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" COMPTROLLER GENERAL'S THE GOVERNMENT-WIDE SERVICE BENEFIT PLAN--

REPORT TO THE CONGRESS BLUE CROSS AND BLUE SHIELD FOR FEDERAL
EMPLOYEES~-NEEDS IMPROVED ADMINISTRATION
Civil Service Commission 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-
T1on at December 31, 1969. It 1s administered by the Civil Service Com-
mission under contract with two nonprofit corporations--the Blue Cross
Association 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 medical
1nsurance to Federal employees and annuitants 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 $4.70 for the applicable Government contribution. Premiums
totaled $496.2 million for calendar year 1969. In addition, the Special
Studies Subcommittee of the House Committee on Government Operations had
expressed a particular interest in Federal employee health programs.

FINDINGS AND CONCLUSIONS

Loss of investment income

Instead of 1nvesting all cash not needed for promptly discharging the
Plan's obligations, Group Hospitalization, Inc., kept substantial amounts
in non-1nterest-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.)
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The Operations Center advanced funds to certain local plans, apparently
in excess of the amounts needed by these plans to meet current obliga-
tions and thus reduced the funds available for investment. This hap-
pened because a formula used for computing the needed amounts overstated
?he number of days required by the local plans to obtain reimbursement.
See p. 19.)

Administrative expenses

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

Allowances for contingeney reserves

The laws of some States require the local plans to maintain contingency
reserves 1n addition to their other reserves. The contract authorizes

the Corporations to make annual allowances to Tocal plans in amounts nec-
essary for satisfying these laws. Allowances of $2.1 m1lion were
granted to 31 local plans 1n nine States from inception of the Plan 1n
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' inter-
est. The enrollees have to pay for these allowances in the form of in-
creased premiums. (See p. 41.)

Allocations of investment income

The Corporations allocate their investment income among the reserves

of the high and Tow 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 premium rates
are based, in part, on the balances of the special reserves, premium
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 )

Mirscellaneous

Information 1s also included 1n this report on:

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

--Amounts of taxes on 1nsurance premiums paid to the States and other
taxing jurisdictions and charged to the Plan. (See p. 28.)
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--Reductions 1n 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 Commission 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.)

RECOMMENDATIONS OR SUGGESTIONS

GAO's major proposals to the Commission for improving administration of
the Plan related to:

--Increasing the interest income earned by the Plan by ensuring that:

1. The Corporations' Operations Center promptly invests all funds
not 1mmediately 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 reasonabieness of and the necessity
for continuing to make allowances to local plans to assist them 1n
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 1n T1ine with such proposals.

The Intergovernmental Relations Subcommittee, House Committee on Govern-
ment Operations, held hearings on various aspects of the administration
of the Plan during May, June, and July 1970. Testimony during the hear-
1ngs revealed that certain high officials of Group Hospitalization Inc.,



also were officers of the banks in which the Operations Center maintained
the non-interest-bearing checking accounts (See p. 13 )

Commission officials stated during the hearings that they had commenced
a review to (1) resolve any conflict of interest problems, (2) make re-
troactive interest adjustments, 1f appropriate, for the period during
which excess funds had been kept 1n non-interest-bearing accounts, and
(3) ensure prompt and prudent investment of funds not needed for immedi-
ate disbursement (See p 14 )

At the hearings an official of Group Hospitalization, Inc , stated that
the Operations Center had maintained balances 1n checking accounts 1n
accordance with instructions received from the Corporations and expressed
the opinion that no conflicts of interest had been 1nvolved He said,
however, that arrangements had been made to ensure the daily 1nvestment

of all available cash except ihat needed to cover disbursements for that
day. (See p. 15.)

MATTERS FOR CONSIDERATION BY THE CONGRESS

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

The report may be useful to the Congress in 1ts deliberations on pro-
posed legislation, such as House b111 769, Ninety-first Congress, first
sesston This bi11 would exempt insurance premiums under the Program
from taxation by States and by political subdivisions.



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 i1s 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,
8901), provides hospital, surgical, and medical insurance
to Government employees and annuitants and to their depen-
dents or survivors, The cost of the Program 1s shared by
the participants and by the Govermment, 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



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 1t 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
12-month contract period of January 1 to December 31, 1969.
Appendix II shows, for 1969 and cumulatively since incep-
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 1in appendix IV,

CONTRACT FOR THE PTAN

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 eligible 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 Corporatiomns.

The contract with the Corporations sets forth the
basic and supplemental benefits provided by the Plan., Basic
benefits provide protection for hospital services, surgery,
in-hospital medical care, maternity care, and certain other
physicians' services, Supplemental benefits, with a de-
ductible,1 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,

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 i1n 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 BIUE SHIELD ORGANIZATTONS
ADMINISTERING THE PIAN

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 1s 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,

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



Corporations

The contract i1s 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 planms,

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; prepares accounting and statistical reports
required by the contract with the Commission; and 1issues
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 1in 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 1ts area, called member hospitals. The agreements



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 "usual, customary, and rea-
sonable" fees,

There are two types of agreements between the Corpora-
tions and the local plans, If a local plan acts only as a
claims-paying agent, the agreement 1s 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.



