overstated. We determined the cost of medical supplies were overstated
by $2,496,393 on the cost reports of those facilities claiming bad debts for CY 1996.

SALE OF THE KIDNEY CENTER (TKC)
The DSD of FMC improperly excluded the $1,729,685 gain on the sale of TKC from allowable

costs on DSD’s home office cost report for 1996. The amount of depreciation previously
included in allowable costs exceeded the amount of the gain.

Section 130 of the PRM states that: “If disposal of a depreciable asset results in a gain or loss,
adjustment is necessary in the provider’s allowable cost. The amount of gain included in the
determination of allowable cost is limited to the amount of depreciation previously included
in allowable costs.”

When determining the amount of gain on the sale of TKC to be included in allowable costs on
the DSD cost report, FMC did not consider the recovery of depreciation previously included in
allowable costs.

As a result, the cost reports for facilities claiming bad debts are overstated by $1,497,659 for
CY 1996. Therefore, we recommend that FMC’s 1996 cost reports for the bad debt facilities be
adjusted to reflect the correct functional allocation of gain from the sale of TKC.

MANAGEMENT FEES

The FMC included management fees for 6 of its 320 bad debt facilities in CY 1996. Because
FMC exercised significant control over managed facilities it should have classified them as
related parties and included allocable home office costs as opposed to management fees.

T1tle 42 g-'FR, section 413. 17 defines control as emstmg when an organization has the power,
directly or indirectly, to significantly influence or direct the actions or policies of an

orgamzatmn If control ex1sts between two partles, then a related orgamzatlon ex1sts

The FMC (1) employs all personnel, i.e., nurses, technicians, dieticians, office clerks,
administrators, of the managed facilities with the exception of the medical directors, (2) provides



its managed facilities with equipment, supplies, and inventory, (3) provides professional liability,
general liability, casualty, and workers compensation insurance for all employees, and

(4) provides administrative, management, accounting, and financial services. In some instances,
FMC provides the facility location and provides the funding to build the facility. Since FMC
exercised significant control over the managed facilities, these facilities are related parties.

Since managed facilities are related parties, the costs for services provided by FMC should be
limited to FMC's allocable home office costs.

Section 2150 of the PRM states that management fees between related organizations are
disallowed. However, the home office's reasonable costs for providing the services related to
patient care are allowable costs of the provider.

As a result, the excess of management fees over allowable home office costs related to patient
care are unallowable. Therefore, we recommend disallowance of the excess management fees of
$329,099 for CY 1996.

LEGAL EXPENSES

On both the Parent Home Office Cost Report and the DSD Home Office Cost Report, FMC
inappropriately claimed costs for outside legal expenses.

Section 2102.3 of the PRM states that costs not related to patient care are costs which are not
appropriate (e.g., expense is not incurred and not paid) or necessary and proper in developing
and maintaining the operation of patient care facilities and activities.

Section 2134.10 of the PRM states that “...reorganization costs are the types of costs...with
regard to recreating, reestablishing or otherwise rearranging an entity. Reorganization costs
are unallowable because they duplicate an entity’s original organization costs. Therefore, any
costs of studies, survey’s etc., associated with or leading to a reorganization are also
unallowable. It is not the intent of the Medicare program to reimburse an entity, i.e., a
provider or provider component, more than once for its organization costs.”

PARENT

The FMC improperly reported legal costs of $278,629 because it included legal expenses
relating to reorganization/spin-off costs.

DSD

The DSD improperly reported $439.355 in legal costs which were not related to patient
care; $340,026 due to insufficient documentation and $99,329 related to another program.



As a result of including unallowable legal fees, the amount reported on the bad debt facilities’
cost reports is overstated by $237,113.

TV ACCOUNT DEPRECIATION

The FMC included $547,725 in unallowable television depreciation that was charged directly to
all DSD facilities.

Section 2106.1 of the PRM states that the full cost of items or services such as television and
radio which are located in patient accommodations and which are furnished solely for the
personal comfort of the patients is not an allowable cost under the Medicare program.

