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Recognizing that the cost of the Federal
employee health program was escalating
taster than anticipated, the Office of Per-
sonnel Management tried to avert a budget
shortfall for fiscal year 1982, primarily by
reducing health benefits. The final 1982
rates, determined after the benefit reduc-
tions, appear to be reasonable. The in-
creased 1982 rates should improve the pro-
gram’s financial stability.

The report notes that the Federal employee
health program appears not to be compar-

able to private sector employee health pro-
grams.

This report also discusses a phenomenon
unique to the Federal program--selective
enroliment--that is potentially damaging to
the program, as well as other perceived
problems and various opinions on how to
address them.
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that we examine and report on a number of topics related to the

Federal Employees Health Benefits Program. Among other things,
it

~-presents the rationale and justification for the 1982
benefit reductions and rate increases in the program,

——compares some Federal health plans to plans offered by
some private sector employers, and

--describes suggestions made by various people to address
perceived program problems.

At your request, we did not take the additional time needed

to obtain agency comments on the matters discussed in this
report,
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GENERAL ACCOUNTING QOFFICE FINANCIAL AND OTHER PROBLEMS
REPORT TO THE CHAIRMAN, FACING THE FEDERAL EMPLOYEES
SUBCOMMITTEE ON CIVIL SERVICE, HEALTH INSURANCE PROGRAM
POST OFFICE, AND GENERAL

SERVICES, SENATE COMMITTEE

ON GOVERNMENTAL AFFAIRS

The Office of Personnel Management (OPM) admin-
isters a $5 billion health insurance program for
about 10 million employees, annuitants, and
dependents through contracts with over 100 in-
surance plans. The program's cost is shared by
the Government and the employees and annuitants
who elect to participate.

For 1982, the program experienced unprecedented
benefit reductions and large rate increases. In
addition, enrollees were not allowed to switch
plans at the usual time, although benefit and
rate changes meant enrollees were paying more
for less benefits. In response to a request
from the Chairman, Subcommittee on Civil Serv-
ice, Post Office, and General Services, Senate
Committee on Governmental Affairs, GAO reviewed
the rationale and justification for these
changes as well as other issues related to this
program. (See pp. 1 to 7.) At his request, GAO
did not take the additional time needed to ob-

tain agency comments on the matters discussed in
this report.

OPM ACTIONS APPROPRIATE, BUT
AFFECTED PLANS DIFFERENTLY

During negotiations for the 1982 program, CPM
ordered benefit reductions and other program
changes in an attempt to keep program costs
within budget estimates. Using budget estimates
as a spending constraint--although not done in
the past--was appropriate.

Based on fiscal year 1982 budget estimates, OPM
determined that the initial 1982 rate proposals
would have caused a $440 million budget short-

fall for the Government share of program costs.
Primarily through two rounds of benefit reduc-

tions, OPM eliminated part of the shortfall.
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However, OPM requested and received a supple-
mental appropriation of about $300 million for
the 1982 program, about half of which was re-
quired to eliminate the rest of the shortfall.
The other half of the supplemental appropriation
was needed to- account for a budget error, a
prior year shortfall, and increased costs due

to anticipated enrollment shifts. (See pp. 8

to 19.)

OPM's administration of benefit reductions and

negotiation of service charges or profit allow- .
ances affected plans differently. 1In the first :
round of reductions, OPM initially required ?
some plans to cut some benefits to specific :
levels, despite plans' different benefit struc-
tures. OPM's intent regarding these cuts was to
add more cost containment or, more appropri-
ately, cost-sharing features to the program
while still satisfying its other benefit reduc-
tion objectives. 1In the second round, OPM re-
guired all but a few plans to reduce benefits by
the same percentage, resulting in less varied
rate changes. The variance among plans for
first-round rate changes due to benefit reduc-
tions was about six times greater than that for
second-round rate changes. (See pp. 26 to 31.)

OPM also used different methods to compute the
1982 service charges for the two Government-wide
plans; consequently, Blue Cross/Blue Shield
received a 100-percent increase in its service
charge, while Aetna received a 5-percent
increase. Had OPM determined Blue Cross/Blue
Shield's service charge using the method applied
to BRetna, the charge would have increased only
10 percent. OPM is developing a structured
approach that it intends to apply uniformly to
all plans, including employee organization
plans, that have service charges. (See pp. 31
to 36.)

RATE TINCREASES WERE REASONABLE

GAO contracted with an actuarial firm to review
rate increases for certain plans. The contrac-
tor concluded that the 1982 rate increases
agreed to by OPM and the program's three largest
plans were reasonable according to generally
accepted actuarial practices.
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In addition, the contractor concluded that, by
the end of 1982, these plans should be in better
financial condition. If this is representative
of what occurred in other health plans, program
stability should improve. (See pp. 20 to 25.)

FEDERAL PROGRAM NOT COMPARABLE
TO PRIVATE SECTOR PROGRAMS

Studies of the program from 1979 to 1982 indi-
cate that it was not comparable to private sec-
tor health benefit programs. OPM studies in
1979 and 1980 concluded that, while benefits
were generally comparable, private sector em-
ployers paid a greater proportion of the cost
than did the Federal Government. An analysis of
fringe benefits concluded that this disparity in
employer contribution persisted in 198l. GAO's
limited analysis indicated that the 1982 program
was still not comparable to private sector pro-
grams, both in benefits and in employer contri-
butions. (See pp. 37 to 42.)

SELECTIVE ENROLLMENT--
A THREAT TO PROGRAM STABILITY

Selective enrollment--allowing Federal employees
to enroll in the health plan that best suits
their expected health needs--is a unique feature
of the Federal program because the Congress in-
tended to give enrollees a choice among differ-
ent plans with different benefits. Because
higher utilizers of benefits tend to join more
comprehensive plans while lower utilizers join
less comprehensive plans, the cost and related
premium rates of the more comprehensive plans
increase, thereby encouraging lower utilizers to
leave. There is disagreement about whether, and
to what extent, selective enrollment adversely
affects the program.

Blue Cross/Blue Shield was so concerned with the
potential adverse impact of selective enrollment
that it threatened to withdraw from the program
for 1982. GAO believes that the withdrawal of a
plan, like Blue Cross/Blue Shield, with high
utilization experience would accelerate rate
increases associated with selective enrollment,.
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Some people associated with the program believe
that eventually the issue of selective enroll-
ment will drive the cost of comprehensive cover-
age out of the reach of those who need it most
and, ultimately, reduce greatly the comprehen-
siveness of benefits. GAO presents and evalu-
ates some suggested solutions to this problem.
(See pp. 43 to 54.)

During GAO's review, people associated with the
program expressed various opinions about other
perceived problems. In addition to selective
enrollment, four major problem areas were iden-
tified:

--The desirable level of competition.

~~The lack of control and predictability associ-
ated with the method used to compute the Gov-
ernment cost.

--Poor enrollment data.

--The need to contain or reduce program costs.

In a synopsis of each problem area, GAO lists
suggested solutions and some pros and cons. 1In
addition, OPM actions on prior GAO recommenda-
tions relating to these problems are discussed.
(See pp. 55 to 63.)
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CHAPTER 1

INTRODUCTION
The Office of Personnel Management (OPM) reduced benefits
for those enrolled in the Federal Employees Health Benefits Pro-
gram (FEHBP) for 1982. This unilateral reduction of benefits
was historically unprecedented but helped constrain the premium
rate increases that otherwise would have been needed to finance
the program. OPM's action disrupted the normal bilateral nego-
tiations with health plans, resulted in litigation, almost
caused the program's largest health plan to withdraw, and post-
poned the regularly scheduled period during which enrollees
could change plans. At the beginning of 1982, enrcllees were
effectively locked into plans they had chosen for 1981, although
benefits and rates had changed considerably. In short, en-
rollees were generally required to pay more for less benefits.

In December 1981, the Chairman, Subcommittee on Civil Serv-
ice, Post Office, and General Services, Senate Committee on
Governmental Affairs, requested that we examine certain issues
related to FEHBP.

FEDERAL EMPLOYEES HEALTH
BENEFITS PROGRAM

FEHBP, established by the Federal Employees Health Benefits
Act of 1959, is the world's largest employer-sponsored, volun-
tary health program. It provides health insurance to employees,
annuitants,l and their dependents. In 1982, FEHBP provided
health insurance to about 3.7 million enrollees and 6.3 million
dependents through 119 health plans. The program's fiscal year
1982 budget was $4.7 billion, of which $2.9 billion was financed
by the Government (including the Postal Service) and $1.8 bil-
lion by enrollees. Administrative responsibility for FEHBP
rests with OPM. 1Its responsibilities include

--negotiating benefits and premium rates and contracting
with qualified health plans;

--conducting open enrollment periods;:

--calculating the Government contribution for each enroll-
ment;

--—adnministering the Employees Health Benefits Fund;

linecludes retired and disabled Federal workers and survivors of
deceased Federal workers.



