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BACKGROUND 



-

SCOPE OF AUDIT 

Audit Guide for the Review of Administrative Costs Incurred by Medicare Intermediaries and 
Carriers Under Title  of the Social Security Act, 

-

-

-

-

-

-



-

-

COSTS  EXCESS OF APPROVED BUDGETS 

Fiscal Approved Amount Excess 
Claimed Amount 

1990 $ 612,584 
1991 86,562 
1992 423,171 
1993 
1994 
1995 100,915 

Totals 

The Secretary and the Carrier shall negotiate the amount of the annual budget, and 
amendments thereto, based on the amount submitted by the Carrier in an amount 
calculated to pay the costs of administering the Carrier’s contract. After the 
negotiations between the Secretary and the Carrier on the amount of the annual budget 
and any amendments thereto, the Secretary shall issue a notice to the Carrier specifying 
such budgeted amount. Such budgeted amount for the purpose of obligation of funds by 
the Secretary shall be a ceiling which the Carrier may not exceed without prior approval 
of the Secretary.. 



-

RECOMMENDATION 

Blue Cross Blue Shield Response 

Issue One. 

OIG Comments - Issue One. 



-

Issue Two. 

OIG Comments - Issue Two. 

Issue Three. 

OIG Comments - Issue Three. 

EXECUTIVE COMPENSATION 



--

-

Based on an initial review of the facts, contracting  or their representatives may 
challenge the reasonableness of any individual element or the sum of the individual 
elements of compensation paid or accrued to particular employees or classes of 
employees. In such cases, there is no presumption of reasonableness and, upon 
challenge, the contractor must demonstrate the reasonableness of the compensation item 
in question. 

RECOMMENDATION 

Blue Cross Blue Shield Response 

OIG Comments 

 The Quality Executive position was not established until calendar year 1992 



-

CAFETERIA 

The aggregate of costs incurred on activities designed to improve working conditions, 
employer-employee relations, employee morale, and employee performance (less income 
generated by these activities) are allowable, except as limited by paragraph (b), (c), and 
(d). . . Some examples are. .  and dormitory services, which include cafeterias.. . vending 
machines. 

> 

(b) Losses from operating food and dormitory services may be included as costs only if the 
contractor’s objective is to operate such services on a break-even basis. 

RECOMMENDATION 

Blue Cross Blue Shield Response 



-

OIG Comments 

INSTRUCTIONS FOR  RESPONSE 
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BLUE CROSS BLUE SHIELD OF COLORADO

DENVER, COLORADO


STATEMENT OF ADMINISTRATIVE COSTS CLAIMED

AND RESULTS OF AUDIT


OCTOBER 1, 1989 THROUGH DECEMBER 

Cost Category


Salaries and Wages


Fringe Benefits


Facilities  Occupancy


EDP Equipment


Subcontracts


Consultants


Telephone


Postage


Furniture  Equipment


Material  Supplies


Travel


Return on Investment


Miscellaneous


Other


Credits


Subtotal Claimed 

Budget Excess 

Total 

Results of Audit 

Claimed Accepted Questioned 

$141,554 

0 

116,980 

0 

0 

725,001 725,001 0 

0 

0 

0 

0 

459,272 459,272 0 

0 

534,454 534,454 0 

3512,798 0 

258,533 

 Salary increases in excess of reasonable amounts.

 Unallowable cafeteria costs.

 The total in excess of approved budget was  We have offset this


amount by the amount of costs questioned ($258,534) for reasons indicated above. 
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BLUE CROSS BLUE SHIELD OF COLORADO

DENVER, COLORADO


STATEMENT OF ADMINISTRATIVE COSTS CLAIMED

AND RESULTS OF AUDIT


OCTOBER 1, 1989 THROUGH SEPTEMBER 

Cost Category


Salaries and Wages


Fringe Benefits


Facilities  Occupancy


EDP Equipment


Subcontracts


Consultants


Telephone


Postage


Furniture  Equipment


Material  Supplies


Travel


Return on Investment


Miscellaneous


Other


Credits


Subtotal 

Budget Excess 

Total 

Results of Audit 

Claimed Accepted Questioned 

$35,355 

0 

428,415 404,638 23,777 

131,256 131,256 0 

0 

113,239 113,239 0 

167,548 167,548 0 

956,683 956,683 0 

332,084 332,084 0 

379,617 379,617 0 

73,331 73,331 0 

0 0 0 

272,489 272,489 0 

645,172 645,172 0 

(655,929) (655,929) 

59,532 

(553,452) 553,452 

10,024.865 9,412,281 $612,584 

 Salary increases in excess of reasonable amounts.

