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The mission of the Office of Inspector General (OIG), as mandated by Public Law 95-452, as 
amended, is to protect the integrity of the Department of Health and Human Services (HHS) 
programs, as well as the health and welfare of beneficiaries served by those programs. This 
statutory mission is carried out through a nationwide network of audits, investigations, and 
inspections conducted by the following operating components: 
 
Office of Audit Services 

 
The OIG's Office of Audit Services (OAS) provides all auditing services for HHS, either by 
conducting audits with its own audit resources or by overseeing audit work done by others.  
Audits examine the performance of HHS programs and/or its grantees and contractors in 
carrying out their respective responsibilities and are intended to provide independent 
assessments of HHS programs and operations in order to reduce waste, abuse, and 
mismanagement and to promote economy and efficiency throughout the department. 

 
Office of Evaluation and Inspections 

 
The OIG's Office of Evaluation and Inspections (OEI) conducts short-term management and 
program evaluations (called inspections) that focus on issues of concern to the department, the 
Congress, and the public. The findings and recommendations contained in the inspections 
reports generate rapid, accurate, and up-to-date information on the efficiency, vulnerability, 
and effectiveness of departmental programs. The OEI also oversees State Medicaid fraud 
control units, which investigate and prosecute fraud and patient abuse in the Medicaid 
program. 

 
Office of Investigations 

 
The OIG's Office of Investigations (OI) conducts criminal, civil, and administrative 
investigations of allegations of wrongdoing in HHS programs or to HHS beneficiaries and of 
unjust enrichment by providers. The investigative efforts of OI lead to criminal convictions, 
administrative sanctions, or civil monetary penalties.  

 
Office of Counsel to the Inspector General 

 
The Office of Counsel to the Inspector General (OCIG) provides general legal services to 
OIG, rendering advice and opinions on HHS programs and operations and providing all 
legal support in OIG's internal operations. The OCIG imposes program exclusions and civil 
monetary penalties on health care providers and litigates those actions within the 
department. The OCIG also represents OIG in the global settlement of cases arising under 
the Civil False Claims Act, develops and monitors corporate integrity agreements, develops 
compliance program guidances, renders advisory opinions on OIG sanctions to the health 
care community, and issues fraud alerts and other industry guidance. 

   



 

 

        Notices 
 

 
THIS REPORT IS AVAILABLE TO THE PUBLIC 

at http://oig.hhs.gov/ 
 

In accordance with the principles of the Freedom of Information Act, 5 U.S.C. 552, as 
amended by Public Law 104-231, Office of Inspector General, Office of Audit Services, 
reports are made available to members of the public to the extent information contained 
therein is not subject to exemptions in the Act. (See 45 CFR Part 5.) 

 
 

OAS FINDINGS AND OPINIONS 
 

The designation of financial or management practices as questionable or a 
recommendation for the disallowance of costs incurred or claimed as well as other 
conclusions and recommendations in this report represent the findings and opinions of the 
HHS/OIG/OAS.  Authorized officials of the awarding agency will make final determination 
on these matters. 

 
   
   
   
 
 

                          
 

 



 

EXECUTIVE SUMMARY 
 
BACKGROUND 
 
Pennsylvania Blue Shield (PBS) administered Medicare Part B operations under a cost 
reimbursement contract with the Centers for Medicare & Medicaid Services (CMS) until it 
merged with Veritus, Inc. (Veritus) on December 6, 1996, to form Highmark, Inc. (Highmark).  
This report will address findings related to PBS.  
 
Before 1994, PBS accounted for and claimed postretirement benefit (PRB) costs under a pay-as-
you-go method.  However, beginning January 1, 1994, PBS began to account for and claim PRB 
costs using accrual accounting, and it established a Voluntary Employee Benefit Association 
(VEBA) trust for the purpose of funding the accrued costs pursuant to Federal regulations.  
 
CMS reimburses a portion of its contractors’ PRB costs.  In claiming PRB costs, contractors 
must follow cost reimbursement principles contained in the Federal Acquisition Regulations 
(FAR) and applicable Cost Accounting Standards (CAS) as required by their Medicare contracts.  
Furthermore, the Medicare contract and the Budget Performance Requirements require that any 
change in accounting practice for PRB costs be submitted to CMS in advance for approval.  
 
OBJECTIVE 
  
Our objective was to determine the allowability of the PRB costs PBS claimed for Medicare 
reimbursement on an accrual basis for fiscal years (FY) 1994 through 1997.  
 
SUMMARY OF FINDINGS 
 
PBS did not include in its Final Administrative Cost Proposals (FACPs) all of the PRB costs that 
were allowable pursuant to Federal regulations.  As a result, for FYs 1994 through 1997, PBS 
did not claim $153,675 of PRB costs that were allowable for Medicare reimbursement.   
 
In addition, PBS did not receive CMS approval for its change in accounting practice for PRB 
costs.  
  
RECOMMENDATIONS 
 
PBS should revise its FACPs for FYs 1994 through 1997 or submit a claim for additional 
allowable PRB costs of $153,675.  
 
After addressing the issues raised under Other Matters, PBS should seek approval for its change 
in accounting practice.  
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AUDITEE’S COMMENTS 
   
PBS’s comments are summarized in the following paragraphs and presented in their entirety as 
Appendix D.   
 

PBS disagreed with our report and stated that:  “The cost allocation method used by PBS 
differed from the one used by the auditors in preparing this report.  In addition, several of 
the data input numbers used by the auditors are not consistent with PBS data.”   

 
PBS stated that OIG:   
 

• did not exclude subsidiary data in performing the PBS cost allocation, and 
 

• incorrectly assumed that ¼ of the PRB cost provided for the January-September 1994 
period was applicable to October-December 1993 and excluded it in calculating a 
difference.  

 
PBS also stated that it did seek CMS approval for its change in accounting practice for PRB 
costs. 
 
Additionally, PBS disagreed with our statement in the Other Matters section that PBS should be 
precluded from including unfunded PRB costs in any future claims to the Federal Government.  
PBS believed that by requiring contractors to use SFAS 106 in calculating PRB costs, the FAR 
irreconcilably conflicts with the Internal Revenue Service limitations on VEBA funding.  
 
OFFICE OF INSPECTOR GENERAL RESPONSE 
 
We agree with PBS’s assertions that we incorrectly excluded subsidiary data in performing the 
PBS cost allocation and that we incorrectly assumed that ¼ of the PRB cost provided for the 
January-September 1994 period was applicable to October-December 1993 and excluded it in 
calculating a difference.  Therefore, we revised our report to reflect those changes.  
 
Although PBS sought approval for its change in accounting practice for PRB costs, CMS had not 
granted approval. 
 
Additionally, we are aware that PBS and CMS are engaged in discussions concerning the 
unfunded PRB costs addressed in the Other Matters section.  However, PBS did not calculate the 
PRB costs to be assigned to the cost accounting period pursuant to the accrual accounting 
guidelines in FAR 31.205-6(o)(2)(iii).  
 
Therefore, we recommend that PBS revise its FACPs for FYs 1994 through 1997 or submit a 
claim for additional allowable PRB costs of $153,675.  After addressing the issues raised under 
Other Matters, PBS should seek approval for its change in accounting practice.  
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INTRODUCTION 
 
BACKGROUND 
 
Medicare 
 
Pennsylvania Blue Shield (PBS) administered Medicare Part B operations under a cost 
reimbursement contract with the Centers for Medicare & Medicaid Services (CMS) until it 
merged with Veritus, Inc. (Veritus) on December 6, 1996, to form Highmark, Inc. (Highmark).  
CMS reimburses a portion of its contractors’ postretirement benefit (PRB) costs.  In claiming 
PRB costs, contractors must follow cost reimbursement principles contained in the Federal 
Acquisition Regulations (FAR) and applicable Cost Accounting Standards (CAS) as required by 
their Medicare contracts.  
 
