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JuneGibbs Brown 
Inspector General 

SubiectAudit of the PensionPlan at a TerminatedMedicare Contractor,Blue CrossandBlue Shield 
of Massachusetts(A-07-99-02537) 

To 

Nancy-Ann Min DeParle 

Administrator 

Health CareFinancing Administration 


This is to alert you to the issuanceon ~lednesday, November 17, 1999. 

of our final audit report. A copy is attached. We identified about $5.3 million in excess 

pension assetsat Blue CrossandBlue Shield of Massachusetts(Massachusetts)which 

should be remitted to Medicare becauseof the closing of the Medicare segmentof 

Massachusetts’pensionplan. The report hasbeenprovided to your staff for adjudication of 

the finding. 


Massachusettswas a Medicare PartsA andB contractoruntil their contractwas terminated 

in 1997 and was reimbursedfor their Medicare employees’pensioncosts. Regulationsand 

the Medicare contractsprovide, however,that pensiongains,which occur when a Medicare 

segmentof a pensionplan closes,shouldbe creditedto the Medicare program. Accordingly, 

we arerecommendingthat Massachusettsremit about$5.3 million representingexcess 

pension assetsto the Medicareprogram. 


Our calculation of the amount due the Medicare program was basedon the sameactuarial 

assumptionusedby Massachusettsto determinepensioncostsand contributions for plan 

years 1995through 1998and was in accordancewith FederalCost Accounting Standards. 

Massachusettsagreedthat Medicare was due a refund becauseof the pension segment 

closing, however, their calculation of the amount duewas basedon a different actuarial 

assumptionthan had previously beenusedto calculatetheir pension costs. Massachusetts’ 

calculation resultedin a refund of approximately $3.3 million (about $2 million lessthen our 

recommendedrefund amount). As indicated above,the Health CareFinancing 

Administration staff will make the final determination. 


If you need additional information aboutthis report, pleasecontactBarbaraA. Bennett, 

Regional Inspector Generalfor Audit Services,Region VII, 816-426-3591. 
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CIN A-07-99-02537 

Mr. Gary St. Hilaire 

Chief Financial Officer 

Blue Crossand Blue Shield of Massachusetts 

100 Summer Street,MS 01/31 

Boston, Massachusetts0211O-2190 


Dear Mr. St. Hilaire: 

This report provides the resultsof an Office of InspectorGeneral(OIG), Office of Audit 
Services(OAS) review entitled Audit of the Pension Plan at a Terminated Medicare Contractor, 
Blue Cross and Blue Shield of Massachusetts. The purposeof our review was to determinethe 
excessassetsthat should be remitted to Medicare by Blue Crossand Blue Shield of 
Massachusetts(Massachusetts)becauseof the termination of the Medicare contractual 
relationship in 1997. 

We computedexcessMedicare pensionassetsof $5,270,461asof January1, 1998,which 
Massachusettsshould remit to the Federalgovernment. Massachusettsbelieved that elementsof 
our calculations resulted in an overstatementof the recommendedrefund. Massachusetts’ 
responseis included in its entirety asAPPENDIX B. APPENDIX C containsthe Health Care 
Financing Administration (HCFA), Office of the Actuary’s commentson Massachusetts’ 
response. 

INTRODUCTION 

BACKGROUND 


MassachusettsadministeredMedicare Part A and B operationsunder cost reimbursement 

contractsuntil the contractualrelationship was terminatedin 1997. In claiming costs,contractors 

were to follow cost reimbursementprinciples containedin the FederalProcurement 

Regulations (FPR), which were supersededby the FederalAcquisition Regulations(FAR), the 

Cost Accounting Standards(CAS), andthe Medicare contracts. 


Since its inception, Medicare haspaid a portion of the annualcontributions madeby contractors 

to their pension plans. Thesepaymentsrepresentedallowable pensioncostsunder the FPR 

and/or the FAR. In 1980,both the FPR and Medicare contractsincorporatedCAS 4 12 and 413. 




Page2 - Mr. Gary St. Hilaire 


The CAS 412 regulatesthe determination and measurementof the componentsof pension costs. 

It also regulatesthe assignmentof pensioncoststo appropriateaccountingperiods. 


The CAS 4 13 regulatesthe valuation of pensionassets,allocation of pensioncoststo segmentsof 

an organization, adjustmentof pensioncostsfor actuarial gains and losses,and assignmentof 

gains and lossesto cost accountingperiods. 


