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Executive Summary

Background

Results in Brief

Members of the Congress have expressed concern that the premiums
charged by the Federal Employees’ Group Life Insurance (FEGLI) pro-
gram exceed those of group iife insurance programs in the private
sector. Because of this concern, 29 members asked Ga0 to (1) compare
the FEGL program to other life insurance programs, (2) determine
whether premiums could be reduced, (3) identify any needed program
reforms, and (4) analyze FEGLI participation.

The Office of Personnel Management (0OPM) manages the FBEGLI program,
sets and collects insurance premiums, and invests FBGLI funds. The pro-
gram provides basic and optioral life insurance coverage for federal
employees and retirees. Except for the U.S. Postal Service, which pays
the full cost of FEGLI basic insurance for its employees, federal agencies
pay one-third of the basic insurance cost, and their employees pay the
other two-thirds. The cost of optional insurance is borne fully by the
employees electing such coverage. (See pp. 8to 11.)

When the Congress enacted the FEGLI program in 1954, the expressed
objective was that it be comparable to life insurance programs offered
by private sector companies. GAO's analysis showed that FEGLI's benefits
and premium-sharing requirements do not currently meet this standard.
(See p. 12.)

Although FBEGLI premiums for basic insurance have been reduced by 44
percent during the past 10 years, GAO identified ways that employee
costs could be further reduced by 7.5 percer.t. (See p. 18.)

Unlike other government trust funds, the FEGLI fund is not invested in
special nonmarketable federal securities. To be consistent with other
trust funds having similar investment characteristics, GAO believes that
FEGLI should invest in the same securities as other government life insur-
ance programs and major trust funds. (See p 24.)

The most recent data available showed that 90 percent of eligible fed-
eral employees participate in the FEGL] program. (See p. 30.)
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Principal Findings

Benefit Comparability

At the time that the FEGLI program was established, more thar 75 per-
cent of private sector plans required employees to share the cost of
basic life insurance benefits, but this requirement has been eliminated in
most plans. In 1984 the Bureau of Labor Statistics (BLS) found that 80
percent of the employees it surveyed received free basic life insurance
coverage. Hay/Huggins, a benefits consulting firm, reported that 83 per-
cent of the employers that it surveyed in 1984 provided basic life insur-
ance at no cost to their employees. Also, private sector employers
typically provide basic life insurance coverage equal to 1.5 to 2 times
pay; FEGLI provides similar coverage only to employees age 40 and
younger. (See pp. 12to 14.)

Premium Reductions

Between 1975 and 1985, the employees’ share of the biweekly cost of
basic FEGLI coverage was reduced from $0.355 to $0.20 per $1,000 of
insurance because of (1) changes in the actuarial assumptions used in
computing premiums and (2) higher-than-anticipated earnings on FEGLI
investments. GAO calculated that the employees’ share of FEGL! pre-
miums could be reduced an additional 7.5 percont if (1) the economic
assumptions in the FEGLI program were updated to be consistent with
those used in determining the cost of the civil service retirement system
and (2) the government assumed responsibility for FEGLI's unfunded lia-
bility which it created due to past funding insufficiencies. (See pp. 18 to
20.)

Investment Policy

oPM fund managers over time have employed varying strategies for
investing FEGLI funds in various government securities. In contrast,
other government life insurance programs administered by the Vet-
eran’'s Administration, the civil service retirement system, and other
government trust funds have investment policies authorized either by
law or by special arrangement with Treasury that provide for the
investment of available funds in special nonmarketable federal securi-
ties. GAO found these securities to be particularly appropriate because of
the long-term nature of FEGLI investments. Also, GAO compared the rates
of return on FBEGLI and civil service retirement fund investments and
found that the retirement fund earned a higher return during 6 of the
past 10 years. The net return on retirement fund investments was 4.95
percent greater over the 10-year period. (See p. 24.)
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Executive Summary

Treasury officials said that legislative authorization would be needed in
order to invest FEGLI funds in the special securities.

Participation

About 2.3 million federal employees, 30 percent of those eligible, partici-
pate in the FEGLI program. In addition, 955,000 employees elect coverage
for their family memters. (See p. 32}

Matters for
Congressional
Consideration

GAO believes that comparability with the private sector is a valid mea-
sure of the appropriateness of federal pay and benefits. It is also impor-
tant when adjusting pay and benefits that the effect on total
compensation comparability be considered. Since total federal compen-
sation currently lags behind the private sector and FEGLI is inferior to
private sector programs, Congress should consider making FBEGLI com-
parable to the benefits available to private sector employees.

Recommendations

GAO recommmends that the Director, OPM,

determine FEGLI premiums by using economic assumptions consistent
with those used by the civil service retirement system,

eliminate the charge to employees for the unfunded liability, and

seek legislative authorization to permit investment of FEGL! funds in spe-
cial nonmarketable federal securities.

Agency Comments

OPM agreed that the FEGLI program is inferior to private sector programs.
OPM does not favor providing all federal employees basic life insurance
free of charge because group life insurance plays a more important role
in providing survivor benefit protection in private sector compensation
packages. But oPM said that free insurance is being considered in connec-
tion with the new retirement system for employees hired after 1983. Gao
believes that Congress should consider free life insurance for all
employees in order to bring overall federal compensation more in line
with private sector levels, which have been reported to be higher. (See
p- 14}

OPM stated that the retirement system's revised economic assumptions
were not available at the time that it inade the valuation on which cur-
rent FEGLI premiums are based; however, it said that the next FEGLI vale-
ation would give due regard to those assumptions. OPM stated that it saw
no reason for the government to assume FEGLI's unfunded liability
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because the liabiiity had been greatly reduced in recent years. Neve-the-
less, GAO does not believe the government should charge future FEGL'
participants for costs associated with a funding deficiency it created.
(See p. 21.)

Neither oPM nor Treasury agreed that FEGLI should invest in the same
type of securities as the retirement fur.... OPM indicated it was not con-
vinced that the return would be superior to the way FEGLI is now
invested. Also, OPM said that such a change, if desirable, would not
require legislation but could be done administratively. GAO did not base
this recommendation solely on the fact that the retirement fund has
been earning a higher return recently; a principal benefit of the recom-
mendation was the consistency it would bring to the investment policies
of FEGLI, other government life insurance programs, and the civil service
retirement fund. GAO also observes that purchasing a single security at
the special interest rate is administratively preferable to purchasing
proportionate amounts of almost 100 different government securities to
achieve the same rate as would be obtained with special nonmarketable
securities. (See p. 26.)