Before 1994, PBS accounted for and claimed PRB costs under a pay-as-you-go method.  
However, beginning January 1, 1994, PBS began to account for and claim PRB costs using 
accrual accounting, and it established a Voluntary Employee Benefit Association (VEBA) trust 
for the purpose of funding the accrued costs pursuant to Federal regulations.  
 
Regulations 
 
The 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 postretirement 
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 retirement income and ancillary benefits, such as life insurance, paid by 
pension plans during the period following employees’ retirement. 
 
The FAR 31 requires contractors to choose one of three accounting practices (pay-as-you-go, 
accrual, or terminal) for measuring and assigning PRB costs to accounting periods.  However, 
the Medicare contract and the Budget Performance Requirements require that any change in 
accounting practice for such pension and/or PRB costs must be submitted to CMS in advance for 
approval.  
 
The 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.  Furthermore, costs of retiree insurance must 
comply with the standards promulgated by the CAS Board.  The CAS requires that the allocation 
of PRB costs to cost objectives be based on the beneficial or causal relationship between the 
PRB costs and the corresponding cost objectives.  
 
In 1990, the issuance of the Statement of Financial Accounting Standards (SFAS) 106 required 
contractors to report in their financial statements the accrued liability for PRBs for current and 
retired employees, and set forth specific guidance on the accrual methodology to be used.  
However, the FAR allows contractors the option of electing accrual accounting following SFAS 
106 methodology for funded PRBs, or of continuing to recognize PRB costs on a cash basis for 
government contract purposes if that had been their practice.  
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OBJECTIVE, SCOPE, AND METHODOLOGY 
 
Objective   
 
Our objective was to determine the allowability of the PRB costs PBS claimed for Medicare 
reimbursement on an accrual accounting basis for fiscal years (FY) 1994 through 1997.  
 
Scope  
 
We reviewed PRB costs claimed for Medicare reimbursement on PBS’s Final Administrative 
Cost Proposals (FACPs) for FYs 1994 through 1997.  Achieving the objective did not require 
that we review PBS’s overall internal control structure.  However, we did review the controls 
relating to the PRB costs claimed for Medicare reimbursement to ensure that costs were 
allowable pursuant to the FAR.  
 
We conducted fieldwork at Highmark’s corporate office in Camp Hill, PA.  
 
Methodology  
 
We identified PBS’s PRB costs for the total company and the portion allocable to the Medicare 
segment.  We also determined the extent to which PBS funded the PRB costs with contributions 
to the VEBA trust fund or with direct payment of benefits.  In performing our review, we used 
information provided by PBS’s actuarial consulting firm.  Because PBS had not followed SFAS 
106 to develop PRB costs as required by the FAR, the CMS Office of the Actuary developed 
PRB costs for PBS based on SFAS 106 methodology pursuant to the FAR.  Using this 
information, we calculated the PRB costs that were allowable for Medicare reimbursement for 
FYs 1994 through 1997.  Appendix A contains the details of the PRB costs and contributions.  
 
We performed this review in conjunction with our audits of pension segmentation (A-07-04-
00169), pension costs claimed for reimbursement (A-07-04-00171), and unfunded pension costs 
(A-07-04-00173).  We used the information obtained and reviewed during those audits in 
performing this review. 
  
 
Our audit was performed in accordance with generally accepted government auditing standards.  
 

FINDINGS AND RECOMMENDATIONS 
 
PBS did not include in its FACPs all of the PRB costs that were allowable pursuant to Federal 
regulations.  As a result, for FYs 1994 through 1997, PBS did not claim $153,675 of PRB costs 
that were allowable for Medicare reimbursement.   
 
In addition, PBS did not receive CMS approval for its change in accounting practice for PRB 
costs.   
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FEDERAL ACQUISITION REGULATIONS &  COST ACCOUNTING STANDARDS  
 
The FAR states that to be allowable, costs must be funded by the time set for filing the Federal 
income tax return or any extension thereof, and must comply with the applicable standards 
promulgated by the CAS Board.  Additionally, the CAS requires that the allocation of PRB costs 
to cost objectives be based on the beneficial or causal relationship between the PRB costs and 
corresponding cost objectives.  
 
MEDICARE CONTRACT & BUDGET AND PERFORMANCE REQUIREMENTS 
 
Since 1993, the Budget and Performance Requirements instructions sent to Medicare contractors 
by CMS have included a reminder of the special provisions regarding costs of PRB plans.  The 
Budget Performance Requirements specified that any change in accounting practice for PRB 
costs must be submitted to CMS in advance for approval.  
 
ALLOWABLE POSTRETIREMENT BENEFIT COSTS   
 
For FYs 1994 through 1997, PBS did not claim PRB costs that were allowable for Medicare 
reimbursement.  PBS failed to claim all of the accrued PRB costs that had been funded through 
deposits to the VEBA trust.  Our calculation showed that PBS underclaimed PRB costs by 
$153,675.  The following schedule provides a comparison of allowable PRB costs as calculated 
by PBS and OIG.  Details underlying this schedule may be found in the appendixes to this report. 
 

PBS PRB Costs Claimed Variance 
FY Per OIG Per PBS1 Difference 

1994  $    785,528  $     782,353  $        3,175  
1995        923,756         911,129          12,627  
1996        829,259         814,490          14,769  
1997        897,964         774,860        123,104  
Total  $ 3,436,507  $  3,282,832  $    153,675  

 
ACCOUNTING PRACTICE CHANGE 
 
Beginning January 1, 1994, PBS switched from accounting for PRB costs on a pay-as-you-go 
basis to accounting for costs on an accrual basis without CMS approval.  
 
RECOMMENDATIONS   
 
PBS should revise its FACPs for FYs 1994 through 1997 or submit a claim for additional 
allowable PRB costs of $153,675.   
 
After addressing the issues raised under Other Matters, PBS should seek approval for its change 
in accounting practice. 
 
                                                           
1PBS’s response included a claim for PRB expense contained in an occupancy charge, and the costs for an early 
retirement option for 1998.  We did not audit these costs and therefore are not commenting on the allowability.  
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OTHER MATTERS 
 
PBS based its claim for PRB costs on the amount accrued and funded for the cost accounting 
period with the tax-deductible contribution to its VEBA.  PBS did not calculate the PRB cost to 
be assigned to the cost accounting period pursuant to the accrual accounting guidelines in FAR 
31.205-6(o)(2)(iii).  There was no accounting for the unfunded portion of the PRB cost assigned 
to the cost accounting period.  
 
We compared the PRB costs calculated by the CMS Office of the Actuary to actual 
contributions.  We found that PBS accumulated unfunded PRB costs, plus interest, of 
$11,426,121 as of January 1, 1997.  The following table shows the unfunded amounts and 
interest, which are unallowable on a cumulative basis.  (Details of amounts that were not funded 
and the accumulation of such unfunded costs may be found in the appendixes to this report.)   
 

Unfunded PRB Costs and Interest 
Plan Unfunded Interest Total as of
Year PRB Costs to 12/31/1997 12/31/1997
1994    $2,883,331       $825,978   $3,709,309 
1995      1,867,564         388,359     2,255,923 
1996      2,605,365         349,705     2,955,070 
1997      2,352,882         152,937     2,505,819 
Total    $9,709,142    $1,716,979 $11,426,121 

 
 
PBS should track this amount and ensure that the unfunded PRB costs are not included in any 
future claims.  
 
AUDITEE’S COMMENTS 
   
PBS’s comments are summarized in the following paragraphs and presented in their entirety as 
Appendix D.   
 
PBS disagreed with our report and stated that:  “The cost allocation method used by PBS differed 
from the one used by the auditors in preparing this report.  In addition, several of the data input 
numbers used by the auditors are not consistent with PBS data.”   
 
PBS stated that OIG:   
 

• did not exclude subsidiary data in performing the PBS cost allocation, and 
 

• incorrectly assumed that ¼ of the PRB cost provided for the January-September 1994 
period was applicable to October-December 1993 and excluded it in calculating a 
difference.  

