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DEPARTMENT OF HEALTH & HUMAN SERVICES Office of Inspector General 

NW 61996 ,. Memorandum

Date 

J2%I%%?T 
From F Inspector General 

1 

Post Retirement Benefit Costs Claimed by Blue Cross and Blue Shield of Michigan 
‘Ub;ec’ (A-07-96-01 177) 

To	 Bruce C. Vladeck 
Administrator 
Health Care Financing Administration 

This is to alert you to the issuance of our final 
identi&ing  almost $9 million in post retirement costs at Blue Cross Blue Shield of 

RpOIt on November 8, 1996-

Michigan (Michigan) which were unallowable. A copy is attached and copies of the 
report have been distributed to your staff for adjudication of the finding. 

Michigan’s contractual relationships under Medicare were terminated in 1994. In 
August 1995, Michigan claimed almost $9 million in post retirement costs estimated to 
be incurred after termination of the Medicare contracts. We determined that the claim 
represented a retroactive change in the basis of accounting and a request for 
reimbursement of unfunded costs. The Federal Acquisition Regulations do not allow for 
such a retroactive change in accounting basis nor the reimbursement of unfi.mded costs. 
Therefore, the post retirement cost of $9 million are unallowable for Medicare 
reimbursement and we are recommending that the claim be denied. 

Michigan disagreed with our recommendation because they believed that the costs would 
have been allowable if the contract had continued until the costs were funded. However, 
the Health Care Financing Administration, Office of the Actuary, reviewed our report, 
which included Michigan’s comments and agreed with our analysis and resultant 
recommendation. 

We will be working with your staff to resolve the complicated issues addressed in 
this report. If you need additional information about this report, please call me or your 
staff may contact Barbara A. Bennett, Regional Inspector General for Audit Services, 
Region VII, (816) 426-3591. 

Attachment 

I 
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Office of Inspector General
DEPARTMENT OF HEALTH & HUMAN SERVICES Office of Audit Services 

.— 

Region Vll 
601 East 12th Street 
Room 284A 

City, Missouri 64106Kansm 

CIN: A-07-96-01 177 

Mr. J. Michael Clyne 
Manager, Customer Audit Services

Blue Cross and Blue Shield of Michigan

600 Lafayette East #1014

Detroit, Michigan 48226


Dear Mr. Clyne: 

This report provides you with the results of an Office of Inspector General (OIG), Office of 
Audit Services (OAS) review titled Post Retirement Benejit Costs Claimed by Blue Cross and 
Blue Shield of Michigan. The purpose of our review was to determine the allowability of

$8,979,998 in post retirement benefit (Post Retirement) costs claimed for Medicare

reimbursement by Blue Cross and Blue Shield of Michigan (Michigan). The $8,979,998

represents Post Retirement costs that will be incurred subsequent to the termination of

Michigan’s Medicare contracts. The review showed that the claimed costs are umllowable

for Medicare reimbursement and we recommend that Michigan withdraw the claim.


Michigan disagrees with our recommendation and maintains that the Health Care Financing 
Administration (HCFA) is responsible for reimbursing Post Retirement costs attributable to 
Michigan’s administration of Medicare. Michigan’s response is included in its entirety as 
Appendix A. Appendix B contains the HCFA, OffIce of Actuary’s comments on Michigan’s 
response. 

INTRODUCTION 

BACKGROUND 

Michigan administered Medicare Parts A and B operations under cost reimbursement 
contracts until the contractual relationship was termimted in 1994. Contractors were to 
follow cost reimbursement principles contained in the Cost Accounting Standards (CAS), the 
Federal Acquisition Regulations (FAR) and their Medicare contracts. 

Michigan was the Medicare Part A contractor until the contract was terminated effective 
October 1, 1994 and the Medicare Part B contractor until the contract was terminated 
effective November 1, 1994. At the request of the HCFA, we audited Michigan’s 
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August 29, 1995 claim of $8,979,998 for Post Retirement costs to be incurred subsequent to 
the termination of the Medicare contracts. 

The FAR sets forth the allowability requirements and applicable methods of accounting for 
Post Retirement costs under a government contract. Post Retirement costs can include, but 
are not limited to, post-retirement health care; life insurance provided outside a pension plan; 
and other welfare benefits such as tuition assistance, day care, legal services, and housing 
subsidies provided after retirement. Post retirement benefits do not cover cash and life 
insurance paid by pension plans during the period following the employees’ retirement. 

According to FAR 31.205-6(0)(2), Post Retirement costs can be calculated using one of the 
following: 

Cash Basis (or pay-as-you-go) - recognizes costs as Post Retirement when they are 
actually provided. 

Terminal Funding - accrues and pays the entire Post Retirement liability to the 
insurer or trustee in a lump sum upon the termination of employees to establish and 
maintain a fund or reserve for the purpose of providing Post Retirement to retirees. 
The lump sum payment is allowable if amortized over a period of 15 years. 

Accrual Basis - measures and assigns costs according to generally accepted 
accounting principles and pays an insurer or trustee to establish and maintain a fund 
or reserve for the sole purpose of providing Post Retirement to retirees. The accrual 
must be calculated in accordance with generally accepted actuarial principles and 
practices as promulgated by the Actuarial Standards Board. 

The FAR further states that to be allowable, costs must be Ilmded by the time set for filing 
the Federal income tax return or any extension thereof. Post Retirement costs assigned to 
the current year, but not fimded by the tax return time, are not allowable in any subsequent 
year. 