Treasury said that the interest and redemption features of the retire-
ment fund investments could be inequitable to both the Treasury and
the retirement fund. While these investments could be har.dled in a
manner that would be unfair to either party, GAO agrees with a 1983 opm
study which concluded that the retirement fund’s actual investment
practices are neutral and favor neither the fund nor the taxpayers. (See
p. 27.)
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Chapter 1

Introduction

Federal Employees’
Group Life Insurance
Benefits

The Federal Employees’ Group Life Insurance (FEGLI) Act of 1954 estab-
lished a program to provide federal employees the opportunily to obtain
low cost life insurance coverage. As of December 31, 1983, the program
covered approximately 2.3 million employees and about 1.3 million
retirees.! Participation in ti.e program is voluntary. Employees working
under temporary appointments are not eligible to participate in the pro-
gram. In fiscal year 1984, program participants paid $642 million in life
insurance premiums, and employing agencies contributed $288 million.

The government is a self-insurer of the FEGLI program. The Office of Per-
sonnel Management (OPM) manages the program, sets and collects the
insurance premiums, and invests FEGLI funds. The Metropolitan Life
Insurance Company's Office of Federal Employees’ Group Life Insur-
ance, under a contract with OPM, settles and pays insurance claims.

The FEGLI program provides basic life insurance coverage equal to the
employee's annual salary rounded to the next higher $1,000, pius
$2,000. The minimum coverage is $10,000, and the maximum amount of
annual salary that can be used in determining the coverage amount is
$76,000. For accidental death, the benefit amount is doubled. One-half
of the basic benefit is payable for accidental dismemberment—the loss
of one hand, one foot, or one eye—while the full benefit is paid for the
loss of two or more such members.

Congress amended the FEGL! Act on October 10, 1980, to increase the
amount of basic life insurance coverage available to employees under
age 45. For employees age 35 or younger, Jhe basic coverage amount is
multiplied by two. Beginning at age 36, the multiplication factor
decreases by one-tenth of one percent each year until it reaches 1.0 at
age 45. The extra amounts for employees under age 45 do not apply to
accidental death and dismemberment (AD&D) benefits.

The 1980 amendments also changed the life insurance arrangement for
federal retirees. Basic insurance for retirees is provided at no cost until
age 65, and then the coverage amount is reduced by 2 percent each
month until 25 percent of the original coverage remains. If retirees
prefer, the 1980 amendments allow them to élect one of two other alter-
natives for post-age 65 coverzge. They can elect (1) coverage that
reduces 1 percent each month after age 65 until it reaches 50 percent or

!Since the data are not regularly compiled, this is the most recent date for available information.
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FEGLI Premiums

(2) no reduction after age 65. The retiree who eiects either the 50 per-
cent or the no reduction alternative must pay a premium for the addi-
tional coverage. The amendments also provide that employees who
retire on or after January 1, 1990, will be required to pay the same pre-
mium as active employees until age 66.

Employees with basic FBEGLI coverage are eligible to elect additional cov-
erage under thiree optional insurance programs. However, they must pay
the entire premium (no government contribution) for optional life insur-
ance until age 65 or retirement, if later. The premium increases as the
participant grows older. The three options are:

Jption A: Standard Optional Insurance. This opiion provides $10,000
coverage and AD&D protection. Beginning at age 65 or retirement, if
later, option A coverage is reduced 2 percent each month until $2 500 in
coverage remains.

Option B: Additional Optional Insurance. This option, added by the 1980
amendments, provides coverage in increments of one, two, three, four,
or five times basic pay rounded to the next higher $1,000. AD&D protec-
tion is not provided, and at age 65 or retirement, if later, coverage is
reduced 2 percent each month until coverage reaches zero.

Option C: Family Optional Insurance. This option, added by the 1980
amendments, provides coverage for the employee’s family members in
the amounts of $5,000 for the spouse and $2,500 for each eligible child.
AD&D protection is not provided, and when the employee reaches age 65
or retirement, if later, coverage is reduced 2 percent per month until
coverage reaches zero.

Under the FEGLI program, life insurance (but not AD&D) continues in
force for 31 days after termination of employment. Basic life insurance
and options A, B, and C may be converted to individual policies with
private insurance carriers within the 31 days without medical evidence
of insurability. Insurance for family members under option C is also con-
vertible to individual policies upon the death of the employee or retiree.

Effective August 1, 1985, the biweekly premium is $.30 per $1,000) of
basic life insurance coverage. The 11.S. Postal Service pays the entire
premium for its employees. Nonpostal fedrrai employees. on the other
hand, pay two-thirds of the premium for basic life insurance, and their
agencies pay one-third.
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Chapter 1

The cost elements that comprise the basic life insurance premium as of
August 1, 1985, are shown in table 1.1.

Table 1.1: Cost Elements That
Comprise the Basic Lite Insurance
Premium

Objectives, Scope, and
Methodology

Cost
$1,000 of
besic ke
FBIERGS
Cost eirments per year Percent
Future benefits
_Death benefits for active employees $2.505 3176
Death benefits for retirees 4237 53.71
Extra benefits for empioyees under age 45 39 496
AD&D 313 397
Administrative costs
_Metropolitan’s administrative expenses 056 el
OPM's administrative expenses 009 1
_ Other expenses o1 27
Amortization payment for unfunded Kability .356 4.51
Total annusl cost $7.082 100.00

In their request for this study, 29 Members of the Congress expressed
concern that FEGL! premiums exceed premiums charged for group life
insurance programs in the private sector. Because of this concern, the
members asked GAO to (1) compare the FEGLI program to other life insur-
ance programs, (2) determine whether premiums could be reduced,

(3) identify any needed program reforms, and (4) analyze FEGLI
participation.

We conducted our review at 0PM headquarters in Washington, D.C., and
at the Metropolitan Life Insurance Company in New York, New York.
We interviewed oPM officials responsible for administering the FEGL! pro-
gram and reviewed the program'’s legislative history, policies, and proce-
dures. Using data obtained from OPM, we analyzed employee
participation in FEGLI for calendar years 1980 and 1983. We used data
for 1980, the year before the 1980 FEGL! amendments were implemented,
as a base line for our analysis. The 1983 data -vere the latest available
at the time of our study. To satisfy the needs of the requesters, we did
not consider it necessary to verify the accuracy of 0PM’s data.
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Chapter |
Introduction

We reviewed the OPM actuarial valuations used to set FEGLI premium
rates and examined FEGLI financial stetements prepared by 0PM to deter-
mine the appropriateness of premiums being charged. We also inter-
viewed Department of the Treasury officials to obtain information on
the investment policies of other government trust funds in order to com-
pare them with FEGLI investment policies.

We identified two studies conducted during 1984 that included data on
many features of private sector employers’ life insurance programs.
These were the only comprehensive studies that we found in our litera-
ture search. We did not verify the data in these studies. The studies
were as follows:

»  The Department of Labor's Bureau of Labor Statistics (BLS) June 1985
report. Employee Benefits in Medium and Large Firms, 1984. The report
covered 23.5 million professional, administrative, technical, clerical, and
production workers in firms employing as few as 50. 100, or 250 full-
time employees, depending on the industry surveyed. It included infor-
mation on life and health insurance, holidays. vacations, personal and
sick leave, sickness and accident insurance coverage, long-term disa-
bility, and pension plans.