 
PBS also stated that it did seek CMS approval for its change in accounting practice for PRB 
costs. 
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Additionally, PBS disagreed with our statement in the Other Matters section that PBS should be 
precluded from including unfunded PRB costs in any future claims to the Federal Government.  
PBS believed that by requiring contractors to use SFAS 106 in calculating PRB costs, the FAR 
irreconcilably conflicts with the Internal Revenue Service limitations on VEBA funding.  
 
OFFICE OF INSPECTOR GENERAL RESPONSE 
 
We agree with PBS’s assertions that we incorrectly excluded subsidiary data in performing the 
PBS cost allocation and that we incorrectly assumed that ¼ of the PRB cost provided for the 
January-September 1994 period was applicable to October-December 1993 and excluded it in 
calculating a difference.  Therefore, we revised our report to reflect those changes.  
 
Although PBS sought approval for its change in accounting practice for PRB costs, CMS had not 
granted approval. 
 
Additionally, we are aware that PBS and CMS are engaged in discussions concerning the 
unfunded PRB costs addressed in the Other Matters section.  However, PBS did not calculate the 
PRB costs to be assigned to the cost accounting period pursuant to the accrual accounting 
guidelines in FAR 31.205-6(o)(2)(iii).  
 
Therefore, we recommend that PBS revise its FACPs for FYs 1994 through 1997 or submit a 
claim for additional allowable PRB costs of $153,675.  After addressing the issues raised under 
Other Matters, PBS should seek approval for its change in accounting practice. 
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PENNSYLVANIA BLUE SHIELD
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   Total PBS Medicare Subsidiary
Date Description Company Indirect Segment Companies

1994 Total Contributions to Trust Fund 1/  $       3,143,284  $       2,712,680  $          430,604 
6.50% Discount for Interest 2/             (118,902)             (102,613)               (16,289)

01/01/1994 Present Value of Trust Fund Contributions 3/  $       3,024,382  $       2,610,067  $          414,315 

1994 Total Direct Benefit Payments 4/ 36,492$             17,132$              $            19,360 
6.50% Discount for Interest 5/                 (1,149)                    (539)                    (610)

01/01/1994 Present Value of Direct Benefit Payments 6/ 35,343$              $            16,593  $            18,750 

01/01/1994 Prepayment Credit Applied 7/ -$                  -$                  $                    -   
01/01/1994 PV of Direct Benefit Payments Applied 8/ 35,343               16,593               18,750               
01/01/1994 PV of Trust Fund Contributions Applied 9/ 3,024,382          2,610,067          414,315             
01/01/1994 Funded Net Postretirement Benefit Cost 10/ 3,059,725$        2,626,660$        433,065$           

1994 Allowable Interest on Direct Benefit Payments 11/ 1,149                 539                    610                    
1994 Allowable Interest on Contributions 12/ 118,902             102,613             16,289               
1994 Total Allowable & Allocable PRB Cost 13/ 3,179,776$        2,729,812$        449,964$           
1994 Headcount Percentages of PBS Cost 14/ 66.8000% 33.2000%
1994 Allocable PRB Costs 15/ 2,729,812$        1,823,514$        906,298$           449,964$           
1994 Medicare LOB Percentage 16/ 9.62% 96.21% 0.00%
1994 Calendar Year Medicare PRB Costs 175,422$           871,949$           0
1994 Fiscal Year PRB Costs  19/ 17/ 131,567 653,962 0
1994 Medicare Allowable  FY PRB Costs 18/ 785,528$           131,567$           653,962$           0
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   Total Other Medicare Subsidiary
Date Description Company Segment Segment Companies

1995 Total Contributions to Trust Fund  $       2,748,348  $       2,244,656  $          503,692 
6.50% Discount for Interest             (114,458)               (93,481)               (20,977)

01/01/1995 Present Value of Trust Fund Contributions  $       2,633,890  $       2,151,175  $          482,715 

1995 Total Direct Benefit Payments 35,783$             17,623$              $            18,160 
6.50% Discount for Interest                 (1,126)                    (555)                    (571)

01/01/1995 Present Value of Direct Benefit Payments 34,657$              $            17,068  $            17,589 

01/01/1995 Prepayment Credit Applied -$                  -$                  $                    -   
01/01/1995 PV of Direct Benefit Payments Applied 34,657               17,068               17,589               
01/01/1995 PV of Trust Fund Contributions Applied 2,633,890          2,151,175          482,715             
01/01/1995 Funded Net Postretirement Benefit Cost 2,668,547$        2,168,243$        500,304$           

1995 Allowable Interest on Direct Benefit Payments 1,126                 555                    571                    
1995 Allowable Interest on Contributions 114,458             93,481               20,977               
1995 Total Allowable & Allocable PRB Cost 2,784,131$        2,262,279$        521,852$           
1995 Headcount Percentages of PBS Cost 67.4800% 32.5200%
1995 Allocable PRB Costs 2,262,279$        1,526,586$        735,693$           521,852$           
1994 Medicare LOB Percentage 9.62% 100.00% 0.00%

Calendar Year Medicare PRB Costs 146,858$           735,693$           0
1995 Fiscal Year PRB Costs  19/ 153,999 769,757 0
1995 Medicare Allowable  FY PRB Costs 923,756$           153,999$           769,757$           0
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   Total Other Medicare Subsidiary
Date Description Company Segment Segment Companies

1996 Total Contributions to Trust Fund  $       2,827,144  $       2,234,320  $          592,824 
6.50% Discount for Interest             (118,803)               (93,891)               (24,912)

01/01/1996 Present Value of Trust Fund Contributions  $       2,708,341  $       2,140,429  $          567,912 

1996 Total Direct Benefit Payments 34,200$             16,624$              $            17,576 
6.50% Discount for Interest                 (1,077)                    (524)                    (553)

01/01/1996 Present Value of Direct Benefit Payments 33,123$              $            16,100  $            17,023 

01/01/1996 Prepayment Credit Applied -$                  -$                  $                    -   
01/01/1996 PV of Direct Benefit Payments Applied 33,123               16,100               17,023               
01/01/1996 PV of Trust Fund Contributions Applied 2,708,341          2,140,429          567,912             
01/01/1996 Funded Net Postretirement Benefit Cost 2,741,464$        2,156,529$        584,935$           

1996 Allowable Interest on Direct Benefit Payments 1,077                 523                    554                    
1996 Allowable Interest on Contributions 118,803             93,891               24,912               
1996 Total Allowable & Allocable PRB Cost 2,861,344$        2,250,943$        610,401$           
1996 Headcount Percentages of PBS Cost 70.0500% 29.9500%
1996 Allocable PRB Costs 2,250,943$        1,576,786$        674,157$           610,401$           
1994 Medicare LOB Percentage 8.71% 100.00% 0.00%

Calendar Year Medicare PRB Costs 137,338$           674,157$           0
1996 Fiscal Year PRB Costs  19/ 139,718 689,541 0
1996 Medicare Allowable  FY PRB Costs 829,259$           139,718$           689,541$           0
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   Total Other Medicare Subsidiary
Date Description Company Segment Segment Companies

1997 Total Contributions to Trust Fund  $       3,564,784  $       2,687,968  $          876,816 
6.50% Discount for Interest             (148,097)             (111,670)               (36,427)

01/01/1997 Present Value of Trust Fund Contributions  $       3,416,687  $       2,576,298  $          840,389 

1997 Total Direct Benefit Payments 32,060$             20,294$              $            11,766 
6.50% Discount for Interest                 (1,009)                    (639)                    (370)

01/01/1997 Present Value of Direct Benefit Payments 31,051$              $            19,655  $            11,396 

01/01/1997 Prepayment Credit Applied -$                  -$                  $                    -   
01/01/1997 PV of Direct Benefit Payments Applied 31,051               19,655               11,396               
01/01/1997 PV of Trust Fund Contributions Applied 3,416,687          2,576,298          840,389             
01/01/1997 Funded Net Postretirement Benefit Cost 3,447,738$        2,595,953$        851,785$           

1997 Allowable Interest on Direct Benefit Payments 1,009                 639                    370                    
1997 Allowable Interest on Contributions 148,097             111,670             36,427               
1997 Total Allowable & Allocable PRB Cost 3,596,844$        2,708,262$        888,582$           
1997 Headcount Percentages of PBS Cost 71.8000% 28.2000%
1997 Allocable PRB Costs 2,708,262$        1,944,532$        763,730$           888,582$           
1997 Medicare LOB Percentage 8.46% 99.81% 0.00%
1997 Calendar Year Medicare PRB Costs 164,507$           762,279$           0
1997 Fiscal Year PRB Costs  19/ 157,715 740,248 0

Medicare Allowable  FY PRB Costs 897,964$           157,715$           740,248$           0
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1/  Total contributions to the trust fund are the net deposits made to the Voluntary Employee Benefit Association (VEBA) trust fund.  Such contributions can be 
used to satisfy the funding requirements of Federal Acquisition Regulations (FAR) 31.205-6(o)(2)(iii) and Cost Accounting Standards (CAS) 416-50(a)(1)(v)(A).
          
