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-- COMPTROLLER GENERALrS 
REPORT TO THE CONGRESS 

THE GOVERNMENT-WIDE SERVICE BENEFIT PLAN-- 
BLUE CROSS AND BLUE SHIELD FOR FEDERAL 
EMPLOYEES--NEEDS IMPROVED ADMINISTRATION 
Civil Service Conmission B-164562 

DIGEST ------ 

WHY THE REVIEW WAS MADE 

The Government-wide Service Benefit Plan (Plan) has more participants 
than the 37 other Federal employee health plans combined--about 1.5 mil- 
lion at December 31, 1969. It is administered by the Civil Service Com- 
mission under contract with two nonprofit corporations--the Blue Cross 
Assoclatlon and the National Association of Blue Shield Plans (Corpora- 
tions) on behalf of 165 autonomous Blue Cross and Blue Shield corpora- 
tions (local plans). The Plan provides hospital, surgical, and medlcal 
insurance to Federal employees and annultants and their dependents or 
survivors. (See p. 5.) 

The General Accounting Office (GAO) reviewed the administration of the 
Plan, because of the considerable cost to Federal employees and to the 
Government for such insurance. For example, the 1970 biweekly premium 
rate for self and family high-option coverage is $13.59 for the Federal 
employee and $4.10 for the applicable Government contrlbutlon. Premiums 
totaled $496.2 million for calendar year 1969. In addition, the Special 
Studies Subcommittee of the House Committee on Government Operatlons had 
expressed a particular interest in Federal employee health programs. 

FINDINGS AND CONCLUSIONS 

Loss of 2bavestment income 

Instead of investing all cash not needed for promptly discharging the 
Plan's obligations, Group Hospitalization, Inc.$ kept substantial amounts 
in non-interest-bearing checking accounts. As a result, the Plan lost 
perhaps as much as $400,000 of interest income annually. (Group Hospital- 
ization, Inc., which is the Blue Cross local plan for the Washington D.C., 
area, acts, nationwide, as Operations Center for the Corporations.) (See 
p. 11.) 

Also, Group Hospitalization, Inc., retained for long periods several hun- 
dred thousand dollars of Plan funds it collected from local hospitals be- 
fore remitting even a portion of the funds to the Operations Center. 
This deprived the Plan of income that otherwise would have been earned by 
investing the funds. (See p. 16.) 



The Operations Center advanced funds to certain local plans, apparently 
in excess of the amounts needed by these plans to meet current obllga- 
tlons and thus reduced the funds available for investment. This hap- 
pened because a formula used for computing the needed amounts overstated 
the number of days required by the local plans to obtain reimbursement. 
(See pe 19.) 

Administmtzve expenses 

Certain administrative expenses charged to the Plan by the Corporations 
and the local plans were questioned. These expenses related to travel, 
entertainment, and allocations of actuarial expenses. (See p. 24.) 

A'lhmnces for contingency reserves 

The laws of some States require the local plans to maintain contingency 
reserves ln addition to their other reserves, The contract authorizes 
the Corporations to make annual allowances to local plans in amounts nec- 
essary for satlsfylng these laws. Allowances of $2.1 million were 
granted to 31 local plans ln nine States from inception of the Plan in 
1960 through December 31, 1969. GAO questioned the equity of continuing 
to make such allowances, because the Commission and the Corporations main- 
tain contingency reserves adequate for protecting the enrollees' lnter- 
est. The enrollees have to pay for these allowances in the form of in- 
creased premiums. (See p. 41.) 

AZ&a5ions of investment income 

The Corporations allocate their investment income among the reserves 
of the high and low insurance options provided under the Plan. The bal- 
ances of the special reserves for the high options were understated and 
the balances for the low options were overstated, because the Corpora- 
tions' method of allocating interest income among these reserves had not 
resulted in distributing interest income in proportion to the sources of 
the funds invested to earn such Income. Because changes in premrum rates 
are based, in part, on the balances of the special reserves, pemium 
rates could be established for the options that are higher or lower than 
required to pay the related benefit claims and expenses. (See p. 38 ) 

MzsceZZcmeous 

Information 1s also included ln this report on: 

--Amounts of biweekly subscription charges paid by the Government and 
the enrollees. (See p. 21.) 

--Amounts of taxes on insurance premiums paid to the States and other 
taxing Jurisdlctlons and charged to the Plan. (See p. 28.) 
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, 

--Reductions in risk charge allowances to local plans. (See p. 29,) 

--Earnings resulting from Investment of Plan funds held by the Com- 
mission. (See p. 36.) 

--Maintenance of reserves by the Commlsslon and the Corporations. 
(See p. 32.) 

--Approval of the Commission's accounting system for the Federal Em- 
ployees Health Benefits Program (Program). (See p. 46 > 

--The Commission's audits of operations under the Plan. (See p. 46.) 

RECOMNDATIONS OR SUGGESTIONS 

GAO's maJor proposals to the Comnlsslon for improving admlnlstratlon of 
the Plan related to: 

--Increaslng the Interest income earned by the Plan by ensuring that: 

1. The Corporations' Operations Center promptly invests all funds 
not immediately needed to discharge the obligations incurred 
under the Plan. (See p. 11.) 

2. Local plans promptly remit to the Operations Center any Plan funds 
collected from hospitals. (See p. 18.) 

3. Advances of funds to local plans by the Operations Center do not 
exceed the amounts needed by them to meet current Plan obliga- 
tions. (See p. 19 > 

--Making a study to determine the reasonableness of and the necessity 
for continuing to make allowances to local plans to assist them in 
meeting State contingency reserve requirements. (See p 41.) 

--Requiring the Corporations to allocate Interest Income to the re- 
serves of the different options in a manner consistent with the 
sources of the funds used In earning such Income. (See p. 38.) 

AGENCY ACTIONS AND UNRESOLVED ISSUES 

The Commission was generally receptive to GAO's proposals and either 
took action or agreed to take action in line with such proposals. 

The Intergovernmental Relations Subcotrunittee, House Committee on Govern- 
ment Operations, held hearings on various aspects of the admlnistratlon 
of the Plan during May, June, and July 1970. Testimony during the hear- 
ings revealed that certain high officials of Group Hospltallzatlon Inc., 
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also were officers of the banks ln which the Operations Center maintained 
the non-interest-bearing checking accounts (See p. 13 ) 

Conmlssion offlclals stated during the hearings that they had commenced 
a review to (1) resolve any conflict of interest problems, (2) make re- 
troactive interest adJustments, if appropriate, for the period during 
which excess funds had been kept ln non-interest-bearing accounts, and 

:5! disbursement 
ensure prompt and prudent investment of funds not needed for nnnedi- 

(See p l! > 

At the hearings an official of Group Hospltallzatlon, Inc 3 stated that 
the Operations Center had malntalned balances ln checking accounts ln 
accordance with lnstructlons received from the Corporations and expressed 

the opinion that no conflicts of interest had been involved He said, 
however, that arrangements had been made to ensure the dally investment 
of all avallable cash except that needed to cover dlsbursements for that 
day. (See p. 15.) 

MATTERS FOR CONSIDERAJ'ION BY !l'HE CONGRESS 

GAO 1s issuing this report to the Congress because of the contlnulng 
congressional concern over Federal employee benefit programs. 

The report may be useful to the Congress in its dellberatlons on pro- 
posed leglslatlon, such as House bill 769, Ninety-first Congress, first 
session This bill would exempt insurance premiums under the Program 
from taxation by States and by polltlcal subdlvlslons. 
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CHAPTER 1 

INTRODUCTION 

The General Accounting Office has reviewed certain 
aspects of the administration of the Government-wide Ser- 
vice Benefit Plan of the Federal Employees Health Benefits 
Program. The Plan is administered by the U.S. Civil Ser- 
vice Commission under a contract with the Blue Cross As- 
sociation and the National Association of Blue Shield Plans 
(Corporations) both nonprofit corporations of Chicago, 
Illinois. The scope of our review is described on page 48. 

The Program, which was established in 1960 pursuant to 
the Federal Employees Health Benefits Act of 1959 (5 U.S,C. 
89011, provides hospital, surgical, and medical insurance 
to Government employees and annuitants and to their depen- 
dents or survivors. The cost of the Program is shared by 
the participants and by the Government. The act assigned 
the responsibility for administering the Program to the 
Commission and authorized the Commission to contract for or 
approve the following four types of plans. 

1. The Service Benefit Plan--A Government-wide plan 
which provides benefits generally through direct payments 
to physicians and hospitals. 

2. The Indemnity Benefit Plan--A Government-wide plan 
which provides benefits by cash reimbursements either to 
the employees or, at their request, to doctors and hospitals. 

3. Employee organization plans--These plans, which are 
available only to employees who are, or who become, members 
of the sponsoring organizations , provide benefits generally 
by cash reimbursement either to the employees or, at their 
request, to physicians and hospitals, 

4, Comprehensive medical plans--These plans, which are 
available only in certain localities, are either group- 
practice plans that provide benefits in the form of medical 
services by teams of physicians and technicians practicing 
in their own medical centers or individual-practice plans 
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that provide benefits in the form of direct payments to 
physicians with whom the plans have agreements. The plans 
also provide hospital benefits. 

The act requires that two levels of benefits be of- 
fered under the two Government-wide plans. These levels of 
benefits are known as options --a high option and low option. 
Both premiums and benefits under the high options are 
greater than under the low options. The employee organiza- 
tion plans and the comprehensive medical plans may offer 
either one or two levels of benefits. 

Since inception of the Program, the Plan has had more 
participants than all the other plans combined and it has 
continued to grow. Enrollment increased from about 1 mil- 
lion enrollees at the end of the first contract period 
(October 31, 1961) to about 1.5 million enrollees at the 
end of the ninth contract period (December 31, 1969). Ap- 
pendix I shows the number of enrollees at the end of each 
contract period. 

Subscription charges (premiums) increased from 
$230 million for the 16-month first contract period of 
July 1, 1960, to October 31, 1961, to $496 million for the 
l&month contract period of January 1 to December 31, 1969. 
Appendix II shows, for 1969 and cumulatively since rncep- 
tion of the Plan, the income and expenses of the Plan, 
exclusive of certain operations carried out by the Commis- 
sion. 

Within the Commission, the Bureau of Retirement, In- 
surance and Occupational Health is responsible for admin- 
istering the Program. The financial transactions of the 
Program are accounted for by the Bureau through the Employ- 
ees Health Benefits Fund. 

The principal officials of the Commission responsible 
for the administration of matters discussed in this report 
are listed in appendix IV. 

CONTRACT FOR THE PLAN 

The Commission entered into a contract with the Corpo- 
rations, on behalf of the local plans, to provide the Plan 
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to eligrble Federal employees and annuitants and to their 
dependents or survivors. Benefits provided by the Plan are 
underwritten by certain local plans under agreements with 
the Corporations. 

The contract with the Corporations sets forth the 
basic and supplemental benefits provided by the Plan, Basic 
benefits provide protectron for hospital services, surgery, 
In-hospital medical care, maternity care, and certain other 
physicians' services. 
ductible,l 

Supplemental benefits, with a de- 
cover usual, customary, and reasonable charges 

for medically necessary covered services and supplies in or 
out of a hospital that are prescribed or ordered by a phy- 
sician, to the extent that such charges are not covered by 
basic benefits. Both basic and supplemental benefits are 
subject to certain exclusions and limitations, and supple- 
mental benefits are also subject to coinsurance require- 
ments. 2 

The initial contract, which was effective July 1, 
1960, has been renewed each year. Amendments to the con- 
tract have been negotiated periodically to cover such mat- 
ters as changes in premium rates and health benefits. 
Either the Commission or the Corporations may cancel the 
contract by giving written notice to the other party at 
least 60 days prior to the end of any contract year. 

BLUE CROSS AND BLUE SHIELD ORGANIZATIONS 
ADMINISTERING THE PLAN 

The Blue Cross and Blue Shield organizations adminis- 
tering the Plan and their principal functions, as they re- 
late to matters discussed in this report, are as follows: 

'The deductible is the amount of expense each person covered 
by the Plan must incur In each calendar year for covered 
services or supplies before supplemental benefits are pay- 
able. 

2 The Plan pays 80 percent of the covered services in excess 
of the deductible under the high options and 75 percent 
under the low options. 



Corporat;ons 

The contract is administered by the Joint Contract 
Administration Committee of the Corporations pursuant to 
policies approved by the board of governors of the Blue 
Cross Association and the board of directors of the National 
Association of Blue Shield Plans, The Corporations estab- 
lish the policies and approve the procedures to be followed 
by the local plans. 

