
The key findings and recommendations in this summary may not be inclusive of all the findings and recommendations 
in this report. 
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EXECUTIVE SUMMARY 

PURPOSE 
The objectives of this audit were to determine (1) whether Medicaid capitation rates1 were 
actuarially sound,2 and (2) whether the Department of Health and Human Services, Division of 
Medical Assistance (DMA),3 ensured complete and accurate data was used to set the capitation 
rates. 

BACKGROUND 
North Carolina delivers mental health, developmental disability, and substance abuse services to 
Medicaid eligible recipients across the state by contracting with seven Local Management 
Entities/Managed Care Organizations (LME/MCO).4 Medicaid eligible individuals are low-income 
parents, children, seniors, and people with disabilities. 

From state fiscal year (SFY) 2015 through 2017, the State paid LME/MCOs an average of  
$2.6 billion per year to manage, coordinate, facilitate and monitor the contracted services within 
their assigned counties. The payment is based on per member per month (or capitation rates) 
that must be actuarially sound and approved by the Centers of Medicare and Medicaid Services 
(CMS). 

KEY FINDINGS 
• Medicaid capitation rates were actuarially sound,5 which means the rates were established 

in accordance with actuarial standards 
• Medicaid capitation rates resulted in $439.2 million6 in excess savings7 because DMA did 

not establish an explicit goal, compare the goal to results, and adjust the subsequent 
capitation rates to achieve the goal 

• There is no assurance that the financial, encounter, and member month data used to 
establish Medicaid capitation rates was reliable 

KEY RECOMMENDATIONS 
• DMA should establish an explicit LME/MCO savings margin goal, compare actual 

performance to expected performance, investigate unusual trends as in savings or losses, 
and take appropriate corrective action to ensure appropriate capitation rates are established 

                                                      
1 “A monthly fee paid for each member assigned or each event (for example, maternity delivery) regardless of the 

number or actual cost of services provided under a system of reimbursement for MCOs [managed care 
organizations].” Actuarial Standards Board. 

2 Actuarially sound rates are defined as rates that are projected to provide for all reasonable, appropriate, and 
attainable costs that are required under the terms of the contract and for the operation of the LME/MCO for the 
time period and the population covered under the terms of the contract. 

3 The Division of Medical Assistance was renamed the Division of Health Benefits effective August 1, 2018. 
4 LME/MCOs are political subdivisions of the State that contract with DMA to operate the managed care behavioral 

health services under the Medicaid waiver through a network of licensed practitioners and provider agencies. 
5 Actuarially sound rates are defined as rates that are projected to provide for all reasonable, appropriate, and 

attainable costs that are required under the terms of the contract and for the operation of the LME/MCO for the 
time period and the population covered under the terms of the contract. 

6 The amount excludes net losses incurred by Partners and Trillium in SFY 2017, and LME/MCOs’ other 
income/loss separate from capitation payments received from the State. The reasons and factors that led to the 
2017 net losses of Partners and Trillium are not known and were outside the scope of this audit. Further analyses 
are warranted by appropriate, responsible parties. 

7 Refers to unspent funds remaining from capitated payments received by the LME/MCOs. 



 

 

EXECUTIVE SUMMARY (CONCLUDED) 

• DMA should include language in its contracts that limit the savings that LME/MCOs can 
retain. The contracts should address the degree to which each party keeps any LME/MCO 
savings in excess of an agreed-upon amount. The savings limit should be negotiated to 
offer the State protection against financial risks while not deterring the efficient 
management of costs by LME/MCOs. 

• For future contracts, DMA should include language in its contracts that limit the profit that 
a private MCO can retain. The contracts should address the degree to which each party 
keeps any MCO profit in excess of an agreed-upon amount. The profit limit should be 
negotiated to offer the State protection against financial risks while not deterring the 
efficient management of costs by MCOs. 
Alternatively, DMA should ask the Legislature to enact a state law that would limit 
excess MCO profits by requiring profit that exceeds a defined amount to be shared with 
the State. 

• DMA should ensure reliable financial, encounter, and member month data is used for 
setting the capitation rates 



 
Beth A. Wood, CPA 

State Auditor 

STATE OF NORTH CAROLINA 
Office of the State Auditor 

 
 

 

 

 

2 S. Salisbury Street 
20601 Mail Service Center 
Raleigh, NC  27699-0600 

Telephone: (919) 807-7500 
Fax: (919) 807-7647 

http://www.ncauditor.net 

AUDITOR’S TRANSMITTAL 

The Honorable Roy Cooper, Governor 
Members of the North Carolina General Assembly 
Dr. Mandy Cohen, Secretary, Department of Health and Human Services 
Dave Richard, Deputy Secretary, Division of Health Benefits 

Ladies and Gentlemen: 

We are pleased to submit this performance audit report titled Medicaid Capitation Rate Setting. 
The objectives of this audit were to determine (1) whether Medicaid capitation rates were 
actuarially sound, and (2) whether the Department of Health and Human Services, Division of 
Medical Assistance (DMA), ensured complete and accurate data was used to set the capitation 
rates. 

The Department of Health and Human Services’ Secretary, Dr. Mandy Cohen, reviewed a draft 
copy of this report. Her written comments are included starting on page 123. 

This audit was conducted in accordance with Article 5A of Chapter 147 of the North Carolina 
General Statutes. 

We appreciate the courtesy and cooperation received from management and the employees of 
the Department of Health and Human Services during our audit. 

Respectfully submitted, 

 
Beth A. Wood, CPA 
State Auditor 
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BACKGROUND 

North Carolina delivers mental health, developmental disability, and substance abuse services 
to Medicaid eligible recipients across the state by contracting with seven Local Management 
Entities/Managed Care Organizations (LME/MCO).8 Medicaid eligible individuals include  
low-income parents, children, seniors, and people with disabilities. 

From state fiscal year (SFY) 2015 through 2017, the State paid LME/MCOs an average of  
$2.6 billion of federal and state funds per year to manage, coordinate, facilitate and monitor 
the contracted services within their assigned counties. During SFY 2016, Medicaid capitation 
payments totaled $2.6 billion in North Carolina out of $10.9 billion (23.8%) of total Medicaid 
expenditures for the year. 

The Medicaid capitation payment is based on per member per month (or capitation rates) that 
must be actuarially sound, and approved by the Centers of Medicare and Medicaid Services 
(CMS). Actuarially sound capitation rates should provide for all reasonable, appropriate, and 
attainable costs that are required under the contract with the LME/MCO for the time period and 
the population covered. This should include administrative expenses and an allowable margin 
for savings. 

As the State’s Medicaid agency, the Department of Health and Human Services, Division of 
Medical Assistance contracts with an actuary9 to develop capitation rates using encounter 
data,10 financial reports,11 and member month12 information submitted by the LME/MCOs and 
the State. Federal regulations13 require the state to provide appropriate data that demonstrate 
experience for the population to be served by each LME/MCO to the actuary developing the 
capitation rates. 

The following table provides an overview of the North Carolina Medicaid capitation rate setting 
process.  

                                                      
8 LME/MCOs are political subdivisions of the State that contract with DMA to operate the managed care 

behavioral health services under the Medicaid waiver through a network of licensed practitioners and provider 
agencies. 

9 Mercer Health & Benefits LLC has provided actuarial services to DMA since SFY 2012. 
10 “Encounter data are records of the health care services for which MCOs pay and—in many states—the 

amounts MCOs pay to providers of those services. Encounter data are conceptually equivalent to the paid 
claims records that state Medicaid agencies create when they pay providers on a FFS [fee-for-service] basis.” 
Mathematica Policy Research. 

11 Monthly financial reports submitted by LME/MCOs. 
12 Member month data is derived from an eligibility or payment file generated in the state Medicaid Management 

Information System. The data is based on eligibility determinations and is calculated by counting the number of 
eligibility months of a Medicaid recipient. For example, a member who is Medicaid eligible for 12 months will 
record 12 member months. 

13 42 CFR 438.5 Rate development standards. 
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BACKGROUND 

North Carolina Medicaid Behavioral Health 
Overview of Steps to Calculate Capitation Rates 

SFY 2017  

1. Data Collection Encounter cost and utilization data are submitted to the State for each Medicaid-eligible individual who 
utilized Medicaid covered behavioral health services. Data are submitted by each Local Management 
Entity/Managed Care Organization (LME/MCO) for the most recent two full fiscal years’ experience. 
Fee-for-service claims data are used when full years of encounter data are not available. 
The State collects eligibility data from the global eligibility file (GEF) for the same experience periods. 
Member month information is derived from the Medicaid recipient eligibility data. All encounter and 
eligibility data are submitted by the State to the State’s actuarial contractor, Mercer Government Human 
Services Consulting (Mercer). Each LME/MCO submits to Mercer any additional payments that 
occurred outside of the encounter system (e.g., capitated costs) for the same experience periods. 

