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REVIEW OF FEDERAL EMPLOYEES' HEALTH BENEFITS
PROGRAM

THURSDAY, AUGUST 10, 1972

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON POST OFFICE AND CIVIL SERVICE,

SUBCOMMITTEE ON RETIREMENT, INSURANCE,
AND HEALTH BENEFITS,

Washington, D.C.
The subcommittee met, pursuant to notice, at 9:30 a.m.2 in room 210,

Cannon House Office Building, Hon. Jerome R. Waldie (chairman
of the subcommittee) presiding.
Mr. WALDIE. The subcommittee will come to order.
We are continuing our hearings on review of the Federal employees'

health benefits program with particular emphasis upon the manner
by which the Blues utilize the 4.5-percent maximum of premium that
is available to them for administrative charges.
They are using, rather than the total available to them, I think 4.4

percent, somewhat less than the total amount that is available for
administrative purposes; and we will also examine the list-charge
moneys, which are in excess of $5 million, as to how those moneys are
accounted, as to how they are used, and as to whether they are in fact
needed as a cost of the program to the employee and the Government,
who pays the premium benefit.
In this inquiry, we will be particularly interested in how closely

the Blues have complied with their restraints that are stated in their
policies as to the expenditure of funds that are attributable to admin-
istration of these programs.
We will also examine how they spend moneys for administration

and how closely it complies with other restrictions on Federal con-
tractors. It is not my belief at the present time that there is any vio-
lation of the contract that the Blues have with the Civil Service Com-
mission; but it is my opinion at the present time that that contract is
so miserably, poorly drafted that there are no restraints that are
enforceable if the necessity for restraint exists on the part of the Gov-
ernment, who contracted on behalf of the employees, the restraints that
may or may not be in existence in terms of the Blues' administration
practices.
So the hearings will essentially cover the question of do the Blues

spend their money, which they utilize for administrative purposes,
wisely; is there a pattern of restraint that is discernible or is there a
pattern of lack of restraint in that portion of the contract. That
might give us some indication of what problems exist in this contract.

(1)
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We will also again examine what they do with the risk charge if
the risk charge in fact is being expended for the benefit of the em-
ployees, who are paying the premium, and for the benefit of the Fed-
eral employees' program. And then we will review, once again, the
question of how accurate the Blues have been in their projections of
anticipated profit or loss upon which a request for increases has been
Medicated.
It is my own personal conviction, subject to being disabused of that

opinion, that inaccuracy has been extreme and that the inaccuracy on
the part of the Blues in projecting loss upon which permanent in-
creases would be predicated has not been checked in any way, or re-
strained in any way by the Civil Service Commission; and in my
view, the Civil Service Commission, if this opinion is correct, has been
extremely remiss in being able to exercise any check or restraint on
these figures.
The continuing impression is that the Civil Service Commission does

not really administer this program but simply accepts all the deci-
sions that the carriers—in this instance, the Blues—make.
When we are concluded with the inquiry involving the Blues—and

I might add, I do not want to leave the impression that where prob-
lems exist, they exist only in the contracts which the Civil Service
Commission has with the Blues—we will then proceed with Aetna,
which is the other nationwide carrier, to determine whether their con-
tract and their performance in any way differs significantly from that
of the Blues.
I will be asking the representatives of the Blues questions that were

prepared by the General Accounting Office to which answers were
given in the last hearing, but properly at that time the information
that was necessary for full answers was not available, and perhaps it
now is.
In that regard, I want to call Mr. Bernard Tresnowski.
Mr. Tresnowski, would all of you gentlemen like to come up

together?
• Mr. TRESNOWSKT. Yes.
• Mr. WALDIE. Mr. Tresnowski is senior vice president of the Blue

Cross Association: Mr. Ryan, senior vice president of the National
Association of Blue Shield Plans; and Mr. Joseph Harvey, vice presi-
dent of the Federal employee program.
Gentlemen, I don't know if you have before you the committee

hearings, part 2, February 23, April 26 and 27, 1972.
Mr. TRESNOWSKI. I have a copy of it.
Mr. WALDIE. If you will turn to page 201, I will read the question

again for the reporter's convenience, that was set forth in this tran-
script at that page.

• I would like to go over several questions that were asked of you at
that time, and ask them again on the basis of information you may
have acquired.
We noted that the administrative cost for the Blue Shield plan for

the Richmond, Va., office seemed to increase quite significantly from
calendar years 1966 and 1970.
Examples of such administrative cost increases are—and let me just

go over three of them.
(1) Executive operation increased during that period of time from

$2,543 to $45,220, or a percentage increase of 1,178.
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The question that I want to ask on each of these items is, what are
the reasons for such large increases, particularly executive operation,
data processing, and office service operation.
In data processing it increased in that period of time from $5,990

to $129,254, or a 2,057-percent increase; and office service operations
an increase from $6,758 to $108,171, or a 1,500-percent increase.

These are increases that are paid from the administrative costs that
you are permitted to utilize up to 4.5 percent of what the premium has
paid. So we are concerned as to why such a tremendous increase in
those figures.
Can you tell me what the reason for those increases in that office

were?
Mr. TRESNOWSKI. Mr. Waldie, we did have a prepared statement to-

day, which will cover these matters in a direct sense or an indirect
sense.
Mr. WALDIE. If you prefer to, you may proceed with that.
Mr. TRESNOWSKI. Well, I can answer this particular one.
Mr. WALDIE. All right.
Mr. TRESNOWSKI. At the time of the last hearing when this question

was posed, you will recall we weren't prepared, and we submitted for
the record, which is contained on page 205 of that hearing-, that we
pointed out that the outside audit of the written plan had not been
conducted at that time.
Such a review of these administrative expenditures is in process

now, but it is not available at this time to explain these differences.
In addition to examining these trends in the Richmond plan, we are

examining seven of our large FEP plans. We hope to have that from
the General Accounting Office.
Mr. WALDIE. In your answer on page 205, you indicated that a re-

view had not been made by the association, but an audit was recently
conducted by the Civil Service Commission and that you were cur-
rently evaluating the Civil Service Commission findings. Can you tell
us your evaluation of those findings?
Mr. TRESNOWSKI. That is what I am talking about. Those are just

now beino-
b 

concluded.
Mr. WALDIE. I would appreciate your supplying us with that in-

formation. Could you tell us when we might expect that?
Mr. TRESNOWSKI. Well, that should be within the next week or 10

days.
Mr. WALDIE. Now we will leave off that for a moment and go to your

prepared statement.

STATEMENT OF WILLIAM E. RYAN, SENIOR VICE PRESIDENT,
NATIONAL ASSOCIATION OF BLUE SHIELD PLANS; ACCOMPANIED
BY BERNARD R. TRESNOWSKI, SENIOR VICE PRESIDENT, BLUE
CROSS ASSOCIATION; AND JOSEPH E. HARVEY, VICE PRESIDENT,
FEDERAL EMPLOYEE PROGRAM, BLUE CROSS-BLUE SHIELD

Mr. RYAN. Thank you, Mr. Chairman.
As you requested in your letter of August 2 to Mr. Harvey, we are

here to discuss questions you have asked regarding Blue Cross and Blue
Shield's administration of the Federal employee program.
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We are committed to the goal of improving administration and we
believe our overall performance and strong acceptance by Federal
employees bear this out.
Through our testimony today, we wish to accomplish three things:

First, to reply directly to your questions; second, to show clearly that
Blue Cross and Blue Shield administration of the Federal employee
program is being monitored in a reasonable fashion; and, third, to
set 'the administration of the program in the proper perspective so
that a realistic evaluation can be made.
The Federal employee health benefits program has been a unique and

highly successful program. Participation in Blue Cross and Blue
Shield coverage has grown each year as more Federal employees have
chosen the service benefits program in competition with programs of
other carriers during open enrollment seasons.
Today, more Federal employees and their families have Blue Cross

and Blue Shield than are enrolled with the other 37 carriers combined.
Effectiveness of the operation of the program is found in the fact

that Blue Cross and Blue Shield administrative costs, which are subject
to audit, have stayed under the allowable 4.5 percent of subscription
income.
Mr. WALDIE. May I interrupt just occasionally.
Subject to audit under what provisions? Under the contract?
Mr. RYAN. The contract gives certain rights of audit. We also have

imposed upon ourselves certain obliaations of audit, Mr. Chairman.
Mr. WALDIE. But the independent audits are conducted by whom?
Mr. RYAN. The independent audits are conducted by the plan's

certified public accountants.
Mr. WALillE. Does the contract provide that the Civil Service Com-

mission has the right to conduct audits?
Mr. RYAN. To the best of my knowledge. it does, I believe.
Mr. WALDIE. And how often does the Civil Service Commission con-

duct audits?
Mr. RYAN. I don't have that information.
Mr. Harvey?
Mr. HARVEY. The Civil Service Commission. Mr. Chairman, con-

ducts an ongoing- audit program which, over the past several years,
has involved audits of perhaps 12 to 16 plans per year.
Mr. WALDIE. Do they audit your operation, Mr. Harvey?
Mr. HARVEY. Yes, sir.
Mr. WALDIE. How long have you been audited?
Mr. HARVEY. In terms of the Civil Service Commission's issuing an

audit report on the national association's operations, I think there has
only been one official report issued.
Mr. WALDIE. When was that?
Mr. HARVEY. My recollection is about 1964.
But in addition to that, the Civil Service Commission auditors are

continually involved in examining our records.
Mr. WALDIE. And do they make reports of their results of that audit?
Mr. HARVEY. Whenever any problem situation is encountered, the

Civil Service Commission calls it to our attention immediately.
Mr. WALDIE. But do they make a report on what they find that would

be available to this committee?



Arr. HARVEY. Well, I would presume, sir, that anything that is called
to our attention would be available to the committee.
Mr. WALDIE. Well, I just hope your assumption is correct.
What was the result of the official report in 1964? Is that the last

official audit, then, of your operation?
Mr. HARVEY. It was the last time an official report was issued; yes, sir.
Mr. WALDIE. Was it also the first time?
Mr. HARVEY. Yes, sir. To the best of my recollection.
Mr. WALDIE. You can proceed.
Mr. RYAN. We in Blue Cross and Blue Shield return approximately

95 cents of every dollar in benefits—an enviable record.
We believe that the questions you have raised should be considered

in the light of these figures. Furthermore, it should be noted that the
Federal employee program is a massive program that pays $700 mil-
lion annually in claims; that processes 6,700,000 claims a year; that
involves 145 Blue Cross and Blue Shield plans across the Nation; and
that serves more than 5 million Federal employees and members of
their families.
We would also like to point out that Blue Cross and Blue Shield

have been in operation together for 35 years. We created this concept
of hospital and medical prepayment at a time when many did not
believe it was possible.
Since that time, despite increasing competition by commercial health

insurance carriers, we have been the leading and most innovative force
in this very complex area of financing health care.
We are in daily, face-to-face contact with large, national accounts—

such as the motor, steel, and communications industries—all of which
are deeply concerned with cur administration of their health care
dollars.
We have met that competitive test and have responded to their con-

cerns in such a way that seven out of the 10 largest corporations in
America have Blue Cross and Blue Shield protection.
We believe that this is testimony of our effectiveness, but we are well

aware that the financing and delivery of health care are subject to
powerful forces of socioeconomic change. We know we must seek con-
tinual improvement of our coverage, our claims administration, our
service to subscribers, and our cost containment efforts.
The answers to the question you have posed, we believe, will docu-

ment our ongoing efforts to merit the confidence shown in us.
To save the time of this committee, we have grouped the questions

into five categories and will comment on each of them in the following
order: administrative practices, cost control; usual, customary and
reasonable charges; corporate expense allocations; and the cost of
meetings.

Questions have been raised about the cost of electronic data proces-
sing in the Federal employee program claims processing costs in a
program as complex as the Blue Cross and Blue Shield Federal
employee program must be evaluated in terms of the total program,
rather than being related to isolated aspects of processing costs in
individual plans.
For example, some plans may be in the process of building up EDP

capabilities. Their costs will be higher when compared with a plan that
has already gone through a similar effort.
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The record shows that the number of total claims increased from
2,730,000 in 1966, to 6,758,000 claims in 1971. Total administrative
expense increased from $10.3 million in 1966, to $32.1 million in 1971.
This represents a 26.1 percent increase in the per unit cost of claims
processed during this period.
During the past several years, there have been other significant

developments in addition to the increased claims volume which in-
creased our administrative costs. Utilization and peer review activities
have been intensified. Cost control programs have been implemented.
The usual, customary and reasonable charge program has required

more complex and precise administration. The addition of outpatient
X-ray and laboratory, as well as medical emergency benefits, have
generated low dollar volume claims that require the same processing
costs as more expensive procedures.
A requirement to coordinate benefit payments where duplicate cover-

age existed has added another administrative task. There is little
doubt in our minds that without improved EDP processing capabili-
ties, the administrative cost burden would have been greater.
As far as updating of EDP facilities is concerned, this is required in

most large business operations. In EDP technology, the cost-benefit
ratio on new equipment has been firmly established. For example, the
IBM 370 system does approximately the same job as the IBM 360
system, but does it more reliably, it does it faster, and it does it at a
lower cost.
We know of no directly comparable indicators in other sections of

the Nation's economy that would provide appropriate comparisons
with increases in FEP administration costs.
Mr. WALDIE. May I interrupt you there?
Mr. RYAN. Yes, sir.
Mr. WALDIE. As one possible appropriate comparison and a compa-

rable indicator, has Aetna experienced the same relative increases in
administrative costs that the Blues have?
Mr. RYAN. I would think in the overall processing of this kind of

claims operation—and remember that our claims operation, dealing
directly with physicians, hospitals, and the other facets of it, is some-
what different from commercial; but I would think in the volume of
claims, in the increase in machines and mechanized approaches to
claims processing—all insurors would have incurred somewhat the
same increases.
Mr. WALDIE. We should be able to quickly ascertain that by deter-

mining whether their increase in percentage of administrative cost
that they use has been the same as yours.
Mr. RYAN. I would only caution, Mr. Chairman, that again our type

of claims processing is somewhat different.
Mr. WALDIE. The type is different, but the process you are talking

about is the same as 
Mr. RYAN. Not really. I think if we are doing a unique-type job with

providers into all of the other aspects of utilization review, peer re-
view, usual and customary determination, I think that would make a
significant difference in the type of processing and the volume of indi-
vidual operations that would be involved.
Mr. WALDIE. Is yours the same as the medicare program?
Mr. RYAN. Not entirely.
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Mr. WALDIE. But you say it compares favorably with the medicare
program.
Mr. RYAN. Well, I think because it is a comparable program.
Mr. WALDIE. Is it as comparable to medicare as it is to Aetna?
Mr. RYAN. I think it would be more comparable to medicare in

terms of the functions that would be performed in claims processing.
Mr. WALDIE. My recollection is—and I don't have the figures before

me—that Aetna's administrative costs have increased far less in lati-
tude than has yours.
Mr. RYAN. Well, as I say, I don't think they have had the same

change in their claims processing and, frankly, in their product, as
we have had over a period of 4 or 5 years; plus the additional burden
of the outpatient benefits, the high-volume benefits, and so forth.
Mr. WALDIE. All right. Please proceed.
Mr. RYAN. It is of interest to note, however, that the Federal em-

ployee cost-per-claim process increase of 26.1 percent from 1966 to
1971 compares favorably with the medicare program administered by
us and commercial carriers.
The increase in EDP costs are the result of efforts to process claims

more promptly and more effectively. Had Blue Cross and Blue Shield
EDP capacity not kept pace with the increase with the number of
claims processed, our claims service to Federal employees would have
deteriorated to an unacceptable level. Added EDP costs have been
accompanied by improved capabilities to process claims promptly and
accurately.

Contracts for claim processing services have been necessary for
essentially the same reasons as EDP updating. Software develop-
ment—that is, EDP programs to process claims—is less expensive
when purchased from an EDP consulting firm where the software has
already been developed and the cost to additional purchasers is less.
With regard to your question on the use of outside consultants-,

this occurred in a plan which was undergoing internal reorganization.
A management consulting firm, well recognized in its field, was em-
ployed to conduct a "total management review" of the plan.
Through June 30, 1972, the cost of the consultation services have

totaled approximately $866,000. These costs have been allocated to the
various lines of business conducted by the plan on the same basis as
other indirect overhead costs are allocated. Through June 30, 1972,
the allocation of the Federal employee program has been $38,936,
some 4.5 percent of the total.
Mr. WALDIE. The 4.5 percent of the total is the cost allocated to

various lines of businesses conducted by these plans. •
All direct overhead costs are allocated, in terms of the FEP pro-

gram, at 4.5 percent.
Mr. RYAN. In this individual plan, they allotted responsibility to

the Federal employees program based on this percentage of that
plan's operation.
Mr. WALDIE. I understand that. But I am referring to the second

sentence in that paragraph: "These costs have been allocated to the
various lines of business conducted by the plan on the same basis as
other indirect overhead costs are allocated."
And the question is, "Are other indirect overhead costs allocated

in the FEP program on the basis of 4.5 percent of the total ?"
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Mr. RYAN. I would only be making a judgment based on premises
if I said yes; and I am not that well acquainted with this situation.
Mr. WALDIE. Well, what plan are we talking about? We are not

talking about Mr. Harvey's operation.
Mr. RYAN. No. This is an individual Blue Cross and Blue Shield

plan.
Mr. WALDIE. And does it differ from time to time as to how they

allocate the cost?
Mr. RYAN. Depending upon the overall involvement of FEP as put

into comparison with the—we have plans where 30 percent of 
Mr. WALDIE. Well, this 4.5 percent, then, am I able to assume that

in this plan, the FEP program comes to the 4.5 percent of their
business?
Mr. RYAN. I think it is a logical assumption but it is not one that I

can firmly establish for you at this point. This is a logical assumption
at least—if they would make a differentiation between 
Mr. WALDIE. Well, perhaps Mr. Harvey can answer that.
Mr. Harvey?
Mr. HARVEY. No; I cannot.
Mr. WALDIE. You see, one of the basic questions that plagues me is

my inability to clarify in my own mind whether the FEP program—
because of lack of monitoring on the part of the Civil Service Com-
mission—has been assigned the burden of administrative costs of
other plans that are being administered by these particular Blue,
Cross/Blue Shield. This would be the reason for this series of ques-
tions. We have to pick up 4.5 percent of the FEP program, of that
management review, and I am questioning two things: Did we want
to pick it up—this is a bit of concern. We had to pick it up. T suppose,
under the contract. Second, did we pick up our fair share? You can't,
tell me that now because you don't know what 4.5 percent of the total
means.
Mr. RYAN. Well, I think we can assume that, they have abided by

the accounting diagram. I think Mr. Tresnowski said that there is in
progress or has just been completed an audit of this and I would think
at that point—
Mr. WALDIE. Well, I don't mean to be cynical. I don't want you to

interpret this comment as such. But, my conviction is that there have
been too many assumptions that have been made that have, not been
accurate. We now question the assumptions when we find them being
made. And I will get into that on questioning after the statement, as
to the assumptions you have made projecting loss but we ought to
now be very careful in accepting your assumptions.
So I would appreciate if you would provide for the committee the

manner by which the 4.5 percent allocation of the cost of that manage-
ment contract was referring to the Federal employees program.
Mr. HARVEY. We would be glad to do that.
Mr. WALDIE. Please proceed.
Mr. RYAN. During 1971, the plan's total administrative expenses

were reduced from 1970 levels by more than a million dollars. This
reduction was accomplished primarily through adoption of recom-
mendations of the management consultant firm. and Federal employee
program is among those who have been benefitted from this saving.
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Since the administration of the Federal employee program is inte-
grated with administration of the plans' other lines of business, FEP
has benefited in proportion with other lines of business.
With regard to assuring proper benefit payments, Blue Cross and

Blue Shield are always concerned with benefit administration in each
of our accounts. It is imperative that subscribers receive all the benefits
to which they are entitled. At the same time, it is equally as important
to all subscribers, for Blue Cross and Blue Shield, to be certain that
benefits for any member or participant do not exceed the terms of the
contract.
In accomplishing equitable administration in FEP, we have an on-

going program of performance audits intended to assure that correct
benefits are being provided at the local plan level.
To be more specific, proper benefit administration under FEP is

assured by the following:
No. 1, an administrative manual which all plans are required to

follow in claims administration;
Second, advice and counsel from FEP office in Washington which

assist plans in interpreting the contract, the manual, and in the ad-
judication of specific claims;
Third, annual claims workshops held by the associations for the

training of plans, claims personnel;
Fourth, annual FEP audits which are required of each plan to guar-

antee that it has conducted its FEP activities properly; and, No. 5,
override audits which are conducted for the national associations by
a recognized public accounting firm to verify the findings of the plans
local audits.
Mr. WALDIE. Those overriding audits; is that material also on file

in your office ?
Mr. HARVEY. Yes, it is.
Mr. WALDIE. And it, too, is available if the subcommittee would

desire it?
Mr. HARVEY. Yes.
Mr. RYAN. In the area of cost control, we are proud of our efforts

in this respect but believe we can and must do better. It is important
to recognize that our utilization of review and peer review activities
only reach the tip of the iceberg in their total impact on costs.
There is a deterrent effect when it is known that these activities are

being carried out and the educational efforts of utilization review
establish community standards for care that have a long-lasting
impact.
We can cite a sample of five representative Blue Shield plans in

which savings of over $3 million were realized last year through
utilization review, peer review, and usual, customary, and reasonable
charge program administration. These figures represent all lines of
business in these plans, and it is difficult to break out the Federal
employee savings without spending a significant sum on research.
We have long been the leader in developing ways to reimburse and

audit hospitals and other providers, and we are maintaining that
leadership.

Prospective reimbursement—which means negotiating a rate of pay-
ment in advance and forcing an institution to live within a budget—
shows great promise as a way of controlling cost.
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Currently, 14 Blue Cross plans are using that approach and the
early results are encouraging.
Rhode Island, for example, reports a saving of $5 million last

year. A third of our plans will implement significant changes in re-
imbursement in one form or another this year.
Blue Cross and Blue Shield are also working in the area of alter-

native delivery systems. Specifically, we are helping to establish
HMO's, and right now, plans offer that approach along with the more
traditional benefits, permitting individuals to make a real choice of
the kind of care he wants.
The move to new ways of financing and delivering care has come of

age. We are conducting a demonstration collaboratively with the
Group Health Association of America on how to develop an HMO
with minimum resources and time in Rochester, N.Y. Other collabo-
rative efforts are also underway.
In regard to hospital utilization review, several approaches have

been implemented. For example, in Pittsburgh, the hospital utiliza-
tion project has been operating since 1963.
Blue Cross of Western Pennsylvania has been an important partic-

ipant in this program which provides meaningful data in the form
of• comparative reports and profiles on hospital use to aid activities
in utilization review activities. Numerous other plans are involved
in similar programs.

Inspired by this and other local efforts, the Blue Cross Association
developed a cost containment package for local use bearing on utiliza-
tion review, areawide planning linkages, and incentive reimbursement.
In previous testimony before you, we reported on the series of

meetings we have held, and are continuing to hold with medical and
institutional organizations on the need to contain health care costs.
As a result of these meetings, positive steps have been taken by the

medical profession. Specialty organization newsletters, the American
Medical News, and medical journals have called for the help of phy-
sicians to demonstrate a turnaround in utilization trends.
Dr. McWhorter, in a Presidential memo, published by the College of

American Pathologists, expressed concern over the rising volume of
laboratory services and urged his colleagues to carefully assess the
types and volume of tests being ordered.
The American Society of Internal Medicine conducted an educa-

tional campaign to contain the utilization of outpatient X-ray and lab-
oratory services.
The American College of Surgeons carried in its newsletter an ar-

ticle headlined, "Blues Study Cost Squeeze in Federal Employment
Program." All physicians, regardless of specialty, were urged to work
"to find solutions for rising health care costs by way of cost controls
and reasonable utilization."

Finally, the Joint Commission on Accreditation of Hospitals, at our
request, took steps to avoid duplication in the hospital of valid diag-
nostic X-rays and laboratory tests done outside. The Commission
issued a statement reiterating its position that valid laboratory tests
performed outside the hospital need not be repeated.
It is, of course, difficult to measure specifically the dollar savings of

any educational efforts. The impact was definitely favorable and we
feel obligated to continue these efforts for the benefit of all our
subscribers.
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We might add that cost containment is not a late development with
Blue Cross and Blue Shield. These efforts have been underway for
some time. For more than 5 years, Blue Shield has been involved in
the development of utilization review.
In 1969, in response to the need to make maximum use of health

care dollars, the National Association of Blue Shield Plans adopted
criteria by which utilization review performance can be measured.
These criteria are based on four essential elements: Prevention, detec-
tion, correction, and accountability.
For Blue Cross, utilization review is the process of examining the

efficiency of institutional use, the appropriateness of admission, serv-
ices ordered and provided, length of stay, and discharge practices on
both a current and retrospective basis. Operationally, it is a control
system.

Several systems and programs have been developed and plan im-
plementation has begun. These include a health responsibility pro-
gram, claims and utilization review program, and health data infor-
mation systems, and educational programs.
We would like to answer your inquiry regarding our usual, custo-

mary, and reasonable charge—UCR—program by making three key
points:

First, it is true that in the usual, customary, and reasonable charge
program there has been an increased cost because we have a different
product.
It must be clearly understood that the intent of the usual, custo-

mary, and reasonable method of providing payments of benefits is to
assure a paid-in-full program for Blue Shield subscribers regardless
of income.
This is in direct contrast to the intent of the old service schedule

programs where a commitment to paid-in-full was delivered origin-
ally to those subscribers using participating physicians and having a
family income of $6,000 or less per year. Later in the program, the
income ceiling was raised to $7,500.

Second, the administration of a usual, customary, and reasonable
charge program requires the maintenance of individual physician's
profiles, the updating of customary ranges of professional fees by
economic area, and a mechanism for evaluating the need for reason-
able professional judgments when physicians' fees exceed either of
these parameters.
These certainly add to the administrative costs, but they provide the

kind of protection which most Federal employees need and are will-
ing to purchase.

Third, the Civil Service Commission itself requested in the mid-
sixties a paid-in-full program available to all Federal employees.
This paralleled demands by major segments of our industrial market.
Therefore, Blue Shield developed the UCR program which would
satisfy the needs of our purchasers in all segments of the private
market.

Since the inception of usual and customary fee programs, there have
been continuing discussions about the advisability of returning to fee
schedules.
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A key program is to find a fee schedule which will encompass suffi-
cient physicians in varied specialties to have an effective program,
neither overpaying some physicians, nor underpaying others.
If we were to return to a $7,500 service benefits schedule, an unde-

sirable situation would develop for Federal employees in terms of a
paid-in-full program. For example, we would be able to assume pay-
ment in full only for 31 percent of the nationwide Federal work force.
In the Washington, D.C., area, only 24 percent would be eligible.
Mr. WALDIE. Let me interrupt you there.
Mr. RYAN. Yes, Mr. Chairman.
Mr. WALDIE. Obviously, if you returned to a fee schedule you would

not return to a $7,500 income level.
Mr. RYAN. In all probability; that's right.
Mr. WALDIE. Well, that paragraph says "return to a fee schedule."

If you return to a fee schedule, you would return to an income level
that would reflect the change since 
Mr. RYAN. I think really behind this question is one other comment,

Mr. Waldie.
We would probably return to an income schedule that would cover

approximately the same percentage of people the $7,500 may have
covered 7 or 8 years ago.
Mr. WALDIE. When you had the $7,500, what were the percentages

that were
Mr. RYAN. I really don't know; but I 
Mr. WALDIE. Well, they were obviously an awful lot .higher than 31

percent.
Mr. RYAN. Obviously.
I think the point I was going to make is, if we got back to a fee sched-

ule that would cover that percentage of people, we would be very close
to the total expenditures that you may now be making under usual and
customary.
Mr. WALDIE. Let me ask you one more question in that area.
When you talk about prospective reimbursement as a cost control

feature, I don't understand how you could have a prospective reim-
bursement as a usual, customary, and reasonable fee if you were trying
to return a limited based upon prospective reimbursement and in fact,
your limit is in error.
What happens to the subscriber who finds your error not covering

his medical bill?
Mr. RYAN. I think that particular concept applies more to hospital

types of coverage; but I will ask Mr. Tresnowski, with the chairman's
permission, to comment.
Mr. TRESNOWSKI. When we talk about providers of care, we make a

distinction that the institutional provider that we are involved in ex-
perimentation on incentive reimbursement; that is the prospective.
You don't negotiate with prospective physieians. You do with the
hospitals. You sit down in advance of the fiscal year; you examine
the budget; and agree upon prospective payments, within which the
hospital agrees to operate.
Mr. WALDIE. Do you have fee schedules for hospitals and institu-

tions?
Mr. TRESNOWSKI. No.
Mr. WALDIE. Do you have reasonable fees for them?
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Mr. TRESNOWSKI. No. That is the point. There are a variety of ways

of paying a hospital. You can pay them on their other costs, which is

the predominant way Blue Cross pays today; or in this new approach

which we are talking about, a prospective rating where we sit down

in advance of the year and agree with them on the rate, which you

could call a fee; but the fee would vary, of course, by the ingredients

involved.
Mr. WALDIE. Why could you not do that with the physicians?
Mr. RYAN. I think in effect, Mr. Waldie, what we have said about

usual and customary is that we have developed a profile for physicians.

That physician then has a fee schedule for himself, if you will.
Mr. WALDIE. But I presume that the hospitals also have a type of

program, unless you are talking about the hospitals going on prospec-

tive reimbursement.
Mr. RYAN. I think here we are talking about an institutional orga-

nization, which is different than dealing with 200,000 physicians.

Mr. WALDIE. Are the institutional organizations easier to deal with?

Mr. RYAN. I wouldn't—
Mr. WALDIE. But would the HMO that has a doctor within it be an

institutional organization with the use of prospective reimbursement

for the HMO?
Mr. RYAN. Frankly, I had never thought about precisely that point

of an HMO.
Mr. TRESNOWSKI. That's right. There are certain bills in the Con-

gress today, and there are a couple of committees that reported more

bills; and my knowledge of those is that they encountered the full

range of services, institutional and professional; and, there are a vari-

ety of ways that they can be paid, one of which is a so-called per capita

arrangement, which is prospective payment on the basis of the number

of enrollees within which everybody lives, institutional and medical.