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 1s 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 subscription charges all amounts collected from both the
Government and enrollees, except funds reserved for admin-
istrative expenses and contingencies, 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
contributions 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 IITI, and his comments have been incorporated in the
body of the report, where appropriate,
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CHAPTER 2

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 year. 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, consisting of (a) the administrative
expenses incurredJ:Eut-ae%—%owexceed#ﬁwéwpefeentmof
subscription.charges) (b) all taxes incurred, (c)-e—
risk chargesin.-an.ameunt~equal~to~a specified-per-
centage-.of..su scx;ptianwchaagggizand (d) the amount
necessary to satisfy State contingency reserve re-
quirements of participating local plans to—the-eX-
tent such.-requirements—exeeed—the-planst—portromrof
the risk.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 promptly discharging

11
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the obligations incurred under the Plan, had maintained
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

. 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 1in

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 mil-
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 Commission's ad-
ministration of the Plan on May 21, June 30, and July 1,
1970, Testimony 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 Natiomnal
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
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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 businessman'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 filed in the U.S. Dis-
trict Court for the District of Columbia on behalf of three
individuals against the Corporations; Group Hospitalization,
Inc.; the National Savings..and.Trust Company and two other
banks; and certain officers 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-
ling the defendants to render an accounting of all monies
and property received in connection 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 enriched 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 Intergovermmental 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.

P Y W’%ﬂ. + Pee

The Director, stated 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 maintained 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. He said that the officials of Group Hos-

Ty
pitalization, Inc., 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 involwved.

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
that hadded to cover disbursements for that day. He said
furtﬁer 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
Plan funds it had collected from local hospitals before re-
mitting portions of the funds to the Operations Center.

The retention of these funds deprived the Plan of the in-
come that otherwise would have been earned by investing the

funds,

The agreements between local plans and hospitals pro-
vide 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 end of each 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 1ts obligations under the Plan, i1t 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 portion 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 i1n this fund in excess of current needs were invested
in short-term Treasury bills. We estimated that, during the
17-month periocd 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 the interest 1t had earmed o n the in-
véstment of these funds.

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
8750,000 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
the interest income it earned on the Plan refunds because
theré™Wwas 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 hospitals because 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 intents. and purposes, one en-
tkgz_ylth the same personnel keeping accounting records and
processing payments to and receipts from local plans, there
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 within rel-
atively short pericds 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 initiate '

action 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
b1ll 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 i1n 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 Commilission

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 Commission determine whether
there have been delays by other local plans in remitting
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refunds received from hospitals and, 1s so, initiate appro-
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 used in computing
the amounts needed had resulted in overstating the number
of days required by the local plans to obtain reimbursement.
After we brought this 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, 1f properly implemented,
the revised method of computation will result in minimizing
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:

"k** and, in the sound discretion of the Corpora-
tions, to make an advancement to any Plan in such
amount as 1s 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
estimated 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 1t 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 in 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
nlans.

It appeared to us that the formula used by the Office
of the Director had resulted in overstating the number of
days required by local plans to obtain reimbursement and
therefore could have resulted in an overstatement of their
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
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. Our
review showed that, as of June 30, 1969, a total of
$19.7 million had been advanced to local plans. We esti-
mated that, 1f the revised formula had not been used, these
advances would have totaled about $20.2 million, 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 i1s a summary for the four calendar
years ended December 31, 1969, of the portions of subscrip-
tion charges which the Commission forwarded to the Opera-
tions Center and of the enrollees' claims recorded by the
Operations Center.

Underwriting
Subscription Enrollees' profit or
Year charges claims loss(=)
(millions)
1966 $302.72 $272.8 $29.9
1967 378.0 342,2 35.8
1968 386.2 406.6 —20.4
1969 496,22 487.9 8.3

#Includes 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 subscription
charges.
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Service Benefit Plan

Biweekly Subscription Rates Effective

Increase
7-1-60 to 1-1-70

Option 7-1-60 11-1-64 7-18-66 1-1-67 1-1-68 1-1-69 1-1-70 Amount Percent
High--self only
Individual $211 $292 $254 $332 $38% $498 $557 $346 164 0
Government 130 1.30 1 68 1 68 1 68 1 68 168 __38 29 2
Total $3.41 5. 422 5 422 $500 $557 5. 6.66 $.7 25 $3 84 112 6
High--self and family
Individual $582 $788 $69 $89 §9.5 51216 51359 §7 77 133 5
Government 312 312 4 10 410 4 10 4 10 4 10 98 31 4
Total $8 94 $11 00 $11 00 $13 06 $13 60 $16 26 $17 69 48 75 97 9
Low--self only
Individual $1 30 $130 $ 1.30 4168 $168 $176 $216 § 86 66 2
Government 1.30 130 130 1 68 1 68 1 68 1 68 38 29 2
Total $2 60 $.2.60 $ 260 5336 $. 336 $344 $384 124 47 7
Low--self and family
Individual $344 §$344 $328 $410 $410 $424 $530 $1.86 54 1
Government 3 12 312 328 4 10 4 10 4 10 4 10 =98 31 4
Total $6.56 $ 656 5656 $820 $820 $8B.3% $9 40 8284 43 3

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 Gov-
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 options, 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
permitted every 2 years and that (2) changes in subscription
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charges in the intervening periods be discouraged and lim-
1ted to the anticipated cost of benefit changes made at
that time, or changes in anticipated claims over those
originally projected.