2. Summarization of 
experience data 

Data are organized by fiscal year, category of aid (e.g., Aid to Families with Dependent Children, Foster 
Children or Blind and Disabled), by rate category (e.g., age and sex categories), and by detailed service 
category (e.g., Inpatient, Outpatient or Intensive In-Home Services). Utilization per 1,000,14 cost per 
service and per-member-per-month (PMPM) costs are calculated for each “cell” (or combination of year, 
population, rate category and service category). 

3. Adjustment from 
experience period to 
rating period 

The utilization per 1,000, cost per service or PMPM amounts are adjusted for differences in the 
coverage period compared to the experience periods. These adjustments generally include (but are not 
necessarily limited to) the following: 

• changes in expected utilization; 
• changes in expected cost per service or change in the mix of services; 
• changes in benefits, including benefit carve-outs or benefits newly added in; 
• differences in the population due to enrollment or eligibility changes; 
• adjustments to encounter data submitted by LME/MCO’s for quality and completeness as 

deemed necessary by Mercer for sufficient rate setting purposes; 
• other adjustments as applicable. 

4. Summation of adjusted 
PMPMs 

Adjusted PMPMs are summed into total claim rates for each combination of population and rate 
category. Claim rates set to produce a rate range with an upper and lower bound rate. The upper and 
lower bound rates are determined by using more conservative or aggressive assumption for some or all 
of the items in #3 above. 

5. Addition of 
administrative costs 

The PMPMs are adjusted upward for administrative costs, by adding a percentage load for general 
administrative and care coordination costs. Administration percentages are set separately for each 
LME/MCO based on financial reports submitted by the LME/MCOs. 

6. Addition of a margin for 
savings 

The industry standard for a savings margin is about 2%,  wh ich  includes a margin for risk or 
contingency. 

However, the State does not include an explicit adjustment for a savings margin in the upper and lower 
bound rates. 

7. Addition of risk margin The State adjusts the PMPMs upward for a 2% risk reserve to cover risk margin and considerations for 
adverse deviation. 
The 2% rate is not an explicit goal, and the State does not manage rates to ensure that payments to 
LME/MCOs do not result in excess savings. 
If the State used an explicit savings margin adjustment, however, the risk margin would be included in 
the capitation rate as the savings margin described in step 6. 

 
                                                      
14 Number of visits, days or services for each category of covered services during one year for a unit of 

population equivalent to 1,000 members. 
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OBJECTIVES, SCOPE AND METHODOLOGY 

The objectives of this audit were to determine (1) whether Medicaid capitation rates were 
actuarially sound, and (2) whether the Department of Health and Human Services, Division of 
Medical Assistance (DMA), ensured complete and accurate data was used to set the capitation 
rates. 

The audit scope includes the Medicaid capitation rates during state fiscal years (SFY) 2015 
through 2017. 

To determine whether the Medicaid capitation rates were actuarially sound as defined by 
actuarial standards, OSA contracted with an actuary15 (subject matter expert) to perform an 
independent review and assessment of the rate setting process. 

The subject matter expert was selected based on their qualifications, experience, credentials, 
and proposed methodology. OSA vetted the subject matter expert and their methodology with 
officials at DMA. 

To determine whether DMA ensured reliable data was used to set the capitation rates, auditors 
interviewed personnel, observed operations, reviewed policies, analyzed financial reports, and 
examined documentation supporting the rate setting process as considered necessary. 
Whenever sampling was used, auditors applied a non-statistical approach. Therefore, results 
could not be projected to the population. This approach was determined to adequately support 
audit conclusions. 

The subject matter expert’s methodology, assessment, and results can be found in this report’s 
Appendix starting on page 23. 

Because of the test nature and other inherent limitations of an audit, together with limitations 
of any system of internal and management controls, this audit would not necessarily disclose 
all performance weaknesses or lack of compliance. 

As a basis for evaluating internal control, auditors applied the internal control guidance 
contained in professional auditing standards. However, our audit does not provide a basis for 
rendering an opinion on internal control, and consequently, we have not issued such an 
opinion. 

We conducted this performance audit in accordance with Generally Accepted Government 
Auditing Standards. Those standards require that we plan and perform the audit to obtain 
sufficient, appropriate evidence to provide a reasonable basis for our findings and conclusions 
based on our audit objectives. We believe that the evidence obtained provides a reasonable 
basis for our findings and conclusions based on our audit objectives. 

                                                      
15 Segal Consulting was the subject matter expert for this audit. 



 

 
 

 

RESULTS AND 
CONCLUSIONS 



 

4 

RESULTS AND CONCLUSIONS 

Medicaid capitation rates16 were actuarially sound.17 However, the capitation rates resulted in 
excess savings because the Division of Medical Assistance (DMA) did not establish an explicit 
margin for savings. Also, DMA did not ensure complete and accurate financial, encounter, and 
member month information was used to set the capitation rates. 

                                                      
16 “A monthly fee paid for each member assigned or each event (for example, maternity delivery) regardless of 

the number or actual cost of services provided under a system of reimbursement for MCOs [managed care 
organizations].” Actuarial Standards Board.  

17 Actuarially sound rates are defined as rates that are projected to provide for all reasonable, appropriate, and 
attainable costs that are required under the terms of the contract and for the operation of the LME/MCO for the 
time period and the population covered under the terms of the contract.  
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FINDINGS, RECOMMENDATIONS, AND RESPONSES 

1. MEDICAID CAPITATION RATES ARE ACTUARIALLY SOUND BUT RESULTED IN $439.2 MILLION 
IN EXCESS SAVINGS 

The Department of Health and Human Services, Division of Medical Assistance (DMA) 
established capitation rates18 that, although actuarially sound,19 led to excess savings20 for 
Local Management Entities/Managed Care Organizations (LME/MCOs).21 

As a result, $439.2 million22 in Medicaid funds has been retained by LME/MCOs as 
Medicaid savings. The State may not be able to recoup the funds nor ensure that the funds 
are used to provide additional Medicaid services. 

The excess savings occurred because DMA did not establish an explicit LME/MCO margin 
for savings and investigate unexpected results and trends. Additionally, the State lacks 
contract terms and laws that limit excess LME/MCO savings. 

DMA’s practice deviated from best practices that required DMA to ensure the efficient23 
expenditure of Medicaid funds. 

Capitation Rates Led to Excess Savings for LME/MCOs 

DMA’s actuary24 developed and certified capitation rates for North Carolina Medicaid 
Behavioral Health services for state fiscal years (SFYs) 2015-2017 that were actuarially 
sound.25 

However, the Medicaid capitation rates that DMA established did not ensure the efficient26 
expenditure of Medicaid funds and allowed LME/MCOs to obtain excess savings. 

                                                      
18 “A monthly fee paid for each member assigned or each event (for example, maternity delivery) regardless of 

the number or actual cost of services provided under a system of reimbursement for MCOs [managed care 
organizations].” Actuarial Standards Board. 

19 Actuarially sound rates are defined as rates that are projected to provide for all reasonable, appropriate, and 
attainable costs that are required under the terms of the contract and for the operation of the LME/MCO for the 
period and the population covered under the terms of the contract. 

20 Refers to unspent funds remaining from capitated payments received by the LME/MCOs. 
21 LME/MCOs are political subdivisions of the State that contract with DMA to operate the managed care 

behavioral health services under the Medicaid waiver through a network of licensed practitioners and provider 
agencies. 

22 The amount excludes net losses incurred by Partners and Trillium in SFY 2017, and LME/MCOs’ other 
income/loss separate from capitation payments received from the State. The reasons and factors that led to 
the 2017 net losses of Partners and Trillium are not known and were outside the scope of this audit. Further 
analyses are warranted by appropriate, responsible parties. The subject matter expert, Segal Consulting, 
included these amounts in their calculation of excess savings. See their full report “Actuarial Review of 
Medicaid Behavioral Health Managed Care Rate Setting” located in the Appendix starting on page 23. 