That is one of the devices around the HMO.
Mr. WALDIE. So you don't have to worry about the usual customary

fees as you do under an HMO?
Mr. TRESNOWSKI. You would, depending upon the method of pay-

ment. Per capita is one method of payment. There are other methods;

you can take, for example, the experience of an HMO. I think H.R. 1

has on it for medicare A the area payment, which would be reimburs-

able to the HMO for the medicare beneficiary.
So there are a variety of ways which you can pay an HMO. All are

designed to contain utilization and cost 
Mr. WALDIE. Now, just one further question on the hospitals and

institutions.
When you had the fee schedule for that, as you did for the doctors—

I presume that's 
Mr. TRESNOWSKI. No, no. We predominantly pay hospitals on an

audited cost basis; that is, where they reported a cost to us; we go in
and audit and pay them on that basis. We now talk of prospective
rates, which is negotiated in advance based on past experience.
Mr. WALDIE. Can you tell me why you cannot take options on an

audited basis.
Mr. RYAN. I think when you are talking about professional services

Mr. Chairman, it is very difficult to talk about on an audited cost basis.
Mr. WALDIE. Why

85-525-72 2
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Mr. RYAN. Why? I don't know who has ever put a particular price-
tag on professional services in terms of being able to bargain the cost
of providing a procedure for a judgment in medical terms.
Mr. TRESNOWSKI. Mr. Chairman, I know less about it, so I probably

can answer the question. We are now confronted, for example, with
the prospect of a major drug benefit also anticipated in H.R. 1, and
there we are talking about 50,000 pharmacies and the possibility of re-
imbursement of those pharmacies along the cost base reimbursement
system which, in the case of physicians, we are talking about upwards
of 600,000practi6ing physicians.
I am using the analogy of the pharmacy because there are 50,000 re-

tail pharmacies there are about 7,000 hospitals in this country. We
don't know whether in fact we can do pharmacy reimbursement on a,
cost basis. The last word I had on H.R. 1 that is sitting in Senate Fi-
nance is they are moving away from cost base reimbursement and
going to usual, customary, and reasonable fees for reimbursement of
retail pharmacies only to get around the very serious administrative
problems associated with the prospect of reimbursement.
It is an approach to dealing with the situation.
Mr. WALDIE. All right. You may proceed.
Mr. RYAN. While we continue to develop more sophisticated means

of providing benefits under UCR programs, special attention is being
given to more factual and justifiable determination of proper levels of
payment.
Two of our -major plans, Michigan and Pennsylvania, have devel-

oped techniques related to economic factors within the area, as well as
physician fee charges, in judging proper limits for UCR increases.
At the present time, exclusive of our involvement in medicare part

B and other Government-financed programs, we have more than 20
million people enrolled in usual, customary, and reasonable charge pro-
grams. It is the fastest growing program in Blue Shield because it
meets the needs of the entire employed population, and because we
have demonstrated that effective cost constraints in UCR can be
applied. •
An area of inquiry has been the allocation of corporate overhead to

the Federal employee program, based on the ratio of direct Federal
employee program salaries to total Blue Cross Association salaries.
It is true that BSA allocates corporate overhead in this manner. It

is a generally acceptable accounting procedure based on the standards
of the American Institute of Certified Public Accountants—AICPA.
However, the Federal employee program is not asked to share in any
costs which are not appropriate.
Mr. WALDIE. Now, if you would stop there for just a minute. In

other words, the method by which the FEP allocations of appropriate
administrative cost or appropriate corporate cost is derived from the
percentage of salaries paid to FEP or employees of the association
working on the FEP program to other employees?
Mr. TRESNOWSKI. That's correct. That's Blue Cross Association. It

is an acceptable accounting allocation procedure of the so-called salary
ratio method where you take direct FEP salaries as a percent of over-
all salaries and that's the basis for allocating those selected overhead
costs.
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Mr. WALDIE. And that works out to what percent?
Mr. TRESNOWSKI. I don't know precisely; I think it is in the neigh-

borhood of 4 percent 4.5 or 4.7 percent.
Mr. WALDIE. It has nothing to do with, then, the number of sub-

scribers that the FEP program, compared to the number of subscrib-
ers of the other programs.
Mr. TRESNOWSKI. No, because the national officers are not dealing in

claims-processing environments; we are dealing with an administra-
tive responsibility, and therefore we use the salary ratio method of
allocation.
Mr. WALDIE. And that method of allocation costs of FEP is not the

method followed?
Mr. TRESNOWSKI. Oh, it may well be; yes. In fact, I think it is in a

majority of instances, or in particular allocations. But I can't answer
for any particular plan.
Mr. WALDIE. Well, is there a formula that has application to all

plans?
Mr. TRESNOWSKI. Yes. It is called GAAP ; it is called General

Accepted Accounting Practice. That standard is used in industry and
it states the standards of the AICPA.
Mr. WALDIE. And those standards permit a different allocation?
Mr. TRESNOWSKI. As long as they are reasonable and equitable; yes.
Mr. WALDIE. Would you be able to provide the committee with a

description of the various methods of allocating FEP costs in all the
kinds that are administered in the FEP program?
Mr. TRESNOWSKI. Yes; we can supply that.
Mr. RYAN. The six accounts identified in your question are accepted

accounts of the corporation. They are: Public Relations Advisory Com-
mittee Costs, Travel and Travel Items, Analysis and Programing
for Professional Selling, Advertising, Legal and Employee Relations,
and Welfare.
However, three of them are not charged as corporate overhead or in

any way directly or indirectly charged to FEP. Those three accounts:
Public Relations Advisory Committee, Analysis and Programing for
Professional Selling, and Advertising.
Mr. WALDIE. Now, do I understand that to mean that though we pay

4.5 percent—or whatever that formula works out—of corporate cost,
when the 4.5 percent is computed, the cost of Public Relations Ad-
visory Committee Costs, Analysis and Programing for Professional
selling, and Advertising are excluded?
Mr. TRESNOWSKI. That is correct.
Mr. WALDIE. And why are they excluded?
Mr. TRESNOWSKI. Well, there are a whole set of overhead accounts,

and the overhead accounts are selected for allocation to a particular
program based upon the applicability of that overhead account for
that purpose.
The overhead account is selected because it either has a direct or

indirect bearing on that particular program. And in these particular
cases, advertising clear exclusion under the contracts of the Civil Serv-
ice Commission, as well as the marketing activities.
Mr. WALDIE. What about public relations?
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Mr. TRESNOWSKI. The Public Relations Advisory Committee is con-sidered by the Blue Cross Association as a responsibility, primarily,of our private-market activities, and, therefore, is not chargeable Mr. RYAN. Travel and travel items are allocated to corporate plan-ning accounts, some of which are charged as corporate overhead. Thesame is true for legal services and employee relations and welfare.The basis for selecting corporate overhead accounts for chargingto FEP is that it is an obligation necessary to sustain the corporationand make it available to serve FEP. Not all corporate overhead ischarged to FEP—only those accounts which have a direct or indirectbearing on the activity of the program.
Travel items are restricted to transportation, hotels, meals, and duesin professional organizations.
Mr. WALDIE. May I interrupt for just a moment? There has beensome question raised about liquor bills which we will get into. Doyou include liquor bills as part of meals
Mr. RYAN. I think you were talking about the—
Mr. WALDIE. I am talking about the travel items in terms of Mr. TRESNOWSKI. We will get into that later in our statement inrelation to receptions and luncheons associated with the Federal em-ployee plan.
Mr. WALDIE. On travel items, liquors are not permitted to becharged?
Mr. TRESNOWSKI. No. Liquor is identified as hospitality on our ac-count, when it is incurred.
Mr. WALDIE. Are travel items restricted to transportation, hotels,meals, and dues in professional organizations?
Mr. TRESNOWSKI. Right.
Mr. WALDIE. Liquor is not part of travel items?
Mr. TRESNOWSKI. Yes it is. It is, and it is called hospitality.Mr. WALDIE. OK, so we add another feature in there: hotels, hos-pitality, meals, and so forth.
Mr. TRESNOWSKI. That's right.
Mr. WALDIE. Did we leave anything else out?
Mr. TRESNOWSKI. No;  that's it.
Mr. WALDIE. Now, how are dues, in professional organizations, atravel item?
Mr. TRESNOWSKI. It is just a classification of the expense in a partic-ular account.
Mr. WALDIE. Well, why should it be, is the question I am asking?Why is that a travel item, to belong to a professional organization?The question I am really asking is why should the Federa employeeprogram pay for a portion of the dues in professional organizations?I presume this sentence means they do.
Mr. TRESNOWSKI. Yes, sir.
Mr. RYAN. Right.
Mr. WALDIE. And it does because it is peculiarly under travel itemsaccount, which is assessable to the Federal program.
Mr. TRESNOWSKI. No it is not. It is specifically charged as a duesin a professional organization, and it just happens to be a corporatepolicy to include this under the financial account. It is called traveland others, as a matter of fact, and it has defined in it the inclusion ofexpense for dues for professional organizations.
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As to your question about why, it is corporate policy to pay for dues
in professional organizations.
Mr. WALDIE. Would country clubs be called professional organiza-

tions?
Mr. TRESNOWSKI. No.
Mr. WALDIE. Is it corporate policy to permit country club dues to

be assessable?
Mr. TRESNOWSKI. No; it is not.
Mr. WALDIE. And so there would be no charge assessable against the

Federal employee program involving dues for country clubs?
Mr. TRESNOWSKI. No.
Mr. RYAN. Accepted business practices provide for the payment of

meals, transportation, rental of facilities for meetings, and cost in-
cidental thereto when the purpose of such costs is dissemination of
technical information.
Employee relations and welfare are allowable costs charged on an

overhead basis to Federal employee programs and all line of business
served by Blue Cross and Blue Shield. Again, it is common practice to
provide for employee morale, health and welfare activities, when these
services or benefits are provided to improve working conditions and
employer-employee relations.
The Sunshine Fund is an employee-sponsored fund to which each

employee of the corporation may donate an annual amount of $3
and to which the corporation also makes a contribution. These funds
are used at the discretion of employees for acknowledgments of births,
deaths, and retirements.
Mr. WALDIE. May I interrupt for just a moment? We have a de-

scription of your travel items here. The items include, among others,
dues and fees of social clubs.
Mr. TRESNOWSKI. I am going to look it up, Mr. Chairman.
Mr. WALDIE. Please do.
Mr. TRESNOWSKI. That is correct.

• Mr. WALDIE. So that is not professional organizations.
Mr. TRESNOWSKI. Well, we do include professional organizations.
Mr. WALDIE. But you don't list them.
Mr. TRESNOWSKI. And that is what the dues are. I am not aware of

social clubs.
Mr. WALDIE. Well, that's what it says.
Mr. TRESNOWSKI. Yes.
Mr. WALDIE. It doesn't say anything about professional organiza-

tions.
Mr. TRESNOWSKI. Well, professional organization dues.
Mr. WALDIE. Well, that isn't included.
Mr. TRESNOWSKI. Well, it says "dues."
Mr. WALDIE. It says "dues and fees of social clubs."
Mr. TRESNOWSKI. But I am saying that included in that area are

the dues paid for professional organizations.
Mr. WALDIE. All right. But also included in that are dues and fees

of social clubs.
Mr. TRESNOWSKI. If it is what the definition says yes.
Mr. WALDIE. Well, is that in fact the practice? Are Playboy Club

memberships included as travel and travel items?
Mr. TRESNOWSKI. Not to my knowledge, sir.
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Mr. WALDIE. Can anyone shed any light on that?Mr. RYAN. They are not included.
Mr. WALDIE. They are not, Mr. Ryan?
Mr. RYAN. No. I was talking about the Blue Shield Association.They would not be.
Mr. WALDIE. Would not. OK.
Mr. HARVEY. That doesn't mean, Mr. Chairman, that individualmembers may not maintain their own memberships.Mr. WALDIE. I can appreciate that. Of course not. But they shouldnot be charged against any of the Federal employee programs or anyof the other carriers.
Mr. TRESNOWSKI. Well, there may be costs that may be incurredin connection with their private memberships that they may chargeto the program, or with the account. But the membership in thoseorganizations may be private memberships.
Mr. WALDIE. All right. Proceed.
Mr. RYAN. Regarding the Blue Cross Association Telecommunica-tions 

System, 
your letter indicated total charges to FEP from 1966through 1971 of $3,361,000. The actual charges for the telecommuni-cations system for that period was $3,149,118, a figure more favorableto FEP.

The telecommunications system is used for eligibility checking forFederal enrollees, as well as for other claim processing and any wire
communication among and between Blue Cross and Blue Shield plans.This includes claims verification, administrative messages or other
forms of communication.
The wire system is used for medicare, the Blue Cross Inter-Plan

Bank System—FEP—and centrally certified accounts. The allocationis on a word-count basis except for the Inter-Plan Bank, which is on
a flat charge.
Mr. WALDIE. Now, let me stop you there. What is a word-count

basis?
Mr. RYAN. On the basis of the messages and the content that goes

through the system.
Mr. WALDIE. Is this a written or verbal communication?
Mr. RYAN. No • it is a telecommunications printed system.
Mr. WALDIE. You allocate the number of words that go out from

the FEP account and they pay on that basis?
Mr. RYAN. Yes.
Mr. WALDIE. Do you honestly do it that way?
Mr. RYAN. Well, there is a way in which those accumulations or

statistics are put together
' 
which I am sure is electronically done.

Mr. TRESNOWSKI. The telecommunications system is a Blue Cross
Association system. It is all automatic and it works on this automatic
register.
Well, as our telecommunications people say to me, it is a system un-

touched by human hands.
Mr. WALDIE. What about the telecommunications system. How do

you allocate that?
Mr. TRESNOWSKI. It is on a word-count basis.
What we do is first allocate a flat-rate charge to the Inter-Plan Bank

and then for other uses of the program 
Mr. WALDIE. What does that mean? If they want to use it, they pay

by the hour?
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Mr. TRESNOWSKI. No. It is a flat amount charged to the Inter-Plan

Bank as one user of the system. Beyond that it is a word count for

other users.
Mr. WALDIE. What do we get charged for that?
Mr. TRESNOWSKI. On a word-count basis.
Mr. WALDIE. How much a word are we paying for that?
Mr. TRESNOWSKI. I can tell you that.
Mr. WALDIE. How much did the whole system cost?
Mr. TRESNOWSKI. I will tell you that also.
In 1971, the total system cost $2,454,664, of which the Federal em-

ployee program paid $809,000, which is 32.96 percent of the total,

based upon a percentage on words transmitted at 32.96.
They used 309,948,235 words in FEP, for a 32.9 percent total.
Mr. WALDIE. All right.
If you could count that and compute it on a different basis, would

that account for 4.5 percent. One count is by word. Which count gives

you the different basis in terms of what the FEP put out.
Mr. TRESNOWSKI. Well, it is not the account; it is the function. We

are talking here about a telecommunications allocation. What you do

is you look for a basis of allocation which fairly and equitably allo-

cates that particular function. On a computer you may be using ma-

chine time allocated where you are not dealing with a production func-

tion, an executive function, you lean on salary ratio. It depends on the

particular natural accounts you are dealing with. You look for the

most fair and ectuitable way.
Mr. RYAN. Finally, we would like to discuss the number of FEP

meetings held and their related expenses.
It is a matter of public record that, in the administration of the pro-

gram, Blue Cross and Blue Shield have conducted meetings, con-

ferences, and training sessions for people administering its many com-

plexities. These people work in 145 Blue Cross and Blue Shield plans.
It is necessary to have frequent local, regional, and national meet-

ings for policy development and continuous training in claims admin-

istration functions. Each of the meetings has a specific agenda. Each is

necessary for effective administration of the program; and each is well

documented as to its program results, and associated expense.
These meetings are held at 

program,
which minimize the necessary

travel of Blue Cross and Blue Shield personnel from local plans. They
are held in central locations and in hotels that have indicated they
can provide the room accommodations necessary to fulfill the meeting
objectives.
The facilities chosen contribute to the effectiveness of the meetings

by providing space that is consistent with, and conducive to, a good
training environment.
Furthermore, the practice of holding meetings in hotels rather than

in much more limited office accommodations is consistent with the ac-
cepted practice of industry in general as well as of Government
agencies.
When we extend a measure of hospitality to persons attending the

meetings, it takes the form of receptions and of group lunches. Those
sessions enable personnel from various plans and various disciplines
to exchange ideas and acquaint themselves with methods of operation
in other locations.
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In summary, these meetings are conducted in facilities, and in a
manner consistent with accepted business practice. All meetings con-
tribute materially to the successful and effective administration of
Blue Cross and Blue Shield Federal employee program.
In conclusion, Mr. Chairman, we have continually worked toward

the development and administration of health care prepayment mecha-
nisms that would meet the needs of the public. We have sought to con-
struct and enforce proper administrative practices. We have strength-
ened and will continue to improve our cost containment efforts in
utilization review, and administration of usual, customary and reason-
able charge programs, and provider reimbursement systems.
Blue Cross and Blue Shield have served the Federal employees well

and have been their predominant choice of carrier since the inception
of the program. We will expand benefits and further improve our
administrative practices to continue to justify their faith in us.
Thank you, Mr. Chairman.
Mr. WALDIE. Thank you, Mr. Ryan.
Mr. Hillis, do you have any questions?
Mr. HILLts. I have no questions at this point, Mr. Chairman.
Mr. WALDIE. Gentlemen, let me now go back to the questions that

remained unanswered in the last hearing and I presume the responses
may remain the same. But for the record, on page 202, let me read
question No. 8.
We notice that data processing expenses for the California Physician Service

increased about 10 times from 1969-1970 from about $41,000 to about $440,000
and the cost of processing claims increased by 55 percent during the same period
from $522,885 to $815,238. Consequently we have the following question: What
were the reasons for this substantial increase in the data processing operations?
We understand that a substantial part of the claims processing for the PEP is
still performed on a manual basis.

Would you wish to respond to that or would your answer be the
same as given in previous hearings?
Mr. RYAN. No. As a matter of fact, Mr. Chairman, I have personally

looked into this to some degree.
I think we have to take into consideration what our objectives are:

and they are performance to the subscriber, service, and accuracy of
our claims payments.
I think also we have to understand the environment that exists in

California, and in California Blue Shield in particular. The volume 'of
claims in that plan since just immediately prior to medicare until the
present tme is something in the difference between 25,000 claims a day
and now 180,000 claims a day.
They found themselves in a position 2 or 3 years ago where their

performance was going down and the claims cost was going up so
they weren't able to maintain their heads above water.
They brought in an outside consultant on EDP and systems and

made a contract with them. As a matter of fact, the first contract was
for their medicare and medical business the second contract was for
their private business, which includes the Federal employee program.
They feel that they are not only at a point at this particular point

in time able to handle their business but they are in a developmental
process, developing a system called System 72, which will eliminate
the manual handling of any of the claims processing that they do at
the present time for Federal employees.
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Mr. WALDIE. May I interrupt you at that point?
Mr. RYAN. Certainly.
Mr. WALDIE. At the time that they had the problem, they brought

in the Ross Perot operation
Mr. RYAN. That's right. EDS.
Mr. WALDIE. They brought in the Perot operation to do medicare.

Now, was that in 1969?
Mr. RYAN. I think it was prior to 1969, because the second contract

I believe, was in 1969.
Mr. WALDIE. None of that cost was applied to FEP.
Mr. RYAN. No, sir.
Mr. WALDIE. Were they having the same problems of administering

the FEP program, or was it just medicare?
Mr. RYAN. No I think they felt that if they were able to use a fa-

cility demanding an organization such as EDS, it would relieve them
of that tremendous influx of government programs but, as a matter of
fact, then they began to have the increase in volume in the private
market and felt that they could probably do better, more effective
work.
Mr. WALDIE. But in actuality, did the FEP program break down

out there?
Mr. RYAN. I wouldn't say that it broke down. I think we had sev-

eral complaints from various agencies about subscriber service replies
to correspondence slow claims payments, and so forth.
Mr. WALDIE. Were they more than the usual customary 
Mr. RYAN. Let's say they weren't unique in terms of FEP that

California had a problem which we sought in various other accounts
and, therefore, were quite interested in seeing 
Mr. WALDIE. Did they break down in their other private claims, as

distinct from the medicare and medicaid programs?
Mr. RYAN. Well, if I may, Mr. Chairman

' 
"breakdown," I don't

think is fully accurate. They did have serious difficulties in maintain-
ing the volume of claims that were coming in in the private market.
Mr. WALDIE. Do they use the same equipment to process the FEP

business as they do the medicare and medicaid?
Mr. RYAN. They have an EDP center, as a matter of fact, which is

removed from the main office.
Mr. WALDIE. Did they have to expand it when they executed the

private contract the subsequent year after the first public contract?
Mr. RYAN. I am not sure that I can answer the specifics of what

expansion took place in terms of the hardware. I do know there were
changes in equipment at that time.
Mr. WALDIE. Well, all I know is that in 1969 and 1970 there were in-

creased costs, and those were typical, I presume, to the Ross Perot
contrh,ct, from $19,069 to $141,055. Then another went up to $209,445.
The questions I want to pose, are: No. 1, did they have to go to the

Ross Perot contract to service the FEP contract and, No. 2, are we
in fact picking up some of this medicare and medicaid expense, for
which the equipment was installed?
Mr. RYAN. If I might, I might answer your second question: You

are not.
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The increases which you have experienced in EDP allocation andso forth in California Blue Shield, are not totally due to the increasein the costs of EDP equipment.
Mr. WALDIE. How much of the contract with Perot was assigned toFEP?
Mr. RYAN. I am sorry; I don't have that information. The point Iwas making, if I might 
Mr. WALDIE. Yes; but before you do, would you provide that forthe committee? How much did FEP in 1969 and 1970 increase in cost;how much did FEP pick up in the Ross Perot contract?Mr. RYAN. I think related to that, Mr. Chairman, would be the ob-servation that in talking with the people in the California BlueShield program, one of the major changes which is reflected in thatincrease in cost is the fact that there was a new and more sophisticatedsystem of cost allocation.
As a matter of fact, before the first 9 years of the program, FEPwas not paying its proportionate share as the judge appointed in 1969when they were reviewing it and when the statistics came in wherebywe were able to get better data and have more precise allocation. Andthey said this is a significant variation.
Mr. WALDIE. That could be very easily ascertained.I really want to know how much did we pick up of the Ross Perotcontract for the private business. And I want to know if there wasany reduction in Ross Perot's contract for the public business of BCA.I get the feeling, you see, that they are using the very same equip-ment that they installed to meet a crisis breakdown in the processingof medicare and medicaid claims; and it was installed for that pur-pose; and since the equipment was there, it was decided that the pri-vate sector could utilize it also; and I would presume the contract saidthat Ross Perot elected to receive the extra service of the private sectorand that would retard the increase in the cost necessary to service theprivate sector; and that should not be hard to understand.I can't dispel my present suspicion that we are subsidizing the RossPerot and EDS people for a problem that involves medicare and med-icaid but does not involve in fact the crisis problem.Mr. RYAN. I can assure you that the private system seems to be Mr. WALDIE. We have an analysis done by the General AccountingOffice that has a peculiar situation in it.
In 1967 through 1971, claims were dropping off under FEP—$47,000 in supplementary in 1967.
And in 1971, $40,000; whereas, during that period of time, costswent up from $286,906 in processed supplemental claims in 1967 to$631,667.
Mr. RYAN. That is related only to supplemental claims?Mr. WALDIE. Only to supplemental. And I understand the supple-mental claims were processed manually.
Mr. RYAN. Well, partially processed manually, which is part ofwhat the new system is supposed to correct.
Mr. WALDIE. But most of the processing of the supplemental claimswas done manually.
Mr. RYAN. I believe they told me that the system by which they proc-essed the claims is manual; the methods of payment and data retrievaland so forth—at the present time.
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Mr. WALDIE. Yes. But we are speaking about Ross Perot's cost in
this. Didn't that jump, reflecting Ross Perot's contract? Didn't they
process less claims?
Mr. RYAN. I would think you should be able to get an explanation

for that. I don't have that detail.
Mr. WALDIE. How much was that increase in processing supple-

mental claims—from $286,906 to $631,667—attributable to Ross
Perot's contract?
Mr. RYAN. I will attempt to get that for you.
Mr. WALDIE. Do you have any thoughts on that now, or do you

prefer to wait?
Mr. RYAN. Well, I think it is a very complicated process that we are

operating. In claims administration, the methods and the systems that

you use to process them; the new equipment and the judgments that

you make as to how you can better effect accurate claims payments,

subscriber satisfaction, better data retrieval, and so forth—I don't

happen to be a systems expert; I do and am most interested in the

effects that come out of better systems and better subscriber relations,
and better accounting.
Mr. WALDIE. I only ask the question, again reflecting my concern

that there is no one giving any surveillance or monitoring to the

charges assessed against the FEP. We may very well be being ripped

off by every program of Blue Cross/Blue Shield. These questions are

directed at that possibility.
All right; question 9:
We noted for the Blue Shield plan for San Francisco, California, offi

ce, that

the professional-hospital relation cost has increased from $16,221 
in calendar

year 1966 to $283,482 in calendar year 1970 for a 1,647 percent increase.

Explain to me, then, the increase of 1,647 percent in the San

Francisco office.
Mr. RYAN. The basic reason for that, Mr. Chairman, is the fact that

the allocation of expenses within that particular account in that plan

was almost nonexistent as far as FEP is concerned. They did not

charge, in any realistic relationship, those charges to FEP. When they

put in a new systems program they were able to make a more proper

allocation, and this is when the increased occurred.
Second, of course, I am sure you realize the size of the State of

California and the overall involvement has an effect if you are going

to maintain any medical and hospital liaison.
Third, I believe that California has been one of the Blue Shield

plans which was a leader in utilization review, peer review, and almost

at the county level.
Again, I would reiterate that, in my discussions with the plan, they

have laid the majority of that increase to more proper allocation and
have said that, prior to the date, FEP was not paying an equitable
share.
Mr. WALDIE. I guess it is fair to conclude that the FEP contribution

to the installation of this new system has resulted in higher costs to
FEP; because the system has been undercut.
Mr. RYAN. Perhaps FEP and perhaps other lines of business that

were not getting proper allocation; but, again, it is more effectively ad-
ministered in the State of California and that is the longer goal.



24

Mr. WALDIE. You think now FEP is more effectively administered?
Mr. RYAN. Yes, sir.
Mr. WALDIE. That is an interesting conclusion. I was not aware that

FEP was not being effectively administered. I knew that medicare and
medicaid were not carefully administered. But I was not aware that
FEP was not being effectively administered.
Mr. RYAN. I would hope that that would reflect my view that there

were difficulties in terms of maintaining subscriber service.
Mr. WALDIE. OK. Now, let's get to another old question, bearing in

mind again the reason for these questions is bearing upon the efficiency
of your administration of the FEP program.
One of the criteria that determines your efficiency is your accuracy

in your actuarial projections upon which premium increases are
sought.
I want to review the history of your actuarial projections as you

announced them during the last 2 years and bring us up to date, upon
which perhaps you can draw substantially or disavow my conclusion
that your accuracy is nonexistent.
In December of 1971, Mr. Harvey wrote a letter to all Members of

Congress to the effect that the 1970-71 deficit will be $68 million and
that refusal of the increase in premium rates that was then being
sought—and that was 34 percent, I believe, at that stage—would pu1.
your deficit at $146 million at the end of 1972.
In a February 22, 1972, hearing of this committee, Mr. Ryan said

that he agreed with that deficit amount but that it had now been re-
vised down to a deficit, not of $68 million but of $45 million.
In March—a month later—the Blues announced the deficit had

actually been only $16 million.
In the April 26 hearing, before this committee, Mr. Ruddock re-

vised that estimate down to a $15 million deficit; and now, I under-
stand, the position is that there is not a deficit, but there is a surplus.
Is that right?
Mr. RYAN. When you were talking about the deficit figure, you

were talking about 1971, Mr. Waldie.
Mr. WALDIE. Yes.
Mr. RYAN. The final accurate figure is, I believe, around $15 million.

