SUPERIOR COURT OF THE DISTRICT OF COLUMBIA

CIVIL DIVISION

DISTRICT OF COLUMBIA,
Department of Insurance, Securities and
Banking,

Petitioner, Civil Action No. 2012-8227
Judge Melvin R. Wright
V. Next Event: Status Hearing
August 21, 2013 at 9:30 a.m.
D.C. CHARTERED HEALTH PLAN, INC.,

Respondent.

SUPPLEMENT TO D.C. HEALTHCARE SYSTEMS, INC.”S MEMORANDUM IN
OPPOSITION TO MOTION TO APPROVE SETTLEMENT AGREEMENT

DCHSI submits this supplemental opposition brief to address two matters that have come
to DCHSI’s attention since it filed its opposition brief (“Opp. Brief”) on August 9, 2013.

I. The Towers Watson Report

On Tuesday, August 13, 2013, four days after DCHSI filed its opposition to the
Rehabilitator’s motion to approve the subject settlement agreement, the Rehabilitator provided
DCHSI with a two-month-old consulting actuarial report prepared by Towers Watson
Pennsylvania, Inc., dated June 11, 2013 (“TW Report”) (Ex. A hereto). Just days before
DCHSI’s opposition brief was due, the Rehabilitator offered to produce the TW Report, but only
subject to a range of unjustifiable limitations on its use. DCHSI did not accept those conditions
because they were not legally supportable, and the Rehabilitator produced the report without
limitation on August 13.

The TW Report is stark proof that the Rehabilitator’s proposed settlement is unreasonable
and should not be approved. The TW Report examines only one of numerous categories of the
District’s underpayments to Chartered and breaches of contract, and concludes that, as to that
one category alone relating to only twenty-two months out of a five-year contract, the District

owes Chartered over $51.4 million. See TW Report (Ex. A) at 5-10. The report also shows that
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the District and its retained rate-setting actuary, Mercer, ignored significant information
repeatedly provided by Chartered, as well as information in DHCF’s possession, and engaged in
a pattern of actuarially unsound and inadequate rate setting that caused the capital depletion that
drove Chartered into rehabilitation. See id. at 29-32.

Based on the TW Report and Chartered’s financial statements, DCHSI’s own experts
have prepared an analysis (attached at Exhibit B) showing that, even without information
sufficient to calculate all categories of the District’s underpayments, Chartered is entitled to
retrospective rate adjustments exceeding $82 million. DCHSI submits the TW Report, and
DCHSI’s corresponding financial analysis, as critical, supplemental information relevant to the
Rehabilitator’s motion and DCHSI’s Opposition. DCHSI will be prepared to explain further the
details of the TW Report and its own expert’s analysis in Court, including through expert
testimony, when the merits of the settlement ultimately are addressed or in any subsequent
briefing on the issue following discovery.

As to the lone category of underpayment examined in the TW Report — addressing the
same subject and time period at issue in the Retrospective Claim the Rehabilitator filed on
February 22, 2013 for $51.2 million against the District (which claim Towers Watson has valued
higher, at $51.45 million) — the TW Report examines the adequacy of the rates the District paid
to Chartered by “construct[ing] a summary of revenue and benefits incurred by population and
calendar month for the period of August 1, 2010 to April 30, 2012 (‘Observation Period”) using
data files that were provided to [Towers Watson] by Chartered.” TW Report at 3. The analysis

starts after the District transferred the 774 Population to Medicaid, and examines the actuarial

! The scope of the scheduled August 21, 2013 status hearing remains uncertain. DCHSI

has requested that the Court either reject the proposed settlement agreement based on its facial
defects, or use the status hearing to set a schedule that would allow for focused discovery after
which DCHSI’s experts would have approximately 60 days to evaluate the discovery, then final
post-discovery briefing and a final hearing on the proposed settlement. The Rehabilitator has
requested that the status hearing serve as the final hearing on approval of the settlement with no
further briefing and no time for focused discovery. Given this uncertainty, out of an abundance
of caution, DCHSI submits its supplemental memorandum and its attachments.
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soundness of the District’s rates for the 774 Population, the 775 Population, and the pre-existing
Medicaid population (termed the Legacy Population). Based on this analysis, and informed by
the governing federal regulations as well as CMS and actuarial guidance (see id. at 3-4), Towers
Watson made a number of important conclusions about the unsound rates set by DHCF and

Mercer:

1. Chartered’s losses began to emerge in early 2011 and accumulated to
$51.5 million during the Observation Period.?

2. Capitation rates in place during the Observation Period for the 774 and
775 Populations were not actuarially sound.

3. Capitation rates in place during the Observation Period for the Legacy
Population were not actuarially sound.

4. Key Contract requirements were not met [by the District].

5. Applying actuarially sound capitation rates retroactively would
reduce Chartered’s losses by $47.2 million.?

TW Report at 5 (emphases and footnotes added); see also TW Report at 9.

The TW Report provides abundant details that support the inescapable conclusions that
(1) the District, by breaching its obligations under the DHCF Contract, engineered the very
financial problems that the District then used to justify this rehabilitation proceeding and (2) the
proposed settlement falls preposterously short of reasonable. See, e.g., TW Report at 5-10
(detailing the actuarial unsoundness of the capitation rates paid by the District to Chartered and
documenting one aspect of the large, cumulative losses to Chartered attributable to these

inadequacies).

In addition to the single underpayment category that Towers Watson calculated, the

District also underpaid Chartered in seven other significant categories:

2 Chartered’s losses in fact began to escalate in 2010 due to the transfer of the 774

population and the impact of other actuarially unsound rates.

3 That is, if the District had selected the “target level” recommended by Mercer, whose
rates were the product of an improper analysis and the exclusion of important data, virtually the
entire “loss” experienced by Chartered would have disappeared. See TW Report at 5.
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1. Actuarially unsound rates under the Alliance program from July 2010 through
July 2011. This is the subject matter and period at issue in the Rehabilitator’s “Alliance Claim,”
in which the Rehabilitator showed that the District owes Chartered an additional $9,086,929
(plus interest). See Opp. Brief at 8.

2. Actuarially unsound rates for certain dental benefits that DHCF imposed on
Chartered, but for which the District did not pay from January 2011 through November 2012.
This is the subject matter and period at issue in the Rehabilitator’s “Dental Crown Claim,” in
which the Rehabilitator showed that the District owes Chartered an additional $2.2 million (plus
interest). Id.