-—prescribing reqgulaticns concerning health plan and en-
rollee responsibilities, rights, and procedures; and

--reviewing, upon request, claims payments denied by health
plans.

FEHBP encompasses three basic types of health plans:

--Government-wide Plans: Two Government-wide plans are
available to all eligible employees, annuitants, and
dependents, regatrdless of geographic location. The Serv-
ice Benefit Plan, administered by Blue Cross/Blue Shield,
provides benefits through direct payment to doctors and
hospitals. This plan, which is required by law to offer
two benefit levels or options, accounts for about 50 per-
cent of all FEHBP enrollees. The Indemnity Benefit Plan,
administered by the Aetna Life Insurance Company, also
must offer two benefit levels or options. The plan pro-
vides benefits through payments either to the enrollee or
to doctors or hospitals. It enrolls about 12 percent of
all FEHBP enrollees.

--Employee Organization Plans: These plans, of which there
were 17 in 1982, are sponsored by employee organizations
and are avallable only to eligible Federal employees and
their dependents who are, or become, members of the spon-
soring organization. Some plans are also open to annui-
tants and their dependents. The plans provide benefits
by payments either to the enrollee or directly to doctors
and hospitals., These plans account for about 28 percent
of FEHBP enrollment.

-—-Comprehensive Medical Plans: These plans, often referred
to as Health Maintenance Organizations (HMOs), offer Fed-
eral employees, annuitants, and dependents prepaid care
from plan doctors and hospitals in particular geographic
or service areas. The plans, of which there were 100 in
1982, provide comprehensive medical services through doc-
tors and technicians in medical centers or through direct
payments to doctors or hospitals with whom the plans have

agreements., HMOs account for about 10 percent of FEHBP
enrollment.

Within OPM's Compensation Group, the Office of the Assistant
Director for Insurance Programs was responsible for contract
negotiations of 1982 rates and benefits with these health plans.

To gualify for participation in FEHBP, a health plan must
meet certain OPM standards. These include (1)} providing a rate
structure with one individual rate and one family rate for each



option, (2) not having more than two options, (3} baving the fi-

nancial resources and experience to fulflll its program obliga-

tions, and (4) providing a special reserve, primarily for the

Government-wide and employee organization plans. The special

reserve is the difference, over time, between premium rate (sub-

scription) income and claims paid; it is used to pay claims when

subscription income is insufficient. OPM requires plans to

invest this special reserve, and the investment income is to be .
credited to the reserve account. In the past, OPM policy was !
that rates be set at a level sufficient to maintain a special
reserve level ranging from 2 weeks to 1-1/2 months of subscrip-
tion income, depending on the type of plan. Each year, these
special reserves are considered when OPM negotiates new con-
tracts for health benefits and rates.

OPM conducts the open season--an enrollment period during
which any unenrolled eligible employee may join a plan, and any
enrolled employee or annuitant may change plans. Timing of the
open seasons is left to OPM's discretion; however, since the
early 1970s--except for the 1982 contract year--they have been
held annually. In conducting open season, OPM is responsible
for making available to employees and annuitants information
which will aid them in making informed choices among health
plans. OPM and each plan jointly prepare a brochure summarizing
plan features for the enrollee. The brochure is a statement of
plan benefits, limits, and exclusions and serves as a contract
between the enrollee and a plan. OPM also provides enrollees
with enrollment information, rates, and comparisons of various
health plan features.

The cost of FEHBP is shared between the enrollee and the
Government. By law, the Government's share for each enrollment §
is equal to 60 percent of the unweighted average of the high op-
tion rates for six plans. These plans--the Big Six--are the two
Government-wide plans, the two employee organization plans with
the largest enrollment, and the two comprehensive medical plans
with the largest enrollment. For 1982 the Big Six were the (1)
Blue Cross/Blue Shield Service Benefit Plan, (2) Aetna Indemnity
Benefit Plan, (3) National Association of Letter Carriers ({NALC)
Health Benefit Plan, (4) American Postal Workers Union (APWU)
Plan, (5) Kaiser Foundation Health Plan-Northern California
Region, and (6) Kaiser Foundation Health Plan-Southern Califor-
nia Region. The Government's share for any enrollee cannot
exceed 75 percent of a plan's total rate. For postal employees,
the Postal Service pays a larger percent (75 percent of the Big i
Six average up to 93.75 percent maximum limit for 1982} which is
agreed to during contract negotiations with the postal unicns.



OPM administers the Lmployees Health Benefits Fund, the
trust fund through which FEHBP is financed. Each agency pays
into the trust fund the Government share for each enrolled em-
ployee, using funds from its salaries and expenses appropriation
account. The Postal Service pays its share for postal employ-
ees, and OPM pays the Government share for all annuitants, in-
cluding postal annuitants. Employees and annuitants pay the
trust fund their share of costs through salary or annuity with-
holdings, respectively. OPM forwards this subscription income
to the plans, but retains a small portion in the trust fund for
administrative expenses and a contingency reserve. The contin-
gency reserve may be used to defray future rate increases or
increase the benefits provided by the plan from which the re-
serve is derived, as long as the reserve retains at least an
amount equivalent to 1 month's subscription income.

OBJECTIVE, SCOPE, AND METHODOLOGY

Due to the disarray and uncertainty associated with the
program at the end of 1981, we were asked to review certain
issues related to FEHBP. These issues involved questions that
could be grouped into five categories or areas of concern; our
objective was to answer these questions.

One area of concern focused on the reasons for the 1982
benefit cuts and rate increases:

--Why were 1982 health benefits reduced when premium rates
increased significantly?

—-Did a true 1982 FEHBP budget shortfall of the magnitude
indicated by OPM exist?

Our responses to these questions are discussed in chapter 2.

A second concern was the justification for the rate in-
creases:

--Were the 1982 rate increases for the three largest health
plans reasonable and justified?

This question is answered in chapter 3.

The third area of concern involved equitable treatment of
Federal health plans:

--Did OPM fairly and equitably administer the two rounds of
benefit cuts?



--What is the Justification for increases 1in service ?
charges or profits for selected health plans?

These dguestions are discussed in chapter 4.
A fourth area of concern was program comparability:

--Is FEHBP comparable (in terms of benefits and employer/
employee contributions) to private sector health plans?

This question is discussed in chapter 5.

The fifth category of issues involved perceptions of needed
changes and our past recommendations:

--What program features have been perceived as needing
modification to assure FEHBP stability?

—-What actions has OPM taken in regard to past GAO recom-
mendations, particularly those of a cost containment na-
ture?

These matters are discussed in chapters 6 and 7.

The scope of our review included visits with representa-
tives from the following 10 plans which have offices in the
Washington, D.C., metropclitan area:

Government-wide plans

Betna Indemnity Benefit Plan
Blue Cross/Blue Shield Service Benefit Plan

Employee Organization plans f

Alliance Health Benefit Plan

American Federation of Government Employees Health
Benefit Plan
APWU Plan

NALC Health Benefit Plan
Postmasters Benefit Plan

Comprehensive plans

George Washington University Health Plan
Group Health Association

Kaiser-Georgetown Community Health Plan, Inc.

These plans, chosen because of their geographic location and
general availlability to most Federal employees, represented
about 80 percent of FEHBP enrcllment at the beginning of 1982.



We visited the Group Health Association of America, a na-
tional trade association of HMOs located in Washington, D.C.
Sixty-seven of the over 100 organizations represented by the
Association contract with OPM to provide health benefits to Fed-
eral employees. We also met with a representative of the Kaiser
Foundation's California headquarters office to gain a perspec-
tive of the eight Kaiser plans, including the two California
plans whose rates are used in determining the Government contri-
bution to the program.

During our visits with plan representatives, we discussed
varicus questions related to FEHBP, focusing primarily on those
related to benefit reductions, budget shortfalls, and rate in-
creases. Where available, we gathered documentation regarding
these questions. We also discussed plan officials' perceptions
on questions related to cost containment and program features
needing modification.

The Director of OPM responded, in writing, to a detailed
list of questions regarding the rationale for benefit cuts, rate
increases, the budget shortfall, equitable treatment of health
plans, and comparability. We interviewed OPM officials regard-
ing each gquestion, reviewed OPM negotiation files for the 1982
contract year, and gathered documentation concerning OPM esti-
mates of budget shortfalls and savings. We used information
from plans and OPM to describe the events occurring during the
negotiation cycle for 1982 benefits and to evaluate OPM's use of
budget estimates and its administration of benefit cuts. Time
constraints did not permit us to evaluate the methodology used
by OPM in making estimates of budget shortfalls or savings.