The FMC did not remove the TV account depreciation that was directly charged to each
facilities’ cost reports for CY 1996. In prior years, this cost was removed by DSD Home Office.
As a result, FMC’s cost reports for the facilities claiming bad debts are overstated by $290,193 in
CY 1996. Therefore, we recommend that the cost reports for the DSD bad debt facilities be
adjusted for unallowable TV account depreciation.

SPLIT REPORTING PERIODS

The FMC did not reconcile projected and actual home office costs for those facilities with cost
reporting periods that differ from the home office’s cost reporting periods. For the 13 bad debt
facilities with cost reporting periods different from the home office’s cost reporting period,
projected home office costs exceeded actual home office costs by a net overstatement of
$262,211. The split cost report period occurred when 13 Massachusetts bad debt facilities
became consolidated under the Bio Medical Applications (BMA) of Massachusetts on
September 30, 1996. As actual amounts were not available for the period January 1, 1996
through September 30, 1996 at the time, FMC used prior year costs to project an estimate.

Section 2153 of the PRM, provides that where a provider in a chain organization has a cost
reporting period ending date which differs from the home office’s cost reporting period, the
provider may project the allocated home office costs, not to exceed the previous year’s home
office costs. The following year, when actual home office costs are determined, adjustments
should be made to reflect the difference between projected and actual home office costs
allocated.

Based on the prior years costs, FMC projected an estimate of the home office cost to be reported
by the 13 Massachusetts bad debt facilities for the period January 1. 1996 through September 30.
1996. However, FMC did not subsequently reconcile and adjust the estimated home office costs
to actual amounts. As a result, the unreconciled estimated costs reported by the



13 Massachusetts bad debt facilities exceeded the actual home office costs, resulting in a net
overstatement of $262,211 in CY 1996. Therefore, we recommend that the cost reports for the
13 Massachusetts bad debt facilities be adjusted for the period January 1, 1996 through
September 30, 1996 for the unallowable home office cost.

OTHER ADMINISTRATIVE EXPENSES

In June 1995, W.R. Grace, Inc. announced a plan to reorganize NMC into its own publicly
traded company. In October 1995, FMC received five investigative subpoenas from the OIG.
As aresult, W.R. Grace, Inc. delayed the completion of the reorganization. In 1996, FMC
reported $901,542 in other administrative expenses directly relating to the spin-offs of NMC or
its components from W.R. Grace and the reorganization of the new company as FMC.

Section 2134.10 of the PRM states that “...reorganization costs are the types of costs...with
regard to recreating, reestablishing or otherwise rearranging an entity. Reorganization costs
are unallowable because they duplicate an entity’s original organization costs. Therefore, any
costs of studies, surveys etc., associated with or leading to a reorganization are also
unallowable. It is not the intent of the Medicare program to reimburse an entity, i.e., a
provider or provider component, more than once for its organization costs.”

The FMC did not make an adjustment to remove these costs from the Home Office Cost Report.
As a result, the bad debt facilities’ CY 1996 cost reports are overstated by $259,043.

MANAGED CARE COSTS

The FMC recorded $118,300 in managed care costs that were not related to patient care in its
DSD home office cost report which was allocated to all facilities. Managed care is a new line of
business whereby the nephrologist acts as a primary care physician overseeing the overall care of
the patient.

Section 2102.3 of the PRM states that costs not related to patient care are costs which are not
appropriate (e.g., expense is not incurred and not paid) or necessary and proper in developing
and maintaining the operation of patient care facilities and activities.

The FMC did not make an adjustment to remove all managed care costs on the DSD home office
cost report prior to allocating the cost to all facilities. As a result, the cost reports for facilities
claiming bad debts are overstated by $58,026 for CY 1996. Therefore, we recommend that
FMC’s cost reports for the bad debt facilities be adjusted to reflect this amount.