+ The Hay/Huggins Company, The 1584 Hay/Huggins Benefits Compar-
ison, (n.p.: Hay Associates 1984). This report contained information on
employee benefits provided by 869 companies (size not specified). The
Hay /Huggins Company is a management consulting firm specializing in
private sector pay and benefits programs.

We obtained data on premium rates from four insurance companies that
regularly advertise their plans in publications directed to federal
employees. This information was used to deveiop illustrative compari-
sons of FEGL! benefit and premium amounts with other life insurance
plans that federal employees could purchase as alternatives to FEGLI.

Our work was performed from April 1984 through July 1985, Except as

noted above, our work was conducted in accordance with generally
accepted audit standards.
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Clapter 2

Federal Employees’ Life Insurance Benefits Lag
Behind Private Sector Benefits

FEGLI Benefits
Intended to Be
Comparable With
Private Sector Benefits

When the FEGLI basic life insurance program was established in 1954, it
was intended to be comparable to life insurance programs offered by
private sector companies. However, the BLS and Hay/Huggins studies
indicate that this objective is not currently being achieved. Basic insur-
ance coverage is typically provided at no cost to private sector
employees and retirees, whereas nonpostal federal employees pay two-
thirds of the cost of FEGLI basic insurance. Also, private sector
cmployers typically provide basic life insurance coverage equal to 1.5 to
2 times pay: FEGLI provides similar coverage only to employees age 40
and vounger. Both FEGLI and private sector plans provide for similar
reductions in coverage after retirement.

Although the FEGLI Act of 1954 did not provide any mechanism similar
to the pay comparability process? to maintain comparability, the legisla-
tive history indicates that the intent at the time of enactment was to
create a life insurance program comparable to life insurance programs
offered by private sector companies. At the time that the FEGLI program
was enacted, more than 75 percent of private sector employers’ life
insurance plans were contributory with the employee paying a substan-
tial portion of the premium.

The original FEGLI program offered empioyees basic life insurance cov-
erage equal to an employee's annual salary, rounded to the next higher
$1,000, with a maximurn of $20,00C. The 1954 act also provided for con-
tinuation of life insurance coverage after retirement. Under most pri-
vate sector life insurance plans at 1at time, insurance lapsed when an
employee retired. The act as amended on December 16, 1967, provided
for $10,000 minimum basic insurance or insurance equal to the
employee's annual salary rounded to the next higher $1,000, plus
$2,000. The 1967 amendments also provided that the maximum cov-
erage amount would automatically increase to correspond with
increases in level Il executive pay. Since the program began, employees
have paid two-thirds of the cost of basic insurance and the government
one-third The U.S. Postal Service began paying the entire premium for
its employees in July 1974.

Recognizing that private sector life insurance programs were being liber-
alized, the Congress passed legislation in 1966 and again in 1967 to

?The Federal Pay Com.parability Act of 1970 established policies and procedures for determining
annual pay adjustments for white-collar employees. The comparability process is supposed to keep
federal employees’ salaries comparable with pay for similar levels of work in the private sector.
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Chapter 2
Federal Employess’ Life lnsurance Benefits
Lag Behind Private Sector Benefite

Comparison With
Private Sector Benefits
and Premiums

improve FEGLI. Both bills were vetoed. The legislative changes would
have increased the basic insurance coverage to 1-1/3 times the
employee’s annuai salary rounded to the next higher $1,000, plus
$2,000. Also, the premium sharing ratio would have been changed with
federal employees paying 60 percent of the premium for basic life insur-
ance and the government paying 40 percent. The Presidential veto
messages cited cost considerations as a major reason fo.' rejecting the
changes.

Private sector employers’ life insurance programs usually provide more
insurance coverage at less cost to employees than the federal program.
The amount of coverage after retirement is reduced for both private
sector and federal employees. A comparison of the FEGLI program with
typical private sector basic life insurance programs is shown in table
2.1

[fes'===rmramm et S e S e e e e e e g e ]
Table 2.1: Comparison of FEGLI and Typical Private Sector Life Insurance Programs

Program features

Typical private sector life insurance
FEGLI programs

Premium payments

Nonpostal employees pay two-thirds of the  Employer pays.
premium and the employing agencies pay

one-third. Employer pays for postal

employees

Basic insurance coverage:

Employees

Retirees

Empioyee’s annual salary rounded to the 15 to 2 times pay
next higher $1,000, pius $2,000. For

employees age 35 or younger. the basic

coverage 1s multiplied by two. Beginning at

age 36, the multiplication factor decreases

by one-tenth of one percent annually until it

reaches 1 0 times the basic coverage at age

45
Reduced by 2 percent each month until 25 Aithough coverage is reduced, there is no
percent of coverage remains. typical pattern in the amount of reduction

Reduced coverage generally ranged from 10
to 50 percent.

The 1984 BLS employee benefits study found that 96 percent of the full-
time private sector employees surveyed were participating in life insur-
ance plans in 1984. Of these, 80 percent had the cost of a basic plan paid
wholly by the employer. Similarly, the 1984 Ha;/Huggins report showed
that 83 percent of the private sector basic group life insurance plans in
the companies surveyed were provided at no cost to the employee. If the
government paid the full premiums for basic insurance. its costs for
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Chapter 2
Federsl Employees’ Life [nsurance Beaefits
Lag Behind Private Sector Bemefits

Conclusions

employees participating in fiscal year 1985 would have increased an
estimated $338 million plus the cost of insurance for employees not then
participating.

The BLS study also found that typical basic insurance coverage amounts
for nearly two-thirds of the private sector participants surveyed were
based on employee pay levels. For 44 percent of these participants, life
insurance coverage was equal to at least two times annual pay; for 10
percent, coverage was equal to 1.5 times pay. Forty-one percent of the
participants had coverage equal to their annual pay. The Hay/Huggins
report indicated that 60 percent of the private sector basic life insurance
plans provided coverage armounts equal to at least two times annual

pay.

The BLS study indicated that after retirement, basic life insurance con-
tinued until death at no cost to the retiree for 64 percent of the private
sector participants. However, the amount of coverage after retirement
was reduced for over 9 percent of the retirees. The BLS study indicated
that where muitiple reductions in retiree basic life insurance were
found, the final amount was typically 10 to 25 percent of employee cov-
erage. Hay/Huggins found that 64 percent of the private sector firms
surveyed continued coverage at retirement and that 89 percent of these
firms provided the coverage at no cost to the retiree. However, 97 per-
cent of the firms reduced the amount of coverage after retirement. The
Hay/Huggins report indicated that where basic life insurance was
reduced to a pe-centage of the employee amount, the residual amount of
coverage was generally 25 to 50 percent.

