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EXECUTIVE SUMMARY 
 
BACKGROUND 
 
Blue Cross and Blue Shield of North Carolina (North Carolina) administered Medicare 
Part A under cost reimbursement contracts until the contractual relationship terminated 
on October 31, 2001.  In claiming costs, contractors were to follow cost reimbursement 
principles contained in Federal Acquisition Regulations (FAR), Cost Accounting 
Standards (CAS), and the Medicare contracts. 
 
FAR sets forth the allowability requirements and applicable methods of accounting for 
post retirement benefits (PRB) costs under a Government contract.  PRB 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.   
 
Part 31 of FAR allows contractors to choose one of three accounting methods for 
measuring and assigning PRB costs to accounting periods.  FAR further states that to be 
allowable, costs must be funded by the time set for filing the Federal income tax return or 
any extension thereof. 
 
OBJECTIVE 
  
The purpose of our review was to determine the allowability of $2,074,473 in PRB costs 
claimed for Medicare reimbursement by North Carolina.  The $2,074,473 represents PRB 
costs that will be incurred subsequent to the termination of North Carolina’s Medicare 
contract.  
 
SUMMARY OF FINDING 
 
The review showed North Carolina’s claim for $2,074,473 of PRB costs is unallowable 
for Medicare reimbursement because the claim represented a retroactive change in 
accounting basis and a request for reimbursement of unfunded costs. 
 
RECOMMENDATION 
 
North Carolina should withdraw its claim for $2,074,473 of unallowable PRB costs.  
 
AUDITEE’S COMMENTS 
 
North Carolina disagreed with our report and submitted that it is fully entitled to the PRB 
costs at issue.  In its response to our draft report, North Carolina stated that our 
interpretation of FAR conflicts with sound business judgment applicable to contract 
terminations and is so rigid that it conflicts with basic principles of cost reimbursement 
contracting.  North Carolina also stated that our suggestion that the Centers for Medicare 
& Medicaid Services (CMS) would have agreed to terminal funding is unrealistic due to 
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historic difficulties that CMS encounters obtaining appropriations for the administration 
of the Medicare program.  And, lastly, North Carolina stated that it would fund the PRB 
obligations as required.   
 
OFFICE OF INSPECTOR GENERAL’S RESPONSE 
 
We do not agree with North Carolina’s statements pertaining to our interpretation of 
FAR 31.205-6(o)(2), the inappropriateness of the terminal funding issue due to historical 
difficulties, and future funding of the PRB obligations.  North Carolina’s claim was 
calculated with immediate recognition of the full unfunded liability for current retirees, 
which is a change in accounting basis for both FAR and Statement of Financial 
Accounting Standards (SFAS) 106.  FAR allows contractors the option of electing 
SFAS 106 accrual and terminal funding, but it requires the amortization of the transition 
obligation amount.  Additionally, FAR states that to be allowable, costs must be funded 
by the time set for filing the Federal tax return.   
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INTRODUCTION 
 
BACKGROUND 
 
North Carolina administered Medicare Part A under cost reimbursement contracts until 
the contractual relationship terminated on October 31, 2001.  In claiming costs, 
contractors were to follow cost reimbursement principles contained in FAR, CAS, and 
the Medicare contracts. 
 
FAR sets forth the allowability requirements and applicable methods of accounting for 
PRB costs under a Government contract.  PRB 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.  PRBs do not cover cash benefits and life insurance benefits 
paid by pension plans during the period following the employees’ retirement.  FAR 
further states that to be allowable, costs must be funded by the time set for filing the 
Federal income tax return or any extension thereof. 
 
Beginning in 1993, SFAS 106 required contractors to report the accrued liability for 
PRBs for current and retired employees in their financial statements.  FAR allows 
contractors the option of electing SFAS 106 accrual accounting for funded PRBs, or 
recognizing PRB costs on the cash or terminal funding basis for Government contract 
purposes, if that had been their practice.  
 

OBJECTIVE, SCOPE, AND METHODOLOGY 
 
Objective 
 
The objective of our audit was to determine whether PRB costs claimed for the period 
subsequent to North Carolina’s termination were allowable for Medicare reimbursement.   
 