In 1990, the Financial Accounting Standards Board issued the Statement of Financial 
Accounting Standard (SFAS) 106 which established accounting standards for Post 
Retirement. The SFAS 106 significantly changed the practice of accounting for Post 
Retirement from the cash basis to the accrual basis. 

With the implementation of SFAS 106, companies are required to report in their f~cial 
statements the accrued liability for Post Retirement for current and retired employees. The 
SFAS 106 requires the amual reporting of net periodic service costs, as well as a transition 
obligation (i.e., a cumulative effect of an accounting change) which may be recognized either 
immediately or amortized on a straight line basis over the average remaining service of 
active plan participants. 

. 
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The FAR allows contractors the option of electing SFAS 106 accrual accounting for funded 
Post Retirement, or of continuing to recognize Post Retirement costs on the cash basis for 
government contract purposes if that had been their practice. However, the FAR does not 
allow contractors to immediately recognize any SFAS 106 transition obligation. The FAR 
provides for recognition on an amortized basis. 

Medicare contractors were alerted to the SFAS 106 requirements and the FAR options by 
instructions in the Budget and Performance Requirements for Fiscal Year 1993. Michigan 
chose to continue using the cash basis for its government contracting purposes and thus 
recognize Post Retirement costs when they were actually provided. 

SCOPE 

We performed our audit in accordance with generally accepted government auditing 
standards. The objective of our audit was to determine whether Post Retirement costs 
claimed for the period subsequent to Michigan’s termination were allowable for Medicare 
reimbursement. Achieving our objective did not require that we review Michigan’s internal 
control structure. 

We. examined Michigan’s claim in relation to applicable laws and regulations to determine 
whether Michigan complied with regulatory requirements. 

We conducted our review at the auditee’s office in Detroit, Michigan during September 
1995. We performed subsequent audit work in our OIG, OAS Jefferson City, Missouri field 
office. 

FINDINGS AND RECOMMENDATION 

Michigan has claimed $8,979,998 in Post Retirement costs that are unallowable for Medicare 
reimbursement. The $8,979,998 represents costs for Post Retirement benefits that Michigan 
estimates will be incurred after the termimtion of its Medicare contracts. The claim 
represented: (1) a retroactive change in accounting basis with immediate recognition of the 
transition obligation, and (2) a request for reimbursement of unfunded costs. None of these 
costs are allowable in accordance with the FAR and therefore the costs are umllowable for 
Medicare reimbursement. 

Michigan’s contractual relationships under Medicare were terminated in 1994. On

August 29, 1995 Michigan claimed $8,979,998 to cover Post Retirement costs subsequent to

the contract completion dates. The FAR allows contractors the option of electing SFAS 106

accrual accounting, but it requires the amortization of the transition obligation amount. 
Additionally, the }AR states-that to be allowable, costs must be funded by the time set for 

or any extension thereof.filing the Federal income tax return 
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Michigan’s normal practice for government contracting purposes has been to claim Post 
Retirement costs on the cash basis. On this basis, Michigan had been reimbursed for actual 
Post Retirement costs incurred through the contract termination dates. Michigan’s 
subsequent claim for Post Retirement costs was calculated using an accrual basis considering 
the immediate recognition of the entire transition obligation amount. 

The Post Retirement claim is based on the retroactive changing from a cash basis to an 
accrual basis for claiming Post Retirement costs subsequent to its contract terminations. In 
addition to being a retroactive change, Michigan’s application of the SFAS 106 accrual 
method of accounting for Post Retirement is not in compliance with the FAR with regard to 
treatment of a transition obligation. Furthermore, although Michigan’s claim is based on the 
accrual method, Michigan has not established a fund or reserve to provide Post Retirement to 
retirees. Therefore, Michigan is claiming reimbursement for unfunded costs. 

Accordingly, we concluded that Post Retirement costs of $8,979,998 claimed by Michigan 
are umllowable for Medicare reimbursement and we are recommending that Michigan 
withdraw the claim. 

Recommendation: 

We recommend that Michigan withdraw the August 29, 1995 claim of $8,979,998 for Post 
Retirement costs. 

Auditee Response 

Michigan’s response primarily consisted of the same assertions and opinions that were 
included in its August 19, 1995 claim. Michigan’s assertions and opinions are summarized 
in the following paragraphs and presented in detail on Appendix A. 

Michigan believes that reimbursement of the accumulated Medicare Post Retirement 
obligation is required under the terms of its Medicare contracts. According to Michigan, 
HCFA’S failure to fund Post Retirement costs breaches the Medicare contracts’ fundamental 
principle that Michigan shall experience neither profit nor loss as a result of its Medicare 
service. Michigan compared its claim for Post Retirement costs to pension costs attributable 
to Medicare service, which HCFA funded. 

Michigan asserts that HCFA’S termination of the Medicare contracts does not eliminate 
HCFA’S responsibility to reimburse the accumulated Post Retirement obligation, as it is 
funded in the future. Michigan points out that if it had been permitted to continue 
performing the contracts, the Post Retirement costs in question would have been reimbursed 
by HCFA. According to Michigan, HCFA can’t shifi responsibility for the Post Retirement 
obligation because it elected to terminate Michigan’s Medicare contracts. In support of their 
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position, Michigan cited two court cases which Michigan believes establishes HCFA’S 
liability for accumulated Post Retirement obligation costs that will be incurred by Michigan 
in the future. 