The HCFA incorporated segmentationrequirementsinto Medicare contractsstarting with Fiscal 

Year 1988. The contractual languagespecifiessegmentationrequirementsand also provides for 

the separateidentification of the pensionassetsfor a Medicare segment. 


The Medicare contract defines a segment,and specifiesthe methodology for the identification 

and initial allocation of pension assetsto the Medicare segment. Furthermore,the contract 

requiresthat the Medicare segmentassetsbe updatedfor eachyear after the initial allocation in 

accordancewith CAS 413. 


In our report entitled ‘Audit of Medicare Contractor’s Pension Segmentation, Blue Cross and 

Blue Shield of Massachusetts ‘, datedApril 12, 1994(A-07-93-00699), we addressedthe 

computation of the assetfraction, the identification of the segment’sassetsasof 

January 1, 1986,and updatedthe segment’sassetsto January 1, 1992. 


Massachusetts’Medicare Part A and B contractswere terminated effective July 31,1997. 

Consequently,the majority of Massachusetts’Medicare segmentemployeeswere terminated and 

the Medicare segmentwas closedon that date. Contractterminations and segmentclosings are 

addressedby CAS at 9904.413-5O(c)(12),which states: 


“If a segment is closed,..., the contractor shall determine the difference between the 
actuarial accrued liability for the segment and the market value of the assets allocated to 
the segment, irrespective of whether or not the pension plan is terminated The difference 
between the market value of the assets and the actuarial accrued liability for the segment 
represents an adjustment ofpreviously-determinedpension costs. 

(I) The determination of the actuarial accrued liability shall be made using the accrued 
benefit cost method The actuarial assumptions employed shall be consistent with the 
current and prior long term assumptions used in the measurement ofpension costs.... 

(iii) The calculation of the difference between the market value of the assets and the 
actuarial accrued liability shall be made as of the date of the event (e.g. contract 
termination, plan amendment, plant closure) that caused the closing of the segment... If 
such a date is not readily determinable, or if its use can result in an inequitable 
calculation, the contracting parties shall agree on an appropriate date. ” 
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Medicare contractsspecifically prohibit any profit (gain) from Medicare activities. Therefore, 
accordingto the contract,pensiongainswhich occur when a Medicare segmentterminatesshould 
be credited to the Medicare program. In addition, FAR addressesdispositions of gainsin 
situations suchascontractterminations. When excessor surplusassetsrevert to a contractorasa 
result of termination of a defined benefit pensionplan, or suchassetsare constructively received 
by it for any reason,the contractorshall make a refund or give credit to the Governmentfor its 
equitable share(FAR, section31.205-6(j)(4)). 

OBJECTIVE, SCOPE, AND METHODOLOGY 

We made our examination in accordancewith generallyacceptedgovernmentauditing standards. 
Our objective was to determinethe amount of excessassetsthat should be remitted to Medicare 
as a result of the contracttermination and Medicare segmentclosing. Achieving the objective 
did not require a review of Massachusetts’internal control structure. 

Massachusetts’Medicare contractwas terminatedandthe Medicare segmentwas closedon 
July 31, 1997. Massachusettssuggested,and we agreed,that January1, 1998would be an 
appropriatesettlementdatefor the closing of the segment. We thereforereviewed 
Massachusetts’identification of the Medicare segmentand its updateof Medicare assetsfrom 
January 1,1992 to January1,1998. 

In performing the review, we usedinformation provided by WatsonWyatt Worldwide, 
Massachusetts’consulting actuary. The information included liabilities, normal costs, 
contributions, and earnings. We reviewed Massachusetts’accountingrecords,pensionplan 
documents,annual actuarial valuation reports,andthe Departmentof Labor/Internal Revenue 
ServiceForm 5500s. Using thesedocuments,we verified Massachusetts’updateof Medicare 
segmentassetsto January1, 1998. The HCFA pensionactuarial staff reviewed our methodology 
and calculations. 

Site work at Massachusetts’corporateoffices in Boston, Massachusettswas performed during 
March 1999. We performed subsequentaudit work in our OIG, OAS JeffersonCity, Missouri 
field office. 