Scope 
 
We reviewed documentation in support of North Carolina’s August 11, 2003 claim of 
$2,074,473 for present value of PRB costs to be incurred subsequent to the termination of 
the Medicare contract.  We did not review North Carolina’s internal control structure. 
 
Methodology 
 
In performing our review, we used information as presented in North Carolina’s 
Termination Claim for Post Retiree Welfare Benefits Liabilities, which included support 
provided by North Carolina’s consulting actuaries.  We examined North Carolina’s PRB 
claim in relation to applicable laws and regulations to determine whether North Carolina 
complied with regulatory requirements. 
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We performed this review in conjunction with our audits of pension segmentation1 and 
pension costs2 for a terminated contractor.  We used the information obtained from these 
pension audits in performing this review.   
 
Our audit was performed in accordance with generally accepted government auditing 
standards. 

 
FINDING AND RECOMMENDATION 

 
North Carolina claimed $2,074,473 in PRB costs representing the estimated present value 
of PRB costs that will be incurred by North Carolina after the termination 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 FAR, SFAS 106, 
and the Medicare contract, therefore, the costs are unallowable for Medicare 
reimbursement.   
 
FAR, SFAS 106, AND MEDICARE CONTRACT 
 
FAR 
 
According to FAR 31.205-6(o)(2) PRB costs can be calculated using one of the 
following: 
 

Cash Basis (or pay-as-you-go) - recognizes PRB costs when they are paid.  
 
Terminal Funding - recognizes the entire PRB liability as a lump-sum payment 
upon termination of employees.  The lump-sum payment must be remitted to an 
insurer or trustee for the purpose of providing PRBs 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 costs to an insurer or trustee to establish and 
maintain a fund or reserve for the sole purpose of providing PRBs to retirees.  The 
accrual must be calculated in accordance with generally accepted actuarial 
principles and practices as promulgated by the Actuarial Standards Board.    

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

                                                 
1 Report Number A-07-02-03017, Blue Cross Blue Shield of North Carolina Pension Segment Closing 
Audit, issued in final on February 6, 2003.  
2 Report Number A-07-02-03030, Blue Cross Blue Shield of North Carolina Pension Costs Claimed for 
Medicare Reimbursement, issued in final on April 29, 2003.  
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SFAS 106 
 
In 1990, the Financial Accounting Standards Board issued SFAS 106 which established 
accounting standards for PRBs.  SFAS 106 significantly changed the practice of 
accounting for PRBs from the cash basis to the accrual basis for financial statement 
purposes. 
 
With the implementation of SFAS 106, companies are required to report in their financial 
statements the accrued liability for PRBs for current and retired employees.  SFAS 106 
requires the annual reporting of net periodic service costs, as well as a transition 
obligation (i.e., the initial unfunded liability when accrual accounting is first adopted) 
which may be recognized either immediately or amortized over the average remaining 
service of active plan participants.  FAR allows contractors the option of electing 
SFAS 106 accrual accounting, but it requires the amortization of the transition obligation.   
 
Medicare Contract 
 
Paragraph A of Item II of Appendix B to the Medicare contract requires that the 
contractor use the same accounting practice to estimate, accumulate, and report costs.  
Additionally, changes in accounting practice are only permitted on a prospective basis. 
 
CLAIM FOR $2,074,473 OF PRB COSTS 
 
On August 11, 2003, North Carolina claimed $2,074,473 in PRB costs representing the 
estimated present value of PRB costs that will be incurred by North Carolina after the 
termination of its Medicare contracts.  None of these costs are allowable in accordance 
with FAR and therefore the costs are unallowable for Medicare reimbursement. 
 
RETROACTIVE CHANGE IN ACCOUNTING BASIS AND REIMBURSEMENT 
OF UNFUNDED COSTS 
 
Retroactive Change in Accounting Basis 
 
Prior to terminating its Medicare contract, North Carolina’s normal practice for 
Government contracting purposes was to claim PRB costs using accrual accounting with 
recognition of the transition obligation on an amortized basis.  Using this methodology, 
North Carolina was reimbursed for funded accrued PRB costs totaling $454,138 incurred 
through the contract termination date.  However, North Carolina claimed $2,074,473 to 
cover the unfunded present value of PRB costs to be paid subsequent to the contract 
termination date.   
 