The Commission 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 officials who expressed the opinion that,
because of rapid increases in health benefits costs, the
amount of premium increase required to support the benefit
structure for a 2-year period would be prohibitively high
for the first year.

In a January 1969 report "Analysis of Premium and &x-
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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CHAPTER 4

ADMINISTRATIVE EXPENSES

Administrative 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 contributions made by the employees, annuitants,
and the Government be set aside in the Employees Health
Benefits Fund to pay the Commission's expenses of adminis-
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 million and $1.2 million, respectively,

ADMINISTRATIVE EXPENSES OF THE CORPORATIONS
AND IOCAL PIANS

Under the Commission's contract the Corporations are
entitled to reimbursement for:

nik% the actual necessary expenses incurred 1n
connection with the administration of this con-
tract, determined by the corporations on an equit-
able and reasonable basis, with proper justifica-
tion and accounting support.'

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-
ministrative 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, D.C., 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,

Administrative expenses charged for
contract vear ended December 31

(millions)

1966 1967 1968 1969

Local plans:
Blue Cross $ 4,1 $ 4,8 $ 5.7 $ 7.4
Blue Shield 3.8 4,9 6.5 10,7
Operations Center 2.2 2.5 3.3 3.6
National associations 02 e3 02 s
Total $10.3 $§12.5 $15.7 §22,2
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Our review of the administrative expense charges, which
was made principally in 1967 and 1968, covered selected
charges by the national offices of the Blue Cross Associa-
tion and the National Association of Blue Shield Plans in
Chicago, Illinois; by the Office of the Director, Federal
Employee Program, in Washington, D.C.; and by the local
plans in Birmingham, Alabama; New York, N.Y., and Washing-

ton, D.C,

We did not make a comprehensive review of the adminis-
trative expense charges by the Operations Center and by the
local plans in Washington, D.C., because officials 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 official of the Operations Center later advised us
that the reallocations of administrative expenses for 1966
and 1967 had been completed, These reallocations resulted
in a2 net decrease of $360,047 in the total administrative
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 administrative expense
charges covered 1in our review, we noted certain question-

able charges, principally by the Corporations, which were
brought_to the attention of the Commission's Bureau of Re-
tirement, Insurance and Occupational.Health. These ques-
tioned charges related mainly to travel and entertainment
expenses and to allocations of the costs of actuarial ser-

vices,

The Director of the Bureau agreed that many of the
individual i1tems we had questioned represented questionable
charges, and he said that the Commission would make a fur-
ther review to determine whether these charges were allow-
able under the contract, The Chief of the Commission's
Office of Systems and Audits subsequently advised us that
audit exceptions had been taken with respect to the charges
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for administrative expenses and that the Corporation 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 Shield local plan had re-
corded as capital assets certain equipment which had been
previously charged off to expenses. Under this revised ac-
counting procedure, the Plan might ultimately have been
charged twice for a portion (about $19,000) of the cost of
the equipment--once when the equipment was initially pur-
chased and charged as an expense and again in future annual
depreciation expense charges.

After we brought this 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 Commission informed us that a
memorandum cautioning against possible duplicate charges
for depreciation of equipment previously charged to expense
had been 1ssued 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 premium taxes levied 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 $1,280,813°% 100.00

&1n addition, State premium taxes of $223,119 had been ac-
crued by the Operations Center but not reimbursed to local
plans.

We noted that proposed legislation (H.R. 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.
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CHAPTER 6

RISK CHARGE ALLOWANCES

Since inception of the Plan in 1960, the Commission's
contract with the Corporations has provided for annual risk
charge allowances equal to specified percentages of sub-
scription charges. The purpose of these allowances has
been to compensate the local plans for the underwriting
risks i1nvolved. 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 risk charge allowance
which was to be determined on the basis of the number of
months' subscription charges in the total Plan reserves held
by the Corporations at the end of the year, as indicated be-
low, for the 1966 contract.

Percent of
subscription charges

Number of months' allowable as

subscription charges risk charge
3.127 or more 1.0
2,139 but less than 3.127 1.1
1.151 " " "o2,139 1.2
Less than 1.151 1.3

For 1967 the method of computing the risk charge al-
lowance was the same as that in 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 subscription 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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Subscription Risk

Year charges charges
~—————(m11lions)

19566 $302.7 $3.6

1967 378.0 4.2

1968 386.2 4.4

1969 496.2 5.7

The Commission's regulations provided that, if the re-
serves held by the Corporations at the end of a year were
less than a specified amount, the Corporations were enti-
tled to a payment from the contingency reserve held by the
Commission. The regulations provided 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, paid $15.8 million
from the contingency reserve for the Plan and allowed a
risk charge of 1.2 percent of the $15.8 million, or about
$190,000, We questioned this portion of the risk charge
allowance, because 1t appeared to us that the 1966 contract
provisions for the Plan could have been interpreted as not
permitting a risk charge on the contingency reserve payment.