To facilitate the administration of the plan and to 
act as liaison with the Commission on contractual matters, 
the Corporations established an Office of the Director, 
Federal Employee Program, in Washington, D.C. 

Operations Center 

The Corporations contracted with Group Hospitaliza- 
tion, Inc., to serve, nationwide, as Operations Center for 
the Plan. Group Hospitalization, Inc., is also the Blue 
Cross local plan for the Washington, D.C., area, In gen- 
eral, the Operations Center receives and accounts for all 
funds made available by the Commission; maintains claims 
status records for enrollees; reimburses local plans for 
paid claims, administrative expenses, and other allowable 
charges; processes and pays enrollee supplemental benefit 
claims for local plans that underwrite but do not process 

. such claims; p repares accounting and statistical reports 
required by the contract with the Commission; and Issues 
instructions to local plans to assist them in their opera- 
tions under the contract. 

Local plans 

Local plans are headed by governing boards and are 
autonomous corporations, chartered by the individual States, 
to provide hospital, surgical, and medical care insurance 
for people in the local plans' communities. As of Decem- 
ber 31, 1969, 80 Blue Cross plans and 85 Blue Shield plans 
were providing insurance coverage to about 75 million per- 
sons, including Plan enrollees. 

Each Blue Cross local plan has agreements with hospi- 
tals in its area, called member hospitals. The agreements 
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specify the benefits covered by the local plan and provide 
for reimbursement to member hospitals for the costs of pro- 
viding the benefits. 

Initially, most Blue Shield local plans had agreements 
with physicians in their areas, called participating physi- 
cians. These agreements provided that, subject to certain 
specified conditions, the participating physicians would 
accept the local plan's fee schedule allowances as payment 
in full for covered services provided to patients having 
incomes of less than a specified amount. Most Blue Shield 
local plans have now replaced these agreements with agree- 
ments providing for payment of Itusual, customary, and rea- 
sonableI' fees. 

tions 
There are two types of agreements between the Corpora- 

and the local plans. 
claims-paying agent, 

If a local plan acts only as a 
the agreement is known as a servicing 

agreement. If a local plan also underwrites the health 
benefits provided in the contract, the agreement is known 
as a participating plan agreement. 

The Corporations reimburse the local plans for benefit 
payments made and for administrative and other allowable 
expenses incurred. 

FINANCING 

Each Federal agency is responsible for collecting its 
employees' contributions toward the cost of participation 
in a health benefits plan and for paying the related Gov- 
ernment contributions. Employees' contributions are with- 
held from their earnings; the Government's contributions 
are paid from the agency's appropriations or other funds 
available for the payment of salaries. Each payroll period 
the agency transmits the total of the Government's and em- 
ployees' contributions to the Commission for deposit into 
the Treasury to the credit of the Employees Health Benefits 
Fund. With respect to retirees and survivors, the Commis- 
sion withholds contributions from annuity payments; the Con- 
gress appropriates funds to the Commission for the Govern- 
ment's share. 
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Upon notification from the Commission, the Secretary 
of the Treasury invests the amounts not needed to satisfy 
immediate cash requirements in interest-bearing obligations 
of the Government, generally in bonds. The interest earned 
on these investments is credited to the fund. 

The Commission makes disbursements from the Employees 
Health Benefits Fund to (1) reimburse the Commission's 
salaries and expenses appropriation for expenses incurred 
in administering the Program, subject to limitations set 
forth in the appropriation acts, (2) pay to the insurers 
as subscrrption charges all amounts collected from both the 
Government and enrollees, except funds reserved for admin- 
istrative expenses and contlngencles, and (3) increase Pro- 
gram reserves maintained by the insurers in cases where the 
reserves fall below prescribed amounts. The law provides 
that the Commission may set aside up to 1 percent of all 
contrlbutlons to pay its administrative expenses and up to 
3 percent of all contributions to provide a contingency re- 
serve. Plan reserves are discussed more fully on page 32. 

By letter dated April 30, 1970, the Chairman of the 
Commission provided us with his views on matters contained 
in a draft of this report. His letter is included as ap- 
pendix III, and his comments have been incorporated in the 
body of the report, where appropriate. 
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CHAPTER2 

MANAGEMENT AND CONTROL OF FUNDS 

The Corporations use the funds received from the Com- 
mission primarily for reimbursing local plans for benefits 
paid, making advances to local plans, and paying allowable 
charges. The contract with the Commission requires the 
Corporations to invest all funds on hand which, in the 
judgment of the Corporations, are in excess of those needed 
to discharge promptly the obligations incurred under the 
Plan. 

The contract provides that the Corporations, not later 
than 120 days after the end of each contract year, prepare 
and furnish to the Commission a statement of operations for 
that yeaA. These statements are required to include infor- 
mation on: 

1. Subscription charges received and accrued, 

2. Benefit payments made and liabilities incurred on 
behalf of enrollees. 

3. Other charges, of (a) the administrative 
=t-z+o--ex~~~-o f- 

(b) all taxes incurred, (c>=+--- 
~ount--e~~-~~"-~-sp~cif-~e~-per- 

pt.ion.char.ge~and (d) the amount 
necessary to satisfy State contingency reserve re- 
quirements of participating local plans t&J&e===- 
tent~~~~~ee~~ee~~~-p~a~~~ 
the ri&k.+charge. 

Any excess of income over expenses and other charges 
accrues to a special reserve held by the Corporations for 
the Plan. 

EXCESS CASH HELD IN NON-INTEREST-BEARING 
BANK ACCOUNTS 

We found that the Operations Center, instead of invest- 
ing all cash in excess of that needed for promptlydischarglng 
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the obligations incurred under the Plan, had maintained 

J 
substantial amounts of such excess cash in non-interest- 
bearing checking accounts, After we brought this matter 
to the attention of the Operations Center, action was taken 

dh> to provide for the investment of these funds. 

The Operations Center maintained checking accounts 
with four Washington banks. The main account, which was 
maintained with the National Savings and Trust Company, was 
used to reimburse local plans for claims they had paid and 
to replenish checking accounts at the three other banks. 
Each of the other three accounts was used to pay a different 
type of expense. None of these checking accounts earned in- 
terest. The cash not deposited in checking accounts was 
transferred to the Corporation's investment custodian in 
Chicago, Illinois, for short- and long-term investments in 
securities. 

The Operations Center receives premium income (sub- 
scription charges) from the Commission twice a month. At 
the inception of the program, it was the policy for the Cen- 
ter to keep about 3 weeks' benefit payments in the checking 
accounts and to invest the remaining portion. Early in 
1962, the cash management policy was changed to provide that 
the amount kept in the checking accounts be approximately 
2 weeks' benefit payments. 

In an October 1964 audit report, the Commission recom- 
mended that the investment program be reviewed by the Cor- 
porations. In response to this recommendation, the cash 
management policy was again revised and the Operations Cen- 
ter followed the practice of limiting the amounts in the 
checking accounts to $5 million plus about 1 week's benefit 
payments. 

We found that the month-end cash balances in the four 
checking accounts for the year 1967 averaged about $7.6 mll- 
lion. For the months of January, July, and November 1967, 
the daily cash balances averaged $7.2 million, $11.2 million, 
and $8 million, respectively. Because the cash disburse- 
ments during 1967 averaged less than $1.5 million a day, we ' 
concluded that the cash balances in the checking accounts 
were substantially in excess of the amounts required to 
meet current obligations. Accordingly, we suggested that 
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the Center revise the cash management policy to provide for 
investment of excess funds. 

Officials of the Operations Center adopted our sugges- 
tion in December 1967. The revised cash management policy 
provided for depositing the cash not required for immediate 
disbursements in an interest-bearing savings account estab- 
lished at the National Savings and Trust Company. An Opera- 
tions Center official stated that under the revised policy 
the balances in the four checking accounts would be reduced 
so as not to exceed a combined total of $280,000. At the 
time of its establishment, the savings account yielded in- 
terest at 4 percent per annum compounded monthly on the 
average daily balance. 

In commenting on our draft report (see app. III>, the 
Commission stated that the interest earned on the savings 
account in 1968 had been $206,000. An official of the Com- 
mission later stated, during hearings before the Intergov- 
ernmental Relations Subcommittee that the interest earned 
on the savings account had been $254,000 in 1969. He stated 
also that some of the funds released by the change In the 
cash management policy may have been invested in securities 
instead of deposited into the savings account and that the 
interest earnings resulting from the change in policy could 
have totaled more than $400,000 annually. 

Hearings before Intergovernmental 
Relations Subcommittee 

The Intergovernmental Relations Subcommittee held 
hearings regarding certain aspects of the Commis.!%on's ad- 
ministration of the Plan on May 21, June 30, and July 1, 
1970. Testrmony during these hearings revealed that the 
chairman of the board of trustees of Group Hospitalization, 
Inc., which serves as Operations Center for the Plan, was 
also a member of the board of directors of the National 
Savings and Trust Company, the bank in which the Operations 
Center's main checking account was maintained. 

The testimony further brought out that the treasurer 
of Group Hospitalization, Inc., who was also a member of its 
board of trustees, was president and chairman of the board 
of directors of the National Savings and Trust Company and 

13 



that two other members of the board of trustees of Group 
Hospitalization, Inc., also were officials of other banks 
in which Group Hospitalization, Inc., maintained checking 
accounts. 

In summarizing the testimony received during the hear- 
ings on May 21, 1970, the Chairman of the Subcommittee said 
that he could not conceive of any prudent busrnessman's 
keeping literally millions of dollars, for years at a time, 
in a non-interest-bearing account and he expressed the 
opinion that, if there had been an earlier policy that pre- 
vented such investments, it was a violation of fiduciary 
responsibility on the part of someone not to have changed 
that policy. 

In June 1970, a complaint was flied in the U.S. Dis- 
tract Court for the District of Columbia on behalf of three 
Individuals against the Corporations; Gq,u.p-Hoq?.i.Lalizat~on, __111_ 
Inc.; the National Sayings-and,Wu&t Company and two other 
banks; ansyfficers individually and in their 
capacities with Group Hospitalization, Inc., and the three 
banks. 

The plaintiffs charged the three banks with unjust en- 
richment and charged all defendants with a breach of their 
fiduciary obligations in failing to invest the large sums 
of money which were held in the non-interest-bearing check- 
ing accounts. 

The plaintiffs asked that a decree be entered compel- 
lingthedefendants to render an accounting of all monies 
and property received in connectron with, or arising out of, 
the operations of the Plan that had been subject to their 
administration, management, care, custody, or possession 
from the inception of the Plan; determining the amounts by 
which the defendants had been unjustly enrich& and the 
amounts by which the beneficiaries of the Plan had been 
damaged by reason of the defendants' breaches of their 
fiduciary obligations; and ordering the defendants to reim- 
burse such amounts to the Employees Health Benefits Fund 
for credit to the Plan. 

In a statement presented during the hearings before 
the Intergovernmental Relations Subcommittee on June 30,1970, 
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the Director, Bureau of Retirement, Insurance and Occupa- 
tional Health, Civil Service Commission, stated that im- 
mediately after the May 21, 1970, hearing the Commission 
had commenced a review of the Operations Center's invest- 
ment policy. 

The Directoqstated also that the Commission's review 
would be concerned with improvements for the future and 
with the question of whether there was a legal basis for 
seeking retroactive adjustments for the period when excess 
funds of the Plan had been maintZZied in non-interest- 
bearing checking accounts. He stated further that the Com- 
mission, working with responsible officials of the Blue 
Cross and Blue Shield organizations, would (1) resolve any 
problems of conflict of interest, (2) make retroactive ad- 
justments, if appropriate, and (3) ensure prompt and prudent 
investment of funds not needed for immediate disbursement. 

During the hearings before the Subcommittee on July 1, 
1970, the president of Group Hospitalization, Inc., stated 
that the Operations Center had maintained balances in check- _----- -- 
ing accounts in accordance with instructions received from 
the Corporations. 
pitalization, I$., 

He said that the officials of Group HOS- 
who were also officials of the banks in 

which checking accounts were maintained, had not had any 
opportunity to influence the amounts of money to be de- 
posited in their banks, and he expressed the opinion that 
no conflicts of interest had been involved, 

The president said also that, upon advice of counsel, 
the savings account at the National Savings and Trust Com- 
pany had been closed and that arrangement had been made to 
ensure the daily investment of all available cash except 
tha e 
fur& 

nee'ied to cover disbursements for that day. He said 
er that Group Hospitalization, Inc., to ensure meeting 

its responsibilities to enrollees and to the Corporations, 
had employed a nationally known, independent accounting firm 
to make a complete and thorough examination of the cash 
management policies, practices, and procedures. 