We interviewed OPM program and audit officials, and where
necessary, plan officials, to determine what actions had been
taken in regard to our past recommendations.

We contracted with the Actuarial Research Corporation,
Falls Church, Virginia, to assist us in determining whether the
1982 rate increases for FEHBP's three largest plans were reason-
able and justified according to generally accepted actuarial
practices. The contractor identified the factors that contrib-
uted to rate increases.

To determine congressional intent in regard to comparabil-
ity, we reviewed the program's legislative history. We analyzed
recent studies and data regarding FEHBP comparability to health
insurance programs offered by large private sector employers
during 1979-81. For 1982, we performed a limited gqualitative
comparison of FEHBP plans with certain private sector health
plans. Specifically, we compared the benefits of 15 FEHBP plans



(the 2 high-option Governuent-wide plans, the 11 NDlgh=-ovtion or-
ployee organization plans that were open to all current eHploy =~
ees, and the 2 comprehensive plans with the largest Federal en-
roliment) to the benefits of 33 private sector group insurance
plans obtained from 4 major insurance companies. For 23 of
these plans, the insurance companies provided information on
employer-employee health insurance cost sharing which we used to
compare the relative 'contributions of the Federal Government and
private sector employers. Because FEHBP and private sector
plans we examined were judgmentally selected, the results of our
analysis are limited to these plans alone. The results are in-
tended tc be an indication of the degree of comparability be-
tween current Federal and private sector health insurance pro-
grams. We did not examine the characteristics of the population
insured by FEHBP versus that of the private sector plans, such

as the comparative ages of active employees in the Federal and
private sectors.

Our review was performed in accordance with generally ac-
cepted government audit standards.



CHAPTER 2

BENEFIT REDUCTIONS WERE

UNPRECEDENTED BUT APPROPRIATE

When OPM reviewed the plans' proposed rates for 1982, it
concluded that, if it accepted the rates with the significant
increases as proposed, the Government would incur costs ex-
ceeding the amount that had been budgeted for 1982. 1In an
attempt to bring program costs within an estimated budget
amount, OPM ordered that benefits be cut--a first for FEHBP.
Program disruption ensued, and OPM was not entirely successful
in eliminating the budget shortfall for the Government contri-
bution. OPM's actions, however, to bring program costs within
the budget were appropriate.

1982 HEALTH BENEFITS REDUCED AND
RATES INCREASED BECAUSE QF POTENTIAL
BUDGET SHORTFALL

Plans' unexpectedly high proposed rate increases and
OPM's resultant management actions steered the 1982 contract
negotiations off their normal course and delayed the 1982 open
season. Contract negotiations between OPM and the individual
plans proceeded normally until the end of July 1981, when OPM
received the plans' proposed rates for 1982. Although OPM had
planned for some increase in rates, it estimated that under
the plans' proposals, the total contribution to FEHBP would
have exceeded the $4.7 billion budgeted amount for the
employee and Government contribution by more than $800 mil-
lion. The potential shortfall for the Government contribution
alone changed in size as OPM refined its estimates, but was
eventually set at $440 million.

After rejecting suggestions to set rates that were insuf-
ficient to recover costs or to request additional appropria-
tions, OPM decided to avert the shortfall in the Government
contribution, primarily by taking the unprecedented step of
unilaterally requiring plans to reduce benefits. OPM's ac-
tions were only partially successful in eliminating the total
shortfall, disrupted the normal course of negotiations, and
resulted in legal actions and uncertainty. In general, how~
ever, the Federal courts found OPM's actions were within its
legislative authority.

Proposed rates caused potential budget shortfall

Before submission of plans' proposed 1982 rates, nego-
tiations proceeded as usual. By the end of March 1981, OPM



had issued its call letter soliciting .982 benetit proposals

from the plans and outlining OPM polic - on benotits that plans
could add to theiv packages. For l9z., OPM cncouraged @ lans
to consider adding midwife services, @ soice coare, and dental i

packages. Plans were to offset any ncw benetit, however, by
reducing some other benefit so that the overall dollar value
of the benefit package would not incrvase. By the end of
April, plans had submitted their 1982 benefit proposals for
negotiation with OPM. OPM sent its rate call letter to the
plans in early June, requesting their proposed rates and sup- ;
porting actuarial data for the 1982 benefit package. As d
requested, plans submitted their proposed rates by the end of

July.

The proposed increases over the 1981 rates were larger
than OPM had anticipated. OPM had estimated its fiscal year
1982 budget for FEHBP in October 1980 allowing for an 11.5-
percent increase in rates. This planned increzse was consist-
ent with the rate experience of the previocus few years and
fell within the inflationary projections of the President's
Council of Economic Advisors and the Office of Management and ‘
Budget. Using the July 1981 rate proposals for the six plans 5
that determine the Government contribution, however, OPM cal-
culated an average increase in rates of over 30 percent--
almost three times larger than the budgeted increase.

OPM estimated that the proposed rates, if accepted, would
have resulted in a significant shortfall in the $4.7 billion
included in the President's fiscal year 1982 budget. Regard-
ing the Government and enrollee contributions to the program,
OPM's original estimates showed a shortfall over $500 million.
OPM later revised this estimate to $800 million. OPM's ini-
tial estimate of the Government's share of the shortfall was
$190 million. OPM later revised this estimate to $370 million
and then to $440 million, using updated emplovee and annuitant
population data.

OPM considered several strategies to |
avert its initial shortfall estimate

Believing that the proposed increzses were unacceptable
to enrollees and taxpayers and that s£.-n increases threatened
the integrity of the Federal budget, ~:* considerecd several
strategies for addressing its budget ;rislem. Accerding to
the Director, OPM staff recommended s<--ing rates a- a level
insufficient to recover costs and usi:-. clan reserves to sub-

sidize the new rates. The Director ir’-rmed us tha* he re-
jected this recommendation because OP! -z3 seriously under-
priced most plans in 1980 and 198l anc -- do the sare for a
third consecutive year would have exac:--.ated the pr-blenm and
threatened the financial underpinnings -7 the prograr.



OPM also considered covering the total shortfall hy seek-
ing additional funds from the Ccngress. This was quickly re-
jected, according to the Direcotor, due to the overall concern
with the Federal budget, OPM's fiduciary responsibility, and
the Nation's economic outlook. The Director did not believe
that, in good conscience, he could ask the Congress for an
additional sum of that magrnitude. We believe that an OPM
request for funds to cover the total shortfall in the Govern-
ment contribution wpuld have further complicated the issue
since appropriations for active employees are made directly to
the employing agencies, not to OPM.

Reducing benefits was another strategy OPM considered to
avert the shortfall. According to the Director, three ap-
proaches were available for benefit reductions: OPM could (1)
mandate increased across—-the-board coinsurance features, thus
transferring some increased costs to enrollees, (2) instruct
plans to choose benefit cuts to meet an established percentage
of proposed premium, or (3) direct that specific benefits be
cut.

OPM reduced benefits and postponed
reserve recovery to address its
initial shortfall estimate

OPM unilaterally decided to make up half of its initial
shortfall estimate of $190 million by reducing specific bene-
fits and half by deferring the rebuilding of plan reserves.
At an emergency meeting on August 21, 1981, OPM informed the
two Government-wide plans and all but three employee organiza-
tion plans that its underestimates of inflation and utiliza-~
tion of benefits had created an immense budget problem. To
deal with this problem, OPM reguired these plans to cut bene-
fits below the level tentatively agreed to. The agreements
were tentative because the associated rates were awaiting
actuarial verification by OPM.

The general atmosphere resulting from the August 21 meet-
ing seems to have been one of confusion. During the meeting,
OPM did not distribute written guidelines for the plans tc use
in accomplishing the required benefit reductions. Instead, it
mailed a copv of the Associate Director for Conmpensation's
statement to the plans after the meeting. This statement
briefly explained the specific cuts to be made and OPM's ra-
tionale for the reductions. Nevertheless, different plans
received different impressions of what OPM was requiring.

Some plans thought they were told to reduce benefits by 10
percent; some thought they were told to reduce benefits by
whatever was necessary to keep their rate increase from 1981
to 1982 below 20 percent. However, most plans we talked to

10



e prramiesn TO Mo fooave bhege cutbacks within 2
weeks but extended the deadline because of unforeseen compli-
cations in implemonting the cuts.

Beotove v lans submitte o tinelr proposed rate lncreases, OPM
had 1ntended to establish rates at a level that would have
partially recovered reserves that had been seriously drawn
down. However, the Director changed his position and deferred
$95 million in reserve recovery to fiscal year 1983, allowing
plans to lower their rates by those amounts which had been
added to build up the reserves from their depleted levels.