Michigan believes that the CAS supports their position regarding the Post Retirement costs 
claimed. According to Michigan, Post Retirement costs may be treated under either CAS 
412 or 416 with similar results. Michigan also believes that the FAR and SFAS 106 allows 
for a segment closing adjustment of Post Retirement costs. 

Additionally, Michigan assefts that under SFAS 106 the amortization of the transition 
obligation is required to be accelerated when benefit payments (which are defined to include 
payments/associated with a settlement) exceed the accrual costs. According to Michigan the 
Government’s undertaking of an action to fund fully a lump sum settlement or to otherwise 
discharge the Medicare Post Retirement obligation would amount to a settlement within the 
meaning of SFAS 106. This would in turn require immediate recognition of the remaining 
unamortized portion of the Medicare Post Retirement transition obligation under paragraph 
112 of SFAS 106. 

Also, Michigan believes that because we did not challenge or otherwise question their 
calculations of the Post Retirement costs claimed, that we therefore agree that $8,979,998 of 
Michigan’s Post Retirement costs are attributable to Medicare. 

OIG Comments 

We disagree with Michigan regarding the allowability of its Post Retirement costs. We also 
disagree with the validity and accuracy of Michigan’s calculation of the Post Retirement 
costs. Our reasons for disagreeing are summarized in the following paragraphs. The 
HCFA, Office of Actuary’s detailed comments on Michigan’s response are presented on 
Appendix B. 

Michigan’s Medicare contracts require that the costs allowable and allocable for 
administration of the contract be determined in accordance with provisions of Part 31 of the 
FAR. The FAR 31.205-6(0)(2) sets forth the allowability requirements and applicable 
methods of accounting for Post Retirement costs. The FAR states that to be allowable, costs 
must be funded by the time set for filing the Federal income tax return or any extension 
thereof. Post Retirement costs assigned to the current year, but not funded by the tax return 
time, are not allowable in any subsequent year. 

In regards to Michigan’s comparison of Post Retirement costs to pension costs, HCFA 
reimbursed Michigan for pension costs which Michigan funded during the period of the 
contracts. Likewise, HCFA reimbursed Michigan for Post Retirement costs that were funded 
by Michigan during the period of the contracts. The Post Retirement costs that Michigan 
claimed subsequent to the contracts’ termimtion have not been funded. 
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There are no contractual or regulatory provisions to support Michigan’s assertions that

HCFA is responsible to reimburse Michigan for the accumulated Post Retirement obligation.

Furthermore, the two court cases cited by Michigan pertain to different situations and

circumstances and are not relevant.


We agree that CAS 412 and 416 could result in substantially the same amounts of allocable

costs. Both standards provide for differing treatments depending on whether the costs are

accrued and fhnded or pay-as-you-go. 

While Michigan states that the FAR and SFAS support a segment closing adjustment for Post

Retirement cost, they cited no provisions in support of their position. There are

none. The provisions of FAR 31.205-6(0)(4) are applicable to Michigan’s contract, and do

not allow for the immediate recognition of the transition obligation. Additionally, there has

been no settlement as defined by SFAS 106 paragraph 90. Therefore, SFAS 106 paragraph

112 is not pertinent to Michigan’s claim.


We did not challenge or otherwise question Michigan’s calculations of the Post Retirement

costs claimed because the costs were umllowable in their entirety. We did review the 
pertinent data that provided the basis for Michigan’s Post Retirement claim and found that: 

While Michigan historically charged Medicare for Post Retirement costs based on an 
allocation of total company pay-as-you-go costs, the claim in question was separately 
computed by Michigan’s actuary based on 132 individual participants that Michigan 
identified as Medicare “retirees”. 

Michigan’s claim was based on 100 percent of the 132 Medicare retirees’ accumulated 
Post Retirement obligation. However, historically, Michigan’s Medicare segment was 
only devoted to Medicare operations about 87 percent of the time. Additiomlly, 
Medicare only accounted for about 12 percent of Michigan’s total business. 

Michigan’s claim assumed that all 132 Medicare retirees worked their entire careers 
on Medicare operations. Accordingly, Michigan did not attribute any of the retirees’ 
accumulated Post Retirement obligation to non-Medicare operations. Our analysis 
showed that, on average, the 132 retirees were only devoted to Medicare operations 
for about 71 percent of their careers. 

Of the 132 participants valued by Michigan’s actuary as Medicare retirees, we found 
that 16 were still actively employed by Michigan in non-Medicare operations. We 
also identified 5 participants that were never included in the Medicare segment and 
had never worked on Medicare operations. Additionally, we identified one participant 
that was deceased prior to Michigan’s submission of its claim for Post Retirement 
costs. 
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For the above noted reasons, wewould not accept the validity and accuracy ofMichigan’s 
calculations of the Medicare Post Retirement costs even if the costs were allowable, which 
they are not. 

INSTRUCTIONS FOR AUDITEE RESPONSE 

Final determination as to action to be taken on all matters reported will be made by the HHS 
action ofiicial identified below. We request that you respond to the recommendation in this 
report within 30 days from the date of this report to the HHS action official, presenting any 
comments or additional information that you believe may have a bearing on fml 
determination. 

In accordance with the principles of the Freedom of Information Act (Public Law 90-23), 
OIG, OAS reports issued to the Department’s grantees and contractors are made available, if 
requested, to members of the press and general public to the extent information contained 
therein is not subject to exemption in the Act which the Department chooses to exercise. 
(see 45 CFR Part 5.) 