We plan to examine into the adequacy of the actions 
taken by the Commission to improve the cash management prac- 
tices of the Operations Center and into the reasonableness of 
decisions concerning retroactive adjustments. 
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DELAY IN RETURN OF PLAN FUNDS 
TO THE OPERATIONS CENTER 

We found that Group Hospitalization, Inc.,retained, for 
long periods of time, several hundred thousand dollars of 

d 
Plan funds it had collected from local hospitals before re- 

9 

mitting portions of the funds to the Operations Center. 
The retention of these funds deprived the Plan of the in- 

x, 
come that otherwise would have been earned by investing the 
funds. 

The agreements between local plans and hospitals pro- 
vlde that the amounts advanced by the local plans to the 
hospitals represent tentative payments which are subject to 
adjustment, on the basis of a prescribed cost-reimbursement 
formula, at the endofeach hospital's accounting period. 
These adjustments can result either in a local plan's making 
a supplementary payment to the hospital or in a hospital's 
making a refund to the local plan. The Operations Center 
reimburses the local plans for any supplementary payments 
made and recovers from the local plans any refunds collected. 

The Operations Center reimburses local plans, generally 
within a few weeks, for normal or periodic claims paid to 
hospitals. The Operations Center also advances working 
capital funds to local plans in amounts sufficient to fi- 
nance their activities for the period between claims payment 
and reimbursement. During 1965, the working capital advance 
to Group Hospitalization, Inc., was about $900,000; during 
1967 the advance was increased to about $1 million. Because 
Group Hospitalization, Inc., had been advanced sufficient 
funds to pay its obligations under the Plan, It should have 
been in a position to remit promptly to the Operations Cen- 
ter any refunds it received from hospitals. 

In February 1966, Group Hospitalization, Inc., collected 
a portlon of the amounts due from hospitals for overpayments 
made during prior years. These amounts were deposited by 
Group Hospitalization, Inc., into its general fund, and the 
amounts in this fund in excess of current needs were invested 
in short-term Treasury bills, We estimated that, during the 
17-month period February 1966 through June 1967 Group Hospi- 
talization, Inc., had collected about $951,000 of Plan funds 
before it remitted a portion of these funds, about $556,000, 
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to the Operations Center in August 1967. Group Hospitaliza- 
tion, Inc., retained-westit-had eSdTZFtl%-?.-& 
fistment of thesefunds. 

We estimated that as of August 1, 1967, more than 
$20,000 of investment income could have been earned by the 
Plan if Group Hospitalization, Inc., had remitted the 
$951,000 of Plan funds to the Operations Center as the funds 
were collected. 

Group Hospitalization, Inc., continued to recover over- 
payments from the hospitals but did not make another par- 
tial payment to the Operation Center until July 1968 when 
about $693,000 was remitted. We estimated that as of 
May 31, 1969, Group Hospitalization, Inc., had on hand about 
$750,000 of Plan funds that had been collected from hos- 
pitals. 

During our review, an official of Group Hospitaliza- 
tion, Inc., expressed the opinion that refunds from hospitals 
should not be remitted to the Operations Center when col- 
lected but should be held by the local plan and remitted 
after a large amount had been collected. He expressed the 
opinion also that Group Hospitalization, Inc. should retain c 
the interest income it earned on the Plan refunds because 
there was no contractual requirement that these refunds be 
returned to the Operations Center as they were collected 
from the hospitals. An official of the Operations Center 
informed us that no attempt would be made to collect from 
Group Hospitalization, Inc., the interest that was lost by 
the Plan because of the delay in receipt of the refunds. 

In the draft report submitted to the Commission for 
comment, we concluded that, because Group Hospitalization 
Inc., had been advanced sufficient Plan funds to pay current 
obligations to hospitals, the funds collected by Group Hos- 
pitalization, Inc., from the hospitalsbecause of overpayments 
should have been promptly remitted to the Operations Cen- 
ter; also, because Group Hospitalization, Inc., and the Op- 
erations Center were, for all in~ents,andpu~~~s, one en- 
tiwith the same pers&nel keeping-_accountingr-ecords and C-I __--= -- 
proceagpaymsLn-ts to and receipts from local plans~l‘tlie?Fe 
appeared to have been even more reason for Group Hospitali- 
zation, Inc., to have remitted promptly to the Operations 
Center the Plan's portion of refunds. 
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The other local plans which we reviewed in Alabama and 
New York had remitted to the Operations Center withrn rel- 
atively short periods of time the Plan portion of refunds 
they had received, although they had no specific contractual 
requirement to do so. 

We believe that, because Group Hospitalization, Inc., 
retained the Plan's portion of the funds collected as re- 
funds for unreasonably long periods of time, the Plan should 
receive the Interest income it otherwise could have earned 
on such funds. 

Accordingly, we proposed that the Commission lnltiate ' 
actlon to recover from Group Hospitalization, Inc., the in- 
terest income lost by the Plan as a result of the delays in 
remitting amounts collected from hospitals for refunds at- 
tributable to Plan operations. 

:' 

In commenting on the draft of this report, the Commis- 
sion stated that it had been informed on February 26, 1970, 
that Group"Hospitalization, Inc., had initiated a new pro- 
cedure for billing amounts to the Operations Center for sup- 
plementary adjustments. This procedure 1s to credit the 
Operations Center quarterly for all refunds received and to 
bill it for final payments made during the quarter. The 
Commission expressed the view that crediting refunds quar- 
terly under the revised procedure would adequately resolve 
the problem revealed In our review. The Commission also in- 
formed us that it was proceeding to obtain an interest ad- 
justment based on the retroactive application of the current 
policy of Group Hospitalization, Inc. 

Recommendations to the Chairman 
Civil Service Commission 

We recommend that the Chairman, Civil Service Commis- 
sion, evaluate the new procedure of Group Hospitalization, 
Inc., for billing amounts to the Operations Center for sup- 
plementary adjustments, after it has been in effect for a 
few months, to ensure that the Interests of the Plan are 
adequately protected. 

We recommend also that the Commlsslon determlne whether 
there have been delays by other local plans in remitting 



refunds received from hospitals and, is so, initiate apgro- 
priate corrective actions, including the establishment of 
procedures for ensuring that all local plans promptly remit 
to the Operations Center any refunds which are applicable 
to their Plan operations. 

ACTIONS TAKEN TO REDUCE 
AMOUNTS ADVANCED TO LOCAL PLANS 

Our review indicated that the Operations Center had 
advanced funds to certain local plans that appeared to be 
in excess of the amounts needed by these plans to meet cur- 
rent Plan obligations, because a formula usedin computing 
the amounts needed had resulted in overstatiue number 
of days required by the local plans to obtain reimbursement. 
A= we bstthis matter to their attention, officials 
of the Office of the Director, Federal Employee Program, 
revised the method of computing the advance deposits needed 
by local plans. We believe that, if properly implemented, 
the revised method of computation will result in minrmizing 
the amounts advanced to local plans and maximizing funds 
available for investment. 

The Commission's contract provides that receipts be 
available to the Corporations for payment of obligations 
incurred under the contract: 

"*** and, in the sound discretion of the Corpora- 
tions, to make an advancement to any Plan in such 
amount as is deemed required to relieve such Plan 
of the necessity of using its own funds to dis- 
charge obligations incurred." 

The local plans process and pay claims submitted by Plan 
enrollees and subsequently receive reimbursement for these 
payments from the Operations Center. \ 

The Operations Center advances funds to local plans to 
provide them with working capital. The amounts of these 
advances are subject to adjustment by the Office of the Di- 
rector, Federal Employee Program, on the basis of annual 
studies or information submitted by the local plans in sup- 
port of requests for adjustment of their advances. As of 
June 30, 1969, advances totaling $19.69 million were held 
by about 140 local plans. 
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In its annual studies, the Office of the Director had 
estrmated the average amount of funds required by each local 
plan during a calendar year primarily by means of a formula 
that was based, among other things, on the average number 
of days it took for a local plan to be reimbursed by the 
Operations Center for claims paid and on the average amount 
of the reimbursements received during the last 6 months of 
the preceding year. Other factors, such as enrollment 
trends and changes m estimated benefits to be paid, also 
were taken into consideration In determining the amounts 
of the advances. Our review showed that in prior years 
amounts equal to about 80 percent of the amount computed by 
means of the formula usually had been advanced to local 
plans. 

It appeared to us that the formula used by the Offrce 
of the Director had resulted in overstating the number of 

u 

v 
\ 

days required by local plans to obtain reimbursement and 
therefore could have resulted in an overstatement of their 

u estimated average needs. Since these estimates had been 
used in determining the amount of the advance to which each 
plan was entitled, the advances held by some plans could 

T 

have been In excess of their needs. Any excess funds ad- 
vanced would not have been available for investment by the 
Operations Center and thereby would have resulted in a loss 
of investment Income to the Plan. 

We suggested certain changes in the formula which 
would have the effect of reducing the estimate of the aver- 
age number of days required for local plans to obtain reim- 
bursement for claims paid. Officials of the Office of the 
Director agreed with our suggestions and revised the formula 
accordingly. 

The Office of the Director used the revised formula in 
1969 in computing advances required by local plans. Cur 
review showed that, as of June 30, 1969, a total of 
$19.7 million had been advanced to local plans. We estl- 
mated that, if the revised formula had not been used, these 
advances would have totaled about $20.2 mllllon, or about 
$550,000 more than the amount actually advanced. 
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CHAPTER 3 

SUBSCRIPTION CHARGES AND ENROLLEES' CLAIMS 

Both subscription charges (premiums) and enrollees' 
claims have increased substantially since inception of the 
Plan in 1960. Following is a summary for the four calendar 
years ended December 31, 1969, of the portions of subscrip- 
tion charges which the Commlsslon forwarded to the Opera- 
tions Center and of the enrollees' claims recorded by the 
Operations Center. 

Underwriting 
Subscrlptlon Enrollees' profit or 

Year charpes claims loss(-) 

(millions) 

1966 $302.7a $272.8 $29.9 
1967 378.0 342.2 35.8 
1968 386.2 406.6 -20-4 
1969 496.2a 487.9 8.3 

aIncludes payments from the Commission's contingency re- 
serve of $15.8 million in 1966 and $17.5 million In 1969. 

The following tabulation shows, for each option, the 
biweekly subscription charges from inception of the Plan 
through January 1, 1970, and the increases in subscrlptlon 
charges. 
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Se+ce Benefrt Plan 

Biweeklv Subscription Rates Effective 
Increase 

7-l-60 to l-1-70 
7-l-60 11-1-64 7-18-66 l-l-67 l-I-68 1-1-69 J-1-70 Amount pxent 

High--self only 
Individual 
Government 

Total 

High--self and family 
Individual 
Government 

Total 

Low--self only 
Individual 
Government 

Total 

Low--self and family 
Individual 
Gove-nt 

$2 11 
130 

$ 2 92 
1.30 

$4 

$ 2 54 
168 

$4 

s 3 32 
168 

$5 

$ 3 89 $ 4 98 
J&g- 

$557 $6.66 

$ 5 57 $3 46 
168 38 -- 

S 7 25 $3 04 

164 0 
29 

$3.41 

$5 02 $ 7 88 
z-L2 3 

$ 6 90 $ 8 96 
-$&I 4_19 

$13 

$ 9.50 $12 16 
410 

$13 60 $16 

$13 59 $7 77 
41098 

$17 $S 

133 5 
31 

97 $8 $11 00 - 

$1 30 
1.30 

$2 

$ 1 30 
130 

$ 2.60 - 

$ 1.30 
1 30 - 

$2 

$ 1 68 
168 

$3 

$ 1 68 $ 1 76 
J&368 

$3 $344 -- 

$ 2 16 $ 86 
168 38 

$3 124 -- 

$ 3 28 
3 

$ 4 10 $ 4 10 $ 4 24 $ 5 30 $1.86 
&g 4104.10 410 

$3 44 
u 

$ 3 44 
3 

54 1 
31 

Total $6.56 - $6 $6 $ 8 20 $ a 20 $ 0.34 $940 %!z 43 

As shown above, the increases in biweekly costs to in- 
dividuals under the various options ranged from $0.86 to 
$7.77 and percentage increases ranged from 54.1 percent to 
164.0 percent; the increases in biweekly costs to the Cov- 
ernment under the various options ranged from $0.38 to 
$0.98, and percentage Increases ranged from 29.2 to 31,4 
percent. With respect to the high optaons, in which about 
89 percent of the participants are currently enrolled, the 
subscription costs to individuals have more than doubled 
since 1960. 