The contract contained no provisions relating to pay-
ments from the contingency reserve, but 1t did specify that
the subscription charges paid 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 Commission and the Corpora-
tions had understood that payments from the contingency re-
serve were to be treated as subscription income and that a
risk charge would be allowed on such payments. These offi-
cials 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 effective 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 subscription
charges would reduce expenses by about $900,000 for 1970.
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CHAPTER 7

RESERVES
1ty of the Corporations to fulfill their com-
mitment to provide-bepefits to Federal employees enrolled
in the Plan depends firSt-ep the adequacy of the rates™

charged. As a backstop to the“iacomgwneeefﬁww during a
year, the Plan has accumulated-r&Sefves from operations of
prior years. The e-reSérves are maintaiffed_in part by the

Com?iiiignwaﬁﬁ”in part by the Corporations.
Mﬂ"w

e

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 liability 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
claims attributable to the high and low options.

December 31

Reserves for accrued claims 1969 1968
(millions)
High option $133.7 $108.2
Low option 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 fairly 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.
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Carrier reserve

As a result of a July 1962 amendment retroactive to
the first year of the Plan, the contract between the Com-
mission and the Corporations provided that any investment
income remaining after distributing the risk charge portion
of the 1investment 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 "freeze' 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 provision 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
Corporations, 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 incidental 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 savings of about $530,000 were ex-
pected to be realized through implementation of this system.

In the draft of this 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 evaluation

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 provisions
to be included in any future contract amendments authoriz-
ing the establishment of reserves by either the Corporatiomns
or the local plans.
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CHAPTER 8

INVESTMENT INCOME

The Program earns investment income from Program funds
1in 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 3-1/2 percent to 7-1/2 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 CORPORATTIONS

The Commission'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. 11 for addi-
tional discussion on investment of Plan funds) and to
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distribute part of the investment income among the Corpora-
tions and the participating local plans.

The total amount to be distributed to local plans 1is
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-
tributed to each participating plan 1s 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 since 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 million 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 817,470,545
Obligations of:

Federal home loan banks $ 3,000,000

Federal land banks 13,740,430

Federal National Mortgage

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

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

37



was allocated to participating local plans and $5,990,683
was credited 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 dis-
tributing 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 mil-
lion (18 percent) was allocated to the high-option 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.

We believe that the allocation method used by the Cor-
porations did not result in distributing interest income
among_the options in the proper ratios because it did not
take 1nto consideratish the substantial amount of interest
carned on funds held for payment of future benefit claims,
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 liability for expenses and health
benefits on which claims had not been received or processed
and (2) adding any subscription income earned but not re-
ceived.

At December 31, 1969, the balances of the Corporations
special reserves, exclusive of the investment income earned
during the year, totaled about $14.8 million, whereas about
$104.9 million was invested in securities and a savings ac-
Gount, Most of the difference of about $90 million rep-
resented funds held by the Corporations to pay future bene-
fit claims. We believe 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
subscription charges paid to the Corporations were derived
from high-option premiums.

In the draft of this report, we proposed that the
Commission initiate action toward the adoption of a method
of allocating 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 allocatin
interest income among the high and low options be revised ‘!
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
Commission 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-
N wise continue to be based, in part, on the prior inequi-
table 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-
V§ tion of the revised method of allocation appeared to have

{ some merit, 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 in relation to the sources
of the funds used in earning such 1income.
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CHAPTER 9

STUDY TO BE MADE OF NEED TO CONTINUE

MAKING ALIOWANCES 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 in-aceerdanee
with the-State-law; 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, 2

necessary to‘satlsfy 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 1 t of their an-
nual net premium income with a maximum accumulation of 5 per-

cent of such income; the States 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
of funds in cases where statutory reserve allowances were no
longer required, the local plan had been permitted to re-
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 asgist them in meeting statutory reserve re-
quirements.

AGENCY COMMENTS 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 allow-
ances to local plans. The cited comments consisted princi-
pally of an explanation of the nature, use, and legal basis-
for mandatory statutory reserves. -

The essence of the Corporations' explanation is that
(1) a typical State statute requires a local plan amnually
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 on the overall underwriting experience 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 Govermment'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 "surplus" 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 ard 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.

44



CHAPTER 10

FINANCIAL MANAGEMENT ASPECTS OF PROGRAM

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-

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 provisiomns,

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 recods,

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 practices of Federal agencies, we made a number of
suggestions to the Commission for improving its accounting
for and reporting on the Program operations,

In line with our suggestions, the Commission made cer-
tain 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 1n Program financial records and including in the fi-
nancial statements:

--the Program funds held by insurance carriers as re-
serves. At December 31, 1969, these reserves totaled
about $57.5 million 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 Corporations 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-
quirements of the Comptroller General.