 Unallowable cafeteria costs.

 The total in excess of approved budget was $612,584. We have offset this amount


by the amount of costs questioned ($59,132) for reasons indicated above. 
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BLUE CROSS BLUE SHIELD OF COLORADO

DENVER, COLORADO


STATEMENT OF ADMINISTRATIVE COSTS CLAIMED

AND RESULTS OF AUDIT


OCTOBER 1, 1990 THROUGH SEPTEMBER 

Cost Categorv


Salaries and Wages


Fringe Benefits


Facilities  Occupancy


EDP Equipment


Subcontracts


Consultants


Telephone


Postage


Furniture  Equipment


Material  Supplies


Travel


Return on Investment


Miscellaneous


Other


Credits


Subtotal Claimed 

Budget Excess 

Total 

Claimed Accepted Questioned 

$30,196 

0 

408,286 386,287 21,999 

159,359 159,369 0 

0 

144,231 144,231 0 

210,659 210,659 0 

941,765 941,765 0 

363,723 363,723 0 

335,479 335,479 0 

100,631 100,631 0 

336,463 336,463 0 

43,387 43,387 0 

669,084 669,084 0 

(715,954) (715,954) 

52,195 

(34,367) 34,367 

$10,740 583 $86,562 

 Salary increases in excess of reasonable amounts.

 Unallowable cafeteria costs.

 The total in excess of approved budget was $86,562. We have offset this amount


by the amount of costs questioned ($52,195) for reasons indicated above. 
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BLUE CROSS BLUE SHIELD OF COLORADO

DENVER, COLORADO


STATEMENT OF ADMINISTRATIVE COSTS CLAIMED

AND RESULTS OF AUDIT


OCTOBER 1, 1991 THROUGH SEPTEMBER 

Cost Category


Salaries and Wages


Fringe Benefits


Facilities  Occupancy


EDP Equipment


Subcontracts


Consultants


Telephone


Postage


Furniture  Equipment


Material  Supplies


Travel


Return on Investment


Miscellaneous


Other


Credits 

Subtotal Claimed 

Budget Excess 

Total 

Results of Audit 

Claimed Accepted Questioned 

$35,839 

0 

427,423 404,129 23,294 

256,388 256,388 0 

0 

142,079 142,079 0 

189,842 189,842 0 

0 

406,925 406,925 0 

493,992 493,992 0 

85,580 85,580 0 

305,402 305,402 0 

8,883 8,883 0 

587,166 587,166 0 

(632,574) (632,574) 

59,533 

(364,038) 364,038 

$423.171 

 Salary increases in excess of reasonable amounts.

 Unallowable cafeteria costs.

 The total in excess of approved budget was $423,171. We have offset this amount


by the amount of costs questioned ($59,133) for reasons indicated above. 
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BLUE CROSS BLUE SHIELD OF COLORADO

DENVER, COLORADO STATEMENT OF ADMINISTRATIVE COSTS CLAIMED


AND RESULTS OF AUDIT

OCTOBER 1, 1992 THROUGH 

Cost Category Claimed 

Salaries and Wages 

Fringe Benefits 

Facilities  Occupancy 400,186 

EDP Equipment 372,224 

Subcontracts 

Consultants 134,305 

Telephone 214,052 

Postage 

Furniture  Equipment 446,247 

Material  Supplies 432,152 

Travel 112,247 

Return on Investment 229,030 

Miscellaneous 106,893 

Other 784,885 

Credits (777,246) 

Subtotal Claimed 

Budget Excess 

Total 12,638,071 

 Salary increases in excess of reasonable amounts. 
 Unallowable cafeteria costs. 