Sincerely, 

gj&Jw.A.&2_Jj-
Barbara A. Bennett 
Regional Inspector General for 
Audit Services 

Mr. Chester Stroyny 
Regioml Administrator 
Region V 
105 West Adams Street, 17th Floor 
Chicago, Illinois 60603 

Enclosure 
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of Michigan 

Mark R. Bartlett, CPA, CPCU 600 Lafayette East 
Vice President and Controller Detroit, Michigan 48226-2998 

May 7, 1996 

B a r b a r a  A .  Bennett ~

Reg iona l  Inspec tor  Genera l  fo r


Audit S e r v i c e s 
Office of  Inspec tor  Genera l 
Office of Audit S e r v i c e s 
6 0 1  East 12th Street 
Room 284A 
Kansas city, Missouri 64106 

Re: CIN: A - 0 7 - 9 6 - 0 1 1 7 7 

Dear Ms. Bennett: 

submits this response 
B l u e  C r o s s  B l u e  Shield of Michigan (BCBSM)

 your request  for comments on the HH S 
 r e s p e c t f u l l y 

to 
Office o f  I n s p e c t o r  G e n e r a l  f o r  Audit S e r v i c e s  (OIG) draft  

e n t i t l e d  Post R e t i r e m e n t  Benefit C o s t s 
C l a i m e d  by Blue Cross and Blue Shield of Mi.chiuan (Draft Audit 

audit 
report no.  A-07-96-01177 , 

R e p o r t )
facilitating 

. BCBSMts response  i s  be ing  submi t ted  for  the  purpose  o
cost issues relating to 

f 
t h e  s e t t l e m e n t  o f  o u r 

M e d i c a r e  c o n t r a c t s  a n d  is not to be construed as an admission of 
liability u p o n  a n y  p a r t i c u l a r  o r  f igure . BCBSMSS a t t a c h e d 
comments  a re  based  upon  a  pre l iminary  review of the Draft Audit 
Repor t ;  BCBSM reserves  the  right to submit addi t iona l  in format ion 
and to contest  any findings, r e c o m m e n d a t i o n s  o r  claims set  forth 
in or relating to the  Draf t  Audit R e p o r t . 

claim 

Please  contact me at 313-225-6922 if  you have any questions 
or i.f we otherwise may be of assistance. 

Blue Cross Blue Shield of Michigan is an independent licensee of the Blue Cross and Blue Shield Association. 
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BCBSM  COMMENTS ON DRAFT PRB COST AUDIT REPORT 

OIG~s Draft Audit Repor t  did not r a i s e  a n y  q u a n t u m  issue 
r e g a r d i n g  t h e  $ 8 , 9 7 9 , 9 9 8  o f  
claimed by

did 
BCBSM. T h e r e f o r e , 

O I G  n o t  c h a l l e n g e  o r  o t h e r w i s e  

Post Retirexnent Benefit (PRB) costs 
it is BCBSMIS 

question BCBSMts calc~lations
u n d e r s t a n d i n g  t h a  t 

BCBSM’S PRB cost is a t t r i b u t a b l ee s t a b l i s h i n g  t h a t  $  8
1? 

7 9 , 9 9 8  o f  

opinions r e g a r d i n g  
Medicare  se rv ice . T h e  Draft Audit Repor t  instead c o n s i s t e d 

m o s t l y  o f  entitlement issues which form.the 
-basis for-OIGJs-conclusion--that-HCFA--need n o t - f u n d  t h e  r e t i r e  e 
health care benefi ts  offered to workers  who served  Medicare 

BCBSMIS M e d i c a r e  c o n t r a c t i n g . 
BCBSM maintains that HCFA is responsible for reimbursing PRB 

costs a t t r ibu tab le  to BCBSMIS a d m i n i s t r a t i o n  o f  M e d i c a r e . 

to 

during the past  several  decades of 

1 . Government Reimbursement Of The Accumulated Medicare PRB 
Obl iga t ion  I s  Recruired Wnder BCBSM’S M e d i c a r e  C o n t r a c t s 

The fundamental  basis of the agreements under which H C F A 
e n g a g e d  BCBSMts Medicare  adminis t ra t ive  se rv ices  was  
re imbursement : 

cost 

It is t h e  i n t e n t  o f  t h e  C a r r i e r ,  
p e r f o r m i n g  

this contract that in 
its func t ions  under  this cont rac t ,  sha l l  b  e 

paid its c o s t  o f  a d m i n i s t r a t i o n  u n d e r  t h e  of 
n o r  l o s s  t o  t h e  C a r r i e r  .  .  .  

nri.n~i~le 
neither txofit .4’ 

T h u s ,  t h e  intent of the parties was that BCBSM w o u l d  b e 
r e s p o n s i b l e  f o r  administering M e d i c a r e  

would  be  respons ib le  for  re imburs ing  the  cos t  o f  such 
Medicare  se rv ice . The  cos t  o f  Medicare  adminis t ra t ion  inc luded , 
n a t u r a l l y , the cost  of  compensating workers to perform such 
Medicare  se rv ice . 
component  o f  BCBSMSS

Just as HCFA has funded the pension benefit 
Medicare workerss compensation,  i t  should 

f u n d  t h e  r e t i r e e  h e a l t h  c a r e  obligation a t t r i b u t a b l e  t o  t h e  s a m e 
Medicare  se rv ice

in 
. HCFASS failure to provide  such  funding  would 

be b r e a c h  o f  t h e  M e d i c a r e  c o n t r a c t s  f u n d a m e n t a l  p r i n c i p l e 

functions for HCFA, which 
in turn 

Depending  upon  the  timing of and funding vehicle used to1/ 
a set t lement of the Medicare PRB obligation,  the $8.9 

b e  a d j u s t e d . 
implement 
cost figure will  likely n e e d  to 

2/ 
~ BCBSMIS  M e d i c a r e  Part 

Part 
B contract HCFA 88-016-2, Article 

XVI (A) . BCBSMIS  M e d i c a r e  A contract 88-001-1 .25  contains a 
v i r t u a l l y  i d e n t i c a l  p r o v i s i o n  a t Article XII I (A) . 