COMMISSION'S AUDITS OF OPERATIONS
UNDER THE PLAN

The Commission's external audits of activities at the
Corporations' Operations Center and at participating local
plans are performed by the Office of Systems and Audits.
The Chief of this Office reports to the Directog} Bureau of
Retirement, Insurance and Occupational Health. dggéh audits
are performed as an aid to the administration 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 reviewed the most recent audit report of the Of-
fice of Systems and Audits on review of 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 auditors 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 administration 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, 1967), 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 ys 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

Qur review was directed principally toward an evalua-
tion of certain aspects of the policies, procedures, and
practices followed by the Commission in administering 1its
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 Commission,

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 operatiomns.

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 National Association of Blue Shield Plans
in Chicago, Illinois; the Director, Federal Employee Pro-
gram, 1n 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

GOVERNMENT-WIDE SERVICE BENEFIT PLAN

ENROLLEES AT END OF EACH CONTRACT PERIOD

Number of enrollees

Contract period ended Total High option Low option
Oct. 31, 1961 1,000,318 824,405 175,913
n w1962 1,098,498 942,042 156,456
" " 1963 1,147,102 985,812 161,290
" " 1964 1,218,260 1,087,165 131,095
Dec. 31, 1965 1,248,756 1,120,449 128,307
" 1966 1,348,593 1,199,183 149,410
" 1967 1,441,352 1,286,670 154,682
" " 1968 1,475,514 1,308,650 166,864
" " 1969 1,508,613 1,330,113 178,500
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APPENDIX ITI

SUMMARY PREPARED BY GAO OF STATEMENTS FURNISHED BY
GROUP HOSPITALIZATION, INC , AS OPERATIONS CENTER TO THE
U S CIVIL SERVICE COMMISSION
ON ARNUAL 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

Cumulative from Coatract period
July 1, 1960 to Jan 1 to

Dec 31, 1969 Dec 31, 1969
SUBSCRIPTION INCOME

Subscriptions accrued $2,685,150,226 $478,704,916
Additional subscriptions received from Civil Service Commis-
sion's contingency reserve 35,923,067 17,543,576
Total subscription income 2,721,113,293 496,248,492
HEALTH BENEFITS CHARGES INCURRED (note a) 2,586,274 ,.581 487,920,569
GROSS UNDERWRITING INCOME 134,838,712 8,327,923
EXPENSE AND RISK CHARGES INCURRED
Expenses of administering the Service Benefit Plan 103,502,440 22,160,940
State taxes on premiums 1,503,932 276,797
Risk charge 33,709,268 5,706,857
Contributions toward contingency reserves of local plans re-
quired by State laws 2,057,877 384,643
Total expenses and risk charge 140,773,517 28,529,237
GAIN OR LOSS(—) FROM OPERATIONS =5,934,805 —20,201,314
INVESTMENT INCOME
Gross investment income 27,696,463 6,135,212
Less risk charge share allocated to participating local plans 734,695 144,529
Net investment income 26,961,768 5,990,683
EXPENDITURES FOR SUPPLEMENTAL RESEARCh PROJECT (note b) 105,107 75,507
GAIN OR LOSS(—) FOR THE PERIOD 20,921,856 -14,286,138
SPECIAL RESERVES, BEGINNING OF PERIOD — 35,207,994

SPECIAL RESERVES, END OF PERIOD $___20,921.856 $_20,921,856

81ncludes the acerued 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,
bA 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 by GAO
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UNITED STATES CIVIiL SERVICE COMMISSION ™ REFLY PLEASE REFER 10
WASHINGTON, DC 20415

YOUR REFERENCE

Mr. Walter B. Hunter APR 30 1970
Assistent Director, Civil Divieion

U. 8. General Accounting Office

Weshington, D. €. 20548

-

Dear Mr. Hunter:

This is in response to your December 24, 1969, letter enclosing a

draft of your proposed report to the Congress, on the Commission's
administration of the Government-wide Service Benefit Plan of the

Federal Employzes' Health Benefits Progrem.

This lstter gives our views on the major audit points and recommen-
detions in the proposed report. Ccoamenis were obtained from the
Blue Cross and Shiseld corporations es you requested, and & copy of
those comments is atisched. Our staff will furnish e separste mem-
orandum discussing items of sm editorial nature, and some figures
that need to be changed, which are not covered in this letter. Re-
garding the accuracy of the dasta presented,however, cur staff hes
not retraced the GAO audit efforts to verify all the figures uged
in the report.

The GAO started the audit of the headquarters operations of Blue
Cross/Shield in December 1966. To avold concurrent audits at this
location by cur Burean (BRIOH) staff and GAO staff, ve have not made
any in depth revieus of this activity since then. During this period
the Bureau's audit effort has been concentrated om reviews at Blue
Cross/Shield local Plans, and at some of the 40 or so cther heelth
benefit Plans.

We have considered each point and reccumendation in the report.

Scome of them undoubtedly would improve operations and we have already
acted to adopt them. We appreciate the GAO efforts and comments in
these areas.

General) Comments

The Blue Cross (hospital services) and Blue Shield (physician services)
Plan, discussed im the report, provide health insurance for about 1.5
mnillion Federal enrollees, or about 60% of the total Federal employees

THE MERIT SYSTEM—A GOOD INVESTMENT IN GOOD GOVERNMENT
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APPENDIX III

Page 2

and annuitents. Including family members, the Plan insures over 4.5
million persons under the Federal employee program for an annual pre-
mium of about $500 million (1969) . There are currently about 80 Blue
Cross and 80 Blue Shield locals participating in this program. 7The
Federal employee portion comprises only about 6% of their total business.