FINDING AND RECOMMENDATION 

When Massachusetts’Medicare segmentclosed,Medicare’sshareof the excesspensionassets 
was $5,270,461which we arerecommendingbe remitted to HCFA. To determineMedicare’s 
shareit was necessaryto (1) updatesegmentassetsto January1, 1998,and (2) calculatethe 
actuarial accruedliability for accruedbenefits for the segment,and the excessMedicare assets. 
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Update of Medicare Segment Assets 
As of January1, 1998,Massachusettsidentified 
Medicare segmentassetsof $22,847,854. We 
reviewed Massachusetts’updateof Medicare 
segmentassetsfrom January1, 1992to 

January 1, 1998,and we agreewith their identification of the total segmentassets.However, 

Massachusetts’identification of segmentassetsincluded an accumulatedprepaymentcredit of 

$2,830,400,that resulted from prior years’ contributions to the pensionplan in excessof the 

CAS pension costs. Sincethis prepaymentcredit was unassigned,and had not beenreimbursed 

by Medicare, we subtractedthe credit from the Medicare segment’stotal assets.Therefore, we 

determinedthat the Medicare segmentassetswere $20,017,454asof 

January 1, 1998($22,847,854less$2,830,400). 


We computedthe Medicare actuarial accrued 
Calculation of Actuarial Accrued liability for accruedbenefitsto be $14,444,375. 
Liability and ExcessMedicare Assets This amount includes the accruedliability of 

participantswho were in the Medicare segmentas 
of the termination date. After considering the 

Medicare segmentassetsof $20,017,454,the excesssegmentassetsasof January 1, 1998were 
$5,573,079. However, becausethe segmentwas not 100percentdevotedto Medicare operations, 
only a portion of the excesssegmentassetsare attributable to Medicare. 

To arrive at Medicare’s shareof the excessassets,we calculatedthe aggregatepercentageof the 
segmentto be 94.57 percent(seeAPPENDIX A). After applying the Medicare percentageof 
94.57 to excesssegmentassetsof $5,573,079,the resulting amount of $5,270,461representsthe 
portion attributable to Medicare. Becauseof the termination of the Medicare contracts,this 
excessmust be remitted to the Federalgovernment. 

Recommendation: 

We recommendthat Massachusetts: 

Remit $5,270,461to the Health CareFinancing Administration, 

Auditee Response 

Massachusettsdid not agreewith the appropriatenessof the interest rate usedto determine the 
actuarial accruedliability. Massachusettsbelievedthat the 8.75 percentinterest rate usedin our 
calculations was not appropriate,and that an interestrate closeto the current liability interest rate 
of 7.17 percent (for 1998 calendaryear valuations) was appropriatefor determining the actuarial 
accruedliability for the segmentclosurecalculations. According to Massachusetts,determining 
the actuarial accruedliability using the current liability rate of 7.17 percentresults in a refund of 
approximately $3.3 million (about $2 million lessthan the recommendedrefund amount). 
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OIG Comments 

Our comments are summarizedin the following paragraph. The HCFA, Office of the Actuary’s 
detailed commentson Massachusetts’responsearepresentedon APPENDIX C. 

The actuarial accruedliability usedin our segmentclosurecalculationswas provided by 
Massachusetts’actuary,and was computedin accordancewith CAS at 9904.413-5O(c)(12)(i), 
which states: 

“The determination of the actuarial accrued liability shall be made using the accrued 
benefit cost method The actuarial assumptions employed shall be consistent with the 
current andprior long term assumptions used in the measurement ofpension costs.... ” 

In accordancewith the CAS, the 8.75 percent interest assumptionusedto determine the 
actuarial accruedliability was the sameinterest assumptionthat Massachusetts’actuary usedto 
determine pension costsand contributions for years 1995through 1998. We found no 
evidencethat Massachusettsor its actuary believed its valuation assumptionswere 
unreasonable. 

INSTRUCTIONS FOR AUDITEE RESPONSE 

Final determinations asto actions to be taken on all mattersreportedwill be made by the HHS 
action official identified below. We requestthat you respondto the recommendationin this 
report within 30 days from the dateof this report to the HHS action official, presentingany 
commentsor additional information that you believe may havea bearing on the final 
determination. 

In accordancewith the principles of the Freedomof Information Act (Public Law 90-23), OIG, 
OAS, reports issuedto the Department’s granteesand contractorsare madeavailable, if 
requested,to membersof the pressand generalpublic to the extent information containedtherein 
is not subject to exemptions in the Act which the Departmentchoosesto exercise.(See45 CFR 
Part 5). 