OPM strategies to address
revised shortfall estimate

As OPM estimates of the potential shortfall in the
Government contribution increased to $370 million, OPM planned
several strategies to address it. For example, as shown in
table 1 (see p. 12), in addition toc the $190 million benefit
reduction and deferred rebuilding of the reserves already
undertaken, OPM ended free coverage for employees on leave
without pay (LWOP). In the past, since health insurance con=-
tinued for enrollees on LWOP without the enrollees paying
their share, other enrcllees subsidized LWOP employees' cover-
age. By making LWOP employees pay the employee share of the
rates, the income needed to pay for benefits would be spread
over a greater number of enrollees, thereby reducing the aver-
age rate and saving an expected $20 million in the Government
contribution. OPM also expected to save $35 million by reduc-
ing abortion, mental, and dental coverage beyond the levels
already imposed by the August cuts. This latter strategy was
blocked, however, by judicial action.

Another strategy to avert the revised shortfall focused
on reducing the Government contribution by lowering APWU's
rate or by altering the composition of the Big Six by replac=
ing APWU with a lower cost plan. Following the benefit cuts
ordered in August, the FEHBP status of the APWU plan was un-
certain. OPM maintained that APWU had not submitted an ac-
ceptable proposal by the September deadline and, therefore,
could be terminated. APWU filed suit against OPM to prevent
implementation of the August cuts. Nevertheless, OPM contin-
ued to negotiate with APWU and addressed what OPM considered
to be APWU's sericus financial problem by proposing tc APWU
that 1ts plan provide less comprehensive coverage and lower
rates than APWU had proposed. OPM estimated that a low-option
plan it had offered APWU would save FEHBP $230 million. Ac-
cording to OPM, savings of that magnitude would have elimi-
nated the need for further reductions by other plans. OPM
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also estimated that a mid-option plan it offered APWU could.
save $125 million. Removing APWU from the Big Six and reply
ing it with another employee organization plan with a lower
rate could also save $125 million, according to OPM estimati
OPM discussed changing the composition of the Big Six at coil
gressional hearings held on October 19, 1981, and attended |
both House and Senate members concerned with FEHBP. Specift:
ally, OPM testified that removing APWU or NALC, or both, wol
reduce the Government contribution to FEHBP, but OPM did nof
submit a legislative proposal to accomplish this.

Table 1
OPM Strategies to Avert Potential

1982 FEHBP Budget Shortfall in the
Government Contribution

Strategy Potential shortfall

(millions) |

190  $370  s44

First-round benefit cuts 95 95 S
Deferred reserve recovery 395 95 S
LWOP adjustment - 20 2
Additional mental, dental, .
and abortion reductions - 35 -
APWU removed from Big Six - 125 -
Mid-option APWU plan a/lz
Second~round benefit cuts a/lo

a/0OPM estimated that APWU acceptance of a low-option plan
would have saved $230 million, eliminating the need for
further cuts by other plans.

OPM implemented a second round of
benefit cuts to address revised
shortfall estimates

In late October 1981, the Director concluded that his |
only alternative to avert the potential shortfall in the
Government contribution--now estimated at $440 million--was
second round of benefit cuts. According to the Director, hi
discussion with various Congressmen at the hearing gave him :
the impression that there would be no additional funding for
FEHBP. With the status of APWU still undecided, the latest
increase in the shortfall estimate, $35 million not realized
in mental, dental, and abortion cuts due to pending litiga-
tion, and the desire to conclude all negotiations by the end:
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of Octoier, the Divector determined that the second round o5
benerit reductions would total $105 million--the amount neces-
sary tor FEHBP to remain within the budget estimates, assuming
the LWOP adjustment was implemented and APWU accepted a mod-
ified plan. OPM actuaries calculated that a 6.5-percent cut
in the estimated value of benefits across all plans would
achieve the desired $105 million in savings. Based on this
calculation, the second round was a 6.5-percent reduction in
the value of benefits for all plans included in the first
round and for the Comprehensive Medical Plans (HMOs).

Lawsuits challenging OPM actions to
avert shortfall added to FEHBP uncertainty
and delayed open season

Lawsuits against OPM over benefit reductions and other
program changes led to FEHUBP uncertainty and delayed open sea-
son. With the exception of the abortion decision, however,
the courts ultimately upheld OPM's authority to mandate bene-
fit reductions.

OPM decided that plans should not use FEHBP funds to pay
for abortion benefits. The American Federation of Government
Employees contested this decision in court. Although the
court ruled against OPM, the agency applied the ruling only to
the plans that were party to the suit. As a result, some 1982
plans covered abortions; others did not.

Although plans sued OPM concerning both rounds of benefit
cuts, the courts upheld OPM's authority. At the end of Sep-
tember, APWU and NALC filed suits contesting OPM's authority
to impose the first round of benefit reductions. The U.S.
District Court for the District of Columbia denied the plans'®
request for temporary restraining orders. Later, the District
Court ruled that OPM had not abused its discretion in imple-
menting the first round of benefit cuts. At the end of Octo-
ber, the National Federation of Federal Employees and the
American Federation of Government Employees filed suit chal-
lenging the second round of benefit reductions. On November
4, 1981, the District Court ruled in favor of the plans and
disallowed the second round of benefit cuts. OPM, however,
appealed this decision, and on December 21, 1981, the U.S.
Court of Appeals ruled in OPM's favor.

After the District Court disallowed the second round of
benefit cuts in early November, OPM issued regqulations indef=-
initely postponing the 1982 open season. According to OPM,
its decision was based on a need to have full distribution of
program information, particularly in a year of substantial
benefit changes and rate increases. Such distribution could
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not be accomplished in time for the scheduled open season of
November % to December 11, and OPM believed that holding open
season without thorough distribution of information would have
been useless. In addition, significant aspects of some 1982
plans were uncertain because lawsuits concerning benefit cuts
were still pending. It should be noted that OPM had already
agreed to allow Blue Cross/Blue Shield to withdraw from FEHBP
if a 1982 open season was held before adverse selection prob-
lems were addressed. (See ch. 6.) It is unclear, however,
what impact, if any, this agreement had on OPM's decision to
indefinitely postpone open season.

The National Federation of Federal Employees and the Na-
tional Treasury Employees Union, among others, filed suit to
force OPM to hold open season. The District Court ordered
open season to commence December 7 without the 6.5-percent re-
ductions, but the Court of Appeals stayed this order. 1In
February 1982, the Court of Appeals upheld OPM's authority to
postpone open season. OPM eventually held open season in May
1982, allowing changes to take effect in July 1982, fully 6

months after benefit reductions and increased rates went into
effect.

OPM ACTIONS TO ELIMINATE FEHBP
SHORTFALL WERE PARTIALLY SUCCESSFUL

According to OPM's estimates of actual savings, its ac-
tions to avert its $440 million shortfall in the Government
contribution completely eliminated the active employee compon-
ent of the shortfall, but only partially eliminated the
annuitant component. OPM documents identify about $300 mil-
lion in combined savings from its actions. To fund FEHBRP at
its reduced benefit level during 1982, OPM requested a supple-
mental appropriation of over $300 million for its annuitant
account. This request included funds for a fiscal year 1981
shortfall, a fiscal year 1982 budget error, anticipated in-
creased costs due to enrollment shifts, and the unligquidated
portion of the $440 million shortfall.

OPM estimated its actions eliminated about 44 percent of
the annuitant component and all of the active employee compon-
ent of the $440 million shortfall. According to OPM, about
$277 million of the shortfall was attributable to annuitants
and about $172 million to active employees.l The first round
of OPM actions addressed about $190 million of the shortfall--
the annuitant component being reduced by $74 million and the
active employee component by $114 million (see table 2).

lFigures do not total precisely due to OPM rounding.
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Table 2

Effect of OPM Actions to Reduce Fiscal Year 1982 FEHBP Shortfall

(1) (2)

(4)

(6}

Based on Based on After After (8)
Government Presi- proposed (3) first- (5) second- (7} Total
cost dent's rates Shortfall round Shortfall round Shortfall savings
camponents budget (note a) (2) - (1) changes (4) - (1) changes (6) = (1) (2) -~ (6)
{billions)
FY 82 contribu-
tion for :
annuitants .824 1.101 277 1,027 .203 .980 .156 .121
FY 82 contribu-
tion for ac-
tive em—
ployees 1.422 1.594 2172 1.480 .058 1.410 (.012) .184
b/2.250 b/2,690 c/.440 b/2.510 c,d/.260 b/2.390 c,e/.140 c/.300
FY 81 annuitant
shortfall .058 .058 .058 .058 .058 .058
FY 82 annuitant
budget error 042 ,042 .042 042 .042 042
Total 2.250 2.790 .540 2.610 . 360 2.490 . 240 . 300

a/Includes fiscal year 1981 annuitant shortage transferred to fiscal year 1982 and fiscal year 1982 annuitant error.

b/Figures rounded

as OPM rounded.