Results of Audit 

Accepted Questioned 

$40,164 

0 

375,668 24,518 

372,224  0 

0 

134,305 0 

214,052 0 

0 

446,247 0 

432,152 0 

112,247 0 

229,030 0 

106,893 0 

784,885 0 

(777,246) 

64,682 

 The total in excess of approved budget was  We have offset this 
amount by the amount of costs questioned ($64,682) for reasons indicated above. 
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BLUE CROSS BLUE SHIELD OF COLORADO

DENVER, COLORADO


STATEMENT OF ADMINISTRATIVE COSTS CLAIMED

AND RESULTS OF AUDIT


OCTOBER 1, 1993 THROUGH SEPTEMBER 

Cost 

Salaries and Wages


Fringe Benefits


Facilities  Occupancy


EDP Equipment


Subcontracts


Consultants


Telephone


Postage


Furniture  Equipment


Material  Supplies


Travel


Return on Investment


Miscellaneous


Other


Credits


Subtotal Claimed


Budget Excess


Total


Results of Audit 

Claimed Accepted Questioned 

$0 

0 

360,699 340,433 20,266 

575,709 359,985 0 

0 

151,713 151,713 0 

205,547 205,547 0 

821,552 821,552 0 

467,426 467,426 0 

377,998 377,998 0 

80,913 80,913 0 

203,849 203,849 0 

88,998 88,998 0 

706,618 706,618 0 

(760,095) (760,095) 

20,266 

 Salary increases in excess of reasonable amounts.

 Unallowable cafeteria costs.

 The total in excess of approved budget was  We have offset this


amount by the amount of costs questioned ($20,266) for reasons indicated above. 



APPENDIX A 
PAGE 7 OF 7 

BLUE CROSS BLUE SHIELD OF COLORADO

DENVER, COLORADO


STATEMENT OF ADMINISTRATIVE COSTS CLAIMED

AND RESULTS OF AUDIT


OCTOBER 1, 1994 THROUGH DECEMBER 

Cost Category


Salaries and Wages


Fringe Benefits


Facilities  Occupancy


EDP Equipment


Subcontracts


Consultants


Telephone


Postage


Furniture  Equipment


Material  Supplies


Travel


Return on Investment


Miscellaneous


Other


Credits


Subtotal Claimed 

Budget Excess 

Total 

u 

Results of Audit 

Claimed Accepted Questioned 

$823,154 $823,154 $0 

188,458 188,458 0 

60,299 57,173 3,126 

170,628 59,998 0 

284,138 284,138 0 

39,434 39,434 0 

24,196 24,196 0 

160,120 160,120 0 

83,998 83,998 0 

69,766 69,766 0 

6,570 6,570 0 

28,404 28,404 0 

13,804 13,804 0 

119,873 119,873 0 

( 1 3 7 , 9 2 7  ) (137,927) 

3,126 

( 9 7 , 7 8 9  ) 97,789 

$100,915 

 Salary increases in excess of reasonable amounts.

 Unallowable cafeteria costs.

 The total in excess of approved budget was $100,915. We have offset this amount


by the amount of costs questioned ($3,126) for reasons indicated above. 
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of Colorado 

December 16, 1996 

Barbara A. Bennett 
Regional Inspector General 
for Audit Services, Region VII 

 East 12th Street 
Room 284A 
Kansas City, Missouri 64106 

RE: CIN: A-07-96-02001 

Dear Ms. Bennett: 

700 Broadway 
Denver, Colorado 

On October 30, 1996 we received the above referenced “draft” report related to the 
Office of Inspector General  audit of Blue Cross and Blue Shield of Colorado’s 
(BCBSCO) administrative costs claimed under Part B of the Health Insurance for the 
Aged and Disabled Program for FY 1990 through FY 1995. 

Our responses are in order of the findings and recommendations presented in the draft 
audit report. 

RECOMMENDATION: 

We recommend that the final administrative cost proposals be reduced by a total of 
 The recommended adjustments by fiscal year are shown in Appendix 

A . 