We were talking about projected, the position of the program at the
end of 1972.
Mr. WALDIE. The deficit is now what for 1971?
Mr. RYAN. $15,353,000.
Mr. WALDIE. And your estimate of that deficit in December of 1971

was that it would be $58 million.
Mr. RYAN. I believe that is correct.
I think that during the course of these hearings, we have discussed

the question of projections in a particular environment, and that en-
vironment was highly out of what we might have expected during the
past year in terms of economics, in terms of health care usage, and
so forth.
Our actuaries made their projections on the basis of the trends that

they read, and what they felt were to be the situations for the rest of
1971, knowing that they were making those projections a year and a
half in advance of the final figures.
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Mr. WALDIE. And they were terribly wrong.
Mr. RYAN. They were wrong, as I think many people were wrong

who happened—
Mr. WALDIE. And at the Civil Service Commission; the people there

were wrong who accepted it.
Mr. RYAN. There were a great many other people who accepted

that, Mr. Chairman.
Mr. WALDIE. There were a great many that did not. We have figures

in the committee that were almost on target.
Mr. RYAN. But there were firms that in substance agreed with the

projections as they were made.
Mr. WALDIE. You said you would end up in a deficit position at the

end of this year. In what way do you estimate the deficit that you
represented to the Price Commission?
Mr. RYAN. I don't remember that we represented a deficit at the

end of this year. I think what we talked about was what our position
was at that particular time and what we felt we would need in order
to bring ourselves back to a zero reserve.
Mr. WALDIE. At that time, the representation to the Commission

was that you needed $60 million or you would go $50 million in the
hole; right?
Mr. RYAN. That is correct.
Mr. TRESNOWSKI. We have prepared for submission to the Civil

Service Commission our estimate through the end of 1972.
Now, we prepared these taking into account a couple of key as-

sumptions. I will tell you what our estimate is and then I would like
to tell you what our assumptions are.
Mr. WALDIE. Fine. What is your estimate?
Mr. TRESNOWSKI. Our estimate is that the gain for 1972, that is the

underwriting gain, would be $64,225,000.
The assumption that we make 
Mr. WALDIE. Now, just supposing that had been your estimate

before the Price Commission of a $50 million loss.
Mr. TRESNOWSKI. We didn't project a loss through 1972.
Mr. WALDIE. How far did you project the loss?
Mr. TRESNOWSKI. The loss that we were projecting at that time

had to do with 1971. The loss in fact was $15,353,000.
Mr. WALDIE. What were you projecting for 1972?
Mr. TRESNOWSKI. We projected a rate which would break even.
Mr. WALDIE. Mr. Harvey wrote a letter in December 1971, to all

Members of Congress that for 1971 deficit would be $58 million.
Mr. TRESNOWSKI. Right.
Mr. WALDIE. And that refusal of an increase in premium rates—

and that was 34 percent—would put them at a deficit of $146 million
at the end of 1972.
Mr. TRESNOWSKI. I don't know the precise calculation, but if there

were no rate increase, then we would have obviously lost considerably
more.
Mr. WALDIE. Yes.
Mr. TRESNOWSKI. Whether it was $147 million, I don't know.
Mr. WALDIE. You see, if he said with no rate increase you would

lose $146 million, I am trying to figure out what the deficit projected
with a 22 percent rate increase would be.
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Mr. TRESNOWSKI. I don't think their deficit projected I think what
we were talking about was a break even.
Mr. WALDIE. But you asked for 34 percent.
Mr. TRESNOWSKI. Right. What we were talking about at that time

was the recoupment of our anticipated $68 million loss.
Mr. WALDIE. Which was $14 million.
Mr. TRESNOWSKI. $14,353,000.
Mr. WALDIE. So that you now are $64 million in the black.
Mr. TRESNOWSKI. Well, no, we are not.
Mr. WALDIE. But your projection is you will be.
Mr. TRESNOWSKI. Yes. And I would like to give you the assumption

on which that projection 
Mr. WALDIE. And that was the 22 percent increase.
Mr. TRESNOWSKI. That's right.
Mr. WALDIE. All right. Please give me your assumptions.
Mr. TRESNOWSKI. The assumptions are as follows:
The key consideration was phase 2 of the economic stabilization

program. Regardless of whatever actions may be taken in other areas
of the economy that is, if in fact phase 2 is lifted or there are other
changes in the economic stabilization program, the controls in de-
livery and financing of health care would be continued at the present
levels through 1973. Should these controls be withdrawn at the end
of April 1973—that is the expiration of the statute—the impact on
the Federal employee program for 1973, in terms of increased cost,
could range as high as $20 to $25 million.
Mr. WALDIE. What impact does that have upon the $64 million

figure? That's for 1973; is that right.
Mr. TRESNOWSKI. That's right.
Mr. WALDIE. We are talking about 1972.
Mr. TRESNOWSKI. That's right.
Mr. WALDIE. Whatever happens in 1973 will have no impact on the

$64 million surplus.
Mr. TRESNOWSKI. Yes; but let's keep in mind that we are talking

about a set of assumptions associated with a rate for 1973. We are
presumably 
Mr. WALDIE. Well, I am not really interested at this time in a rate

for 1973. I am interested in the rate that you asked for and received
in 1972 that was predicated upon a break-even picture and in fact, you
ma de $64 million.
Mr. TRESNOWSTKI. We didn't make it: we are projecting.
Mr. WALDIE. You are projecting. Now, that is an enormous error,

isn't it?
Mr. TRESNOWSKI. Well, I don't think you can—T don't know—we

don't wont to call it an error, Mr. Waldie.
Mr. WALDIE. Why not?
Mr. TRESNOWSKI. Because it is an estimate, an estimate based

upon—
Mr. WALDIE. Well, if the estimate proved accurate, which would be

a rare thing, but if it does prove accurate, it would be an enormous
error.
Mr. TRESNOWSKI. If the estimate proved accurate, it would be an

error
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Mr. WALDIE. If the estimate proved accurate, that you are going to
end up with $64 million in the black, the enormous error is the esti-
mate that that rate increase would cause you to break even; is that
correct?
Mr. TRESNOWSKI. I am not following you.
Mr. WALDIE. You estimated that a 22 percent-rate increase would

cause you to break even at the end of 1972. Is that right?
Mr. TRESNOWSKI. Yes; that's right.
Mr. WALDIE. In fact now your projections are that you will make

$68 million; is that right?
Mr. TRESNOWSKI. That's correct.
Mr. WALDIE. If you are accurate in that projection, that in fact we

do end up with $68 million in the black, am I correct in making an
assumption that you were wrong when you said 22 percent would
cause you just to break even?
Mr. TRESNOWSKI. We were wrong in estimating our terms in cost

and utilization; yes.
Mr. WALDIE. And am I correct in saying that you were enormously

wrong—$68 million wrong?
Mr. TRESNOWSKI. I would challenge the word "enormous." I think

that $65 million in a $750 million program is within—
Mr. WALDIE. Actuarial tolerance?
Mr. TRESNOWSKI. I think it is; yes.
Mr. WALDIE. Do you?
Mr. TRESNOWSKI. Yes; I do.
Mr. WALDIE. A 15-percent error?
Mr. TRESNOWSKI. IS it 15 percent?
Mr. WALDIE. About that.
Mr. RYAN. Eight percent.
Mr. WALDIE. Eight percent, a tolerable error, an estimate?
Mr. TRESNOWSKI. Well, it depends on what kind of environment

you are dealing with in terms of tolerance.
We were dealing with a health care environment, which was sub-

ject to significant changes in the last year and a half; the economic
stabilization being one.
Mr. WALDIE. Will any of this $64 million, if in fact it is a surplus,

be applied to the reduction of the deficit?
Mr. TRESNOWSKI. Well, that particular figure does not take into

account any reduction in the deficit that occurred in 1971. It will, of
course, remain in the program and be taken into account in the ratings
of the subsequent year, under circumstances which include any under-
writing gains and any underwriting losses.
Mr. WALDIE. Well, in fact, we will be able then to apply a portion

of that $64 million to the reduction of the $14 million deficit.
Mr. TRESNOWSKI. Well, to my knowledge, that provision
Mr. WALDIE. I thought that the 'Price Comniission's action, reduc-

ing from 34 to 22 percent, was predicated exactly on that point. They
said you couldn't have the 34 percent that you wanted and the Civil
Service Commission had agreed, because the 12-percent difference
between the 22 percent they gave you and the 34 percent you requested
was to be applied to the reduction of an anticipated $68 million deficit.
Mr. TRESNOWSKI. That information we got from you at the last

hearing.
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Mr. WALDIE. You didn't understand that?
Mr. TIMSNOWSKI. We have no formal or informal information

from the Price Commission as to the basis on which they made the
judgment on the 22 percent.
Mr. WALDIE. We can find out from the Price Commission as to

whether in fact you can apply any of the excess money of the 22 per-
cent to a reduction of your $14-million deficit, or whether or not that
must go against the premium increase.
I think that covers that picture. And I remain convinced that either

this industry is taking, or making suggestions upon which premium
should be paid for the Blues, and. particularly I indicated it in that
regard. I don't know, until I track it down, how wrong the other com-
panies have been. My recollection is they have proffered a premium
increase. But they may have included an enormous increase, too.
Mr. TRESNOWSKI. I think we would welcome this kind of comparison.
Mr. WALDIE. Yes. I think that is the comparison that is essential,

and I am inclined to believe that they may have even a greater wind-
fall from the Federal employees than did in fact the Blues. We will
find out.
Now, some of these questions you have already answered in your

written statement but I want to mention them to you again and per-
haps discuss details that were left out.
The questions have been submitted to you. These deal again, by the

way, with the restraints that exist or do not exist and the manner by
which you spend the moneys that are provided you from the Federal
employees plan for administering the FEP program.

Since mid-1971, you have been pursuing a vigorous policy of cost
containment—and by the way, I commend you on that—with respect
to the payment of medical benefits on behalf of the members of the
FEP.
We have received many complaints that the policy has been pur-

sued beyond the bounds of reasonableness. However that may be, pay-
ments should not be made beyond the limits of the obligation of the
program.
On the other hand, if your service is at the point where it is a part

of the administrative operations of Blue Cross/Blue Shield, little
cost containment appears to have been practiced. In fact, in many
areas, the cost of administrative activity seems to have been performed
on an intensive rather than on a peer basis, such as first-class travel
by your personnel in situations where it would appear that coach class
could have been used, meetings held in expensive locations and some
of the related questions of entertainment.
Now, I want to go over a trip that Mr. Harvey made as an illus-

tration, and only as an illustration. And that trip, Mr. Harvey, is one
that the GAO has examined in detail that is so illustrative of the prob-
lem that we want to discuss here with you.
It was a trip on which you traveled from Washington, to Victoria

Canada, to San Francisco, and then to Miami, Fla. Are you familiar
with that trip?
Mr. HARVEY. Yes.
Mr. WALDIE. I gather you made a speech in Victoria Canada. That

was a Federal employee program, because at that meeting, you were
a representative of the Western Regional FEP program.
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Mr. HARvEy. That is correct.
Mr. WALDIE. The entire cost of this trip has been accrued to admin-

istrative expenses of the FEP program.
Mr. HARVEY. That is correct.
Mr. WALDIE. And then you went to Miami.
Mr. HARVEY. That is correct.
Mr. WALDIE. And made two speeches in Miami.
Mr. HARVEY. That is correct.
Mr. WALDIE. Again, on the FEP program.
Mr. HARVEY. Yes, sir.
Mr. WALDIE. From Washington, to Toronto, to Victoria, to San

Francisco, to Miami, and back to Washington.
Mr. HARVEY. Yes, sir.
Mr. WALDIE. And that was a 7-day trip.
Mr. HARVEY. I don't recall the exact number of days.
Mr. WALDIE. It was a 7-day trip?
All the air travel was first class, and the reason I ask that question

is that it involved Blue Cross regulations on air travel:
Air travelers are urged to fly coach when such space is available and to seek

a plane with available coach seats on a reasonable schedule.
In general, only coach fare may be billed and on business directly chargeable

to Government accounts, but BCA will absorb needed, or added costs for first-
class fare properly approved by the Division during evaluation periods.

The first question I have is: Is FEP a Government account?
Mr. HARVEY. In the sense in which you are asking the question, I

don't believe it is.
Mr. WALDIE. It is a private, commercial account?
Mr. HARVEY. Yes, sir.
Mr. WALDIE. What makes an account a Government account? The

Government pays 40 percent of the premium and the employee pays
60 percent of the premium.
How do we get to become a Government account; there are certain

advantages, apparently, that accrue to Government accounts.
Mr. TRESNOWSKI. Well, the Government account cited in the sense

of the medicare program and the program under which we operate
as an administrative intermediary are found—in the case of medicare
to be 
Mr. WALDIE. Well. I understand that. But why are we not a Gov-

ernment account? The contract is the Civil Service Commission.
Mr. TRESNOWSKI. Well, it is not a ciovernment account, because it is

not an administrative intermediary arrangement; it is an under-
written 
Mr. WALDIE. It has to be an intermediary relationship before it be-

comes a Government account.
Mr. TRESNOWSKI. That is correct.
Mr. WALDIE. Why are there differences in expenses that are permitted

on s Government account? Government accounts seem more stringent.
Mr. TRESNOWSKI. Well, because in the case of medicare, we are bound

by the principles of Federal procurement regulations and by the armed
services procurement regulations.
Mr. WALDIE. That's the distinction?
Mr. TRESNOWSKI. That is.

85-525-72 3
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Mr. WALDIE. And those are much more stringent than your personal
regulations.
Mr. TRESNOWSKI. In the case of first-class travel, yes, they are.
Mr. WALDIE. For example, under those regulations, you cannot

account for any liquor bill, can you, of any kind?
Mr. TRESNOWSKI. Entertainment costs are not allowable. But meet-

ing costs are allowable.
Mr. WALDIE. But not liquor for the meeting.
Mr. TRESNOWSKI. Well, I am not sure.
Mr. WALDIE. I am told that by Government auditors.
If the Blue Cross/Blue Shield contract had incorporated in it the

regulations that apply to medicare, you would of course be bound by
the contract.
Mr. TRESNOWSKI. You mean the contract with the Civil Service

Commission?
Mr. WALDIE. Yes.
Mr. TRESNOWSKI. If it is by contract; we would agree with that;

yes.
Mr. WALDIE. Would you agree with that?
Mr. TRESNOWSKI. It has never been proposed to us.
Mr. WALDIE. Well, I am proposing it now. Would you agree to it?
Mr. TRESNOWSKI. Well, you are not the contract officer.
Mr. WALDIE. Unhappily, I am not. [Laughter.]
But would you object to such a proposal?
Mr. TRESNOWSKI. I really can't answer that question today. I must

say that we have no objection to any constraints that are in accord
with the purposes and practices 
Mr. WALDIE. Are the restraints that are connected with the medi-

care contract in accord with appropriate business practices?
Mr. TRESNOWSKI. Yes, they are, I think.
Mr. WALDIE. So you would have no objection to those restraints in

this contract?
Mr. TRESNOWSKI. Well, you see, it depends. The Federal procure-

ment regulation is subject to amendment at any time outside of the
control—I mean 
Mr. WALDIE. I am not suggesting it be amended; I am suggesting it

specifically be put in the contract.
Mr. TRESNOWSKI. Well, that is something we would have to take

into account.
Mr. WALDIE. Is that why you traveled first class, Mr. Harvey, be-

cause there is no prohibition wpainst traveling first class?
Mr. HARVEY. Are you referring to this specific trip?
Mr. WALDIE. Yes.
Mr. HARVEY. No. As I recall, Mr. Chairman, that trip was an ex-

tremely difficult trip to schedule, extremely difficult to get where I had
to be to take part in these particular programs.
As a matter of fact, I believe I recall spending the best part of one

night in one of these air waits, trying to make a connection to get
to—
Mr. WALDIE. Well, then I assume the response is that this was unique.

Normally you would travel by coach.
Mr. HARVEY. No. Normally, I personally travel first class.



31

Mr. WALDIE. You cannot travel first class when you are dealing
with Medicare. Oh, you don't deal with medicare 
Mr. HARVEY. I do not deal with medicare.
Mr. WALDIE. Would you find it objectionable to be constrained from

traveling first-class except in those cases when you can't travel coach?
Mr. HARVEY. Yes • it would be very uncomfortable for me. As a mat-

ter of fact, I think I should point out here that my practice, in keeping
with the Blue Cross Association policy, is to reimburse the Blue Cross
Association for the difference between coach and first-class travel rates
in most instances.
Mr. WALDIE. I wasn't aware of that.
Mr. HARVEY. That happens to be my practice.
Mr. WALDIE. Was that done in this case?
Mr. HARVEY. Well, no not in that ease, because of the difficulty in-

volved in the travel schedule.
Mr. WALDIE. What do you do, make a check back to them for that?
Mr. HARVEY. Yes. In some instances I make a check back to them, and

in others, it is deducted from my salary.
Mr. WALDIE. Is that practice also for people who travel for Blue

Cross/Blue Shield?
Mr. HARVEY. I have no idea, Mr. Waldie.
Mr. WALDIE. Why do you return it?
Mr. HARVEY. Because I am endeavoring to follow the policy state-

ments of the Blue Cross Association with respect to air travel.
Mr. WALDIE. You don't consider FEP an exception to this policy

statement?
Mr. HARVEY. No, sir.
Mr. WALDIE. Well, then I gather you would certainly have no objec-

tion to incorporation of the regulations from the other contract.
Mr. HARVEY. I don't believe I care to answer that question either at

this point, Mr. Waldie. I think that deserves some very deep study by
our staff, inasmuch as the Federal employee program is an under-
written contract which differs from the intermediary type contract.
Mr. WALDIE. Just one further thing to demonstrate the practice is

not unique. This does not involve you, it involves Mr. Woodward, who
made four trips from June to September of 1971, on regularly sched-
uled lines, all first class. I presume that that was virtually impossible
in this case to 
Mr. HARVEY. I didn't get the name.
Mr. WALDIE. Mr. Woodward. You don't know who he is? His trips

were charged to FEP.
Mr. RYAN. Is that right?
Mr. WALDIE. He went on two trips to Chicago for an FEP review.

He went from Chicago to Seattle, Wash., two trips FEP review—and
from Chicago to Jacksonville. He must be from the Chicago office.
Mr. TRESNOWSKI. Yes. He is probably a member of the Chicago staff.

The name is not familiar to me.
Mr. WALDIE. Do I gather that your contract with the Civil Service

Commission allows that if a fellow out in San Francisco is traveling
back here to Washington to meet with you on some problem involving
FEP, he can travel first-class without the restraint?
Mr. HARVEY. He can travel in accordance with the travel policies of

his own local plan.

•
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Mr. WALDIE. And you have nothing to do with those?
Mr. HARVEY. That is right.
Mr. WALDIE. Now, if he is traveling under medicare business, can lie

travel under the policies of his local plan?
Mr. HARVEY. No.
MT. TRESNOWSKI. No.
Mr. WALDIE. He has to abide by the governmental regulation rela-

tive to the plan?
Mr. TRESNOWSKI. That's correct.
Mr. WALDIE. OK. Let me just now go on to the entertainment ques-

tion. Well, I think you have answered that. The question was: Why
do you hold meetings in Washington hotels, with your headquarters
at 1700 Pennsylvania and another one down at L'Enf ant Plaza? Are
there no facilities there that would permit you to hold your meetings
there?
Mr. RYAN. The facilities are quite limited at our office if there is a

meeting of more than seven or eight, or nine days.
Mr. WALDIE. The Hay-Adams Hotel is used when you have a large

group.
Mr. RYAN. That and others, as I understand.
Mr. WALDIE. What do you mean "that and others"?
Mr. RYAN. It may not always be at the Hay-Adams Hotel.
Mr. WALDIE. Do these regulations have application to the FEP

contract? Again, these are your Blue Cross Association regulations:
Business luncheons or dinners must involve situations in which business pur-

poses cannot reasonably be met under any other circumstances.
The test is not with the business itself, but whether it is necessary to handle

business at lunch or dinner rather than in the office.

The luncheons and dinners that you have are all related to a busi-
ness purpose involving FEP.
Mr. RYAN. That is right.
Mr. WALDIE. What sort of business, for example? Can you give us

an example or type that brings people across the country to Washing-
ton? It is a matter of discussing problems of the contract?
Mr. RYAN. Well, if we are talking about the meetings that were re-

ferred to, these are basically operating claims people who are coming
in to a central location as much—for instruction in education and tech-
nical knowledge. The individual, an individual meeting, with a person
would no doubt be under precise involvement with the plan of the
Federal employee program.
Mr. WALDIE. Well, that person could meet there in the office.
Mr. RYAN. He would not be doing it with me, but I would feel 
Mr. WALDIE. Let me just go over one instance here. This is at the

Marriott Hotel. A meeting that took place on October 8, 1970. Now,
we have a bill from the Marriott Hotel that was billed: Activity, FEP
operation, BCA-NABSP plan performance workshop. What is that?
Mr. RYAN. National Association of Blue Shield Plans and Blue

Cross Associations both provide personnel or training and perfor-
mance reviews; and I would presume that—in the course of their
being involved in the various plans to go out and evaluate the per-
formances and make suggestions, and so forth—there were educa-
tional programs held. We could ask Mr. Harvey to be more definite
on it, but that would be my assumption at this point.
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Mr. WAIDIE. I am sorry; I don't understand this and I don't want
to plague you with my lack of understanding of it.
This one I guess breaks down in a manner in which I can under-

stand.
The same adv isory committee, BCA—NABSP actuarial advisory

committee, that is the Hay-Adams, on June 2 and 3; 21 people were
attending; 11 of those people have their costs attributable to Blue
Cross/Blue Shield, FEP.
The luncheon for those 11 people was $696.57; meals were $390.05;

entertainment was another amount. What would "entertainment" be
at that luncheon meeting? Would that be liquor?
Mr. RYAN. It may have been hospitality. When we are talking about

11 people—when you get into lunches and so forth, and here again I
am talking personally—you may well have had local staff, however,
who were a part of that meeting. In fact, I would be quite sure they
would be a part of that meeting. There might be a good number more
than the 11 who came from out of town who might be staying at the
hotel.
Mr. WALDIE. Would local staff stay at the hotel?
Mr. RYAN. No; I say I believe that while you may have had 11

people staying at the hotel, I believe that the meeting had somewhere
near 20. So that the luncheons and things like that might well be on a
different basis than the 11 who would be registered.
Mr. WALDIE. Well, according to this, all these costs are attributable

to these 11 people.
Mr. TRESNOWSKI. No; that's not true, Mr. Chairman.
The charges that you have recorded there are charges that were

recorded by the 11 people; but many of them were on behalf of the
entire group.
Mr. WALDIE. But the entire bill, however it was computed was

applied to the administrative cost of the FEP program.
Mr. TRESNOWSKI. It was the FEP actuarial advisory committee meet-

ing; and the 11 people charged the costs that was assignable to 21
attendees.
Mr. WALDIE. All right; that may very well explain it. But GAO is

not aware of that.
Mr. TRESNOWSKI. Well, yes; they were, because I went over that

point with them when they explained this meeting to me and I asked
them specifically that question because I knew you would ask it—that
11 people were charging that—and I said is that the impression in fact
that the chairman will be given; and they said, no, they will tell him
that it was 11 people charging expenses for a large group of people.
Mr. WALDIE. All right. That makes a lot more sense to me. I did not

understand that and that is not explained to me; but that is what
happened?
Mr. TRESNOWSKI. Yes.
Mr. WALDIE. As to these 11 people, they just signed the bill.
Mr. TRESNOWSKI. That's right.
Mr. WALDIE. OK. I have no further questions, gentlemen. Do you

have any questions, Mr. Hillis?
Mr. Timms. No.
Mr. WALDIE. Gentlemen, we thank you for your comments.
Mr. RYAN. Thank you, Mr. Chairman.
Mr. WALDIE. The subcommittee is adjourned.
(Whereupon, at 11:30 a.m. the subcommittee adjourned.)
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REVIEW OF FEDERAL EMPLOYEES' HEALTH BENEFITS
PROGRAM

'WEDNESDAY, SEPTEMBEE 13, 1972

HOT_PSE OF REPRESENT, TIVES,
COMMITTEE ON POST OFFICE AND CIVIL SERVICE,

SUBCOMMITTEE ON RETIREMENT, INSURANCE,
AND HEALTH BENEFITS,

W ash,ing ton, D.0 .
The subcommittee met at 9 :30 a.m., pursuant to call, in room 210

Cannon House Office Building, Hon. Jerome R. Waldie (chairman
of the subcommittee) presiding.
Mr. WALDIE. The subcommittee will come to order. Today we resume

our lowg series of oversight hearings into the administration of the
Federal Employees' Health Benefits program.
Our special area of inquiry today will be the "risk charge," now

called "public service charge," which is being collected by two of the
largest individual carriers of the FEP program, Blue Cross/Blue
Shield and Aetna.
These two organizations account for nearly 80 percent of all in-

dividual enrollees of the FEP program.
Those of you who have followed the progress of these hearings are

well aware of my personal skepticism of the amount of risk borne
by the carriers.
I have termed the risk, or public service charge if you will, as being

profit—pure and simple.
Given the generous reserves and operating expenses allowed the car-

riers by the Civil Service Commission, I have questioned the necessity
of allowing the carriers to collect this largess in future contracts.
I was pleased to read the recent report of the General Accounting

Office in which my criticisms of excess reserves and the risk charge
allowances were substantially supported.
Today's witnesses include Mr. Herbert Faey, of the GAO's actuarial

staff, and Mr. Daniel Pettengill of Aetna.
The subcommittee also extended an invitation to Blue Cross/Blue

Shield to testify as to the "risk charge" and to respond to the conten-
tions held by myself and others that the reserves allowed by the pres-
ent Civil Service Commission contract are far in excess of the amount
needed and do, in fact, constitute an unnecessary expense leading to
premiums that are too high.
Blue Cross/Blue Shield has chosen not to participate in these hear-

ings and has chosen not to respond to these questions.
(35)
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Mr. Joseph Harvey, the Blues' spokesman for the FEP program,
indicated to the subcommittee staff that he is too busy with the Civil
Service Commission and that the negotiations are "too sensitive" for
him to participate in these hearings.
It should be noted that his counterpart in the Civil Service Com-

mission, Andy Ruddock, is not too busy to participate in Senate hear-
ings this very morning.
I am concerned that Mr. Harvey either does not have the interest or

the concern to answer questions that are in the very best interest ofhis consumers.
Before calling our first witness, I think that it would be very instruc-tive to cite a Pew facts and figures to underline the huge financial

stakes involved in these "risk charges" and "reserves":
By the end of this year, Blue Cross/Blue Shield will have received

$50 million in risk charges from the 12-year-old Federal employee
program; the smaller Aetna program shall have received in excess of
$17 million in risk charges. Yet, when we asked the Civil Service
Commission whether the Blues or Aetna have ever suffered any finan-
cial loss from the Federal program which was not subsequently re-
couped, the answer was an unequivocal "No."
Under these 

circumstances, 
to call the risk charge pure profit is

perhaps an understatement. A risk charge paid out where no risk
really exists is more like a gift.
Equally disturbing is the fact that neither we, nor anyone else but

the carriers themselves, know where that $67 million has gone.
Testimony from prior hearings suggest the possibility that at least

one carrier (Blue Cross/Blue Shield) may be using the risk charge
as an end run for expenses which are either disallowed by the Civil
Service Commission, or which should be charged to administrative
costs and the Civil Service Commission exercises no oversight function
over their use.
But we intend to find out where the $67 million paid out in risk

charges for a nonexistent risk, have gone.
Finally, we come to the reserves which are maintained by the carriers

and the Civil Service Commission to guard against possible losses to
the insurers.
Here we find, in my view, an absolutely intolerable situation. In the

midst of a wage-price freeze and control, most Federal employees have
been paying sharply increased premiums. Those increases have in
great part served to simply drive up those largely unnecessary reserves
to near record heights.

It is projected that as of December 31, 1972, Blue Cross/Blue Shield
will have a total of $144.9 million available to it in reserves to guard
against the day which will almost undoubtedly never come.
Meanwhile smaller Aetna, whose premiums did not increase during

1972, but who is projecting a $22 million increase in reserves, has to
content itself with a mere $80.6 million in available reserves, which
represents fully 39.7 percent of its annual premiums.
The Civil Service Commission has indicated in past testimony, that

in regard to Blue Cross/Blue Shield it wished to abolish, or at least
drastically reduce, its risk charge.
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But, Blue Cross/Blue Shield has absolutely refused, and the Civil
Service Commission maintains that it had little choice but to acquiesce.
Well, I think that it is time that the Federal employee and taxpayer

had someone to push for him.
Perhaps Blue Cross/Blue Shield and Aetna thought that we would

lay down after they euphemistically changed the name from "risk
charge" to "service charge," and reduced their profit somewhat.
But we will continue.
We do not think that it is unreasonable to demand that a charge

justified primarily by a nonexistent risk, and totaling more than $67
million over 12 years should be dropped.
We certainly do not think that it is unreasonable to demand that at

least a substantial proportion of the $225.5 million held in reserve for
Blue Cross/Blue Shield and Aetna should be used to offset and reduce
the current high premiums which have produced those same unneeded
levels of reserves.

It seems to us that the only people being "insured" now are the car-
riers who are ensured of a profit, come what may.
We would hope that the Federal employee soon starts to receive

equal consideration.
Mr. Hillis, do you have any statement you would care to make?
Mr. Hulas. No not at this time.
Mr. 'WALDIE. Out first witness is Mr. Feay, from the General Ac-

counting Office. Mr. Feay, would you come forward, please? We are
glad to have you with us 

again, 
Mr. Feay. Mr. Feay, we have in our

hands the report dated May 22, 1972, from the General Accounting,
Office entitled, "Opportunities for Improving Administration of Gov-
ernment-wide Indemnity Benefit Plan of Health Insurance for Fed-
eral Employees and Annuitants."
Was this report made in the normal course of your office busin,ess or

at the behest of some Member of Congress or committee?

STATEMENT OF HERBERT FEAY, ACTUARY, GENERAL
ACCOUNTING 'OFFICE

Mr. FEAT. That was made in the normal course of business by the
GAO. There was no special request by a member or a committee of the
Congress.
Mr. WALDIE. Can you tell me what the results of that audit and of

that report indicate to you relative to the extent of the risk charge and
the reserves presently allowed Aetna? I presume this report only dealt
with Aetna?
Mr. FEAT. That is correct.
Mr. WALDIE. Can you respond to that question?
Mr. FEAT. On, the question of reserves, the conclusions which are. on

pages 44 and 45 were as follows:
We believe that the combined total of the Special Reserve of the Plan held by

Aetna and the contingency reserve of the Plan held by the Commission have
been higher than needed to protect against adverse change variations in benefit
claims. We believe that combined contingency reserves equal to about five per-
cent of annual subscription charges would be adequate to cover adverse chance
variations, provided that subscription rates were established in such a manner
as to give more specific consideration to the Plan's claims experience for various
underwriting factors, such as 
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Mr. WALmE. Excuse me, Mr. Feay, I cannot find where you are
reading.
Mr. FEAY. On pages 44 and 45.
Mr. WALDIE. I see.
Mr. FEAY (continuing). Different age, sex, and geographical group-

ings of its participants.
In our opinion, if the plan's premium rates were computed as stated

above, the total premiums would be more closely related to the actual
claims experience than they were in the past. Also this method of com-
putation would enable appropriate determinations of the amounts of
contingency reserves required to cover adverse chance variations in
claims and would tend to minimize wide fluctuations in premium rates,
such as the large increase which occurred in 1969, to cover prior oper-
ating losses.
Mr. WALDIE. Mr. Feay, when you state, "We believe that combined

contingency reserves equal to about 5 percent of annual subscription
charges would be adequate," are you combining contingency recerves
as the FEP plan discusses them, those reserves held by the Civil Serv-
ice Commission along with special reserves which are held by the
carriers?
Mr. FEAY. Correct.
Mr. WALDIE. Are you including risk charges as reserves at all?
Mr. FEAY. No.
Mr. WALDIE. So, risk charges are out of the situation at the time you

are speaking?
Mr. FEAY. The special reserve of Aetna came from the excess of in-

come over disbursements. Since the risk charges are part of income,
some of the special reserves could have come from these risk charges.
Mr. WALDIE. In your examination of Aetna, can you tell me how it

came about that a special reserve was set up by the companies? The
statute, as I read it, only required that a contingency reserve be set up.
Is there anything in the law which requires a special reserve to be set
up in the company, too?
Mr. FEAY. That was under the contract with the Commission which

allowed them to set up a special reserve.
Mr. WALDIE. In their special contingency reserve?
Mr. FEAY. I was commenting on the special reserve of the Aetna.
Mr. WALDIE. What is the amount of the contingency reserve?
Mr. FEAY. The Civil Service Commission maintains a contingency

reserve for the plan. As provided by law, the Commission annually
adds to this reserve an amount equal to 4 percent of the premiums for
the current year less expenses not exceeding 1 percent of those
premiums.
Mr. WALDIE. Is there any maximum defined as to what that cumu-

lative reserve in the contingency reserve is, accumulated in increments
of 3 percent? What is the maximum percentage of premiums that
that can attain?
Mr. FEAY. As far as I know there isn't any.
Mr. WALDIE. Do you have any range in fluctuations that indicates the

experience of Aetna? What has that contingency reserve ranged from
in percentage of premium? Has there been any figure that will give us
some indication?
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Mr. FEAY. Yes; our report contains figures for the contingency re-

serves expressed as percentages of the premiums for 1 year. I will look

for them.
Mr. WALDIE. On page 42, that may have the answer.

From inception of the Plan in 1960 through December 31, 1971, the totals of

the Commission's contingency reserve for the Plan and the Special Reserve 
held

by Aetna (combined contingency reserves) at the end of each contract period

ranged from a low of 6.2 percent to a high of 32.3 percent of the period's sub-

scription charges.