¢/Figures calculated using OPM rounded figures,

d/This shortfall fiqure based on OPM rounded numbers indicates a $180 million first-round savings.

Actual first-round

savings without rounding total $188 million and result in about a $250 million shortfall.

e/This shortfall fiqure based on OPM rounded numbers indicates a $120 million second-rounx! savings.
round savings without rounding total $117 million; however, in discussing second-round savings OPM excludes $12 mil-
lion in savings which resulted in an active employee surplus.

$105 million.

Actual second-

Thus, according to OPM, second-round savings totaled



The second round of benefit reductions saved $105 million of
the shortfall. Of this, OPM attributed $47 million to annui-
tants and $70 million to active employees, leaving a $156 mil-
lion deficit and $12 million surplus, respectively. Together,
both rounds of savings, including the deferral of $95 million
in reserve recovery, liquidated about $300 million of the $440
million shortfall. OPM did not completely liquidate the

shortfall primarily because it was not successful in getting
APWU to accept a mid-option plan.

Although OPM directed its cost saving action at averting
a potential $440 million shortfall, it recognized that this
action would not fully cover the cost of operating the program
even at the reduced level. Specifically, in addition to the
$440 million shortfall for fiscal year 1982 due to higher than
anticipated rate increases, the total fiscal year 1982 short-
fall also included (1) a fiscal year 1981 annuitant account
shortfall of $58 millicn and (2) a fiscal year 1982 budget
error in the annuitant account of $42 million. The fiscal
year 1981 shortfall was transferred to fiscal year 1982 when
the October 1, 1981, ccntinuing resolution (Public Law 97-51)
authorized the use of fiscal year 1982 funds to pay prior year
obligations without anv corresponding increase in OPM's fiscal
year 1982 annuitant apcropriation. In effect, this authoriza-
tion simply transferreé the fiscal year 1981 problem to fiscal
year 1982. The fiscal vear 1982 budget error was not related
to the higher than exprszcted proposed rate increases. Accord-
ing to an official in <he Compensation Group's Office of Fi~
nancial Control and Ma=agement, OPM erronecusly estimated that
it would begin fiscal year 1982 with a $42 million balance in
the annuitant account. Therefore, OPM did not believe that it
was proper to include tais shortfall caused by OPM error--not
proposed rate increases—--with a shortfall to be addressed
through rate reducticns.

OPM requested ar - eventually received a supplemental
appropriation of $30:.% million to operate FEHBP during fiscal
year 1982. This sups.2mental was solely for OPM's annuitant
account and, accordir: to the Assistant Director for Financial
Contreol and Manageme- =, 1s based on the following figures:

--$156 million .nliquidated annuitant component of $440
million short:=zll,

--$42 million arnultant account budget error for fiscal
year 1982.

~-=~$58 million fiscal year 1981 annuitant account
shortfall transferred to fiscal year 1982.
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~-%47.8 million contingency to cover increased program
costs due to delayed open season enrollment shifts.

THE USE OF THE ESTIMATED FEHBP
BUDGET SHORTFALL WAS APPROPRIATE

OPM's estimate of the Government contribution for annui-
tants was directly related to its FEHBP annuitant appropria-
tion. As a result, treating this estimate as a valid spending
constraint was appropriate. In addition, OPM elected to treat
its estimate of agency contributions for active employees, al-
though not directly related to the amounts in agencies' sala-
ries and expenses accounts, as a similar spending constraint.
Such treatment seems reasonable given (1) the prior accuracy
of its estimates, (2) that OPM's estimate of aggregate agency
contributions is the only such program estimate available, (3)
the inseparable nature of the annuitant and active employee
components of FEHBP, and (4) OPM's desire to avoid increasing
Government and enrollee spending.

Each year, as part of the Federal budget process, OPM
estimates FEHBP trust fund revenues and expenditures and up-
dates the fund's Program and Financing Table submitted to the
Office of Management and Budget. This table, which later
appears in the Appendix to the President's Budget, displays
OPM trust fund estimates for the budget year and the current
fiscal year, and actual data for the prior fiscal year. Fur-
ther, the financing portion of the table segregates data for
each fiscal year according to funding source. These sources
include (1) the Government contribution for annuitants appro-
priated to OPM, (2) the Government contribution for active em-
ployees appropriated to agencies as part of their salaries and
expenses accounts, {(3) Postal Service contributions for active

postal employees, and (4) withholdings from active employees
and annuitants.

OPM calculated the Government's fiscal year 1982 budget
shortfall by treating FEHBP trust fund income estimates
derived early in fiscal year 1981 as a spending constraint and
comparing these to later estimates. However, only the spe-
cific appropriations from which the Government contribution is
made to the trust fund--OPM's annuitant appropriation and
agencies' appropriations for salaries and expenses--are true
FEHBP spending constraints from a legal standpoint.

More specifically, OPM's appropriation for annuitants is
an identifiable item in the President's Budget which the Con-
gress, through an appropriation, authorizes OPM to pay to the
FEHBP trust fund. Likewise, the President's Budget includes
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an identifiable amount for each ayency's salaries and ex-
penses, a small portion of which is for the Government's con-
tribution to FEHBP for active employees. This small portion,
however, is not identified as a specific item. Thus, when the
Congress approves an agency's request for salaries and ex-
penses through an appropriation, it is authorizing the agency
to pay some unidentified amount for its FEHBP contribution.

If an agency's actual contribution should exceed the amount
anticipated for FEHBP, if indeed a specific amount was antici-
pated, the agency must absorb the difference through repro-
gramming or seek a supplemental appropriation.

In contrast, OPM's estimate of agency contributions for
active employees is simply the aggregate amount agencies are
likely to pay in satisfying their FEHBP obligations. In mak-
ing this estimate, OPM has no knowledge of the amount individ-
ual agencies may be including in their budget requests for
their contribution to FEHBP. Also, OPM's aggregate estimate
is not broken down on an individual agency basis.

The historical accuracy of OPM's trust fund estimates for
active employees supports its use as a spending constraint.
OPM calculates the only estimate of expected agency contribu-
tions which can be used to control program spending for active
employees., Although the methodology used to make this esti-
mate does not use individual agency estimates of the Govern-
ment contribution, it has proven to be, with the exception of
fiscal year 1982, a reasonably accurate approximation, in the
aggregate, of actual agency payments. Specifically, for fis-
cal year 1981, OPM's budget estimate was $1.195 billion while
actual contributions totaled $1.184 billion. For fiscal year
1980, OPM's estimate was $1.034 billion, and actual contribu-
tions were $1.037 billion.

OPM's use of the trust fund income estimate as a spending
constraint for the Government contribution to annuitants is
clearly appropriate. Since OPM determines its annuitant esti-
mate in the same manner it generates its annuitant appropria-
tion request, the annuitant trust fund estimate is directly
related to the annuitant appropriation request. Because of
this direct relationship, OPM, by operating FEHBP within its
annuitant estimate, is in effect exercising control over its
annuitant account and insuring that the spending authority, a
true budget constraint, is not exceeded.

Likewise, OPM's use of its estimate for the Government
contribution for active employees as a spending cap is appro-
priate. According to the Associate Director for Compensation
and his staff, OPM is singularly responsible for the annuitant
appropriation. As such, OPM must either manage the account
within its boundaries or seek additional funding. Given the
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administration's fiscal policies concerning reduced Government
spending and the political climate at that time, OPM elected
to minimize any supplemental funding requests and took manage-
ment action to live within its budget. Recognizing, however,
that it could not, achieve budget savings in its annuitant ac-
count through benefit reductions without similarly affecting
active employees and also feeling responsible as the central
program manager for holding down agency and employee costs,
OPM decided to exercise control over the whole program and use

its trust fund estimates to calculate the budget shortfall on
a programwide basis.

According to the Director, OPM's broad, Government-wide
view of FEHBP was essential for gaining control of the growing
cost of the program. He informed us that the annuitant appro-
priation issue shculd not be allowed to obscure the real cost
of the program. If he had not acted to reduce the potential
Government shortfall for all agencies, they would have had
less money for other purposes. He contended that this would
have helped drive some agencies to request appropriations to
fund essential work. An Office of Management and Budget of-
ficial we talked to generally supported OPM's view of the
trust fund estimates and its rationale. According to this
official, other Federal agencies have historically used trust
fund budget estimates as spending ceilings for other programs.