Sincerely, 

BarbaraA. Bennett 
Regional InspectorGeneralfor 

Audit Services,Region VII 

Enclosures 
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HHS Action Official: 

Mr. GeorgeF. JacobsII 

Regional Administrator, Region I 

Health CareFinancing Administration 

John F. Kennedy FederalBuilding, Room 2325 

Boston, Massachusetts02203-0003 
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BLUE CROSS AND BLUE SHIELD OF MASSACHUSETTS 

CIN A-07-99-02537 

CALCULATION OF MEDICARE SEGMENT’S 
AGGREGATE MEDICARE PERCENTAGE 

TOTAL MEDICARE MEDICARE 
YEAR SALARIES SALARIES PERCENT 

1988 $15,918,856 $14,915,816 93.70% 

1989 $18,721,633 $17,495,399 93.45% 

1990 $18,862,738 $17,837,415 94.56% 

1991 $19,368,506 $18,283,092 94.40% 

1992 $18,148,029 $17,289,298 95.27% 

1993 $17,442,542 $16,544,474 94.85% 

1994 $17,406,518 $16,432,412 94.40% 

1995 $18,378,961 $17,519,533 95.32% 

1996 $19,855,115 $18,535,342 93.35% 

1997 $14,174,755 $13,741,777 96.95% 

Total $178,277,653 $168,594,558 94.57% 

($168,594,558I $178,277,653= 94.57%) 
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BlueCross BlueShield 
of Massachusetts 

July 12, 1999 


Barbara A. Bennett 

Regional Inspector General for Audit Services 

Region VII 

Room 208A 

601 East 12th Street 

KansasCity, MO 64 106 


RE: Audit Report GIN # A-07-99-02537 


Dear Ms. Bennett: 


__ -
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1cosummer gs; Iwet 

Bcston,MA02110-2190 

TEL (617) 632-7704 
FAX (617) 632-3355 

Gary D. St. Hihim, CPA 
Senii Vii President and 

Chief Fuwvhl OfFmr 

Thank you for allowing Blue Cross Blue Shield of Massachusetts (BCBSMA) this opportunity to 
comment on draft Audit Report GIN: A-07-99-02537. We have reviewed the report with our 
outside actuary and with counsel. Our comments are.set forth below. 

In draft Report CIN: A-07-99-02537, you recommended that BCBSMA refund to the Federal 
government $5,270,46 1 of excesspension assetsas a result of the termination of BCBSMA’s 
Medicare contract effective January I, 1998. The recommendation was basedupon your 
understanding of CAS 9904.413-5O(c)(12), which provides for an adjustment of previously 
determined pension costs upon the closing of a segment. 

The recommended refund for the Medicare segment was calculated by determining the amount 
of plan assetsassociatedwith the segment and subtracting the accrued actuarial liability of 
employeesand inactive participants associated with the segment. This excesswas then 
multiplied by .9457, the ten-year averageof the percentage of Medicare salariesto obtain the 
amount to remit to the government. 

As this letter describes, we believe you should reconsider the conclusions in your draft Audit 
Report. 

Respectfully, BCBSMA does not agree with the appropriateness of the interest rate usedto 
determine the actuarial accrued liability. BCBSMA believes that the 8.75% interest rateassumed 
by OIG is not appropriate and that an interest rate close to the current liability interest rate of 
7.17% (for 1998 calendar year valuations) is appropriate in determining the actuarial accrued 
liability for the segment closure calculations. Determining the actuarial accrued liability using 
the current liability rate of 7.17% results in a refund of approximately $3.3 million. 

Our reasoning on this position is as follows: 

1. The OIG has stated in the audit report for Blue Cross Blue Shield of Louisiana, dated 
February 1996, GIN f#A-07-95-01121 “Paragraphs CAS 412-40(b)(2) and 50(b)(5) make it 
clear that the CAS Board intended that reasonable, long-term assumptions based on past 
performance and future expectations be used.” 
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As of the date of the audit meetings (March 1999) 88% of the accrued liability for the segmentis 
attributed to participants currently receiving benefits. In contrast, for the entire participant group 
in the retirement plan, about 50% of the actuarial liability is for retired participants. 

The duration of the liability for the segment (primarily retired participants) is much shorterthan 
the duration of the liability for the entire retirement plan. In addition, having a significant 
portion of the segment liability for retirees requires that there be much higher liquidity for plan 
assets(lower allocation to equities). As of January 1998, the yield on 30-year Treasury 
securitieswas 5.81%. Use of a current liability interest rate of 7.17% representsa 136basis 
point margin over the highest quality long term fixed income return. We believe the investment 
return used should reflect the demographics of the segment population. As a result, we do not 
believe that 8.75% is a reasonable long-term investment return basedon past experienceand 
future expectations. 

2. The current liability interest rate is a reasonable interest rate to use in valuing the 
present value of benefits as of any date. 