That is not a specific answer. This figure deals with the combined re-

serve. I want the contingency reserve figure.
The high of 32.3 percent has now been exceeded under the projections

for 1972?
Mr. FEAT. Yes.
Mr. WALDIE. That high will not be 39.7 percent; is that your under-

standing?
Mr. FEAT. My understanding is that the estimated contingency re-

serves for the end of 1972 will exceed 32.3 percent and could be as high
as 39.7 percent figure you cite.
Mr. WALDIE. A more appropriate reading would be the combined

range from a low of 6.2 to a high of 39.7.
Do you believe that the combined reserve, the contingency held by

the Commission and the special reserve held by the carrier should not
exceed 5 percent of the total subscription premium?
Mr. FEAT. This is correct for the Aetna plan with numbers of partici-

pants and the amounts of benefits now in force for that plan.
Mr. WALDIE. I am talking about Aetna. These figures only deal with

Aetna?
Mr. FEAT. Yes.
Mr. WALDIE. There is a major discrepancy in your view of what the

reserve should amount to and what the Commission and carriers' view
is. Will you explain to me how you concluded that only 5 percent of
subscription premium is necessary to keep the fund for the carrier in a
substantially stable position?
Mr. FEAT. In the first place, I assumed that they would make an ade-

quate and accurate study of their experience so that they could project
the next year's claims costs accurately. We could make the projection
by a hack saw method, but of course, you will have greater variations.
However, if you analyze the experience and use model projections

as is done by systems analyses people you can greatly increase the ac-
curacy of your projections.
Mr. WALDIE. Have you done that, Mr. Feay ?
Mr. FEAT. We made a study to the best of our ability using the in-

formation available. We did not carry out detailed calculations as far
as we would have like to have gone but these calculations are much
more exact than those made to establish previous primium rates.
We believe that for the Aetna Plan we can predict the claims within

this 5 percent.
Mr. WALDIE. Can you tell me the difference in millions that we are

talking about, a 5 percent reserve versus using your figure, a 30.1
reserve which was the highest as of the date you wrote your report.
What are the differences in millions that would be required for Aetna's
plan? A 30.1 percent reserve totals $57.8 million. What does a 5 percent
reserve total?
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Mr. FEAY. I have to look it up in the table of reserves. Mr. Collins,do you know where that figure is; how many millions are involved?Mr. COLLINS. We would have to supply that.
Mr. TERRY. That would be $10 million.
Mr. WALDIE. So the difference there, as of December 31, was $47.8million more in the Aetna plan than was necessary?
Mr. FEAY. On the basis of my studies, that is correct.Mr. WALDIE. That figure is higher now because the combined reservehas increased to 39.7 percent?
Mr. FEAY. We have extensive calculations backing this up, using thetheory of risk as we call it.
Mr. WALDIE. Would you explain the 'theory of risk? Is it a risktheory that is commonly accepted in practice?
Mr. FEAY. Yes, in fact the Society of Actuaries now has a publica-tion issued at irregular intervals devoted exclusively to this subject.Risk theory is one of the subjects covered by the examinations of thissociety.
The study of risk theory has a long history. One of the early paperson the subject was submitted to the International Congress of Actu-aries in about 1904. The initial studies of probability and risk theoryactually started before 1900 in connection with gambling. The gam-blers wanted to know their chance of gain if they loaded the decks in

i
a certain way. An operator of a gambling location desired informa-tion on what were the probable variations n the variations from hisoperations from day to day.
Mr. WALDIE. I see in your report you recommended that which theCommission did. You recommended that the contingency reservesheld in the Commission's hands be available on termination of theprogram to pick up any deficits that the carriers may have incurred.Mr. FEAY. Let us make that clear. They do get it now. Wheneverthey have a deficit or the special reserve is below on amount devel-oped by formula they get money from the Commission.
Mr. WALDIE. Wait a minute. Explain what they get.
Mr. FEAY. If the special reserve held by Aetna goes below 2 months,

I believe.
Mr. WALDIE. It is 5 months, isn't it?
Mr. FEAY. This needs an explanation. The arrangements are that if

the total of Aetna's liability for incurred but unpaid claims plus the
Aetna's special reserve is less than the premiums for 5 months a pay-
ment can be obtained from the Commission. The Aetna's liability for
unpaid claims is approximately equivalent to total premiums for 3
months. This leaves approximately 2 months premiums as the mini-
mum amount of the Aetna's special reserve. The Aetna has received
payments from the Commission's contingency reserve for each of the
years of operation from 1965 through 1971.
Mr. WALDIE. The contract was amended, was it not, and did it not

implement the elimination of the risk charge? Did you recommend
the elimination of the risk charge?
Mr. FEAT. You have to look at our report here. One of the chapters

in this report is on risk charges. On page 49 we have a discussion of
risk charges. That is chapter 6. In the second paragraph on page 5,
the statements is made " " * we believe that no significant risk has
been involved from adverse chance variations". I think this is an
indication that risk charges could be eliminated.
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Mr. WALDIE. Is that your recommendation?
Mr. FEAY. We recommended that the Commission reassess the rea-

sonableness of amounts allowed Aetna and reinsurers for risk charges
and insurers expense allowances.
Mr. WALDIE. Is it your opinion that the risk charge is no longer

required?
Mr. FEAY. I can read you another man's opinion on the Blue Cross.

"We believe that the 1 percent (risk charge) should be eliminated
or sharply reduced." "We would suggest a smaller goal for the special
reserve for the service benefit plan." 'A reserve of 2 to 3 percent would
seem sufficient as their goal."
Mr. WALDIE. Who said that?
Mr. FEAY. That was in a report by the Wyatt Co. dated August 20,

1971.
Mr. WALDIE. On page 56 of this report you say, in the second para-

graph from the bottom of the page, "In our opinion, the Commission's
actions in reducing the risk charge (service charge) allowances under
the plan do not fully satisfy the objectives of our recommendation."
Who did you mean by that?
Mr. FEAY. I am explaining that.
Mr. WALDIE. What would have fully satisfied the objectives of your

recommendation?
Mr. FEAY. My original recommendation?
Mr. WALDIE. Whatever recommendation you have made reference

to, Mr. Feay.
Mr. FEAY. We recommended that to the Commission in its negotia-

tions for a future contract period.
Mr. WALDIE. Can you explain again to me what the objectives of

your recommendations were that would have been satisfied had the
Commission acted in accordance with those objectives? What should
the Commission have done?
Mr. FEAY. They should have made a study similar to the one that

I made.
Mr. WALDIE. It is your belief that that study would have proved

what?
Mr. FEAT.. That with a surplus of 5 percent or higher there was no

significant risk.
Mr. WALDIE. It is your belief that such a survey would indicate that

to be the case?
Mr. FEAY. Yes.
Mr. WALDIE. Why did the Civil Service Commission reject that rec-

ommendation of conducting such a survey, do you know?
Mr. FEAY. I understand that they have not yet made the study nec-

essary to establish what the risk charges should be.
Mr. WALDIE. I know they have not but do you know why they have

not? Did they respond to these recommendations?
Mr. FEAY. We discussed it with an actuary over at Civil Service. He

was asked what studies they had made to determine the limits that
should be put on contingency reserves.
His reply was that they hadn't made any studies; that they assumed

since the Aetna could always call on the Commission for extra re-
serves or extra money; that it really didn't need to be made.
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Mr. WALDIE. That was their response to your recommendation?
Mr. FEAY. That was their response to my inquiry on the telephone

as to what studies they had made to determine the limits on surplus.
Mr. WALDIE. I understand that GAO has never done studies to de-

termine what proper reserve requirements should be.
Mr. FEAY. Do you mean for the Aetna?
Mr. WALDIE. I mean the Civil Service Commission.
Mr. FEAT. That is my understanding. However, now I think they

are making a study. They have come over to us and we have helped
them to start.
Mr. WALDIE. The study now under process is to determine what the

extent of the reserves should be?
Mr. FEAT. That I would not know. They wanted to know what we

had done.
Mr. WALDIE. In terms of reserve studies?
Mr. FEAY. And risk charge studies.
Mr. WALDIE. Do you have any idea how they established the total

rate without having done a study?
Mr. FEAT. I think they used their opinions.
Mr. WALDIE. Whose opinions?
Mr. FEAY. Their own and those of the insurance companies.
Mr. WALDIE. What is your personal spinion as to whose opinion

carried the most weight?
Mr. FEAY. I would not know. I just iLiame into this picture 3 years

ago.
Mr. WALDIE. To summarize your report, it is my understanding that

you believe that reserves are widely excessive and that 5 percent
ought to be the top provided for the carriers.
Mr. FEAT. Provided they determine their premiums by proper

procedures.
Mr. WALDIE. Your belief is that 5 percent is all that is required

for the Aetna plan and your further opinion is that the risk charge
is no longer necessary at all?
Mr. FEAY. It is insignificant. I might give them $10 a year for it.
Mr. WALDIE. But you feel that beyond that it is not necessary.
Mr. Hillis?
Mr. limas. Thank you, Mr. Chairman. Mr. Feay, I found your

testimony here and your statement to be very enlightening. I know
this is certainly a complex and a complicated field.
However, as I understand it as a new member of the committee,

the risk charge is completely separate from the special contingency
and the other reserves; is that correct?
Mr. FEAY. No. We have attempted to explain the relationship on

pages 42 and 43 of our report.
Mr. Hum's. The risk charge is then based on risk, if there were such

a risk.; is that correct?
Mr. FEAY. That is right.
Mr. Timms. I also see a reference in your report to page 57. to rein-

surance and reinsurers. This is a common practice in the insurance
industry, is it not, to reinsure a risk?
Mr. FEAT. Not as it is done in the Aetna case.
Mr. Timms. Doesn't this further spread any risk, if there is a risk?
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lfr. FRAIL-. Yes, the risk, which is insignificant, is divided among
approximately 120 companies.
Mr. HILLIS. Is it a fair statement that this payment of risk in addi-

tion to the administrative costs is legally—as the chairman contends it
is—more likely a profit if there is no risk?
Mr. FEAT. My answer is yes, because the risk charges distributed to

reinsurers or added to their surplus earnings.
Mr. Hiws. Referring to page 49, do you have that?
Mr. FEAT. Yes.
Mr. HILLIS. At the bottom of the first paragraph, I want to read

this into the record:
The contract provided also for payments to certain reinsurers of additional

allowances to compensate for Federal income taxes payable by these reinsurers

on their risk charge allowances.

What does that mean?
Mr. FEAT. Certain casualty companies pay a Federal income tax

based on their premium income. Each of these reinsurers secures an
extra payment from Aetna equal to the amount of Federal income
tax assigned by the reinsurer to the Federal group health insurance.
Mr. Hiws. Does this mean we are reimbursing these companies for

their Federal income tax?
Mr. FEAT. That is correct.
Mr. HILLIs. That is very interesting.

, Mr. FEAT. As I understand the situation, each reinsurer assigns a
portion of his total income tax to the Government health plan but that
its total income taxes are based on the total business of the company.
Mr. WALDIE. DO I gather what you are saying is that the contribu-

tion to the carrier that is reinsuring for repayment of its income taxes
includes taxes that he has paid for all his business?
Mr. FEAT. The total income tax is paid on total business and a

portion of the total tax is assigned to the Government health plan.
The larger the total tax of the reinsurer, the larger is the assignment
to the Government plan by the insurer.
Mr. WALDIE. So that in this respect we are picking up on a portion

of the burden?
Mr. FEAT. If a reinsurer made more profit on other business than

on the reinsurance of the Government plan, the Government plan is
sharing in the tax paid on more profitable business.
Mr. WALDIE. I suppose we pick up the losses by not paying, don't

we?
Mr. FEAT. If there is a loss on total business, but a profit on the

Government plan reinsurance, the Government plan is not charged
for an income tax.
Mr. WALDIE. Should they be paying anthing to these people if there

is no risk to reinsure? According to your testimony there is no risk
here. I don't know if that is so. We will ask Aetna to explain their
view on this.
You tell me there is no risk worth more than $10 a year. Why

should we pay them as reinsurance companies to spread a risk that
is nonexistent?
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Mr. FRAY. That was the policy adopted by Congress when the lawwas enacted. The desire was to give some of the risk to each of thecompanies.
Mr. WALDIE. Your view of it is that it is not necessary, in fact, toshare the risk. It is a mater of sharing the pie among all the carriersCongres can find?
Mr. FAY. I would rather trust the Aetna with the entire contractbecause the risk for the case does not justify reinsurance.
Mr. WALDIE. Mr. Hillis?
Mr. HiLms. No questions.
Mr. WALDIE. Mr. Hogan?
Mr. HOGAN. I have no questions.
Mr. WALDIE. Mr. Pettengill is our next witness. He is the vicepresident of the Group Division of Aetna Life & Casualty. Will youcome forward, Mr. Pettengill, and introduce the gentleman accom-panying you?

STATEMENT OF DANIEL W. PETTENGILL, VICE PRESIDENT, GROUP
DIVISION OF AETNA LIFE & CASUALTY

Mr. PEI1ENGILL. Mr. Chairman and members of the subcommittee,as you have indicated my name is Daniel W. Pettengill, vice presi-dent of the Group Division of Aetna Life & Casualty, the insurerthat administers the Governmentwide indemnity benefit plan on be-half of the health insurance companies of the United States.
I am acompanied on my left by Mr. Malcolm McIntyre, the Wash-ington coordinator of the program, and on my right by Mr. WillardP. Yeats, counsel, Aetna Life & Casualty.
Mr. WALDIE. May I interrupt you, Mr. Pettengill? May I start offwith a question while the subject is fresh in our minds? Will you tellme what the cost of reinsuring the risk that Aetna assumes in its con-tract with the Federal Government on the Federal employees' healthprogram is? What is the cost of reinsuring if you were to bear thatrisk entirely on your own? How much would be saved in terms of thepremium costs?
Mr. PETTENGILL. I am sorry, I have not examined that figure inrecent years. However, on the basis of general experience I would sayit is probably between ten one-hundredths and fifteen one-hundredths

percent of the premium.
Mr. WALDIE. I have a figure here and your percentages seem quiteaccurate. The total that has been paid as reinsurers expense allowances

over an 11-year period is about $2,700,000. I think that would come
pretty close to your percentage.
Mr. PETTENGILL. Correct.
Mr. WALDIE. According to Mr. Feay, if we can pursue this further,

there is really no risk that requires reinsurance but that Congress has
mandated it. Would you comment on that inclusion?
Mr. PETTENGILL. I think it would have been helpful had I read my

statement.
Mr. WALDIE. If you would prefer, you may read your statement and

then comment on it when you conclude your statement.
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Mr. PETTENGILL. My purpose this morning is to respond to your in-
quiry concerning the risk charge under the Government-wide indem-
nity benefit plan.

First, we would like to point out that the term "risk charge" nor-
mally refers to the theoretical amount of money required by an insur-
ance company to cover the following two areas: (a) The risk of loss
on the carrier's block of business as a whole, and (b) the amount the
carrier desires to add to its surplus by reason of the services it will
have provided.
These two theoretical amounts are usually lumped together for ac-

counting purposes because of the fact that the theoretical charges for
the risk of loss seldom precisely equals the losses suffered, and, to the
extent possible, the difference is made up out of the theoretical contri-
butions to surplus that were collected for a particular year.
The second point we would make is that the risk charges that have

been made under the Governmentwide indemnity benefit plan have
been reasonable in our judgment. During 6 of the first 11 policy years,
the risk charge was 1.3 percent of premiums and during the other 5 it
was 1 percent.
Commencing with the current policy year, the plan has been

amended to provide for access to the Commission's contingency re-
serve, not only while the contract is in force but also in the event that
the contract is canceled. This amendment substantially reduces the
element of risk under this plan as long as the Commission holds a sig-
nificant contingency reserve, such as it now does. Accordingly, we have
dropped the use of the term "risk charge" and have substituted for it
the term "service charge," which connotes the fact that most of this
charge represents the desired contribution to surplus for services ren-
dered. The amount of the service charge for this 12th policy year
is a flat $1,300,000 regardless of the size of the premium. Inasmuch as
we expect the premium for the year to aggregate about $200 million,
it is evident that the expected contribution to surplus will be approxi-
mately 0.65 percent of premiums.
We shall be glad to answer any questions with respect to the risk

charges made under the "Governmentwide Indemnity Benefit Plan."
Getting back to your questions I think this indicates that in the

early years of this contract there was a substantial risk. In more recent
years that risk has, admittedly, become primarily the risk of loss upon
cancellation.
Now that we have an amendment which permits us to draw on the

reserve in the event of cancellation, I certainly concur with Mr. Feay
that the risk under this plan is quite nominal. The risk could arise
again if the Civil Service Commission were to divest itself of its con-
tingency reserve.
Mr. WALDIE. You list two purposes to which the theoretical amounts

of money required by insurance companies could follow two areas.
The second area is the amount the carrier desires to add to its sur-

plus by reason of the services it will have provided. Is that profit we
are talking about there?
Mr. PETTENGILL. Precisely.
Mr. WALDIE. Is this the only profit available to you?
Mr. PETTENGILL. Absolutely the only profit.

85-525-72 4
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Mr. WALDIE. Everything else is at cost, so that you are raking no
more than 1 percent profit?
Mr. PETTENGILL. That is precisely correct.
Mr. WALDIE. That is not much profit, is it?
Mr. PETTENGILL. It certainly is not.
Mr. WALDIE. Is that a similar amount of profit to the one made on

your private policies?
Mr. PErrENGILL. No, it is less. Under our normal business we intend

to make somewhere between 1.5 and 2 percent on our health insurance
premiums.
Mr. WALDIE. In this, you are making what?
Mr. PETTENGILL. As of the current year, it will be 0.65 of 1 percent.
Mr. WALDIE. That seems to me to be a very reasonable profit.
Mr. PETTENGILL. I think so, sir.
Mr. WALDIE. I am puzzled as to how a similar profit can be given to

a nonprofit organization such as the Blues.
Mr. PETTENGILL. That is not my problem, sir.
Mr. WALDIE. No, it is mine and the Congress and the taxpayers'.

In your experience in the health field, I presume you would be will-
ing to comment as to why a nonprofit organization ought to receive
this profit?
Mr. PETTENGILL. I would say—because I hold no malice toward the

plan—that I do not see how any concern, be it for profit or not for
profit, will long survive unless it has a means of making additions to
its surplus.
I firmly believe that if I were operating the Blue Cross/Blue

Shield plan, I would demand a contribution to surplus as a condition
to underwriting the contract.
Mr. WALDIE. Is it your view that what you do with that contribu-

tion is nobody's business but your own and the income tax people?
Mr. PETTENGILL. That is correct.
Mr. WALDIE. It is not your view that it is any business of the Civil

Service Commission?
Mr. PETTENGILL. Correct.
Mr. WALDIE. When it is called a public service charge that is a

euphemistic charge because we are not permitted to know that.
Mr. PETTENGILL. I would point out that it is called a service charge

and not a public service charge.
Mr. WALDIE. I was not aware of that. It really should be called a

profit, should it not?
Mr. PETTENGILL. I have no objection to your calling it that.
Mr. WALDIE. In the Blue Cross/Blue Shield plan it is called a public

service charge but it is not the same in your contract?
I guess it serves no purpose. It might serve a purpose since the con-

tract has been changed.
You seem to imply that prior to the Civil Service Commission giv-

ing you the right to draw on the contingency reserve there was a
considerable risk.
That leads me to another subject. Apparently this comes prior to

that change in contract. Most of it went to the first part of your two-
part description of how that money was spent. It was the risk of loss
of the carriers business as well?
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Mr. PETTENGILL. Correct. I believe that the present amount which
we are asking was roughly what was intended in the prior years.
Mr. WALDIE. In prior years you were getting 1 percent of premiums.

Now, you are getting what for premiums?
Mr. PETTENGILL. 0.65 percent, it equates to approximately 0.65

percent.
Mr. WALDIE. How much of that in prior years was attributable to

the risk of loss?
Mr. PETTENGILL. I would say that in most of the years when we had

a 1 percent risk charge, the part ( a) , in the statement was approxi-
mately 0.3 percent and the contribution to surplus was 0.7 percent.
Mr. WALDIE. NOw you are getting a contribution to surplus of 0.65

percent and there is no risk at all?
Mr. PETTENGILL. Very nominal.
Mr. WALDIE. It is a $10-a-year risk. I guess you will agree with Mr.

Feay on that?
Mr. PETTENGILL. Correct.
Mr. WALDIE. In fact you are telling me that you have taken a reduc-

tion in profit as a result of that change in contract. You used to get 0.7
percent profit. Now you get 0.65 percent.
Mr. PETTENGILL. When the contract was originally negotiated, sir,

the premiums were $75 million. Now, they are $200 million.
In my judgment that increase would call for a slight reduction in the

rate of profit.
Mr. WALDIE. The dollar figure is so much higher?
Mr. PETTENGILL. Correct.
Mr. WALDIE. How did we determine when we can get you to concede

an even smaller figure of profit? What figure would we have to arrive
at before you could drop back to a smaller figure?
Mr. PETTENGILL. I did not bring our formulas with us but I can

assure you that it would not drop appreciably even if you doubled the
premium.
Mr. WALDIE. Will you address yourself to the extent of your re-

serves? You will have at the end of the year 39.7 percent of subscrip-
tion premiums held in reserves contingency. Is that excessive?
Mr. PETTENGILL., First of all, sir, we have not reached the end of

the year.
Mr. WALDIE. Project it. That is what you project, is it not?
Mr. PETTENGILL. I doubt that is what you project.
Mr. WALDIE. That is what the Civil Service Commission projects.
Mr. PETTENGILL. I am not quarreling. We will have a substantial

reserve at the end of the year.
Mr. WALDIE. Then the lines are drawn. Is the reserve excessive?
Mr. PETTENGILL. If we were to continue to hold it, I would agree

with you but we are proposing to make a number of improvements in
benefits for the 1973 contract year. Therefore, I believe that there
would be some reduction in this figure.
Mr. WALDIE. "What is your projection in the reduction in the re-

serves at the end of 1973?
Mr. PETTENGILL. I think our feeling is that these reserves would be

in the neighborhood of 30 percent. We would then plan on a further
reduction in 1974 which would bring them to about 25 percent.
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Mr. WALDIE. You think 25 percent is a reasonable figure?Mr. PETTENGILL. Correct.
Mr. WALDIE. There are two ways to bring this down. You could in-crease benefits or you could return premiums, is that right?Mr. PETTENGILL. It is difficult to return a premium. We could reduceit for the next year.
Mr. WALDIE. Has any consideration been given to that probability?Mr. PETTENGILL. Yes, we have had discussions with the Commissionon this. In view of the benefit changes which we propose to make thisseems like a better method or procedure.
Mr. WALDIE. Has your contract been executed?
MT. PETTENGILL. No, sir.
Mr. WALDIE. You are not asking for an increase by the way of riskcharge. are you?
Mr. PETTENGILL. That is correct.
Mr. WALDIE. Is the Civil Service Commission proposing a reduc-tion?
Mr. PETTENGILL. This was discussed at considerable length and thetentative agreement is that it would remain unchanged.
Mr. WALDIE. You are proposing an increase in benefits which willreduce your reserve from 40 percent to 30 percent. Then, another year,you will reduce it to what it should be, 25 percent? How long has itbeen over 25percent?
Mr. PETTENGILL. The very first year it got over 25 percent, I be-lieve; this is the first time it has ever been over 25 percent.
Mr. WALDIE. In 1971 I am advised it was over 30 percent.
Mr. PETTENGILL. I beg your pardon. In other words, 1971, as thatyear concluded, was the first year it went over 25 percent. It willagain be over at the end of 1972.
Mr. WALDIE. In 1971, what did you propose as a means of reducingthis?
Mr. PETTENGILL. We proposed some changes in the 1972 contract.The Civil Service Commission approved them and then we had theprice-wage freeze and the Civil Service Commission simply said therewould be no changes.
Mr. WALDIE. Also, you did not require a reduction in premiums?
Mr. PETTENGILL. That is correct.
Mr. WALDIE. Did you propose a reduction in premium to reduce the

reserves?
Mr. PETrENGILL. I think you should be aware sir, that we are obli-gated to propose our benefit changes to the Civil Service Commission

in April of the year preceding the contract year and to come up with
contract rates in June of the year preceding. You will recall that both
of those dates were prior to the President's control over which I did not
have any control or knowledge whatsoever.
Mr. WALDIE. Any knowledge of what?
Mr. PETTENGILL. That there was going to be a system of national

controls.
Mr. WALDIE. Why did they reject your benefit increases?
Mr. PETTENGILL. This was done at the last minute.
Mr. WALDIE. At the last minute could they not have accepted the fact

that you have had too much surplus?
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Mr. PETrENGILL. At that point in time, we had no knowledge.
Mr. WALDIE. You had enough knowledge to propose an increase in

benefits.
Mr. PETTENGILL. Excuse me, sir. Virtually all of this large increase

in the special reserve which occurred in 1971 occurred in the last 3
months of the year as a result of the wage-price increase.
Mr. WALDIE. Did you not propose a plan to reduce?
Air. PETTENGILL. We had proposed some increase in benefits.
Mr. WALDIE. To reduce reserves?
Mr. PETTENGILL. We believed there was going to be a margin in this

year, yes, but that it was going to be relatively moderate.
Mr. WALDIE. The Commission rejected it because of the wage-price

freeze?
Mr. PETTENGILL. Yes.
Mr. WALDIE. Did they reduce the premiums?
Mr. PETTENGILL. Neither they nor we had any idea of what would

happen. I believe that is why they did not request the reduction.
Mr. WALDIE. What did happen was that the people who have to pay

the premiums had to pay 15 percent higher.
Your reserve should have been 25 percent. As a result they were 40

percent. That is a fair description; is it not?
Mr. PETTENGILL. It is very difficult, sir, to anticipate these things in

advance.
Mr. WALDIE. It always seems strange to me that all decisions on re-

serves are in favor of the carrier. I am not criticizing you. My criti-
cism is directed at the Civil Service Commission.
Mr. PEITENGILL. The Civil Service Commission was charged with

running this program on a sound basis. If they had wild fluctuations
in the rates they had to charge to the Federal employees of the Gov-
ernment, I think they would be chastised for that also.
Mr. WALDIE. If the fluctuations were downward I doubt that you

would have been criticized. You did not seek an increase last year
and I commend you for that. However, your competitor did and he
was granted it.

Tell me why you arrived at 25 percent as a reserve that is necessary
for stability?
Mr. PEITENGILL. I have been in group health insurance for over 25

years. On the basis of my experience 25 percent of the year's premium
is essential if you are going to say that there is essentially no risk for
a case of this size.
Mr. WALDIE. IS that what you have for your other programs?
Mr. PETTENGILL. Correct.
Mr. WALDIE. They are required to have a 25-percent reserve?
Mr. PETTENGILL. In a good many instances, sir, there is no buildup

under those cases but we endeavor to get 25 percent.
Mr. WALDIE. Do you get it?
Mr. PETTENGILL. In some cases, yes.
Mr. WALDIE. In most cases do you get it?
Mr. PETTENGILL. I would point out to you that New York State rec-

ognizes the desirability of building to a 50-percent reserve. We are
encouraged to set aside 2 percent a year to build a 50-percent contin-
gency reserve. This is recognized by the Internal Revenue Service for
income tax purposes.
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Mr. WALDIE. In the majority of your other plans, do you require and
do you maintain a 25-percent reserve?
Mr. PETTENGILL. What we do is to offer the policyholder a choice as

to whether he will build that special reserve at which time his risk
charge will be reduced. If he elects not to, we maintain a higher risk
charge.
Mr. WALDIE. Has your risk charge ever exceeded 3 percent?
Mr. PETTENGILL. In some instances..
Mr. WALDIE. Do they not then have a reserve of 25 percent?
Mr. PETTENGILL. They do not.
Mr. WALDIE. For example, what is your largest contract other than

your Federal contract? With what business is that?
Mr. PETTENGILL. I don't recall at this time. We have International

Harvester and we have Chrysler.
Mr. WALDIE. Let us take Chrysler, what is their risk charge?
Mr. PETTENGILL. I am sorry, I don't know.
Mr. WALDIE. Do any of these big ones have a 2-percent risk charge?
Mr. PETTENGILL. I doubt it because most of them accept the idea of

having a special reserve.
Mr. WALDIE. Do they have a 25-percent special reserve?
Mr. PETTENGILL. I am not familiar with that.
Mr. WALDIE. You will provide the committee with the answer to this

question. Please tell me the risk charge for Chrysler, Boeing, and In-
ternational Harvester?
Mr. PETTENGILL. Sir, I am sorry, that information is confidential.

If you would care to send your counsel to Hartford, perhaps that
would be helpful.
Our risk charge is the only competitive weapon we have. That is,

it is the only weapon we have to compete with.
Our offer to have your counsel come to Hartford stands, sir.
Mr. WALDIE. Do I understand that that offer is contingent on this

committee's not revealing what those figures are?
Mr. PETTENGILL. That is correct.
Mr. WALDIE. We cannot accept that offer. I do not understand that.