1 
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t h a t  BCBSM s h a l l  e x p e r i e n c e  n e i t h e r  
its M e d i c a r e  s e r v i c e  . 

profit nor loss as a result 
of 

2 . HCFA’S Termination Of  BCBSll Is Not A ProBer Basis F o  r 
Avoiding Responsibility To Reimburse The-Accumulated PRB 
O b l i g a t i o n  Attributable To BCBSM”s M e d i c a r e  S e r v i c e 

in 1994–does- not-extinguj.sh-HCFAts 
The fact that HCFA terminated BCBSMts Medicare  cont rac t ing

‘ respons ib i l i ty  to r e i m b u r s e 
the  accumula ted  PRB obl iga t ion  a t t r ibu tab le  l o n g - t e r m 
operation of Medicare Part  A and 
e s t a b l i s h e d  t h a t  t h e  G o v e r n m e n t  r e m a i n s  liable for costs which 
benef i ted  and  were  caused  by  cont rac t  per formance , 
n o t w i t h s t a n d i n g  t h e  f a c t  that the cash outlay for  such  cos t s 
n a t u r a l l y  m a y  o c c u r  a f t e r  t h e  term of  a  cont rac t ~, e.q., 

u n e m p l o y m e n  t 

. 
United S t a t e s  R u b b e r  C o .  v .  United States, 160 F. Supp. 492, 4 9 9 -

to BCBSMCS 
Part B services . It is well­

s5 0 0  (Ct. Cl .  1958)  ( increase  in c o n t r a c t o r

i n s u r a n c e  tax c o s t  e x p e r i e n c e d  a f t e r  c o n t r a c t  terminated b u t


sa t t r i b u t a b l e  t o  c o n t r a c t o r

cos t  under  the  cont rac t )  . PRB costs similarly are reimbursable

e m p l o y m e n t - r e l a t e d  c o s t s  t h a t , n a t u r a l l y ,  c o n t i n u e  t o  b e 

a f t e r  c o n t r a c t i n g  s e g m e n t s  c l o s e  a n d  t h e  w o r k e r s  r e t i r e .

C l e a r l y ,  if BCBSM had  been  permi t ted  to continue p e r f o r m i n g 

Medicare contracts,  the Medicare PRB obligation


just as has been the case 

past e m p l o y m e n t  w a s  a  r e i m b u r s a b l  e 

pai,d 

its 

have been reimbursed by HCFA,

BCBSMIS Medicare pension obligation produced by the same Medicare

s e r v i c e . 

sim~}y
M e d i c a r e  c o n t r a c t s  . -

H C F A  cannot properly shift respons ib i l i ty  for  the

Medicare PRB obligation because

BCBSMIS


in ques t ion  woul  d 
with 

it e l e c t e d  t o  t e r m i n a t  e 

The Draft  Audit Report references a FY93 alert to M e d i c a r e 
contractors regarding FAS 106 and FAR
“/ 
e s s e n c e , t h a t  BCBSM ‘Schose’t not to c h a r g e  M e d i c a r e  f o r  t h e  t r u e , 
fully accrued cost of PRB . This 

including t h e  f a c t  t h a t ,  
statement i.s i n c o m p l e t e  a n d 

i n a c c u r a t e  f o r  s e v e r a l  r e a s o n s , until 
the advent of  FAS 106,  employers throughout U.S.  industry had 
always recognized and administered PRB on a pay-as-you-go basis. 

options and states, in 

S h o r t l y  after the  FY93 a le r t , HCFA terminated BCBSMIS Medicare 
c o n t r a c t s . HCFA thus  te rmina ted  BCBSM before it could have 
addressed and recovered the FAS 106 PRB 
decades of 

cost built up through 
prior Medicare  se rv ice  . 

F u r t h e r , the  Draft Audit Report$s o b s e r v a t i o n s  r e g a r d i n g
~SretrOaCtiVell c h a n g e s  in cost a c c o u n t i n g  p r a c t i c e s  indicate tha t 
e v e n  i f  BCBSM had “chosen” earl ier  to attempt to charge HCFA th e 

2
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A 

There should be no dispute that BCBSMQS accumula ted  PRB 
o b l i g a t i o n  exists because of BCBSMCS approximate ly  25  years  of 
service to the Medicare program. This serv ice  was  under taken 
p u r s u a n t  to cont rac tua l  agreements  provid ing  that ”BCBSM was not 
to experience a loss as a result of its M e d i c a r e  s e r v i c e . Other 
agencies of  the U.S.  Government, 
Energy and Defense, have, under similar situations -- termination 
of a contractor’s long-term service under cost-reimbursement 

including the Departments o f 

-
contracts -- agreed”to-reimbu~~eaccrued-PRB obligations that are

attributable to such service.- In sum, HCFAIS termination of

BCBSMSS Medicare contracting is not a proper basis for HCFA to

avoid responsibility ‘for reimbursement of the accumulated PRB 
obligation attributable to BCBSM’S Medicare service.