The GAO report in essence discusses a few of the matters involved in
starting, and opereting the program for the first nine years. Although
the draft report does not so state, the number and nature of the i1tems
discussed confirms our belief that the program is being effectively
administered,

We are concerned however, that a reader of the report who is not

swvare of the size and background of program operations might gain a
misleading impression. Particularly, the draft report does not relate
the audit points to the scope of the Coammission's own efforts regarding
the same matters. Most of the items discussed in the draft report are
refinements of or current extensions of the Commission's own efforts

in getting these matters resolved For example, refer to our detailed
comments regarding the first audit point, on Management of Funds, start-
ing on page 3 of this letter Also refer to our detailed comments (p.11)
on the point relating to obtaining interest credits on the claims reserves
for all heslth benefit plans. This action by itself, has resulted in
actusl savings of over $15,000,000 to date.

[See GAO note, p. 65.]

We believe also that it is important that this report be considered in
the light of the Congressional intent on administration of the program,

as evidenced durang the legislative process. The 1959 health benefits
lav provided for coniracting with qualified health benefit carriers
meeting certain requirements, without regard to the normal competitive
bidding process. It was the intenl of Congress that the Federal govern-
ment was not to receive preferential treatment, but was to be in the role
of & large employer contracting for health benefits coverage for its
employees. The concept further provided that the insurers were to operate
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in accordance with industry practices; and under State laws, including
paying any required premium taxes, and maintaining reserves required
by States. This coneepl adopted by the Congress, has for the pagt ten
yeexrs provided a basis for a responsive progrem tailored to the needs
of the employee.

Management of funds

The GAO draft states that "We found that funds in excess of the amounts

needed to meet current obligations had not been invested by the Corpora-~
tions. After we brought this matter to the attention of the Operations

Center, actions were taken to provide for investment of these funds.

[See GAO note, p. 65.]

Minimizing the smount of funds held in non-interest-bearing checking
accounts undoubtedly will result in improved earnings to the Federal
Employee Plan., The discussion in the draft report however does not
reveal that this point is merely & follow up on an earlier (196%)
Bureau (BRIOH) audit report made available to GAO staff. The Bureau
report stated--

"The investment program based on excess funds not needed to dis-
charge promptly all obligations should be re-examined by the
Corporations. Experience factors such as checks outstanding,
prompt bi-monthly payments from the Commission, & minimwm cash-
on-hand balance, and any other factors pertinent to the investment
progrem should be considered in lieu of a constant requirement of
one-half a month's subscription income.”

At the time of the Bureau's report the Corporations' policy was to retawn
funds equal to two-weeks' benefit payments in checking accounts at the
Operations Center. The Corporations thereafter changed their poliecy, to
retain only one-week's benefit paymsnts.

The potential for earnings from betlter fund mensgement has increased
rapidly in the last few years, because of large amnual Incresses in pre-
miums {benefits), and in interest rates.

Regarding the estimated additional earnings, the Corporations have

indicated that because of sharp flucluations in demand fund requirements,
and judgemental factors involved, the GAQ estimate of potential earnings
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1s higher than can reasonsbly be expected. We note that actual earnings
in the savings aceount, in the first full year of operating under the
revised procedure (1968) amounted to about $206,000

[See GAO note, p. 65.]

We note also that this audlt point, submitted to the Commission as part
of a draft report for comment, has already been reported to the Congress
as part of another final report. {Compilation of Findings and Recommen-
dations for improving Government operations -- B-138162, February 26,
1970.) The statements in that report should also be corrected with
respect to the matiers discussed above under this caption.

[See GAOD note, p. 65,]
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Return of Funds Due the Operations Center

The draft repcort discusses delsys in refunding to FEP, certain over-
payments collected from hospitals by the local Blue Cross Plan in
Washington, D. C. (GHI).

From 1961 through 1965 the GHI contracts with 19 local hospitals pro-
vided for tentative payments to hospitals during the year, and finsl
determingtions at year end. As a yresult of & lengthy controversy
between GHI and the hospitals over the amounts to be refunded, no
gettlements were made during these five years. Starting in February
1966 emounts due from 18 of the 19 member hospitals were gradually
collected. BSome of the amounts cecllected were ggein adjusted, with
refunds going beck to hospitals. GHI did not allocate the net
collections, to insurance groups (including FEP), until final settle-
ment with 2 particuler hospital or group of hospitals.

The response from the Corporations states in part that --

"It bas been the practice of thée Program to make adjustments

for hospitel costs in accordance with the practice of the local
Plans in meking adjusiments for all lines of business. Since

the inception of the Program in July of 1960 through December 31,
1968, the Operstions Center has made payments to Plans of approx-
imately $19,000,000 to reimburse them for net supplementary pay-
ments to hospitals. Depending on the Plans' local practice,
varying periods of time elapsed between the time the Plans paid
the hospitals and the time they were reimbursed by the Operations
Center. Thus, the net effect of the practice for handling refunds
from adjustments with hospitals has been more than fair to the
Program.