2/  Interest is determined using the Statement of Financial Accounting Standards (SFAS) 106 expected long-term rate of return.  For 1995, there were no assets at 
the beginning of 1995 and no assumption made for the expected long-term rate of return for SFAS 106 purposes.  Therefore, the expected long-term rate was set 
equal to 8.00 percent, which was the 1995 SFAS 106 discount rate.

      
3/  The present value of trust fund contributions is the value of the contributions discounted from the date of deposit into the VEBA back to the first day of the plan 
year.

4/  Direct benefit payments are amounts paid directly to or on behalf of plan beneficiaries.  Direct benefit payment must be considered towards the funding the of 
PRB cost assigned to the period before considering the amount funded by contributions to the trust fund in accordance with CAS 416-50(a)(1)(iv)(C).  In effect, the 
benefit payments that reduce the recognized accumulated postretirement benefit obligation are deemed liquidated on a cash accounting basis in accordance with 
FAR 31.205-6(o)(2)(i).

5/  Interest is determined using the SFAS 106 expected long-term rate of return. 

6/  Direct benefit payments are discounted to the first day of the plan year at the expected long-term rate of return assuming the benefit payments are made evenly 
throughout the year, that is, on average all payment are assumed to occur in the middle of the year.

7/  Any accumulated value of prepayment credits are applied towards the funding the accrued current net postretirement benefit cost, as developed in Appendix C, 
immediately.  The accumulated value of prepayments credits is available as of the first day of the plan year to the cost assigned to the period and FAR 31.205-
6(o)(4) states that any increased cost interest due to delayed funded is unallowable.  For the period 1995 through 1997, there are the accumulated value of 
prepayment credits is zero.  (see Appendix C)
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8/  Present value of direct benefit payments are applied towards current period funding up to the amount of the accrued current net postretirement benefit cost 
assigned to the period reduced for any prepayment credits that have been applied.  Such direct payments are considered as funding of the cost assigned to the period 
before considering the amount funded by contributions (fund deposits) in accordance with CAS 416-50(a)(1)(iv)(C).

9/  Present value of trust fund contributions are applied towards current period funding up to the amount of the accrued current net postretirement benefit cost 
reduced for any prepayment credits and present value of direct benefit payments that have been applied.  Such contributions can be used to satisfy the funding 
requirements of FAR 31.205-6(o)(2)(iii) and CAS 416-50(a)(1)(v)(A).

10/  The allowable and allocable postretirement benefit (PRB) cost is the sum of the prepayment credits, present value of direct benefit payments, and present value 
of trust fund contributions that have been applied.  This is the value of the allowable and allocable PRB cost for the period as of the first day of the plan year before 
considering any allowable interest on the direct benefit payments and trust fund contributions.  The allowable and allocable PRB cost can not exceed the accrued 
net PRB cost for the period.

11/  Direct benefit payments are deemed to be paid as the costs are incurred by and behalf of plan beneficiaries, and therefore, no adjustment for delayed funding is 
necessary.  The allowable interest on direct benefit payments is the amount of the discount for interest prorated by the present value of direct benefit payments 
applied to the present value of direct benefit payments.

12/  The allowable interest on trust fund contributions is the lesser of the actual interest incurred or the maximum allowable interest.  The actual interest incurred for 
trust fund contributions applied is the amount of the discount for interest prorated by the present value of trust fund contributions applied to the  present value of 
total trust fund contributions.  FAR 31.205-6(o)(4) disallows interest caused by not funding within 30 days of the end of each quarter.  Therefore, the maximum 
allowable interest is the amount of interest that would be incurred if the total contribution were made in four installments 4 months, 7 months, 10 months, and 13 
months after the first day of the plan year.

13/  The total allowable and allocable PRB cost is the allowable and allocable PRB cost as of the first day of the plan year plus allowable interest on direct benefit 
payments and trust fund contributions.  This is the amount of PRB costs that may be allocated to final cost objectives, such as Medicare contracts, as an allowable 
cost.
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14/  The headcount percentages used to allocate the total allowable PRB costs were developed by PBS in its response to the draft report.

15/  Total allocable PRB costs are allocated to the Medicare and other segments based on the headcount percentage of the intermediate cost objectives.

16/  The Medicare line-of-business (LOB) is the portion of each segment's allowable PRB costs that can be allocated to the Medicare contract as a final cost 
objective.   We obtained the percentages from PBS response to the draft report.

17/  We converted the  PRB Costs determined on a plan year basis to a Federal fiscal year (FY) basis (October 1 through September 30).  We calculated the fiscal 
year PRB costs as 1/4 of the prior plan year's costs plus 3/4 of the current plan year's costs.  Costs charged to the Medicare contract should consist of the Medicare 
segment's direct PRB costs plus PRB costs attributable to indirect Medicare operations. 

18/  PRB costs for FY 1995 only cover period from 01/01 to 09/30/1995.  The amounts shown as claimed by Veritus in the audit report also only cover the period 
from 01/01 to 09/30/1995.  PRB costs claimed on a pay-as-you-go basis for the first quarter of FY 1995 (10/01/1994 - 12/31/1995) are outside the scope of this 
audit.
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   Total
Date Description Company

01/01/1994 Prior Accumulated Value of Unfunded Accruals 1/ $0
01/01/1994 Value of Current Year Underfunding 2/ 2,883,331
01/01/1994 Accumulated Value of Unfunded Accruals 2,883,331

1994 Expected Long-Term Rate of Return 3/ 6.50%
Interest to End of Year at Expected Rate 187,417

12/31/1994 Accumulated Value of Unfunded Accruals 4/ $3,070,748

   Total
Date Description Company

01/01/1995 Prior Accumulated Value of Unfunded Accruals 5/ $3,070,748
01/01/1995 Value of Current Year Underfunding 1,867,564
01/01/1995 Accumulated Value of Unfunded Accruals 4,938,312

1995 Expected Long-Term Rate of Return 6/ 6.50%
Interest to End of Year at Expected Rate 320,990

12/31/1995 Accumulated Value of Unfunded Accruals $5,259,302

   Total
Date Description Company

01/01/1996 Prior Accumulated Value of Unfunded Accruals $5,259,302
01/01/1996 Value of Current Year Underfunding 2,605,365
01/01/1996 Accumulated Value of Unfunded Accruals 7,864,667

1996 Expected Long-Term Rate of Return 6.50%
Interest to End of Year at Expected Rate 511,203

12/31/1996 Accumulated Value of Unfunded Accruals $8,375,870
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   Total
Date Description Company

01/01/1997 Prior Accumulated Value of Unfunded Accruals $8,375,870
01/01/1997 Value of Current Year Underfunding 2,352,882
01/01/1997 Accumulated Value of Unfunded Accruals 10,728,752

1997 Expected Long-Term Rate of Return 6.50%
Interest to End of Year at Expected Rate 697,369

12/31/1997 Accumulated Value of Unfunded Accruals $11,426,121

FOOTNOTES

1/  Because accrual accounting was not used for prior accounting periods, the accumulated value of prior 
unfunded accruals is zero.