When the Congress established the FEGLI program over 30 yezrs ago, the
program was comparable to group life insurance programs offered by
the private sector. However, no provision was made for maintaining
that comparability. and federal employees’ life insurance benefits now
lag behind private sector benefits. The studies that we reviewed showed
that for the FEGLI basic life insurance program to be comparable with
typical private sector life insurance programs, all federal employees and
retirees would have to be provided basic life insurance coverage at no
cost, and the amount of coverage for federal employees would have to
be 1.5 to 2 times annual salary for all age groups.
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Agency Comments and
Our Evaluation

Chapter 2
Federal Employees’ Life Insurance Benefits
Lag Behind Private Sector Benefits

0PM said that it did not believe that the FEGLI law should be amended to
provide basic insurance benefits in multiples of 1.5 to 2 times salary to
all employees free of charge, as is the prevailing private sector practice.
OPM bases its position on the belief that group life insurance has histori-
cally played a slightly different role in private sector benefit plans than
in the federal system. oPM™ said that in the private sector, group life
insurance has served in many instances as the primary means of pro-
viding benefits for certain surviving spouses who are not eligible for
social security benefits, whereas the primary protection for survivors of
federal employees is provided by the civil service retirement system.
opPM peinted out that changes to FEGLI to make it compatible with private
sector practices are being considered by the Congress in connection with
the development of a new retirement program for post-1983 employvees,
whose survivor benefits will be modeled far more closely after private
sector practices.

We are aware of the proposals being considered by the Congress. As we
testified on September 9, 1985, before the Senate Governmental Affairs
Committee on the design of a retirement program for post-1983
employees, we believe that both retirement and life insurance benefits
for federal employees should follow the prevailing private sector prac-
tice, and we continue to advocate that the programs be designed accord-
ingly. As OPM’s comments indicate, the proposals being discussed do not
apply to employees and retirees under the current retirement system.

In our report Comparison of Federal and Private Sector Pay and Bene-
fits (GAO/GGD-85-72, Sept. 4, 1985), we stated that the Congress may
wish to make decisions concerning future changes and adjustments to
elements of the federa: compensation program from the perspective of
their effect on overall compensation levels. We also pointed out that the
studies we reviewed suggest that federal employees’ overall compensa-
tion lags behind the private sector. Therefore, we believe it is appro-
priate for the Congress to consider raising life insurance benefits for all
employees to the private sector level because it would bring overall fed-
eral compensation more in line with private sector compensation levels.

A 1984 report of the Hay/Huggins consulting firm showed overall fed-
eral compensation lagged the private sector by 7.2 percent and life
insurance by 0.3 percent. Hay estimated the lag increased to 9 percent
because the 1985 federal pay raise was less than the average increase in
the private sector.
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Chapter 2
Federal Employees’ Life Insurance Benefits
Lag Behind Private Sector Benefita

Matters for We believe that comparability with the private sector is a valid measure
. of the appropriateness of federal pay and benefits. It is also important

Congresswnal when adjusting pay and benefits that the effect on total compensation

Consideration comparability be considered. Since total federal compensation currently

lags benind the private sector and FEGLI is inferior to private sector pro-
grams, Congress should consider making FEGLI comparable to the bene-
fits available to private sector employees.
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Chapter 3

Opportunities to Further Reduce
Employee Premiums

Since 1975, oPM has reduced premiums for basic FEGLI insurance by 44
percent as a result of changes in actuarial assumptions used in deter-
mining premiums and higher-than-anticipated yie'ds on FEGLI fund
investments. Our calculations showed that employee premiums could be
reduced an additional 7.5 percent if (1) OPM calculated FEGL! premiums
using economic assumptions that are consistent with those it uses to cal-
culate the civil service retirement system's cost and (2) the governument
assumed responsibility for the FEGLI program's unfunded liability, as it
has for the civil service retirement system.

FEGLI Premiums Are
Declining

In August 1985, premiums for basic insurance were reduced by 9 per-
cent because the 1985 update of the FEGLI actuarial valuation showed a
decreasing mortality rate and higher-than-anticipated earnings on fund
investments. The rate decrease continued a trend begun in 19783 The
history of FEGLI premiums since the program was established is shown in
table 3.1.

Table 3.1: History of Biweekly Rates for

Basic FEGLI Coverage (Per $1,000 of
Insurance)

Further Premium
Reductions Possible

Total Contribution
Year premium established ptemium Government Emplovyee®
1954 ) "$0 1250 $0 2500
%88 04125 01375 0 2750
1975 T 05325 01775 03550
1978 ‘ o 03825 01275 02550
1981 ' o 03600 01200 02400
1984 ' 03300 01100 0 2200
1985 ‘ 03000 01000 02000

“The U S Postal Service began paying postal employees premiums in Juty 1974

Premiums for optional coverage are also declining. In 1984, oPM reduced
the rates on Standard Optional Insurance (option A) by 8 to 29 percent
depending on the employee’s age; Additional Optional Insurance (option
B) by 0 to 33 percent depending on age; and Family Optional Insurance
(option C) by () to 48 percent depending on age.

Employee premiums could be reduced by an additional 7.5 percent for
basic coverage if two FEGLI funding practices were changed. First, opm
could recalculate premiums using economic assumptions consistent with

'OPM reduced premiums about 30 percent in 1978 when 1t adopted our recommendation to nse the
dynamic valuation approach i setting premiums as reported 10 our report. Changes to the Federal
Employees” troup Life Insurance Program Are Needed (FPCD-T719 May 61977,
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those used in the civil service retirement system. This change would
reduce employee and government premium costs by 3 percent. Second,
the government could assume responsibility for the unfunded liability.
which would reduce employee premiums by 4.5 percent.

Economic Assumptions

In determining premiums, OPM must make assumptions about the future
behavior of certain economic factors that influence the cost of insurance
benefits. OPM uses a salary growth assumption to reflect periodic
increases in pay for federal employees and an interest rate assumption
to reflect the average long-term return en the FeGLI fund's investments.
Salary growth increases the cost of benefits, while interest income
reduces the cost of benefits. The greater the spread between the interest
and the salary assumptions, the lower the premiums will be, provided
that the interest rate assumption is always the higher figure.

The last time that 0PM adjusted the economic assumptions for FEGLI was
in September 1982. 0PM calculated basic FEGLI premiums using a 7.5 per-
cent annual salary increase assumption and an 8 percent interest rate
assumption, or a difference of (1.5 percent. orM officials told us that they
chose these assumptions because the rates produced a spread that is
conservative but consistent with (1) the difference between the vield on
FEGLI funds and general schedule salary increases over the 25-year
period before 1982 and (2) the 0.5 percent spread between the salary
and interest rate assumptions used by the civil service retirement
system at that time.

The FEGL! program and the civil service retirement system cover essen-
tially the same universe of federal employees; both invest their funds in
government securities. In May 1985, oPM recalculated the cost of the
civil service retirement system using updated economic assumptions
resulting in a spread of 1 percent between the salary and interest rate
assumptions. No action was taken at that time to update the economic
assumptions in the FEGLI program in order to see whether premiums
should be further reduced. orPM officials told us that there was not
enough time to do this because the new rates for open season in June
1985 had already been published.