K K

"Final settlements by GHI with hospitals in 1970 and subsequent
years will no longer be accumuleted and billed at one time since
the settlements will be based en the fiscal year of each hospital.
GHI has initiated a new procedure for billing amounts to the
Operations Center for supplementery sdjustments. This procedure
is to credit the Operations Center quarterly for all refunds re-
ceived and to bill it for finsl payments made during the quarter."

Crediting the refunds quarterly under procedures now adopted by the
Corporations appears to adequately resolve this matter for the future.
We are procesiing to obtain an interest adjustment, based on the retro-
active application of the current policy vwhich yrovides for quarterly
crediting.
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Administrative Expenses

The Corporstions agreed to adjust for several items yreviously discussed
by the GAO staff, and for questioned enterteinment expenses.

[See GAO note, p. 65.]

Regarding the point on depreciation at the Alabama Blue Cross and Blue
Shield Plan the draft report indicates that as a result of a change in
policy the Plan had recorded as capital assets certain equipment which
had been previously charged off to expenses. It is stated that the FEP
might ultimately have been charged twice for & portion (about $19,000)
of the cost of the equipment--once when the equipment was initially
purchased and charged as an expense and again in future annual depre-
ciation expense charges.

As indicated in the draft report, a memorandum was issued to all local
plang participating in the Federal program, cautioning against possible
duplicate charges to the program for depreciation of equipment previously
charged to expense. It is noted however that though the plan recorded
these items as capital assets, the draft does not make it clear that none
of this depreciation on the assets had actually been charged to the Fed-

eral employee program.
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Treatment of payments from
contingency regerve

The draft report attempts to establish an interpretation of the Commiseion's
contract with Blue Cross and Shield that was not intended by either of

the parties to the contract., From the time of the first payments from

the contingency reserve {1964) the Commission has consistently handled

all payments from this reserve as part of subscriptions (premiums) paid

4o Plans. The amounts in the contingency reserve are collected as a

part of the subscription charge to enrollees, and payments from it are

used by the Plan for paying claims, in the same manner as other subscrip-
tions paid biweekly to the Plan.

[See GAO note, p. 65.]
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[See GAO note, p. 65,]

Ag evidenced above, there has been no doubt between the parties to the
contract about the way in vhich payments from the contingency reserve
were intended to be handled. Also, the risk charges on such payments
have been paid in accordance with the intent of the contract and the

contracting parties,
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[See GAO note, p. 65.]

Mandatory Ressrves

[See GAO note, p. 65.]

The Blue Cross/Shield corporations stated in their response to the draft
re ow

"It appears that the GAO /draft/ Report reflects some misunder-
standings as to the natwre, use, and legal basis for the mandatory
statutory reserves. They are required by state statute or by
ragulation heving the force and effect of statute. A Plan cannot
avoid setting aside such reserves in states where they are required.
The typical statute reguires their sccumulation at the rate of X!
percent of all subacription incoms per year, until they reach a
resceribed maximm at which time contributions from all groups and
lines of business cease, until the reserve falls below the maximum.

"Although the mandatory reserve amount is taken off the 'top' of the
subscription cherge, snd is levied, uniformly, ageinst every group
and every line of the Plan's business, perhaps the most important
characteristic of these reperves is that once allocated, they lose
their identity with respect to any particular group or line of
business and are irretrievably co-mingled.
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"Their use then depends upon the overall underwriting experience of
the Flan rather than the experience of any single group or line of
business. In the event of overall adverse underwriting experience,
8 local Plan wull turn farst to any unassigned surplus to cover the
loss. If such funds are insufficient, the mandatory reserve is
used (usually requiring the advance consent of the State Insurance
Depertment) . Use of these reserves relates in no way to the partic-
ular groups or 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
Corparations cannot consider, as such an act would simply shift the
Federal Employees' and Govermment's obligation to the rest of the
Plans' subscribers, a patently inequitable condition.

"Under this circumstance, the guestion as to whether or not 8 local
Flan would contimue to participate in the Program in the absence of
provision for mandatory reserve payments becomes moot.

"“The Report also suggests inclusion in Contract CS 1039 of a 'rever-
sionary interest' clause to apply in the event of cancellation or
reduction in mandatory reserve requirements, or termination of the
master contract, or the participating agreesment between the Corpo-
rations and any local Plan, Such a provision would be in direct
conflict with the underlying purpose of the mandatory reserve (and
perhaps witn state statutes). This type of reserve is intended to
guard ageinst unanticipated severe adverse underwriting experience
with respect to a local Plan's business as a "whole," not with
respect to any particuldr group or line of business. Since, to
the best of ocur knowledge, none of the states requiring mandatory
regerves recoganize any reversionary interest in them to particular
groups or lines of business, the Corporations concur with the
opanion of the BRIOH Director, that such a provision in Contract
CS 1039 would result in preferential treatment to Federal Employees
over local Plans' non-Federal subscribers, and is therefore inequit-
able and undesireble.”