The concept of current liability was introduced by the Tax Reform Act of 1986. The IRS 
required special calculations (the present value of accrued benefits using a current liability 
interestrate) in the determination of the annual minimum required contribution. The purposeof 
introducing the current liability was to ensure that plan sponsors fund their retirement plansat a 
certain level basedon an interest assumption established by the government. Current liability 
was defined using the accrued benefit cost method and an interest rate that lies within a specified 
range. That range was 90% to 110% (the 110% has been lowered through the years and in 1998 
is 106%) of the weighted 48-month average rate for 30-year Treasury securities. 

The IRS recognized that while a higher long term rate of return assumption is appropriate when 
valuing projected benefits, a long term-rate of return assumption linked to high quality fixed 
income securities should be used when determining the value of benefits already accrued. The 
current liability interest rate has been declining in recent years as the general level of interest 
rateshasdeclined. The current liability rate is a weighted moving average.and as noted above 
was 136 basis points higher than the yield on 30-year Treasury bonds in January 1998. 

Accordingly, we believe that a rate approximating 7.17% is reasonable.The excessreturn over 
30-year Treasury bonds reflects a premium for the portion of the portfolio invested in equities. 

3. The return on equity investments has been extraordinary in recent years and this 
reduces the expectation for equity returns in the future. 

Our actuary used an 8.75% investment return assumption for funding valuations between 1995 
and 1998(8.0% was used for the four years prior to 1995). We believe this is why the OIG chose 
8.75% asthe interest rate to use for the segment closing calculations. 

During this four-year period (1995 - 1998) when our actuary used an 8.75% investmentreturn 
assumption,the Standardand Poors 500 Index average annual retuln was 33.69%. At the 
beginning of this period, our actuary was comfortable assuming an averagefuture return of 
8.75% basedon BCBSMA’s investment policy. However, after four years of extraordinary 
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returns it is no longer reasonable to assume this level of future rcrurn. Plan assets already reflect 
the extraordinary returns earned in the last few years. Management is still having disct*ssions 
wjth our actuary about the proper level of the investment return assumption for the 1939 
valuarion. We know;howcver, the invostmellt return assumption for the entire plan will not be 
over 8.0% and could be lawer. 

It is not reasonable to usa an 8.75% investment return to discount tie actuarial accrued liabiliry 
when the asset values already fully reflect the extraordinary returns earned in the trust shce 

1995. Models prepared by our investment advisor suggest that a long term investment rerurn 
assumption for our entire pktn recognizing our mix of equity and fixed income investments is 
close to the 8,0% assumpdon suggested by our actuary. 

The segment assets, when considered in isolation, should use an investment return assumption 
lower than 8.0% because of the shoircr duration of the liability and the greater liquidity needs. 

We believe these points are compelling and .the 8.75% investment return assumption is not “a 
-onable long-term assumption based on past performance and fbture expectations”. We 
believe an interest rate close to the current liability interest rate of 7.17% is appropriate, In 
addition, to satisfy the pension obligation, one of rhe options BCBSMA is considering is the 
purchase of non-participating, guaranteed annuities for all the Medicare segment benctlts 
(reference: regulation Title 48 CFR 9904.4 13) 

lf BCBSMA were to purchase non-participating, guaranteed annuities for all remaining segrnenr 
iiabilitiss, the annuity purehase cost, discounted to January 1998, would become the segment 
liability. Our actuary has estimated the cost of annuities ICIbe about $18,000.000 if the average 
net return is 6.0% and the insurer assumes average 2Se% increases for the portion of rhe benefits 
subject to cost of living increases. 94.57% of tha difference between the cost of the annuities and 
the 320.0 million segment assets woutd be remitted to the Federal government. 

Under the current finding BCBSMA retains what we believe to be an unacceptable level of 
invesnnent risk. If we are unable to reach agreement on a mutually acceptable investment rare 
UJC may be forced to take steps to protect BCBSMA from this risk through the purchase of 
annuity contracts. 

We request that you give our proposals serious consideration. We welcome the opportunity to 
have continued discussions with you regarding the segment closing. Please contact either 
William Gushing (617) 832-53 17, or John Fitzgerald (617) 832-5329 regarding the next steps. 
John has been our ptimary contact with OIG on this audit. 