Unfunded Liability

The unfunded liability for the basic FEGLI program has decreased during
the past 3 years from about $2.7 billion in September 1982 to about $1.9
billion in April 1985. oPM attributes the decrease primarily to higher-
than-anticipated yields on fund investments.
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Conclusions

The unfunded liability represents the estimated amount of future ben-
efit payments less the sum of estimated future premiums and interest
earnings plus program assets, all expressed in present value. The
unfunded liability, which the governmen* created, was caused by the
following factors:

The employees who retired shortly after the program’s inception in
1954 contributed little to the fund but received full benefits.

The effects of general pay raises on benefit amounts were not included
in OPM premiur determinations until 1977.

The premiums in effect before March 1975 were insufficient to cover
accruing benefit costs.

In the 1977 report on the FEGLI program, we pointed out that OPM was
including an amount in the premiums for interest on the unfunded lia-
bility {$3.7 billion at that time) and charging two-thirds of that amount
to federal employees. Our report concluded that the liability was the
government's responsibility and proposed that the Congress consider
authorizing the government to pay the full amount for interest on the
liability. Congress took no action on our proposal. However, in 1982, orM
revised FEGLI's premium determinations by eliminating the interest pay-
ments on the unfunded liability and by substituting an amount to amor-
tize the liability over the next 100 years.

The civil service retirement system also has an unfunded liability, but
unlike the FEGLI program, the government has assumed responsibility
for it. An unfunded liability was initially created when the retirement
system was established and employees were granted credit for past ser-
vice; it has grown since then because the government has not paid its
full share of aceruing costs. In 1969, the Congress enacted new financing
provisions for the retirement system that provided for the government
to make annual payments for interest on the unfunded liability and to
amortize that portion of the liability resulting from liberalization of
employee benefits. In fiscal year 1984, the retirement fund received
from the U.S. Treasury $9.4 billion for interest on the unfunded liability
and $4.1 billion in amortization payments.

While oPM has reduced FEGLI's basic insurance costs in the past 10 years
by almost one-half, action could be taken to reduce FEGLI premiums fur-
ther. We believe that the economic assumptions used in premium calcu-
lations should be consistent with the assumptions used to determine the
cost of the civil service retirement system because both programs cover
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the same group of employees and invest their funds in government
securities. These assumptions were consistent before orM updated the
retirement system'’s assumptions. Also, we continue to believe that the
government should assume the responsibility for FBGLI's unfunded lia-
bility. The unfunded liability exists because of past funding insufficien-
cies and is unrelated to the cost of providing FEGLI benefits to new
employees. Furthermore, we believe that the government should assume
responsibility for the unfunded liability of the FEGLI program for the
same reason that it has assumed responsibility for the civil service
retirement system’s unfunded liability (i.e., the unfunded liability was
created by the government).

Under the current FEGL! financing arrangements, the government is
paying one-third of the unfunded liability. Therefore, if the government
assumed responsibility for the remaining two-thirds, its cost over the
next 97 years would increase by $1.3 billion. However, the additional
costs could be offset by any higher-than-expected earnings on fund
investments. Extra earnings were the primary reason for the $800 mil-
lion reduction in the unfunded liability over the past 2-1/2 years.

OPM said that the revised economic assumptions used to determine the
cost of the retirement system were not available at the time that it made
the valuation on which current FEGLI premiums are based. OPM was con-
cerned that in applying economic assumptions used in valuation of the
retirement system to FEGLI, we appeared to be "picking and choosing™
among sets of numbers developed for different programs at different
times to produce a slightly lower premium. In so doing, oPM concluded
that we were suggesting that it should have ignored the actual assurap-
tions used in the retirement system'’s cost calculations because use of
them would have increased FEGLI rates.

We did not intend to suggest that the actual retirement system assump-
tions be ignored. In fact, we used them to determine the spread between
the two key assum:ptions (interest and salary rates) for recalculating the
cost of FEGLI. Our apalysis began with the same complete set of FEGLI
assumptions that orM chose in its 1982 valuation. We concurred with
orM’s determination that an interest rate of 8 percent was a reasonable
assumption on the basis of fund earnings. 0PM also determined in 1982
that historically there had been a (1.5 percent spread between interest
earnings and salary increases if the most recent years of high interest
rates were ignored. Therefore, 0Py backed of f (.5 percent from the
interest assumption to arrive at its salary increase assumption of 7.5
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percent and to be consistent with the 0.5 percent spread between
interest and salary rates used at that time for the retirement system. For
our calculations, we backed off 1.0 percent from the interest assumption
to derive a spread consistent with the revised assumptions for the civil
service retirement system determined by the Board of Actuaries and
concurred in by orM in 1985. Therefore, our methodology is consistent
with OPM's actuarial valuation of FEGLL. We do not take issue with the 0.5
percent spread used by OPM at the time that the FEGLI valuation was
prepared.

Our point is that the valuation of FEGLI should be revised based on the
information developed during the retirement system valuation. OPM
apparently agrees because it stated that the next valuation of FEGLI
would give due regard to the actuarial assumptions used for the retire-
ment system. We see no reason for OPM to delay the F_3LI revaluation
now that the actuaries have completed their work on the retirement
svstem.

0PM said that FEGLI's unfunded liability has been greatly reduced in
recent years, and interest earnings and a continual decline in the mor-
tality rate may reduce it even further. Therefore, OPM said that it saw no
reason to abandon the formula for sharing program costs set forth in the
FEGLI law.

We are not advocating abandonment of the government/employee cost
sharing formula. As we have stated. FEGLI's unfunded liability exists
because in the past the government did not provide for adequate
funding of the program: it is unrelated to the current cost of 1 roviding
benefits. Alse. in our opinion, the fact that the unfunded liability is
shrinking does not justify charging these past costs to future partici-
pants. We continue to believe that the government should assume total
responsibility for the funding deficiency that it created.

Recommendations

We recommend that the Director, opM. take action to reduce FEGLI pre-
minms by

recaleulating program costs using economic assumptions consistent with
those used in determining the cost of the civil service retirement system
dand

climmating the charge to emplovees for the untfunded liability.
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Legislation Needed for FEGLI to Invest in
Nonmarketable Federal Securities

FEGLI Investments

By law. FEGLI funds must be invested in government securities, but the
type of securities to be purchased is not specified. As of September 3(),
F4985. the FEGLI program’'s investments totaled about $6.6 billion, and
about $1 billion is invested in new securities each year. orM fund mana-
gors over lime have employed varying strategies for investing FEGLI
funds in government securities. In contrast. other government life insur-
ance programs. the civil service retirement system, and other govern-
ment trust funds have investment policies authorized by law or by
special arrangement with Treasury that provide for the investment of
avatlable funds in special normarketable federal securities.* Our anal-
vsis showed that the civil service retirement fund rate of return over
time was better than that earned on FEGLI investments.