2/  See Appendix C

3/  Because there were no assets at the beginning of 1995, there was no assumption made for the expected 
long-term rate of return for SFAS 106 purposes.  Therefore, the expected long-term rate was set equal to the 
SFAS 106 discount rate.

4/  Accumulated value of unfunded accruals is adjusted for interest at the expected long-term rate of return to 
the end of the plan year.  Unfunded accruals, which are unallowable in future periods in accordance with 
FAR 31.205-6(o)(3), are adjusted for interest to eliminate the unallowable increased cost due to delayed 
funding as required by FAR 31.205-6(o)(4).

5/  The prior accumulated value of unfunded accruals as of the first day of the current year is the accumulated 
value of unfunded accruals as of the last day of the prior year.

6/  Source: SFAS 106 Valuation reports
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   Total
Date Description Company

12/31/1994 Service Cost 1/ $2,483,578
12/31/1994 Interest Cost 2/ 2,268,738

Net Return on Adjusted Assets Value
1994      Expected Return on Plan Assets 3/ 0
1994      Expected Return on Prior Unfunded Accruals 4/ 0
1994      Expected Return on Prepayment Credits 5/ 0

 Amortization of Unrecognized Balances
1994      Amortization of Initial Transition Obligation 6/ 1,577,039
1994      Amortization of Past Service Cost 7/ 0
1994      Amortization of (Gains) or Losses 8/ 0

12/31/1994 Accrued Current Net Postretirement Benefit Cost 9/ 6,329,355
1994 Expected Long-Term Rate of Return 10/ 6.50%

Interest Adjustment to the Beginning of the Year (386,299)
01/01/1994 Accrued Current Net Postretirement Benefit Cost 11/ 5,943,056
01/01/1994 Prepayment Credit Applied 12/ 0
01/01/1994 Current Period Funding Requirement 13/ 5,943,056
01/01/1994 Present Value of Current Year Direct Benefit Payments 14/ (35,343)
01/01/1994 Present Value of Current Year Trust Fund Contributions 15/ (3,024,382)
01/01/1994 Value of Current Year Underfunding (Prepayment) 16/ $2,883,331

   Total
Date Description Company

12/31/1995 Service Cost $1,810,335
12/31/1995 Interest Cost 2,216,286

Net Return on Adjusted Assets Value
1995      Expected Return on Plan Assets (194,005)
1995      Expected Return on Prior Unfunded Accruals (199,599)
1995      Expected Return on Prepayment Credits 0

 Amortization of Unrecognized Balances
1995      Amortization of Initial Transition Obligation 1,577,039
1995      Amortization of Past Service Cost 17/ 0
1995      Amortization of (Gains) or Losses 18/ (379,098)

12/31/1995 Accrued Current Net Postretirement Benefit Cost 4,830,958
1995 Expected Long-Term Rate of Return 19/ 6.50%

Interest Adjustment to the Beginning of the Year (294,847)
01/01/1995 Accrued Current Net Postretirement Benefit Cost 4,536,111
01/01/1995 Prepayment Credit Applied 0
01/01/1995 Current Period Funding Requirement 4,536,111
01/01/1995 Present Value of Current Year Direct Benefit Payments (34,657)
01/01/1995 Present Value of Current Year Trust Fund Contributions (2,633,890)
01/01/1995 Value of Current Year Underfunding (Prepayment) $1,867,564
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   Total
Date Description Company

12/31/1996 Service Cost $2,454,394
12/31/1996 Interest Cost 2,478,593

Net Return on Adjusted Assets Value
1996      Expected Return on Plan Assets (334,882)
1996      Expected Return on Prior Unfunded Accruals (341,855)
1996      Expected Return on Prepayment Credits 0

 Amortization of Unrecognized Balances
1996      Amortization of Initial Transition Obligation 20/ 1,577,039
1996      Amortization of Past Service Cost 21/ 2,225
1996      Amortization of (Gains) or Losses (141,141)

12/31/1996 Accrued Current Net Postretirement Benefit Cost 5,694,373
1996 Expected Long-Term Rate of Return 6.50%

Interest Adjustment to the Beginning of the Year (347,544)
01/01/1996 Accrued Current Net Postretirement Benefit Cost 5,346,829
01/01/1996 Prepayment Credit Applied 0
01/01/1996 Current Period Funding Requirement 5,346,829
01/01/1996 Present Value of Current Year Direct Benefit Payments (33,123)
01/01/1996 Present Value of Current Year Trust Fund Contributions (2,708,341)
01/01/1996 Value of Current Year Underfunding (Prepayment) $2,605,365

   Total
Date Description Company

12/31/1997 Service Cost $2,593,716
12/31/1997 Interest Cost 3,068,948

Net Return on Adjusted Assets Value
1997      Expected Return on Plan Assets (491,593)
1997      Expected Return on Prior Unfunded Accruals (544,432)
1997      Expected Return on Prepayment Credits 0

 Amortization of Unrecognized Balances
1997      Amortization of Initial Transition Obligation 1,577,039
1997      Amortization of Past Service Cost 22/, 23/ 134,355
1997      Amortization of (Gains) or Losses (160,373)

12/31/1997 Accrued Current Net Postretirement Benefit Cost 6,177,660
1997 Expected Long-Term Rate of Return 6.50%

Interest Adjustment to the Beginning of the Year (377,040)              
01/01/1997 Accrued Current Net Postretirement Benefit Cost 5,800,620
01/01/1997 Prepayment Credit Applied 0
01/01/1997 Current Period Funding Requirement 5,800,620
01/01/1997 Present Value of Current Year Direct Benefit Payments (31,051)
01/01/1997 Present Value of Current Year Trust Fund Contributions (3,416,687)
01/01/1997 Value of Current Year Underfunding (Prepayment) $2,352,882
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FOOTNOTES

1/  Source: SFAS 106 valuation reports.  SFAS 106 describes the service cost component of net PRB cost as "the 
portion of expected PRB obligation attributed to employee service during that period."

2/  Source: SFAS 106 valuation reports.  SFAS 106 measures the interest cost component of net PRB cost as the 
accumulated PRB obligation, adjusted for expected benefit payments, multiplied by the discount rate "to recogniz
the passage of time."

3/  Source: SFAS 106 valuation reports.  SFAS 106, as modified by SFAS 132, measures the expected return on 
plan assets component of net PRB cost by applying the expected long-range rate return to the fair value of plan 
assets at the beginning of the period, adjusted for expected benefit payments and contributions.

4/  Interest due to delayed funding is unallowable under FAR 31.205-6(o)(4).  The expected return on plan assets 
is increased by interest at the assumed expected long-term rate of return on the accumulated value of unfunded 
accruals to eliminate the effect of the underfunding

5/  The expected return on plan assets is decreased by interest at the assumed expected long-term rate of return on 
the accumulated value of prepayment credits to adjust for the  effect of the premature funding.  This accounting 
recognition treats prepaid and unfunded PRB costs on a consistent basis.

6/  This is the amortization of the transition obligation component of net PRB cost.  The transition obligation is th
unfunded accumulated PRB obligation existing at the date SFAS 106 accrual accounting methodology is first 
adopted for Government contract costing purposes.  The transition obligation is amortized in accordance the 
delayed recognition provisions of paragraphs 112 and 113 of SFAS 106 as required by FAR 31.205-6(o)(5) and 
consistent with CAS 416-50(a)(1)(v)(C).  Paragraph 112 of SFAS 106 permits the transition obligation to be 
amortized over 20 years instead of the average future years of service, if the average future service is less than 20 
years.  We use the longer amortization period to minimize the occurrences of unallowable unfunded PRB costs.

7/  This is the initial period for which accrual accounting is adopted for Government contract costing purposes an
the transition obligation is based on the current plan provisions. Therefore, there is no past service cost recognized 
for the current period, and the amortization of past service cost component of net PRB obligation cost is zero.