23 Defined here as achieving the goals of the Medicaid program with minimum unnecessary expense. 
24 Mercer Health & Benefits LLC has provided actuarial services to DMA since SFY 2012. 
25 Based on Actuarial Standard of Practice No. 49, Medicaid Managed Care Capitation Rate Development and 

Certification, and guidelines established by Centers of Medicare and Medicaid Services (CMS). This was 
determined through an independent review and assessment performed by Segal Consulting. Segal Consulting 
was the subject matter expert for this audit. See their full report “Actuarial Review of Medicaid Behavioral 
Health Managed Care Rate Setting” located in the Appendix starting on page 23. 

26 Defined here as achieving the goals of the Medicaid program with minimum unnecessary expense. 
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FINDINGS, RECOMMENDATIONS, AND RESPONSES 

The Government Accountability Office (GAO) explains that capitation rates are expected 
to cover the medical service costs, administrative expenses, and profit.27 

“Under contracts between states and MCOs, the state pays the MCO a set 
amount (or ‘rate’) per member (or beneficiary) per month to provide all covered 
services and, in turn, the MCO pays providers to deliver the services. In addition 
to covering medical services for beneficiaries, the payment rates are 
expected to cover an MCO’s administrative expenses and profit.” 
[Emphasis Added] 

Actuarial standards28 also require the actuary to include a provision for profit or savings,29 
which is “typically expressed as a percentage of the premium rate, to provide for the cost 
of capital and a margin for risk or contingency.” 

A 2% margin is a reasonable benchmark for LME/MCO capitation rates based on research 
conducted by the Society of Actuaries. The Society of Actuaries writes:30 

“Most states’ capitation rates (payments to MCOs) include an explicit provision 
for margin, and in recent periods these range from 0.5% to 2.5%. Most for-profit 
MCOs target margin higher than 2.0%; most nonprofit MCOs target margin 
of around 2.0%. Actual performance over the past few years has varied widely 
among MCOs and states, but the average margin in 2015 was 1.8% for for-
profits and 1.5% for nonprofits…” [Emphasis Added] 

However, Table 1 below shows that North Carolina’s LME/MCO savings margins ranged 
from 6.9% to 22% during the first year of the audit period. Savings margins generally 
declined in the second year but remained about three and a half times the 2% benchmark. 
During the third year, average savings margins moved closer to the benchmark. 

It should be noted the declining average margins does not mean DMA and its actuary 
established capitation rates using a margin target and made a conscious effort to drive 
margins to that established rate.31  

                                                      
27 GAO-16-77, Medicaid Managed Care – Trends in Federal Spending and State Oversight of Costs and 

Enrollment. Profit by definition is equivalent to savings, which refers to unspent funds remaining from capitated 
payments received by the LME/MCOs. 

28 Actuarial Standard of Practice No. 49, Medicaid Managed Care Capitation Rate Development and Certification. 
29 DMA built a 2% risk contingency into the rates, but the rates do not include an explicit margin for savings. 

However, the industry standard for margin is about 2% which includes a margin for risk or contingency. 
30 Society of Actuaries, Medicaid Managed Care Organizations: Considerations in Calculating Margin in Rate 

Setting, 2017. 
31 LME/MCO savings margins were calculated using unaudited financial reports provided by the LME/MCOs. Further 

analysis is necessary to determine why LME/MCO savings margins decreased in SFY 2016 and 2017, which is 
outside the scope of this audit. 
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FINDINGS, RECOMMENDATIONS, AND RESPONSES 

Table 1 – LME/MCO Savings 

  in millions 

LME/MCO Category SFY 2015 SFY 2016 SFY 2017 

Alliance Total Revenue32 $393.94 $421.74 $414.51 
  Savings $50.75 $36.38 $32.26 
  Savings Margin 12.9% 8.6% 7.8% 

  
Cardinal Total Revenue $567.46 $587.31 $720.61 
  Savings $39.02 $48.60 $47.64 
  Savings Margin 6.9% 8.3% 6.6% 

  
Centerpoint33 Total Revenue $143.12 $140.55 - 
  Savings $20.70 $7.52 - 
  Savings Margin 14.5% 5.4% - 

  
Eastpointe Total Revenue $268.00 $278.78 $280.14 
  Savings $21.88 $25.67 $10.98 
  Savings Margin 8.2% 9.2% 3.9% 

  
Partner Total Revenue $276.59 $270.15 $265.56 
  Savings $43.38 $22.91 -$2.7434 
  Savings Margin 15.7% 8.5% -1.0% 

  
Sandhill Total Revenue $290.67 $266.11 $260.65 
  Savings $64.53 $20.83 $8.42 
  Savings Margin 22.2% 7.8% 3.2% 

  
Smoky Total Revenue $305.33 $314.15 $326.82 
  Savings $21.62 $13.30 $9.39 
  Savings Margin 7.1% 4.2% 2.9% 

  
Trillium Total Revenue $334.05 $331.59 $342.23 
  Savings $29.35 $7.98 -$23.3334  
  Savings Margin 8.8% 2.4% -6.8% 

  
Total Total Revenue $2,579.16 $2,610.38 $2,610.52 
  Savings $291.23 $183.19 $82.62 
  Savings Margin 11.3% 7.0% 3.2% 

Source: LME/MCO financial statements and auditor calculations 

                                                      
32 Includes capitation payments for covered Medicaid services, LME/MCO administration, and risk reserve. The 

subject matter expert, Segal, presented the risk reserve revenue separately (instead of including it in the total 
revenue amounts) in their report located in the Appendix. 

33 Centerpoint was merged into Cardinal starting SFY 2017. 
34 The reasons and factors that led to the 2017 net losses of Partners and Trillium are not known and were 

outside the scope of this audit. Further analyses are warranted by appropriate, responsible parties. 
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FINDINGS, RECOMMENDATIONS, AND RESPONSES 

And Table 2 below shows that LME/MCO savings exceeded the 2% margin benchmark by 
$439.2 million35 for SFY 2015 through 2017. 

Table 2 – LME/MCO Savings in Excess of 2% Margin Benchmark 

 in millions 

LME/MCO SFY 2015 SFY 2016 SFY 2017 

Alliance $42.9  $27.9  $24.0  
Cardinal $27.7  $36.9  $33.2  
Centerpoint $17.8  $4.7    
EastPointe $16.5  $20.1  $5.4  
Partners $37.8  $17.5    
Sandhills $58.7  $15.5  $3.2  
Trillium $22.7  $1.3    
Vaya $15.5  $7.0  $2.9  

  
Total: $239.6  $130.9  $68.7  

Source: LME/MCO financial statements and auditor calculations 

As a Result, $439.2 Million in Medicaid Funds May Be Outside of the State’s 
Control 

Because DMA used capitation rates that resulted in excess savings, $439.2 million35 may 
have been moved outside of the State’s control. 

The Department believes that it has the ability to oversee how these funds are utilized by 
the LME/MCOs. 

The Department reasons that they have ultimate responsibility to administer the State’s 
Medicaid program, including the responsibility to provide broad oversight of the LME/MCOs 
that manage the delivery of behavioral Medicaid services.36 

Additionally, the LME/MCOs are not private entities. Instead, they are public entities or 
political subdivisions of the State whose authority and status were granted exclusively by 
the State’s legislature. 

However, the State’s waiver37 approved by the Centers for Medicare and Medicaid 
Services (CMS) states that the LME/MCOs “retain 100 percent of the monthly capitated 
payment”. 

                                                      
35 The amount excludes net losses incurred by Partners and Trillium in SFY 2017, and LME/MCOs’ other 

income/loss separate from capitation payments received from the State. The reasons and factors that led to the 
2017 net losses of Partners and Trillium are not known and were outside the scope of this audit. Further 
analyses are warranted by appropriate, responsible parties. The subject matter expert, Segal Consulting, 
included these amounts in their calculation of excess savings. See their full report “Actuarial Review of Medicaid 
Behavioral Health Managed Care Rate Setting” located in the Appendix starting on page 23. 

36 NC General Statute 122C. 
37 NC innovation (0423.R02.00) effective 08/01/2013 through 7/31/2018. The waiver program permits a state 

broad discretion to design and furnish an array of home and community-based services that assist Medicaid 
beneficiaries to live in the community and avoid institutionalization. 
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FINDINGS, RECOMMENDATIONS, AND RESPONSES 

In addition, CMS has indicated through several memorandums and informal 
correspondences38 that the State may not dictate what the LME/MCOs do with their 
savings from the monthly capitated payments. 