3.	 Cost Accounting Standards Also Support BCBSMSS
PRB 

Request 
That HCFA Fund The Accumulated Medicare Obligation 

Although PRB costs may be treated under either CAS 412, if

they are an integral part of a pension plan, or under CAS 416, as


3/ (
. ..continued) 
accrued cost of PRB, such an election likely would have been 
opposed as a retroactive change. In any event, the relatively 
recent issuance of FAS 106 and its requirement that BCBSM 
recognize the accrued cost of the PRB obligation attributable to 
Medicare service, clearly establish that BCBSMIS accrual of a PRB 
obligation was not a voluntary retroactive change in accounting 
practice. Moreover, HCFAts termination of BCBSMts Medicare 
contracts created a changed situation entirely different from the 
open-ended, long-term contractual relationship that had been 
r e n e w e d  consistently since the inception of Michigants M e d i c a r e 
c o n t r a c t i n g . Accord ing ly ,  BCBSMIS recovery of Medicare PRB costs 
claimed should not be deemed to be unallowable because 
a l legedly  would  change  re t roac t ive ly  a  cos t  account ing  prac t ice . 

it 

4
Benefits Programs (1995) (DOEts policy to pay for post-contract/ 

See DOE Order 3890.1, Contractor Insurance and Other Health 

retiree costs through a lump-sum settlement, continued pay-as-

you-go reimbursement, or transfer of the PRB obligation to the

successor contractor) ; Reminuton Arms ComPanv,

1238, 4 Extra. Con. Relief Rptr. 

fund accumulated PRB obligation after termination of long-term

cost-reimbursement operating contract) .


Inc. , ACAB No. 
~ 59 (1991) (Army agreement to 
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insurance costs, the Cost Accounting Standards (CAS) Board (CASB)
has made clear that application of either CAS 412 (pensions) or 
CAS 416 (insurance) to PRB costs ‘twop}d result in substantially
the same amounts of allocable cost.OO– Moreover, as acknowledged
by the Defense Contract Audit Agency, if PRB had simply been

incorporated as an integral part of a pension plan (and thus


adjus tment  
treated under CAS 412 and 413), a Post-contract Segment closing

for any unfunded cost  of  the segment ISWOU1 ~ 
PRB obl iga t ion . - ’ 

be due 

5/ 
That the CASB contemplated equivalent treatment for PRB and 

pension costs is illustrated by the preamble to CAS 416: 

One respondent was concerned about the relationship of

this standard to two other cost accounting standards, 
CAS No. 412, composition and measurement of pension 
cost, and CAS No. 415, accounting for costs of deferred 
compensation. The respondent was concerned especially 
about health insurance carried for retired employees of 
a contractor; he felt that there might be confusion as 
to whether such insurance should be considered a form 
of deferred compensation, a part of a pension plan,
par t  o f  an  insurance  program. 

or 

- The Board believes that these standards provide ample

criteria for determining which standard is applicable

to any given cost. In particular, the question of

whether a benefit, such as insurance Provided to

retired K)ersons, is an integral part of a pension plan

and thereby governed by CAS No. 412 or is a part of an

insurance program and thereby governed by CAS No. 416

is a question of fact in each given instance.

Moreover, a~~lication of either standard to this 
element would result in substantially the same amounts

of allocable cost.


CAS 416, Preamble A, Comment 10; CCH CAS Guide at 5351 (emphasis

added ) . All CAS citations within this memorandum refer to the

CAS in effect as of 1994, i.e., the last year of BCBSMCS Medicare

contracting.


*  at 3 (discussion of DCAA’S

position regarding a
6/ 

contractor~s  request for reimbursement of

PRB costs attributable to past service under a long-term cost

reimbursement contract to operate a government facility).


Remin~ton Arms# ~~ 

I 
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This CASB guidance and the DCAA’S reported analysis of the 
CAS establish that a segment closing adjustment for PRB costs is 
required. Stated generally, a BCBSM Medicare worker whose 
service years qualified for immediate retirement with pension 
benefits is eligible to receive continued PRB coverage. In this 
respect, BCBSM employees’ eligibility to receive PRB was based 
upon the same conditions that supported their claim to pension 
b e n e f i t s . Accordingly,  the same Medicare service that  produced 
BCBSM8S Medicare  pens ion  benef i t -ob l iga t ion  would  a l so  produce  a 
PRB obligation. The pension element of Medicare compensation 
costs has been funded by HCFA. By provid ing  the  reques ted 
ad jus tment  
costs upon the closing of BCBSMIS Medicare segment,  HCFA 
c o m p l y  with the intent of the CAS, that PRB should produce
s u b s t a n t i a l l y  t~~ s a m e charge ,  whether  t rea ted  as  a  pens ion  or  an 
i n s u r a n c e  cost.– 

to fund fully the PRB element of Medicare compensatio n 
will 

Further, application of CAS 416 PRB principles, standing

alone, would yield the same result as a CAS 413 segment closing

adjustment. CAS 416.50(a) (l)(v)(c) provides that funding is

required to be apportioned over the working lives of active

employees in the plan. BCBSM~s request for PRB reimbursement

covers a Medicare segment no longer performing a Medicare

contracting activity and employees whose active BCBSM working

lives ended prior to or with HCFASS termination. Therefore, the

requirements of CAS 416 may be satisfied by the Medicare

segmentss recognition of the accumulated Medicare PRB obligation 
as a cost in the year in which activity ceased. It follows that

the provision of a contract closing adjustment to recognize and

fund the accumulated Medicare PRB obligation would be fully

consistent with CAS 416 provisions concerning the allocation of

PRB costs.