[See GAO note, p. 65.]
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Allocations of Investment Income
between the High end Low Options

The draft report suggests adoption of a different method of allocating
investment income between the high and low options.

[
The suggested allocation method has been discussed with the Plan and

they have sgreed to use the method suggested in the draft report,
starting wath calendar year 1969.

Interest on claims reserve (carrier reserve, etc.)

The report draft describes in some detail the Commission's accomplishment
in resolving a problem relating to interest earned on funds reserved for
unpaid claims (claims reserve). When the Federal Employees' Health Bene~
£it Act was passed in 1959 the intent of the Congress, as evidenced by
the legislative history, was that the Federal employees health benefat
program was not to receive preference over other polieyholders of the
insurers. When the first contracts were let, the Comsission knew of no
other large group insurance policies that directly credited the policy-
holder with interest earned on funds reserved to pay accrued claims--the
established industry practice vas that such earnings became part of the
reserves of the insurers. Therefore none of the initial contracts wath
the 40 or so health benefit Plans provided for any special handling of
such ainterest earnings. There was however, & conbract clause regquiring
a credit for interest earned on Special Reserve funds, in which the pro-
gram has & vested interest.

After & year's operations, and reviews of these operations by the
Commssion, the normal method of handling esrnings on the ¢laims reserve
wvas questioned, As the recited history indicates, it took some time and
effort to gain acceptance of a major policy change that was in variance
with the established industry practice.

It should be noted that the gquestion of interest earnings on funds
retained to pay accrued claims was not peculiar to the Blue Cross Plan.
The Cosmission took a similar position on the Aetna Plan and on the 40

or so other Plans. The Commlission's efforts in ploneering this change

in industry practice resulted in obtaining credit to the Federal Employee
Program, for all interest on the claims reserve since inception, for ell
Plans., The interest credits obtained for the Federal program as & result
of these efforts through 1969 exceeded $15 million for ell Plans.
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The following reeponse from the Corporations, is in conscnance with the
above views of the Commission ~-

“The GAO Report is essentially accurate in its recitation /in the
GAO draft/ of the history of both the Speciel and Carrier Reserves.
As noted in the Report; the missing element is the rationale for
egtablishment of the Carrier Reserve.

"At the time Contract CS 1039 was initially negotiasted (1960), it
wvas not anticipated that funds held by the Corporations to satisfy
outstending liabilities for incurred but unpaid cleims would be
availsble for investment. Shortly after the contract becams effec-
tive it beceme apparent that funds from this source would be
available for investment. At that time (1960) it was fairly common
practice im the health insursnce industry, and particularly in the
case of Blue Cross and Blue Shield, for the Cerrier to retain tatle
to interest earned on such funds {although this type of carrier
income was usually teken into account in calculating subseripticn
charges) .

"Afier extensive negotiations between the Corporationz and the
Commiseion {1961-1962) in which the chief issue was ownership of
interest earmed on these "float” funds, the Carrier Reserve was
established as an equitable middle groued for the holding and use
of this type of investment income2. As the Program matured, the
Commission and the Corporations Incressingly became aware that the
Cerrier Reserve arrangement was unnecessary.

“Phe Corporations, in 1966, abandoned their original position by
agreeing to dispose of the Carrier Reserve, partially by offsetting
yndervriting losses {in the same manner as the Specisl Reserve is
used), and partially by conducting certain resesrch projects exclu-
sively for purposes of the Program. Underwriting experience was
such that 1968 was the first year in which this decision could be
implemented.

"At that time, as indicated in the GAO [drafi] Report, all but
$200,000 was transferred to the Special Regerve. That amount was
retalned in the Carrier Reserve and earmarked for the Supplemental
Benefits systems study es noted in the GAO Report.

"In negotiating the 1970 Contract the Parties agreed lo delete
from the Contract the provision for a Carrier Reserve. Of the
originally earmarked $200,000 approximately $50,000 is being
carried in sn asset account to cover the remaining costs of the
Supplemental Benefits Systems Analysis Project. To the extent
it 18 not used, it will be transferred to the Speclal Reserve.
Thus, {he Program has received the entire benefit of the Carrier
Reseyve.,"

BEST DOCUMENT AVAILABLE
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[See GAO note below. ]

Commission's audits of operations

Starting at the bottom of page 50, the report states that: "We reviewed
the Commission's most recent audit report on the Corporations and the
Operations Center, which covared 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 ihe
audit work was performed, and the report issued in October 196L. Also,
though no formal reports were issued, segments of the operations have
since been reviewed in comnnection with audits of local Plans, and '
special reviews have been made of some segments.

The draft also states: "We also reviewed the latest audit report
relating to the Washington, D. 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 sudit work was performed and the
audit report issued in August 1967. In December 1966 the GAO audit
staff commenced their field audit work at the saxe location, on the
draft report to which we are responding. Consequently, as already
stated, we delayed further in-depth sudits at this location during
that period.

Sincerely yours,

it

Robert E. Rampton
Chairman

Attachment
GAO note: The deleted comments relate to matters presented

in the draft report which have been revised 1n
the final 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 office

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 DIRECTOR:
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

U.S. GAO, Wash.,DC
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