3. Actuarially unsound rates for the Alliance program for the period August 2011
through December 2011 (subsequent to the period addressed in the Alliance Claim). The TW
Report does not address such underpayments and the Rehabilitator has not asserted any right to
recover them (but proposes to release them in the proposed settlement). See TW Report at 1-2.
The Alliance program in particular requires comprehensive retrospective adjustments because, as
described in the TW Report, Director Turnage of the DHCF admitted in an April 4, 2011 letter to
the Mayor that Mr. Turnage’s predecessors had directed Mercer, the District’s rate-setting
actuary, “to set the MCO [Managed Care Organization, e.g., Chartered] rates for the Alliance
below the lowest level considered actuarially sound.” TW Report at 31. Mr. Turnage further
admitted that the goal was to use Medicaid funds (70% of which are paid by the federal
government) “to offset predicted Alliance losses,” but that this did not work and the MCOs such
as Chartered consequently were injured in two ways. Id. First, because “members with higher
health care costs” were transferred into the Medicaid program, “the expected margins on the
Medicaid side have not materialized.” Second, “both MCOs have experienced substantial losses

on their Alliance business.” Id.

4 These margins failed to materialize, of course, due to the increased costs imposed due to

the 774 and 775 Populations, and because the District set unsound rates.
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4. Actuarially unsound rates, not otherwise claimed, for the year ended
December 31, 2012, both in the Alliance program (the full calendar year) and the Medicaid
program (May 2012 through year end). The TW Report does not address such underpayments
and the Rehabilitator has not asserted any right to recover them (but proposes to release them in
the proposed settlement). See TW Report at 1-2. DCHSI does not possess the information
necessary to calculate these amounts with precision, but notes that both the Rehabilitator and
Towers Watson have stated that the District undoubtedly improperly set these rates too low. See
TW Report at 34-35; Settlement Agreement at Recital K. As an estimate of the District’s
underpayments in this category, DCHSI’s expert assumed a 4% underpayment rate, conservative
when compared to the 8.2% underpayment rate for the prior period.’

5. Actuarially unsound rates for January 1, 2013 until the end of the contract period,
April 30, 2013, for both the Alliance program and the Medicaid program. The TW Report does
not address such underpayments and the Rehabilitator has not asserted any right to recover them
(but proposes to release them in the proposed settlement). See TW Report at 1-2. Both the
Rehabilitator and Towers Watson also have stated that rates undoubtedly were too low in this
period (see TW Report at 34-35; Settlement Agreement at Recital K, and DCHSI’s expert again
applied a conservative 4% underpayment assumption for his calculations.

6. Actuarially unsound rates prior to the period addressed in the Rehabilitator’s
asserted Alliance Claim, i.e., from May 1, 2008 through June 2010 (“Early Alliance
Retrospective Period”). The Rehabilitator has not asserted any right to recover these amounts
(but proposes to release them in the proposed settlement). See TW Report at 1-2. Given the
extent of the District’s demonstrably and admittedly improper rate settings — and the particular
admissions of Mr. Turnage concerning DHCF’s intentional setting of actuarially unsound rates in

this time period — it would be imprudent to release a claim for this period without investigation.

> The underpayment percentage was calculated by dividing Tower Watson’s figure for the

shortfall from an actuarially sound “target” payment ($47.2 million) by the total premium for the
period ($574.8 million).
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DCHSI’s expert was unable to estimate any value for these claims, but will do so once the
Rehabilitator makes the necessary information available.

7. Actuarially unsound rates for the Medicaid program prior to the period addressed
in the Retrospective Claim and the TW Report, i.e., from May 1, 2008 through July 31, 2010
(“Early Medicaid Retrospective Period”). The TW Report does not address such underpayments
and the Rehabilitator has not asserted any right to recover them (but proposes to release them in
the proposed settlement). See Report at 1-2. Given the extent of the District’s demonstrably and
admittedly improper rate settings, it would be imprudent to release a claim for this period
without investigation. DCHSI’s expert was unable to estimate any value for these claims, but
will do so once the Rehabilitator makes the necessary information available.

Even beyond these medical expense related payment deficiencies, it appears that the
District has underpaid Chartered’s administrative expenses, further contributing to Chartered’s
District-engineered losses. Before the District implemented the 2% premium tax, it had
determined that the actuarially sound non-medical rate load was 13.5%, composed of 11.5% for
administration and 2% for profit. During 2010, the District began to impose a 2% premium tax,
which necessarily affected what would constitute an actuarially sound non-medical rate. As the
TW Report makes clear, rates are actuarially sound only if the “projected premiums ... provide
for all reasonable, appropriate and attainable costs, including ... any state-mandated assessments
and taxes.” (emphasis added) TW Report at 25 (quoting Actuarial Certification of Rates for
Medicaid Managed Care Programs). After the imposition of the premium tax, however, the
District did not adjust Chartered’s non-medical rate load (and at the same time imposed a host of
new, costly administrative burdens on Chartered and the other MCQOs). Thus, the District’s view
of actuarially sound administrative rates is based on funny math: 11.5% + 2% = 11.5%.

DCHSI’s expert, Drew Joyce, using the best data available to DCHSI without the benefit
of discovery, has estimated what the impact of most of these categories would be on Chartered’s
financial statements as of year ends 2011 and 2012, and as of March 31, 2013, assuming the
District had honored its obligation to pay retrospectively adjusted rates with respect to several —
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but still not all — of the underpayment categories set forth above (Ex. B hereto). Mr. Joyce relied
on the newly-produced TW Report and Chartered’s financial statements. A full understanding of
the extent of the additional underpayments is necessary due to the District’s pattern of setting
actuarially unsound rates and repeated breaches of contract, and the near certainty that the rates
set for Alliance after July 2011 and for Medicaid after April 2012, also were unsound; in fact,
both the Rehabilitator and Towers Watson have agreed that the rates in these more recent periods
were unsound, but neither quantified the amount of the underpayment. See TW Report at 34-35;
Settlement Agreement at Recital K.

In an attempt to estimate the value of underpayments for Alliance after July 2011 and for
Medicaid after April 2012, Mr. Joyce first calculated that the District fell short of paying
actuarially sound rates by 8.3% during the Observation Period (i.e., July 2010 through April 30,
2013). See footnote 5, above. For sake of analysis, Mr. Joyce used a conservative factor (4%) to
estimate the extent to which the District fell short of paying actuarially sound rates to Chartered
during the post-Observation Period as to Medicaid, and for periods after July 2011 (when the
Rehabilitator’s Alliance Claim cuts off) as to Alliance.