I guess we are not competitive. When you are dealing with the Gov-
ernment you are not competing with anybody except Blue Cross/Blue
Shield and you are not really competing with them.
Mr. PETTENGILL. In all of our other private contracts there is no

statement in advance as to what the charge will be.
Mr. WALDIE. It is negotiated, isn't it?
Mr. PETTENGILL. No, it is set by us.
Mr. WALDIE. You cannot tell us whether you have offered the Fed-

eral employees an equal deal to these other purchasers?
Mr. PETTENGILL. We have been extremely careful to be fair to the

Federal Government.
Mr. WALDIE. Is our deal an equal or a better deal?
Mr. PETTENGILL. As far as I am concerned, it is a better deal.
Mr. WALDIE. We will seek to find out that information to find out if

your testimony is correct. However, we will not do it via the way that
you have suggested because I think the public is entitled to know
whether or not this essential point, which the committee seeks to get
straight, is true or not, that the Civil Service Commission does not
legally negotiate, they ratify.
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I cannot come to that conclusion totally, although, I am pretty near
to that conclusion as to how well we fare when you are dealing with
the private sector of the economy versus the taxpayer and the Federal
employee.
In your private contracts, are there provisions that in the event you

have a loss in 1 year the next year the premium is automatically in-
creased to cover that loss?
Mr. PETTENGILL. The contracts are for 1 year.
Mr. WALDIE. There is no provision covering it?
Mr. PETTENGILL. The answer to your question is "No."
Mr. WALDIE. But there is in our contract, why is that? Our contract

is for 1 year but there is a provision saying that if you lose money you
automatically get an increase in premium the next year.
Mr. PETTENGILL. There has been no provision to that effect until

this year.
Mr. WALDIE. There is in this year's contract?
Mr. PETTENGILL. That is correct.
Mr. WALDIE. But not in any of your other contracts?
Mr. PETTENGILL. That is correct.
Mr. WALDIE. It is your testimony that this is the first time that it has

ever been in your contract?
Mr. PETTENGILL. Correct, sir.
Mr. WALDIE. But the practice has been that you do receive an in-

crease in premium automatically to recover any losses from the
previous year?
Mr. PETTENGILL. We have had a transfer from the Civil Service

Commission's contingency reserve to our reserve and that transfer has
been exempt from the risk charge.
Mr. WALDIE. That is not the question I asked. When you incur a loss

in a year, is it not true that your loss is immediately covered in the next
year by an increase in premium?
Mr. PETTENGILL. Only if we are successful in negotiating.
Mr. WALDIE. Have you ever been unsuccessful in negotiating in the

11 years of this contract?
Mr. PETTENGILL. No, sir.
Mr. WALDIE. So I suggest that you have an increase to cover that,

is that a fair statement?
Mr. PETTENGILL. I believe the reason for that is that our losses have

been held to a modest level and they are reasonable to permit us to
recover in the next year.
Mr. WALDIE. If you have always been able to recover in the next

year, it is fair to say there has never been any risk in this contract,
isn't it?
Mr. PETTENGILL. You are overlooking, sir; that this contract is par-

ticipating in our total business. We are, as I said in my testimony,
endeavoring to extricate a charge which is both related to the risk
of the case and related to the fact that we must accumulate enough risk
charges on our business to compensate for the losses we sustain on some
cases.
Mr. WALDIE. If you have a contract provision that said if you lose

money in 1 year your premium is automatically increased in the next
year, why are you required to hold 25-percent reserves?
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Mr. PETTENGILL. The 25-percent reserve rate, sir; is the figure weagreed which would reduce the element of risk to virtually zero.Mr. WALDIE. There is no element of risk if you have an automaticincrease to recoup your loss?
Mr. PETTENGILL. Yes, sir.
Mr. WALDIE. What is it?
Mr. PETTENGILL. The contract could be terminated.
Mr. WALDIE. If it is terminated you get an automatic increase.Mr. PETTENGILL. For the first time.
Mr. WALDIE. But that is what the situation is now. Does that merit

a 25-percent reserve given those risks as we have defined them in your
contract?
Mr. PETTENGILL. Between the Civil Service Commission and our-

selves there should be a 25-percent reserve. Who holds it is a relatively
academic matter.
Mr. WALDIE. I am interested in who is paying it and that is the

Federal Government and the Federal employees. Why should they
be paying a premium to pay a 25-percent reserve that permits you to
have an increase in premium in any year in which you have had a loss.
What then is the risk?
Mr. PErrENGILL. If we were to lose this contract and there was no

reserve.
Mr. WALDIE. I am not saying no reserve.
Mr. PETTENGILL. If there is no increased premium for the next year,

how do we recoup the loss?
Mr. WALDIE. If we put a phrase in the contract which would provide

that on termination the loss would be paid by the Government, would
you need any reserve at all?
Mr. PETTENGILL. No, sir; provided the Government has the funds

to do so.
Mr. WALDTE. Neither would you need any risk charges, right?
Mr. PETTENGILL. Correct.
Mr. WALDIE. Would you continue to do business with the Federal

Government?
Mr. PETIENGILL. Probably.
Mr. WALDIE. Would .65 be reasonable?
Mr. PErrENGILL. For the present level of the premium.
Mr. WALDIE. Mr. Hillis?
Mr. Hiws. Thank you, Mr. Chairman.
I want to begin by congratulating you on the fact that there was no

premium increase this last year. What is the size of your organization
in the health field, in the industry of health field?
Mr. PETTENGILL. We are the largest underwriter of health insur-

ance in the United States and, I believe, in the world.
Mr. Hum's. Are you larger than Blue Cross/Blue Shield?
Mr. PETTENGILL. We are larger than any one of them. If you aggre-

gate hll of them, they are larger.
Mr. Hiws. What is your administrative cost percentage?
Mr. PETTENGILL. I believe 2.6 at minimum.
Mr. Hiws. That seems, I think, very good and reasonable. I noticed

in referring to the report that Mr. Feay was going over earlier, that in
the period from July 1, 1960 up to April 16, 1972, it has had substan-
tial increases in premiums.
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The high-self only began at $3.12 and in 1971 it was $200. The high-
self and family was a 201-percent increase. I guess this normally re-
flects the costs of health care over the period, does it not?
Mr. PETTENGILL. As the report points out, a substantial portion of

that increase has been due to benefit liberalizations. On the other hand,
you are perfectly correct that health care costs have doubled in that
period of time.
Mr. HILLis. Does your organization, as the largest health care pro-

vider in the industry today, try to hold down health care costs? Do
you have any studies? What programs do you have, sir?
Mr. PET'l'ENGILL. We have a number of programs, sir. First of all,

we participate in the local comprehensive health planning agencies, set
up under Public Law 89-749.
Our company contributes to the budgets of those agencies. In addi-

tion our people serve on their boards. Second, we are active in work-
ing with medical societies. We try to get the physicians and dentists
to a more effective job of policing their own work so that services
are really necessary and charges are reasonable.
In this regard we do maintain an extensive computer system of pro-

files so that don't have to rely on the physician's word for it. In
most instances we have got our own facts.
You may have noticed that we are having difficulties with some of

the physicians because we do have our own facts. Our claims organiza-
tion is, we think, one of the largest. It operates on a regionalized basis
so that we have the advantage of local knowledge to the maximum
extent possible. We think we are doing a reasonably effective job.
However, we have no authority to walk in and say to a hospital, you
cannot spend this money.
Mr. HiLms. I want to change and go in a little different direction

here in the line of questioning.
With my first exposure in this committee, this last year, there was a

lot of talk about what would happen when the open season came,
whether there would be a substantial switch between a company who
has raised a premium to 34 percent.
Have you made any study of what did occur in the past open sea-

son, the most recent one in this regard?
Mr. PETTENGILL. We did come out with a plus instead of a minus

for the first time in several years. I must confess it would have made
me happier if the plus had been larger than it was.
In the past month we have received permission from the Civil

Service Commission to do a study with respect to the reasons why en-
rollees transferred from our plan to other plans. I hope that by this
time next year we will have information that will be advantageous to
both of us.
Mr. HILLI5. Can you comment briefly also on this apparent practice

under the contract of reimbursement of, or allowance for Federal
income tax paid; why is this necessary?
Mr. PETTENGILL. It is not necessary. It was considered desirable

because at the time this law was enacted. Congress apparently in its
wisdom desired that the business be spread as widely as possible. It,
therefore, made it mandatory that the Aetna cede insurance to any
licensed company who requested same. In discussing with the Civil
Service Commission what would happen with respect to the risk
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charge for a casualty company which is subject to a different incometax law than is a life company, we pointed out that the casualty com-panies felt they would be discriminated against because, although theywould receive the same gross percent, their net risk charge would beless because of the difference in the tax.
The Civil Service Commission, therefore, agreed to this paying ofthe portion of the income tax that resulted from their receipt of therisk charge.
Mr. HILLIS. I want to deal with another area of taxation here inconcluding my questions. Again, in going over the report I was in-terested in finding out about premium taxes that your company andother companies for profit are required to pay in various States.The report shows that from 1960 through 1971 the cost of theseprevious taxes was some $32 million. Again, this cost is tacked on orrecovered through subscription charges, is that correct?MT. PETTENGILL. Correct.
Mr. HILLIS. There is perading in this committee H.E. 21, a bill in-troduced by Chairman Dulski, which would exempt life and healthprograms from State taxes, would you comment on that?
Mr. PETTENGILL. As I believe I testified, we certainly would supportsuch a program.
Mr. HILLIS. 1Vould this permit a lowering or a reduction of pre-miums to Federal employees?
Mr. PETTENGILL. Yes, the entire reduction would be passed on to theGovernment.
Mr. HILLIS. Not just as a greater profit to the company?
Mr. PETTENGILL. No, the only profit we have is from the servicecharge.
Mr. HILLIS. Thank you. that is all.
Mr. WALDIE. Mr. Hogan?
Mr. HOGAN. I would like to ask a totally different question to start

with. I am sure you are aware that this subcommittee worked on and
passed a bill which would increase the share of the premium paid by
the Federal Government under the Federal employee's contract.
As you also know, this is tied up now in conference. However, just

as a matter of curiosity, since most of the members of the committee
feel that the Government ought to pay a larger share—my own per-
sonal view is that the Government ought to pay 100 percent of the
total—can you tell us what a big company such as Boeing, Harvester,
or Chrysler pays? What percentage of premium they pay for their
employees?
Mr. PETTENGILL. It depends on their labor agreement. I would say

that most of the larger employers pay the entire cost of employee cov-
erage, and anywhere from 50 to 100 percent of the dependents'
coverage.
Mr. HOGAN. That is interesting to the members of this committee

because we have faced some reluctance on the part of the Federal
Government to assume more of that burden.
I am very grateful for your comments on that, now, back to the

subject matter of this hearing. You indicated in your testimony that
because of the increased volume that you have done, there has been
a slight reduction in your costs and that you are able to improve the
benefits because of the increased volume.



55

Every time we have a hearing with the Civil Service Commission on
this subject, I always bring up one of my pet subjects and that is, if
the Civil Service Commission amassed all of the premiums of Gov-
ernment employees and said to competing carriers, "Here is the total
volume of premiums of all Government employees, submit a com-
petitive bid on what rate of premium you charge."
It would seem to me that, in view of what you have said, the Fed-

eral employee would be able to get a tremendous break in premiums
if that could be done. Could you comment on that?
Mr. PETTENGILL. I question that it is a tremendous break. I think

if you look at all of the plans or virtually all of them, there are returns
of at least 90 cents on the dollar.
I like to think that we do a fairly good job of paying claims. How-

ever, even the less efficient carriers are probably not so bad. But that
most of the claims they are paying are proper claims.
Therefore, what you want in the way of benefits is most of what

the Government is going to have to pay for. The difference between
carriers is going to be in the efficiency of their operation.
In other words, whether the expense rate is 4 percent or our 2.6

percent, that is the nature of the savings that would come about. If
you put in a provision, such as the chairman has mentioned, that the
Government would assure a carrier, that if there were a loss it would
be paid for by the Federal Government, then there would be no need
for a risk charge. The only charge you would have would be the service
charge.
There would be some advantage to having just one plan but it is not

a tremendous advantage. I think that what the Congress originally felt
was that it desired a pluralistic approach to the benefits.
I think you might make some argument that where you havp a large

number of employees, some pluralism is highly desirable.
Mr. HOGAN. You indicated that because of the tremendous increase

in the buying of premiums you had a choice of increasing benefits or
reducing premiums. You chose the first.
Mr. PETTENGILL. As I tried to indicate to an earlier question of the

chairman, doubling our present premium would not significantly re-
duce the percentage service charge that we would want in relation to
that premium.
In other words, it is just a question of how small a profit will I take

for doing this business. Even if you gave me the entire business of the
Federal employees, I would want a half of a percent.
Mr. HOGAN. Going to another subject, would you tell us what kind

of salesmanship your company uses in trying to get people to convert
from other plans to yours?
Mr. PETTENGILL. Unfortunately, we are not allowed to contact the

Federal employees.
Mr. HOGAN. That is a serious constraint on your ability to operate?
Mr. PETTENGILL. Very definitely.
Mr. HOGAN. Would you like to see that removed?
Mr. PETTENGILL. I think so. Although, you have to realize that with

as many plans as the Government offers you have to consider the effect
on the employee of having a host of people badgering him.
Mr. HOGAN. The thing that concerns me is that we all get into ruts.

The day that an employee comes into the Federal service, he signs up
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for one of the health insurance benefit plans. Unless something stimu-lates him to take some action or he gets mad at the company, he willstay in that plan until he retires from Federal service.I represent a tremendous number of Federal employees. I am will-ing to say that they don't know that your rates are lower than BlueCross' rates.
If you had the opportunity to make a mailing or in other ways go toevery one of them and say you can save x number of dollars by sign-ing up with our company rather than Blue Cross, I think you wouldget a number of converts, and Blue Cross would find ways to make itsoperations more efficient. Even though we strive for the ideal of com-petitiveness between you and other carriers, we don't really have it.We don't have the benefits of competition.
We have the appearance of competition without the real benefits of

competition. That troubles me very much because I think, if we couldcreate an atmosphere where all the other carriers were forced to pro-
duce the best possible benefits for the lowest possible premiums, then
Federal employees would be a lot better off.
Mr. PETTENGILL. I would agree with you.
Mr. HOGAN. In that connection, from a competitive point of view, if

you had this ability to let them know about your lower rates, don't
you think that lowering premiums would be a better competitve edge
for you than improving benefits?
Mr. PErrENGILL. This is a real tough problem. The weight of evi-

dence appears to be that in general, they prefer the better benefits.
Mr. HOGAN. Thank you. In closing I would like to say that I have

always considered it paradoxical and confusing that the carrier for
profit is able to operate at a lower rate and give employees a lower
premium than the nonprofit company is able to do. There ought to
be a lesson in that. Thank you very much.
Mr. WALDIE. I would like 

you,
expand a bit on Mr. Hogan's last com-

ment. What are the reasons that your administrative charges are so
much less than Blue Cross/Blue Shield's? Do you have an opinion on
that?
Mr. PETTENGILL. I think there are two reasons. One, as Mr. Hogan

implied, is that we are a svare of the need to provide the best benefits for
the lowest price.
The second is that Blue Cross/Blue Shield is a federation of a num-

ber of plans. Consequently, they have a disadvantage in that they are
trying to drive a large team of horses whereas we are a one-horse team.
Mr. WALDIE. You have some other disadvantages. If you will recall

previous testimony, they involved the fact that you may pay taxes and
hold reserves in States that are larger than the Blues. What is the story
on those efforts?

PEITENGILL. We certainly concur that we have a tremendous dis-
advantage in our haying to pay premium taxes, whereas the Blue Cross
plans do not.
The second disadvantage which I mentioned in 1971, was the fact

that the Blues do have contracts with hospitals which, in many in-
stances permit them to pay less than the hospital's established charges.
In this area the American Hospital Association has realized that the
end result of that inequity is to the disadvantage of the public and the
hospitals. It has now come out in favor of the system whereby the rates



57

of a hospital would be reviewed in advance and, assuming they were
approved by the appropriate Government agency, the rates would then
apply to all third party carriers so that this discrimination would be
abolished. We urge that such prospective rate review be adopted.
The final disadvantage, which is something quite different, is the fact

that our program does appeal to the elderly Federal employee. We have
a larger percentage of annuitants than the service plan and this means
that the active employee pays a larger burden.

Since everyone knows that the cost of health care increases with age,
our suggestion here was that the Federal Government should establish
its contribution for active employees and then pay an additional con-
tribution which would pick up the excess cost of the annuitant over
and above the active employee.
Mr. WALDIE. What about the State reserves, are you required to have

higher reserves than the Blues?
Mr. PETTENGILL. I think in general, no.
Mr. WALDIE. Do they differ?
Mr. PETTENGILL. Yes, I believe they do and I think it varies con-

siderably from State to State. As a practical matter the key reserve is
the reserve for incurred but unrecorded claims. This reserve can be
verified after the fact; that is, you can demonstrate what it should
have been. Thus, you can examine whether a carrier has been setting
this reserve properly.
If it has been doing a poor job of estimating, you can get after it.

Basically, the type of carrier makes no difference. The carrier has to
have an adequate claim reserve. If you have any reserves above that,
that is where you get the variations.
Mr. WALDIE. Do States require a different reserve for profitmaking

organizations than for nonprofit organizations?
11/Ir. PETTENGILL. Most Blue Cross plans are organized under a spe-

cial law, and are not subject to the normal regulations that an insur-
ance company is. We think this is wrong.
Mr. WALDIE. Is their reserve requirement less than yours?
Mr. PETTENGILL. There may be a few States in which theirs is higher

than ours. But, in general, theirs is no more or no less.
Mr. WALDIE. What is your reserve requirement in California?
Mr. PE'rrENGILL. We are not required to have any addition,a1 reserve.
Mr. WALDIE. What percentage of that subscription income is that

reserve?
Mr. PETTENGILL. I would say that it varies depending upon the bene-

fits. As a rough rule of thumb, 3 months' premium is held.
Mr. WALDIE. I get the feeling that I have not been able to confirm

yet that there is a distinct competitive disadvantage that you confront
in the State when you compete with Blue Cross/Blue Shield, with the
latter getting more generous requirements from the States than do the
profitmaking Companies.
Does your experience confirm that?
Mr. PETTENGILL. No, sir; let me give you an example. Basically, we

are saying that under group health insurance we return 90 cents on
the dollar in claims; we have 10 percent left over for everything else.
Mr. WALDIE. The Blues make a big point of saying that they return

a lot more than you do.
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Mr. PETTENGILL. You can if you do not have to pay a 2.3-percentpremium tax, which we do and they do not. Therefore they shouldbe able to return 92.3 percent of benefits instead of our 90 percent.
Second, they are able to buy hospital benefits at a discount and insome States they also get a discount from the doctors. On an average,they get about 5 percent off on hospital costs which are about 60percent of their total. So right there is another 3 percent savings.Thus they ought to return 95.3 percent in benefits.
Mr. WALDIE. I think that is about what they say they do return.
As I understood your statement, the discount given the Blues by

the hospitals and doctors is contrary to public interest?
Mr. PETTENGILL. To my knowledge, yes, because the only excusefor a discount is if you are giving a valid extra service.
In other words, I would have no quarrel with a hospital having a

rule that if you don't pay your bill within 30 days you would becharged a service charge on top of that bill.
This is exactly what the department store does to me. I see no rea-son why the hospital should not do it.
This discount arises from the fact that Blue Cross goes in and sayswe will not pay for this or that kind of expense in our reimbursement.
There is nothing to stop the hospitals at this time from acceding to

these discounts. They simply raise the charges to the remaining public.
Mr. WALDIE. Your conclusion is that the public will benefit if that

discount practice is terminated?
Mr. PErrENGILL. Correct and the American Hospital Association

concurs.
Mr. WALDIE. They would benefit by lower hospital costs?
Mr. PETTENGILL. There, presumably, would be some bookkeeping

savings which would produce savings.
Also hopefully, under this prospective rate review, hospitals would

be required to demonstrate a greater degree of efficiency than they donow.
Mr. WALDIE. I have a letter that we wrote the committee clarifying

some testimony that we had in the past. It involved the interest that
you lost on the deficit year though you recouped the deficit the next
year by an increase in premium. It was your belief that you lost the
interest on that but, in fact, you did receive the interest, too?
Mr. PETTENGILL. My apologies for my lapse of memory.
Mr. WALDIE. Of course, I understand that.
I asked a question in that letter which says: "The information

which is confidential is that concerning our risk charges. The only
thing I can give you in writing is my assurance that we have not
charged the Civil Service Commission a higher risk charge for the
indemnity plan than we have charged any of our other group policy
holders." I presume that still remains the case?
Mr. PETTEN GILL. Yes, sir.
Mr. WALDIE. Would I be equally correct in my presumption that

this information would be true if I reworded it to: "The only thing
I can give you in writing is my assurance we have not charged the
Civil Service Commission a higher reserve requirement for the Gov-
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ernment wide indemnity benefit plan than we have charged any of our
other group medical holders?
Mr. PETTENGILL. As far as the special reserves, there was never any

charge for that. It only occurs, under normal circumstances, if the
rate turns up a margin.
Let us face it, it is almost impossible to predict 18 months in advance

precisely the rate you are going to need. You try to make rates so that
the breakage is on the positive side.
Under those circumstances, there is a margin over and above your

estimate.
Mr. WALDIE. All I am trying to do is ascertain whether the margin

is given to us the same as the margin is given to your other holders.
Mr. PETTENGILL. Under normal circumstances the rate margin is

less because of the fact that under the Federal employee's plan there is
the agreement that refunds are not paid back to the policyholder. They
are put into the special reserve account and held to increase benefit in
the future or to offset rate increases.
Mr. WALDIE. I appreciate that. Am I correct in my assumption that

the reserves required for the Federal employee program are not higher
than those that are required for your other group medical expense
policyholders?
Mr. PETTENGILL. Talking about comparable situations, that is correct.
Mr. WALDIE. I am talking about the reserves set. Are they higher

than, less than, or equal to your other medical policyholders'?
Mr. PETTENGILL. I think the answer to that has to be yes because,

under normal circumstances, the policyholder takes those refunds in
cash.
In this instance, the Civil Service Commission has told us, no, we

don't want refunds in cash, put them in the special reserve. Because
we have had this provision, the accumulations in the special account
have been less than the total of the refunds that we would have paid
if this had been a normal case.
Mr. WALDIE. Does this mean that less reserves are required for the

Federal employees than for others?
Mr. PETTENGILL. No other policyholder charges his employees an

extra amount and puts it into a contingency reserve.
Mr. WALDIE. We are the only ones who do that?
Mr. PETTENGILL. Correct.
Mr. WALDIE. What would be your view if we eliminated that contin-

gency reserve?
Mr. PETTENGILL. I see no reason why it should not be eliminated.
Mr. WALDIE. That is a very fair response.
Mr. PETTENGILL. I have not read the law recently, but up to 4 percent

is to take care of the Commission's expenses and then the balance is for
contingencies. I don't remember the precise wording.
Mr. WALDIE. The law says they may set aside up to 3 percent in the

contingency reserve. In your view, is it an extraordinary thing that is
not present in other plans?

PvTTENGTT,L. That is correct.
Mr. W NLDTE. If your special reserve were less than 25 percent, would

you ask for an increase?
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Mr. PETTENGILL. Right.
Mr. WALDIE. So, really you are not recommending anything but a

bookkeeping change. No benefit would be acquired by the policyholder
by elimination if you still insist on the 25-percent reserve, would it?
Mr. PETTENGILL. No.
Mr. WALDIE. Do you mean your special reserve is over 25 percent?
Mr. PETITNGILL. No, you are right at 25 percent.
Mr. WALDIE. Your recommendation to eliminate contingency reserve

means get it out of their hands and into ours?
Mr. PETTENGILL. Depending upon the times that could be good or

bad for the Government. In general, it would be good.
Mr. WALDIE. There are two issues involved in this. The first one is,

is 25 percent an excessive reserve given the risk involved in this
contract?
The second issue is, if it is not excessive, why do we persist in taking

years to get down from over 25 percent to 25 percent?
As I understand your program, you anticiapte getting down to

about 25 percent by the end of 1973?
MT. PETTENGILL. Correct.
Air. WALDIE. Tell me why we don't get down to 25 percent this year?

Why don't you call for an improvement in benefits or a reduction in
premiums to get you down to 25 percent this year? What is wrong
with that?
Mr. PETTENGILL. This is a matter of judgment, sir. In my judgment

you approach a problem of this sort on a conservative basis which
means you don't attempt to make it all in one year because you might
overcorrect.
Mr. WALDIE. If you did overcorrect, what would occur of jeopardy

to you? What if you get down to 15 percent? Who would suffer from
that overcorrection ? Nobody would except you would not have that
10 percent.
Mr. PETTENGTLL. The following year, we would ask for a substantial

rate increase. We would also ask for an increase in the risk charge.
This means, therefore, in terms of the net cost to the Federal Gov-

ernment, there would be a greater increase.
Mr. WALDIE. That would occur if you had overcorrected. The em-

ployee would have the money that is rightfully his and the Govern-
ment would have the money that is rightfully theirs. The plan would
not be jeopardized if you got down to 25 percent, would it?
Mr. PETTENGILL. I think I am failing to make clear to you, sir, that

one piece of my program is a charge in that year to the Government
and hence, to the Federal employees. This is the service charge which,
in the old days, was the risk charge.
If you are to set a combination of contingency reserve and special

reserve which is below 25 percent, then we will want to increase the
present service charge.
How much we would add to the service charge would depend on

what total reserve was available. The risk charge charged in a given
year is lost and gone forever as far as the Federal employees areconcerned.
Mr. WALDIE. Your job is to minimize that risk charge?
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Mr. PETrENGILL. If we could minimize it more than we have I don't
know what we would do.
The fact that you have a slightly higher special reserve in 1 year

versus another might produce a slight difference.
Mr. WALDIE. We are not talking about a slight difference; we are

talking about 25 percent versus 40 percent.
Mr. -3PETTExoim.. As I said, we are taking action to get that 40 per-

cent down.
Mr. WALDIE. What is that action, as increase in benefits? That will

reduce it by what, 10 percent?
Mr. PETTENGILL. Yes, sir; I am hopeful.
Mr. WALDIE. So that the reserve will be 30 percent?
Mr. PETTENGILL. Then, next year, we will take further action to re-

duce it another 5 more.
Mr. WALDIE. One final question on the 25 percent. I presume you

concluded that 25-percent reserves plus the present contract has elimi-
nated risk?
Mr. PETrENGILL. The only risk is what is mine.
Mr. WALDIE. Is that a necessary part of the elimination of that risk.

the 25 percent?
Mr. PETTENGILL. Yes.
Mr. WALDIE. How do you arrive at the 25 percent figure?
Mr. PETTENGILL. This is our judgment on the basis of many years

of operating in this business.
Mr. WALDIE. Can you give me more than that? Is it just your judg-

ment being confirmed by other companies that 25 percent is a reason-
able reserve in programs of this nature?
Mr. PETTENGILL. I have not conducted a survey of the other com-

panies but I would think that they would be close to my judgment
because of the general manner in which they operate.
I am not going to sit here and say they are precisely the same.
Mr. WALDIE. It would be fair for me to conclude that this judgment

has applied to other contracts with other insurers, that 25 percent
would be required of them, too?
Mr. PETTENGILL. For us to reduce the risk charge 
Mr. WALDIE. Their risk is the same as our risk, of this contract,

isn't it?
Mr. PETTENGILL. Some of them have lower.
Mr. WALDIE. Do any of them have less risk?
Mr. PETTENGILL. Not at the present time.
Mr. WALDIE. I would assume that our reserve would be the least

high of all the reserves that you write. Am I correct on that; doesn't
that follow?
Mr. PETTENGILL. We would have to have higher reserves on a case

if we had no assurance such as we have here.
Mr. WALDIE. I am saying this is the least risky contract you have,

isn't it?
Mr. PETTENGILL. Yes, this is.
Mr. WALDIE. You have no other contract where you require a lesser

reserve than 25 percent, is that right?
Mr. PETTENGILL. Excuse me, sir. We are perfectly willing to operate

a contract without a reserve. In most contracts, this is the case.

85-525-72----5
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Mr. WALDIE. I would like you to just address this. We have estab-
lished that you have no contract with less risk.
Am I fair if I conclude that there is no contract you write that has

a lesser reserve requirement than the Federal Government contract ?
Mr. PErrENGILL. If we had a comparable situation 
Mr. WALDIE. Do you have a comparable situation?
Mr. PETTENGILL. We do not. We have no contract under which the

employer has agreed to pay us our losses in the event the contract is
terminated.
Mr. WALDIE. So, this is the least risky contract you have?
Mr. PETTENGILL. Right.
Mr. WALDIE. Then the reserves are only there to take care of risk,

are they not? There is no other purpose for a reserve is there?
Mr. PETTENGILL. In this instance, the reserves are there to cover our

elimination of part of the risk charge.
Mr. WALDIE. The reserves are there to take care of risk, are they?
Mr. PETTENGILL. Right.
Mr. WALDIE. If this is the least risky contract you have is that the

the case?
Mr. PETTENGILL. For a comparable case of benefits.
Mr. WALDIE. Even if there is no such provision in their contract that

they will pick up your losses?
Mr. PETTENGILL. We are going around in circles.
Mr. WALDIE. I don't intend to.
Mr. PETTENGILL. You are correct that what we have here is a situ-

ation of virtually almost the ideal where our risk has been minimized
and hence, the size of the reserves we need are less.
Mr. WALDIE. Therefore, you would not take advantage of the Fed-

eral Government and our reserve if it is less than all of your contracts,
is that correct?
Mr. PETTENGILL. Correct.
Mr. WALDIE. If we were to make an examination and find that, in

fact, you have less reserve rates for other people would that concern
you that this testimony may be in need of correction?
Mr. PETTENGILL. I have endeavored to give you the best and most

precise information that I know of. I firmly believe that it is correct.
I certainly would want it exposed to the public if it were incorrect.
Mr. WALDIE. I would like to have you write a letter confirming that

in writing. To use your language here, "none of your other group medi-
cal expense policyholders have less reserve requirement than does the
Federal Government."
Would you please confirm that in writing to me?
Mr. PETTENGILL. I will write you a letter, sir.
Mr. WALDIE. Can you confirm it in writing?
Mr. PETTENGILL. You have to realize that the two are precisely

related. We have no other contract where the risk has been reduced
to this level. Therefore, there is no other contract where the reserve
requirements would be comparable.
Mr. WALDIE. In any other contract the reserve requirement would

be less?
Mr. PETTENGILL. Because the risk charges aren't.
Mr. WALDIE. That doesn't matter. There is no risk even comparable

to this in any other contract, so your reserves would be less 
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Mr. PEI IENGILL. Under this contract.
Mr. WALDIE. Yes, under this contract. Mr. Hillis?
Mr. HiLms. I have noticed that at the time this report was being

made, GAO raised some question about your company's practice in
computing income. It states here that in most instances Aetna agreed
with the conclusions and promised to make appropriate adjustments,
has this bene done?
Mr. PETTENGTLL. I believe it has, sir. If not, it will be done in the

accounting this year.
Mr. HiLms. I know you said that it might be better for you to bold

the money rather than the Government. For what we hold we get a
net interest, don't we?
Mr. PETTENGILL. The only problem has been that it has never been

clear as to what is the Federal income tax on this case.
Mr. HILLis. In the premium structure when you do this survey,

will you make available to the committee the breakdown in all of the
premium groups where there has been a shift from high to low option?
Mr. PETTENGILL. I did not catch that question.
Mr. limas. In your earlier testimony you said you were going to

make a survey on the last open season to see what happened between
you and Blue Cross.
Mr. PETIENGILL. It will be with respect to this upcoming 1972 sea-

son. The Commission thought it would be difficult to do it with respect
to the last open season.
Mr. HILLIs. -When that is done will it also include whether there

has been a shift within options?
I am interested in whether people are giving up high-self coverage

for low-self coverage because of premium increases.
Mr. PETTENGILL. I believe that could be included.
Mr. Ilmus. I also take it that each premium is structured on the

low-self covered persons, is that correct?
Mr. PETTENGILL. To begin with, yes, but then each of the two options

bears its proportionate share of any overall losses.
Mr. HILLis. I am not sure I understand that answer.
Mr. PETTENGILL. You have inherent in this ease the fact that em-

ployees are permitted to choose between a high and a low option. By
definition, the poor risk will choose the high and the good risk will
choose the low. All other things being equal, if you have an overall
loss on the combined plan, high and low, then under a normal group
plan all employees share in that loss.
This is because the basic nature of a group plan is that it is a social

insurance device that everybody is participating in. So that, under this
situation, if we did not do that you could drive the rates between the
high and the low options miles apart and way, out of line with respect
to the benefits provided.
Mr. limas. That answers my question.
Mr. WALDIE. I have no further questions. Mr. Pettengill, despite the

nature of the questions that I asked you, I want you to know that I
personally think that Aetna has done a good job. I was impressed that
you did not seek a premium increase.
I am somewhat unhappy that you did not seek a premium decrease,

however, given the nature of your reserves.
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Mr. HILms. Another question occurred to me in relation to Mr.
Hogan's line of questions. Do you advertise your plan? Do you run
newspaper advertisements directed at the public for Government
employees?
Mr. PETTENGILL. No. At the last year's open season, we did run a

few newspaper adds to see whether they would be of use to get infor-
mation to the Federal employees. Our problem is that the Federal
employees are spread all over these entire United States.
In general, if we were to pay the price for a newspaper ad for every

newspaper in these United States, we would incur a tremendous cost
which we do not feel would be of value to the Federal employees.
Mr. WALDIE. In conclusion, let me tell you that I appreciate your tes-

timony before the committee and the knowledge that you have on the
subject which we have in mind.
Hopefully, we will be asking the Blue Cross/Blue Shield people the

same questions. I assume, ultimately, they will come before us.
Do you have anything further that you desire to add?
Mr. PETTENGILL. NO. We thank the committee very much.
Mr. WALDIE. Thank you, Mr. Pettengill and gentlemen.
The last witness we have is Mr. Ernest Fitzgerald, who is a consul-

tant to our committee. Mr. Fitzgerald will discuss for the record the
risk charge and the reserves.

STATEMENT OF A. ERNEST FITZGERALD, MANAGEMENT
CONSULTANT

Mr. FITZGERALD. Thank you, Mr. Chairman and Congressman Hillis.
My primary purpose is to summarize the inquiry into the risk charge
for the Federal employees health insurance carriers with particular
emphasis on the Blue Cross/Blue Shield situations.

First, as to background, the risk charge was an annual payment
made—until 1971 in the case of Blue Cross/Blue Shield and Aetna—
by the Civil Service Commission to underwriters of certain health
plans within the Federal health benefits program (FEP) .
The records of hearings before this subcommittee and inquiries by

the General Accounting Office (GAO) indicate that the payment was
to compensate the underwriters for the risk of having to make up any
deficit of the plans and to provide a fee or profit for carrier services.
I might explain at this point, for the record, the role of the General

Accounting Office in the subcommittee's hearings. The Comptroller
General is very helpful in assigning some of his experienced people in
this area to submit to the subcommittee some data.
Many of the reports or submission of data to the subcommittee have

not gone through the normal review process in the General Accounting
Office. This is why they will not be found in the usual formal reports.
As I say, I think the relationship has been very helpful. In fact, it

has been invaluable. The subcommittee could not have possibly done
as much without the assistance of these experts.
Mr. WALDIE. I want to interrupt simply to affirm your assessment

of the value of the consideration that the General Accounting Office
has made to this inquiry. We are very appreciative of their diligence
and their expertise.
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Mr. FITZGERALD. To the present time, so far as is known, no plans
have been terminated by the Civil Service Commission, although since
inception of FEP in 1960 seven plans have been discontinued. In the
case of the major plans—Blue Cross/Blue Shield and Aetna—the
risk charges paid over the years apparently represent profits to the
plans because they have been reimbursed for all allowable adminis-
trative costs incurred and benefit payments made by these plans.
Premiums have been increased several times to cover increases in

health costs and benefit coverage when it appeared that subscription
income, premiums, at existing rates would be insufficient to pay health
benefits and administrative expenses, and thus lead to a deficit condi-
tion.
The risk charge was renamed a public service charge in the 1971

Blue Cross/Blue Shield contract, apparently as a result of criticism
by the subcommittee that there was little, if any, risk involved in
carrying out contractual commitments, and therefore no basis for the
payment of such a charge.
Just to emphasize this point, I would like to read at this point an

excerpt from a letter dated May 26, 1971, from Mr. Andrew Ruddock
of the Civil Service Commission to Mr. Joseph E. Harvey, vice presi-
dent of Blue Cross Association.
We suggest for your consideration changing the contract description of the

risk charge, using different terminology like profit service charge or some-
thing similar.
We would also like your reaction to adopting a flat amount for the risk charge.