CONCLUSIONS

When OPM concluded that 1982 FEHBP proposed costs for the
Government and the enrollee would exceed budget estimates, it
initiated action to deal with this situation. By unilaterally
requiring that benefits be cut, OPM disrupted the normal bila-
teral negotiation process and threw the program into a state
of uncertainty for its participants. Reducing benefits, how-
ever, saved money for the Government and the taxpayer. Reduc-
ing benefits also held down the enrollees' increased contribu-
tion to health insurance. If OPM had not exercised managerial
responsibility for FEHBP and used budget estimates as a man-
agement tool to control program expenditures, rate increases
would have been even higher.
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CHAPTER 3

1982 RATE INCREASES WERE REASONABLE AND

SHOULD IMPROVE FEHBP'S FINANCIAL CONDITION

We contracted with the Actuarial Research Corporation of
Falls Church, Virginia, to assist us in determining whether
the 1982 rate increases, which averaged about 30 percent for
all options for FEHBP's three largest plans (representing
about 68 percent of total enrcllment), were reasonable accord-
ing to generally accepted actuarial practices. The contractor
reviewed supporting documentation supplied by OPM and the Blue
Cross/Blue Shield, Aetna, and APWU plans and found the rate
increases to be both reascnable and prudent. The increases
were necessary to make up for deficiencies in 1981 ratesl due
primarily to underestimates of inflation and utilization of
health benefits for 1981 as well as to meet anticipated infla-
tion increases in 1982. Although only a minimal margin was
built into the rates, and OPM anticipated little reserve re-
covery in 1982, our contractor estimated in June 1982 that
most plan options examined would conclude calendar year 1982
with significantly improved reserve positions. This improve-
ment indicates a somewhat better financial position than an-
ticipated when 1982 rates were established.

ASSUMPTIONS USED IN
THE ACTUARIAL ANALYSIS

The contractor did not limit the actuarial analysis to
information availaktle to OPM and the plans at the time rates
were decided in 1981; rather, the contractor also used infor-
mation that was not available at the time the rates were es-
tablished and made assumptions based on the more recent infor-
mation. These assumptions concerned expected inflation and
utilization levels, effects of selective enrollment, and
administrative costs. For the high options of Blue Cross/Blue
Shield and Aetna, as well as the APWU plan, the contractor
assumed that 1982 per capita costs would rise 15.7 percent
above 1981 costs, based on an estimated increase in hospital
prices of 14.9 percent and a residual for utilization derived

15 u.s.c. 8902 allows for the readjustment of rates based on
past experilence. Thus, a deficient rate in 1 year can be
recouped in the next year by increasing the rate. Likewise,
income from excessive rates can be returned by reducing rates
in the subsequent year.

20



from the historical experience of the Blue Cross/Blue Shield {
low option. The contractor projected Blue Crosss/Blue Shield
low option per capita costs to rise 15 percent in 1982 and ex-
pected the Aetna low option per capita cost to rise 20 per-
cent, based on 1981 Aetna experience. These cost assumptions
were applied only to the real benefit costs for 1981, not sim-
ply to the 1981 premium rates charged for enrcllees,

A second assumption concerned the effects of selective
enrollment on plans. During the contractor's rate review,
there was no way to predict what changes would occur among en-
rollment groups during the May 1982 open season. The rate in-
creases and benefit reductions could have resulted in wide~
spread reevaluation of health plans by enrollees because these
changes helped emphasize rate differences among plans which ex-
ceeded benefit differences, both between high and low options
and among different high options. To illustrate the potential
effect of one type of selective enrollment--healthy high op-
tion enrollees transferring to the low option--the contractor
assumed for plans with these options, Blue Cross/Blue Shield
and Aetna, that 15 percent of the high option enrcllees would
transfer to the same plan's low option, and these transferees
would use 25 percent fewer benefits than the average high op-
tion enrollee. Conversely, the contractor assumed that the
enrcllees moving to the low options would use more benefits
than the average low option enrollee. Finally, the contractor
assumed that administrative expenses are proportionately
related to benefits.

COMPONENTS OF RATE INCREASES

In the analysis, the contractor divided the total rate
increase for each option into nine components (see table 3,
pP. 23); some were associated with increased rates and some
with decreased rates. The following is a brief explanation of
these components:

l. Inflation--expected increase in inflation from 1981
to 1982 based on the cost assumptions explained
above,

2. Utilization-~expected increase in utilization from
1981 to 1982 based on the cost assumptions explained
above.

3. Deficiency in 1981 rates--due to larger than expected
increases in inflation and utilization from 1980 to
1981 and, therefore, not included in developing the
1981 rates.
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Benefit changes--0OP!t mandated benefit reductions.
The contractor reviewed the actuarial estimates of
the savings attributable to these reductions and
found them to be reasonable.

Allowance for selective enrollment--based on the
assumption discussed above.

Proposed change in LWOP factor--Before 1982, employ-

ees on LWOP continued to receive health insurance but

were not required to pay the employee share of the

rate. OPM set rates for 1982 assuming LWOP employees :
would pay the employee share of the rate. The change i
resulted in lower rates as LWOP employees were ex-
pected to pay the employee share of the rate just as
employees in pay status.

Change in interest income~--changes in anticipated in-
terest income between 1981 and 1982. Plans expected
to experience declines in interest income used to pay
claims, and this decline was recovered through the
rate.

Change in contingency reserve transactions--indicates
the extent to which contingency reserves were ex-

pected to increase or decrease the rate between 1981 |
and 1982, ;

Residual to special reserve~-the contractor added to
the special reserve any portion of the rate increase

not already accounted for by one of the other
factors.
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Blue (Cross/Blue
Shield:
High option family
High aoption self
Low option tamily
Low option self

Aetna:
High option family
High option self
Low option tamily
Low option selt

APWLU
Ty by
helt

Increase

Tatal

$15.55
7.06
13.46
4.6%

4.86
4.40
15.29
6.19

a/Not applicable-—the contyactor

tion e thear 1982 vate,
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Table 3

Components of 1982 Rate Increases

(5}
Allow- s
ance for (6) (7) (8) (91
(3) selec~ Proposed Change Change in Residual
(1) (2) Deficiency (4) tive change in contingency to
Infla- Utili- in 1981 Benefit enroli- in LWOP interest reserve special
tion zation rate changes ments factor Lncome transactions reserve
$11.10 $0.65 $7.98 $¢10,24) $1.37 ${1.06) $G.59 $(0.38) $5.54
4.61 0.27 4.94 (4.30) 0.63 (0.58) 0,27 {0.18) 1.40
4,04 0,03 2.36 (2.80) 6.16 (U.41) 0.1e 0.8%¢ 3.06
1.55 0.01 2.71 (1.16) 2,75 (0.16) 0,06 0.34 (1.45)
7,96 0.46 (3.20) (6.05) 1.0% (0.49) 0.20 5.32 {0.39)
4.66 0.27 2.21 {3.04) 0.61 (0.27) 0.11 3,31 (3.46)
5.99 2.00 6.00 (6.32) 0.37 (a) 0.09 4.18 2.98
2.31 0.76 0.15 (2.20) 1.28 (a) 0.04 1.51 2.30
9.08 &,50 5.90 {12.24) it} tal 0.59 0.13 6.31
[ b2 4.99 (4.61) (b} (a) 0.27 0.04 (0.81)
A ot anclude A chanage 8y Y TWIE Hacton bkranee bhe plans did ot include such a calcula-
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ANALYSIS OF RATE INCREASES

As can be seen from table 3, the major components of the
rate increases were the expected inflation increase from 1981
to 1982 and the deficiency in the 1981 rate. For example, be-
cause the 19B1 rates were not sufficient to meet 1981 claims,
Blue Cross/Blue Shield incurred a $253 million loss and ;
depleted its special reserve in 1981l. An exception was the
Blue Cross/Blue Shield low option, where the allowance for
selective enrollment was the largest component of the in-
crease, giving effect to the selective enrollment assumption
described above. Another exception is the Aetna high option,
where the change in contingency reserve transactions is the
second largest component of the increase. This resulted be-
cause the high option received a large payment from its con-
tingency reserve in 1981 which lowered the 1981 rate that
otherwise would have been needed. The Aetna high option, how-
ever, was not expected to receive such a payment in 1982. The
largest decrease in rates was the OPM-mandated reduction of
benefits, which largely offset anticipated inflation for 1982,
In addition, most plan options are expected to show improved
reserve positions through additions to their special reserves.

Although the 1982 rates appear to be sufficient to meet
1982 claims as well as diminish reserve deficits left at the
end of 1981, it should be noted that--unlike previous years--
OPM did not set 1982 rates with the goal of meeting reserve
targets. Instead, the Director deferred reserve recovery to
1983, and OPM set rates that included a minimal margin of 5
percent of subscription income to give plans a cushion to mit- i
igate the need to further reduce reserves. If the anticipated
claims payout was correct, the margin would be used to reduce
a reserve deficit in some plans and add to the existing re-
serve in others. If the anticipated payout was underesti-
mated, the margin would be expected to cover the error in
estimating.