Gary DfSt. Hilaire, CPA 
Executive Vice President and 
Chief Financial Officer 

f90: 11 66-Z-AON !9 lPSE68ELS 
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DEPARTMENT OF HEALTH & HUMAN SERVICES Health Care Financing Administration 
PENSION ACTUARIAL STAFF 
7500 SECURITY BLVD. N3-01-2 1 
BALTIMORE, MD 21244-1850 
Phone (410)-7866381 
FAX (410)-7861295 
E-mail EShipley@hcfa.gov 

MEMORANDUM 

September17, 1999 
To: BarbaraBennett 

Regional InspectorGeneral 

From: 	 Eric H. Shipley 
Offke of the Actuary 

Comments on Responseby Blue Cross Blue Shield of Massachusetts 
to OIG Audit Report A-07-99-02537 

The purposeof this memorandumis to addressthe four (4) points raisedby Blue Cross 
Blue Shield of Massachusetts(BCBSMA) in their letter of July 12, 1999concerningthe interest 
rateusedto measurethe actuarialaccruedliability for purposesof determining the segment 
closing adjustment in accordancewith paragraph9904.413-5O(c)(12) of the CostAccounting 
Standards(CAS). 

Before Lproceedwith a discussionof their response,I must correct a patentlyerrone&.is 
statementmade by BCBSMA; “We believe this is why the OIG chose8.75% asthe interestrate 
to usefor the segmentclosing calculations.” Neither the OIG auditors nor HCFA’s pension 
actuarieschosethe interest assumption. Pursuantto 9904.413-5O(c)(12)(i), the auditors 
requestedBCBSMA to provide the actuarial accruedliabiiity calculatedusing the sameinterest 
rate assumptionthat BCBSMA hasrepresentedas their “best-estimate” in accordancewith 
paragraph904.412-40(b)(2),andhasusedto determine BCBSMA’s pensioncostsand 
contributions since 1995’. 

Point # 1: The interest rate used to measure the actuarial accrued liability in accordance 
with 9904.413-5O(c)(12)(ii)should reflect the fact that “the duration of the liability for the 
segment(primarily retired participants) is much shorter than the duration for the entire 
retirement plan.” 

For the BCBSMA pensionplan, asfor most defined-benefit pensionplans,it is true that 
the duration of the liability for retireesis shorter than the duration of the liability for the entire 
plan. Current retirees are expectedto receivebenefit payments for about the next 40 years, \ 
althoughthe number of annuitantsand the amount of the annual benefit paymentswill diminish 
dueto mortality over that period of time. For the BCBSMA pension plan, activeemployeesand 

..-_ ,... ..: ..-I. 

* ; 
., -1 -. 

’ Note: this is also the interest rate that their actuary has certified to the IRS as his “best-estimate” in 
accordance with the Employees Retirement Income Security Act (ERISA.) 
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terminatedemployeeswith deferredvestedbenefits on averagewill not begin to receivebenefit 
paymentstinti they retire 25 yearsin the future. Once they do retire, they canbe expectedto 
receivebenefit paymentsfor about the next 45 years, although again the number of annuitants 
arid the amountof the annualbenefit payments will diminish due to mortality overthat period of 
tl me.’ 

It is also worth noting that the Medicare population is slightly youngerthanthe 
population of the plan asa whole. For the Medicare segment,retirees havean averageageof 69, 
active employeeshavean averageageof 38, and terminated employeeswith deferredvested 
benefitshavean averageageof 4 1. Accordingly, the liability duration for the Medicaresegment 
is slightly longer than for the plan’s population as a whole. 

However, the argumentmadeby BCBSMA is wholly inconsistent with the recentactions 
takenby them and their actuary. The retiree liability was about 3% of the total liability for 1995 
and 1996. In 1997,the retiree liability jumped to 45% of the total and roseto 49% in 1998. The 
interestassumptionwas increasedto 8.75% in 1995 and has remained unchangedfor 1996, 1997, 
and 1998despitethis changein the proportion of retiree liability. I presumethat BCBSMA and 
their actuarydid considerthe effect of this changein duration of their liability, anddecidedto 
continueto certify to 8.75% astheir “best-estimate.“3 

Point # 2: “The Current Liability interest rate is a reasonable interest rate to usein valuing 
the present value of benefits as of any date.” 

BCBSMA arguesthat the Current Liability, determined in accordancewith paragraph 
(Q(7)of Section412 of the Internal RevenueCode (IRC 5 412(I)(7)), is the appropriatemeasure 
of the actuarialaccruedliability usedto determine the segmentclosing adjustmentin accordance 
with paragraph9904.413-5O(c)(12)of the CAS. 