For example, $1 per enrollee instead of the percentage of premium now used.
01' course we want to keep the risk charges as low as possible.

Mr. WALDIE. May I interrupt a moment. Does that compute out
that they, in fact, adopted the $1 per enrollee as the nature of the risk
charge?
Mr. FITZGERALD. Apparently so, Mr. Chairman. We have no access

to the negotiation memoranda of the Civil Service Commission but it
would appear that that is what they did in this year's contract.
Mr. WALDIE. Do we know the number of enrollees?
Mr. FITZGERALD. Yes; I believe that is what gives rise to the

conjectures.
Mr. WALDIE. Is that trite of Aetna, also?
Mr. FITZGERALD. That I don't know.
Mr. WALDIE. You might make a note with Mr. Hillis' consent; we

will address a letter to Mr. Ruddock asking if $1 per enrollee was the
4T. means whereby they established the public service charge for Blue

Cross and profit for Aetna.
Mr. FITZGERALD. There may have been some remote basis up to the

time the risk charge was converted to a public service charge for jus-
tifying some provision for risk.
Blue Cross/Blue Shield have cited one point in time where termina-

tion of the contract for the service benefit plan would have left the
corporation with a deficit of about $8 million. But since the time of
the conversion from a risk charge to a public service charge the likeli-
hood of a deficit situation having to be met by the insurance com-
panies practically is nonexistent.
This is because substantial contingency reserves, held for each plan

by the Civil Service Commission, were made available, from the time
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the conversion was made to pay off liabilities of a plan in the event of
termination. For example, the GAO investigators assigned to assist
the subcommittee informed us that as of December 31, 1971, the con-
tingency reserve of over $80 million for the service benefit plan be-
came available, in the event of termination of the contract between
the Civil Service Commission and Blue Cross/Blue Shield, to pay off
liabilities.

Previously, contingency reserve moneys were not contractually avail-
able for this purpose. As of December 31, 1971, the contingency re-
serve for this plan—slightly over $80 million—was more than twice
the estimated liabilities.
With the change in the name of the risk charge to public service

charge 
Mr. WALDIE. May I interrupt yon a moment? The contingency re-

serve was twice the estimated liabilities, that doesn't even take into
account at all the special reserve held by the plan?
Mr. FITZGERALD. That is my understanding.
Mr. WALDIE. What was the special reserve held by the plan? I think

the $80 million is a combination of the contingency and the reserve.
Mr. FITZGERALD. That is possible. I will check that and supply the

answer to that for the record.
I am speaking now of Blue Cross/Blue Shield.
Mr. WALDIE. I know you are speaking of Blue Cross and Blue

Shield. Please check that because that $80 million in the contingency
reserve would seem to be a figure that probably is included in special
reserve.
Mr. FITZGERALD. As I say, I will check that.
Mr. WALDIE. Staff tells me that the projection for 1972 of the com-

bined contingency and reserve is $144.9 million. So, $80 million may
very well be the contingency reserve.
Mr. FITZGERALD. The only figures I had were projections. As von

have observed they were somewhat untrustworthy. I will check that
and correct it if it is incorrect.
With the change in the name of the risk charge to public service

charge. explanations of the intended use of the moneys also shifted.
In response to questions from this subcommittee in April of 1972 the
Blue Cross and Blue Shield Federal employee benefit program admin-
istrators submitted a list of major areas where the risk charge (public
service charge) funds were purportedly used: One, support of FEP
Non-Group conversion; two, stabilization of reserves (risks) ; three,
contribution to State Mandatory Statutory Reserves (where appli-
cable) ; four, research and development; and community services.
Working through the GAO investigators assigned to assist in data

gathering, the subcommittee staff attempted to determine the distri-
bution of risk charge (public service charge) funds to the areas listed
by the Blue Cross and Blue Shield officials.
In response to GAO inquiries, Blue Cross/Blue Shield officials

furnished recommended accounting procedures for handling the ac-
crual of risk charges payable to the various local plans and for record-
ing the flow and disposition of payments. They also furnished a num-
ber of verbal explanations of how the money was used.



4

67

rile combination of the review of the accounting procedures and the
analysis of the explanations given left all of us somewhat in confu-
sion. On the one hand we had a rather elaborate explanation of where
the money went from the Blue Cross/Blue Shield officials.
On the other hand, the individual plans in some cases indicated that

the money lost its identity once it was distributed to the few.
In one case the local plan officials reported, "cash received is depos-

ited in the general fund and is used for general operating expendi-
tures."
In another the officials stated that, "the risk being charged becomes

a part of the company's general reserve and is available in support of
any of the company's programs."
This confused us all because it raised the possibility that money

not intended to be spent under the Federal employes program could
be covered by risk charge funds. Therefore, the subcommittee staff
requested that the General Accounting Office attempt to trace a sam-
ple of actual risk charge transactions to determine whether ultimate
use of the funds could be factually determined and whether adequate
controls existed in the local plans to protect against unintended use
of the risk charge monies.
On July 24, 1972, the GAO asked Mr. Joseph Harvey, Blue Cross

Association vice president, to grant permission for the GAO auditors
to trace the actual flow of risk change transactions. On July 26, 1972,
Mr. Harvey denied the GAO request, stating that the risk charge
transactions were not subject to Government audit.
Mr. WALDIE. In this regard, we submitted a list of interrogatories

to Mr. Ruddock. His response is dated September 12, 1972, which we
will offer for inclusion in the record.
(The letter follows:)

U.S. CIVIL SERVICE COMMISSION,
BUREAU OF RETIREMENT, INSURANCE, AND OCCUPATIONAL HEALTH,

-Washington, D.C., September 12, 1972.
Hon. JEROME R. WALDIE,
Chairman, Subcommittee on Retirement,
Insurance, and Health Benefits.
DEAR MR. WALDIE Following are my answers to your September 11, 1972,

interrogatories.
1. Question. -What has been the total amount of money paid out in "risk

charges" to BC/BS and Aetna during the history of the Federal employees
health benefits program?
Answer. During the twelve years since inception of the program (July 1, 1960

to June 30, 1972) amounts paid for risk charges and service charges were
as follows:

Blue Cross and
Blue Shield Aetna

Amount of charge $47,345, 059 $16,684, 288
Total premium $4,478,349. 374 $1,495,527. 090
Charge as a percent of prerniui s 1.06 1. 12

2. Question. Has either BC/BS or Aetna ever suffered any financial loss from
the Federal program which was not subsequently recouped?
Answer. No.
Question. If yes, please give a history of those losses.
Answer. Not applicable.
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3. Question. Does the Federal Health Benefits Act allow for Federal contri-
bution to programs to cover costs of conversion and community services?
Answer. With respect to conversions, the Federal Employees Health Benefits

law (5 U.S.C. 8902 (g) ) provides that each plan must offer a conversion option
and that "an employee or annuitant who exercises this option shall pay the full
periodic charges of the nongroup contract." The law is silent with respect to
community services.

4. Question. Can BC/BS and Aetna use "risk charge" funds for any purpose they
wish?
Answer Yes.
Question. Does the Civil Service Commission have any oversight or monitoring

function over the use of the "risk charge"?
Answer. No.
5. Question. What are the differences in rates between the Federal group in-

surance premium, and that which is paid by individuals upon conversion?
Answer. The conversion premium rates are generally higher because, among

other reasons, they involve individual premium billings and collections. An
employee in the Blue Cross-Blue Shield plan may convert to the standard con-
tract offered by his local Blue Cross-Blue Shield plan. These standard contracts
differ from one local plan to another and so do their premium rates. The Aetna
offers four different conversion options to Federal employees at differing
premium rates. A copy of the Aetna and Blue Cross-Blue Shield Washington,
D.C. area conversion plans are enclosed.

6. Question. What is the projected 12/31/72 level of the special reserve fund
held by Blue Cross-Blue Shield? What percentage of their annual federal pro-
gram premium does their reserve constituter
Answer. On June 30, 1972, Blue Cross-Blue Shield estimated that the special

reserve would be $48.9 million on December 31, 1972, including $23.9 million
estimated to be paid from contingency reserve in 1973. This is 5.8% of their
estimated 1972 subscription income. Using data through July 31, 1972, we be-
lieve that this estimate of reserve level is low. However, we are currently study-
ing August experience which has been unusually high.

7. Question. What is the projected level for 12/31/72 of the special reserve
fund held by Aetna? What percentage of their federal program premium does this
reserve constitute?
Answer. On June 20, 1972, Aetna estimated that the special reserve, at the end

of 1972, will be $52.0 million. This is 25.6% of the estimated 1972 subscription
income. We believe that this estimate is high, but there should be a positive re-
serve in the neighborhood of 20% of income.

8. Question. Do the other federal health programs all have special reserves?
If some do, what is the range of their reserves as a percentage of annual premium?
Answer. At December 31, 1971, there were 26 experience-rated plans besides the

Blue Cross-Blue Shield and Aetna Plans, that had special reserves (cumulative
gains or losses) belonging to the Federal Employee Program. There were twelve
community-rated plans whose reserves did not belong to the Federal Employee
Program. The reserves for experience-rated plans, as a percent of annual pre-
miums, ranged from a negative 29.5% to a positive 30.0%.

9. Question. What is the level projected for 12/31/72 of the contingency re-
serve held by the Civil Service Commission?
Answer. We estimate that the total reserve held by the Civil Service Commis-

sion for all plans will be $152.9 million. Of this amount, $96.0 million will be
in the Blue Cross-Blue Shield account and $28.6 million in the Aetna account.
10. Question. Under what circumstances can Blue Cross-Blue Shield or Aetna

draw on the contingency reserve fund? What is the history of the use of the con-
tingency reserve?
Answer. There are two provisions governing Blue Cross-Blue Shield's and

Aiatna's drawing on their contingency reserves. The first is regulatory (5 C.F.R.
890.503(c) (2). It provides that when, as of the end of a contract period, the total
of all reserves held by and for a plan amounts to less than the total of the last
five month's subscription charges paid to the plan, it is entitled to payment from
the contingency reserve of the lesser of: (1) the amount equal to the difference
between the total of the last five months' premium and the total of the reserves
held by and for the plan, or (2) an amount equal to the excess, if any, of the
plan's contingency reserves over an amount which is equal to the average monthly
premium paid the plan during the most recent contract period. The second nro-
vision governing the draw on contingency reserves is in the contracts with Blue
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Cross-Blue Shield and Aetna. The effect of this provision is to permit use of their
respective contingency reserves to discharge their liabilities under the contract
after the contract has been terminated if the reserves held by the plan prove in-
sufficient for this purpose. This second provision has never been used. Payments
have been made to the plans in accord with the first provision from time to time,
as follows:

Year
Blue Cross and

Blue Shield Aetna Year
Blue Cross and

Blue Shield Aetna

1965 $2,543,532 $3,152,857 1969 $17,543,576 $4,531,330
1966 15,835,959 7,278,999 1970 38,861,116 4,456,906
1967 0 3,939,065 1971 22,050,826 7,381,272
1968 0 4,865,840 1972 22,361,792 4,109,989

11. Question. As of December 81, 1972, what percentage of their annual fed-
eral program premium will Blue Cross-Blue Shield and Aetna each have avail-
able to them to draw against any current deficit (special reserves and con-
tingency reserve) ?
Answer. Using the Blue Cross-Blue Shield estimate of a $48.9 special reserve,

the total, including contingency reserve will be $144.9 million which is 17.1%
of premium. Using the Aetna estimate of $52.0 million special reserve, the total,
including contingency reserve will be $80.6 million or 39.7% of subscription
income. These total amounts would be available only if the contracts were
terminated.

12. Question. How does this percentage of reserve compare to those of private
national health insurance programs?
Answer. The Commission has not made a study of the reserves held by car-

riers for insurance programs they underwrite for private national firms. We
cannot, therefore, respond to this question.
13. Question. Does the Federal GOvernment mandate any specific level of

reserves?
Answer. The Federal Employees Health Benefits law (5 U.S.C. chapter 89)

contains no such mandate. The health benefits regulations (5 C.F.R. 890.503(c)
(1) ) state that "The preferred minimum balance for the contingency reserve
is one month's subscription charges at the average monthly rate paid from the
Employees Health Benefits Fund for the plan during the most recent contract
period," but this is less than a mandate. A new plan, for example, would have
less than the preferred minimum balance in its contingency reserve until it had
been in the Program long enough to build up its contingency reserve to one
month's premium.
14. Question. TVhat is the 'percentage of annual premiums that is generally

required for large, eRtablished health insurance programs by state governments?
Provide a range, if necessary.
Answer. We have not made any study of the level of reserves which states

require in the exercise of their function of regulating insurance carriers, and I
do not have the information you request. In 1971 we received a letter from the
Insurance Commissioner of the State of Wisconsin, in which he questioned the
low reserves of one of our carriers in the following terms: "In general it is my
experience that prudent management of an accident and health insurance com-

pany will write a premium volume that is not in excess of approximately 3 to 4

times its capital and surplus funds. In other words, capital and surplus should

be approximately 25% to 30% of premium volume. At year end the surplus

of this company was approximately 3% of premium volume without considera-

tion of the probable inadequacy in claim reserve and without consideration of

the market value of assets. The financial condition of this company is not only

serious, it is critical."
15. Question. In order to clarify previous testimony, are the funds from the

special reserves and the contingency reserve invested? If yes, how and where

are the contingency funds invested by the Civil Service Commission?
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Answer. Funds in both the special reserve and the contingency reserves areinvested. Funds in the contingency reserve are invested by the Secretary ofthe Treasury in interest bearing obligations of the United States as prescribedby law (5 U.S.C. 8909), and interest is credited to the Fund.16. Question. How are the proceeds from the investment of the special carrierreserve and the contingency reserve used?
Answer. Interest earned on the special reserve of a plan is credited to thespecial reserve of that plan. It is used to pay plan claims and expenses. Interestearned on the contingency reserve of a plan becomes part of the contingnecy re-serve of that plan and is eventually paid and included as part of premium income.17. Question. If the total reserves of BC/BS and Aetna were to be drawn downfrom current levels to the level of reserves generally required by state govern-ments and the money used to offset premiums, what would be the effect on pre-miums paid by federal employees and the federal taxpayer?
Answer. As stated in answer to question 14, I do not have information as toa level of reserves generally required by state governments.

Sincerely yours,
ANDREW E. RUDDOCK, Director.

Mr. WALDIE. Among the questions asked was whether or not theCivil Service Commission had any oversight function regarding therisk charge. They answered "No." Mr. IIarvey, then, was relating ex-
actly Civil Service Commission concept and their responsibilities.Mr. FITZGERALD. He said that it is profit and they can use it for any-
thing they please.
Mr. WALDIE. I suspect that is true. In a nonprofit organization where

it is a public service charge, the use of it for the public's benefit would
seem to me to be implicit. The Commission says they have no authority
in that regard.
Mr. FITZGERALD. As a result of the Blue Cross/Blue Shield denying

the General Accounting Office access to their records, the subcommittee
staff requested that the GAO auditors present themselves at the local
plan offices in Washington, D.C., Virginia, and Pennsylvania, which
they did on July 28, 1972, and requested access to records pertaining to
risk charge transactions. Reportedly acting on instructions from Ur.
Harvey's office, the local plans denied GAO access to their records.
Mr. WALDIE. I suspect they were acting under the mandate of the

Civil Service Commission which is the only one which has any
authority.
Mr. FITZGERALD. They say they don't monitor and they can spend

it for any purpose they see fit. It is of no concern to the Government.
The Civil Service Commission Audit Division has told this sub-

committee staff that they do periodically conduct audits and have done
so in cases in the past.
Mr. WALDIE. The handicap this committee labors under is that the

concerns we share are not shared by the Civil Service Commission
which, apparently, is the only body under present law who has the
authority to do something in these regards on behalf of the Govern-
ment and the Federal employees.
It is simply another little break in th. structure that seems to be

built here that the Civil Service Commission has no concept of its
responsibilities. This adds further configuration to my own belief, that
the. Civil Service Commission is so far removed from understanding
their responsibilities

' 
that administration of these programs ought to

be removed from the Commission.
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Mr. FITZGERALD. I would like to address the degree of helplessness
with which we are confronted in a moment. But, to summarize the sit-
uation with respect to what we really know about the use of the risk

charge moneys as a result of the Blue Cross/Blue Shield officials and
now as I learn. supported by the Civil Service Commission, we have

no quantitative evidence of any sort on the ultimate use of the risk

charge payments.
When faced with similar situations, Government contracting of-

ficers often suspend payment on questionable items until complete facts
are available to support a decision on propriety of payments. If con-

tracting officers fail to detect or to act on questionable items, the powers

of the Comptroller General can sometimes be invoked to suspend items

in an account in order to obtain further evidence or explanation neces-

sary to their settlement.
I recommend to the subcommittee that legal advice be sought to de-

termine what might be done to resolve unanswered questions regard-

ing use of risk charge (public service charge) funds. In other words,

I suggest that we assess the Governments leiial right to discontinm

payment of the risk charge until unanswered questions regarding its

use are resolved.
Mr. WALmE. Do you think there are any unanswered questions with

regard to Aetna?
Mr. FITZGF,RALD. With respect to Aetna to the extent that the Civil

Service Commission regards and accepts the payment as pure profit,

and if that indeed is the case, I would think that that probably would

settle the matter.
Mr. WALDIE. I was not aware that it went from risk to all service.

According to Aetna that is all service charge and therefore, all profit.

I suspect what the company does with its profit is of no one's con-

cern except the Internal Revenue Service as far as the Federal Gov-

ernment is concerned.
I don't think it is the same with the Blue Cross/Blue Shield where

the public service charge is the nomenclature. I think there is a respon-

sibility on their part. to account for the expenditure of those funds.

Mr. FITZGERALD. I would think so, particularly, since the associations

have written to the subcommittee—and I suppose others—that the

funds are being used for certain purposes. Many of the things they

say they are using it for are already reimbursed by the Federal

Government.
In both cases, the intent of the parties should be examined and 

it

might be found that the service charge is, in fact, a reimbursement for

expenses not considered allowable by the parties to the contract. I

would think this would be a much more clear-cut possibility in the

case of the Blue Cross/Blue Shield Associations.
The neatest solution, of course, would be to eliminate the payment

altogether, and I would hope that the Civil Service Commission is al-

ready considering this.
As a general rule, Government contracting officers place the burden

of justification for items proposed in negotiated contract on the con-

tractor. Unless the Civil Service Commission has information on risk

charge (public service charge) use which has not been made available
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to this subcommittee, it would appear that they would have great diffi-
culty justifying the continuance of this outlay of Federal employees'
and taxpayer's money.
As a final suggestion, I would urge that whatever costs or contin-

gencies are intended to be covered by risk charge (public service
charge) be identified and dealt with separately within their proper
generic categories. To the extent that risk charge funds support proper
levels of allowable items of cost, provision should be made for them
in basic operating cost projections.
Again it is difficult to us to see what is not already covered under

the case of claims reimbursement and operating expenses.
However, perhaps there is something. Nonallowable items of cost

and excessive costs of allowable items should, of course, be denied, and
the reduction reflected in premium levels. If it is determined that risk
charge payments are used as reserves, the actual amounts involved
should be identified and considered together with other contingency
accounts in determinino•

t' 
needed overall reserve levels. If overall re-

serve levels are found to be excessive, I would suggest that insurance
premiums be reduced or services expanded if desired though I would
like to draw down the reserves as fast as possible, preferably within
one year. It is an unfortunate aspect of human nature that the avail-
ability of excessive funds has an adverse effect on cost consciousness.
That is why I would like to qualify the suggestion that services be

expanded.
I think it would be an invitation to increase the level of prices for

one thing, to the extent that they are not inhibited by the Price
Commission.
This is an area of inquiry that the subcommittee has not approached

but just as a general rule, I think it would be much safer and you would
have much more assurance of getting value received for a drawdown
of reserves with a premium reduction than with a negotiation of in-
creased services at this time.
Mr. WALDIE. One of the questions that I asked the Aetna people was

if all risks had been eliminated. There apparently is not much risk here.
If it was just made a blanket policy that the Federal Government

will assure that nobody incurred any loss in the termination of thecontract, I think that would solve all our problems.
However, could that not run counter to the theory you express that

when there are a lot of funds available cost consciousness is not
present?
In a contract that has no risk, there is not much question about ex-

penditure of funds. If you are guaranteed all your losses, there is notmuch incentive to spend the money.
If the Government flatly guaranteed all those losses—although again

I don't see how we can guarantee them any more than we have—there
would be no cost consciousness, would there?
Mr. FITZGERALD. We can't know the motivations of the individuals

involved. I think we have seen a lot of that already. This has been
illustrated by some of the excessive entertainment costs that has been
discovered.
Mr. WALDIE. I think this subcommittee is going to have to ask Blue

Cross a few questions about their reserves. Although, we know the
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situation on reserves is even more disturbing than the situation Aetna
described today.
Apparently nobody can tell us, or is willing to tell us, because it is

confidential. It would be interesting for this subcommittee to ask
Chrysler, Boeing, and International Harvester to supply the commit-
tee with information on their contracts which would bear upon the
main thrust of this inquiry.
Are the carriers riding very high on the Federal taxpayer as well

as the Federal employee because of insufficient and inadequate repre-
sentation on the other side of the bargaining table as represented by
the Civil Service Commission?
I think we will conclude these hearings after you have concluded

your remarks until Tuesday next when we will ask the Civil Service
Commission and the "Blues" to again favor us with their presence so
that we can go over the things that we went over with the Aetna today.
Do you have any other comments?
Mr. FITZGERALD. I have one further observation. I was somewhat

puzzled by the wide discrepancy between the reserve levels represented
by Mr. Feay of the General Accounting Office and the level developed
by Mr. Pettengill.
I think it might be useful to make certain that we are addressing the

same kinds and categories of reserves in each of these cases. I note, in
some of the projection of the Blue Cross and Blue Shield that they
have more than one category of reserves.
For example, they have a category called accrued claims reserves,

which the General Accounting Office representatives tell me is really
the accounts payable on claims. This, in effect, would be operating
capital requirements. The special reserves are over and above these.

Yet, on the other hand, when the Blue Cross/Blue Shield add to-
gether their total reserves they include in the operating projections.
The accrued claims reserves, which are really not in the same nature
as the contingency amounts in the special reserves, it is really operat-
ing capital rather than a paid-for contingency.

WALDIE. I 0-et more and more of the opinion that since we have a
contract here as t which no risk is involved—the best they have from
their standpoint—that we really ought to just wrap it up in a package
and say we will pick up all losses and eliminate all reserves.
Then Aetna and these people are functioning as auditors of a pro-

gram that could just as readily be done by the Federal Government as
self-insured.
There may be some advantage to having the private sector admin-

ister these programs. However, if we remove all these risks, the Gov-
ernment would be in no more of a disadvantaged program than they
are at this time. If we are going to assume all risks, we ought not to
require the Federal policyholder to maintain reserves to be drawn on
in the event a risk occurs.
That is foolishness and contributes to the sort of thing you are talk-

ing about with a lot of money stacked around.
Mr. Fitzgerald, we appreciate your testimony and your analysis.
The subcommittee is adjourned.
(Whereupon, at 12:15 p.m., the subcommittee recessed, to recon-

vene, Tuesday, September 19, 1972.)
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REVIEW OF FEDERAL EMPLOYEES' HEALTH BENEFITS
PROGRAM

TUESDAY, SEPTEMBER 19, 1972

U.S. HOUSE OF REPRESENTATIVES,
)2.1MITTEE ON POST OFFICE AND CIVIL SERVICE,

SUBCOMMITTEE ON RETIREMENT INSURANCE,
AND HEALTH BENEFITS,

TV ash,ington, D.0 .
The subcommittee met, pursuant to notice, at 10:15 a.m., in room

210, Cannon House Office Building, Hon. Jerome R. Waldie (chair-
man of the subcommittee) presiding.
Mr. WALDIE. The subcommittee will come to order.
Today, we continue our long series of oversight hearings into the

administration of the Federal employees' health benefits program.
We have held hearings on this matter for more than 18 months, and

it seems that we are getting deeper and deeper into a morass of in-
credibly inaccurate forecasting and ratemaking by the carriers, and
quiet acquiescence by the Civil Service Commission.

Nowhere is this situation more evident than in the levels of "re-
serves," or premium surplus, that have been made available to the
carriers to guard against what appears to be no risk at all.
Our inquiry today will be concerned with what the proper level of

reserves should be and if they are determined to be presently exces-
sive what should be done to lower these unnecessary reserves.
A shocking example of our concern over the administration of this

program is chronicled in the history of the 1972 Blue Cross/Blue
Shield rate increase.
Last summer Blue Cross/Blue Shield was projecting a $60 million

operating loss for 1971, and a cumulative deficit of $68 million as of
December 31, 1971. The Blues requested a 53.2 percent across-the-
board increase to recoup their projected deficit, and to build up their
reserves to 1 month's premiums.
In September, the Civil Service Commission agreed to a 39.9 per-

cent rate increase (high option only) which was intended to recoup
the loss, but would only return the carrier reserve to a zero position.
In October the increase was dropped to 34.1 percent to comply with

phase I guidelines.
In December, after testimony before this subcommittee, and despite

the objections of the Civil Service Commission and Blue Cross/Blue
Shield, the Price Commission intervened. Its staff recommended a 16.9
percent increase based on a policy decision to cover 1972 operating
expenses, but to disallow any recoupment of prior deficits. Because

(75)
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of dire forecasts of financial ruin by the Blues
' 
the Price Commissionfinally allowed a 22 percent increase to cover 1972 operating expensesonly.

During this period I continually maintained that Blue Cross/BlueShield was overstating its losses for 1971, and as a third-party inter-venor before the Price Commission, insisted that only a 9.4-percentincrease be granted.
Unknown to the Price Commission, to the Civil Service Commission,and to me, Blue Cross/Blue Shield had issued a directive during June1971 designed to cut back on services, and surely to lower any pro-jected losses.
Shortly after the Price Commission granted the 22 percent in-crease, Blue Cross/Blue Shield started to dramatically reduce its lossUstimates for 1971. In testimony before this subcommittee, on Feb-ruary 22, 1972, the figures became a $37 million loss for 1971 ($45million cumulative) ; by April it was an $8 million loss for 1971, andfinally it was $7 million ($15 million cumulative deficit).Accordingly, as the Price Commission had approved increases pred-icated on erroneous information, in May I requested that the case bereopened, and a rollback of premiums ordered. The Price Commissionrefused, citing among other factors, great administrative difficulty inordering a rollback in the middle of the year.
Present projections indicate that the Blues will have increased theiravailable reserves by $102 million during 1972. Coincidentally enough,the objectives that Blue Cross/Blue Shield set out to meet with itsoriginal request of a 53.2 percent across-the-board have been satisfied:recoupment of all losses during 1972 ( despite Price Commission pol-icy) and a buildup to approximately 1 month's premiums as a re-serve ( despite Civil Service Commission policy to bold to zero

reserve) .
I wish that Blue Cross/Blue Shield were here today to answer ourqusetions, but they have again refused to testify until after the 1973contract negotiations with the Civil Service Commission are com-pleted. I just hope that the Blues' projections are more accurate thisyear, and that the Civil Service Commission is negotiating with anew found skepticism which seems to have been lacking in the past.
We do have Mr. Andrew Ruddock of the Civil Service Commission

with us today, and I will be quite interested in his assessment of what
1973 premiums should be in view of the 1972 history, and especially
in view of Chairman Hampton's statement of April 7, 1972: "* " If
the experience in the latter part of 1971 holds throughout 1972, this
will favorably affect the premiums Federal employees will pay in
1973."
In addition, although it is not part of the written opening statement,

it is worthy of comment that in the case of Aetna—we have been talk-
ing about the Blues essentially—the other nationwide carrier, without
any increase in premiums their cumulative reserves now represent
39.7 percent of premiums.
One of their vice presidents, Mr. Pettengill, testified that in his view

25-percent reserves would be adequate, and in my own personal view
I lean more closely toward the suggestion of the representative of the
General Accounting Office, that a 5-percent reserve would be adequate
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given Mr. Pettengill's description of the Aetna contract with the
Federal Government as being the least risk contract of all they write.
The 39.7 percent reserves, even given his generous assessment of what
reserves should be, is far excessive.

Therefore we are interested in what the Commission proposes to do
with the Aetna situation of excessive reserves, and we are also inter-
ested in what the Commission proposes to do with the risk charge on all
these contracts, including the Blues and Aetna as well as comment on
the reserves that have built up in the Blues and Aetna. Mr. Ruddock,
we are interested in what you people believe would be an adequate
reserve.
With those general opening remarks, do you have a statement, or

shall I just go into questions?

STATEMENT OF ANDREW RUDDOCK, DIRECTOR, BUREAU OF
RETIREMENT, INSURANCE AND OCCUPATIONAL HEALTH, U.S.
CIVIL SERVICE COMMISSION

Mr. RUDDOCK. Mr. Waldie, I do not have a prepared statement. I
would like to, if I may, comment on your press release of September 14.
Mr. WALDIE. You certainly may.
Mr. RUDDOCK. The first paragraph says:

Congressman Jerome Waldie, Democrat, California, said today that some $225
million in excess reserves held by Blue Cross/Blue Shield and Aetna Life and
Casualty should be returned to the Federal Employees' Health Benefits Program.

I think I know the context in which you mean that, and a reading of
the entire press release would indicate that you are talking about a
change in policy, which would use up the reserves in lieu of premiums
in a given year, 1973 or future years.
Mr. WALDIE. Yes.
Mr. RUDDOCK. I think unfortunately the first sentence may be mis-

understood by some people as implying that somebody has taken $225
million and walked off with it somewhere, and it is going to be kind of
hard to get back.
Mr. WALDIE. Let me quickly clarify that. That was not the intention

of that comment. The intention was, as you have described, my own
conviction that reserves are enormously high, given the non risk that
now exists in this contract, particularly with the concession on the re-
serves paid to the carriers in last year's amended contract, removing
what minimal risk there was.
So I do not suggest that anybody has acted contrary to law. I do sug-

gest that the action that is permitted accumulation of reserves of that
amount has been unwise and not in the best interests of either the Gov-
ernment or the employees.
Mr. RUDDOCK. These reserves, as you know, are very much a part of

the program. The reserves which exist are within the framework of the
law, the framework of the Commission's regulations, and existing
policy.
Over half of this amount is held by Treasury, and is invested in in-

terest-bearing securities of the United States. Over half of this is not
held by Blue Cross/Blue Shield and Aetna. I thought it might be wet I
to clear the record on this point.