In September 1968 the Commission contracted with a 
consultant actuarial firm to make a study of the increases 
in operating costs and subscription charges and certain 
other aspects of the two Government-wide plans--the Service 
Benefit Plan and the Indemnity Benefit Plan. The consul- 
tant actuaries issued two reports as a result of this study. 

In an October 1968 report, the consultant actuaries 
recommended that (1) increases in subscription charges to 
cover anticipated claims, including a reasonable projection 
of trends in utilization, costs, and benefit changes, be 
permltted every 2 years and that (2) changes In subscrlptlon 
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charges In the intervening periods be discouraged and lrm- 
ited to the anticipated cost of benefit changes made at 
that time, or changes in anticipated claims over those 
originally projected. 

The Commrsslon had not taken official action with re- 
spect to the above recommendations of the consultant ac- 
tuaries. In July 1970 we discussed these recommendations 
with Commission offlclals who expressed the oprnion that, 
because of rapid increases in health benefits costs, the 
amount of premium increase required to support the benefit 
structure for a Z-year period would be prohlbitlvely high 
for the first year, 

In a January 1969 report "Analysis of Premium and TX- 
perience Trends 1960-1968 and for the Future," the consul- 
tant actuaries stated that premium increases for both 
Government-wide plans had been several times greater than 
the benefits added--about eight times greater for the high 
option plans and about three times greater for the low op- 
tion plans. 

They stated also that increases In claim payments un- 
der original benefit provisions had accounted for much of 
the premium increase and that claim payments had paralleled 
the inflation in hospital and medical costs. They ex- 
pressed the opinion that payments for physicians' services 
and hospital costs would continue to increase and concluded 
that, for the next several years, premiums for both 
Government-wide plans could be expected to increase between 
10 percent and 35 percent every 2 years, and probably would 
average between 20 percent and 25 percent every 2 years 
from 1969 to 1976. 
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CWTER 4 

ADMINISTRATIVE EXPENSES 

Administratrve expenses of the Plan include those 
charged by the Commission, the Corporations, and the indi- 
vidual local plans. 

ADMINISTRATIVE EXPENSES OF THE 
CIVIL SERVICE COMMISSION 

The law provides that a portion not to exceed 1 per- 
cent of all contrlbutrons made by the employees, annuitants, 
and the Government be set aside In the Employees Health 
Benefits Fund to pay the Commission's expenses of adminls- 
tering the Program. The Commission does not allocate its 
administrative expenses among the individual benefit plans, 
For calendar years 1968 and 1969, the Commission's adminis- 
trative expenses charged to the entire Program amounted to 
$1,3 mllllon and $1.2 million, respectively. 

ADMINISTRATIVE EXPENSES OF THE CORPORATIONS 
ANDIAXALPI.&?S 

Under the Commlssion~s contract the Corporations are 
entitled to reimbursement for: 

1cdck-k the actual necessary expenses incurred In 
connection with the administration of this con- 
tract, determined by the corporations on an equit- 
able and reasonable basis, with proper justlfica- 
tion and accounting supporteff 

The contract contains no other guidelines for determining 
either the types of expenses which may be charged or the 
amounts allowable; however, the annual allowances for ad- 
minlstratlve expenses may not exceed 4,5 percent of sub- 
scription charges for the contract year. 

The administrative expenses charged to the Plan have 
included expenses incurred by the participating local plans; 
the Office of the Director, Federal Employee Program; the 
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Operations Center in Washington, D.C,; and the national of- 
fices of the Corporations in Chicago, Illinois. 

The Operations Center receives funds from the Commis- 
sion and reimburses the national offices of the Corpora- 
tions and the participating local plans for administrative 
expenses incurred in connection with the Plan. The Blue 
Cross Association in Chicago pays the expenses of the Of- 
fice of the Federal Employee Program Director in Washing- 
ton, Dec., and, in turn, is reimbursed by the Operations 
Center. 

Each participating local plan receives from the Opera- 
tions Center monthly an administrative expense allowance 
based on its actual program administrative costs for the 
preceding contract year, which is adjusted to reflect rising 
price levels. Following the end of a contract year, the 
plans submit to the Operations Center reports showing their 
actual administrative expenses applicable to the Plan for 
the year. On the basis of these reports, the Operations 
Center charges or credits a local plan with the difference 
between the total expense allowance received and the actual 
administrative expenses charged during the year. 

The administrative expenses charged to the Plan 
amounted to $10.3 million for 1966, $12,5 million for 1967, 
$15.7 million for 1968, and $22.2 million for 1969. A sum- 
mary of these charges by organizational unit follows. 

Admlnrstrative expenses charged for 
contract year ended December 31 

(millions) 

1966 1967 1968 1969 

Local plans: 
Blue Cross $ 4,l $ 4.8 $ 5.7 $ 7.4 
Blue Shield 3.8 499 6.5 1077 

Operations Center 2.2 2,5 3.3 3e6 

National associations .2 .3 .2 a5 

Total $10.3 $12.5 $15.7 $222 
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Our revrew of the admlnistratrve expense charges, which 
was made principally in 1967 and 1968, covered selected 
charges by the natlonal offlces of the Blue Cross Associa- 
tion and the National Association of Blue Shield Plans In 
Chicago, Tllinols; by the Office of the Director, Federal 
Employee Program, In Washlngton, D.C.; and by the local 
plans in Birmingham, Alabama; New York, N.Y., and Washlng- 
ton, D.C. 

We did not make a comprehensive review of the admrnis- 
tratrve expense charges by the Operations Center and by the 
local plans in Washington, D.C., because offrcrals of the 
local plans advised us during our review that the procedures 
for allocating administrative expenses were being revised 
and that the allocations for 1966 and 1967 would be re- 
computed. 

An offrclal of the Operations Center later advised us 
that the reallocations of admlnrstratlve expenses for 1966 
and 1967 had been completed. These reallocations resulted 
in a net decrease of $360,047 In the total adminlstratlve 
expenses charged to the Plan for the 2 years. This net de- 
crease represented a reduction of $341,537 for the Blue 
Cross local plan, a reduction of $234,494 for the Blue 
Shield local plan, and an increase of $215,984 for the 
Operations Center. 

With respect to the other adminlstratlve expense 

sexpenses and to allocations of the costs of actuarial ser- 

t # v:: The Director of the Bureau agreed that many of the 

l 

0 
1 lndlvldual items we had questioned represented questionable 

5 
charges, and he said that the Commission would make a fur- 

\ ther review to determine whether these charges were allow- 

v able under the contract. The Chief of the Commisslonls 
B Offrce of Systems and Audits subsequently advised us that 

audit exceptions had been taken with respect to the charges 
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for admlnistrative expenses and that the Corporatron had 
agreed to make adjustments totaling about $25,000 with re- 
spect to charges of the types we had questioned. 

We noted also that, as a result of a change in policy, 
the Alabama Blue Cross and Blue Shreld local plan had re- 
corded as capital assets certarn equipment which had been 
previously charged off to expenses. Under thus revised ac- 
counting procedure, the Plan might ultimately have been 
charged twice for a portion (about $19,000) of the cost of 
the equlpment-- once when the equipment was inltlally pur- 
chased and charged as an expense and again in future annual 
depreclatlon expense charges. 

After we brought thus matter to his attention, the lo- 
cal plan's controller advised us that depreciation would 
not be charged on equipment previously charged to expenses, 
The Executive Director of the Commlsslon informed us that a 
memorandum cautioning against possible duplicate charges 
for depreciation of equipment previously charged to expense 
had been Issued to all participating local plans. 
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CHAPTER 5 

REIMBURSEMENTS FOR STATE PREMIUM TAXES 

The contract with the Corporations provides for charg- 
ing to the Plan all taxes incurred pursuant to operations 
under the contract. The local plans In 14 States have been 
required to pay premwm taxes levled by the States. From 
inception of the Plan in 1960 through December 31, 1969, 
the Operations Center had reimbursed local plans $1,280,813 
for such taxes, as shown in the following tabulation. 

State Amount Percent 

Alaska $ 6,334 .49 
Connecticut 31,835 2.49 
Illinois 12,639 .99 
Indiana 40,859 3.19 
Maine 336 .02 

Mississippi 282,145 22.03 
Nebraska 66,150 5.16 
New Mexico 120,134 9.38 
North Carolina 73,520 5.74 
Ohio 2,262 .18 
South Dakota 111,149 8.68 
Tennessee 493,768 38.55 
Virginia 31,486 2.46 
Washington 8,196 .64 

Total 

aIn addltlon, State premium taxes of $223,119 had been ac- 
crued by the Operations Center but not reimbursed to local 
plans. 

We noted thst proposed legislation (HR. 769, 91st Cong., 
1st sess.) introduced in the House of Representatives on 
January 6, 1969, would provide for exempting premiums under 
the Federal Employees Health Benefits Program and the Fed- 
eral Employees @ Group Life Insurance Program from taxation 
by States and political subdivisions. 

28 



CHAPTER 6 

RISK CHARGE ALLOWANCES 

Since inception of the Plan in 1960, the Commissron's 
contract with the Corporatrons has provided for annual risk 
charge allowances equal to specified percentages of sub- 
scriptron charges. The purpose of these allowances has 
been to compensate the local plans for the underwritlng 
risks Involved. Through December 31, 1969, the allowances 
amounted, in total, to $33.7 million, or 1.24 percent of 
the total subscription charges. 

The contract for the first 3 contract periods provided 
for a risk charge allowance of 1.5 percent of subscription 
charges. Effective November 1, 1963, the contract was 
amended to provide for a sliding scale rusk charge allowance 
w'hich was to be determrned on the basis of the number of 
months' subscription charges rn the total Plan reserves held 
by the Corporations at the end of the year, as indicated be- 
low, for the 1966 contract. 

Number of months' 
subscription charges 

Percent of 
subscriptron charges 

allowable as 
risk charge 

3.127 or more 1.0 
2.139 but less than 3.127 1.1 
1.151 " " " 2.139 1.2 
Less than 1,151 1.3 

For 1967 the method of computing the risk charge al- 
lowance was the same as that rn 1966 except that the maxi- 
mum allowance was 1.2 percent of the subscription charges. 
For 1968 and 1969 a flat rate of 1.15 percent of subscrip- 
tion charges was allowed. For 1970 a flat rate of 1 percent 
of subscrrptlon charges will be allowed--one third less than 
the 1.5 percent rate allowed when the program started in 
1960. The amounts of the total subscription charges and 
risk charge allowances for the last 4 years were as follows: 
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Year -- 
Subscrlptron Risk 

charges charges 

(millions)--- 

1956 $302.7 $3.6 
1957 378.0 4.2 
1968 386.2 4.4 
1969 496,2 5.7 

The Comnlsslon's regulations provrded that, if the re- 
serves held by the Corporations at the end of a year were 
less than a speclfled amount, the Corporations were enti- 
tled to a payment from the contingency reserve held by the 
Commission, The regulatrons provrded also that the Corpo- 
rations would credit the amount so paid to a special re- 
serve for the plan. 

On the basis of the Corporations' reserves at Decem- 
ber 31, 1965, the Commission, In 1966, pard $15.8 million 
from the contrngency reserve for the Plan and allowed a 
risk charge of 1.2 percent of the $15.8 millron, or about 
$190,000. We questloned this portion of the risk charge 

,allowance, because It appeared to us that the 1966 contract 
provrsions for the Plan could have been interpreted as not 
permitting a risk charge on the contingency res_e_rve payment, -I__ - 

The contract contained no provisions relating to pay- 
ments from the contlngency~~erve, but It did specify that 
the subscription charges pald by the Commission would not 
include amounts set aside by the Commission for the contin- 
gency reserve and that the risk charge allowance would be 
computed as a percentage of subscription charges. 