The Current Liability is determined used the accruedbenefit cost method, an interestrate 
that falls within a permitted rangeor corridor around a 48 month weighted averageof 30-year 
TreasuryBond yields, and the mortality table prescribedby the Secretaryof the Treasury. As the 
actuaryfor BCBSMA hasnoted in his valuation reports, the Current Liability is used“to 
determinewhethera pension plan is sufficiently tided to be exempt from the Deficit Reduction 
Contribution provisions of the Retirement Protection Act of 1994.” The Current Liability is also 

’ Based on the 1998 actuarial valuation report, retirees have an average age of 70, active employees have an 
average age of 40, and terminated employees with deferred vested benefits have an average age of 43. The mortality 
table used to value the plan extends survivorsbip to age 109. 

3 Both Section 4 12(c)(3)(B) of Internal Revenue Code and paragraph 9904.4 1240(b)(2) of the CAS (CAS 
4 I?-lO(b)(f))require that actuarial assumptions be established on a “best-estimate” basis. Note that while CAS 412-
40(b)(2) refers to the contractor’s best-estimate, in practice most contractors rely heavily upon the professional 
advice of their Enrolled Actuary. 
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usedto determinethe IRC 6 412(c)(7) Full Funding Limitation. Both of theseusesof the 
Current Liability are related to a prescribedand standardizedmeasureof the termination liability 
intendedto protect the Pension Benefit GuaranteeCorporation (PBGC) in caseswherethe PBGC 
must assumea plan’s unfunded liability in a “distress terrnination”.4 

SubparagraphIRC § 412(b)(5)(A), which addressesthe interest rate to be usedto 
determinethe Current Liability, requiresthat the interestrate used for minimum funding 
purposesbe “consistent with the rate or ratesof interestusedunder the plan to determinecosts.” 
Subdivision IRC $ 4 12(b)(5)(B)(i) requiresthat the interest rate usedto determinethe Current 
Liability differ only if the “rate of interest useelunder the plan to determine cost is not within the 
permissiblerange”. And finally, subparagraphIRC 9 412(b)(S)(B)(iii), which imposesspecific 
requirementson the interest rate usedto determine the Current Liability, acknowledgesthatthis 
provision is an exception to the generalrule concerninginterest assumptionsusedfor minimum 
funding purposes. 

Not only arethe Current Liability provisions inapplicable to the measurementof a 
segmentclosing adjustment,but theseprovisions are in direct conflict with paragraph9904.412-
40(b)(2) of the CAS.’ 

Point # 3: “The return on equity investments has been extraordinary iu recent years and 
this reducesthe expectation for equity retwas in the future.” 

The equity markets havebeen experiencinga prolonged period of high returns. 
Conventionalwisdom leads many people to expectthat equity returns will eventuallymoderate.I 
note that the setof actuarial economic assumptionsusedto value the BCBSMA plan includesa 
CPI assumptionof 3.5% which indicatesthat the overall set of assumptionsis not overstatedby 
the underlying inflation assumption. Conventional wisdom also holds that any fall in the return 
on equitiesdue to a rise in the annual inflation will be offset or at leastmitigated by rising yields 
on corporateand government securities. 

’ Similar to a third party insurer, as discussed under Point # 4, the PBGC valuation implicitly charges a 
“risk premium” to cover any adverse investment results. Furthermore, the unfunded liability assumedby the PBGC 
can only be covered by Government Securities and therefore the higher returns of corporate equities and bonds are 
not included in the PBGC interest assumptions. 

5 IRC !j 412(b)(5)(B)(iii): “Assumptions. Notwithstanding subsection (c)(3)(A)(i), the interest rate used 
under the plan shall be­

(1) determined without taking into account the experience of the planand reasonable expectations, but 

(II) consistent with the assumptions which reflect the purchase rates which would be used by insurance 
companies to satisfy the liabilities under the plan.” 
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As expectedduring this period of high equity returns, the BCBSMA pensionfund has 
experiencedaverageinvestmentreturnsfar in excessof the 8.75% interestassumption. 
Paragraph9904.412-50(b)(4)of the CAS requires that “[alctuarial assumptionsshall reflect 
long-term trendsso asto avoid distortions causedby short-term fluctuations.” In frtct,asmarket 
condition changein the future, it canbe anticipated that during somefuture perio;:!:;the fund’s 
investmentreturnswill be lessthan the assumed8.75% rate. No evidencehasbeenpresentedby 
BCBSMA or their actuaryto demonstratethat 8.75% no longer representstheir “best-estimate” 
of the expectednet result of mture market upturns and downswings.” 