North Carolina’s claim was calculated as of January 1, 2003 with immediate recognition 
of the full unfunded liability for current retirees.  Therefore, this claim represents a 
retroactive change in accounting practice that is unallowable per FAR and North 
Carolina’s Medicare contract. 
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Reimbursement of Unfunded Costs 
 
Although North Carolina has established a reserve to provide PRBs to retirees, it has not 
funded the $2,074,473 claim.  In accordance with FAR, to be allowable, costs must be 
funded by the time set for filing the Federal income tax return.   
 
UNALLOWABLE CLAIM FOR PRB COSTS 
 
North Carolina’s claim for $2,074,473 of PRB costs represents (1) a retroactive change in 
accounting basis with immediate recognition of the transition obligation (lump-sum 
payment) and (2) a request for reimbursement of costs that have not yet been funded.  
None of these costs are allowable in accordance with FAR and the Medicare contract, 
therefore, the costs are unallowable for Medicare reimbursement.  
 
RECOMMENDATION 
 
North Carolina should withdraw the August 11, 2003 claim of $2,074,473 for PRB costs.   
 
AUDITEE’S COMMENTS 
 
North Carolina’s comments are summarized in the following paragraphs and presented in 
their entirety at Appendix A. 
 
North Carolina disagreed with our interpretation of FAR 31.205-6(o)(2) stating that it 
conflicts with sound business judgment applicable to contract terminations and is 
therefore erroneous.  North Carolina states that our erroneous interpretation enables us to 
state that North Carolina’s claim represents an immediate recognition of the transition 
obligation which constitutes a retroactive change in accounting basis.  Due to the 
termination of the Medicare contract there is no continuing contract vehicle under which 
North Carolina can be reimbursed for costs incurred whether on an amortized basis or 
otherwise.  These PRB costs are directly related to the performance of the Medicare 
contract work and the Office of Inspector General’s (OIG) interpretation of FAR 31.205-
6(o)(2) is erroneous as a matter of law and cannot bar North Carolina’s recovery of these 
costs. 
 
North Carolina also stated that our suggestion that CMS would have agreed to terminal 
funding is unrealistic due to historic difficulties that CMS encounters obtaining 
appropriations for the administration of the Medicare program.  These difficulties arise 
during the negotiations with contracting preceding issuance of the Notice of Budget 
Authorization.  Over the years, these negotiations result in authorization of administrative 
costs in amounts less than the contractor believed necessary.  Therefore, North Carolina 
stated that contractors would have been ill-advised to pursue terminal funding of its PRBs  
and would consider it a waste of time and energy. 
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And, lastly, North Carolina stated that OIG’s criticism of PRB liabilities on the basis that 
they are unfunded is also misplaced.  North Carolina will fund the projected costs of 
providing PRBs by depositing in an irrevocable grantor trust an amount equal to the 
actuarially determined present value of the future cost of providing the benefits.   
 
OIG’S RESPONSE 
 
We do not agree with North Carolina’s statements pertaining to our interpretation of 
FAR 31.205-6(o)(2), the inappropriateness of the terminal funding issue due to historical 
difficulties, and future funding of PRB obligations.   
 
As stated in our report, North Carolina’s claim was calculated with immediate 
recognition of the full unfunded liability for current retirees, which is a change in 
accounting basis for both FAR and SFAS 106.  This immediate recognition can be 
viewed as using the terminal funding method for basis for the claim.  Once more, FAR 
allows contractors the option of electing SFAS 106 accrual and terminal funding, but it 
requires the amortization of the transition obligation amount.   
 
North Carolina erroneously concluded that we suggested CMS would have approved a 
change to the terminal funding methodology.  Our draft report did not make this 
suggestion.  We merely reviewed North Carolina’s claim for unfunded PRB costs at the 
request of CMS. 
 
With respect to the future funding of PRB obligations, FAR states that to be allowable, 
costs must be funded by the time set for filing the Federal tax return.  In its response 
North Carolina clearly stated that it will fund the projected costs not that it has in fact, 
funded the projected costs. 
 
Therefore, North Carolina should withdraw its claim of $2,074,473 for PRB costs 
because the claim represents a retroactive change in accounting basis and a request for 
reimbursement of unfunded costs, which are unallowable in accordance with FAR. 
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