Although Mr. Joyce could not calculate the extent of the underpayments for the above
periods with precision because he lacked access to information held by Chartered and/or the
Rehabilitator, Mr. Joyce concludes that Chartered’s total adjusted capital and surplus as of
December 31, 2012 should have been $37.2 million, an amount that would have precluded
Chartered’s rehabilitation. He further concludes that Chartered’s total adjusted capital and
surplus as of March 31, 2013 should have been $22.3 million.® See Ex. B.

In short, the TW Report articulates an analysis of the District’s misconduct that, when

extrapolated to fewer than all categories of underpayment examined (as Mr. Joyce was

6 The estimated capital as of March 31, 2013 (again, a partial estimate because some losses

cannot yet be calculated) reflects an approximately $12 million reduction of assets due to
Cardinal Bank having taken possession of certain collateral during the first quarter of 2013. Of
course, that collateral was taken because of an event of default — Chartered’s liquidation — that
would not have occurred but for the District’s misconduct.
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constrained to do), demonstrates that Chartered was solvent and not a proper subject of
rehabilitation. Indeed, DCHSI’s analysis is conservative and necessarily incomplete, and
evaluation of the comprehensive records is likely to show that, but for the District’s
underpayments, Chartered would have had well more than adequate capital. As such, the
District, whether through negligence or willful bad faith, wrongfully engineered Chartered’s
liquidation when, had the District honored the DHCF Contract, Chartered would have been
operating at a reasonable profit. In the face of these facts, which flow directly and necessarily
from the report of the Rehabilitator’s own expert and Chartered’s audited financial statements,
the Rehabilitator’s proposal to forgive over $30 million of the District’s debt — debt which is
contractually-triggered and mathematically-certain under the DHCF Contract — is a blatant
breach of duty and should not be countenanced.

Leaving tens of millions of dollars on the table, while asking providers and other
creditors to suffer reduced recoveries, is wrong. And, this wrong is magnified when the
Rehabilitator at the same time is suing DCHSI and its owner — and attempting in the process to
collect millions in fees for himself and his professionals — for sums DCHSI could not
conceivably owe if the District satisfied its contractual obligations, which would leave Chartered
with surplus capital.

Il. The Final Rector Associates Report

Attached as Exhibit 2 to DCHSI’s opposition brief was a November 27, 2012 order of the
DISB adopting the report of Rector Associates (attached thereto) as its own finding and order.
Counsel to the Rehabilitator has brought to DCHSI’s attention that DCHSI attached a draft of the
Rector Report and not the final, signed version that DISB in fact adopted as its finding and order.
DCHSI regrets its inadvertent error and, to correct the record, attaches as Exhibit C hereto the
DISB Order with the correct, final version of the Rector Report. So that the record is clear,
DCHSI notes that the only change between the initially-submitted draft and final version (Ex. C)
was that limited language was added to one paragraph of the final report at page 4; no language
was deleted. The changed paragraph in its final form reads (added language italicized):
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Based on our analysis, we believe that the determination of whether the
contract is a retrospectively rated contract in accordance with statutory
accounting principles is a very close question. The relevant statutory accounting
principles, as described herein, do not specifically address the relevant facts and
Contract language, which is unclear with respect to the manner in which rate
adjustments are made. Despite the lack of clarity in the relevant Contract
language, we believe the relevant language supports DC Chartered’s position that
the Contract is a retrospectively rated contract and that DC Chartered’s claim for
additional premium payments is an asset in accordance with SSAP No. 66. In
other words, we believe that it is reasonable to interpret the Contract to expect
that DC Chartered could receive premium adjustments based on DC Chartered’s
loss experience relating to the Contract, including loss experience resulting from

changes to the terms of the Contract.

The final Rector Report maintains the all-important conclusion that (1) “the [DHCF]
Contract is a retrospectively rated contract [and Chartered] should take into account its entire
loss experience to determine its final policy premium, not just the loss experience resulting from
the transfer of the 774 and 775 populations from the Alliance Program to [Medicaid].” Rector
Report (Ex. C) at 4. As such, the non-material difference between the two versions has no
impact on DCHSI’s argument or the expert opinion of Drew Joyce.

I11.  Conclusion

The Rehabilitator’s own expert report makes it unmistakably clear that the District

improperly brought about what should have been an entirely unnecessary rehabilitation

proceeding by deliberately underpaying Chartered in the amount of at least $82 million, and



likely quite more. The motion to approve the proposed settlement agreement should be rejected
outright as facially inadequate to protect the interests of Chartered’s creditors and its shareholder
and residuary beneficiary. In the alternative, a schedule should be set to permit discovery,
evaluation of the discovery, supplemental briefing and a hearing on the merits, including the

presentation of evidence.
Dated: August 16, 2013 Respectfully submitted,

/sl
David Killalea (DC Bar 418724)
John Ray (DC Bar 214353)
Manatt, Phelps & Phillips, LLP
700 12" Street, NW, Suite 1100
Washington, DC 20005-4075
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Fax. (202) 585-6600

J. Jonathan Schraub

Sands Anderson PC
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(703) 893-3600

Counsel for DCHSI
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DC Chartered Health Plan 1

Section 1: Background and Scope

This document has been prepared by Towers Watson Pennsylvania, Inc. (“Towers Watson” or “we”")
for D.C. Chartered Health Plan (“Chartered”), a Medicaid managed care organization (“MCQ")
involving reimbursements it received for its Medicaid and Alliance Programs. Our work has been
performed in accordance with our engagement letter dated March 1, 2013.

The sole intended use of this document is to provide support for settlement discussions on behalf of
Chartered with the District of Columbia (the “District”) Department of Health Care Finance (“DHCF"). It
is not suitable for any other purpose and may not be used for any other purpose or in any
proceedings. This report and the information contained herein are provided to Chartered solely for the
intended purpose, and may not be referenced or distributed to any other party, and distribution or
disclosure to any other party is restricted by the limitations given in Section 6 of this document.

This report is considered a statement of actuarial opinion under the guidelines promulgated by the
American Academy of Actuaries. The consulting actuary of Towers Watson who developed this report,
Vincent L. Bodnar, is a member of the American Academy of Actuaries and meets the Qualifications
Standards of the American Academy of Actuaries to render the opinion contained herein.