8/  This is the initial period for which accrual accounting is adopted for government contract costing purposes.  
The transition obligation is based on the current assets and plan provisions and there is no gain and loss from prior 
periods.  The amortization of gains and losses component of net postretirement benefit obligation cost is zero.

9/  The accrued current net postretirement benefit cost is the sum of the various components of net postretirement 
benefit cost, including the expected returns on unfunded accruals and prepayment credits.  This is the amount of 
cost assigned to the period and measured as of the last day of the plan year.

10/  Because there were no plan assets at the beginning of 1994, there was no assumption made for the expected 
long-term rate of return for SFAS 106 purposes.  Therefore, the expected long-term rate is set equal to 8.00 
percent, which is the SFAS 106 discount rate for 1994.
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11/  The accrued current net PRB cost as of the last day of the plan year is discounted to the first day of the plan 
year at the expected long-term rate of return.

12/  Since the accumulated value of prepayments credits is available as of the first day of the plan year to the cost 
assigned to the period, any prepayment credits are applied immediately towards the funding the accrued current 
net PRB cost.  FAR 31.205-6(o)(4) states that any increased cost due to delayed funded is unallowable.

13/  Because FAR 31.205-6(o)(3) requires the cost assigned to the period be funded within the tax-filing deadline 
for the period to be allowable, any accrued current net postretirement benefit cost remaining after application of 
the accumulated value of prepayments credits must be funded by deposits to the plan assets or direct payments to 
plan beneficiaries.

14/  Benefit payments made directly to or on behalf of plan beneficiaries are discounted to the first day of the plan 
year at the expected long-term rate of return assuming the benefit payments are made evenly throughout the year.  
Direct benefit payments that reduce the recognized accumulated postretirement benefit obligation are deemed 
liquidated on a cash accounting basis in accordance with FAR 31.205-6(o)(2)(i).

15/  Contributions to the plan assets are discounted from the date of deposit to the first day of the plan year at the 

16/  The portion of the accrued current net postretirement benefit cost assigned to the period that is not funded 
within the tax-filing deadline as required by FAR 31.205-6(o)(3) is unallowable.  Unfunded PRB costs are 
accumulated with interest and are not allowable in any subsequent periods.  Underfunding is shown as a positive 
value.  A prepayment credit is created when the funding by prepayment credits, direct benefit payments, and 
contributions exceeds the cost assigned to the current period.  Prepayment credit may accumulated and carried 
forward, with interest, to fund future PRB costs in future periods.  Prepayments are shown with a negative sign.

17/ For 1995, there is no past service cost recognized for SFAS 106 purposes.

18/ As required by FAR 31.205-6(o)(2)(iii), the SFAS 106 methodology for determining the gains or losses is 
followed.  The value of gains and losses are determined based on the unrecognized transition obligation, 
unrecognized past service cost, and plan assets, adjusted for the accumulated values of unfunded accruals and 
prepayments, determined for government contract costing purposes.

19/  Source: SFAS 106 Valuation reports.

20/  SFAS 106 requires that when years of future service are eliminated by an early retirement window, a 
proportionate share of the unrecognized transition obligation be immediately recognized and offset with a 
corresponding gain or loss.  However, for government contract costing purposes, FAR 31.205-6(j)(o)(4) does not 
provide for any change in the amortization of the transition obligation.  Similarly, CAS 416-50(a)(1)(v)(C) 
requires the cost of retiree insurance programs to be spread over the future years of service, without exception.  
Therefore, for government contract costing purposes, neither the unrecognized transition obligation nor its 
remaining amortization period is adjusted.

21/ A past service cost was recognized for only one of the sponsoring companies, DMC.  The amortization of past 
sevice cost component was developed on the data for this company only.
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22/ The 1997 past service cost recognized for for SFAS 106 purposes was attributable to two of the sponsoring 
companies, Mida and OHS.  The amortization of 1997 SFAS 106 past service cost component was developed on 
the data for these two companies only.

23/ The increase in the accumulated PRB obligation due to the 03/01/1997 early retirement window available to 
PBS participants was recognized as past service cost.  The amortization of the early retirement window was 
developed on the data for PBS participants only.
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May 13,2005 

Mi-. James P. Aasmundstad 
Regional Inspector General for Audit Services 
DHHS, OIG 
601 East 1 2 ~  Street 
Room 284A 
Kansas City, Missouri 64 106 

RE: A-07-05-00185 "Review of Postretirement Beneft Costs Claimed by Pennsylvania 
Blue Shield" 

Dear Mr. Aasmundstad: 

Attached is our response to your letter dated March 8, 2005, requesting comments on 
your drafi report A-07-05-00185 entitled, "Review of Postretirement Benefit Costs Claimed by 
Pennsylvania Blue Shield," for the period covering fiscal years 1994 through 1997. 

If you have any questions, please feel free to contact me at 717-302-4175. 

Sincerely, 

Donald L. Fisher, Vice President 
Compensation, Benefits, HRIS & 
Risk Management 

Enclosures: 

cc: Elizabeth Farbacher 
Patrick Kiley 
Gayeta Porter 

Corporate Offices: 

Camp Hill PA 17089 
Fiitli Aven~~e  Place . 120 Fifth Avenue Pit t tbur~h PA 15222.3009 

www.h~ghmal-k.com 



APPENDIX D 
Page 2 of 22 

Review of Postretirement Benefit Costs 
Claimed by Pennsylvania Blue Shield 

Fiscal Years 1994 through 1997 

Highmark's Comments to OIG Draft Report 
A07-05-00185 
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The draft audit report states that PBS did not include it its FACPs all of the PRB costs that were 
allowable pursuant to Federal regulations and did not claim $1,876,094 of PRB costs that were 
allowable for Medicare reimbursement. PBS reviewed the allowable PRB cost table listed on 
page 3 of the draft audit report, as well as the calculation steps listed in the tables and 
corresponding notes on pages 1-4 of Appendix A. The cost allocation method used by PBS 
differed from the one used by the auditors in preparing this report. In addition, several of the 
data input numbers used by the auditors are not consistent with PBS data. 

PBS prepared separate PRB valuations for the parent company and each of its subsidiaries, and 
identified separate contributions to the trust fund needed for each subsidiary. As such, subsidiary 
data was excluded in performing the PBS (parent company) cost allocation process. The PBS 
PRB funded amount (exclusive of subsidiary contributions to the trust fund) was allocated to 
PBS cost centers using PBS (parent company) cost center FTEs (full time equivalents) as the 
basis of allocation. Once allocated to cost centers, the PRB funded amount was allocated to 
product (line of business) using the cost allocation methodology of each cost center. Enclosed 
are Schedules A through E that provide a step-by-step approach to demonstrate this process. 
These schedules show: 

o the portion of the trust fund contribution attributable to the subsidiaries and therefore 
excluded from the PBS cost allocation process, 

o the details of the application of the PBS PRB cost allocation methodology and the 
resulting cost allocation to Medicare Part B for calendar year 1994, 

o a summary of results of applying this allocation methodology for calendar years 1994, 
1995,1996 and 1997 and a comparison to costs included in each of the FACPs. 

While the results in the schedules show minor differences to the amount of PRB cost included in 
the FACPs, we believe those differences are immaterial and are the result of using summary 
calendar year data for estimating the ratio split used to assign PRB cost to Medicare versus other 
segment cost centers, as well as using a slightly different PRB funding number for key employee 
premiums. Please note that the PRB expense included in each FYs 1994- 1997 FACP (shown on 
schedule E) differs somewhat from the previous information provided to the auditors due to our 
attempt to include an estimate of PRB expense contained in the occupancy charge and to include 
a memorandum adjustment made to the FY 1997 FACP for additional PRB expense related to 
the early retirement option. Overall, we believe the PRB costs included in the FACPs accurately 
include reasonable, allowable, and allocable PRB costs incurred during these periods and 
allocated to the Medicare Part B product, as demonstrated in the enclosed schedules. 