RESPONSE: 

The draft audit reports cites Article XVI, Paragraphs C and H of the Medicare Part B 
contract as the basis for reducing the final administrative cost proposals. Paragraph 
C pertains to the requirement that the Secretary and Carrier negotiate annual budgets 
and paragraph H pertains to the requirement that the Carrier notify HCFA within 60 
days prior to budget funds being exhausted. 
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Barbara A. Bennett 
December 16, 1996 
Page 2 

Our initial response to this finding was set forth in a memorandum dated September 
13, 1996 from Tom Gil lgannon, Director, Government Operations to Mr. Terry 
Eddleman, Department of Health and Human Services, Office of Audit Services in 
response to a fact sheet finding costs in excess of  Our initial response is 
resubmitted with this letter as Attachment 1, to be made part of our official response 
to the audit findings and recommendations related to costs in excess of approved 
budgets. 

We would like to also reaffirm our strong belief that HCFA did not negotiate budgets 
with the contractor as required by Article XVI, Paragraph C, nor did HCFA respond to 
proposals on ways to reduce costs. For the most part, HCFA allocated or apportioned 
budgets to contractors within Region VIII based on the Regional Office’s budget 
allocation from the HCFA Central Office in Baltimore. During this audit review period, 
HCFA developed multiple strategies, which changed from year-to-year, to allocate 
budget funding to Carriers without regard to the Carriers’ right to recover allowed 
incurred costs in accordance with the Medicare Part B contract. The strategies for 
distributing budgets to Carriers ranged from “market basket pricing”, to “Equivalent 
Work Units  to a Bottom Line Unit Cost  target used in FY 1994. In 
utilizing these budget distribution strategies, in addition to others during the audit 
review period, we feel HCFA inappropriately engaged in uni lateral f ixed price 
contracting in violation of the Medicare Part B contract. 

Article XV, paragraph A, of the Medicare Part B contract, states that the contractor 
shall be paid for the costs incurred (i.e., cost of administration) for the functions 
performed under the contract and that the principle of neither profit nor loss is applied. 
The refiled  for fully allocated and allowable costs represent the costs incurred 
to administer the Medicare Part B contract for the audit periods being reviewed and 
does not include any new costs or profit items. The contract clearly states that the 
Medicare Part B contract is a cost reimbursement arrangement. 

Article XVI, Paragraph G. 2 of the Medicare Part B contract states, that the contractor 
has the right to claim costs in excess of the  amount and that this claim of 
excess costs shall not be held in prejudice against the contractor. 

Article XVI, Paragraph I., of the Medicare Part B contract states, that if the costs 
incurred are determined to be allowable upon final settlement and if these allowable 
costs exceed the  then the Secretary shall pay such costs. 

_ _ 



APPENDIX B 
PAGE 3 OF 13 

Barbara A. Bennett 
December 16, 1996 
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With exception of costs claimed for “excess executive compensation” and “excess 
cafeteria costs”, which are addressed below, the auditors determined that the costs 
which exceeded the  during the fiscal years 1990 through 1995 are allowable. 

Therefore, BCBSCO strongly believes that it is entitled to be reimbursed for its 
allowable costs which exceeded the  during fiscal years 1990 through 1995 
in accordance with Articles XV and XVI of our Medicare Part B contract. BCBSCO 
respectfully disagrees with the findings and does not accept the recommendation. 

RECOMMENDATION: 

We recommend that the final administrative cost proposals be reduced by $141,554. 
The recommended adjustments by fiscal year are shown in Appendix A. 

RESPONSE: 

The findings and resulting recommendation pertain to the auditors determination that 
BCBSCO claimed $141,554 in “excess executive compensation” for FY 1990 through 
FY 1993. The auditors used the Department of Labor’s Employment Cost Index 
to calculate what they determined to be excessive executive compensation. The 
difference between certain executives actual salary increases and the ECI were 
determined by the auditors to be in excess of reasonable costs. 

BCBSCO’s initial response to this finding was set forth in a memorandum dated 
September 13, 1996 from Tom Gillgannon, Director, Government Operations to Mr. 
Terry Eddleman, Department of Health and Human Services, Office of Audit Services. 
The September 13, 1996 memorandum is resubmitted with this letter as Attachment 
1, to be made part of our official response to the audit findings and recommendation 
pertaining to “excess executive compensation.” BCBSCO respectfully disagrees with 
the findings and does not accept the recommendation. 