Nevertheless, there is no guidance, law, or regulation that directly applies to the structure 
of the current managed care system in North Carolina. Therefore, it is unclear whether the 
State can recoup the funds or ensure that the funds are used to provide additional Medicaid 
services. 

Consequently, $439.2 million may have been moved outside of the State’s control. 

Caused by Lack of Explicit Savings Margin Goals 

LME/MCOs were able to accumulate excess savings because DMA did not establish an 
explicit savings margin goal39 for their capitation rates and investigate unexpected results 
or trends. 

In contrast to DMA’s practice, the Society of Actuaries notes that “Most states’ capitation 
rates (payments to MCOs) include an explicit provision for margin…”40 

Additionally, the GAO recommends that management establish performance goals, 
compare actual performance to expected performance, and investigate unexpected results 
or unusual trends.41 

These practices could have prevented some of the excess savings. 

For example, if DMA had a 2% savings margin goal in the year prior to our audit period 
(SFY2014) and had compared its goal to its results, DMA would have noticed that the average 
LME/MCO savings margins (8.3%) were four times its goal. As a result, DMA would have 
performed additional analysis to identify the underlying causes of the excess savings and taken 
appropriate corrective action. 

Analysis performed by the Office of the State Auditor’s (OSA) subject matter expert42 found 
that the underlying causes of and potential corrective actions for the excess savings included, 
but were not limited to:43 

• Inadequate Financial Adjustments – DMA’s actuary could have used much larger 
financial adjustments and put more credibility in emerging information 

• Timely Use of Managed Care Encounter Data – DMA’s actuary could have provided 
more weight to the emerging managed care data than to the older fee-for-service data 

                                                      
38 Includes an email to DMA, several emails to OSA, and memorandums to DMA and the State Medicaid Director 

issued by CMS or the Health Care Financing Administration (predecessor to CMS) between 1998 and 2017. 
39 DMA built a 2% risk contingency into the rates, but the rates do not include an explicit margin for savings. 

However, the industry standard for margin is about 2% which includes a margin for risk or contingency. 
40 Society of Actuaries, Medicaid Managed Care Organizations: Considerations in Calculating Margin in Rate 

Setting, 2017. 
41 GAO, Internal Control Management and Evaluation Tool, August 2001. 
42 Segal Consulting was the subject matter expert for this audit. 
43 See Segal Consulting’s report in Appendix for more details. 
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FINDINGS, RECOMMENDATIONS, AND RESPONSES 

• Conservative Trend Assumptions – DMA’s actuary could have given more 
credibility to the declining fee-for-service cost trend or possibly used more 
aggressive assumptions 

Because DMA did not establish a savings margin goal and compare it to actual results, the 
capitation rates were not adjusted to prevent additional excess savings. Consequently, as 
shown in Table 3 below, LME/MCO average savings margins increased in SFY 2015 to 
11.3% or almost six times the 2% savings margin benchmark. 

Table 3 – LME/MCO Average Savings Margin Trend 

 in millions 
All Financials SFY 2014 SFY 2015 SFY 2016 SFY 2017 

Total Revenue44 2,186 2,579 2,610 2,611 
Total Expense 2,005 2,288 2,427 2,528 
Savings 181 291 183 83 
Savings Margin 8.3% 11.3% 7.0% 3.2% 

Source: LME/MCO financial statements and auditor calculations 

Also Caused by Lack of Contract Terms and Laws That Limits Excess Savings 

LME/MCOs were also able to accumulate excess savings because the State does not use 
contract terms or state laws to prevent excess savings from potentially becoming the 
property of the LME/MCOs and, therefore, possibly placed outside of the State’s control. 

For example, North Carolina does not use the contract strategy suggested by the federal 
Department of Health and Human Services to limit savings. In its publication, Contracting 
for Managed Substance Abuse and Mental Health Services: A Guide for Public 
Purchasers, the department suggests: 

“The purchaser may contractually limit the profits and/or losses an MCO may 
experience. In the case of profit limits, the purchaser must determine early the 
amount of profit it is willing to allow the MCO to make and how this profit may 
be achieved. The contract documents between the parties should address the 
degree to which each party keeps any MCO profit in excess of the agreed-upon 
amount.”45 

To illustrate, Texas uses an “experience rebate” and includes the following language in its 
Uniform Managed Care Contract: 

“HHSC and the MCO will share the consolidated Net Income Before Taxes for 
its HHSC programs as follows: 

                                                      
44 Includes capitation payments for covered Medicaid services, LME/MCO administration, and risk reserve. The subject 

matter expert, Segal, presented the risk reserve revenue separately (instead of including it in the total revenue 
amounts) in their report located in the Appendix.  

45 Profit by definition is equivalent to savings, which refers to the unspent funds remaining from capitated 
payments received by the LME/MCOs. 
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1) The MCO will retain all the Net Income Before Taxes that is equal to or less 
than 3% of the total Revenues received by the MCO; 

2) HHSC and the MCO will share that portion of the Net Income Before Taxes 
that is over 3% and less than or equal to 5% of the total Revenues received, 
with 80% to the MCO and 20% to HHSC. 

3) HHSC and the MCO will share that portion of the Net Income Before Taxes 
that is over 5% and less than or equal to 7% of the total Revenues received, 
with 60% to the MCO and 40% to HHSC. 

4) HHSC and the MCO will share that portion of the Net Income Before Taxes 
that is over 7% and less than or equal to 9% of the total Revenues received, 
with 40% to the MCO and 60% to HHSC. 

5) HHSC and the MCO will share that portion of the Net Income Before Taxes 
that is over 9% and less than or equal to 12% of the total Revenues 
received, with 20% to the MCO and 80% to HHSC. 

6) HHSC will be paid the entire portion of the Net Income Before Taxes that 
exceeds 12% of the total Revenues.” 

Additionally, North Carolina does not use a state law like Florida’s “achieved savings 
rebate” statute to limit LME/MCO savings. Florida’s law requires MCOs to share savings 
greater than 5% with the state. Specifically, the law states: 

“…the achieved savings rebate is established by determining pretax income as 
a percentage of revenues and applying the following income sharing ratios: 
1. One hundred percent of income up to and including 5 percent of revenue 

shall be retained by the plan. 
2. Fifty percent of income above 5 percent and up to 10 percent shall be 

retained by the plan, and the other 50 percent refunded to the state and 
transferred to the General Revenue Fund, unallocated. 

3. One hundred percent of income above 10 percent of revenue shall be 
refunded to the state and transferred to the General Revenue Fund, 
unallocated.” 

Goals and Best Practices Required Efficient Expenditure of Medicaid Funds 

CMS rate-setting goals and GAO best practices required DMA to ensure that the capitation 
rates were reasonable and did not result in excess savings for the LME/MCOs. 

Specifically, CMS notes that the capitation rate-setting framework was established to:46 

• Promote beneficiary access to quality care, efficient expenditure of funds and 
innovation in the delivery of care [Emphasis Added] 

• Provide appropriate compensation to the managed care plans for reasonable  
non-benefit costs [Emphasis Added] 

                                                      
46 Federal Register, Volume 81, No. 88, Friday, May 6, 2016, pg. 27564. 
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• Ensure that both the state and the federal government act effectively as fiscal 
stewards and in the interests of beneficiary access to care [Emphasis Added] 

Additionally, GAO states:47 

“Management and officials entrusted with public resources are responsible for 
carrying out public functions and providing service to the public effectively, 
efficiently, economically, ethically, and equitably within the context of the 
statutory boundaries of the specific government program.” [Emphasis Added] 

RECOMMENDATION 

DMA should establish an explicit LME/MCO savings margin goal, compare actual 
performance to expected performance, investigate unusual trends as in savings or losses, 
and take appropriate corrective action to ensure appropriate capitation rates are 
established. 

DMA should include language in its contracts that limit the savings that LME/MCOs can 
retain. The contracts should address the degree to which each party keeps any LME/MCO 
savings in excess of an agreed-upon amount. The savings limit should be negotiated to 
offer the State protection against financial risks while not deterring the efficient 
management of costs by LME/MCOs. 

For future contracts, DMA should include language in its contracts that limit the profit that 
a private MCO can retain. The contracts should address the degree to which each party 
keeps any MCO profit in excess of an agreed-upon amount. The profit limit should be 
negotiated to offer the State protection against financial risks while not deterring the 
efficient management of costs by MCOs. 