Towers Watson has performed the work assigned and has prepared this document in conformity with
its intended utilization by a person(s) technically competent in the areas addressed and for the stated
purposes only. Judgments as to the information contained in this report should be made only after
studying the report (including appendices) in its entirety. The results presented in this report are based
on data supplied to Towers Watson and are subject to the reliances and limitations set forth in

Section 6.

DHCF contracted with Chartered to provide medical insurance coverage under Medicaid to individuals
classified as temporary aid to needy families (“TANF") under the District of Columbia Healthy Families
Program ("DCHFP”) for a five-year period starting May 1, 2008. The contract required Chartered to
provide coverage to enrollees in the program that are assigned to Chartered. Chartered is reimbursed
by DHCF on a capitated rate basis plus direct “kick payments” (amounts paid to Chartered for each
birth that occurs in the covered population). Capitation rates were set by DHCF, generally on an
annual basis.

As allowed by the Patient Protection and Affordable Health Care Act (“ACA"), the District expanded
Medicaid eligibility to include childless adults at or below 133% of the Federal poverty level, (the “774
Population”) effective July 2010. The District further expanded eligibility to include childless adults at or
below 200% of the Federal poverty level (the “775 Population”) effective December 2010.

Mercer Government Human Services Consulting (“Mercer”), working on behalf of DHCF, developed
the capitation rates for at least three rating periods (contract periods) for the contract. As required for
Medicaid programs, Mercer developed certifications that rates were actuarially sound for each of the
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2 DC Chartered Health Plan

contract periods (“Certifications”). Reed Smith has asked us to review the following three such
Certifications:

1. 2010 Certification: Dated June 22, 2010. Establishes capitation rates for the contract
period of July 1, 2010 through April 30, 2011.

2. 2011 Certification: Dated July 8, 2011. Establishes capitation rates for the contract
period of August 1, 2011 through April 30, 2012.

3. 2012 Certification: Dated May 1, 2012. Establishes capitation rates for the contract
period of May 1, 2012 through April 30, 2013.

We have been asked to review these three Certifications, as well as other documentation provided by
Chartered. In particular, we have been asked to review how the Certifications considered available
data and the experience of the three distinct populations covered by Charter. These are the 774
Population, the 775 Population and the remaining population (“Legacy Population”).

Section 2 provides an Executive Summary of our analysis. Section 3 outlines the applicable
requirements for developing actuarial certifications. Section 4 provides a summary of our review of key
communications. In Section 5, we provide our conclusions regarding the Certifications. Our reliances
and limitations are provided in Section 6. Appendices A and B provide additional detail on our
analysis. The data we considered in our review is listed in Appendix C.

It is important to note that we have only had access to the certifications and the data books from
Mercer. As of this date, we have not had discussions with Mercer to obtain additional insight into its
approach and methodology; this report is therefore based on the documentation that has been made
available to us.

ja—————-
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DC Chartered Health Plan

Section 2: Executive Summary

Summary of Review Approach

Our review consisted of the following steps:

1. We constructed a summary of revenue and benefits incurred by population and calendar
month for the period of August 1, 2010 to April 30, 2012 (“Observation Period”) using data files
that were provided to us by Chartered. Using this summary, we prepared a calculation of
losses (benefits plus expense load less net revenue) that occurred during the Observation

Period.

2. We reviewed and summarized the requirements that are applicable to Medicaid managed care
rate certifications, as well as Actuarial Standards of Practice, which are applicable to all
actuarial work products. The key items reviewed include:

June 11, 2013

Federal regulation. Code of Federal Regulations Title 42, Chapter V, § 438.6(c) is
entitled Payments under risk contracts (the “Regulation”). It provides the requirements
for establishing capitation payments for Medicaid enrollees to MCOs that cover them.

CMS Checklist. This is entitled Appendix A. PAHP, PIHP and MCO Contracts,
Financial Review Documentation for At-risk Capitated Contracts Ratesetting, Edit
Date: 7/22/03 (the “Checklist”). It is published by the Centers for Medicare and
Medicaid Services (“CMS”) and provides detailed instructions to a CMS Regional
Office (“RO”) for determining if a set of proposed capitation rates meet the
requirements of the Regulation.

The Contract. DC Chartered Health Plan, Inc. entered into Contract No. DCHC-2008-
D-5052 with the Government of the District of Columbia, Office of Contracting and
Procurement on behalf of the Department of Health Medical Assistance Administration
to provide healthcare services to its Medicaid eligible population enrolled in DCHFP
and its DC Health Care Alliance program (the “Contract”).

Actuarial Standards of Practice (“ASOPs"). These are a series of standards that are
binding on accredited actuaries who are members of the American Academy of
Actuaries.

ja——— s
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4 DC Chartered Health Plan

e. Health Practice Note 2005-1. This document is entitled Actuarial Certification of
Rates for Medicaid Managed Care Programs (the “Practice Note”). It represents non-
binding guidance to actuaries practicing in this area and was developed by the
Medicaid Rate Certification Work Group of the American Academy of Actuaries (the
“Working Group”).

f. CMS Letter. Thisis a letter dated January 14, 2011 from the Chair of the Working
Group to Camille Dobson, Technical Director, Division of State Demonstrations,
Waiver, and Managed Care at CMS responding to questions from CMS on the rate-
setting checklist (the “CMS Letter”).

3. We reviewed the three Certifications described in the prior section and other communications
pertaining to this matter that were provided to us by Chartered. A partial listing of the material
reviewed is shown in Appendix C. We independently assessed the methods and data
considerations as described in the Certifications.

4. We summarized our conclusions as stated in the remainder of this section of this document.
Our conclusions were made upon consideration of the reviews that are described above and
in more detail in the remainder of this document.

ja—————-
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Conclusions

We have the following conclusions as a result of the review described above:

1. Chartered’s losses began to emerge in early 2011 and accumulated to $51.5 million during the

Observation Period.

Capitation rates in place during the Observation Period for the 774 and 775 Populations were
not actuarially sound.

Capitation rates in place during the Observation Period for the Legacy Population were not
actuarially sound.

Key Contract requirements regarding rates and payments were not met.

Applying actuarially sound capitation rates retroactively would reduce Chartered’s losses by
$47.2 million.

Each of our conclusions is discussed in more detail in the remainder of this section. The remainder of
our report provides additional support.

1.