The Medicare Part B contract and the FAR do not refer to the Department of Labor’s 
ECI or use of the ECI as a limit in the amount of salary increases for executive staff. 
The language within the Medicare Part B contract and the FAR does not provide 
authority to exclusively employ the ECI to determine executive compensation 
increases. The FAR, Section 31.205-6, paragraph a.3, specif ical ly states that 
“compensation must be based on and conform to the terms and conditions of the 
contractor’s established compensation plan or practice followed so consistently as to 
imply, in effect, an agreement to make the payment.” We believe BCBSCO’s method 
for allocating executive costs is both reasonable and allowable. 

~ 
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RECOMMENDATION: 

We recommend that the final administrative cost proposals be reduced by $116,980. 
The recommended adjustments by fiscal year are shown in Appendix A. 

RESPONSE: 

The findings and resulting recommendation pertain to the auditors disallowance of 
$1 16,980 in occupancy costs charged to Medicare based on Paragraph (b) of the 
FAR, Section 31.205-I 3, which states in part that, “losses from operating food and 
dormitory services may be included as costs only if the contractor’s objective is to 
operate such services on a break-even basis.” BCBSCO respectfully disagrees with 
the findings and does not accept the recommendation. 

BCBSCO initially responded to this issue as a fact sheet finding, cafeteria cost, in a 
memorandum dated May 28, 1996 from Troy Stauber, BCBSCO Cost/Budget, to Mr. 

 Wells, HHS-OIG-OAS. BCBSCO is resubmitting its May 28, 1996 memorandum 
as Attachment 2 to this letter as our official response to the cafeteria findings and 
recommendation. We believe BCBSCO’s method for allocating cafeteria costs is both 
reasonable and allowable. 

It is BCBSCO’s intent to negotiate a final settlement with the HCFA upon completion 
of the outstanding audits for Medicare Part B termination costs and pension costs. 

Thank you for the opportunity to review and comment on the draft audit report. I 
apologize for the unavoidable delay in responding to you earlier. 

If you have any questions, please contact Troy Stauber at (303) 831-2205. 

Sincerely, 

 Wi l l iam P.  
Chief Financial Officer 

Attachments (2) 

cc: Thomas J. Gillgannon  Wells - Denver Regional Office 
Troy Stauber Terry Eddleman - Kansas City Regional Office 



  � 
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M E M O R A N D U M


TO:	 Mr. Terry Eddleman

Department of Health  Human Services

Office of Audit Services


Tom Gillgannon

Director, Government Operations


DATE : September 13, 1996 

BCBSCO Response to 2 Fact Sheet Findings

Medicare B Contract 

Enclosed are the responses to the Audit Fact Sheet findings on:


�� 
Costs exceeding 

- Executive Compensation 

If there are any questions, please contact me at (303) 831-2788 or

Troy Stauber at (303) 831-2205.


Sincerely,


Tom Gillgannon

Director, Government Operations


__ -- __ 
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Contractor:	 BCBS Colorado, 
Medicare B Audit 
FY ‘90  FY ‘95 

Response to: 
Fact Sheet on Costs in Excess of 

1. BCBSCO has responded to this issue with many lengthy memos to the  Medicare B 
Audit explaining the actual steps in the  process. The language in the fact sheet 
continues to ignore the information that has been provided during the audit. 

2. HCFA does not negotiate the amount of the  with the contractor. A Budget Request is 
submitted to HCFA several months prior to the start of the upcoming fiscal year. An initial, full-

 is received after the first quarter of the fiscal year has been completed. 
year  is never issued until after the start of the new fiscal year. Often, the initial, full-year 

-’ 

HCFA does not hold discussions on the amount of the  The  is predicated by the 
funding available for the entire region, Region VIII in this instance. These limited funds are 
distributed to the contractors within  region. Other than the submission of the Budget Request, 
the amount of funding is determined solely by HCFA. 