Alternatively, DMA should ask the Legislature to enact a state law that would limit excess 
MCO profits by requiring profit that exceeds a defined amount to be shared with the State. 

AGENCY RESPONSE 

See page 124 for the agency’s response to this finding. 

2. NO ASSURANCE THAT FINANCIAL DATA USED TO ESTABLISH MEDICAID CAPITATION RATES 
WAS RELIABLE 

The Division of Medical Assistance (DMA) did not ensure that the financial data48 it 
provided to its actuary to set capitation rates49 was reliable. Using unreliable data to 
calculate capitation rates can significantly impact the results. Although audited financial 
data was available, DMA decided not to use it. However, best practices required DMA to 
ensure that it used reliable financial data.  

                                                      
47 GAO, Government Auditing Standards, 2011 Revision.  
48 Monthly financial reports submitted by LME/MCOs. 
49 “A monthly fee paid for each member assigned or each event (for example, maternity delivery) regardless of 

the number or actual cost of services provided under a system of reimbursement for MCOs [managed care 
organizations].”  Actuarial Standards Board. 
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DMA Did Not Ensure Reliable Financial Data Was Used 

DMA did not ensure its actuary was provided financial data that was audited or reconciled 
to audited financial statements for use in setting the Medicaid capitation rate for state fiscal 
years (SFY) 2016 and 2017. 

Auditors reconciled financial data used by the actuary for rate setting to a select number of 
LME/MCO audited financial statements50 and found several variances in Medicaid 
administrative expenses. For example: 

• Eastpointe’s SFY 2014 administrative expenses used for rate setting is $4.4 million 
more than audited financial statements 

• Partner’s SFY 2016 administrative expenses used for rate setting is $3.2 million 
more than audited financial statements 

• Trillium’s SFY 2016 administrative expenses used for rate setting is $3.8 million 
less than audited financial statements 

Unreliable Financial Data Could Impact the Capitation Rates and Payments 

Using unreliable data to calculate capitation rates can potentially result in rates that differ 
significantly from rates that would have been obtained with reliable information. 

Even a $1.00 difference in the capitation rate for one LME/MCO can result in $2.1 to  
$2.4 million51 over or under payment a year. 

Based on the subject matter expert’s52 estimate, 
• Eastpointe’s $4.4 million variance could have made the SFY 2016 rate $2.1053 

(1.7% of the rate) higher than it should be 
• Partner’s $3.2 million variance could have made the SFY 2017 rate $1.2054 (0.9% 

of the rate) higher than it should be 
• Trillium’s $3.8 million variance could have made the SFY 2017 rate $1.2055 (0.8% 

of the rate) lower than it should be  

                                                      
50 Auditors first compared the amount of total expenses between an LME/MCO’s audited financial statement and 

the financial data used by the actuary in rate setting. If the initial comparison resulted in a difference of  
> $1 million, auditors then proceeded to identify the difference specific to Medicaid administrative expenses. 

51 Between FY 2014 and 2016, the State paid each LME/MCO between 2.1 to 2.4 million member months each 
year. 

52 Segal Consulting was the subject matter expert for this audit. 
53 $4.4 million variance / $1 million x 0.38% rate impact x SFY 2016 capitation rate of $124.68 assuming only 

SFY 2014 financial data is used in the rate calculation. 
54 $3.2 million variance / 12 months x 8 months x $1 million x 0.40% rate impact x SFY 2017 capitation rate of 

$141.81 assuming SFY 2016 variance spreads evenly throughout the year and only SFY 2016 financial data is 
used in the rate calculation. 

55 $3.8 million variance / 12 months x 8 months x $1 million x 0.32% rate impact x SFY 2017 capitation rate of 
$145.49 assuming SFY 2016 variance spreads evenly throughout the year and only SFY 2016 financial data is 
used in the rate calculation. 
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Caused by Management’s Decision Not To Use Audited Financial Data 

Although audited financial data was available and more reliable, DMA chose not to use it 
because federal regulations did not require it. 

In response to auditor inquiry, DMA stated, 
“Regarding audited financials…they were not used nor are they required to be 
used for capitation rate development.”56 

Best Practices Required DMA to Ensure Use of Reliable Financial Data 

Best practices identified by the Government Accountability Office (GAO) required DMA to 
ensure that the financial data was reliable. 

The GAO states, “Management should use quality information to achieve the entity’s 
objectives.”57 GAO best practices require management to obtain: 

“Relevant data from reliable internal and external sources in a timely manner 
based on the identified information requirements…Reliable internal and 
external sources provide data that are reasonably free from error and bias and 
faithfully represent what they purport to represent.” [Emphasis Added] 

Furthermore, the Centers for Medicare and Medicaid Services (CMS) has codified the use 
of reliable financial data. In May 2016, CMS published a requirement for states to provide 
audited financial reports to their actuaries for developing the capitation rates beginning in 
2018.58 

Additionally, DMA’s actuary relies on DMA to ensure that the financial data is reliable. In 
the rate certification package submitted to CMS, the actuary stated that it: 

“Used and relied upon enrollment, eligibility, claim, reimbursement level, benefit 
design, and financial data and information supplied by the State and 
[LME/MCO]. The State and the [LME/MCO] are solely responsible for the 
validity and completeness of these supplied data and information…” 
[Emphasis Added] 

RECOMMENDATION 

DMA should use audited or reconciled financial data to establish the capitation rates. 

AGENCY RESPONSE 

See page 124 for the agency’s response to this finding. 

                                                      
56 The audited financial statements did not report expenses specific to Medicaid except Sandhills. The auditors 

obtained financial reports containing Medicaid expenses from the LME/MCOs and reconciled them to audited 
financial statements. 

57 GAO, Standards for Internal Control in the Federal Government, September 2014. 
58 42 CFR 438.5(c)(1). CMS gave North Carolina until state fiscal year 2020 to fully implement this requirement.  
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3. NO ASSURANCE THAT ENCOUNTER DATA USED TO ESTABLISH MEDICAID CAPITATION RATES 
WAS RELIABLE 

The Division of Medical Assistance (DMA) did not ensure that the encounter data59 it 
provided to its actuary to set capitation rates was reliable. Using unreliable data to calculate 
capitation rates60 can significantly impact the results. DMA relied on its actuary to ensure 
that the encounter data was reliable. However, best practices required DMA to ensure that 
the encounter data was reliable. 

DMA Did Not Ensure Reliable Encounter Data Was Used 

The Society of Actuaries says that encounter data is “the single most important analytical 
tool for health plans and health programs. Without accurate and timely data, it is not 
possible to analyze costs, utilization or trends; evaluate benefits; or determine the quality 
of services being provided to members.”61 

However, DMA did not ensure its actuary was provided reliable encounter data for use in 
setting the Medicaid capitation rate for SFYs 2016 and 2017. 

Specifically, 

• DMA did not ensure LME/MCO electronic encounter data used in rate setting was 
analyzed for completeness, validity, and reasonableness. 

• DMA did not ensure that medical records were reviewed to validate and verify the 
encounter data. 

Unreliable Encounter Data Could Impact the Capitation Rates62 

Using unreliable encounter data to calculate capitation rates can potentially result in rates 
that differ significantly from the rates that would have been obtained with reliable 
information. 

Encounter data is part of the base data that the State and its actuary collects and adjusts 
to develop an expectation of future prices and service use. Those expectations are then 
used to develop the capitation rates. 

In A Primer on Medicaid Managed Care Capitation Rates, Health Management Associates 
provides a simplified explanation of the general steps that states use to develop Medicaid 
capitation rates: 

                                                      
59 “Encounter data are records of the health care services for which MCOs pay and—in many states—the 

amounts MCOs pay to providers of those services. Encounter data are conceptually equivalent to the paid 
claims records that state Medicaid agencies create when they pay providers on a FFS [fee-for-service] basis.” 
Mathematica Policy Research. 

60 “A monthly fee paid for each member assigned or each event (for example, maternity delivery) regardless of 
the number or actual cost of services provided under a system of reimbursement for MCOs [managed care 
organizations].” Actuarial Standards Board. 