OTHER POOLED COSTS

In preparing the cost report for 1996, FMC improperly reported $318,680 in costs related to OIG
subpoenas on its home office cost report and $156,534 in miscellaneous auditing, consulting, and
other administrative expenses not related to patient care.

Section 2183 of the PRM states that: “...legal fees and related costs incurred by a provider
related to alleged [emphasis added] civil fraud or indictment for a criminal act by the
provider or its owners, employees, directors, etc., ...are not related to the furnishing of patient
care and, therefore, are unallowable provider costs.”

Section 2102.3 of the PRM states that costs not related to patient care are costs which are not
appropriate (e.g., expense is not incurred and not paid) or necessary and proper in developing
and maintaining the operation of patient care facilities and activities.

The FMC included expenses associated with OIG investigations in its home office costs.
Resulting from an OIG subpoena, FMC made space available for OIG investigators to perform
their investigation. The FMC also incurred printing and duplicating expenses related to the
investigation. However, FMC included these costs in its home office cost report. In addition,
our review of invoices for auditing, consulting, and other administrative expenses disclosed that
costs 1) were not related to patient care ($125,046), 2) related directly to another division
($9,800) (PRM section 2150.3), or 3) were not supported by invoices ($21,688).

As a result, the cost reports for facilities claiming bad debts are overstated by $136,545 for

CY 1996.

HOME OFFICE ALLOCATION PERCENTAGE

The FMC incorrectly calculated the DSD pooled Home Office cost allocation percentage on its

Home Office Cost Report to be 59.08 rather than 58.58 percent. The incorrect percentage
resulted in Home Office costs allocated to DSD being overstated by $128,162.

Section 2150.3. D.2.b of the PRM states that: “...all chain components will share in the
pooled home office costs in the same proportion that the total costs of each component...bear
to the total costs of all components in the chain.”

Net expenses for each division is the basis for determining the allocation percentages used to
distribute Home Office pooled costs. The cost allocation percentages were incorrectly calculated
because FMC did not include total revenues for three of its six divisions when calculating net
expenses. This resulted in DSD absorbing an additional amount of the pooled home office cost.
As such, the cost reports for facilities claiming bad debts are overstated by $62,863 for CY 1996.

10



RENT EXPENSE

FMC, while under a rental lease for its Waltham location through December 31, 1996, signed a
new lease effective as of November 1, 1996, a full 2 mont.s prior to expiration of the current
lease. As a result, FMC incurred rent expenses for both its old and new headquarters locations
for the month of November as well as December 1996. Although a move of headquarter
locations would involve some overlap of rental charges, 2 months does not seem reasonable or
prudent. Therefore, we are questioning the November rental charge of $392,000 for the new
lease in Lexington.

Section 2103 of the PRM defines the “Prudent Buyer” concept. It states that: “The prudent
and cost-conscious buyer not only refuses to pay more than the going price for an item or
service, he also seeks to economize by minimizing cost.”

FMC did not properly plan when signing a new lease to minimize its rental expense. As a result,
the amount of rent expense reported on the bad debt facilities’ cost reports is overstated by
$112,635.

ALLOCATION OF UNALLOWED COSTS TO BAD DEBT FACILITIES

Total reported reimbursable bad debts equaled $7,958,056 in CY 1996. To determine the
adjustment to bad debts claimed, we prorated the total unallowable home office costs identified
for each bad debt facility (based on ratio of Medicare costs to total facility costs) which resulted
in identification of the portion of unallowable costs applicable to Medicare expenses. Applying
the ratio determined above, we adjusted the facilities’ reported Medicare expenses and
recalculated bad debts using the Schedule D cost report format. We then compared the amount
of bad debts claimed to the recalculated bad debts amount to determine the appropriate bad debt
adjustment (see Exhibit V).