If the experience of other plans is similar to those the j
contractor analyzed, it appeared that most plans would end
1982 with improved reserve positions. In other words, some
reserve recovery will result, and it is likely that FEHBP will
be in better financial condition than OPM anticipated when :
setting the rates. Specifically, according to the contrac- i
tor's analysis, the margin in the Blue Cross/Blue Shield high k
option will probably eliminate the deficit in that option, and
the Blue Cross/Blue Shield high and low options combined
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should produce a positive reserve of about $4 million at the
end of 1982. The Aetna high option, the only option analyzed
with a positive reserve at the end of 1981, will probably
maintain a positive reserve position, while Aetna high and low
options combined will remain in deficit by about $3 million.
The APWU deficit should be about $32 million at the end of
1982, about half the 1981 deficit.

QUALIFICATIONS OF ANALYSIS

The contractor's analysis is tempered by several qualifi-
cations relating to estimates in general and estimates for
1982 in particular, because reserve size is sensitive to even
a small error in forecasting annual income or outgo. First,
while the contractor found that the rate impact of the imposed
benefit changes was actuarially reasonable, this determination
was based on limited data and so is subject to imprecision.
Further, the effects that cost sharing and other henefit
changes will have on utilization are not known with certainty.
In addition, there are fluctuations in experience from year to
vear which will reduce a forecast's accuracy. Finally, the
analysis was performed before the May open season, so it was
necessary to make an assumption about how enrollment would
change; however, neither the number of persons changing, their
health status, nor their choice of plan could be accurately
predicted. "

CONCLUSIONS

The rate increases for 1982 were reasonable and prudent
for the Blue Cross/Blue Shield, Aetna, and APWU plans. If the
contractor's findings in regard to these three plans are indi-
cative of increases experienced by other plans, FEHBP should
end the 1982 benefit year in better financial condition than
OPM had anticipated when it negotiated the rates for 1982.

Specifically, improved plan reserve balances should improve
FEHBP stability.
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CHAPTER 4

OPM TREATED PLANS DIFFERENTLY

IN ADMINISTERING BENEFIT CUTS AND

NEGOTIATING SERVICE CHARGES

OPM's administration of benefit cuts and negotiation of
service charges or profit allowances raise questions of equity
among plans because the plans were treated differently. The
first round of benefit cuts did not apply to all plans and had
a more varied impact on plans to which it did apply than did
the second round, resulting in cuts of different relative per-
centage amounts. In negotiating service charges, OPM used
different methods to compute the amount of service charge
allowed Blue Cross/Blue Shield and Aetna, resulting in a 100-
percent increase in the Blue Cross/Blue Shield service charge
and a 5-percent increase in the Aetna service charge.

OPM'S FIRST-ROUND APPROACH TO CUTTING BENEFITS
RAISES THE QUESTION OF INEQUITABLE TREATMENT

OPM's approach to cutting benefits in the first round re-
sulted in more variance in the impact on the plans than its
second-round approach. In the first round OPM required plans
to cut specific benefits to specific levels despite the plans'
different benefit structures. This apprcach affected partici-
pating plans by different relative percentage amounts. OPM's
second round was designed to affect all plans by the same per-
centage amount.

In implementing its decision to reduce benefits, OPM
established criteria to guide it in administering the reduc-
tions. Briefly, OPM desired to satisfy certain savings goals
while treating carriers and enrollees equitably through a pro-
portionate sharing of reductions. With respect to the first
round, OPM also wanted to build more cost sharing into FEHBP
to curb utilization of services. OPM's first-round approach
appears less consistent with its equity criteria than its
second-round apprcach. Additionally, plan officials we inter-
viewed generally perceived the second-round approach as more
fair and equitable. OPM officials, while conceding the im-
position of benefit reductions was a learning process, do not
believe either approach to be more or less equitable given the
first round's cost-containment objective.
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OPM conducted two fundamentally different
rounds of benefit reductions

Initially, the first round of benefit cuts required the
two Government~wide and all but three employee organization

plans to reduce specific benefits to specific levels, OPM
required plans to

--increase the deductible on supplemental benefitsl to
$200,

--increase coinsurance rates for enrollees to 25 percent
on supplemental benefits, and

--treat most nonhospital charges, such as outpatient
tests, as supplemental benefits.

Additionally, OPM considered plan proposals for reducing
mental and dental benefits on a plan-by-plan basis.

OPM's intent regarding these specified cuts was to add
more cost containment or, more appropriately, cost-sharing
features to the program while still satisfying its other
benefit reduction objectives. According to the Director of
OPM, these cuts will help curb future program cost increases
by curbing utilization. That is, they will make enrollees
conscious of health care costs and thereby discourage less
necessary uses of covered services. OPM's rationale for
considering mental and dental cuts was that such cuts would

affect far fewer enrollees than further reductions in basic
benefits.

OPM later modified its first-round approach to cutting
benefits. Following plans' objections to the first-round ap-
proach as well as OPM's recognition of the approach's limita-
tions, OPM allowed plans to submit equivalency proposals that
were equivalent in dollar savings to the originally mandated
reductions but which did not necessarily implement the OPM-
specified benefit cuts. However, the Associate Director for
Compensation told us that, although the equivalency allowance
did not require specific reductions, OPM did continue to em-
phasize its first-round cost-containment sentiments. In
- short, the equivalency allowance permitted the plans greater
discretion in determining what benefits to reduce; however,

las its name implies, supplemental benefits are in addition

to basic benefits. Generally, an individual must pay covered
expenses up to a certain amount--the deductible--before a
plan starts paying a share of the expenses for supplemental
benefits and enrollees pay the remainder (coinsurance).
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it did not alter the magnitude of the benefit reducticns nor
the cost-contalinment emphasis specified by the initial first-
round reguirements.

Although OPM required the two Government-wide and all but
three employee organization plans to comply with first~round
and equivalency allowance requirements, OPM excluded HMOs from
the specified first-round cuts and made HMO participation in
the equivalency reductions voluntary. Further, unlike the
other plans which had to satisfy dollar savings goals during
the equivalency reductions, HMOs electing to participate had
no such benchmarks. The only requirement was OFM approval of
all proposed reductions. The Chief, Comprehensive Plans Divi-
sion, told us that, of 12 HMOs proposing reductions, OPM ap-
proved at least a portion of only 4 of the proposals.

OPM officials responsible for managing FEHBP provided
several reasons for excluding HMOs and the three employee
organization plans. They told us OPM excluded HMOs because
(1) the first-round approach to cutting benefits did not make
sense for BMOs which generally require no deductibles and few
out-of-pocket expenses, {2} HMO-proposed rates for 1982 re-
flected relatively minor increases, (3) HMOs were already be-
lieved to be containing costs, and (4) the cost savings that
would have been derived from HMO inclusion were initially bhe-
lieved to be unnecessary. They also told us that OPM excluded
the three employee organization plans--Professional Air Traf-
fic Controllers Organization Health Benefit Plan, Panama Canal
Area Benefit Plan, and Government Employees Benefit Associa-
tion Health Benefit Plan--because of their unigue situations
and insignificant program impact.

The second-round approach to reducing benefits was mar-
kedly different from the first-round approach. OPM reqguired
all plans (except the same three employee organization plans)
to reduce the estimated cost of their benefit packages by 6.5
percent--a reduction level designed to achieve a $105 million
cost-savings goal. This approach did not specify the types
and dollar level of cuts desired for each plan. Further, 1t
did not exclude HMOs. According to the OPM officials, 0P in-
cluded HMOs in the second round because (1) this round did not
specify the type of cuts that threatened the structural in-
tegrity of an HMO, (2) other plans complained about HMOs' pre-

vious exclusion, and (3) OPM desired all plans to be "in it"
together.
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Which round of cuts was more
fair and equitable?

Information to estimate the relative competitive impact
due to benefit reductions is not available and thus precludes
any definitive conclusions on fair and equitable treatment.
What is fair and equitable is debatable because it can be
argued that the only absolute measure of fairness and equity
in this case is the affected plans' competitive gain or loss.
It appears, however, the second round was more fair and

equitable than the first because the second round had a less
varied impact on plans.

In administering benefit reductions, OPM defined equity
in terms of a proportionate sharing of reductions so that no

plan gained a competitive advantage. Specifically, OPHM
desired to

--attain a specified level of benefit savings to reduce
the size of the budget shortfall,

--treat plans equitably by (1) ensuring benefit cuts
were spread evenly across plans so no enrollee and no
plan bore a disproportionate share of reductions and
(2) preventing any plan from gaining an unfair compe-
titive advantage from the reductions, and

--build more cost-containing features into each plan

(more explicitly a criterion of the first round than
the second).