61 Society of Actuaries, Medicaid Encounter Data: The Next National Data Set, 2016. 
62 A separate and additional audit would be required to identify specific examples of encounter data errors. Due 

to the amount of time and effort required to do so, a definitive effect of using unreliable encounter data could 
not be formulated. 
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1. Develop the base data - The state draws from many sources including Medicaid 
eligibility files and enrollment files, medical claims files, and possibly data collected 
from participating MCOs (referred to as “encounter data” because it is intended to 
capture, for example, when an individual has had an “encounter” with a medical 
professional or medical services). Other sources of information are used in this 
process too, including the financial reports submitted by the contracted MCOs to 
the state. 

2. Adjust the base data - During this process, important adjustments are made to the 
assembled data to account for important factors such as missing or incomplete 
data. During this step, often services that are not covered by the MCO are also 
excluded from the capitation rates. This step produces the “adjusted base data” 
upon which the projections are made for the contract rate year. 

3. Trend the base data – The third step in the process involves trending the adjusted 
base data for any expected changes in utilization, costs, and mix of services 
between the base year period and the contract rate year (the year in which the 
capitation rates will take effect). This step produces the base data for the rate year. 

4. Calculate administrative and other cost - The final step is to project additional 
costs including general administration, care coordination, a small margin for MCO 
risk and gain, and taxes and fees. 

Because encounter data is part of the base data used to develop capitation rates, 
inaccurate encounter data could lead to insufficient capitation rates that do not allow the 
LME/MCOs to meet the needs of their service area. Conversely, inaccurate encounter 
data could also result in excess capitation rates that allow LME/MCOs to accumulate 
excess savings. 

Caused by DMA’s Reliance on the Actuary to Ensure the Data Was Reliable 

DMA did not perform procedures to ensure that the encounter data was reliable because 
it relied on the review that its actuary performed during the rate setting process. 

However, the procedures the actuary performed were not sufficient to ensure the encounter 
data was complete and accurate. 

DMA’s actuary reviewed the encounter data for reasonableness, but not for reliability. In 
the rate certification packages submitted to Centers for Medicare and Medicaid Services 
(CMS) for capitation rate approval, DMA’s actuary stated, 

“We have reviewed the summarized data and information for internal 
consistency and reasonableness but we did not audit them…” 

Furthermore, an actuarial review is not intended to ensure that the encounter data is 
reliable. According to actuarial standards,63 an actuarial review is defined as: 

“An informal examination of the obvious characteristics of the selected data to 
determine if such data appear reasonable and consistent for purposes of the 
assignment. A review is not an audit of data.” 

                                                      
63 Actuarial Standards Board – Actuarial Standards of Practice No. 23 Data Quality effective December 2004. 
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Lastly, actuarial standards specifically reject responsibility for ensuring data reliability. 
Actuarial standards state, 

“In most situations, the data are provided to the actuary by others. The accuracy 
and comprehensiveness of data supplied by others are the responsibility of 
those who supply the data…” [Emphasis Added] 

Best Practices Required DMA to Ensure Use of Reliable Encounter Data 

Best practices identified by the Government Accountability Office (GAO) required DMA to 
ensure that the encounter data was reliable. 

The GAO states, “Management should use quality information to achieve the entity’s 
objectives.”64 GAO best practices require management to obtain: 

“Relevant data from reliable internal and external sources in a timely manner 
based on the identified information requirements…Reliable internal and 
external sources provide data that are reasonably free from error and bias and 
faithfully represent what they purport to represent.” [Emphasis Added] 

Furthermore, the Centers for Medicare and Medicaid Services (CMS) has codified the use 
of validated encounter data. In May 2016, CMS published a requirement for states to 
provide validated encounter data to their actuaries for developing the capitation rates 
beginning in 2018.65 

Additionally, DMA’s actuary relies on DMA to ensure that the encounter data is reliable. In 
the rate certification package submitted to CMS, the actuary stated that it: 

“Used and relied upon enrollment, eligibility, claim, reimbursement level, benefit 
design, and financial data and information supplied by the State and 
[LME/MCO]. The State and the [LME/MCO] are solely responsible for the 
validity and completeness of these supplied data and information…” 
[Emphasis Added]  

RECOMMENDATION 

DMA should ensure that validated encounter data is used for setting the capitation rates. 

AGENCY RESPONSE 

See page 125 for the agency’s response to this finding.  

                                                      
64 GAO, Standards for Internal Control in the Federal Government, September 2014. 
65 42 CFR 438(c). CMS gave North Carolina until state fiscal year 2020 to fully implement this requirement.  
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4. NO ASSURANCE THAT MEMBER MONTH DATA USED TO ESTABLISH MEDICAID CAPITATION 
RATES WAS RELIABLE 

The Division of Medical Assistance (DMA) did not ensure that the member month data66 it 
provided to its actuary to set capitation rates67 was reliable. Using unreliable data to 
calculate capitation rates can significantly impact the results. DMA did not believe that it 
was responsible for the accuracy of the Medicaid eligibility determinations that were the 
basis of the member month data. However, best practices required DMA to ensure that the 
member month data was reliable. 

DMA Did Not Ensure That Reliable Member Month Data Was Used 

DMA did not ensure its actuary was provided reliable member month data for use in setting 
the Medicaid capitation rates for state fiscal year (SFY) 2015, 2016, and 2017. 

The member month data is based on the Medicaid recipient eligibility information from the 
State’s Medicaid Management Information System (MMIS).68 

Auditors reviewed past reports about Medicaid recipient eligibility determination and 
identified a pattern of eligibility error rates that would impact the overall number of member 
months used in capitation rate setting. 

A SFY 2017 audit report69 by the Office of the State Auditor (OSA) found accuracy error70 
rates in ten sample counties ranging from: 

• 1.2% to 18.8% for new applications 

• 1.2% to 23.2% for re-certifications 

Eligibility reviews71 commissioned by the Centers for Medicare and Medicaid Services 
(CMS) also found eligibility issues: 

• 4.6% eligibility active72 case error rate for eligibility cases determined in 2013 

• 4.0% eligibility active case error rate for eligibility cases determined in 2010 

                                                      
66 Member month data is calculated by counting the number of eligibility months of a Medicaid recipient. For 

example, a member who is Medicaid eligible for 12 months will record 12 member months. Member month 
data is derived from an eligibility or payment file generated in the state Medicaid Management Information 
System. 

67 “A monthly fee paid for each member assigned or each event (for example, maternity delivery) regardless of 
the number or actual cost of services provided under a system of reimbursement for MCOs [managed care 
organizations].” Actuarial Standards Board. 

68 The current MMIS used by the State is NC Tracks, maintained by CSRA. 
69 FCA-2015-4440 North Carolina Medicaid Program Recipient Eligibility Determination audit, released January 2017. 
70 Accuracy errors are defined as any determination that caused an ineligible recipient to be approved for Medicaid 

benefits or denied benefits to an applicant who should be eligible for benefits. 
71 SFY 2013 – CMS Payment Error Rate Measurement report Cycle 2 Summary – North Carolina, released SFY 2014, 

and SFY 2010 – CMS Payment Error Rate Measurement report Cycle 2 Summary – North Carolina, released SFY 
2011. 

72 Eligibility active cases are Medicaid cases in which the applicant was determined eligible for Medicaid. Auditors are 
using active cases because negative cases would not be included in the eligibility file that is used to determine 
member months. 
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Although DMA was aware of the Medicaid eligibility error rates, DMA never informed its 
actuary about them. 

Unreliable Member Month Data Could Significantly Impact Capitation Rates73 

Using unreliable member month data to calculate capitation rates can potentially result in 
rates that differ significantly from the rates that would have been obtained with reliable 
information. 

Member month data is based on Medicaid recipient eligibility information and is part of the 
base data that the State and its actuary collects and adjusts to develop an expectation of 
future prices and service use. Those expectations are then used to develop the capitation 
rates. 

In A Primer on Medicaid Managed Care Capitation Rates, Health Management Associates 
provides a simplified explanation of the general steps that states use to develop Medicaid 
capitation rates: 

1. Develop the base data - The state draws from many sources including Medicaid 
eligibility files and enrollment files, medical claims files, and possibly data 
collected from participating MCOs (referred to as “encounter data” because it is 
intended to capture, for example, when an individual has had an “encounter” with 
a medical professional or medical services). Other sources of information are used 
in this process too, including the financial reports submitted by the contracted 
MCOs to the state. 

2. Adjust the base data - During this process, important adjustments are made to the 
assembled data to account for important factors such as missing or incomplete 
data. During this step, often services that are not covered by the MCO are also 
excluded from the capitation rates. This step produces the “adjusted base data” 
upon which the projections are made for the contract rate year. 