3. The only avenue open to the contractor to change the amount of the  is through the 
Supplemental Budget Request process. Again, there are no negotiations. The contractor submits 
a request and HCFA either approves or disapproves the supplemental request. BCBSCO 
submitted many supplemental budget requests during the audit period to address shortfalls in the 

4. As explained in the many memos to the  Medicare B Audit, the contractor is not 
allowed to submit costs in excess of  within the  process. HCFA will literally 
not accept an FACP that is higher than the  In addition, HCFA imposes performance 
penalties on the contractor if the FACP is submitted higher than the  Given the above 
environment, the contractor has no other possible avenue other than to submit costs at 

The argument used in the fact sheet is misleading and ignores the evidence provided during the 
audit. BCBSCO submitted FACP fully allocated costs from the SNAP system  contract 
termination because this was the only time that it could be done. When HCFA doesn’t accept 
fully allocated costs and penalizes the contractor for attempting to do so, the fact sheet cannot 
imply that the contractor was somehow lax in filing fully allocated costs. 

5. Article XV, paragraph A, of the Medicare B Contract states that the contractor shall be paid 
for the costs incurred (i.e., cost of administration) for the functions performed under the 
and that the principle of neither profit nor loss is applied. The refiled fully allocated and 
allowable costs represents the costs incurred to administer the Medicare B Contract and does not 

1 
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BCBS Colorado, 
Medicare B Audit 

Response to: 
Fact Sheet on Costs in Excess of 

include any new costs ‘or profit items. The contract paragraph clearly states that the Medicare B 
Contract is a cost reimbursement arrangement. 

Article XVI, paragraph G.2, of the Medicare B Contract states that the contractor has the right to 
claim costs in excess of the  amount and that this claim of excess costs shall not be held in
prejudice against the contractor. 

Article XVI, paragraph I, of the Medicare B Contract states that if the costs incurred are 
determined to be allowable upon final settlement and if these allowable costs exceed the 
then the HHS Secretary shall pay them. Since the audit process involves final settlement, 

 filing of actual, fully allocated and allowable costs incurred is appropriate at this 
time and juncture of the process. 

2
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Contractor:	 BCBS Colorado, 
Medicare B Audit 
FY ‘90  FY ‘95 

Response to: 
Fact Sheet on Executive Compensation 

1. The Medicare B Contract and the  do not refer to the  of 

 the  as a limit in the amount of salary increase for executive staff. The  within 
the Contract/FAR does not provide authority to exclusively employ the  index to determine 
executive compensation increases or even to determine regular employee compensation 
increases. 

The  and the Medicare B contract do not even discuss the level of executive compensation 
increases nor the resulting allocations of executive compensation. The fact  finding is 
unprecedented and has no basis within the language of the  and the Medicare B Contract. 

FAR, Section 3 1.205-6, paragraph a.3 specifically states “that compensation must be based upon 
and  to the  conditions of the contractor’s established compensation plan or 
practice followed so consistently as to imply, in effect, an agreement to make the payment.” 

2. Executive compensation is determined by BCBSCO corporate policy that is established and 
administered by the Human Resources department.  HR department utilizes data 
the health care/insurance industry and various nationally based surveys in establishing executive 
compensation levels. This process assures that BCBSCO will be able to compete for the 
leadership talent required to develop  execute the corporate  BCBSCO has followed an 
established policy over the audit years and has not changed its policy that would result in 
changes to the allocation of expenses. 

3. This particular issue came up in an limited audit specifically reviewing executive 
compensation and was completed in June 1994. Even though it was requested, BCBSCO did not 
receive  written findings from this June 1994 audit nor could the auditors provide a copy of 
the Department of Labor’s  nor could the audit provide an explanation of the basis for the 
ECI. In fact, the recently received fact sheet is the first time BCBSCO has seen this issue as an 
official finding. 

4. BCBSCO does not believe that a “standard” (i.e., the ECI) can be suddenly imposed on the 
contractor at the end of the contract period nor be expected to be held to a standard the contractor 
knew nothing about. The rules  regulations that the contractor must perform to are established 
in the Medicare B Contract. In Article XV of the Medicare B Contract, allowable costs incurred 
in the performance of the contract are payable to the carrier and allowable costs are determined 
by FAR, Section 3 1. As noted above, paragraph a.3 of Section 3 1.205-6 states that compensation 

1 

-
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Contractor:	 BCBS Colorado, 
Medicare B Audit 

Response to: 
Fact Sheet on Executive Compensation 

must be based on the contractor’s established compensation plan. There is no mention of limiting 
increases to the ECI. 