85-525---72 6
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Mr. WALDIE. It is fair to conclude when it is held by the Commission
it is not held for the benefit of the employees but for the benefit of
the carriers, and I suppose you could argue there is a benefit to the em-
ployees because of this, but the carriers are the only ones that have
the right to draw on the contingency reserve held by the Commission;
are they not?
Mr. Itunnora. Payments are made from the contingency reserve to

the carrier, but in lieu of additional premium collected from employees
and Government contributions.
In other words, if you calculate the premium which is required for

year x. then you can either accumulate all of that in the form of pre-
miums from employees and agency contributions, or you can have a
lesser amount coming- from employees and Government contributions
by making a payment from the contingency reserve.
We have done that consistently. The payment from contingency re-

serve is strictly a payment of subscription charge from that source.
Mr. WALDIE. But everything you say is predicated upon an assump-

tion which I personally am not convinced of that the reserves that you
require are justifiable. If the reserves are not justifiable, there would
be no reason to pay any of that money over to the carriers to keep up
their special reserves, and the basic question that I want to ask today
is the manner by which you determine the amount of reserves that are
held in the contingency fund and the amount of reserves that are
held in the special reserves in the carrier's hands.
The reason I make that request is that Mr. Pettenpill says that .25-

percent accumulative reserves, that is special and contingency, are suf-
ficient. The General Accounting Office suggests that 5 percent is suf-
ficient, and the Wyatt report suggests that roughly 5 percent or less is
sufficient.
The Commission has apparently determined that a considerable

amount more than that is necessary because of the risk of its program.
That is what I want to analyze today, and I would like to analyze it
within this context. Is the risk as a result of the amendments to the con-
tract last year less or greater- than it was prior to that amendment for
the carrier?
Mr. RUDDOCK. For both Blue Cross and Aetna the risk is less because

the contingency reserve is now available to pay off claims in the event
of termination of contract.
Mr. WALDIE. Is it fair to assume when the risk is less there would be

a reduction in reserves which is designed to cover risk?
Mr. RUDDOCK. I believe just the opposite, Mr. Waldie.
Mr. WALDIE. If the risk gets less, you need higher reserves?
Mr. RUDDOCK. If you have minimized the risk by pledging contin-

gency reserve in payment of claims, obviously if you reduce that con-
tingency reserve—and I use the extreme—to zero, then you are right
back in the same risk position that you were in before.
Mr. WALDIE. So your feeling is the only way to reduce the risk is

to increase the reserves?
Mr. RUDDOCK. Yes, sir. I think the reduction in risk occurred by

reason of the pledge of reserve to pay off claims in the event of termi-
nation of contract.
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Mr. WALDIE. Aetna tells us this is the least risk contract of all they
write. Can you tell me—because they would not tell me—whether the
reserves required under the Federal contract reflect the fact that it is
the least risk contract of all they write compared to other contracts
they write.
Mr. RUDDOCK. Mr. Waldie, I think if you do not mind I would like

to go back and trace just a little bit historically because I do not pro-
pose this morning to say that we need these reserves, higher reserves
or lesser reserves, as a protection against the risk.
Mr. WALDIE. Why not? Why do you not propose to say that?
Mr. RUDDOCK. We have a continuing 

i
program. We are not antici-

pating going out of business although it s conceivable that could hap-
pen. Something, for example, like national health insurance could
supersede a program of this type. Fluctuations can occur in any given
year, but with our experience-rated contracts, as we have discussed
before, in ordinary times, we would anticipate recouping any tem-
porary losses from future premium.
May I have, Mr. Waldie, 5 minutes to trace this thing historically?
Mr. WALDIE. Please.
Mr. RUDDOCK. It may not take me that long.
In the original law there is a provision—and it is still there—which

says that in addition to the payments that are to be made to the car-
riers, in premium, that the Commission may set an amount not to ex-
ceed 3 percent which will be collected from employee deductions and
agency contributions and put into a contingency reserve.
The legislative history would make it clear that that 3 percent set-

aside was either a hybrid or it really had not too much meaning.
It started off with the idea of setting aside reserves which would pre-

pay for the higher morbidity of employees and annuitants as they got
older, and at that time they were talking about setting aside 15 per-
cent of premium to go into a reserve to prepay for that purpose.
There were others at the time who thought that there should be no

contingency reserve established, no set-aside. The ultimate compro-
mise was the 3 percent which obviously is not enough to prepay any-
thing. The law said in effect that this 3 percent would be available to
defer or minimize premium increases or to provide additional benefits.
Mr. WALDIE. Did the law say that the fund that would be set up by

the contribution of 3 percent should never be more than 3 percent of
premiums, or is that the annual contribution?
Mr. RUDDOCK. That set the annual contribution. The law specified in

no way the amount to which that contingency reserve should build up.
Mr. WALDIE. So the size of it could be any size the Commission de-

termined to be in the words of the statute reasonably adequate; is that
correct?
Mr. RUDDOCK. Yes. The Commission decides the level of the con-

tingency reserves.
Mr. WALDIE. So the Commission in effect decides to what purpose

the contingency reserves should be established?
Mr. RUDDOCK. Well, I think the law 
Mr. WALDIE. It does not say reasonably adequate for what; it just

says the law shall be determined by the Commission to be reasonably
adequate to provide a contingency reserve.



80

So it gives you the authority to decide for what purpose the con-tingency reserve is to be established.
Mr. RUDDOCK. Yes, within the roadmap established by the law to

defer or minimize premium increases or to provide additional benefits.Mr. WALDIE. What did you determine?
Mr. RUDDOCK. The Commission determined that the preferred mini-

mum balance in the contingency reserve of each plan would be the
equivalent of 1 month's premium. This was decided and was put into
the regulations originally in 1963. In 1964 the Commission in order
to 
Mr. WALDIE. I am sorry. Before you get onto that, this is really why

I am puzzled. What would be the parameters that led you to the con-
clusion that a contingency reserve minimum balance should be 1
month's subscription charge?
What theory were you applying to say that that has some measure

of the risk, that any reserve has to be applied to this?
Mr. RUDDOCK. I am relying primarly on memory here, but I believe

the objective of the Commission's regulation at that time was in effect
to limit the growth of the contingency reserves and to provide a
method, a formula, if you will, by which amounts would be paid out of
that contingency reserve.
Mr. WALDIE. But I presume in any insurance program they do not

vary just because it is a governmental program from a private. Is
there some formula that I can apply that would give me some idea
as to whether the reserves that are set up in the Federal program are
comparable to those set up in private programs, or are excessive?
Mr. RUDDOCK. In 1964 the Civil Service Commission, wanting to get

some independent outside advice on this very point, contracted with
the firm of Milliman & Robertson to make a study which included a
request that they make a study and express their opinion on what
should be the reserve levels.
This is obviously a very well established actuarial consulting firm.

The president of the firm is past president of the American Society
of Actuaries.
In the report which they gave us—and by the way this is no

stranger to this committee I have here a committee print of Decem-
ber 1964, in which this committee printed for the use of the committee
this report from Milliman & Robertson.
If I may, I will just read very briefly from this.
Mr. WALDIE. Yes, please do.
Mr. RUDDOCK (reading).
Guidelines have been established in the management of these reserves. First

the Commission seeks to maintain a minimum contingency reserve for each
carrier equal to at least one month's premium. When the contingency reserve
is in excess of this amount, the excess is available under certain conditions to
be paid to the carrier to make up deficiencies in the reserves which it has ac-
cumulated from past operation of its plan.

I am skipping.
In practice therefore the Commission has in essence established an objective

of about three months preminum—a contingency reserve equal to one month's
premium, plus a special reserve equal to two months premium—as a desired
minimum prudent amount of surplus funds for each health benefit plan. Such
a level is consistent with actuarial theory and good industry practice.
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Mr. WALDIE. May I just quote another of your experts which is of
a contrary opinion, and that is the Wyatt report:
We would suggest a smaller goal for the special reserve for the service bene-

fit plan. For a program of this size, even classical ruin theory would not sup-
port a reserve equal to one month's subscription income with the Federal Gov-
ernment as customer, and in fact the special reserve has two month's subscrip-
tion income as its reserve.

Is that contrary?
Mr. RUDDOCK. That is later advice, and it is certainly not consistent

with the advice we received in 1964.
Mr. WALDIE. I gather you reject this in favor of the Milliman &

Robertson.
Mr. RUDDOCK. NO, sir; I do not.
Mr. WALDIE. All right. How do we resolve this?
Mr. RUDDOCK. Give me a few more moments.
The original preferred minimum balance of 1 month in the con-

tingency reserve and a reserve objective of 2 months premium for
special reserve was not arrived at in a vacuum. I am sure you knew
that.
Mr. WALDIE. No, I did not know that, and I am not convinced.
Mr. RUDDOCK. In 1968 we had some more experience with this pro-

gram under our belts, and we were getting into the period of runaway
health care costs. We once again contracted with the firm of Milliman
& Robertson

' 
and one of the items we asked them to review and on

which we asked them to give us objective advice was adequacy of
reserves.
In effect—and I will paraphrase this—they said the reserve objec-

tive should be modified; that the special reserve should be 1 month's
average subscription income as compared with the older two, but they
said also in recommending a new and somewhat lower reserve guide-
line •
We urge both the plans and the Commission to regard the guideline more as

a requirement, a requirement for total reserves that we believe essential to
prudent handling of the risk inherent in the government-employee program of
this magnitude and importance.

One of the concepts_ of the program in the early years, and as long
as we were able to do it, was the idea that premiums would not be
changed every year. It was hoped that premiums could be established,
and that they would go for a period of 2, 3 or 4 years without having
to be changed.
In the second report, the 1968 report, from Milliman & Robertson,

they suggested we strive for a 2-year premium, and that the premium
be fixed with a reserve objective of having at least as the minimum 1
month in the special reserve at the end of the 2-year period, and of
course with the 1 month in the contingency reserve.
Now, moving on from that we have the Wyatt report which indi-

cated that perhaps a lower level of reserve is now in order. We have,
as you know, a report from the Comptroller General dated May 22,
1972, in which again there is a recommendation that the Commission
study the adequacy of the reserve levels, and an opinion expressed by
the actuary here that 5 percent in toto would be enough to protect
against classical ruin theory.
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We are committed to make that kind of a study. I intend that we
do this just as soon as we are through with this year's contract nego-
tiations and open season, and that this be a matter which the Commis-
sion will consider for activities in 1973. We will consider whether any
change should be made in the regulation which fixes 1 month's prem-
ium as the preferred minimum balance and contingency reserve, and
also reconsider whether 1 month in special reserve is a desirable and
prudent level, or whether it should be something less.
Mr. WALDIE. Do I gather from that that there will be no reduction

in the reserve requirement during this negotiating period?
Mr. RUDDOCK. We have published in the Federal Register a pro-

posed change in the regulation, but it is not directed specifically to
what you have in mind. This is a recognition that at the beginning
of 1972 we used contingency reserves to make it possible to defer
premium increases until we got through with the application of the
Price Commission guidelines. This regulation which has been pub-
lished as a proposal and on which the Commission will act after re-
ceiving comment would permit the Commission to make additional
payments from the contingency reserve, dropping it below that 1
month preferred minimum balance when the Commission decided
that was in the best interests of the employees participating in the
program.
But the Commission at this point has not made the study and does

not have pending any proposed reduction in the preferred minimum
balance of the contingency reserve.
Mr. WALDIE. Am I incorrect, Mr. Ruddock, in my understanding

that both you and the Blues assume that the premium increase sought
and granted by you, but denied by the Price Commission, the 34.1
percent would result in a zero reserve balance at the end of 1972?
Mr. RUDDOCK. That was the estimate at that point. Experience indi-

cates that there is going to be a positive reserve.
Mr. WALDIE. Actually that experience is not based on the 34.1 per-

cent raise.
Mr. RUDDOCK. It is based on the 22 percent high option increase;

yes, sir.
Mr. WALDIE. The zero balance objective was not obtained. Reserve

then were increased. Do the reserves at the present time exceed even
these generous guidelines of 1 month in contingency and 2 months in
special?
Mr. RUDDOCK. I do not believe they will, Mr. Waldie.
Mr. WALDIE. They will for Aetna?
Mr. RUDDOCK. Yes. The Aetna experience indicates that there will

be 1 month which is 81/3 plus roughly 3 percent in the contingency
reserve, and I anticipate a special reserve. Of course we will not know
precisely what amount is in that special reserve until we have the
benefit of the rest of the experience for this year.
Mr. WALDIE. Their projections say they will have 39.7 percent I

think. Are you aware of that?
Mr. RUDDOCK. Of the contingency reserve total plus the special?
Mr. WALDIE. That is what we are talking about.
Mr. RUDDOCK. Yes, sir.
Mr. WALDIE. That compares to what you believe should be 1 month

which is 81/3 and 2 months in the special which is 162/3.
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Mr. RUDDOCK. After 1968 we hoped to keep 1 month as the minimum
special reserve.
Mr. WALDIE. So they are really only required to keep 2 months in

total accumulated reserves, and you consider that adequate? Your
contingency reserve of 1, and the special reserve of 1 month?
Mr. RUDDOCK. In today's climate I think that certainly will protect

against any contingencies.
Mr. WALDIE. That would be less than 17 percent total reserves.
Mr. RUDDOCK. Yes.
Mr. WALDIE. Instead they have 39.7 percent?
Mr. RUDDOCK. I believe that is the figure.
Mr. WALDIE. Let us start with that base to begin with. Obviously the

reserves are more than double what they should be. What do you pro-
pose as a solution to that with the Aetna contract?
Mr. RUDDOCK. Mr. Waldie, there are two ways obviously—at least

two ways—in which you can go. One way is in the interests of having;
stability of the program, recognizing that health care costs and utiliza-
tion are still increasing. You can hold to the premium knowing full
well that this reserve will be used up within the next year, within the
next 11/2, 2 years. I will not attempt to pin that down with that
preciseness.
Another alternative is that you can abandon any concept of stability

of premium, stability of the program. You can try to adjust premiums
upward or downward each year so that, in effect, you are definitely
planning on a premium change each year, and that you are fixing
that as nearly as possible to the actual costs anticipated or experienced
in that year.
Let me mention a third possibility, and I am only throwing these

out to indicate that it is not strictly only one way in which you can
go. You could conceivably have a program in which you would fix
your premium only after the experience, so that, in effect, you would
be collecting premiums say, in 1974, to pay your actual costs in 1973.
I do not know of anyone who operates that way, but that is the only

way in which I think you could fix with preciseness and right down
to the penny the premium which is charged.
Mr. WALDIE. I am not asking anyone, especially the Civil Service

Commission or the carriers to project. I have given up on that. There
is apparently no possibility or anticipating accuracy in terms of pro-
jections in this contract.
However we are not projecting now. We know there is twice the

amount of reserves that in the most generous of attitudes is required
under the Aetna contract, and the question being your negotiating on
behalf of the Government employees who have to contribute their
premiums to keep those reserves in a reasonable basis of stability.
My question is, given those facts which are not projected as specula-

tive, what do you suppose you will be doing with the Aetna contract
in this new contract period?
Mr. RUDDOCK. First let me say that there is indeed some estimate

and some projection in these figures. The estimate which I provided
in the interrogatory last week gave you the figure projected by Aetna
in June of 1972. At that time they would have paid claims experienced
through May.
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They would have had accrued experience through probably March.
So they were indeed projecting what was going to happen in the rest
of 1972.
I do not think really that changes things. The basic question here

is: What should be done given the assumption of reserves at this esti-
mated level, assuming experienced pans out as projected.
If I remember your question, it was: What does the Commission

intend to do about this in 1973?
Mr. WALDIE. There are really three courses of action, I presume.

One, 
in 

could return excess reserves to the policyholder by a reduc-
tion n premium two, you could say the reserves were too small, and
we like them this high three, you could return the reserves to the
policyholder by increase in benefits, the cost of which would be paid
by the application of reserve without increase in premium.
But in every instance except the second one, the policyholder

benefits.
This is my question to you: is the policyholder going to benefit

other than in the hypothetical case that the contract is more secure be-
cause the risk is less?

Will he benefit by a return to many of these excess reserves in some
form this coming year?
Mr. RUDDOCK. I think I need to add a fourth alternative. We can

say we believe these reserves are higher than they need be, and as a
matter of policy we will reduce them because of increase costs and
utilization over the next few years. We will do it without any immedi-
ate reduction in the premium.
Mr. WALDIE. Yes, you can say what you are saying if the reserves

are high now, but we may have a worse period in the future, so we
better keep them.
I thought I presupposed when I said you could conclude that the

reserves presently are too low, and you better keep them for possibly
things that might happen in the future. That is really what you would
say if you kept the reserves. Though they are high, increased utiliza-
tion and all sorts of things in the next couple of years may make these
reserves inadequate, so we better keep them.
Mr. RITDDOCK. Let me say it another way. I think you can decide to

not reduce the premium without doing so for the reason you men-
tioned. I think you do it if you make a policy decision that it is in the
best interests of the employees to maintain the premium level into the
future rather than reduce it now and increase it a year from now.
Mr. WALDIE. Yes that is a possible course of action.
Mr. RUDDOCK. That's a possible course of action.
Mr. WALDIE. I gather that is one you are contemplating.
Mr. RUDDOCK. Let me assure you that I have not been trying to

avoid your question of what is going to happen in 1973.
Mr. WALDIE. I know. Is that the one you prefer, the one you have

just outlined, as the alternative of the alternatives available?
Mr. RuDDocK. Mr. Waldie. I think at this point I have to repeat what

amounts to a conversation we had just about a year ago, and that is
that this very decision is a part of the current negotiations between the
Civil Service Commission and the carrier, and I am not authorized to
discuss those negotiations.
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Mr. WALDIE. All right. I thought that would be the response, and
that is precisely why I was holding the hearings, because we do not
believe the negotiations in the past have been subject to sufficient scru-
tiny, and we have to live with the results.
We are attempting to encourage you as negotiating on behalf of the

employees of the Government to have a stiffer back in the future than
has been demonstrated, and I understand that you are not able to
state what your position will be.
The Wyatt report on this point of excess premiums which would

reflect a charge for excess reserves says:

This aberration suggests that subscription rates for the governmentwide

service benefit plan may be instituted so far in advance of its effective date that

increase in hospital and surgical charges can be planned to use up the extra

money. In short, there may be a kind of Parkinson's law operating here, such

that health costs tend to rise to the level of contemplated subscription income.

But what your consultant tells you there—and I thoroughly con-
cur—if you have all this extra money lying around, that is not, in
fact, needed, costs will rise so that that which you have just said you
fear will inevitably occur, that the increase in premium will ulti-
mately be due a couple of years from now because they are going to

spend that money.
The point your consultant makes, if you run a lean plan and do

not give these carriers this extra money that they do not need under

any reasonable guidelines, they will keep costs down.
Do you concur in that general theory?
Mr. Rurmocx. I think they may very well refer to that.
Mr. Waldie, I think this particular hearing is serving a very useful

purpose. As I have indicated, we are committed to make this study

of the reserve level. We have the advice from the Wyatt Co. We have

the advice from the General Accounting Office. Let me assure you

that your advice will very definitely be taken into consideration by

the Commission in establishing whatever its future policy is to be.

Mr. WALDIE. I want to go into the amount of the reserves that the

Blues have, Aetna aside for the time being, because theirs seems to

be so demonstrably excessive. The Blues do not seem to be as demon-

strably excessive.
What is the total cumulative reserves of the contingency and special

reserves for the Blues at the present time, and what is projected for

the end of the contract year percentage wise?
Do we have 1 month in contingency reserve? Do we have 1 month in

special reserve with the Blues?
Mr. RIIDDOCK. I am looking to my answer to your interrogatory.

"On June 30, 1972, Blue Cross/Blue Shield estimated that the special

reserve would be $48.9 million on December 31, 1972, including $23.9

million estimated to be paid from the contingency reserve in 1973",

and these two figures combined are 5.8 percent of the 1973 estimated
subscription income; so even on that projection it is less than 1 month.

If I may, I think we have a somewhat different situation.
Mr. WALDIE. If I may interrupt you, counsel reminds me of some-

thing in your answers to interrogatories. Your conclusion was that
a low projection 
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Mr. RUDDOCK. I am inclined to think it will be. As I indicated in the
answer there—I am trying to be just as candid as I can—the average
experience for pay claims for 1972 was running along fairly smoothly.
August is unusually high. August is $13 million higher than the
average of the first 7 months.
Now, you have to be careful when you do anything on the basis of

paid claims for 1 month, particularly since it is about 3 months after
the fact before you learn what your accrual was.
But at the moment—and we are still .I assure you working on this

problem—I believe their estimate may be low.
WALDIE. Do you believe at the end then of the contract they will

have more than 1 month's reserve in contingency and 1 month in the
special?
Mr. RunnocK. Let me recognize that as a possibility. I certainly do

not know what is going to happen in September, October, November,
or December.
Mr. WALniE. The same options are open to you in the Aetna. The

Aetna is far more demonstrably improper, and your response I pre-
sume would be in essence the same as that to the Blues.
If they have too much in reserves, you have certain options open to

you.
Mr. RLTDDOCK. Yes. I think there is another factor that is involved

here, and that is the effect of economic controls, the Price Commis-
sion. Since the economic stabilization program went into effect
in August of 1971. there has as you know been no premium increase in
the Aetna plan. You as well as anyone are aware of the premium in-
crease for Blue Cross/Blue Shield and how that came about.
To the extent that there has been a premium increase within the

Price Commission guidelines and regulations, and in which it looks
as if the experience is more favorable—in other words, if we and the
Price Commission had known in 1971 what we know DOW—the pre-mium increase would probably have been smaller.
So that, I think, raises the distinct possibility of do you attempt to

correct for the inaccurate estimate projections made in 1971?
On that question of error or inaccuracy, I am sure when Mr. Petten-

gill testified he indicated that they too had had a favorable experience
in the last part of 1971. There seems to have been some definite effect
from the economic stabilization program.
Mr. WA1DTE. Fine. The point I guess that I am trying to make is

that object that you set forth, and that the Blues set forth in their
petition, a copy of which I have presented to you. Your objective is
to reach a zero balance in reserves in 1972, and you are holding down
premiums because that was your objective which was lost track of.
You clearly do not reach a zero balance in reserves. You went way

over zero in reserves.
M. RITDDOCK. You are suggesting—and I quite agree—that your

objective for 1973 could once again be a zero balance.
Mr. 1VALDTE. That is part of my suggestion. My other suggestion is

that you could return to the Government and the employees the moneythat they need for their own purposes, rather than keep it in that
reserve in case something might happen.
Mr. RUDDOCK. I think that it saying the same thing another way.
Mr. WALDIE. Yes, perhaps. I hope so.
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The zero reserve objective I understand means whatever the pre-
mium was for this year, no portion of that premium was to be attri-
buted to increase of either contingency or special reserves. Is that a fair
description?
Mr. RUDDOCK. No. The law of course authorizes the 3 percent set

aside, and the Commission has used the 3 percent so that in every year
3 percent of employee deductions and agency contributions will go into
the contingency reserve.
Mr. WALDIE. It does not have to set it aside?
Mr. RUDDOCK. It would have to unless 
Mr. WALDIE. The law does not say it has to.
Mr. RUDDOCK. No. Two things could happen. One, the Commission

could reduce the set aside to something less than 3 percent. Now, I do
not believe the Commission could reduce it to zero, because the law
says there will be a set-aside, and I do not think zero is 
Mr. WALDIE. But the Commission did not reduce it at all. They set

aside the maximum they may set aside.
Mr. RUDDOCK. That is right. Under the Commission regulations the

carrier is paid from the contingency reserve the amount by which that
reserve exceeds 1 month, so in effect it is a revolving fund, and we
will make a payment from the contingency reserve to each of the
carriers.
Mr. WALDIE. That contingency reserve has no other use except for

the carrier's benefit, has it?
Mr. RUDDOCK. It was very much to the benefit of employees in the

early part of 1972. If a carrier needed an additional $12 in premium,
what we did in effect was to pay that additional premium for January,
February, March, and 15 days in April out of the contingency reserve,
and then increase the employee's premium and the Government's con-
tribution only from and after April 15 for the rest of the year.
If we had not used the contingency reserve for what I consider to be

the employees' benefit in that case, the premium increase beginning
April 15 would have to be enough to raise the $12 in what was left of
the year.
Mr. WALDIE. It would not make any difference. It was his money

anyway that you were paying out.
Mr. RUDDOCK. Money collected from the prior years.
Mr. WALDIE. For him?
Mr. RUDDOCK. Oh, yes. 

iMr. WALDIE. So t was of no net benefit to him by reason of that
bookkeeping entry. You took the money. He paid it to you, and you
gave it to the carrier.
Mr. RUDDOCK. I do not mean to imply we found a magic source of

funds here. The take home pay of the individual was higher for Jan-
uary, February, March, and 15 days in April.
Mr. WALDIE. But it was lower all the time you were collecting those

3 percent reserves from him.
Mr. RuDDOCK. Yes, sir. If we abolished the 3 percent set-aside, and if

we eliminated the contingency reserve, which we would do by paying
the subscription charges in future years so that we had a contingency

reserve of zero and nothing going into it, we can only use that con-
tingency reserve once.
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In other words, it would not be a continuous gain into the futureof that much each year for employees.
Mr. WALDIE. I ask Mr. Pettengill this: "In view of your contentionthat this is the least risk contract you write, in examining how muchour reserves should be, what would you do if you had a provision inthere that the Government guarantees you no less, as I think we donow?" If they have a loss, we have an increase. If they go out of busi-ness, we pay the losses out of everything available.He said, "We would not need any reserves."
Would you agree with that?
Mr. RUDDOCK. Oh, absolutely, if the Government is the guarantorfor payment of all benefits.
Mr. WALDIE. Tell me where the Government is not the guarantorunder the contract written. In what speculative contingency is theGovernment not the guarantor? What is the disaster ruin theory thatcould occur?
Mr. RUDDOCK. The only disaster would be, if either a contract withan individual carrier or the program as a whole were terminated ata time when there was not even enough in the reserves to pay off allthe claims.
Mr. WALDIE. That is the risk that we set aside the reserves to cover?Mr. RUDDOCK. Partly, yes.
Mr. WALDIE. If it is only partly, what else is there?Mr. RUDDOCK. The other is the thing I mentioned, the objective ofstabilizing the program so that you do not have premium increasesever v year. A fairly common method of doing that I understand is totry to establish a 3-year premium. You establish it at a level that dur-ing the first year would accumulate a reserve, an accounting figure,if you will. During the second year you would desirably exactly meetthe cost incurred in that year, and in the 3d year you would useup the reserve accumulated in the first year. Then you would haveanother 3-year contract.
Mr. WALDIE. Is that the policy we operate on?Mr. RTTDDOCK. No, sir.
Mr. WALDIE. Then that is not part of the risk or objective, is it, sincethat is not the policy we operate under.
Mr. RUDDOCK. For many years we followed the policy of trying tohave a premium that would last 2 years. That has not generallyspeaking. been possible in recent years.
Mr. WALDIE. The contract is executed every year, is it not? If thatis the policy, why do we not execute a 2- or 3-year contract and holdthem to it?
We set a policy I gather to have premiums that will last 3 years,but we leave it open in ease we are wrong and they would suffer.Mr. RUDDOCK. We never tried to establish a 3-year.
Mr. WALDIE. But we leave the contract open in case we are wrong.Mr. RUDDOCK. For minor adjustment in the intervening year.Mr. WALDIE. To their detriment? There is nothing that protectsus. The contract is not executed for 2 years even though the premiumis projected to be a 2-year premium.
Mr. RUDDOCK. You are quite right.
Mr. WALDIE. It is only a 1-year contract in case we make a mistakeit would hurt them.
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Mr. RUDDOCK. But, getting back to your question, the carriers
would suffer a loss only in the event of termination of the program
or of the individual contract at a time when the reserve was negative.
Mr. WALDIE. Is that a risk in your view that warrants the keeping

of reserve in the amount that are presently required?
I (mess your answer is, "I do not know I have not studied that"?
M7. RUDDOCK. Let me try to prejudge the study. I think that is

something that very definitely needs to be looked into. I would think
just as competent actuarial advice in 1964 suggested to us that 3
months was the proper level, and in 1968 suggested with this addi-
tional experience probably 2 months would do it, now with the ad-
vice of the Wyatt Co. and the actuaries from General Accounting
Office, it suggests a much lower level, and I think it is entirely possible
that these levels can be lower than they are currently.
Mr. WALDIE. Would you care to comment on the proposal that

since there really is not great risk the Government could simply put
in a clause that anybody who goes out of business with losses we will
cover. Would that be objectionable to you?
Mr. RUDDOCK. I think that is a very definite possibility.
Mr. WALDIE. At which time no reserves at all will be required.
Mr. RUDDOCK. It seems to me that that ends the insurance concept.
Mr. WALDIE. It seems to me we ended the insurance concept a long

time ago. I am not being over critical of the policy. Aetna was very
impressive when it said, this is really a great contract. Of all the con-
tracts we have, this is the least risk.
Mr. RUDDOCK. Would you favor a provision for a Government

guarantee in the event of termination of contract?
Mr. WALDIE. No. I would favor reducing the risk to about $10 a

year, which I suspect it is.
Mr. RUDDOCK. May I comment on that.
Mr. WALDIE. Yes.
Mr. RUDDOCK. I have here a report to the Congress from the Comp-

'troller General, Survey of the Application of the Government's
Policy on Self Insurance. This one is dated June 14, 1972. I will
read only one sentence.
The premiums paid Into the fund—

He is talking about insurance generally—
must normally be sufficient in the long run not only to cover the losses of the
participants but also to cover the selling, administrative and other expenses
of the fund, and to provide a reasonable profit to the insurer for his risk and
services in administering the fund.

As we have indicated in the past, when we began this program in
1960, the risk charge in the Blue Cross/Blue Shield contract was 11/2
percent. The risk charge for the contract with Aetna was 1%0 percent.
Mr. WALDIE. Was that designed to take care of risks?
Mr. RUDDOCK. It was intended to cover risks.
Mr. WALDIE. So that portion at least designed for the risk is part of

reserves. You meet the problem of risk in insurance by setting up
reserves, do you not?
Mr. RUDDOCK. A company establishes surplus to enable it to meet its

risk.
Mr. WALDIE. Does it not establish reserves to meet risk?
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Mr. RunnocK. But the risk charges, as originally set here, were pay-
ment to the carriers not only for risk but for services, a fee for doing
business.
Mr. WALDIE. But the portion that is set aside for risk is an addition

to the reserves that were set aside for risk. It makes it less likely the
reserves would be called on if that portion were applied to losses, but
it Was never applied to losses, was it?
Mr. RUDDOCK. No, sir.
Mr. WALDIE. So in fact it is not a reserve having to do with risk.
Mr. RUDDOCK. No, sir. It was never established as a reserve.
Mr. WALDIE. So the statement of the Comptroller General that the

risk charge has some relation to risk really does not seem to apply.
Mr. RUDDOCK. In the years which have intervened since 1960, we

have reduced the payment. We have reduced it until it is now in the
neighborhood of a half percent; I think 0.6 or whatever.
Mr. WALDTE. Why should there be any payment?
Mr. RUDDOCK. Why should there be any payment?
Mr. WALDIE. Do they not have an administrative charge that pays

them?
Mr. RUDDOCK. For their actual expenses.
Mr. WALDIE. Do they not have a reserve setup to take care of losses?
Mr. RUDDOCK. This is not a payment for losses.
Mr. WALDIE. Then what is it a payment for?
Mr. RUDDOCK. Services; profit.
Mr. WALDIE. What services are not permitted to be paid as admin-

istrative charges?
Mr. RUDDOCK. This is strictly the profit for doing business.
Mr. WALDIE. Then we are not paying for services, because we pay

administrative charges for services, do we not?
Mr. RUDDOCK. I think the Comptroller General clearly indicates that

the premium has to cover the administrative and other expenses, and
to provide a reasonable profit to the insurer for his risk and services.
In other words, I do not know of anybody, profit or nonprofit, who

handles business for someone else where all he expects is to be reim-
bursed for his actual out-of-pocket expenses.
There is contribution to capital. There is some hope of growth.