Chartered’s losses began to emerge in early 2011 and accumulated to $51.5 million
during the Observation Period

Chartered’s losses began to occur in January 2011 for the Legacy and 775 Populations and in
May 2011 for the 774 Population. With few exceptions, monthly losses persisted throughout
the remainder of the Observation Period for all three Populations. This pattern, which is
illustrated on a per-member-per-month (“PMPM?”) basis in the following chart, demonstrates
that there was a consistent inadequacy of capitation rates from early 2011. For the purposes
of this analysis, expenditures are defined as the benefits incurred by the Populations, plus an
administrative load of 13.4% (suggested by Mercer in the 2012 Certification).
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Chart 2.1
PMPM Expenditures and Revenue by Population
2011 Certification 2012 Certification
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b. Chartered incurred $51.5 million in losses from inadequate capitation rates during the
Observation Period. The breakdown is $21.7, $21.8 and $8.0 million from the Legacy, 774 and
775 Populations, respectively. This breakdown of losses by category is illustrated in the
following chart.

Chart 2.2
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The calculations supporting the figures shown in the above two charts are provided in
Appendix A.
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2. Capitation rates in place during the Observation Period for the 774 and 775 Populations
were not actuarially sound

Chartered’s losses arising from inadequate capitation rates for the 774 and the 775
Populations were 14.8% and 59.4% of revenue, respectively, during the Observation Period.
The 774 and 775 losses were proportionally much greater than the 5.2% loss that arose
from the Legacy Population. Notwithstanding requirements that it do so, the significantly
higher average costs demonstrate that Mercer should have established separate capitation
rate schedules for these two populations.

Applicable federal regulation and standard actuarial practices require the establishment of
separate rates for the 774 and 775 Populations, unless justification is provided for not doing
so. Mercer never suggested separate rates for the 774 Population and delayed such a
suggestion for the 775 Population until the 2012 Certification.

We did not find evidence that Mercer attempted to obtain credible experience data for or
separately review recent emerging experience data for either the 774 or 775 Populations
prior to the 775 Population was separately rated in the 2012 Certification. We did not find
evidence that Mercer considered several efforts made by Chartered to demonstrate such
emerging experience. Mercer did not disclose the lack of data used to adequately rate the
new Populations as is required when any such unresolved concerns could have a material
effect on the actuarial work product.

The Populations have quite different profiles. Chart 2.3 shows the distribution of Chartered’s
Medicaid adult population by rate cell. The adults in the Legacy Population are primarily
younger females. There are proportionately fewer adult males in each age grouping. The
incoming 774 Population is primarily male and older. We do not see evidence that Mercer
considered the differences in enrollment for these Populations.
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8 DC Chartered Health Plan

d. The rate-setting process requires states to make “Special populations’ adjustments” when
there are changes in the population between the time of the data exposure period and the
time for which the capitation rates are applicable. We do not see evidence that this was
done. Item AA 3.3 of the CMS checklist states:

The State should use adjustments [to historic base data]...to develop rates for new
populations....The State should document why they believe the rates are adequate for
these particular new populations.

e. The rate setting process requires that adjustments are to be made when there are
anticipated changes in the general health of the population between the time of the data
exposure period and the time for which the capitation rates are applicable. Item AA 3.12 of
the CMS checklist states:

The State must document that utilization and cost assumptions are appropriate for
individuals with chronic illness, disability, ongoing health care needs, or catastrophic
claims, using risk adjustment, risk-sharing or other appropriate cost-neutral methods.

We do not see evidence that Mercer performed this analysis or documented it as required,
neither when the new populations were added nor when Chartered raised concerns about the
higher costs for the new Populations, and in particular the 775 Population.

3. Capitation rates in place during the Observation Period for the Legacy Population were
not actuarially sound

The DHCF imposed capitation rates that were below “target rates” during the Observation Period.
In all three Certifications, Mercer recommends a range of capitation rates that surround a set of
“target rates”. Mercer explains that “the lower bound of the rate range represents a rate for a
very efficient MCO.” Mercer provides no guidance to the DHCF on how to determine if a
particular MCO is efficient. The DHCF went on to impose rates that were between the lower
bound and target rates during the first rating period and that were at the lower bound during the
second rating period. Of the $21.7 million of losses arising from inadequate capitation rates for
the Legacy Population, $17.4 million is attributable to the DHCF imposing rates below target
rates (see Table 2.4 below). The calculations supporting the figures shown are provided in
Appendix B.

ja—————-
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Table 2.4

Legacy Population Revenue at Various Rate Levels ($ 000)

August 1, 2010 — July 31, 2011
Lower bound rates

Target rates

Upper bound rates

Rates imposed by DHCF

August 1, 2011 — April 30, 2012
Lower bound rates

Target rates

Upper bound rates

Rates imposed by DHCF

Total Observation Period
Lower bound rates

Target rates

Upper bound rates

Rates imposed by DHCF

Associated Revenue

223,073
236,466
248,279
231,081

180,177
192,180
198,710
180,177

403,250
428,646
446,988
411,258

Difference from Actual

-8,008
5,385
17,198

12,003
18,532

-8,008
17,388
35,731

We believe that rates below the target rates for the Legacy population were not actuarially sound rates
for Chartered for the following reasons, all of which, per established actuarial guidance, should be

considered when setting rates:

e There was no negotiated bid process as capitation rates were imposed by the DHCF.

e The high degree of uncertainty of the incoming new Populations, due to the lack of data
considered, means that a decreased margin in overall rates presented additional

unanticipated financial risk to Chartered.

e Chartered's financial condition as a single-state, mono-line MCO reporting adverse experience
on its DCHFP block should be considered in setting actuarially sound rates.

June 11, 2013
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10 DC Chartered Health Plan

4. Key Contract requirements regarding rates and payments were not met
The Contract contains specific requirements regarding rates and payments.

a. Payments to Contractor [Chartered] are required to be actuarially sound in accordance
with federal regulation (Section G.1.6). Based on our review, we do not believe the
capitation rates were actuarially sound.

b. The Contract contains requirements for the annual review of the capitation rates, i.e.,
...will take into account factors such as inflation, significant changes in the demographic
characteristics of the member population, or the disproportionate enroliment selection of
Contractor by members in certain rate cohorts (Section B.3.2).

The influx of the 774 and 775 Populations represents both a significant change in the
demographic characteristics and disproportionate enroliment which were not adequately
taken into account in setting rates during the Observation Period.

c. Contract changes resulting in increased costs are subject to equitable adjustment ... The
Contracting Officer may... make changes in the contract within the general scope hereof.
If such change causes an increase or decrease in the cost of performance of this contract,
or in the time required for performance, an equitable adjustment shall be made. (Section
15 of Amendment J.5).