We discussed these matters with Commission officials 
who informed us that both the Commrssion and the Corpora- 
trons had understood that payments from the contxngency re- 
serve were to be treated as subscrrptlon income and that a 
risk charge would be allowed on such payments. These offr- 
clals said, however, that, as long as there was any possible 
question as to the intent of the parties, the contract with 
the Corporations would be amended to clarify the Intent. 
The contract was amended effectrve January 1, 1969, to 
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specify that subscription charges would Include payments 
from the contingency reserve, 

The consultant actuaries' report dated October 1968 
(see p. 22) stated that, because of the apparent financial 
success of the Program and the availability of needed re- 
sources in the form of premium increases, special reserves, 
and excess contingency reserves, the risk charge could be 
reduced to a uniform 1 percent for the two Government-wide 
plans. The contracts for the two Government-wide plans 
were amended effective January 1, 1970, to provide for risk 
charge allowances equal to 1 percent of subscription 
charges. 

A Commission official informed us that, for the Plan, 
the reduction of the risk charge allowance from 1.15 percent 
of subscription charges to 1 percent of subscrlptlon 
charges would reduce expenses by about $900,000 for 1970. 
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CHAPTER 7 

RESERVES 

porations to fulfill their com- 
to Federal employees enrolled 

in the Plan depends f 

CONTINGENCY RESERVE MAINTAINED BY COMMISSION 

Pursuant to the authorization In the Federal Employees 
Health Benefits Act, the Commission has retained about 
3 percent of all contributions to provide a contingency re- 
serve. The Commissions' contingency reserve has been used 
to Increase the Corporations' reserves in cases where they 
fell below prescribed amounts. At December 31, 1968 and 
1969, the Plan's contingency reserves totaled about 
$76.2 million and $81.3 million,respectively. In May 1970 
the Commission transferred about $38.8 million of these re- 
serve funds to the Corporations. 

RESERVES MAINTAINED BY CORPORATIONS 

Pursuant to their contract with the Commission, the 
Corporations, in addition to maintaining reserves for ac- 
crued claims, maintained a special reserve and a carrier 
reserve. The provision authorizing the maintenance of the 
carrier reserve was deleted from the 1970 contract. Fol- 
lowing are comments regarding each of these types of re: 
serves. 

Reserves for accrued claims 

The Corporations determine at the end of each quarter 
the lrability that exists to make future payments to the 
Plan's participants on illnesses and claims for benefits 
that began prior to the valuation date. Such payments rep- 
resent liabilities charged against the subscription income 
earned for the period ending on the valuation date. 
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Following is an analysis showing, as of the end of 
1969 and 1968, the portions of the reserves for accrued 
clarms attributable to the high and low options. 

December 31 
Reserves for accrued claims 1969 1968 

(millions) 

High option 
Low option 

$133.7 $108.2 
7.9 5.7 

Total $141.6 $113.9 

The procedures followed by the Corporations in estab- 
lishing their reserves for unpaid claims involved the use 
of certain actuarial estimates, and we did not review these 
estimates. We noted, however, that consultant actuaries 
employed by the Commission had reviewed the Corporation's 
estimating procedures for periods prior to 1968 and had con- 
cluded that the estimates of liability were farrly reliable. 

Special reserve 

The special reserve, which was established to provide 
for possible future operating losses, represents the excess 
of income over all allowable charges. 

The balances in the special reserve have ranged from a 
low of about $20-9 million at the end of the ninth contract 
period, December 31, 1969, to a high of about $70 million 
at the end of the seventh contract period, December 31, 1967. 
Despite increases in subscription charges, the reserve was 
reduced by about $35 million in 1968 and by about $14 mil- 
lion in 1969, mainly because of substantial increases in 
health benefit costs for these years. 

The contract between the Commission and the Corpora- 
tions provides that, upon termination of the contract, any 
balance remaining in the special reserve after settlement 
of accrued liabilities and certain liquidation expenses will 

- be returned to the Commission. 

33 



Carrser reserve 

As a result of a July 1962 amendment retroactrve to 
the first year of the Plan, the contract between the Com- 
missron and the Corporations provided that any investment 
rncome remaining after distributing the risk charge portion 
of the investment income to the Corporations, the local 
plans, and the special reserve be credited to a carrier re- 
serve held by the Corporations to supplement the special 
reserve or, after notice to the Commission, for other pur- 
poses of the Plan. The contract contained no provision for 
the disposition of the carrier reserve. 

In May 1963 the Commission proposed to amend the con- 
tract to abolish the carrier reserve by merging it with the 
special reserve. The Corporations rejected the proposal 
but agreed to llfreezett the carrier reserve at October 31, 
1963, at which time it totaled about $697,000. Therefore 
the contract was amended effective November 1, 1963, so as 
to eliminate the provisron for adding to this reserve. 

Over the next several years the Commission periodically 
renewed its proposal for merging the carrier reserve with 
the special reserve. These proposals were rejected by the 
Corporatrons, however, on the basis that such a merger 
would constitute surrender of Plan funds to which the 
Blue Cross and Blue Shield organizations felt they had 
title. 

In March 1968 the Corporations informed the Commission 
that they planned to use a portion of the carrier reserve 
funds to defray the costs of two proposed research projects. 
The Commission agreed that both of the proposed projects 
were worthwhile, and in June 1968, the Corporations engaged 
a private research institute to make a study of the proce- 
dures for processing claims for supplemental benefits. 
Through March 31, 1970, payments of $119,807 had been made 
to the private research institute, and payments of $1,200 
had been made to the National Association of Blue Shield 
Plans for related mcidental expenses, for total charges to 
the carrier reserve of $121,007. 

An official of the Corporations informed us that the 
research institutes' proposed system for processing 
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supplemental claims would be implemented, at a cost of 
about $70,000. Annual savrngs of about $530,000 were ex- 
pected to be realized through implementation of this system. 

In the draft of thus report forwarded to the Commission 
for comments, we expressed our belief that a reversionary 
clause In the contract similar to the one provided for the 
special reserve would have avoided any misunderstanding as 
to the ownership and ultimate disposition of the carrier 
reserve funds and suggested that, in any future contract 
changes involving reserves, the Commission should require 
the inclusion of appropriate language providing a reversion- 
ary interest to the Plan. 

Agency comments and our evaluatron 

The Chairman of the Commission informed us that (1) the 
carrier reserve had been established in an effort to pioneer 
a change in the insurance industry practice of retaining, 
as part of their reserves, the interest earned on funds re- 
served to pay claims, (2) the Corporations had transferred 
all but $200,000 of the carrier reserve to the special re- 
serve for use in offsetting underwriting losses incurred in 
1968, and (3) in negotiating the 1970 contract, the parties 
had agreed to delete the provision for a carrier reserve 
and to transfer to the special reserve any portion of the 
$200,000 originally earmarked for the supplemental benefits 
system analysis project that was not used for the project. 

Although the questions relating to ownership and dis- 
position of the carrier reserve funds have now been re- 
solved, we believe that, to avoid possible misunderstandings 
and to preserve the assets of the Plan's enrollees, the 
Commission should require reversionary interest provisrons 
to be included in any future contract amendments authoriz- 
ing the establishment of reserves by either the Corporations 
or the local plans. 
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CHAPTER 8 

INVESTMENT INCOME 

The Program earns Investment income from Program funds 
In the Treasury of the United States and from funds held by 
the carriers of the various health insurance plans. 

INTEREST ON FUNDS CONTROLLED BY THE COMMISSION 

The Commission deposits the premiums collected on the 
health insurance plans in the U.S. Treasury to the credit 
of the Employees Health Benefits Fund, The fund is avail- 
able, without fiscal year limitation, for the payment of 
premiums to the carriers and for the payment of the admin- 
istrative expenses and other charges of the carriers and of 
the Commission in administering the Program. Funds not 
immediately needed for Program operations are invested by 
the Secretary of the Treasury in interest-bearing securities 
of the United States. 

At December 31, 1969, the Secretary of the Treasury 
had invested about $140 million of Program funds in U.S. 
Treasury bills, bonds, and notes. 'These securities had 
maturity dates ranging from January 31, 1970, to Novem- 
ber 15, 1998, and were earning interest at annual rates 
ranging from 3-l/2 percent to 7-l/2 percent. We estimated 
that the average yield on such Investments for 1969 was 
about 5.1 percent, 

For 1968 and 1969 the total interest income earned on 
Employees Health Benefits Fund investments was $5.2 mil- 
lion and $6,3 million, respectively, Of these amounts, the 
Commission allocated about $3.5 million to the Plan for 
1968 and about $4,1 million for 1969. 

INTEREST ON INVESTMENTS BY CORPORATIONS 

The Commissxon's contract requires the Corporations to 
invest all Plan funds on hand which, in their judgment, are 
in excess of the amount needed to discharge promptly the 
obligations incurred under the contract (see p.llfor addi- 
tional discussion on investment of Plan funds) and to 
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distribute part of the investment income among the Corpora- 
trons and the participating local plans. 

The total amount to be distributed to local plans 1s 
computed by multiplying half of the amount of the risk 
charge for the contract year by the average rate of invest- 
ment income earned during the year. The amount to be dis- 
trlbuted to each participating plan is computed on the ba- 
sis of the amount of health benefit payments incurred by 
the plan in relation to the total amount incurred by all 
participating plans. Any remaining investment income is 
added to the special reserve held by the Corporations. 
(See p. 33.) 

Appendix II shows, for 1969 and cumulatively srnce in- 
ception of the Plan, the gross Investment income and the 
portion of this income distributed to participating local 
plans. 

At December 31, 1969, the Operations Center had about 
$6.5 mlllron of Plan funds in an Interest-bearing savings 
account and had invested additional Plan funds in securities 
having maturity dates ranging from February 1970 to January 
1979. The types and amounts of these securities are sum- 
marized below. 

Type of security cost 

U.S. Treasury obligations $17,470,545 
Oblrgatlons of: 

Federal home loan banks $ 3,000,000 
Federal land banks 13,740,430 
Federal National Mortgage 

Association 39,685,343 
Farmers Home Admrnistration 10,771,456 
Export-Import Bank of the 

United States 11,500,000 78,697,229 
Others 2,195,ooo 

Total $98,362,774 

During the year ended December 31, 1969, interest income on 
all investments amounted to $6,135,212, of which $144,529 
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was allocated to participating local plans and $5,990,683 
was credlted to the special reserve held by the Corpora- 
tions. 

ALLOCATIONS OF INVESTMENT INCOME AMONG 
THE HIGH AND LOW OPTIONS 

The Corporations allocate the portion of the interest 
income credited to the special reserve among the reserves 
applicable to the high and low options for Blue Cross and 
Blue Shield insurance and for supplemental benefits. Our 
review indicated that the balances of the special reserves 
for the high options were understated and that the balances 
for the low options were overstated, because the allocation 
method used by the Corporations had not resulted in dls- 
tributlng interest income among the options in proportion 
to the amount of each option's funds used in earning such 
income. 

Because changes In premium rates are based, in part, 
on the year-end balances of the special reserves, over- 
statements or understatements of the various options could 
result in the establishment of premium rates for the high 
and low options which are higher or lower than the rates 
required to pay the related benefit claims and expenses. 

Of the interest income of about $6 million credited to 
the Corporations' special reserve in 1969, about $1.1 mll- 
lion (18 percent) was allocated to the high-optlon reserves 
and about $4.9 million (82 percent) was allocated to the 
low-option reserves. These allocations were made by the 
Corporations under an allocation method which took into con- 
sideration only the special reserve balances at the begin- 
ning and end of a year, exclusive of the interest income 
earned during the year. 

J- We believe that the ,allocaZion,meJ&od use-the Cor- Yq..?"- 
porations did -no-t__result in dl~~&~~ng-~nterest income 
amonee optlons ~&-t~~-$?%$%r ratios beca_usot -"-------mm- 
take lnto-~~i~~~~~~~*-~~~~~~~~~~~-~~~t of--5nlerest 
earned,-eds he~%?~?$$~? of future benefit claiins, 
most of which were applicable to the high options. The 
balances of the special reserves at the end of a year 
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represent the cumulative surplus or deficit from operations 
after (1) deducting the llablllty for expenses and health 
benefits on which claims had not been received or processed 
and (2) adding any subscrrption income earned but not re- 
celved. 

At December 31, 1969, the 
special reserves, exclusive of 
during the year, totaled about 

balances of the Corporations' 
the investment income earned 
$14.8 mullion, whereas about 

$104.9 mrlllon was invested in nd a savings ac- 
count. Most of the difference of about $90 million rep-- 
resented funds held by the Corporations to pay future bene- 
fit claims. We belleve that these funds were principally 
applicable to the high options because, from inception of 
the Plan in 1960 through 1969, more than 90 percent of the 
subscrlptlon charges paid to the Corporations were derived 
from high-optlon premiums. 