The audit cannot expect to hold BCBSCO to a standard that is not being formally imposed on 
other contractors nor is part of the contract, guidelines and manuals that the contractors utilize in 
determining the allocation process and the reportin, of costs on the  The issue of 
executive compensation increases and the  appears to come up only during contractor audits
and is not part of the dialogue between the contractor and HCFA. 

5. The  does not reflect regional nor industry specific information. The  is based on an 
average increase from businesses across the U.S. The executive compensation increases arrived 
at BCBSCO are based on local market conditions and insurance industry trends. In some 
instances, executive increases are a result of expanding areas of responsibility. In other cases, 
new staff is brought in due to turnover or newly created functions within the corporation. 

During this time period there was considerable turnover and restructuring of the executive staff. 
The audit does not take into consideration that new executives were replaced externally and that 
this turnover would contribute to the 15.5% increase referenced in the fact sheet. The analysis of 
the audit has not taken this into consideration nor has the audit considered any promotions to 
executive level status. 

6. BCBSCO does not believe that the executive compensation increases are unreasonable. 
BCBSCO has complied  with the language of the FAR and that the executive compensation 
increases are reasonable and therefore the resulting allocations are allowable. 

2
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M E M O R A N D U M 

TO:	  Wells

HBS-OIG-OAS


FROM:	 Troy Stauber 
BCBSCO Cost/Budget 

OIG memo, Request for Response pe 

DATE: May 28, 1996 

SUBJECT: Fact Sheet, Cafeteria Costs 

REF : 

This memo is for:  ACTION  DECISION 

In response to the OIG memo:


A. FAR 31.205-13:


1. Paragraph a), FAR 31.205-13:


Paragraph a) specifically states that aggregate costs are

allowable after income generated by these activities have been

applied against collected costs. Account 6325, CC 3235, does 
indeed apply income from vending machine sales to collected 
costs. As an example, in CY 1993 CC 3235 shows 5% of the cost 
center expense Total being in the form of revenues from 
machine sales. 

Vending machine sales are not the only income generated in the

agreement between BCBSCO and Canteen. An agreement exists that

revenues from cafeteria sales will be shared between  and

Canteen if certain thresholds are met. Had Canteen met the

thresholds laid out in the contract, then Medicare B would have

received less allocated costs from CC 3235 (i.e. Medicare would

share in the revenues BCBSCO obtained). The thresholds were not

met, however, the potential still existed and the FAR does not

disallow the expense as a result of not meeting thresholds.


- Except for food  dormitory services, the other examples of

allowable costs listed in paragraph a) do not generate income or

revenues. House publications, recreation  counseling services

are not going to be operated on a revenue generating situation;

the allowable cost examples in the FAR will be an expense only

situation. By including these expense only examples in the

paragraph, the  intent must allow for expense only situation
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as found in CC 3235.


In summary, CC 3235 is an expense only situation as described in

paragraph a) and BCBSCO has complied with the  by netting any .

income (i.e. vending sales) against any expense. BCBSCO has fully

complied with paragraph a) of FAR 

2. Paragraph b), FAR 31.205-13:


The costs represented in CC 3235, Cafeteria, are not losses as

discussed in FAR 31.205-13, paragraph b) and Appendix B, Section

V of the Medicare B Contract. The losses discussed in paragraph

b) are accounting losses as determined by the net income/loss

line on the income statement. If BCBSCO was operating a

food/dormitory service, losses would be defined only when the

following variables were taken into account: 

sales generated less cost of goods sold less variable overhead 
expense less fixed costs less income taxes paid.


- The intent of paragraph b) is  different than the

situation shown in CC 3235. Paragraph  intent is to prevent

the US Government from directly subsidizing food for the

contractor's employees at taxpayer expense or adding to the

profit line of a contractor's food/dormitory service. This

situation described in paragraph b) does apply to CC 3235.