The 774 and 775 Populations caused a significant increase in the cost of performance.

5. Applying actuarially sound capitation rates retroactively would reduce Chartered’s
losses by $47.2 million.

Applying actuarially sound rates retroactively would reduce Chartered’s losses. Applying the
target level recommended by Mercer for the Legacy Population would eliminate $17.4 million
of the losses. Calculating and applying actuarially sound rates for the 774 and 775
Populations would eliminate $29.8 million of the losses.

TOWERS WATSON (A_/
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Section 3: Requirements for Actuarial Rate
Certifications

Introduction

This section presents excerpts from regulations, regulatory guidance and professional guidance
documents that are relevant to our review. The elements that are presented here focus on the
following areas of requirements and guidance:

e Basic parameters for the establishment of actuarially sound capitation rates;
e Establishment of rating cells;

e Data considerations; and

e Retroactive and interim capitation rate adjustments.

The key items presented here include:

e Federal regulation. Code of Federal Regulations Title 42, Chapter V, § 438.6(c) is entitled
Payments under risk contracts (the “Regulation”). It provides the requirements for establishing
capitation payments for Medicaid enrollees to MCOs that cover them.

e CMS Checklist. This is entitled Appendix A. PAHP, PIHP and MCO Contracts, Financial
Review Documentation for At-risk Capitated Contracts Ratesetting, Edit Date: 7/22/03 (the
“Checklist”). It is published by the Centers for Medicare and Medicaid Services (“CMS”) and
provides detailed instructions to a CMS Regional Office (“RO”) for determining if a set of
proposed capitation rates meet the requirements of the Regulation.

e The Contract. DC Chartered Health Plan, Inc. entered into Contract No. DCHC-2008-D-5052
with the Government of the District of Columbia, Office of Contracting and Procurement on
behalf of the Department of Health Medical Assistance Administration to provide healthcare
services to its Medicaid eligible population enrolled in DCHFP and its DC Health Care Alliance
program. It contains provisions related to the establishment of capitation rates, as well as
adjustments to those rates.

e Actuarial Standards of Practice (“ASOPs”"). These are a series of standards that are binding
on accredited actuaries who are members of the American Academy of Actuaries.

e Health Practice Note 2005-1. This document is entitled Actuarial Certification of Rates for
Medicaid Managed Care Programs (the “Practice Note”). It represents non-binding guidance

ja——— s
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to actuaries practicing in this area and was developed by the Medicaid Rate Certification Work
Group of the American Academy of Actuaries (the “Working Group”).

e CMS letter. This is a letter dated January 14, 2011 from the Chair of the Working Group to
Camille Dobson, Technical Director, Division of State Demonstrations, Waiver, and Managed
Care at CMS responding to questions from CMS on the rate-setting checklist (the “CMS

Letter”).

e GAO Report. The United States Government Accountability Office (“GAQ”) Report to
Congressional Committees—Medicaid Managed Care: CMS Oversight of States’ Rate Setting
Needs Improvement, dated August 4, 2010. This report provides commentary on the oversight
provided by CMS, as well as recommendations.

The items are listed in the order of relative priority of compliance. Actuaries are required to comply
with laws and regulations, then to follow the binding ASOPs. Although laws and regulations take
precedence, if they compel an actuary to deviate from the ASOPs, the actuary is required to disclose
the deviation. Finally, the Practice Note and the CMS Letter represent non-binding, but relevant,

guidance.

Summary of Relevant Requirements and Standards

The following is a summary of our understanding of the requirements and standards relevant to our

review:

With respect to establishing the appropriate level of capitation rates, an actuary that has been
engaged by a state should consider the issues listed below.

e Capitation rates should be adequate. This means that the rates should:

(0]

TOWERS WATSON (A_/

cover “reasonable, appropriate and attainable” costs;

provide for appropriate administrative expenses and profit and risk margins;

consider the quality of the data;

consider the ability or inability of the participating MCOs to negotiate rates (contain
more margin where the ability is constrained); and

consider the financial condition of the MCOs (single-state, mono-line MCOs require
more margin to cover overhead costs).

ja—————-
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e Capitation rates must be appropriate for the population to be covered, including new
populations not previously covered.

o Capitation rates should be developed independent of state budget pressures.

e Capitation rate cells should vary by eligibility category. This is required by the Regulation.
Actuarial standards confirm that risk classifications are prudent when they are related to
expected outcomes, produce reasonable results and are consistent with usual and customary
practices.

e Capitation rates should be adjusted, even retroactively, for programmatic changes.
Programmatic changes include changes in eligibility requirements.

e Capitation rates can be adjusted for unforeseen differences in anticipated medical trend
inflation.

e When capitation rates are changed, a new or amended rate certification is desirable when
such a change is material.

e Source data used to calculate capitation rates are subject to the following requirements:
0 The data must come from the Medicaid population or be appropriately adjusted.

0 Where Medicaid population data is not available, other reliable data sources can be
used. Acceptable alternative sources include data from other low-income health
insurance programs.

0 The data must be recent and free from material omission. Recent data should be
adjusted to consider incurred but not reported claims if applicable.

0 The actuary should consider all available data, including MCO financial reports and
financial statements.

0 The data should be adjusted for differences between the population that comprise the
historical data and the population to be covered.

0 The actuary has an obligation to review and judge the quality of the data used. If the
data is inadequate or defective, he should obtain different data or decline to complete
the assignment. The actuary’s judgment about the data quality and its possible
effects on his work product should be communicated along with his work product.

—
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The following sub-sections of this report provide excerpts from the sources we reviewed that support
our understanding of requirements and standards as summarized above.

Federal Regulation

The stated purpose of the Certifications prepared by Mercer is to demonstrate compliance with the
Regulation. The primary purpose of the Regulation is to require that capitation rates proposed by the
RO be actuarially sound. The term is defined in § 438.6(c)(1)(i) as follows:

Actuarially sound capitation rates means capitation rates that—

(A) Have been developed in accordance with generally accepted actuarial principles
and practices;

(B) Are appropriate for the populations to be covered, and the services to be furnished
under the contract; and

(C) Have been certified, as meeting the requirements of this paragraph (c), by
actuaries who meet the qualification standards established by the American Academy
of Actuaries and follow the practice standards established by the Actuarial Standards
Board.

In addition, § 438.6(c)(2)(i) states that:

All payments under risk contracts and all risk-sharing mechanisms in contracts must be
actuarially sound.