In the draft of this report, we proposed that the 
Commlsslon initiate action toward the adoption of a method 
of allocatlng investment income that would result in rea- 
sonable and equitable distributions between the high- and 
low-option reserves. We suggested, as a possible means of 
achieving such distributions, that the method of allocatln ! 

I 
interest income among the high and low options be revised \i 
to take into consideration the estimated amounts required ' 
for payment of future benefit claims and the estimated ' 
amounts of subscription charges earned but not received 
from the Commission. 

Agency comments and our evaluation 

In commenting on our draft report, the Chairman of the 
Commlsslon stated that our suggested method of allocation 
had been discussed with the Corporations and that they had 
agreed to use this method of allocation commencing with 
calendar year 1969. 

Although the action of the Chairman carries out the 
recommendation in our draft report, we now believe that the 
revised method of allocation should be applied retroactively 
for each year since inception of the Plan because the bal- 
ances of the reserves, used as one factor in determining 
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subscription rates for the different options; will other- 
wise continue to be based, in part, on the prior inequi- 

able allocations of investment income. 

In August 1970 we discussed our views with a respon- 
sible official of the Commission. He stated that our con- 
clusion regarding the desirability of retroactive applica- 
tion of the revised method of allocation appeared to have 

and he said that the Commission would discuss 
this matter further with the Corporations. 

Recommendation to the Chairman, 
Civil Service Commission 

We recommend that the Chairman, Civil Service Commis- 
sion, require verification, as part of the Commission's 
periodic audits of the activities of the Operations Center, 
that the Corporations' allocations of investment income 
among the options are reasonable m relation to the sources 
of the funds used in earning such income. 
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CHAPTER 9 

STUDY TO BE MADE OF NEED TO CONTINUE 

MAKING ALLOWANCES TO LOCAL PLANS FOR 

MANDATORY CONTINGENCY RESERVES 

The laws of some States require local plans to maintain 
contingency or epidemic reserves in addition to their other 
reserves. The requirements for annual additions to the con- 
tingency reserves differ from State to State +c -cco&-anee 

; however, all of the States have laws 
which provide for discontinuance of such annual additions 
when a local plan's contingency reserve reaches a specified 
maximum. 3 

t 
ontract with the Corporations provides 

for a 0 participating local plans of amounts 
necessary to satisfy their mandatory contingency reserve re- 
quirements to the extent that such requirements exceed the 
pro rata shares of the risk charges applicable to such plans. 
Pursuant to this provision, contingency reserve allowances 
totaling $2,057,877 were charged to the Plan during the pe- 
riod July 1, 1960, through December 31, 1969. According to 
data furnished us by the Corporations in June 1970, about 
$1.4 million of the total allowances had been paid to 31 lo- 
cal plans in nine States; the remainder had been accrued but 
not paid. The cumulative payments to local plans ranged 
from $96 to $215,021 each. The allowances charged for 1969 
totaled $384,643. 

We noted that the State of New York had revised its 
law in 1965 to require local plans to add annually to their 
contingency reserves amounts equal to le of their an- 
n-&urn income with a maximum accumulation of 5 per- 
cent of such income,; the S&&e, law had previously required 
annual additions to contingency reserves equal to 2 percent 
of annual net premium income with a maximum accumulation of 
15 percent of such income. 

We examined into the effect of the change in the require- 
ments on a local plan in New York State which previously had 
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been paid allowances of Plan funds totaling about $80,000 
to assist in meeting the statutory reserve requirements. 
Our review showed that between December 31, 1964, and Decem- 
ber 31, 1965, this local plan's statutory reserve had been 
reduced by about $14.6 million. Also, because there was no 
provision in the Commission's contract requiring a return 

kd 
of funds in cases where statutory reserve allowances were no 
longer required, the local plan had been permitted to re- 

i 
tain the $80,000 of Plan funds it had previously received. 

On the basis of the balances totaling $111.4 million 
at December 31, 1968, of the reserves held by the Commission 
and by the Corporations (see p. 32,) and of the ability of 
the Corporations to obtain frequent increases in subscrip- 
tion charges to cover increases in health benefit costs, it 
appeared to us that additional contingency reserves were 
not needed to protect the interests of the Plan enrollees. 
Therefore we proposed in the draft of this report that the 
Commission undertake a study to determine the reasonableness 
of and the necessity for continuing to make allowances to 
local plans to assist them in meeting statutory reserve re- 
quirements. 

AGENCY COWNTS AND OUR EVALUATION 

In responding to our draft report, the Commission cited 
certain comments it had received from the Corporations re- 
lating to mandatory statutory reserves but did not other- 
wise comment on our proposal that the Commission make a 
study to determine the reasonableness of and the necessity 
for continuing to make mandatory statutory reserve alloF- 
antes to local plans. The cited comments consisted princi- 
pally of an explanation of the nature, usep and legal basis* 
for mandatory statutory reserves. 

The essence of the Corporations' explanation is that 
(1) a typical State statute requires a local plan annually 
to set aside in a restricted reserve a specified percentage 
of the subscription income received from all sources until 
the reserve reaches a prescribed maximum, (2) after alloca- 
tion to such a reserve, the funds lose their identity with 
respect to any particular line of business and are irretriev- 
ably commingled, and (3) the use of mandatory reserve funds 
depends-m the-ovesallxndemriting _experbmce of the local 
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plan rather than any single line of business, e.g., in the 
event of overall adverse underwriting experience, a local 
plan would use any available unassigned surplus to cover the 
loss before using its mandatory reserve, which generally may 
not be used without obtaining advance consent from the State 
insurance department. 

The Corporations stated that they could not consider 
deleting the provision for mandatory statutory reserves al- 
lowances from the contract and expressed the opinion that 
such an act would be inequitable because it would result in 
shifting the Federal employees' and Government's obligations 
to the local plans' other enrollees. 

We do not agree that deletion of the contract provision 
for statutory reserve allowances would be inequitable. To 
the contrary, we believe that, because the Commission and 
the Corporations maintain contingency reserves which, in 
our opinion, are adequate to protect the interests of the 
Plan's enrollees, the allowances to local plans for the pur- 
pose of establishing additional contingency reserves are in- 
equitable to the Plan's enrollees, who are required to pay 
for the unneeded additional contingency reserves in the form 
of increased premiums. 

After receiving the Commission's comments, we made a 
further review of the statutory reserve requirements of 
10 States, including seven of the nine States in which pay- 
ments had been made to local plans for statutory reserve al- 
lowances. 

The laws of each of the 10 States permitted local plans 
to invest their contingency reserve funds without placing 
any restrictions on the use to be made of the interest earn- 
ings on such investments and the laws of four of these 
States used the term ffsurplusff in describing the required 
contingency reserves. Nine of the States permitted local 
plans to retain custody of their contingency reserve funds; 
one State required that the contingency reserve funds be 
forwarded to the State for custody but specifically provided 
that local plans could arrange for investment of such funds, 
Thus, although the use of contingency reserve funds may be 
restricted, the local plans receive continuing benefits 
from the establishment of the contingency reserve. 
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The laws of some States specifically authorize the 
State insurance departments to exercise judgment with re- 
spect to the amounts of contingency reserves to be required, 
Since the maintenance of substantial contingency reserves 
by organizations other than insurance carriers, such as 
those maintained by the Commission and the Corporations, 
probably is unique in the insurance industry, we believe 
that, if the Program and the effects of the State require- 
ments were adequately explained to State insurance offi- 
cials, it might be possible to obtain the elimination of the 
contingency reserve requirements applicable to the operations 
of the local plans under the Plan. 

In July 1970 we discussed our views on the above matters 
with officials of the Commission. These officials stated 
that, in view of the potential for obtaining reductions in 
State contingency reserve requirements, the Commission would 
undertake a comprehensive study of the reasonableness of and 
the necessity for continuing to make allowances to local 
plans for assisting them in meeting statutory reserve re- 
quirements. 

We plan to examine into the adequacy and effectiveness 
of the Commission's actions after it has completed its study. 
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CHAPTER 10 

FINANCIAL MANAGEMENT ASPECTS OF PROGRAM1 

The Bureau of Retirement, Insurance and Occupational 
Health is responsible for administering the Federal Employ- 
ees Health Benefits Program. These responsibilities in- 
clude, among other things: 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

Negotiating with insurance underwriters, employee 
organizations, and other health benefits carriers 
to provide the health benefits authorized, 

Determining that carriers meet the established stan- 
dards and eligibility requirements and comply with 
contract provisions, 

Prescribing regulations, procedures, and forms for 
carriers, employing agencies, and enrolled employ- 
ees and annuitants, 

Determining the eligibility of enrolled employees 
to continue receiving health benefits after retire- 
ment and determining the eligibility of survivors 
of active employees and survivors of annuitants for 
continuing benefits, 

Receiving, depositing, and accounting for employee 
withholdings and agency contributions to the Employ- 
ees Health Benefits Fund and maintaining necessary 
control accounts and records, 

Withholding and depositing subscription charges 
from annuity payments of retirees and survivors, and 

Conducting a continuing study of the operation and 
administration of the Program, including surveys 
and reports on health benefits plans available to 
employees and on the experience of the plans. 
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APPROVAL OF ACCOUNTING SYSTEM FOR PROGRAM 

In furtherance of our interest in the financial man- 
agement practrces of Federal agencies, we made a number of 
suggestions to the Commission for improving its accounting 
for and reporting on the Program operatrons. 

In line with our suggestions, the Commission made cer- 
tarn revisions in its procedures which would provide full 
disclosure of the financial results of Program activities. 
The more significant revised procedures provide for record- 
ing in Program financral records and including in the fi- 
nancial statements: 

--the Program funds held by rnsurance carriers as re- 
serves. At December 31, 1969, these reserves totaled 
about $57.5 milkon of which about $20.9 million was 
held by the Corporations under the Plan. 

--the interest earned on the reserve funds held by the 
health benefits carriers. For the year ended Dec- 
ember 31, 1969, such interest income amounted to 
about $8 million, of which about $6 million had been 
earned on funds held by the Corporatrons for the 
Plan. 

After reviewing and testing the operation of the Com- 
mission's accounting system for the Program, we approved 
the system on November 25, 1968, as being adequate and in 
conformity with the principles, standards, and related re- 
qusrements of the Comptroller General. 

COMMISSION'S AUDITS OF OPERATIONS 
UNDER THE PLAN 

The Commission's external audits of activities at the 
Corporations t Operations Center and at partlclpatmg local 
plans are performed by the Office of Systems and Audits. 
The Chief of this Office reports to the Director Bureau of 
Retirement, Insurance and Occupational Health. 2iziza audits 
are performed as an aid to the admrnistration of the con- 
tract rather than as part of the Commission's central in- 
ternal audit function which is carried out by the Office of 
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Management Analysis and Audits, Bureau of Management Ser- 
vices. 

We revrewed the most recent audit report of the Of- 
fice of Systems and Audits on review3f the activities of 
the Corporations and the Operations Center, which covered 
the first three contract periods that began on July 1, 1960,, 
and ended on October 31, 1963. We also reviewed the latest 
report on audit of the Washington, D.C., local plans, which 
covered the five contract periods ended December 31, 1965. 
All of these audits had been directed primarily toward se- 
lected aspects of financial operations. 

We noted that no reviews or evaluations had been made 
by the Commission's internal audrtors of the activities re- 
lating to the Commission's negotiations of the contract 
with the Corporations and amendments thereto or of the 
Bureau's general adminrstratlon of the Plan activities. 

In our prior report to the Congress on the review of 
the Commission's internal auditing activities (B-160759, 
March 20, 19671, we expressed the view that the scope of 
the Commission's internal audit program should be expanded 
to include reviews of the external audit work and of the 
contract negotiation and administration activities of the 
Commission in the same manner as other Commission activities 
are reviewed to ascertain, on behalf of top management, 
whether they are being carried out properly and effectively. 

Subsequent to the completion of our review, the Direc- 
tor of the Office of Management Analysis and Audits in- 
formed us that a review of the external audit and manage- 
ment aspects of the Plan would be included as part of a re- 
view of the activities of the Bureau and that such a review 
had been started. 
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CHAPTER 11 

SCOPE OF REVIEW 

Our review was directed principally toward an evalua- 
tion of certain aspects of the policies, procedures, and 
practices followed by the Commission in administering its 
contract with the Corporations for providing health bene- 
fits to Federal employees under the Plan, The review did 
not include an evaluation of the actuarial assumptions 
used by the Comrmssion. 