Although OPM's first-round approach treated all partici-
pating plans the same by requiring that specific benefits be
cut to specific levels, it ignored the fact that plans had
different structural baselines against which to apply reduc-
tions. For example, one plan may have had a $50 deductible,
while another had a $150 deductible. Requiring both plans to
increase deductibles to $200 did not have the same impact.
The Assistant Director for Insurance Programs told us that,
because of first-round shortcomings, OPM permitted equivalency
proposals. We believe, however, that OPM's equivalency pro-
posal allowance, although intended to address first-round
limitations, did not alter the greater variance of cuts as-
sociated with the first-round approach.

Two points regarding OPM's exclusion of HMO participation
in the first round of cuts warrant hLighlighting. First,
although the first round initially reyguired that cost-
containment features inconsistent with the HMO concept be
built into the other plans' benefit structure, these specific
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features were not :-quirved in the eguivalency allowance where

HMO participation <as optional. Second, by excluding HMOs

from the first vround, OPM did not apply its criterion to spread
benefit cuts evenly across plans. HMO first-round cuts could

have reduced the level of cuts other plans experienced. |

The second-round approach requiring all but three plans
to reduce benefits by 6.5 percent, unlike that of the first
round, treated all participating plans the same by affecting
each according to the relative richness of its benefit pack-

age. Furthermore, this approach affected essentially all
FEHBP plans.

The two rounds of cuts had strikingly different effects
on the plans' rates., To quantitatively demonstrate the rela-
tive effects, we compared the variability of the plans' per- ;
centa%e change in rates for each round caused by benefit i
ruts. Variability reflects the dispersion of plans' rate
changes around the average change for each round. It is sta-
tistically measured by the standard deviation computed sepa-
rately for each round. To compare the effects of the two
rounds, we calculated each standard deviation as a percentage
of the average rate change; a larger percentage would indicate !
greater variability among plans in the effect of the benefit
reductions on rates. For the first round the standard devia-
tion was 106 percent of the average change, while for the
second round it was 18 percent, indicating that the variation
among plans in the first round was almost six times greater
with respect to the average rate change than that of the
second round. Thus, the second round had a less varied impact
on FEHBP plans and 2nrollees than the first.

OPM and the plans did not agree on the more fair and
equitable approach =o cutting benefits. Of the seven plans we
interviewed that participated in both rounds, six felt the
second-round approach was more fair and eguitable because the
same percentage was applied to all plans, OPM officials,
however, do not zel.eve that one approach was more equitable
than the other. Sg=zcifically, the Director of OPM informed us
that the first-r-.r< =2pproach was reasonably equitable, and
Compensation Gr=_z - fi:71als, citing the first-round objective

2pccording to GAT a-.c TPM actuaries, an X-percent change in
rates does not rev=ziarily cqual an X-percent change in
benefits; however, :ne two do roughly approximate each
other.

3The other plan dec..ned to comment on the relative fairness
and equity of the =<7 rounds.
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of improved cost containnent, noted that confronted with the
same situation ayain, OPM might do nothing differently. While
recognizing the first-round approach affected plans differ-
ently, the Assistant Director for Insurance Programs stated it
w3 not necessavily inequitable from a program standpoint.
Plans that already had cost-containment features did not have

to cut as much as those that had fewer cost-containment fea-
tures,

CIRCUMSTANCES SURROUNDING NEGOTIATION
OF DIFFERENT SERVICE CHARGES

In the 1982 contract negotiations, OPM's method of com-
puting the Government-wide plans' service charges {profit)
differed between Blue Cross/Blue Shield and Aetna. Because of
this different method, Blue Cross/Blue Shield received a 100-
percent increase in its service charge while Aetna received a
5-percent increase. Further, if the same method had been used
for Blue Cross/Blue Shield as was used for Aetna, Blue Cross/ :
Blue Shield would have received about a 10-percent increase. !
There was insufficient documentation in OPM files for us to :
determine the reasonableness of the large Blue Cross/Blue
‘Shield increase. By June 1982, OPM had not begun negotiating
the employee organization plans' 1982 service charges. 1In ad-
dition, bhecause of a recent regulatory reqguirement regarding
the determination of service charges, OPM is developing a
structured approach that is supposed to be applied uniformly

to all plans with which OPM negotiates a separate service
charge.

OPM's negotiation of the Government-
wide plans' 1982 service charges was
inconsistent and poorly documented f

All FEHBP health plan rates include an amount that is
like a "profit" or "fee." For most comprehensive medical
plans (HMOs), OPM assumes that the negotiated rate includes an
adequate profit amount. For other FEHBP plans, the profit is
a negotiated amount, also known in FEHBP as a service charge.
Specifically, all FEHBP Government-wide and employee organiza-
tion plans have service charges.4

4gleven of the comprehensive plans are eligible to receive a :
separate service charge; however, only three of them have
service charges. Because these service charges are small and

have not changed since the plans entered FEHBP, we excluded
them from our analysis.
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In the nid-1970s, the Government-wide plans made a formal
agreement with OPM that these plans' service charges would be
determined by a specific forwmula. In this formula, the plan's
previous year's service charge was adjusted for changes in the
plan's enrollment and the consumer price index to yield the
current year's service charge. Each year, OPM's Office ci cne
Actuary reviewed the plans' proposed service charges, but its
review was limited to verifying the accuracy of the calcula-
tions. Use of this formula approach was continued through
contract year 198l. However, for 1982, while Aetna continued
to use the formula, Blue Cross/Blue Shield was allowed to
negotiate its service charge in a completely new manner, based
on OP!I's new procurement regulations that were published in
October 1981 but not effective until November 1981.

On October 20, 1981, OPM published new procurement reg-
ulations regarding FEHBP contracts. The purpose of these reg-
ulations was to describe specifically the procurement policies
and procedures that applied to FEHBP contracts., 1In these reg-
ulations, OPM generally described six factors that should be
considered by the contracting officer in evaluating service
charge proposals. These factors were subject to negotiation
and no hard and fast formula existed for their application.
The factors are as follows.

--Underwriting risk. The degree of risk the carrier
assumes should influence the amount of the service
charge.

--Conversions. The FEHBP law reguires that, if an
employee's enrollment is ended, the plan must offer the
employee the option to convert to an individual health
insurance contract without regard to health status.

The potential conversion of persons with preexisting
conditions represents a risk that should influence the
service charge amount,

~-—-Extent of financlial assistance. When, due to losses,
the plan must finance FEHBP costs, the service charge
should include a factor for financing.

--Plan performance. Plan performance, good or poor,
should influence the amount of the service charge.

~-Subcontracting. The service charge for each organiza-

tional unit of a contract should be evaluated as to
its reasonableness.
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--Other considerations. The contracting officer may also
consider significant changes in the plan's enrollment
or in the consumer price index. OPM officials informed
us that OPM would also consider the plan's reserve
positions; the effects of adverse selection on the
plan; the amount of plan expenses, such as advertising
expenses, which the procurement regulations prohibit
from being charged to the contract; and whether the
plan was under the threat of a large disallowance of
administrative expenses under audit.

The regulations further stated that the above factors were
solely for the purpose of analysis by the contracting officer
and did not represent a basis for which a plan might claim a
service charge.

On October 23, 1981, Blue Cross/Blue Shield proposed that
its 1982 service charge be determined in accordance with OPM's !
procurement regulations. Although the regulations were not to
be effective until November 19, 1981, OPM decided to accept
this early opportunity to implement the regulations for the
1982 contract year. Blue Cross/Blue Shield initially re-
quested a service charge of $25 million, a 300-percent in-
crease over its 1981 service charge of $6.4 million.

Through negotiation, OPM and Blue Cross/Blue Shield
agreed upon a service charge of $12.7 million. Because these
negotiations were conducted orally, there was not sufficient
documentation in OPM files for us to determine the reasonable-
ness of the increase. The Director of OPM said that, in nego-
tiating Blue Cross/Blue Shield's service charge, OPM consid-
ered the plan's depleted reserves, the unprecedented utiliza-
tion and inflation in the health care industry, benefit
changes, and the risks associated with conversions. Blue
Cross/Blue Shield officials informed us that they could have
justified about $47 million, mostly because of the risks
associated with underwriting and conversions. Blue Cross/Blue
Shield proposed $25 million because $47 million represented
such a large increase over the 1981 service charge that they
believed it would be inappropriate to request the full amount.
However, 1if the service charge formula had been used to cal-
culate Blue Cross/Blue Shield's service charge, as it was for
Aetna's, Blue Cross/Blue Shield would have received about §7

million, or a l0-percent increase over its 1981 servi