Furthermore, the Regulation requires the following in § 438.6(c)(3):

Requirements for actuarially sound rates. In setting actuarially sound capitation rates, the
State must apply the following elements, or explain why they are not applicable:

(i) Base utilization and cost data that are derived from the Medicaid population, or if
not, are adjusted to make them comparable to the Medicaid population.

(ii) Adjustments made to smooth data and adjustments to account for factors such as
medical trend inflation, incomplete data, MCO, PIHP, or PAHP administration (subject
to the limits in paragraph (c)(4)(ii) of this section), and utilization;

(i) Rate cells specific to the enrolled population, by—

(A) Eligibility category;
(B) Age;

(C) Gender;

(D) Locality/region; and

ja—————-
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(E) Risk adjustments based on diagnosis or health status (if used).

(iv) Other payment mechanisms and utilization and cost assumptions that are
appropriate for individuals with chronic illness, disability, ongoing health care needs,
or catastrophic claims, using risk adjustment, risk sharing, or other appropriate cost-
neutral methods.

CMS Checklist

According to the preamble of the Checklist, its stated purpose is as follows:

This checklist is a tool for [CMS Regional Offices (“ROs")] for use in approving rates under
[the Regulation] for all capitated Medicaid managed care programs...excluding PACE
capitated programs.

The Checklist is divided into “Item Numbers”. Items that contain elements that are relevant to one of
the areas of focus are as follows:

e |tem AA.1.0. Asks for an indication as to whether the proposed rates are new or if they
represent an adjustment to existing rates:

Rate Development or Update

___The State is developing a new rate...
___The State is adjusting rates approved under [the Regulation]...

e Jtem AA.1.1. Requires an actuarial certification that rates are actuarially sound. The definition
of actuarially sound is identical to that described in the Regulation:

June 11, 2013

Actuarial certification - The State must provide the actuarial certification of the
capitation rates and payments under the contract. All payments under risk contracts
and all risk-sharing mechanisms in contracts must be actuarially sound. Actuarially
sound capitation rates means capitation rates that have been developed in
accordance with generally accepted actuarial principles and practices, are appropriate
for the populations to be covered, and the services to be furnished under the contract;
and the Actuary must submit a certification, as meeting the requirements of the
regulation, by an actuary who meets the qualification standards established by the
American Academy of Actuaries and follows the practice standards established by the
Actuarial Standards Board.
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e |tem AA.1.7. Provides guidance on rate modifications:

Rate Modifications - This section is for use if the State updates or amends rates set
under the [Regulation]. The State has made program and rate changes that have
affected the cost and utilization under the contract. The value and effect of these
programmatic service changes on the rates should be documented. Adjustments for
changes in the program structure or to reflect Medical trend inflation are made...The
adjustments include but are not limited to:

= Medical cost and utilization trend inflation factors are based on historical
medical State-specific costs or a national/regional medical market basket
applicable to the state and population. Justification for the predictability of the
inflation rates is given regardless of the source. Differentiation of trend rates is
documented (i.e., differences in the trend by service categories, eligibility
category, etc.). All trend factors and assumptions are explained and
documented...

= Programmatic changes include additions and deletions to the contractor's
benefit package, changes in the eligible population, or other programmatic
changes in the managed care program...made after the last set of rates were
set and outlined in the regulation. The State may adjust for those changes if
the adjustment is made only once (e.qg., if the State projected the effect of a
change in the last rate setting, then they must back out that projection before
applying an adjustment for the actual policy effect)

CMS allows rate changes (regardless of whether they are reductions or
augmentations) and provides [Federal Financial Participation (“FFP”)] in such
changes as long as the changes are implemented through either a formal contract
amendment or a multi-period contract and continue to meet all applicable statute
provisions and regulations. If rate changes are implemented through a contract
amendment, the amendment must receive approval by the RO before FFP in any
higher payment amounts may be awarded. If the rate change is an anticipated
development in a multi-year process, it must also be reviewed by the RO, consistent
with guidelines for multi-year contracts.

e |tem AA.2.0. Describes data that are acceptable for rate setting:

Base Year Utilization and Cost Data - The State must provide documentation and an
assurance that all payment rates are:

= based only upon services covered under the State Plan (or costs directly
related to providing these services, for example, MCO, PIHP, or PAHP
administration)

—
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= Provided under the contract to Medicaid-eligible individuals.

*In setting actuarially sound capitation rates, the State must apply the following
element or explain why it is not applicable: Base utilization and cost data that are
derived from the Medicaid population or if not, are adjusted to make them comparable
to the Medicaid population. The base data used were recent and are free from
material omission.

Base data for both utilization and cost are defined and relevant to the Medicaid
population (i.e., the database is appropriate for setting rates for the given Medicaid
population). States without recent [Fee-for-service (“FFS”)] history and no validated
encounter data will need to develop other data sources for this purpose. States and
their actuaries will have to decide which source of data to use for this purpose, based
on which source is determined to have the have the highest degree of reliability,
subject to RO approval.

Examples of acceptable databases on which to base utilization assumptions are:
Medicaid FFS databases, Medicaid managed care encounter data, State employees
health insurance databases, and low-income health insurance program databases.
Note: Some states have implemented financial reporting requirements of the health
plans which can be used as a data source in conjunction with encounter data and
would improve on some of the shortcomings of these other specific databases used
for utilization purposes. For example, some states now require the submission of
financial reports to supplement encounter data by providing cost data. It would also be
permissible for the State to supplement the encounter data by using FFS cost data.
The State could use the cost and utilization data from a Medicaid FFS database and
would not need to supplement the data with plan financial information.

Note: The CMS RO may approve other sources not listed here based upon the
reasonableness of the given data source. The overall intent of these reporting
requirements is to collect the same information that is available in the encounter data,
but in a more complete and accurate reflection of the true cost of services. Utilization
data is appropriate to the Medicaid population and the base data was reviewed by the
State for similarity with the covered Medicaid population. That is, if the utilization
assumptions are not derived from recent Medicaid experience, the State should
explain and document the source of assumptions and why the assumptions are
appropriate to the Medicaid population covered by these proposed rates.

Service cost assumptions are appropriate for a Medicaid program and the base data
was reviewed by the State for similarity with the Medicaid program’s current costs...