We reviewed the basic legislation authorizing the Pro- 
gram and its related legislative history, We examined per- 
tinent records and interviewed officials of the Commission, 
the Corporations, and selected local plans concerning vari- 
ous aspects of Plan operations, 

In our review we examined into, among other things, 
(1) the reasonableness of the negotiated provisions of the 
Commission's contract with the Corporations, (2) the propri- 
ety and reasonableness of the amounts charged to the Plan 
by the Corporations and local plans for administrative ex- 
penses (except as noted on p, 26) and other charges author- 
ized by the contract, and (3) the effectiveness of the Op- 
erations Center's policies and procedures for the manage- 
ment and control of Plan funds. We also examined the Com- 
mission's audit reports and related working papers pertain- 
ing to the Plan. 

Our review was performed at Commission headquarters in 
Washington, D.C. , and at the offices of the Blue Cross As- 
sociation and the NationalAssociationof Blue Shield Plans 
in Chicago, Illinois; the Director, Federal Employee Pro- 
gram, in Washington, D.C.; the Operations Center in Wash- 
ington, D.C.; Group Hospitalization, Inc., in Washington, 
D.C. (local Blue Cross plan); Medical Service of the Dis- 
trict of Columbia in Washington, D.C. (local Blue Shield 
plan); Associated Hospital Service of New York, N.Y. (local 
Blue Cross plan); United Medical Service, Inc,, New York, 
N.Y. (local Blue Shield plan); and Blue Cross-Blue Shield 
of Alabama in Birmingham, Alabama (local Blue Cross and 
Blue Shield plan). 
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APPENDIX I 

GOVE-NT-WIDE SERVICE BENEFIT PLAN 

ENROLLEES AT END OF EACH CONTRACT PERIOD 

Number of enrollees 
Contract period ended Total Hush option 

Oct. 31, 1961 1,000,318 824,405 

II " 1962 1,098,498 942,042 

II " 1963 1,147,102 985,812 

II " 1964 1,218,260 1,087,165 

Dec. 31, 1965 1,248,756 1,120,449 

It " 1966 1,348,593 1,199,183 

1P H 1967 1,441,352 1,286,670 

Ii " 1968 1,475,514 1,308,650 

vt w 1969 1,508,613 1,330,113 

Low opt Ion 

175,913 

156,456 

161,290 

131,095 

128,307 

149,410 

154,682 

166,864 

178,500 



AFTENDIX II 

SUMMARY PRBPARED BY GAO OF STATEMFaNTS FURNISHED BY 

CROUP HOSPITALIZATION, INC , AS OPERATIONS CENTER TO THE 

U S CIVIL SERVICE COMMISSION 

ON ANNUAL ACCOUNTING AND RESERVES 

UNDER THE SERVICE BENEFIT PLAN 

CUMULATIVE FROM JULY 1, 1960,TO DECEMBER 31, 1969, 

AND FOR CONTRACT PERIOD JANUARY 1 TO DECEMBER 31, 1969 

SUBSCRIPTION INCOME 
Subscriptions accrued 
Additional subscriptions received from Civil Service Commis- 

sion's contingency reserve 

Total subscription Income 

HEALTH BENEFITS CHARGES INCURRED (note a> 

GROSS UNDERWRITING INCOME 

EXPENSE AND RISE CHARGES INCURRED 
Expenses of administering :he Sez-vxe Benefit Plan 
State taxes on premiums 
Risk charge 
Contributions toward contingency reserves of local plans re- 

quired by State laws 

Total expenses and risk charge 

GAIN OR LOSS(-) FROM OPERATIONS 

INVESTMENT INCOME 
Gross investment income 
Less risk charge share allocated to partlcipatlng local plans 

Net investment income 

EXPENDITURES FOR SUPPLmNTAL RESEARCh PROJECT (note b) 

GAIN OR LOSS(-) FOR THE PERIOD 

SPECIAL RESERVES, BEGINNING OF PERIOD 

SPECIAL RESERVES, END OF PERIOD 

Cumulative from 
July 1, 1960 to 

Dee 31. 1969 

Contract period 
Jan lto 

Jkc 31. 1969 

$2,605,190,226 5478,704,916 

35.923.067 17.543.576 

2,721,113,293 496,240,492 

2.586.274.58& 407.920.569 

134.838.712 8.327.923 

103.502.440 22,x0,940 
1,503,932 276,797 

33,709,260 5,706,857 

2.057.077 384.643 

140.773.517 28.529.237 

-5.934.805 -20.201.314 

27,696,463 6,135,212 
734.695 144.529 

26.961.768 5.990.683 

105.107 75.507 

20,921,856 -14,286,138 

- - 35.207.994 

$ 20.921.856 $ 20.921.056 

aIncludes the accrued liability for health benefits for which claims had not been received or pro- 
cessed At December 31, 1969, the accrued liability for suchclaims totaled about $141 6 million. 

b A discussion of the expenditures for the supplemental research project appears on page 34 

Note The basic financial statements used In preparing this summary have not been audited hy GAO 
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APPENDJX III 
Page 1 

UNITED STATES CIVIL SERVICE CQMMiSSIQN 

WASHINGTON, D C 20415 

This is in ree to you3 Be 26, lg@, letter enclof?ing 8 
dZX%ftOf~ Bea report Congress, on the Ckzmkis,sion~e 
ttukdnlshtion of the Govermnt-wide Service Benefit Plan of the 
PeaersJ. loyeer' B h Benefits Progrwn. 

!Ehisl&tergiven, ourviews onthe~os~~LitgMiRts~rec~n= 
dstions fn the ned fra the 
Blue cram ana an8 a copy of 

a f3tqwBte mem- 
of an edltarial natwe, tma BQae figuree 

d, which am not covered in this letter. Re- 
garding the tmmracy of the data pretm&e&,however, out staff he46 
not retraced the GAO au&t effwts to verify &I. the figures used 
in the Pepart, 

The GAO attie& the au&It of the headlqtaar~rs opekrations of Blue 
CrOSS/Shl arrest audits at this 

location f&t3ffj we have not made 
any In de then. Durlxqthfs miod 
the Bureaugs audit effort has been ~oneentrated oxt reviews at Blue 
Cross/shiela loc&a and at mase of the 40 or 80 c&her healtol 
bsnefit Puuls. 

seh point ion In tile PepoPt. 
edly woul ion13 am3 we have already 

We apprecb&e the CIAO efforts aad c rite in 

The Blue Cross (hof@.tal service8) aad Blue Shields (plhysician @mvices) 
Plan, dimmed ia the report, provi alth inmremce for about 1.5 
z3lllllon PehPal enPolle@s, OP Is-t 0fthetotgnlFedeml employees 

TI-IE MERIT SYSTCM-A GOOD INVESTMENT IN GOOD GOVERNMENT 
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and fm.nu1tants. Including family members, the Plan inmrea over 4.5 
rmllion persons under the Federal emplose program for an annual pre- 
rmum of about $'jOC million (1969). There are currently about 80 Blue 
Cross and 80 Blue Shield locals participating in this program. The 
Federal employee portion comprxses only about 6$ of their total business. 

The 6610 report in essence difxwsees a few of the matters involved in 
startUg, and operating the program for the first nine years. Although 
the drape report does not so state, the number and nature of the items 
&mussed confirms our belief that the program is being effectively 
a&sin etered . 

We are concerned however, that a reader of the report who is not 
mare of the size and background of program operations might gain a 
misleadxng impression. Partxularly, the draft report does not relate 
the audit points to the scope of the CQpirml~sion~s own efforts regarding 
the same utterer. Most of the items discussed in the draft report are 
refinements of or current extensions of the Coranission*s own efforts 
in getting these matters resolved For example, refer to our detailed 
ccaments regarding the firstauditpoint, onManagement of Funds, start- 
ing on page 3 of this letter Also refer to our detailed comments (p.11) 
on the point relatmg to obtain- interest credits on the claims reserves 
for all health benefit plans. This action by itself, has resulted ln 
actual savings of over $15,ooO,OOO to date. 

[See GAO note, p. 65.1 

We believe also that it is important that this report be considered in 
the light of the Congressional Lntent on administration of the program, 
as evidenced durw the legi6latlve process. The 1959 health benefits 
law provrded for contracting with qualified health benefit carriers 
meeting certain requx%ments, without regard to the normal competitive 
bid-g process. Xt was the intent of Congress that the Federal govern- 
ment was not to receive preferential treatment, but was to be in the role 
of a barge employer contracting for health benefits coverage for its 
employees. The concept further provided that the insurer8 were to operate 
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in accordance with inb&ry practices; an& under State lawa, including 
PsJringeny~uiredpr~~~es,endmalntainingre~~esrequFred 
by States. This concept adopted by the Congress, has for the past ten 
years provided a basis for a responsive program tailored to the needs 
ofthe employee. 

Management of funds 

The GAO &aft states that “We found that ftinds in excess of the a?muntB 

needed to meet current obli&@lons had not been invested by the Corpora- 
tions . After we brought thl$ matter to the attention of the Operations 
Center, actlone we333 taken to provide for investment of these funds. 

[See GAO note, p. 65.1 

Mlnimlzlng the amount of funds held in non-interest-bearing checking 
accounts undoubtedly wl3.l. result in improved earninge to the pederal 
Exuployee Plan. The discussion in the draft report however does not 
reveerl that this point is merely a follow up on sn earlier (1964) 
Bureau (RRXOH) au&t report made available to GAO staff. The Bureau 
report staked-- 

"The investment program based on excess funds not needed to dis- 
charge proaptly aXL obligations should be re-examined by the 
Corporations. %xgerlem2e factors such as checks cmtstanding, 
prompt bl-monthly payments from the Commlsslon, a minlmam cash- 
on-hand baUmce, and any other factor8 pertinent to the investment 
ppogmm should be considered in llleu of a constant requirement of 
one-half a month's subscription income." 

At the t&z&z of the Bureau's report the Corporationst policy was to retaza 
funds eqzasl to two-weeks1 benefit payments in checking accounts a% the 
Operatlone, Center. The Corporataone thereafter changed their policy, to 
reta%n only one-week's tenetit payments. 

The potential for earnings fmxn better fund management has lncreatred 
rapidly in the la& few years, because of large annual increases in ppe- 
kniums (benefits), and in interest rates. 

Regard&ng the e&mated a&itionaJ e~~nl~gs, the Corporatlona have 
indicated that became of 5h~w9 fluctuations in demand f'una requlrernents, 
and ju&gemental factors involved, the GAO estate of potential earmngs 
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1s higher than can reasonably be expected. We note that actualearnings 
1x1 the savings account, in the first f'ull year of operating under the 
revised procedure (1968) amounted to 8bcd $206,000 

[See GAO note, p. 65.1 

We note also that this audit point, subnutted to the Commission as part 
of 8 draft report for comment, has already been reported to the Congress 
as part of another fmal. report. (Compilation of Findmgs and Recomen- 
dations for improvmg Gmernmmt operations -- B-138162, February 26, 
lg'p).) The statemmts in that report should also be corrected with 
respect to the mtters discussed above under this caption. 

[See GAO note, p. 65.1 
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Return ofE'undsDuetheOperations Center 

The draf'breport dimuewes delayeinrefundi~to , certam over- 
ntre collected from !taospdal~ by the local. Blue Cpocss Plan in 
n&on, D. c. (cm). 

1965 the GHI contracts with 19 local hospits& pro- 
vided for tentative rite to hospitsk3s auring the year, ana final 

end. As sresultofaleugthy eoutroversy 
6 to be rewed, no 

l3ett1anta Starting in February 
pitalrwere gradually 

in adjusted, with 
refbnds going back to hospitals. @II did not allocate the net 
collections, to insurerafe groups (including FRP), uutil final settle- 
mentwithaparticuLarho~ital orgroupofhospitals. 

The reepome from the Corporations t&&es in part that -- 

"It has been the ice of the Progrfunto adjustmdx 
for ho with the practice of the local 
Plans al3 liues of business. Since 
the in July of 1g6Q through December 31, 
1968, the op-eratiom center has made nts to Plans of approx- 
imately $19,OOC,COO to reimburse them for net supplementary pay- 
naents to hospitals. Ikqenting on the Plfbns~ local practice, 
varying periods of time elapsea between the tme the Plans paid 
the hospitals an& the time they were reimbursed by the Operatione 
Center. Thus, the net effect of the practice for handling refuuda 
frm ad,jus~nts w-Ah hospitals has been more than fair to the 
BsOgr.fWA. 