Oncee cach gquarter. 0PM invests equal amounts of available funds in
3vear and 10-vear Treasury notes. For example, in February 1985, the
tund had $248 million available which was used to purchase $124 mil-
fon of 3-year notes and $124 million of 10-year notes. These market-
based securities were issued at the interest rates for similar notes sold at
that time on the open market.

oin's fund manager told us that each prior fund manager had decided
how FEGLI “‘unds were to be invested. The fund manager said that the
current investment policy was adopted because it provided a balanced
portfolio between short and longer term securities and a reasonable rate
of return on fund investments. The fund manager said that the previous
fund manager had had a different investment strategy that had stressed
the purchase of longer term securities { 20- and 30-year government
bonds).

Since the notes and bonds mirror marketable securities, their fair value
will fluctuate with prices for similar securities on the open market. For
example, on September 30, 1983, the FEGLI fund investments that cost
$5.2 billion had a fair market value of $4.7 billion. However, the fund
does not lose money on its investments because the securities are always
held to maturity and redeemed at face value.

*These secunties are special because they are assigned an interest rate prescribed by law not avail-
abie on any other federal security and dre not sold on the open market.
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O

Investment Policies of
Other Trust Funds

We found that the investment policies of 17 other government trust
funds are authorized by law and provide for investin;, available funds in
special issue federal securities. Three other funds reached agreements in
prior years with Treasury to permit investment in these special securi-
ties without legislative authorization. Treasury officials told us that
they would not make a similar agreement for other government funds
and that oPM would need legislative authorization for the FEGLI program
to invest in the special securities.

The special federal securities purchased by the other funds are par-
valued, which means that they are purchased and redeemed at their
face value. By law, the interest rates on these securities are set on the
basis of the average market yield on all outstanding marketable Trea-
sury securities maturing or callable in rore than 4 years. Half of the
trust funds purchase securities maturing within 1 year or less, while the
other funds purchase securities maturing in 1 to 15 years. Since the
securities are not marketable, the’r value does not fluctuate.

We noted that the Veterans Administration, which administers all of the
other government life insurance programs, including Servicemen's
Group Life Insurance Fund and Veterans Special Life Insurance Fund,
invests in par-valued special issue securities. Also, the civil service
retireraent, social security, and railroad retirement trust funds invest in
such securities.

L bR ma A
Comparison of Rates of

Return

We compared the rates of return earned by the FEGLI and by the civil
service retiremen. funds to determine how the different investment poli-
cies affected fund earnings. We found that the retirement fund earned a
slightly higher rate of return for 6 of the 10 years between 1975 and
1984 and that the net return over the 10-year period was 4.95 percent
greater. Also, the average interest rate being received on all retirement
fund investments as of December 20, 1984, was 11.72 percent. or 1 5
percentage points greater than the average interest rate on FEGLI fund
investments at that time.

A comparison of the rates of return on the two funds’ investments is
shown in table 4.1.
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Table 4.1: Comparison of the Rates of
Return for the FEGLI and the Civil
Service Retirement Funds

Percent
Chll povsion
R ]
Fiscal year FEGL! fund fernd
1975 5.55 645
1976 - 677 667
1977 o 7.38 837
1978 T 761 722
1979 792 732
1980 856 850
1981 - 882 9.20
1982 10.12 1046
1983 10.10 10.36
1984 1045 1048

Conclusions

In contrast to other government trust funds, the FEGLI fund is not
invested in special issue federal securities. In our opinion, investment in
special nonmarketable federal securities adopted by other government
life insurance programs, as well as by the civil service retirement fund,
is appropriate for FEGL fund investments because they have similar
investment characteristics. Moreover, our analysis showed that the civil
service retiremenf fund rate of return over time on investments in the
special securities was better than the rate earned on FEGLI investments.
To the ex.ent that investing in special securities might increase earnings
on FEGLI investments, the overall interest cost to the governwent would
increase accordingly, but FEGLI costs would decrease becauss: of higher
interest earnings.

Agency Comments and
Our Evaluation

Neither oPM iior Treasury was in favor of investing FEGLI funds in the
special nonmarketable securities purchased by the retirement fund and
many other government life insurance programs.

oPM said that we apparently based our proposal on the fact that the
retirement fund has earned a higher rate of return than FEGLI in recent
years. As OPM noted, this higher return resuited from the fact that the
retirement portfolio is distributed over a shorter time horizon (redemp-
tion period) than the FEGLI fund; therefore, more of the money “rolled
over” during the period and could be reinvested at the higher rates. opP™
indicated that if there were a sustained period of falling rates, FEGLI
waoulld be the better performer.
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The relatively higher rate of return earned by the retirement fund in our
10-year analysis is not the only reason that we believe that FEGLI should
invest in the securities used by the retirement fund. As oPM concluded in
a 1983 study of the retirement fund’s investment policy, investment in
the Treasury's special nonmarketable securities is a neutral investment
policy. The study recognized the potential for gains or losses during
periods of rising or falling interest rates but concluded that the fund
was following a neutral investment policy that favored neither the fund
nor the taxpayers and did not attempt "to play the market” to its
advantage. oPM observed that because the retirement fund's investments
are spread over 15 years, they are less sensitive to short-term fluctua-
tions in interest rates. We concur with the conclusions of the study.

OPM also said that our proposal could be adopted administratively,
without the need for legislation. It is possible that FEGLI fund managers
could purchase Treasury securities in a mix that would produce a return
equivalent to the special nonmarketable securities. However, instead of
purchasing a single special security for each investment, they would
have to purchase proportionate amounts of almost 100 different securi-
ties to achieve the same rate of return. There would be no particular
benefit to be derived from such a procedure, and, administratively, it
would be more costly. Therefore, we favor purchase of the special
securities.

Treasury was concerned that the average interest rate feature of the
special nonmarketable securities might result in gains (or losses) to the
fund at the expense (or benefit) of Treasury and taxpayers in general
during periods of rising or falling interest rates. As previously dis-
cussed, OPM's 1983 study recognized the potential for gains or losses but
concluded that overall purchase of these securities represented a neutral
investment policy. We agree with the opM conclusion.

Also, Treasury was concerned that premature redemption of these spe-
cial securities might result at times in a hidden subsidy to the fund while
at other times might result in a loss to the fund. As we stated earlier,
FEGLI fund investments are only redeemed at maturity.

Finally, Treasury said that most government trust funds invest in the
same type of security that FEGLI is purchasing. We did not study the
investment policies of all government trust funds; therefore, we cannot
comment on the portfolio needs of all such funds. We believe that sound
conclusions abcut the most appropriate investment policy for FEGL! can
be made by comparing FEGLI to the civil service retirement fund and
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numerous other government life insurance programs having similar
investment needs.

mm - We recommend that the Director, 0PM, seek legislative authorization to
Reco endation permit the investment of FBGLI funds in special nonmarketable federal
securities.
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Employee Participation in FEGLI and
Alternative Life Insurance Plans

Trends in FEGLI
Participation

In 1983, about 2.3 million federal employees, 80 percent of those eli-
gible, participated in the FEGLI program. In addition, the families of
955,000 federal employees were covered by optional insurance. Since
participation in the FEGLI program is optional, federal employees may
choose to purchase alternative life insurance coverage directly from

insurance companies.