In the PBS PRB Costs Claimed schedule on page 3 of the draft audit report, we noted that the 
amount in the "Per PBS" column for fiscal year 1994 is understated. For fiscal year 1994, 
Highmark provided the auditors with PBS PRB cost claimed for the period January through 
September 1994, since the accrual method of accounting for PRB was implemented in January 1, 
1994. During the 1993 calendar year, PBS accounted for PRB cost on a pay as you go basis. It 
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appears the auditors assumed that '/4 of the PRB cost provided for the January-September 1994 
period was applicable to the October-December period of 1993 and excluded it in calculating a 
difference. 

Another finding stated in the draft audit report notes that PBS did not receive CMS approval for 
its change in accounting methodology for PRB costs. Attached is a copy of a cover letter from 
PBS dated August 18, 1994 that was sent with a package of PRB information and data notifying 
CMS of PBS' change in accounting method for PRB. The package of information was sent to 
Patricia Britt Volk, Chief, Financial Management and Program Safeguards Branch within the 
Division of Medicare of CMS. Also included is another cover letter dated October 25, 1995, 
responding to a follow-up request by CMS for additional PRB data. 

In the "Other Matters" section of the draft audit report, OIG identifies $1 1,426,121 in unfunded 
PRB costs and interest as of January 1, 1997, that PBS did not calculate in accordance with the 
"accrual accounting guidelines in FAR 31.205-6(0)(2)(iii)" (i.e., FAS 106). OIG recommends 
that PBS should be precluded from including these unfunded PRB costs in any future claims to 
the Government. 

Highrnark disagrees with OIG's recommendation on the ground that by requiring contractors to 
use FAS 106 in calculating PRB costs, the FAR irreconcilably conflicts with the IRS limitations 
on VEBA funding. This FAR provision, therefore, is inconsistent with the fundamental principle 
underlying cost-reimbursement contacts generally and Medicare contracts specifically - full 
reimbursement of a contractor's reasonable, allowable and allocable costs. 

Highrnark and CMS currently are engaged in discussions concerning this issue, and Highmark 
will provide a written submission directly to CMS, setting forth its position and its 
recommendations to mitigate or resolve the conflict. 



Pennsylvania Blue Shield 
Medicare Part B 
OIG Post Retirement Benefit (PRB) Audit 
PBS PRB Cost Allocation Methodology 
Overview Summary 

Overview Overview Summary 

Schedule A Actuarial Valuation Report for 1994 - VEBA Contribution 

Schedule B 1994 - 1997 VEBA Funding 
This schedule lists the VEBA funding in total for each calendar year as well as the portion of the VEBA funding 
associated with the PBS parent company only (exclusive of subsidiaries). 

Schedule C 1994 Analysis 
This schedule depicts the Pennsylvania Blue Shield (PBS) PRB cost allocation process using 1994 actual 
data. This data excluded any data related to PBS subsidiaries as PBS prepared separate PRB valuations for 
the parent company and each of its subsidiaries. As such, PBS identified separate contributions to the trust 
fund needed for each subsidiary. There are immaterial differences in the PRB cost allocated to the Medicare 
Part B product shown in this analysis versus the amount of PRB cost included in the FACPs. This is due to 
using summary calendar year data for estimating the ratio split used to assign PRB costs to the Xact Medicare 
Segment versus Other Segment cost centers, as well as estimating the portion of PRB cost assigned to 
occupancy cost centers and subsequently allocated to Medicare Part B. 

Schedule C Column 
Headinas I Footnotes: 

(A) Column A represents the average 1994 Full Time Equivalent (FTE) staff in each PBS cost center, excluding 
subsidiaries. 

(B) Column B represents the ratio of each cost center's FTEs (Col. A) to total PBS FTEs. 

(c) Column C represents the allocation of PBS PRB funded expenses ($2,728,485.24) to each PBS cost center, 
based on that cost center's FTE ratio (Col. B) 

(Dl Column D represents the actual journalized system allocation results of PRB funded expense allocated to 
PBS cost centers, as extracted from the PBS Walker General Ledger system. Account 764201 includes the 
lesser of the CAS PRB expense or the VEBA funding. 

(El Column E represents the PRB expense allocated to Medicare Part B as extracted from the PBS Walker 
General Ledger system. 

(F) Column F identifies each cost center's Medicare Part B allocation ratio. 

* Denotes Xact Medicare Part B Segment cost centers 

w Occupancy Cost Center comment: 

PRB expense was allocated to occupancy cost centers. All costs (salaries, PRB expense, facilities expense, 
etc.) in the occupancy cost centers were aggregated and allocated to PBS cost centers based on cost center 
square footage, and at this point recorded in the cost ledger as occupancy cost. Occupancy cost in each of 
the cost centers was subsequently allocated to products (Medicare Part B) based on the cost allocation 
methodology of each cost center. As a result, we cannot directly query the PBS Walker cost system to identify 
the PRB expense allocated to occupancy cost centers and subsequently allocated to the Medicare Part B 
product. We approximated the occupancy PRB expense allocated to Medicare Part B by using the aggregate 
of the monthly FTE ratios for the Xact segment versus the other segment and the Medicare Part B allocation 
ratio for each of these segments. 

Schedule D 1994 - 1997 Summary of Allocation Ratios 
For each of the years 1994,1995,1996 and 1997, we identified the FTEs in summary for the Xact Medicare 
Segment and the Other Segment and developed an aggregate of the monthly FTE to total ratio for each 
segment. In addition, we identified the summary allocation ratio to the Medicare Part B product for each of 
these two segments. 

Schedule E 1994 - 1997 PRB Expense Allocated to Medicare Part B 
For each of the years 1994,1995,1996 and 1997, we applied the Xact Medicare Segment and the Other 
Segment FTE and Medicare Part B allocation ratios to the PRB funded amount and compared the results to 
the PRB expense included in the FACPs. 
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Schedule A 

Pennsylvania Blue Shield 
Medicare Part B 
OIG Post Retirement Benefit (PRB) Audit 
PBS PRB Cost Allocation Methodology 
Actuarial Valuation Report for 1994 - VEBA Contribution 

6: Development of '1994 VEBA Gontributlon 



Schedule B 

Pennsylvania Blue Shield 
Medicare Part B 
OIG Post Retirement Benefit (PRB) Audit 
PBS PRB Cost Allocation Methodology 
1994 - 1997 VEBA Funding 

Actual Per Valuations: 

1994 
Total PBS 

VEBA Funding $ 3,143,284 $ 2,712,680 

Key Employee Premiums 36,492 17,132 
(Direct Benefit Payment) 

Prior Adjustments 

Total Funding $ 3,179,776 $ 2,729,812 

Service Costs I FAS 106 Expense $ 5,130,265 

Current Year Underfunding $ 1,950,489 

Note: CAS was greater than or equal to VEBA funding 

1995 
Total PBS 

1996 
Total PBS 

1997 
Total PBS 
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Schedule D 

Pennsylvania Blue Shield 
Medicare Part B 
OIG Post Retirement Benefit (PRB) Audit 
PBS PRB Cost Allocation Methodology 
1994 - 1997 Summary of Allocation Ratios 

1994 Data 
Xact Segment 

Other Segment 
Total 

1995 Data 
Xact Segment 

Other Segment 
Total 

1996 Data 
Xact Segment 

Other Segment 
Total 

1997 Data 
Xact Segment 

Other Segment 
Total 

Percent to 
Total 

Medicare 
Part B 

Allocation 
Percent 

Notes: Ratios were developed based on calendar year VEBA funding allocated to 
PBS lines of business, which includes Medicare Part B. These ratios 
were subsequently applied in Schedule E. 
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Pennsylvania Blue Shield 
Medicare Part B 
OIG Post Retirement Beneflt (PRB) Audit 
PBS PRB Cost Allocation Methodology 
1994 - 1997 PRB Expense Allocated to Medicare Part B 