7/ 
~ CAS 416, Preamble A, Comment 10. 
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. . 

Finally, the PRB cost in question is clearly the product of

HCFACS long-term engagement of BCBSMts Medicare services under

cost reimbursement contracts and, because of HCFAIS terraination 
of BCBSMCS Medicare contracting, there are no future periods in

which BCBSM may adjust this cost against Medicare contracts.

Compliance with the fundamental CAS principle governing

allocability -- allocating costs on the basis of their causal or

beneficial relationship to benefiting cost objectives -- would

require an adjustment to fund fully the accumulated Medicare PRB

obligation.


In sum, relevant CAS provisions require a closing adjustment 
to BCBSM~s Medicare contracts to fund the PRB component of the 
compensation costs attributable to BCBSM’S Medicare service --
just as HCFA has funded the pension component of Medicare 
compensation costs. By doing so, HCFA properly will have funded
and reimbursed PRB costs that were caused by and that benefitted 
Medicare operations, satisfying the intended operation of the

CAS .


4 . Allocating The Accumulated PRB Obligation To Medicare 
Contracts Is Consistent With The FAR And FAS 106 

The FAR and FAS 106 similarly allow for a segment closing

adjustment of PRB costs. 
1991), acknowledged the allowability of PRB costs attributable to 

This FAR PRB cost principle 

FAR 31.205-6 (o) (4) (effective July,


past service, as defined by FAS 106.

was amended in August, 1991, in an effort to limit the

recognition of past service costs (the transition obligation

under FAS 106) as if a contractor had adopted the delayed

recognition methodology described in paragraphs 112 and 113 of

FAS 106. This FAR amendment apparently was intended to avoid an

alternate “immediate recognition” method provided for in

paragraph 111 of FAS 106 at the time FAS 106 initially is adopted

by a contractor. The amended FAR PRB cost principle was not in

existence and applicable to BCBSM during nearly all of the

decades-long period in which it was engaged in the Medicare

contracting which produced the accumulated Medicare PRB

obligation. Thus, the amended FAR’s purported limit on the FAS

106 bases for charging a PRB transition obligation should not be

applied to BCBSM.


In  any  event , under FAS 106, even if the delayed recognition 
method of paragraph 112 has been adopted, the amortization of the 
transition obligation in future accounting periods is required to 
be accelerated under circumstances such as have occurred under 
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BCBSMIS Medicare contracts. Paragraph 112 of FAS 106 requires
that amortization of the transition obligation be accelerated 
where benefit payments (which are defined to include payments 
associated with a settlement) exceed the accrual cost. The 
Government~s undertaking of an action to fund fully a lump-sum 
settlement or to otherwise discharge the Medicare PRB obligation, 
would amount to a settlement within the meaning of FAS 106, which 

recognition of the remainingin turn would require immediate 
unamortized portion of the Medicare PRB transition obligation 
-under-paragraph 112-ofFAS ‘106. -Thus,an adjustment to fund and 
discharge the Medicare PRB obligation is consistent with

paragraph 112 of FAS 106 and is thus consistent with the FAR PRB

cost principle.
 < 

CONCLUSION


In sum, BCBSM~s Medicare contracts, the FAR, FAS 106 and the

CAS all support the same conclusion -- that the PRB transition

obligation cost attributable to BCBSM’S Medicare contracting can

and should be recovered under its Medicare cost reimbursement

contracts. Accordingly, a closing adjustment should be made to

fund the Medicare PRB obligation, thus complying with the

fundamental principle of the Medicare contracts that BCBSM shall

not.experience a loss from its Medicare service. 

. 
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DEPARTMENT OF HEALTH & HUMAN SERVICES Health Care Financing Administration 

PENSION ACTUARL4L  STAFF 
Ofike of the AchIary 
7500 Seeurity Blvd. N3-01-21 
BdtiMore  MD 21244-1850

Phone 410/786-6383

FAX 410/786-1295

E-mail RSolomon@hcf&gov


M E M O R A N D U M 

August 22, 1996 
To: Barbara A. Bennett 

Regional Inspector General for 
Audit Services, Region VII 

From:	 Ronald L. Solomon 
Office of the Actuary 

Subject: Response to Draft Report CIN A-07-96-0 1177 entitled Post Retirement Benefit 
Costs Claimed bv Blue Cross Blue Shield of Michigan 

The Pension Actuarial Staff, Office of the Actuary has reviewed the subject draft 
report and the response from the auditee, Blue Cross Blue Shield of Michigan (BCBSM), 
to you dated May 7, 1996. We are providing our comments to you to assist you in your 
analysis of BCBSM’S response. 

As the draft audit report shows, BCBSM has incorrectly claimed that Medicare 
should be responsible for the $8,979,998 post-retirement benefit (PRB) claim by 
selectively mixing financial accounting rules with cost accounting rules, and funding 
rules with accrual rules. BCBSM’S response to the draft report is in the same vein. The 
Federal Acquisition Regulation (FAR) provisions governing allowability of PRB costs are 
very clear, and BCBSM was made aware of them in a timely manner. The FAR gives 
contractors a choice when accounting for and charging these costs, and BCBSM made its 
choice. There is no rationale nor justification for allowing BCBSM to recoup additional 
money because it now wishes it had made a different choice. 