Since enactment of the 1980 rFEGLI amendments, which liberalized bene-
fits for younger employees, the participation of nonpostal employees in
the basic life insurance program has increased, as shown in table 5.1.
With few exceptions, all postal employees participate in the FEGLI pro-
gram because the basic life insurance coverage is provided at no cost to

them. In 1883, about 662,000 postal employees were covered by FEGLI,

mu:wbm
Empioyees’ Participation in the Basic
Life Insurance Program

Hongosil emolayess 196 1983
Eligible 1,907,000 1,889,000
Covered 1,553,000 1,622,000
Participation rate B81% 88%

The 1980 FEGLI amendments achieved their intended effect of increased
participation in the life insurance program, especially among younger
employees. Employees in the younger age groups had the largest
increases in participation in the basic life insurance program, as shown

Table 5.2: FEGL! Participation by Age
Group

in table 5.2 and appendix I.
= e e e e e e s e e = )
Percant of

Age ) - 1980 1983
Under age 25 68 74
251029 years o 65 75
30to 34 years 69 77
3BtoPyears o 77 82
40 to 44 years - 86 88
45t049 years 91 93
S0to54years .4 5
5_5 to 59 years o T T 94 95
60 to 64 years o T es 95
Over64 B T 94 94
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Many federal employees are also taking advantage of the FEGLI

optional programs, as shown in table 5.3.

Table 5.3: Participation in FEGLI
Optionat Programs

Alternative Life
Insurance Plans

S - i s . =

Percont of periicipation by

__ obgitde pmgloyess

Coversge 1990 198

Standard optional insurance (option A) .. . X 3
Additional optional insurance (option B) Not

i . . ... ____ applicable .
Family optional insurance {option C} Not
applicable

Federal employees may choose to purchase individual life insurance pol-
icies directly from insurance companies, rather than participate in the
FEGLI program. A major consideration in comparing the cost of alterna-

tive insurance coverage is the fact that the basic FEGLI premium paid

during an employee’s working years includes the cost of post-retirement

coverage. This cost represents 54 percent of the basic insurance

premium.

A comparison of the employees’ portion of the annual FEGLI basic pre-
mium with the cost of four insurance plans that employees can purchase

as an alternative to FEGL] is shown in table 5.4. Although federal

employees can enroll in FBGLI either when they are hired or during an
open enrollment period without proof of insurability, the four alterna-

tive plans that we used for illustration require such proof.
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Table 5.4: Comparison of Annual FEGLI
Premium With the Cost of Alternative

insurance Plans

Amount of
e Annual
pachase ‘Coveege ' premiom
srchase  coverage premium
FEGLP 25 $50.000 $130
Go +ernment Employees Association B - B
Ir corporated (Company A) 25 50,000 108°
wWorldwide Assurance for Employees of Public -
Agencies. Incorporated (Company BY 25 55000 .
Metropoiitan Lite Insuranc-éﬂéomp;énig' o - -
{Company C) 25 50,000 719
Government Employees‘!\ﬁ-u-tﬂal Beneht o o
Association (Company D) 25 50,000 B7®
FEGLI* ' 35 50,000 130
Company A N 35 54 000° 1320
Company B' o 35 49,000° 66
CompanyC o 35 50,000 g2
Company D T 35 50,000 160°
FEGLI T 45 50,000 260
C}fmpangyiA - 45 40.000° 2040
Company B' S 45 50,000 125
Company C S 45 50,000 130°
Company D - 45 50,000 225¢
3The basic Iife insurance coverage is $25.000 muitiphed by 2
I’(_‘A)e'l'tpany pays annual refunds after claims and expenses are paid
“Mimimum amount of coverage closest to $50.000
%Rate for males who do not smoke
€A $5 00 Wetime membership fee 1S payable with the first premum
'Plan also prowdes accidental death benefits
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Data on Nonpostal Employees’ Participation in
FEGLI: Number of Nonpostal Employees
Participating in FEGLI

1900 1983
Agegroup Eligible Covered Etigible Coverad
Under 25 111,980 75774 85,434 63,164
2529 - 239,882 156,137 203,324 151,481
30-34 T 317,081 220,222 293,003 226,387
3/ T 246344 190,654 308,153 253,447
044 219,332 188,903 244,180 214,465
4549 - 235.606 215,360 232,302 215,337
50-54 - 234,495 219911 232,196 220,999
5559 B 187.978 177.595 172,463 164,657
6064 B 95,860 90,807 98,311 93,520
Over64 18,697 17570 19331 18243
Total 1,907,255 1552833 1,000.703 1,621,700
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Agency Comments From the Office of
Personnel Management

T ——————————————— .

“‘,".. UMITED STATES
{. ‘ﬂ‘ OFFICE OF PERSONNEL MANAGEMENT
‘\ o WASHINGTON, DC 20415

Cfhce ot the Director

Honorabls Charles 3, Rowsher

Tomptraller Coneral of the Hpjted States
i Genara]l Accounting OfFfice
| wWashington, o 20948

; Tear ¥r. Powsher:

We have reviewed yavrr Araft report nn the Fodopal Frolovees
Group Life Tnanrance (FEGLT) Proaram and we have the fo'lowina
i comments .,
i
i

We cannot iaree with vour racommerdation that the FEOLT 1aw be
amended to provide the Basic insurance in mul*inles of 1.5 to
2 times salary to all employees free of charqe. While we
acknowledae that this is inderd the prevalent pracrice in the
| private sector, we belisve aroup lif= insurance has histori-
! cally played a slightlv different role in orivate sector
benefit piamns than in the Federal svstem,

Group 'ife insurance has served in many instances as the
primary means of providing benefits to survivors nf private
sector employees, esvecially *o younger soouses and those
without dependent children who are not el'iagible for Social
Security benefits. In contrast, *he orimary protection for
survivors of Federal employees Vies in the Civil Service
Petirement and Disability Svstem which provides an annuity
for the survivina denendents of any ~overed employee with more
than eighteen months of service. Thus, while FEGLI is cer-
tainly an important aspect of surviver brotection in the
Fedrral sector, it has not carried ouite the s>me burden as
aroun 1ife insurance for orivate sectnr emplovees. As *'m
sure you Ate aware, changes to Basic FECLT in the Airsction
you recommend ar~ beina considered in connection with the
development of a new retirement svstom for post jaRr?
employees, whose survivor benefits will he modeled far more
~logely on private sactor practica,

With regard to your suagestion that npm adopt, for the pur-
posas of FFGLT rate setting, the *svread”™ hotween the interest
rate assumption and® *he salary increase assumprion utilizert by
the Beard of Actuaries in its most recent valuation of the
retirement system, [ would like to make two points. First,
the Board of Actuaries’ work was not available until 'ong
after the valuation of FFGL! on which the current TAtRS Are
based was completed. Second®, it is critica' in sound
actuarial practice *that economic assumptions he adepted ac
sats 20 that the logic behind one assumption carries through
to the others. You suggest in vour remort that once the
Board's conclusions were available, we should have igrnored
their actual assumptions (far this would have increrased FFGLT
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rates), but overlaid the "spread™ between their two key
assumptions onto the interest rate assumption used in the
FEGLI valuation of two yecars before, to produce a slightly
lower premium {$.0085 per thousand). We consider such "picking
and choosing™ among sets of numbers developed for different
programs at different times inconsistent with the best
actuarial practice. When we conduct our next valuation of
FEGLI, we w 11, of course, give due regard to the work of the
Board of Actuaries.