3. Trend the base data – The third step in the process involves trending the adjusted 
base data for any expected changes in utilization, costs, and mix of services 
between the base year period and the contract rate year (the year in which the 
capitation rates will take effect). This step produces the base data for the rate year. 

4. Calculate administrative and other cost - The final step is to project additional 
costs including general administration, care coordination, a small margin for MCO 
risk and gain, and taxes and fees. 

Because member month data is part of the base data used to develop capitation rates, 
inaccurate member month data could lead to insufficient capitation rates that do not allow 
the LME/MCOs to meet the needs of their service area. Conversely, inaccurate member 
month data could also result in excess capitation rates that allow LME/MCOs to accumulate 
excess savings.  

                                                      
73 A separate and additional audit would be required to identify specific examples of member-month data errors. Due to 

the amount of time and effort required to do so, a definitive effect of using unreliable member-month data could not 
be formulated. 
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Caused by DMA Belief That It Was Not Responsible for Eligibility Determinations 

DMA could not ensure its actuary was provided reliable member month data without first 
ensuring that Medicaid eligibility determinations were accurate. 

Prior to SFY 2017, DMA did not believe that it was responsible for ensuring that Medicaid 
eligibility determinations were accurate. As noted in the 2017 OSA audit report, DMA did 
not believe it had direct oversight responsibility of the Medicaid recipient eligibility process 
at the county departments of social services. 

However, federal regulations74 state that, “The Medicaid state agency75 is responsible for 
determining eligibility for all individuals applying for or receiving benefits” even if the 
approved state plan delegates “authority to determine eligibility for all or a defined subset 
of individuals.” 

Best Practices Required DMA to Ensure Use of Reliable Member Month Data 

Best practices identified by the Government Accountability Office (GAO) required DMA to 
ensure that the member month data was reliable. 

The GAO states, “Management should use quality information to achieve the entity’s 
objectives.”76 GAO best practices require management to obtain: 

“Relevant data from reliable internal and external sources in a timely manner 
based on the identified information requirements…Reliable internal and external 
sources provide data that are reasonably free from error and bias and faithfully 
represent what they purport to represent.” [Emphasis Added] 

Additionally, DMA’s actuary relied on DMA to ensure that the member month data was 
reliable. In the rate certification package submitted to CMS, the actuary stated that it: 

“Used and relied upon enrollment, eligibility, claim, reimbursement level, benefit 
design, and financial data and information supplied by the State and [LME/MCO]. 
The State and the [LME/MCO] are solely responsible for the validity and 
completeness of these supplied data and information…” [Emphasis Added] 

RECOMMENDATION 

DMA should ensure that reliable member month information is used for capitation rate 
setting. 

AGENCY RESPONSE 

See page 125 for the agency’s response to this finding. 

                                                      
74 42 CFR 431.10 Single State agency. 
75 The Medicaid state agency for North Carolina is the NC Department of Health and Human Services. 
76 GAO, Standards for Internal Control in the Federal Government, September 2014. 
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LME/MCOs’ Spending of Medicaid Fund Should Be Monitored 

The Department of Health and Human Services, Division of Medical Assistance (DMA) 
should consider conducting audits to determine if Local Management Entity/Managed Care 
Organization (LME/MCO) Medicaid spending is necessary and reasonable in accordance 
with federal cost principles. 

DMA’s contracts with the LME/MCOs stipulate that DMA can require the LME/MCOs to be 
“audited in accordance with the Office of Management and Budget (OMB) Circular A-133 
and OMB Circular A-87.”77 Both OMB Circular A-133 and A-87 provide guidelines to 
evaluate whether certain costs are necessary and reasonable. 

However, DMA has exempted LME/MCOs from the audit requirements and cost principles 
customarily applicable to the Medicaid expenditures. 

As a result, DMA does not have an effective tool for monitoring LME/MCO spending, so 
unreasonable spending could occur without being detected. 

For example, a recent OSA audit noted unreasonable spending of Medicaid funds that 
included: 

• $113,540 on board retreats at luxury resorts 

• $93,196 on board meetings at high-end venues 

• $7,702 on chartered flights 

Additionally, LME/MCOs have reported spending approximately $347,000 of Medicaid 
funds on lobbying contracts throughout FY 2015 and 2016. Lobbying costs are disallowed 
according to the federal cost principles. 

According to state law,78 LME/MCOs are local political subdivisions of the State. Therefore, 
LME/MCOs are subject to the State’s oversight and should be held accountable for use of 
public funds. 

In fact, state law says the primary functions of an LME/MCO include “Financial 
management and accountability for the use of State and local funds and information 
management for the delivery of publicly funded services.”79 

State law also states that the Secretary of DHHS shall “monitor the fiscal and 
administrative practices” of LME/MCOs to ensure they “are accountable to the State for the 
management and use of federal and state funds allocated for mental health, 
developmental disabilities, and substance abuse services…” The Secretary shall further 
ensure the LME/MCOs’ practices “are consistent with professional accepted accounting 
and management principles.” [Emphasis Added]  

                                                      
77 Both OMB Circular A-133 and A-87 are superseded by 2 CFR part 200 Uniform Administrative Requirements, 

Cost Principles, and Audit Requirements for Federal Awards. 
78 § 122C-3(20b), § 122C-3(20c), and § 122C-116. 
79 § 122C-115.4(b)(7). 
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Problems Identified During External Quality Reviews Should Be Communicated to 
Actuary 

The Department of Health and Human Services, Division of Medical Assistance (DMA) should 
consider communicating problems identified in the annual External Quality Reviews (EQR) to 
its actuary for consideration while preparing the State’s capitation rates.80 

Currently, DMA pays a contractor to perform annual EQR for each Local Management 
Entity/Managed Care Organization (LME/MCO). As part of the EQR, each LME/MCO’s claims 
processing system is assessed to help verify its capacity to produce complete and accurate 
encounter data. 

However, DMA did not communicate issues from assessing the claims processing system 
during the EQRs to its actuary. As a result, the actuary was not able to consider the potential 
impact of the issues when developing the capitation rates. 

When asked, DMA said that the EQR is not related to the capitation rate. Further, they stated 
EQR is not required by federal regulation for developing capitation rates. Consequently, issues 
from EQRs were not communicated to its actuary. 

But encounter data from the claims processing system is part of the base data that is used to 
develop capitation rates. Consequently, if the actuary is not aware of problems with the 
completeness and accuracy of the encounter data, the actuary could develop capitation rates 
that are too low to allow the LME/MCO to meet the needs of its service area. Conversely, the 
actuary could develop capitation rates that allow the LME/MCO to accumulate excess savings. 

Furthermore, the Centers of Medicare and Medicaid Services (CMS) stated that the use of an 
annual External Quality Review (EQR) can be an important component of the state’s quality 
assurance protocols to ensure the encounter data submitted by the LME/MCOs is complete 
and accurate.81 

The specific procedures CMS cited to validate encounter data are documented in “EQR 
Protocol 4 Validation of Encounter Data Reported by the MCO.”  The Protocol states, 

“States use encounter data to assess and improve quality, monitor program 
integrity, and determine capitation payment rates. This protocol specifies 
procedures for EQROs82 to use in assessing the completeness and accuracy of 
encounter data submitted by MCOs to the State….”  [Emphasis Added] 

Specifically, the EQR procedures include: 

• Review the MCO’s capacity to produce accurate and complete encounter data 

• Analysis of MCO electronic encounter data for accuracy and completeness 

• Review of medical records for confirmation of findings of analysis of encounter data

                                                      
80 “A monthly fee paid for each member assigned or each event (for example, maternity delivery) regardless of 

the number or actual cost of services provided under a system of reimbursement for MCOs [managed care 
organizations].” Actuarial Standards Board. 

81 Federal Register Vol 81 No 88 Friday May 6, 2016 Rules and Regulations 27741. 
82 External Quality Review Organization. 
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STATE AUDITOR’S RESPONSE 

The Office of the State Auditor (OSA) is required to provide additional explanation when an 
agency’s response could potentially cloud an issue, mislead the reader, or inappropriately 
minimize the importance of auditor findings. 

Generally Accepted Government Auditing Standards state, 

“When the audited entity’s comments are inconsistent or in conflict with the findings, 
conclusions, or recommendations in the draft report, or when planned corrective 
actions do not adequately address the auditor’s recommendations, the auditors 
should evaluate the validity of the audited entity’s comments. If the auditors disagree 
with the comments, they should explain in the report their reasons for disagreement.” 