While their observationis consistentwith the conventional wisdom, it doesnot indicate 
whether the “best-estimate” actuarial interest assumption usedby BCBSMA andits actuaryis too 
high or too low. Nor doesthis theoretical argument presentnearly ascompelling a casefor the 
appropriateinterestrate, astheir consistentrepresentationof 8.75% astheir “best-estimate”for 
1998and immediately precedingyears. 

Point # 4: “If BCBSMA were to purchase non-participating, guaranteed annuities for all 
remaining segment liabilities, the annuity purchase cost, discounted to January 1,1998, 
would become the segment liability.” 

The BCBSMA pensionplan trusteesmay elect to irrevocably settlethe pensionliability 
for the Medicare segmentby purchasingan annuity contract or contractsfrom an unrelatedthird 
party insurer. If sucha settlementwere to be made, the purchaseprice of the annuity contract, 
adjustedfor any participation rights, would then be used to determined the liability following the 
guidanceof the last sentenceof subparagraph9904.413-5O(c)(12)(i). In sucha case,the purchase 
price might be higher than the actuarial liability determined under the first sentenceof 
subparagraph9904.413-5O(c)(12)(i) becauseBCBSMA would be paying the third party insurer a 
profit margin plus a premium to assumeall risks of the liability. 

By retaining the risks of adverseinvestment performance, BCBSMA hasmadea financial 
decision to managethe ultimate cost of their pension plan and possibly outperform the long-term 
interestassumption,which in combination with the other assumptionsusually hasa degreeof 
conservatism.CAS 412 and 413 provide rules for the measurementof pensioncostsand 
liabilities that are not dependenton hypothetical financial managementdecisionsthat may or may 
not be madeby a contractor. Therefore, unless an annuity is purchasedto settleall liabilities, for 
purposesof measuringthe segmentclosing adjustment, the liability shall be measuredusing the 
“best-estimate” long-rangeinterestassumption that is usedto fund the plan. 

Pleasecontact me at (4 1O)-786-6381 if you have any questions. 

6 Paragraph 9904.4 1240(b)(2) of the Cost Accounting Standard: “Each actuarial assumption used ta 
measure pension cost shall be separately identified and shall represent the contractor’s best estimates of anticipated 
experience under the plan, taking into account past experience and reasonable exwctationg.” {Emphasisadded) 
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Based on the actuarial valuation reports prepared by the actuary for BCBSMA, a 
comparison of the yield on pension fund assets, the interest and mortality assumptions used to 
determine the actuarial accrued liability under the cost method used to value costs for CAS 
purposes and ERISA tiding, the Current Liability interest rate and mortality table, and the 
SFAS 35 Present Value of Accrued Benefits interest rate and mortality table is as follows: 

Mortality Table 

I Post-RetirementCOLI 11 

ISalaryIncrease 

InvestmentYield 
Annual 
5-Year Average 
1O-Year Average 

Interest Assuqtion: 
Funding Purposes 

Actuarial Assumptions 

1992 1993 1994 1995 

86 Projected Experience 83 ZkoupAn 
1 I 

3.00% 

5.50% 

11.66% 
10.27% 
10.13% 

8.75% 

6.50% 
PBGC 

7.62% 
7.00% 
7.62% 
6.35% 

7.62% 

8.75% 8.75% 

7.25% 7.25% 
83GAM 83GAM--l-i 

7.36% 7.17% 
7.36% 7.17% 
7.36% 7.17% 

6.09% 

7.36% 7.17% 

I 3.00% I 3.00% I 3.00% I 3.00% 

( 6.00% 1 6.00% 1 6.00% 1 5.50% 

8.64% 12.39% -1.75% 21.74% 
9.98% 10.37% 7.37% 10.55% 

11.41% 10.63% 9.78% 10.27% 

/ 8.00% / 8.00% 1 8.00% / 8.75% 

Lump Sum Valuation / / 1 &5?hI yg 

Current Liability 
RangeMaximum 9.26% 8.88% 8.17% 7.93% 
Full Funding Limit 8.25% 8.00% 7.50% 7.00% 
IRC 0 412(l) Exempt n/a n/a n/a 7.93% 
RangeMinimum 7.58% 7.25% 6.68% 6.55% 

SFAS 35 PVAB 1 8.25% 1 8.00% 1 7.50% 1 7.93% 

1_/3.00%is the maximumCOLI permitted 6-vtheplan. 

-

I 
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