You further suggest that the employee’s share of the basic
premium should be lowered by the Government's assuming full
responsibility for paying off the Program's unfunded
liability. You made a similar suggestion in your 1977 report,
upon which the Congress has not acted, The burden of the
unfunded liability on both employees and the Government has
been greatly reduced in recent years, and continued improve-
ments in mortality and interest earnings may reduce it further
still, We see no reason at this point to abandon the formula
for sharing program costs set forth in the FEGL] law.

Finally, you recommend that the law be amended so that the
investment practices of the Retirement Fund can also be
applied to the FEGLI Fund. You apparently base your trecommen-
dation on the fact that the Retirement Fund has earned a
higher rate of return in recent years.

The primary reason the Retirement Fund ocutperformed the FEGLI
Fund during the recent past has little to do with the statu-
tory provisions governing the investment of Retirement

monies. It stems rather from the fact that the Retirement
portfolio is distributed over a much shorter time horizon than
the FEGL1 Fund, and hence, more of the money "rolled over™
during the period in question and could be reinvested at the
higher rates.

The time horizon for FEGLI could be changed to match that of
the Retirement Fund via administrative action. Since the Fund
already has access to similar non-marketable securities and
since par valye is not an issue for a fund that never redeems
securities before maturity, the FEGLI Fund could be managed
over time so as to mirror the activity of the Retirement Fund
even in the absence of legislation. The question is whether
such action is desirable. You compared the two funds during a
period of rapidly rising interest rates and the more liquid
fund showed to advantage. Should we now enter a2 sustained
period of falling rates, the PEGLI Pund will be the better
performer. Investment decisions always depend on assumptions
about the economic future, and while we believe reasonable
practices have been followed in the management of both funds,
it is by no means evident that one set of practices is clearly
superior to the other. 1In sum, we do not think you have made

Page 38 GAO/GGD-86-28 Life Insurance




a compelling case for a fundamental change in the management
of the FEGLI Fund, and further, the change that you seek, even
if desirable, has little to do with the legislation you
recommend.

The FEGLI Program is 3@ years old and it has, no doubt,

evolved in some ways that were not totally foreseeable at its
inception. T am pleased that your very thorough review has
substantiated my own impression that it is a basically sound
program that has served the interests of the Pederal workforce
well. I aporeciate this opportunity to comment on your report.

Sincerely,

Lperfonei o

Constance Horner
Director
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Agency Comments From the Department
of Treasury

Note GAO comments
supplementing those in the
report text appear at the
end c¢f this appendix |

DEPARTMENT OF THE TREASURY
WASHING TON

ASSISTANT SECRETARY January 7, 1986

Dear Mr. Anderson:

This letter responds to your regquest for comments on GAQ's
draft report entitled Assessment of Federal Employees' Grou
Life Insbrance Program” TGAG/GED-86-Z8]. We aporesiste tho ©
cpportunity to ofter the Department of the Treasury's
perspective on the investment of FEGLI premiums,

First, as a technical matter, FEGLI premiums are not

currently invested in marketable Federal securities as
Now onp 24 stated on page 19 of the draft report., Treasury, at the

direction of the Office of Personnel Management fund

managers, 1nvests FEGLI premiums in market-based special

1s5sues of Treasury securities. This distinction should be
See comment 1 clarified in GAO's final report on the FEGLI program,

Second, and more important, we have concerns about GAO's
recommendations regarding the investment of FEGLI premiums
in nonmarketable Federal securities as proposed in Chapter 4
of the draft report,

Treasury policy for investment of Government accounts is
that the investment should be in Treasury securities with
maturities suitable to the needs of the investing fund, as
determined by the fund managers, and bearing interest at
prevailing market yields on outstanding Treasury securities
of comparable maturity. Under this policy the Treasury is
in the same position as if it had borrowed in the market and
the investing agency is in the same position as if it had
invested in the market. Current law and procedures for
investing the FEGLI fund are consistent with this policy.

Chapter 4 recommends, in effect, that OPM seek legislative

investment authority along the lines of that applicable to
\ the Civil Service Retirement FPund, Under existing law, the
Civil Service Fund is invested in nonmarketable Treasury
securities which may be redeemed at any time at par and
which bear interest at the average market yield on
outstanding Treasury securities with more than four years
remaining to matJarity.

The average interest rate and par redemption features of the
securities issued to the Civil Service Fund are inequitable
to both the Treasury and the Fund. The average interest
rate feature can result in gains (or losses) toc the Fund at
the expense (or benefit) of the Treasury and the general
-axpayer since the interest rate on any particular
investment is not related to the market yield on outstanding
Treasury securities of comparable maturity. Thus, for

‘ example, at times when the market yield curve 15 positively
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sloped, a one-year investment would result in a hidden
subsidy to the Fund and corresponding cost to the Treasury.
Conversely, at times when the slope of the market yield
curve is negative, a one-year investment would result in a
gain to the Treasury at the expense of the Fund. Similarly,
the par redemption feature can result in gains (or losses)
to the Fund at the expense (or benefit) of the general
taxpayer.

For example, premature redemption at par of a security with
a relatively low coupon interest rate at a time when market
rates of interest are rising would result in a hidden
subsidy to the Fund, since the true market value of the
security would be less than par. Conversely, at times of
declining market interest rates premature redemption at par
of a relatively high coupon investment would result in a
loss to the Fund, since the true market value of the
security would be greater than par.

To avoid the above inequities, the Treasury had designed
market-based special issues for most Government funds which
permit fund managers to invest directly with the Treasury in
securities priced on the basis of outstanding Treasury
securities in the market. Fund managers may select any
marketable Treasury issue for purchase from or sale back to
the Treasury at current market prices. This is the
Treasury's recommended approach for Government investment
accounts. The market-based special issue procedure is used
by the vast majority of these accounts, including the FEGLI
fund and the recently created military retirement fund.

In view of the foregoing, we recommend against authorizing
the FEGLI Fund to invest in par value special obligations.

Sincerely] /ﬁ /<7
rJ ] e
L"f-%[,., £

Charles 0. Sethness

Mr., William J. Anderson

Director

General Government Division

United States General Accounting Office
Washington, D.C. 20548
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Appendix It
Agency Comments From the Department
of Treasury

The following are Gao’s comments on the Department of Treasury's
letter dated January 7, 1986.

GAO Comments 1. Report has been clarified on page 24 to reflect this distinction.
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