The term “appropriate” means specific to the population for which the payment rate is
intended. This requirement applies to individuals who have health care costs that are
much higher than the average. Appropriate for the populations covered means that

—
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the rates are based upon specific populations, by eligibility category, age, gender,
locality, and other distinctions decided by the State. Appropriate to the services to be
covered means that the rates must be based upon the State plan services to be
provided under the contract...

e |tem AA.3.0. Describes adjustments that are to be made to data for the purpose of rate
setting:

Adjustments to the Base Year Data - The State made adjustments to the base period
to construct rates to reflect populations and services covered during the contract
period. These adjustments ensure that the rates are predictable for the covered
Medicaid population.

All regulatorily referenced adjustments are listed in 3.1 through 3.14....

Note: The CMS RO must review all changes for appropriateness to the data selected
by the State (e.qg., if the State is using encounter data, then adjustments for FFS
changes may not be appropriate). Some adjustments are mandatory. They are noted
as such.

e |tem AA.3.3. States that adjustments are to be made when there are changes in the
population between the time of the data exposure period and the time for which the capitation
rates are applicable:

Special populations’ adjustments - Specific health needs adjustments are made to
make the populations more comparable. The State may make this adjustment only if
the population has changed since the utilization data tape was produced (e.g., the
FFS population has significantly more high-cost refugees) or the base population is
different than the current Medicaid population (e.g., the State is using the State
employees health insurance data). The State should use adjustments such as these
to develop rates for new populations (e.g., SCHIP eligibles or 1115 expansion
eligibles). The State should document why they believe the rates are adequate for
these particular new populations.

e |tem AA.3.12. States that adjustments are to be made when there are anticipated changes in
the general health of the population between the time of the data exposure period and the
time for which the capitation rates are applicable:

Utilization and Cost Assumptions — The State must document that the utilization and
cost data assumptions for a voluntary program were analyzed and adjusted to ensure
that they are appropriate for the populations to be covered if a healthier or sicker
population voluntarily chooses to enroll (compared to the population data on which the
rates are set). The State must document that utilization and cost assumptions that are

—
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appropriate for individuals with chronic illness, disability, ongoing health care needs,
or catastrophic claims, using risk adjustment, risk-sharing or other appropriate cost-
neutral methods.

Note: this analysis is needed whenever the population enrolled in the managed care
program is different than the data for which the rates were set...

e |tem AA.3.14. States that adjustments are to be made when the data is recent to reflect the
lag time between the date of service and date of payment:

Incomplete Data Adjustment — The State must adjust base period data to account for
incomplete data. When fee-for-service data is summarized by date of service (DOS),
data for a particular period of time is usually incomplete until a year or more after the
end of the period. In order to use recent DOS data, the Actuary must calculate an
estimate of the services ultimate value after all claims have been reported. Such
incomplete data adjustments are referred to in different ways, including “lag factors,”
“incurred but not reported (IBNR) factors,” or incurring factors. If date of payment
(DOP) data is used, completion factors are not needed, but projections are
complicated by the fact that payments are related to services performed in various
former periods. Documentation of assumptions and estimates is required for this
adjustment.

e ltems AA.4.0 — 4.4. Require the establishment of rate category groupings:

June 11, 2013

Establish Rate Category Groupings (All portions of subsection AA.4 are mandatory) --
The State has created rate cells specific to the enrolled population. The rate category
groupings were made to construct rates more predictable for future Medicaid
populations’ rate setting. The number of categories should relate to the contracting
method. Rate cells need to be grouped together based upon predictability so entities
do not have incentives to market and to enroll one group over another. Multiple rate
cells should be used whenever the average costs of a group of beneficiaries greatly
differ from another group and that group can be easily identified. Note: The State must
document that similar cost categories are grouped together to improve predictability.
For example, rate cells may be combined if there is an insufficient number of enrollees
in any one category to have statistical validity.

Age - Age Categories are defined. If not, justification for the predictability of the
methodology used is given.

Gender -Gender Categories are defined. If not, justification for the predictability of the
methodology used is given

—
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Locality/Region - Locality/region Categories are defined. If not, justification for the
predictability of the methodology used is given

Eligibility Categories - Eligibility Categories are defined. If not, justification for the
predictability of the methodology used is given.

The Contract

The Contract between the District and Chartered contains several sections related to establishing and
updating capitation rates.

G.1 Payments

Section G.1.6 of the Contract also specifically required rates to adhere to § 438.6(c)(2)(i).
G.1.6 Actuarially Sound

In accordance with 42 C.F.R. 8438.6(c)(2)(i), payments to Contractor must be actuarially
sound.

B.3 Rate Adjustment
Section B.3 of the Contract provides the requirements for rate adjustments.

B.3.1 Inthe event that the District, pursuant to the Changes Clause of the Standard
Contract Provisions, adds, deletes or changes any services to be covered by the Contractor
under DCHFP or the Alliance Program, the District will review the effect of the change and
equitably adjust the capitation rate (either upwards or downwards) if appropriate. In the event
a capitation rate adjustment needs to be made prospectively, an actuarial calculation will be
made by the District to determine the increase or decrease in the total cost of care from the
instituted change. If required, the adjusted rate will be applied by the District. Contractor may
request a review of the program with assumptions discussed with Contractor’s change if it
believes the program change is not equitable; the District will not unreasonably withhold such
a review.

B.3.2 No later than twelve (12) months after the date of Contract Award and annually
thereafter, the District will conduct an actuarial review of the capitation rates in effect to
determine the actuarial soundness of the rates paid to the Contractors. The actuarial review
will be based upon the rates offered by Contractor and will take into account factors such as
inflation, significant changes in the demographic characteristics of the member population, or
the disproportionate enrollment selection of Contractor by members in certain rate cohorts.

B.3.3 This actuarial review of the capitation rates may result in an annual adjustment, either
increase or decrease, to the capitation rates. The District and Contractor shall negotiate the
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actual amount of the adjustment; however, the negotiated adjustment shall be actuarially
sound in accordance with 42 C.F.R 8§438.6(c).

B.3.4 The annual adjustment shall be effective as of the first day of the option period to
which the adjusted capitation rate applies. If the District and Contractor have not completed
negotiations for the adjusted capitation rate by the first day of the affected option period,
Contractor shall continue to perform under the contract at the rates in effect for the preceding
contract period. All negotiations shall be concluded by the end of the third month of the option
period. If, by the end of the third month of the option period, the Contracting Officer and the
Contractor fail to reach agreement, the Contracting Officer shall determine the annual
adjustment and the Contractor shall perform the Contract with payment based on the annual
adjustment determined by the