"P'i.p.al settlemnts by CRI with hospitals in 1970 aud subsequent 
y-ears will no longer be acxmulated and billed at one time since 
the settlements will be baseed on the fiscal year of each hospital. 
GRI has initiated a new procedure for billinS amounts to the 
Operations Center for supplementary adjustments. This procedure 
is to credit the Operation6 Center quarkrly for all reftands re- 
ceived and to bill it for fiml payments n&de &ring the quarter.” 

Crediting the refunds quarterly under poce&ures now adopted by the 
Corporations appears to adequately resolve this matter for the future. 
We are prcmMin.g to obtain an interest adjustment, based on the retro- 
active application of the current policy which provides for quarterly 
crediting. 
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Admimstrat~ve Emnses 

The Corporations agreed to adjust for several items previously drscussed 
by the GAO staff, and for questioned entertainment expenees. 

[See GAO note, p. 65.1 

Regarding the point on deprecmtion at the Alabama Blue Cross and Blue 
Shield Plan the draft report indicates th8t as a result of a change in 
polxy the Plan had recorded a6 capital assets certain equipment which 
had been previmsly charged off to expenses. It is etated that the l3%P 
might ultimately have been charged twice for a portron (about $19,000) 
of the cost of the equipment--once when the equqmmt was initially 
purchased andchargedasan expenseandagaininfuture annualdepre- 
elation expense charges. 

As indxated mthe Braftreport,amemorandumwasismedtoalllocal 
plans participatitg in the Federal program, cautmnlng against possible 
duplicate chargee to the program for depreciation of equipment previously 
chargedtoexpense. It is noted however that though the plan recorded 
these Items as capital atmets, the draft does not make it clear that none 
of this depreciation on the asset6 had actually been charged to the Fed- 
eral earployae program. 
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TreaAaent of payments fran 
CQntinRency rwerQe 

The draft report at%empts to establish an interpretation of the Cmseion's 
contract with Blue Cross and Shield that MS not intended by either of 
the parties to the contrmt. Frm the time of the first payments fkom 
the contingency reserve (1964) the Ccmrmission has consistently handled 
all paymmts froxu this rem-v@ as part of subscriptions (premium) paid 
to Plmls. The mounts inthe contingencyreserve we collected 8s a 
part of the subscription chmge to enrollees, snd payments from it are 
used by the Plm for pt%y’bl$ cla;Sms, in the same mtnner 8s other subscsip- 
tions paid biweekly to the Plan. 

[See GAO note, p. 65.1 
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[See GAO note, p. 65.1 

As evidenced above, there has been no doubt between the parties to the 
contract about the way in which p6wnts fMnt the contingency reserve 
were intended to be handled. Also, the risk charges on such payments 
have been p&id In accordance with the intent of the contract and the 
contracting prtles. 
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[See GAO note, p. 65.1 

[See GAO note, p. 65.1 

Tke Blue Croes/Shield corporations stated in the& reqonse to the draft 
report -- 

"It qpewe tkat the GAO fttBeportreflects smemisunder- 
8ingeseto%he nature,use, andlegalbasls fortbemendatory 

3tatutory retserves. Theywerequiredby state statute or by 
regulation having the force ad affect of statute. A Plan cannot 
avoi& setting aeride such reservee in key are reqtired. 
The typical statute reqdreil tkeir ac the rate of *Xv 
percent of all stxbscriytaon Bnc they reach a 
prescribed atwhiclot contributions frQea ala groupa and 
lines of bursinees ceme, until the reserve falls below the xaxlnua. 

"Although the ory rewrve ia taken off the %op' of the 
subscriptkm charge, and ir levied, uniformly, against every group 
and every l%ne of the Plan'8 business, perhaps the most important 
chfuacteristic of theBe rewrves ie that once allocated, they lose 
their identity witk respect to any psrticulaz group or line of 
burineea artd are irretrievably coamgled. 
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'Their use then depends upon the overall underwriting experience of 
the Plan rather than the experience of say single group or line of 
business. In the event of overall adverse underwriting experience, 
a local Plan ulll tom first to any unassigned surplus to cover the 
loss. If such fknds are insufficient, the ssux3atory reserve is 
used (ususlly requiring the advance consent ef the State Insurance 
DepartIneIlt) . Use of these reserves relates in no way to the pertic- 
ular groups op lines of business that originally contributed them. 

"The GAO Report suggests that provision for the payment of mandatory 
reserves to local Plans be deleted from Contract CS 1039. This the 
Corporations cannot consider, as such an act would simply shift the 
Federal Employeee' and Covernwnt's obligation to the rest of the 
Plans' subscribers, a patently inequitable condition. 

"Under this circusMance, the question as to whether or not a local 
Plan would contmue to partzcipate in the Program in the absence of 
provision for sandatory reserve payments beccunes mc~trt. 

"The Report also suggests inclusion in Contract CS 1039 of a 'rever- 
sionary interest' clause to apply in the event of camellation or 
reduction in mandatory reserve requrremznts, or termination of the 
master contract, or the participating agreement between the Corpo- 
rations and any local Plan. Such a provision would be in direct 
conflict with the underlying purpose of the nrandatory reserve (and 
perhaps with state statutes). This type of reserve is intended to 
guard against unanticipated severe adverse underuriting experience 
with respect to a local Plan's business as a "whole," not with 
respect to any particular group or line of business. Since, to 
the best of our knowledge, none of the states requiring lpandstory 
reserves recognize any reversionary interest in them to particular 
groups or lines of business, the Corporations concur with the 
opmion of the RRIOH Director, that such a provision in Contract 
CS 1039 would result in preferential treatment to Federal Bnployees 
over loce3 Plans' non-Federal subscribers, and is therefore inequit- 
able and undesirable." 

[See GAO note, p. 65.1 
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Allocations of Inveetziient Income 
between the High and Low Options 

The draft report mggests adoption of a different method of allocating 
investaent inccene between the high and low options. 

The suggested allocation method has been discussed with theyPlan and 
they have agreed to use the method suggested in the draft report, 
startingm.th calehdaryear 1969. 

Interest on claims reserve (carrier rmerve, etc.) 

The report draft describes in some detail the Co81ppi86ion~s accomplishment 
in resolving a problem relating to interest earned on funds reserved for 
unpaid clams (claims reserve). When the Federal Bployeesr health Bene- 
flt Act was passed in Wjgthe intent of the Congzesa, as evidenced by 
the legislative history, wae that the Federal employees health benefit 
program was hot to receive preference over other policyholders of the 
insurers. When the firat contracts were let, the Commission khew of no 
other large group insurance policiee that directly credited the polmy- 
holder with interest earned on funds reserved to pay accrued cl&m--the ' 
established industry practice was that such earnings became part of the 
reserves of the insurers. Therefore none of the initial contracts with 
the 40 or so health benefit Plans prov@ed for any special handling of 
such anterest earnings. There was however, a contract clause reqmring 
a credit for intere& earned on Special Reserve funds, in which the pro- 
grrua has a vested interest. 

Af-ter a year'e operations, ahd reviewt3 of these operations by the 
Commmsion, the nd x!ze’iAd of handling efmnings on the clams reserve 
was questioned. As the recited history indicates, it took eom time and 
effort to gain acceptance of a ma&m policy change that was in variance 
with the established industry practice. 

It &ould be noted that the questton of interest ecunings on funds 
retained to pay accrued claim was not peculiar to the Blue Cross Plan. 
The Commission took a si.&lm position on the Aetna Plan and on the 4.0 
or so other Plans. The Com&ssionts effort@ in pioneering this change 
in industry practice resulted in obtaining credit to the Federal Employee 
Program, for all interest on the claim reserv@ since inception, for all 
Plans. The interest oredits obtained for the Federal program a$ a result 
of these efforts through 1969 exceeded $15 million for all Plans. 
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The following response fpace the Corpmations, Ps in coaimmnce with the 
ati views of the C 33100 -- 

ihe GAO Report is essenti~ accurate ti -Lotte recitation &n the 
GAO d.r%f%% of the history of both the Special and Carrier Reserves. 
Ae ~loted U the Reportt, the aa%arsing element ia the rationaale for 
e&abliWnt of the cahprxm pleaserve. 

"At the tine Con-t CS 1039 wae initii3JJ.y negoti&ed (1950), it 
ipat& that f'unds held by the Corporations to satisfy 

dbutunpaidclt&n~woaldbe 
%fker the contra& becme effec- 

8 flrocae tlus source woula b8 
m=ailsble for inv-estmmt. Atthattb2 (1960) itwm fairly coma 
pmdxb? In the health mmee industry, and partic~.U~ly in the 
cm? of Blue Cross mad Blue Shjeld, for -&be Carrier to retain title 
to mterest emned OR such fknds (a.2though this type of carrier 
incw 3 wuuably taken into aammt in cakulating subscription 
-w 

"Afta etiensiva negotiations between the Corpomtions ernad the 
Cession (ll96l.-1962) in which the chief issue was ownership of 
interest earned on these "float." Bmds, *he Crier Remme was 
eskblished 88 an equitable middle gmund for the holdmg and u6e 
of this ts of imestment income. As the Program aatured, the 
Coaaissica and the Corpomtiom increasingly beema aware that the 
CegPier Reserve arrangemnt was unneceas8ry, 

'"The Coz-pm+at.icms, in 1966, abandoned thels origim3 posita.on by 
8greemg to d3.5po8e of the Carrier Re0em, *ial.ly by offsetting 

mmer as the Special Reserve is 
certain research projects: exclu- 

thderwrit~ experience was 
rmch that 19643 was the first 
implemmted. 

"At that time, as indicated in the GM ,&&=aftt Re]eort, all but 
$200,000 was tramfez-red to the Specml Reserve. That mount was 
retakaaed inthe Carrier Reserve esnde ked for the Supplemental. 
Benefits quc#xm study 88 noted in th Rqmt . 

"In neegotiatiag the 19'TO Co&r-m% the lea agreed to delete 
the provision for a Carrier Reserve. Of the 

ked $200,&M approx ely $go#50 53 being 
carried in ~hn asset amnmt to cover the remaining cost8 of the 
Supplement~XL Benef%ts System Analysis Project. To the extent 
it 1s not used, it will be traneferred to the Special Reserve, 
mua, the pmgmm has received the entire benefit of the CarrFer 
Reserve." 
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[See GAO note below.1 

Comnissionts audits of operations 

Starting at the bottcm of page 50, the rep& state6 that: "We reviewed 
the Commission's most recent audit report on the Corporations and the 
Operations Center, whmh cm+red the first three contract periods begin- 
ning on July 1, 1960, and ending on October 31, 1963." Though the 
statement is technIcally correct it might be misleading, in that the 
audit work was performed, and the report issued in October 1s. Also, 
though no formal. reports were mmed, segments of the operations have 
smce been reviewed in connection with audits of local Plans, and ' 
special reviews have been made of sonm egments, 

The draft also states: "We also reviewed the latest audit report 
relating to the Washington, B. C. local Blue Cross-Blue Shield plans, 
which covered the five contract periods ended December 31, 1965." Here 
also, the report should show that the audrt work was perfonaed and the 
audit report issued in August 1967. In December 1966 the CA0 audit 
staff commced their field audit work at the same location, on the 
draft report to which we are respondzng. Consequently, as already 
stated, we delayed further in-depth audits at this location during 
that period. 

Sincerely yours, 

c 

Attachment 

GAO note: The deleted comments relate to matters presented 
in the draft report which have been revised In 
the fmal report. 
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PRINCIPAL OFFICIALS 

OF THE 

UNITED STATES CIVIL SERVICE COMMISSION 

RESPONSIBLE FOR THE ADMINISTRATION 

OF THE 

FEDERAL EMPLOYEES HEALTH BENEFITS PROGRAM 

Tenure of offwe 
From To - 

COMMISSIONERS : 
Robert E. Hampton, Chairman Jan. 1969 Present 
John W. Macy, Jr., ChaIrman Mar. 1961 Jan. 1969 
L. J. Andolsek Apr. 1963 Present 
Robert E. Hampton July 1961 Jan. 1969 
James E. Johnson Jan. 1969 Present 

EXECUTIVE DIRECZCOR: 
Nicholas J. Oganovic June 1965 Present 

DIRECTOR, BUREAU OF RETIREMENT, 
INSURANCE AND OCCUPATIONAL 
HEALTH (formerly Bureau of 
Retirement and Insurance): 

Andrew E. Ruddock Sept. 1959 Present 

US. GAO, Wash.. D C 
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