In its response to this audit, the Department of Health and Human Services (Department) made 
potentially misleading statements. To ensure the availability of complete and accurate 
information, and in accordance with Generally Accepted Government Auditing Standards, OSA 
offers the following clarifications. 

Medicaid Capitation Rates Are Actuarially Sound but Resulted in $439.2 Million in 
Excess Savings 
In its response, the Department made five potentially misleading statements about the excess 
savings accumulated by Local Management Entities/Managed Care Organizations 
(LME/MCOs). 

First, the Department’s emphasis of the term “actuarially sound” could mislead the reader 
about the term’s meaning and relevance. The Department states: 

“The Department agrees with the State Auditor’s assessment that the capitation 
rates are actuarially sound. NC Medicaid has a responsibility to set actuarially 
sound rates for LME/MCOs…” [Emphasis Added] 

However, “actuarially sound” does not mean “most cost-efficient.” Actuarially sound means 
that the actuary used methods, trends, assumptions, and adjustments that fell within the 
parameters83 established by the Actuarial Standards Board and that the capitation rates are 
“projected to provide for all reasonable, appropriate, and attainable costs.” 

Second, the Department’s response could mislead the reader to believe that the excess 
savings were necessary to incentivize the LME/MCOs to manage costs. The Department 
states: 

“By design, capitation rates encourage plans to manage expenditures so that they 
are under the set rate. Limiting the amount of retained savings can serve as a 
deterrent to efficient management of costs.” [Emphasis Added] 

However, the Department did not provide any evidence to show that savings margins ranging 
up to 22% (11 times the industry norm of 2%) were necessary to motivate the LME/MCOs 
(which are State political subdivisions) to efficiently manage costs. 

                                                      
83 Refers to the broad range that the methods, assumptions, or adjustments used by an actuary may fall within 

and still meet actuarial standards. Our SME found that the State’s actuary used overly conservative methods 
and assumptions which resulted in excess savings. This emphasizes the need to set an explicit savings margin 
goal, and manage and monitor towards that goal. 
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Additionally, the Department failed to provide protection to the State in the event that the 
assumptions and adjustments made and used by the State’s actuary contributed to savings 
that were far above the industry norm. Protection to the State for excess savings realized by 
the LME/MCOs is critical because the State has no direct control84 over how the savings are 
used by the LME/MCOs. 

More importantly, this audit and its recommendations are about protecting the State’s interests 
as the Department moves forward with Medicaid Managed Care and begins contracting with 
private companies.  

Consequently, this audit argues that the Department should ensure policies and procedures 
are in place to protect the State’s interest if the Department’s capitation rates result in 
excessive savings for LME/MCOs or excessive profits for private companies. 

Third, the Department’s response could mislead the reader to believe that the excess savings 
are the result of better-than-expected cost-savings rather than higher-than-necessary 
capitation rates. The Department states: 

“When LME/MCOs manage expenditures more efficiently than anticipated, 
those savings translate into lower costs to the State over time as future capitation 
rates are developed based on past experience.” [Emphasis Added] 

To “manage expenditures more efficiently than anticipated” would mean the Department 
established some expectations of what the savings would look like for each LME/MCO. 
However, the Department did not provide any evidence that it established a savings 
expectation, identified the areas where savings occurred, audited the savings, compared the 
savings to expectations, and found that savings had exceeded expectations. 

But there is evidence that the capitation rates may not have been as accurate as possible. For 
example: 

• Although the Department attempted to set appropriate capitation rates for each 
LME/MCO, the LME/MCO savings margins varied significantly from -6.8% to 22% over 
the three-year audit period. 

• Although accurate data is critical for setting the capitation rates, the Department did not 
perform procedures to ensure that the financial data, encounter data, and member 
month data it used in the rate-setting process was reliable. 

Fourth, the Department’s response could mislead the reader to believe that the amount of 
LME/MCO accumulated savings is not an issue because the savings will be reinvested in the 
community. The Department states: 

“When North Carolina LME/MCOs generate savings, the savings goes into a 
fund balance which is reinvested in the community over time to provide 
additional services and activities to improve overall community health.” 
[Emphasis Added] 

                                                      
84 LME/MCOs are political subdivisions of the State. The Department can terminate LME/MCO CEOs, their 

Boards, and dissolve a LME/MCO entirely if they are not operating in accordance with their LME/MCO plan or 
the North Carolina General Statutes. However, the Centers of Medicare and Medicaid Services (CMS) has 
stated that the State cannot direct the spending of the LME/MCO accumulated savings. 
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However, the Department did not provide evidence it monitored LME/MCO reinvestment of 
their savings and did not have reports to do so until state fiscal year (SFY) 2017 even though 
the majority of excess savings ($371 million) occurred in SFY 2015 and 2016. A review of 
Department reports showed: 

• No evidence of LME/MCO reinvestment for SFY 2015 and 2016. 

• Documentation of $101.5 million in LME/MCO reinvestment for SFY 2017. 

The LME/MCOs accumulated nearly $440 million excess savings from SFY 2015-2017. As of 
June 30, 2017, the total LME/MCO accumulated savings from Medicaid funds was nearly  
$800 million.85 

Consequently, there is a significant amount of funds that could be used to provide additional 
behavioral health services to North Carolina citizens. 

Fifth, the Department’s response could mislead the reader to believe that the savings margins 
the LME/MCOs experienced are typical. The Department states: 

“Over the three-year period reviewed, total LME/MCOs savings averaged 5.12% 
of capitation payments. That level of savings is not atypical in the industry.” 
[Emphasis Added] 

However, even the 5.12% three-year average that the Department cites is more than 2.5 times 
the 2% industry average that the Society of Actuaries identified for nonprofit MCOs. 

More importantly, the Department’s use of the three-year average masks the large fluctuations 
in individual LME/MCO savings margins. As documented in this report, LME/MCO savings 
margins ranged from: 

• 6.9% to 22.2% in SFY 2015 

• 2.4% to 9.2% in SFY 2016 

• -6.8% to 7.8% in SFY 2017 

LME/MCOs’ Spending of Medicaid Fund Should Be Monitored 

In its response, the Department made a potentially misleading statement about how it monitors 
LME/MCOs. The Department stated: 

“The Department currently receives audited financial statements for LME/MCOs 
as required by our contracts with the LME/MCOs... The reports are reviewed for 
noted compliance issues and to determine Medicaid spending in accordance 
with federal cost principles.” [Emphasis Added] 

                                                      
85 Department of Health and Human Services’ LME/MCO Solvency Standards Report, October 1, 2017. The 

amount includes the $440 million excess savings accumulated during SFY 2015 – 2017 and total savings 
accumulated prior to SFY 2015. Most regions transitioned from fee-for-service to managed care on or about 
January 1, 2013. 



 

122 

STATE AUDITOR’S RESPONSE 

The reader should keep in mind that: 

• In accordance with an agreement between the State and the Centers for Medicare and 
Medicaid Services, the LME/MCOs are regulated as private contracting entities and are 
not subject to the federal cost principles. 

• Compliance with the federal cost principles cannot be determined from a review of 
financial statements as was stated above. 
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This audit required 4,683 hours of auditor effort at an approximate cost of $482,298. The cost of the specialist’s effort was 
$215,000. As a result, the total cost of this audit was $697,298. 
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ORDERING INFORMATION 

COPIES OF THIS REPORT MAY BE OBTAINED BY CONTACTING: 

Office of the State Auditor 
State of North Carolina 

2 South Salisbury Street 
20601 Mail Service Center 

Raleigh, North Carolina 27699-0600 

Telephone: 919-807-7500 
Facsimile: 919-807-7647 

Internet: http://www.ncauditor.net 

To report alleged incidents of fraud, waste or abuse in state government contact the 
Office of the State Auditor Fraud Hotline: 1-800-730-8477 

or download our free app. 

 
https://play.google.com/store/apps/details?id=net.ncauditor.ncauditor 

 
https://itunes.apple.com/us/app/nc-state-auditor-hotline/id567315745 

For additional information contact: 
Brad Young 

Director of External Affairs 
919-807-7513 

   

 

http://www.ncauditor.net/
https://play.google.com/store/apps/details?id=net.ncauditor.ncauditor
https://itunes.apple.com/us/app/nc-state-auditor-hotline/id567315745
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