The audit finding tries to impose the intent of paragraph b) to a 
different situation and arrangement found in CC 3235 and between 
BCBSCO and Canteen Corporation. BCBSCO is not operating a food 
service and therefore losses mentioned in paragraph  are not 
the same as the administrative expense found in CC 3235. BCBSCO 
believes the argument made in the Fact Sheet mixes 2 completely 
different accounting concepts with an operating situation that 
just doesn't exist. 

Paragraph b) also refers to losses resulting from operating a

food service or dormitory service because the service is given

away for free, without charge or at very low prices (i.e., low

prices are inferred in the FAR language). The situation would

only apply if a contractor operated a food service cafeteria and

then proceeded to give the food away for free to its employees

thereby creating a loss. This is not the situation that describes

CC 3235.


BCBSCO is not giving away floor space to Canteen Corporation

without charge and thereby creating a loss. The agreement calls

for BCBSCO to provide space for Canteen to operate a cafeteria in

exchange for sharing in revenues.


BCBSCO may have been able at the time of the agreement to settle

for a rent payment for the space from the Canteen Corporation.

However, the upside potential to share in revenues was probably

much greater than receiving a static monthly rent payment. In
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retrospection, the static rent payment would have been more

secure, however, retrospection doesn't make the expense suddenly

non-allowable.


Just because those expectations have not materialized does not

mean that the situation in CC 3235 is described by paragraph b).

BCBSCO believes that the audit finding is ignoring the actual

relationship and is forcing paragraph b) to fit an argument for

non-allowableness.


B. Summary:


1. The intent of FAR 31.205-13:


BCBSCO believes the intent and spirit of FAR 31.205-13 and

Appendix B, Section V allows costs associated with the cafeteria

as a result of providing an improved working  and

builds upon employee performance by providing a convenient place

to obtain food. Non-exempt employees with lunch breaks of 
hour would find an on-site cafeteria a benefit. Employees who

prefer to utilize the cafeteria to avoid the costs of traveling

to a restaurant and the usually higher food costs at such

establishments would find the on-site cafeteria a benefit. In

times of inclement weather, the on-site cafeteria would provide a

benefit to all BCBSCO employees, including those who prefer to

eat off-site.


BCBSCO believes that intent of FAR 31.205-13 is to allow for such

expenses for activities that provide a benefit to the employee

population. The cafeteria concept falls easily within this

concept and has been specifically listed as an example of

allowable expense within the FAR and Appendix B. BCBSCO believes

that the on-site cafeteria leads to improved working conditions,

better and stronger relationships between employees and BCBSCO

and supports a stronger performance from its employees. BCBSCO

believes it fully meets the intent and spirit of FAR 31.205-13.


2. The Audit Findings:


The entire audit finding and resulting Fact Sheet conclusion for

costs being non-allowable is based on a narrow view and

interpretation of FAR 31.205-13 and does not take the FAR in its

entirety.


In order to arrive at the Fact Sheet conclusions, BCBSCO would

have to be the operator of a food/dormitory service. BCBSCO is

not currently operating nor has operated a food/dormitory service

during the audit period. The operator of the "cafeteria" is

Canteen Corporation.


BCBSCO has entered into a contract with Canteen Corporation. That

contract provides for BCBSCO to supply space for Canteen

Corporation to operate a cafeteria. In exchange for space, BCBSCO

has the opportunity to share in revenues. BCBSCO has simply
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substituted a monthly rent payment for an opportunity to share in

revenues generated by Had such revenue sharing

materialized, the Medicare  LOB would have received a portion of

that revenue in the allocation of CC 3235.


The audit finding is mixing terminology that incorrectly

associates administrative expense with accounting losses, implies

that expenses from CC 3235 are operating losses and incorrectly

describes the nature of  role. The FAR discusses a

specific operating situation that does not apply to the situation

entered into between BCBSCO and the Canteen Corporation.


BCBSCO disagrees with the conclusions drawn and firmly believes

that the expenses allocated in CC 3235 are allowable.


_ _ _ - _ ---.r -