Medicare xact I 
I Description Total Company Other Segment Segment 

Total Contributions to Trust Fund $ 2,712,680 

I Total Direct Benefit Payments 17,132 I 
Total Allowable & Atlocable PRB Cost 2,729,812 
Headcount Percentages 100.00% 66.80% 33.20% 
Allocable PRB Costs 2,729,812 1,823,514 906,298 
Medicare LOB Percentage 9.62% 96.21 % 
Calendar Year 1994 Medicare PRB Costs 1,047,371 1 75,422 

l(1) & (2) FY 1994 Part B Allowable PRB Costs $ 785,528 $ 131,567 $ 653,962 1 
FY 1994 Part B FACP PRB Costs (Jan - Sept 94) (2) $ 782,353 
Plus Estimated Occupancy PRB Costs in FACP (J - S 94) 10,930 
FY 1994 Part B FACP, including PRB $ in occupancy $ 793,283 

I Medicare I 
Description Total Company Other Segment Segment 

Total Contributions to Trust Fund $ 2,244,656 
Total Direct Benefit Payments 

Total Allowable & Allocable PRB Cost 2,262,279 
Headcount Percentages 100.00% 67.48% 32.52% 
Allocable PRB Costs 2,262,279 1,526,586 735,693 
Medicare LOB Percentage 9.62% 100.00% 
Calendar Year 1995 Medicare PRB Costs 882,551 146,858 

1(1) FY 1995 Part B Allowable PRB Costs $ 923,756 $ 153,999 $ 769,757 1 

Schedule E 

FY 1995 Part B FACP PRB Costs $ 911,129 
Plus Estimated Occupancy PRB Costs in FACP 8,679 
PI 1995 Part B FACP, including PRB $ in  occupancy $ 919,808 
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Pennsylvania Blue Shield 
Medicare Part B 
OIG Post Retirement Benefit (PRB) Audit 
PBS PRB Cost Allocatlon Methodology 
1994 - 1997 PRB Expense Allocated to Medicare Part B 

Medicare I 
I Description Total Company Other Segment Segment 

Total Contributions to Trust Fund $ 2,234,320 

I Total Direct Benefit Payments 16,624 1 
Total Allowable & Allocable PRB Cost 2,250,944 
Headcount Percentages 100.00% 70.05% 29.95% 
Allocable PRB Costs 2,250,944 1,576,786 674,158 
Medicare LOB Percentage 8.71% 100.00% 
Calendar Year 1996 Medicare PRB Costs 81 1,496 137,338 

FY 1996 Part B Allowable PRB Costs $ 829,260 $ 139,718 $ 689,5421 

FY 1996 Part B FACP PRB Costs $ 826,253 
Plus Estimated Occupancy PRB Costs in FACP 11,763 
FY 1996 Part B FACP, including PRB $ in occupancy $ 838,016 

Medicare I 
I Description Total Company Other Segment Segment 

Total Contributions to Trust Fund $ 2,687,968 

I 
. . 

Total Direct Benefit Payments 20,294 1 
Total Allowable & Allocable PRB Cost 2,708,262 
Headcount Percentages 100.00% 71.80% 28.20% 
Allocable PRB Costs 2,708,262 1,944,532 763,730 
Medicare LOB Percentage 8.46% 99.81% 
Calendar Year 1997 Medicare PRB Costs 926,786 164,507 

FY 1997 Part B Allowable PRB Costs $ 897,964 $ 157,715 $ 740,249 1 
FY 1997 Part B FACP PRB Costs $ 773,916 
Plus Early Retirement Option (3) 112,729 
Plus Estimated Occupancy PRB Costs in FACP 8,353 
FY 1997 Part B FACP, including PRB $ in occupancy $ 894,998 

Footnotes: 
(1) Fiscal year calculation is based on 75% of costs from current CY and 25% of costs from prior CY. 

(2) During CY 1993, Highmark used a "pay as you go" basis, with no PRB costs. All FY 1994 PRB 
costs are for the Janualy - September, 1994 period. 

Schedule E 

(3) Subsequent memorandum adjustment for Early Retirement Option (ERO). 
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August 18, 1994 

Ms. Patricia Britt Volk, Chief 
Financial Management and Program Safeguards Branch 
Division of Medicare 
Health Care Financing Administration 
P.O. Box 7760 
3535 Market Street 
Philadelphia, PA 19101 

Dear Ms. Volk: 

In accordance with the Budget Performance Requirements (BPR), 
we are notifying you that effective January 1, 1994 Pennsylvania 
Blue Shield (PBS) began funding its post-retirement medical 
benefits through a VEBA Trust. Enclosed for your information are: 

(1) Plan Document for Retiree Medical Plan for Pennsylvania 
Blue Shield and Affiliated Companies; 

( 2 )  Pennsylvania Blue Shield VEBA Trust Agreement; 

(3) January 1, 1994 Actuarial Valuation of the Pennsylvania 
Blue Shield Post-retirement Medical Plan; and, 

(4) January 1, 1994 VEBA Funding Report for the Plan. 

Post-retirement medical expenses and funding calculated in the 
valuations will be assigned to cost centers based on full-time 
employee counts and then allocated to all lines of business based 
on the appropriate allocation of each cost center. Medicare will 
be charged only to the extent of funding. 

The BPR referenced five (5) sections of the FAR. After 
researching sections 31.205-6(j), 31.205-6(0), 31.205-19, 28.307-1 
and 28.308 it is not clear that PBS is required to seek HCFA 
approval for our post-retirement benefits program. These benefits 
are provided through Blue Cross and PBS. The majority of the 
premium expense for these benefits is/or will be paid to Blue Cross 
for covered hospital services. The Blue Cross companies in 
Pennsylvania are separate and independent companies from Blue 
Shield. Therefore, the majority of the post-retirement benefit 
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Ms. Patricia Britt Volk, Chief 
August 18, 1994 
Page -2- 

expense does not fit the definition of "self-insurance" in FAR 
31.001. Blue Cross and PBS are captive insurers as per FAR 31.205- 
19(c) and as such the PBS portion of the premiums for health care 
professionals could be considered purchased insurance. If one 
concludes that the PBS portion of the post-retirement benefits 
premiums meets the definition of "self-insurance", then the Two 
Hundred Thousand ($200,000.00) Dollar threshold specified in FAR 
28-308 comes into play. The expense included in our fiscal year 
1995 budget request is based on "actuarial assumptions". At this 
time, we are not certain the PBS portion of this expense will 
exceed the Two Hundred Thousand ($200,000.00) Dollar threshold for 
the Government Business Unit segment. 

As previously noted, our research into the appropriate 
sections of the FAR did not disclose that we are required to 
request prior approval. We are, however, providing you with 
information regarding the post-retirement benefits program in the 
event our conclusion differs from that reached by HCFA on this 
issue. 

Please contact Ray Eichelberger at (717) 763-3167 if you need 
additional information or have any questions. 

Sincerely, 

Tami S. ~ o k e  
Director 
Medicare Support Services 
Government Business Unit 

Enclosures 

bcc: T.E. Bowling 
D.L. Fisher 
R.R. Eichelberger 
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October 25, 1995 

Mr. Eric Shipley 
HCFA OACT 
PO Box 7520 
Mail Stop N301-21 
Baltimore, MD 21 244 

Dear Mr. Shipley: 

Mr. Chosed, of the HCFA Regional Office in Philadelphia, asked that I submit the 
attached post-retirement medical benefits information to you. Should you have any 
questions, please feel free to contact me at (71 7) 763-393 1. 

Sincerely, - &'- P & 
r 

James W. Chiado 
Manager, Xact Medicare Financial Services 
Pennsylvania Blue Shield 
1800 Center Street 
Camp Hill, Pennsylvania 17089 

Attachment 

cc: Larry Chosed (HCFA RO) 

Exact. Distinct. Responsive. 
Conlntirted to providing quali? senlice ro Medicare Benejiciaries and Health Care Professionals in 

Penns~lwnio,  New Jersey. Delaware and rhe District of Columbia Metropolitan Area. 
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