-With the Aetna I think this is easily understandable. It is a stock
company. They have stockholders who expect to receive a profit.
Mr. WALDIE. I fully understand that. That is pure profit, and we

are giving them a profit for running the program for us. I presume we
are giving Blue Cross—we are paying them for all the expenses of
running it, and then giving them a little extra for having done it for
us.
Mr. RUDDOCK. For a profit.
Mr. WALDIE. Yes. So I gather now from what you have said Aetna

says it is not a public service charge; it is a service charge in their
contract.
Mr. RUDDOCK. It is profit.
Mr. WALDIE. They say it is profit. The Blues say, and their contract

says, it is a public service charge. Why the difference in the Aetna
between the words "service charge" and the Blues contract "public
service charge"?
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Mr. RUDDOCK. Because I think— and you will not find me defending
Blue Cross/Blue Shield on this point—Blue Cross has in the past
justified its collection of a fee from everybody it does business with on
the grounds that they use this money for public service purposes.
Mr. WALDIE. That is what you acceded to in the contract, that it

was a public service charge. That is why you had to pay the Blues this
money. Do you say it is not a public service that they are rendering
with this money?
Mr. RiamocK. I will let them justify it if they can.
Mr. WALDIE. But you are the one who agreed to pay it to them. I

presume you agreed to pay it to them because you thought the public
services they were rendering were valid and proper.
Mr. RUDDOCK. NO sir.
Mr. WALDIE. Why did you agree to pay it to them?
Mr. RUDDOCK. We agreed to pay it to them because when the Con-

gress in 1960 said in effect to the Civil Service Commission, You will
contract for a service benefit plan and with specifications under which
Blue Cross/Blue Shield was the only carrier that could possibly meet
the intent of Congress, and when we found that Blue Cross/Blue Shield
applied, by whatever term, something over and above expenses with
everybody it does business with—and this is true today in everyone
of its national insurance contracts—we agreed that we would do as any
other large employer contracting with the Blues.
We would not say, Well, so Par as we are concerned you will have

to get your profit, risk, public service charge, contribution to capital.,
whatever you want to call it—you will have to get that from some-
body else we are not playing that way.
Mr. WALDIE. You changed the name from risk charge to public

service charge after the committee started inquiring into this. How

did you pick the nomenclature of public service charge for the Blues
versus service charge for Aetna?
Mr. RUDDOCK. Blue Cross picked the word "public." We did not pick

that.
Mr. WALDIE. You acceded to it.
Mr. RUDDOCK. Yes, we did, and I do not really care what we call it

in the contract.
Mr. WALDIE. Do you care how they spend it?
Mr. RUDDOCK. No, sir.
Mr. WALDIE. Do you care whether they spend it for liquor bills?
Mr. RUDDOCK. Is that a question involving my responsibility for

administering this contract, or is this questioning their morals?
Mr. WALDIE. No: I do not have any question about their morals. The

question is liquor bills, as I understand the news report, are not ac-
ceptable charges under administrative expenses.
Mr. RUDDOCK. That is right. That is not a necessary reasonable

charge for administering this contract.
Mr. WALDIE. But as far as you are concerned, as administrator of

this contract, if they use the public service charge for those expenses
that are not acceptable under administrative charges, you have no
objection?
Mr. RUDDOCK. If I took that position, it would seem to me that I

would have to assume responsibility for how they spend every dollar
of their profits.
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Mr. WALDIE. I do not say that at all. I say you have another re-
sponsibility, and that is: Are the Federal employees getting ripped off
by permitting the Blues to use the moneys the Federal employees are
contributing for purposes which you would not grant them under ad-
ministrative expense costs?
Your view of the public service charge is the Blues selected the

name. You think it is pure profit, and you do not care what they do
with it.
Mr. RUDDOCK. I do not think that is my responsibility.
Mr. WALDIE. That is their business.
Mr. RUDDOCK. That is their money.
Mr. WALDIE. Not the contractor's?
Mr. RUDDOCK. That is right.
Mr. WALDIE. Why did you reduce it if it is none of your concern?
Mr. RUDDOCK. Mr. Waldie, I think our history from 1960 until the

present time would indicate that we have constantly been interested
in reducing that.
Mr. WALDIE. Because we have been paying too much for the service

they rendered?
Mr. RUDDOCK. I do not think that necessarily follows. I testified

before I am interested in getting these contracts at the lowest profit
for which we are able to contract. I have assured the committee, on
numerous occasions. if Blue Cross /Blue Shield is willing to administer
this contract, and with no service, charge profit, that is fine with me.
Mr. WALDIE. Why did the Blues want the terminology changed

from risk charge to -public service charge. or was that your suo;frestiou ?
Mr. RUDDOCK. We suggested that we stop using the term "risk

charge," because while we clearly understood that the term "risk
charge" included all of the purposes for which this was paid, people
not quite so familiar with the program constantly kept referring to
this as being solely and exclusively a rate that was payment for risk
which should be related to the amount of risk.
Mr. WALDIE. Do you think it is more descriptive as a public service

charge. as what it is actually used for?
Mr. RUDDOCK. Again I am not going to defend the Blues.
Mr. WALDIE. I am not asking you to defend the Blues. You were the

one who executes the Government contracts on behalf of the employees.
Is it more descriptive of what the charge is?
Mr. RUDDOCK. I would hope that is more descriptive of the way most

of their money is used, but I really do not know.
Mr. IV/1mm. Do you feel you have any responsibility to find out?
Mr. RUDDOCK. How they use it?
Mr. WALDIE. Yes.
Mr. RUDDOCK. No, sir.
Mr. WALDIE. Why do you hope that is the way they use it? Because

if they do not use it that way, it would not be fair to the employees that
are paying it?
Mr. RUDDOCK. No, Sir.
Mr. WALDIE. Then why do you hope that they use it for public

service?
Mr. RUDDOCK. I would hope when an organization holds itself out

as performing public services, it would be doing them.
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Mr. WALDIE. They do not really hold themselves out as performing;public services, or they would not be charging us for it. A public serv-ice you are not charged for; are you?
This is a private service, they want a profit from rendering it. It

is not a public service;  is it
Mr. RUDDOCK. No; but I am sure you are as familiar as I with some

of what they say they do with this charge.
Mr. WALDIE. I do not have any idea what they do with it, and they

will not let us know. My guess is they use it for those very costs you
would disallow as not being fair to the public employee.
That is my guess, and it is unhappy that I have to guess, and it is

unhappy that you do not have a provision in the contract saying if
this is a public service charge, as contractor on behalf of the public,
I want to guarantee that it is being used for public benefit.
You do not believe that is any of your responsibility?
Mr. RUDDOCK. No, sir.
Mr. WALDIE. Do you not believe they are trying to put a big facade

upon this money by listing it as public service?
Mr. RUDDOCK. Yes, sir.
Mr. WALDIE. You do?
Mr. RUDDOCK. Yes.
Mr. WALDIE. I do, too. Does that not disturb you?
Mr. RUDDOCK. Morally; yes, sir. In my responsibility for administer-

ing this contract, it does not bother me.
Mr. Waldie what do you think the amount paid to them over and

above their actual costs should be? Zero?
Mr. WALDIE. I personally believe that their actual costs have built

into them a great profit. The 4.3—is that what we are now paying in
administrative charges?
Mr. RUDDOCK. Actual expenses not to exceed 4.5 percent.
Mr. WALDIE. That is what they get, is it not?
Mr. RUDDOCK. For 1971, as I remember, it was 4.3.
Mr. WALDIE. You do not know how they stand. Just in a cursory

examination by GAO, at our request, we found all sorts of unauthor-
ized expenditures that you yourself agreed were unauthorized right?
Mr. RUDDOCK. Are you referring, Mr. Waldie, to entertainment ex-penses, for example?
Mr. WALDIE. I am referring to liquor bills which you say are notauthorized.
Mr. RUDDOCK. That is right.
Mr. WALDIE. But they were charging us for them.
Mr. RUDDOCK. They were running them through that accouht.
Mr. WALDIE. That is charging us for them, is it not?
Mr. RUDDOCK. They had, as I understand, given instructions to theirown audit firm to identify each one of those and to reimburse thataccount, so that it would not end up being a charge as an administrativeexpense against our contract.
Mr. WALDIE. When did they tell you that? They never told us that.Is that what was done?
Mr. RUDDOCK. Mr. Waldie, I think that is clearly indicated in theGAO audit papers which you made available to us.
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Mr. WALDIE. SO it is your understanding—and perhaps I have mis-
read it—that they just used this as a convenient vehicle to pay these
bills, but they reimbursed us so we are not charged for those bills?
Mr. RITDDOCK. Yes, sir.
Mr. WALDIE. Have you ever audited their administrative expense

account?
Mr. RUDDOCK. Yes, sir.
Mr. WALDIE. How often?
Mr. RUDDOCK. Let me indicate.
Mr. WALDIE. Did you ever come across this runthrough of liquor

bills in your audit?
Mr. RUDDOCK. We have just in this recent experience. Let me back

up a little bit.
MT. WALDIE. All right.
Mr. RUDDOCK. We completed our last audit of the Office of the Ad-

ministrator of the Federal employee program here in Washington
which includes the expenses of these regional meetings and the like,
and we gave them a closeout report in early 1970.
That included GAO and the Commission having been through their

accounts up through mid-1968.
We disallowed in entertainment expenses—I do not remember the

exact figure—something in excess of $10,000, and we had an agree-
ment with them that they would immediately have their own audit
firm go through the balance of 1968 and all of 1969, and do exactly
what we had done, in that they would relieve the administrative ex-
pense account of the Federal program of that amount.
Mr. WALDiE. Have they done that?
Mr. RUDDOCK. They had done it.
Mr. WALDIE. How much were we relieved of in 1968 and 1969?
Mr. RUDDOCK. I do not have that figure in my mind.
Mr. WALDIE. Did their auditor find any such expenses?
Mr. RUDDOCK. Yes and in effect reversed that charge in the account.
Mr. WALDIE. Were the figures as high as the ones you found or was

it a lesser figure?
Mr. RUDDOCK. I do not know the number.
Mr. WALDIE. Provide that for the committee.
(The information referred to follows:)

For the period August 1, 1968, through December 31, 1969, the amount was
$9,562.29.

Mr. RUDDOCK. When the General Accounting Office auditors were
here within the past few months went in and took a look at the accounts
beyond the point at which our auditors had been through them, they
found these expenses being entered in the accounts, and they also found
that the audit firm retained by the office of the director of Federal em-
ployee program had overlooked some of those nonallowable items.
We have given a letter of disallowance to the director of the Federal

employee program for the amount entered in the account, and not re-
lieved on the basis of their own audit.
We also have their assurance in writing that beginning I believe

July 1 they stopped running these unallowable items tough this
account.
Mr. WALDIE. How much did you require them to reverse?
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Mr. RUDDOCK. Over and above what had been identified by their own
audit firm, I believe the figure is $12,000 something.
Mr. WALDIE. For just the Washington office?
Mr. RUDDOCK. And the charges made to this program through the

regional meetings.
Mr. WALDIE. Which year did that cover?
Mr. RUDDOCK. That would cover up through 1971 I think.
Mr. WALDIE. It would cover all the years back through 1971?
Mr. RUDDOCK. Beginning with the middle of 1968 yes.
Mr. WALDIE. What about the preceding years, if that was their prac-

tice, in an effort to get back to the preceding years?
Mr. RUDDOCK. You see, our disallowance in early 1970 would have

included the disallowance of all of these items up through the middle
of 1968.
Mr. WALDIE. Then your view is that you have audited the adminis-

trative account charges sufficiently- frequently so that you do not think
the Blues were playing games with us during those years when they
received more money than they were entitled to? Is that correct?
Mr. RUDDOCK. Let me answer your first question as to whether we

have audited them frequently enough. Let me say "No."
Mr. WALDIE. Why not?
Mr. RUDDOCK. You mean why has our audit staff not been large

enough to do that?
Mr. WALDIE. Right.
Mr. RUDDOCK. For a wide variety of reasons.
Mr. WALDIE. Name one. The money is there, is it not? Does the stat-

ute not permit you to take 1 percent of premiums for purposes exactly
such as that?
Mr. RUDDOCK. Within such limitations as fixed annually by the Con-

gress.
Mr. WALDIE. Have you ever asked Congress for moneys for this pur-

pose that have been denied?
Mr. RUDDOCK. Specifically for the purpose of audit?
Mr. WALDIE. No. Specifically for purposes of administering the

program?
Mr. RUDDOCK. Yes.
Mr. WALDIE. When
Mr. RUDDOCK. Do not let me overemphasize this.
Mr. WALDIE. Please do not.
Mr. RUDDOCK. For 1973—and as you know we asked for an expense

limitation which includes the administration of retirement, life in-
surance and health insurance, and so that is fixed as limitation—there
is an estimate made of the amount which is required to be taken from
each of the trust funds.
For fiscal 1973 our request was reduced by $411,000.
Mr. WALDIE. Rather than go into the history, is it your view you have

not asked for more staff to do these things because you are afraid Con-
gress will not give it to you?
Mr. RUDDOCK. No.
Mr. WALDIE. Then why have you not asked? You are entitled to 1

percent of the premiums paid for that purpose.
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Mr. RUDDOCK. May I answer that by indicating these hearings have
served a very valuable purpose of bringing sharply to our attention a
need for improvement in our audit program.
Mr. WALDIE. I think that is clearly true, and I hope that is the case,

but we are really on the issue that you brought up as why should they
not be paid a profit.
My suggestion is they should not be paid a profit because in my be-

lief they have already taken it.
Should the contract require that access to how they spend this money

on behalf of the public service be permitted you or the Congress or
both?
Mr. Runnocx. Would you mind repeating your question.
Mr. WALDIE. Should the contract require that access to how they

spend this money on behalf of the public service be permitted you or
the Congress or both?
They deny us access—the Blues do—to their books and how they

spend their public service charge, and say that is not our business as
representatives of the public. You say that they are right.
They are right only because there is no statutory compulsion or no

contract compulsion. Would you deem it advisable to amend the Blues'
contract to require audits on your part as contracting party on behalf
of the Government of the manner in which they spend their public
service charge.?
MT. RUDDOCK. No, sir.
Mr. WALDIE. Why would you not, because you do not think tint is

the public's business?
Mr. RUDDOCK. I think that is a part of the internal affairs of Blue

Cross/Blue Shield.
Mr. WALDIE. And therefore not the public business?
Mr. RUDDOCK. It may very well be the public business, but I would

distinguish that from administration of a contract in which the Civil
Service Commission representing a large employer deals with Blue
Cross/Blue Shield in much the same manner as many other employers
throughout the country.
Mr. WALDIE. I wish you did deal with them in the manner of other

employers who are permitted to express criticism. If we had dealt with
them in the manner of other employers, we would have access to a
great deal of information, and they would not have the generous con-
tract they have.
However, in short, your view is you are not willing, or you do not

believe it proper, to provide access on your part to how they spend
their public service moneys?
Mr. RunDoex. I will repeat that. May I benefit from your advice and

opinion., Mr. Waldie. Do you think that any other employer dealing
with Blue Cross/Blue Shield has the right to audit what Blue Cross/
Blue Shield does with similar service charge, risk charge, profit, or
whatever, that it is paying the Blue Cross/Blue Shield?
Mr. WALDIE. It is not whatever. It is, as the contract describes it,

and the contract describes it as public service charge. Therefore it is
to be expended on behalf of the public, not on behalf of Blue Cross.
If it is to be expended—and you are the one who agreed with the

nomenclature—on behalf of the public, the public has a right to know
if it is in fact being spent on their behalf.

fl
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Mr. RUDDOCK. Would your advice be the same if the contract used
the term "profit"?
Mr. WALmE. I do not see how you can pay a nonprofit corporation a

profit. How do you get over that hurdle?
I presume that is why they listed it as public service charge, and

prior to that as a risk charge, because they would not dare charge it as
a profit, because IRS would start taxing them.
Mr. RUDDOCK. But in that context would the prohibition be against

paying a profit to a nonprofit organization, or would the restriction be
against the nonprofit organization accepting a profit?
Mr. WALDIE. You mean that it is not against the law to accept a

profit if you are a nonprofit organization, at it is against the law for
us to pay them a profit?
Mr. RunnocK. No I think the other way.
Mr. WALDIE. If it is against the law for them to accept, but not

against the law for 
Mr. RUDDOCK. If there is any restriction that deals with a non-

profit organization receiving a profit, I would think it would be a re-
striction on the receipt rather than on a restriction imposed on the
person paying it. But this is semantics.
Mr. WALDIE. I do not know that it is semantics. What disturbs me is

yau agree that they are playing games with people, using the name
public service charge, trying to put up a facade of being a great cor-
poration attempting to help out people.
You agree that it is nonsense, but you consented to the change "risk

charge" to "public service charge" because you thought risk charge
was confusing the public.
But the public service charge you say does not confuse the public,

though you say it is not really a public service charge. I do not under-
stand that evolution of thought.
Mr. RUDDOCK. Again, I think we are dealing in semantics.
Mr. WALDIE. No. If it is not a risk charge, we ought not to have

paid it. If it is truly a public service charge, it ought not to get paid.
If it is something else, they ought to tell us what it is, and then ask
if we are willing to pay it.
You tell me it is profit. I do not see how we can pay a profit to a non-

profit organization. It is something else?
If it is for the expense of running the contract, it is an administra-

tive expense. The contract provides what the administrative charges
are, and they are to be paid a cost of doing business. But we pay them
everything they put out in this contract—everything.
We assure they do not have any losses, and there are no real re-

strictions on what we put out. It is a cost-plus contract.
Then we give them a plus which we designate as risk charge because

we did not say we were ,criving them a plus.
Mr. RUDDOCK. I would like very much to see the Congress consideK

an amendment to the health benefits law which, in effect, would say
that no amount over and above actual costs would be paid to any car-
rier organized not for profit. I say that I would like to see the Con-
gress consider it.
I doubt very much that Congress would enact it. I do not believe

the majority of the Members of Congress would put that kind of pro-
vision in the health benefits law. But this is clearly an area where the
will of Congress will be done.

•
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Mr. WALDIE. How is this item. whether it is risk charge, profit or
public service charge, computed? What is the formula whereby you
determine what it will be? Is it the best you negotiate?
Or is there, as I have been told—and as the figures would seem toindicate—a dollar a head on all subscribers, the formula by whichyou arrive at the charge?
Mr. RUDDOCK. The agreement, Mr. Waldie, is on the flat a Tr.-milt
Mr. WALDIE. I know, but how do you write the flat amount? Is isa dollar a head?
Mr. RITDDOCK. It very generally approximates a dollar a head. Letme put it in other terms.
When the General Accounting Office recommended that the risk

charge be reduced—and of course they were aware that it included alot of things over and above risk—we asked them in effect, what they
thought would be a reasonable fee or service charge. For reasons I can
well understand, they declined to give us any estimate of what it
should be.
We have indicated that the present $5,100,000, which is a big sum of

money, is approximately a dollar a head, but it is not arrived at by
counting heads and saying, well, gee whiz, there are five million one
hundred thousand, and so we will increase it this amount, or we will
reduce it. It is a flat amount. It amounts to slightly less than 2 cents
per week for each Federal employee and family member who is cov-
ered under this contract.
Mr. WALDIE. That is one way of putting it. But it is a dollar a bead.

That is the real way of computing it.
Mr. RUDDOCK. It is roughly $1 per year per head.
Mr. WALDIE. On what basis did you determine the $1 per year per

head was a reasonable profit to make from administering this contract?
Mr. RUDDOCK. On no basis. We were negotiating from a position in

which the contract said they would get the equivalent of 1 percent of
premium. As you know, for this current year that would have been
somewhere between $8 million and $9 million, and we negotiated it
down to $5 million, which is obviously a reduction.
The coincidence of a dollar a head I think is more that than any

rationale that it should be a dollar a head or $1.10 a head, or $.90
a head.
Mr. WALDIE. Is there any theory as to what profit for running these

programs ought to be? Do you have any idea? Is it just whatever
they will agree to?
Mr. RUDDOCK. Provided it is less than what they are receiving from

other national contracts.
Mr. WALDIE. Is that the criterion?
Mr. RUDDOCK. That is one of the criteria. The other criterion is the

lowest we can get.
Mr. WALDIE. Has that criterion been met, that we pay less for profit

on this contract than any other comparable contract of this size in
the Nation?
Mr. RUDDOCK. They have assured me of that in writing. I have

had that assurance from both Blue Cross/Blue Shield and Xetna.
Mr. WALDIE. That this is the lowest profit they charge?
Mr. RUDDOCK. For any nationally insured contract.
Mr. WALDIE. Are there any other nationally insured contracts?
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Mr. RUDDOCK. Oh, yes.
Mr. WAIDIE. What would be an example?
Mr. RUDDOCK. Steel; auto workers.
Mr. WALDIE. They charge them a higher profit for administering

their programs?
Mr. RUDDOCK. Yes, sir.
Mr. WALDIE. Is there any effort, or are you at liberty to say, to re-

duce that from a dollar a head to any other figure this contract period?

Mr. RUDDOCK. Without violating any of the specifics of the current

negotiations, it is my constant objective to get that figure as low as

possible, as near zero as possible.
Mr. WALDIE. Interestingly enough, there are, what, 43 carriers in

this program?
Mr. RUDDOCK. Yes. I usually say approximately 40.
Mr. WALDIE. Do they all get this dollar a head fee?
Air. RUDDOCK. No, sir.
Mr. WALDIE. Why do they not?
Mr. RUDDOCK. We do not pay a fee of this kind to community re-

lated plans.
Mr. WALDIE. Why?
Mr. RUDDOCK. Because in fixing their community rates they build

in the same kind of contribution to capital, or whatever you want to
call it, so that we do not do it again after determining the premium
to be paid.
Mr. WALDIE. Your assumption is they have already got their dollar

a head profit?
Mr. RUDDOCK. They are getting whatever they are getting from the

rest of the community.
Mr. WALDIE. The dollar a head I assume you agree is a fair profit

to make for administering this contract.?
Mr. RUDDOCK. I have no brief for a dollar a. head.
Mr. WALDIE. You agreed to it, and I presume you would not agree

to an unfair profit.
Mr. RUDDOCK. I agreed to $5,100,000 for Blue Cross/Blue Shield

and $1,300,000 for Aetna.
Mr. WALDIE. Which you said approximates 
Mr. RUDDOCK. It approximates a dollar a head. If we could cut

those figures in half, then we would be roughly the equivalent of 50
cents a head. I do not believe we could do that by saying there is a
rationale for 50 cents a head, and so we want you to bring it down to
that basis.
Mr. WALDIE. Your view is they would not contract with you?
Mr. RUDDOCK. I do not know of any rationale for 50 cents a head

or for a dollar a head.
Mr. WALDIE. Why do you agree to a dollar a head if there is no

rationale? Why did we not take $50 a head which is equally irrational
or 50 cents a head?
Mr. RUDDOCK. Because we were interested in getting the lowest

total, and we agreed on the total.
Mr. WALDIE. The lowest total is the one they would agree to conduct

the business for, I suppose. Is that not fair?
Mr. RUDDOCK. I would not try to mislead you into saying we brought

that right down to "it is this or no contract."
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Mr. WALDIE. Other than the community based programs, which I
assume you say have a profit built into them, of all the other programs
are there any that have the same type program that the Blues or Aetna
do that do not get their dollar a head charge?
Mr. RUDDOCK. In the employee organization plans, most of them are

underwritten by an insurance carrier, and we pay a profit item which
goes to the insurance carrier, just the same as we do in the Aetna
contract.
• Mr. WALDIE. Is that listed as a service charge in their contracts? Do
they get service charges, the employer _organization plans, when they
contract with you?
Mr. RUDDOCK. The ones that are underwritten by the insurance

companies.
Mr. WALDIE. Do?
Mr. RUDDOCK. Yes. There are four that are not underwritten by

insurance companies. There are four that are self-underwritten where
the services are performed not by an insurance company but by the
union itself, and in the four self-insured union contracts we do not pay
a service charge or risk charge.
Mr. WALDIE. Are they entitled to it for all the problems in adminis-

tering the program?
Mr. RUDDOCK. I think you could look at that in two different ways.

One way, of course, would be the question of whether the union derives
that kind of money from the dues it charges its members as union
members, or whether it comes about as an addition to the premium of
health insurance contract.
Mr. WALDIE. Forty percent of it would be paid by the Government

for every one of these.
Mr. RUDDOCK. That is true.
Mr. WALDIE. If they were to ask for the dollar a head, would you

have any objection to it as contracting officer?
Mr. RUDDOCK. I would have to give that some more consideration,

Mr. Waldie. It would seem to me that if any one of the four self-
insured were to ask, it would certainly have to be given serious
consideration.
Mr. WALDIE. Just one final question. You recall the incident where

the Blues revealed that they had in fact started tightening up benefit
delivery services by their memo that they sent around to their
providers.
Mr. RUDDOCK. Yes. sir.
Mr. WALDIE. And they had not notified you that was the case, and

the first revelation was before this committee, and you felt that you
were surprised at it.
Mr. RUDDOCK. Mr. Waldie, my surprise was when you read the in-

struction from one of the local Blue Cross plans to, as I remember it,
a local hospital.
Mr. WALDIE. Right.
Mr. RUDDOCK. As I think we have indicated, and as the Price Com-

mission has indicated, we were aware that they were trying to tighten
up on claims policy. I was not aware of the existence of that particular
16 point memorandum until the day of the hearing here before this
committee.
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Mr. WALDIE. Have you taken steps now to be aware of actiou of
that nature that would have impact upon the people you represeht ?
Mr. RUDDOCK. Yes, sir.
Mr. WALDIE. Let me strike that. We went through this.
You do not consider that the Civil Service Commission is repre-

senting the Government or employees in its negotiations with the
carriers, do you? You do not perceive that as your role? .
Mr. RUDDOCK. I think we are representing both the employees----.
Mr. WALDIE. The carriers?
Mr. RunnocK. No, not the carriers. The employees and the

Government.
Mr. WALDIE. Then you do represent the employees and the

Government?
Mr. RUDDOCK. Yes, sir.
Mr. WALDIE. And not with the carriers?
Mr. RUDDOCK. Yes.
Mr. WALDIE. But you are not interested in their problem. You are

interested in the employees and the Government's problem.
Mr. RunmeK. I am interested in the employees' problems

collectively.
Mr. WALDIE. But. when the employees' problems are in conflict with

the carriers, your brief is on behalf of the employees?
Mr. RUDDOCK. Yes, sir. When that is in conflict with the contract,

absolutely.
Mr. WALDIE. I am talking about negotiating a contract. You con-

strue yourself as the attorney, if you will, the agent.
Mr. RUDDOCK. Yes, trying to get the best deal we can for the

employees.
Mr. WALDIE. And the Government?
Mr. RUDDOCK. Yes, sir.
Mr. WALDIE. In your view you have gotten the best deal you cart

get on this contract?
Mr. RUDDOCK. I have to be a little, careful in answering that, I do

not think we are perfect.
Mr. WALDIE. No, but you think it is a good contract that you nego-

tiated last June?
Mr. RUDDOCK. I think there is a lot of room for improvement, and

I think we will see that kind of improvement.
Mr. WALDIE. Then the final question. I recall in the last contract we

opened up the contingency reserve to the carriers upon abandonment
of their contract or going out of business.
Mr. RUDDOCK. Yes, to pay off claims existing at that point. .
Mr. WALDIE. That was a quid pro quo to them, an increase in their.

position, an improvement in their position, that you concede, and
you got something for it.
Mr. RUDDOCK. We got a reduction in the profit.
Mr. WALDIE. Is that why the reduction was given to you, because

you opened up the contingency reserve?
Mr. RUDDOCK. This was a part of the consideration. yes.
Mr. WALDIE. What other consideration was there? in other words,

what he said in effect I gather, once you opened up the contingency
reserve, you reduced the risk, so we will give you a reduction in risk
charge.
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Was that not the argument ,that was presented to the committee?
Mr. RUDDOCK. Yes, but the record should not indicate that this was

a precise measurement of the amount of risk.
Mr. WALDIE. No. It was very imprecise, but your explanation to

the committee when I asked you what did you give up on behalf of the
Government, and did you lesson the risk? Prior to the execution of
that contract the risk was at a higher level. You gave them x amount
of contingency fund that they did not have, and your answer was: But
in return for that I got a reduction in risk charge because the risk was
less.
This was a correlation between the amount reduced and the amount

lessened by giving them access to the contingency reserve.
Mr. RUDDOCK. No, sir. We wanted a reduction of a service charge,

and they wanted the pledge of a contingency reserve which by the
way had been recommended by the General Accounting Office, and
when two parties to a contract each want something, they get together,
and it is, we will make this concession and you will make that
concession.
Mr. WALDIE. But they were separate and completely different. The

fact that the risk of the carrier was reduced had nothing to do with the
fact that the item called risk charge was reduced.
Mr. RUDDOCK. It had something to do with it, but not in terms of

putting the dollar value on the risk and saying: We will reduce the
risk by this many dollars because this is the amount by which we have
reduced the risk.
Mr. WALDIE. So in effect you gave on behalf of the Government and

the employees a benefit that heretofore they had, and the Blues gave
us a benefit that heretofore we had not. They reduced their profit.
MT. RUDDOCK. Yes.
Mr. WALDIE. Of course there is no logic under your theory. They did

not reduce their profit because the program became easier to admin-
ister. They reduced their profit in exchange for getting rid of a risk
that they had.
Mr. RUDDOCK. Well, I think in all fairness we would have to say that

they reduced it through the same process by which we had come from
11/2 percent at the beginning of the contract down to 1 percent, and
that was by reason of 
Mr. WALDIE. So why did you give them anything when you were in

the process? Why did you not make them hold the risk that they had
prior to last year? If they went out of business, they would lose money.
Why did you give them that, because you did not get anything for it?
You had been undergoing the process of forcing them to reduce

profit over the years, and that was a continuing, ongoing thing, so in
effect you did not give them anything, you just conceded.
Mr. RUDDOCK. No, Mr. Waldie. That was a judgment exercised by

the Civil Service Commission at that time. I knew then and I know
now you do not agree with it. Let me take your advice for the future.
Mr. WALDIE. All right. That will be very good. That is all.

4.
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Again, as I have said publicly, and I tell you now, there is no repre-
sentative of the Commission in whom I have greater confidence. I
have great confidence in your integrity, Mr. Ruddock. I have never
believed that any testimony you have ever presented to this commit-
tee has been in any way designed to make a picture that is less trou-
bling other than by telling the committee what you believe the facts
to be and not editorializing. I always appreciate that sort of
cooperation.
Mr. RumocK. Thank you, sir.
Mr. WALDIE. I wish you could persuade the carriers, particularly

the Blues, to indicate the same cooperation with this committee that
the Commission has, provided it would be helpful to the public and
it would be helpful to you as the man who has to deal with these titans,
and we do appreciate it.
(Thereupon at 11:55 a.m., the hearing was adjourned.)
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