EFFECT ON REIMBURSABLE BAD DEBTS

The ESRD facilities claimed reimbursable bad debts on Schedule D (Calculation of
Reimbursable Bad Debts) of the cost report only when their Medicare revenues were less then
Medicare reasonable costs. Based on the audit adjustments of $15,480,083 for CY 1996, we
recalculated Medicare expenses and revised Schedule D for each of the FMC facilities claiming
reimbursable bad debts. We determined that reimbursable bad debts should be reduced by
$1,519,788" for CY 1996 (see Exhibit VI).

Reimbursement for any remaining bad debts is still subject to the facilities' due diligence in
attempting to recover debts from beneficiaries. As noted in the scope section of this report, we
did not perform any audit work relating to the validity of the bad debt amounts reported.

= This amount has been adjusted subsequent to the issuance of our draft report dated October 14, 1998.
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We recognize that HCFA utilized a prospective composite rate for the ESRD program and audit
adjustments did not effect the amount facilities were reimbursed for each dialysis treatment for
CY 1996. However, allowable bad debts are reimbursed exclusive of the composite rate on a
retrospective cost basis. Accordingly, for bad debts to be reimbursable, they must be based on
reasonable costs. Since FMC's home office costs (direct and indirect) have a significant impact
on each facility’s total reported cost, annual audits of FMC are needed to ensure the accuracy of
reported reimbursable bad debts.

RECOMMENDATIONS

Although FMC has over the years taken actions to remove significant unallowable costs from its
facilities’ cost reports, corrective action is still needed to address those unallowable costs
discussed in this report. Therefore, we are recommending that FMC establish additional
procedures to exclude from future cost reports the unallowable costs identified during our
review. Those costs, related to the 1984 acquisition that are being protested, should continue to
be disclosed in the facility cost reports in accordance with HCFA guidelines.

Further, we recommend that HCFA instruct the appropriate FIs to:

(1)  apply our home office cost adjustments of $16,129,333 for CY 1996 and
recalculate the reimbursable bad debts for the facilities in question;

2) perform a review of claimed bad debts for those facilities which have significant
bad debts remaining to determine their allowability considering the facilities' due
diligence in attempting to collect debts from beneficiaries; and

(3)  recover $ 1,519,788 in overpayments arising from unallowable bad debts
reimbursed to FMC facilities in CY 1996.

FRESENIUS MEDICAL CARE’S COMMENTS

The FMC agreed with all our findings and recommendations with the exception of our findings
relative to the sale of TKC and rent expense. We have summarized FMC’s position below and
provided additional OIG comments to each finding in question. The full text of FMC’s
comments are included as the APPENDIX to this report.

Sale of The Kidney Center

The FMC agreed that the $1.7 million gain from sale of TKC should have been included in FMC
cost reports to recover depreciation costs previously reported. However, they disagreed with
allocating the total depreciation costs across all facilities. The FMC provided a detailed

3 This amount has been adjusted subsequent to the issuance of our draft report dated October 14, 1998.
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methodology which allocated the depreciation costs across the four components which occupied
the TKC building, and then further spread each component’s share across the facilities served by

that component.
Rent Expense

The FMC claimed that 2 months overlap of rent was prudent, claiming that relocation of its
corporate offices could be accomplished only on the Thanksgiving weekend to ensure
uninterrupted operations.

OIG’s RESPONSE

With respect to the sale of TKC, we reviewed the detailed allocation methodology provided by
FMC. We agree with their methodology and reallocated our finding amount in accordance with
the new information provided by FMC. This reallocation reduced our previously reported
recoverable bad debt amount from $1,577,593 to $1,519,788.

Regarding the rent expense, FMC responded that a 2 month overlap was necessary as the only
time they could move without interrupted service was the Thanksgiving weekend. We disagree,
as a similar holiday period was available the next month in December. Further, the relocation
site of the new corporate headquarters was only three miles away. Even FMC officials
acknowledges that the bulk of the move was accomplished over the one extended weekend. Due
to the short distance and the fact that the actual move took place over an extended weekend, we
believe proper planning could have accomplished the move during the month of December,
limiting the rental overlap to one month.
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