For PRB’s, as for many other items of cost, the government has contract cost 
principles in the FAR that in conjunction with the allocability provisions of the Cost 
Accounting Standards (CAS) and generally accepted accounting principles (GAAP), 
provide guidance for the allowability of specific items of costjbr government contract 
purposes. SFAS 106 was effective for BCBSM January 1, 1993. It provides that 
companies recognize the accrual of PRB costs forjinancial  statement purposes. Prior to 
SFAS 106, GAAP allowed for the recognition of PRB costs as claims were paid, i.e., a 
pay-as-you-go basis. This same pay-as-you-go basis was used for contract cost purposes. 

As a result of SFAS 106, companies using the pay-as-you-go method were 

. 
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required to change their accounting method for l?RB’s forfinancial  statement purposes. 

The change necessitated recognition of a transition obligation along with yearly 
deterrninations of the PRB costs accruing in each year. Under SFAS 106 accrual 
accounting, companies could elect either of two methods for recognizing the transition 
obligatio~ immediate or amortized. BCBSM elected the immediate recognition method 
in 1993. 

However, for government contract cost purposes, the FAR allows contractors the 
option of electing SFAS 106 accrual accounting in conjunction with the funding of their 
PRB accruals, or of continuing to recognize PRB costs on the pay-as-you-go basis. All 
Medicare contractors, including BCBSM, were explicitly alerted by HCFA to the SFAS 
106 requirements and the FAR options by instructions in the Budget and Performance 
Requirements (BPR) for fiscal year 1993 that they received by June, 1992. Although 
BCBSM freely chose to continue using the pay-as-you-go metho& it is now seeking, after 
the end of the contract perio~ to retroactively change its accounting method to the 
accrual method. BCBSM’s allegation that it incurred a loss completely ignores the fact 
that it did charge PRB costs to the Medicare contracts on the pay-as-you-go basis during 
the years it was a contractor, and these costs were reimbursed by Medicare. In additio~ 
BCBSM is attempting to claim the entire SFAS 106 immediately-recognized transition 
obligatio~ an option which is not permitted by the FAR. There is no reason for HCFA to 
approve any such retroactive change in accounting methodology. 

As noted above, BCBSM adopted SFAS 106 in 1993, after it had received the 
1993 BP~ but chose to continue to account for PRB as pay-as-you-go costs in its 
Medicare contracts budget proposals. Nor did BCBSM make any request to HCFA 
during either 1993 or 1994 for increased PRB costs over the budget request based on 
changing its accounting method. Just as the government cannot impose a more favorable 
(to the government) accounting method on a contractor when GAAP and the FAR offer a 
choice, neither can a contractor retroactively change an accounting method because such 
change would yield a more favorable (to the contractor) result. 

BCBSM tries to buttress its argument by citing the U.S. Rubber case, which dealt 
with the allowability of increased unemployment taxes assessed after a contract 
termination. BCBSM’S reference conveniently ignores the crucial fact in that case that an 
agreement had been signed by the government specifically making such costs allowable 
provided that they were unforeseen at the time of the agreement but were subsequently 
identified and had to be paid by the contractor. There is no similarity at all between that 
case and the situation at hand. 

Likewise, BCBSM asserts that policies of other government agencies, notably 
Defense (DCAA) and Energy (DOE), are somehow relevant, notwithstanding the fact that 
none of these policies were incorporated into BCBSM’S Medicare contracts. BCBSM 

[
i 
, 
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only refers to those parts of the policies that could possibly be interpreted as supporting 
their views, ignoring salient facts. For example, the Remington Arms case cite~ and the 
DCAA policy response thereto, dealt specifically with a Government-owne& Contractor-
operated (GOCO) facility at which the goverrunent  had participated in the decision-
making as to how PRB costs would be charged to contracts. Similarly, DOE’s policy has 
been developed mainly for GOCO’S, and in addition DOE only allows PRB costs to be 
charged on a pay-as-you-go basis. The government has in fact developed several cost 
principle modifications because of the unique nature of GOCO’S. There is no relevance 
of these special GOCO provisions to a non-GOCO situation such as existed at BCBSM. 

BCBSM’S final argument is that the CAS support its position. Indeed, the 
treatment ofjimded PRB’s under provisions ofCAS412 and413 when the PRB’s are an 
integral part of a pension pl~ and the treatment offunding under CAS 416 are similar 
and would result in similar allocable contract costs. The segment closing adjustment 
provision of CAS 413.50(c)(12)  is a special pension provision that is inextricably linked ‘ 
to the funding of pension plans. Thus, while BCBSM’S citations of the CAS are correct 
BCBSM conveniently ignores the irrelevance of these funding provisions to the pay-as-
you-go fimding basis it chose to utilize. When pay-as-you-go funding is use~ similar 
allocable costs also result under either CAS 412 and 413 or 416, and inexorably lead to 
the recommendation of the draft audit report. 

In summary, BCBSM only cites cases and regulations that are either wholly or 
partially irrelevant to its situation. When it comes to the specifics of its own cl~ the 
response speaks only in generalities. This is because there are no contractual nor 
regulatory provisions applicable to BCBSM that support its position. Thus the 
recommendation of the draft audit report is still valid. If I can be of any further 
assistance, please don’t hesitate to contact me. 

. 


