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GAO United States 
General Accounting Offlce 
Washington, D.C. 20548 

Humau Resourcee Division 
B-2224x2 

July 11, 1986 

The Honorable Fortney H. (Pete) Stark 
Chairman, Subcommittee on Health 
Committee on Ways and Means 
House of Representatives 

Dear Mr. Chairman: 

Your October 21, 1986, letter requested that we examine the potential 
impact of taxing Blue Cross and Blue Shield plans (the plans) on the 
availability of health insurance. As you are aware, section 1012 of the 
proposed Tax Reform Act of 1986 (H.R. 3838), passed by the House of 
Representatives m December 1986, would effectively revoke the plans’ 
current tax exemptions under section 601(c)(4) of the’Internal Revenue 
Code. The bill allows for special treatment, at the discretion of the Sec- 
retary of the Treasury, for that portion of the plans’ business related to 
high-risk individuals and small groups. 

Background c 
organizations not organized for profit but operated exclusively for the 
promotion of social welfare.” According to Internal Revenue Service 
(IRS) regulations, such “an organization is operated exclusively for the 
promotion of social welfare if it is primarily engaged in promoting in 
some way the common good and general welfare of the people of the 
commumty.” Further, an organization is not “operated primarily for the 
promotion of social welfare if its primary acbivity . . . is carrying on a 
business with the general public in a manner similar to organizations 
which are operated for profit.” 

IRS has recognized the exemption of the plans as social welfare organiza- 
tions since their inception in the 1930’s. These exemptions were initially b 

recognized when the plans pioneered health insurance, offering one 
community rate to all subscribers. At that time, lack of information on 
the actuarial soundness of this type of venture deterred commercial 
companies from underwritmg the costs of hospital care. After commer- 
cial companies entered the field in the 1940’s, a competitive for-profit 
health insurance industry developed. 
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Scope As agreed with your office, our work focused on comparing the plans 
with commercial insurers to identify potential differences in the provi- 
sion of health insurance, especially to high-risk individuals. We com- 
pared health insurance offered to 129 high-risk test cases identified by 
the plans in California, Connecticut, the District of Columbia, Illinois, 
Maryland, and New York to insurance available from five commercial 
insurers -Prudential, Bankers Life and Casualty, Metropolitan Life, The 
Travelers, and Mutual of Omaha. In addition, we obtained information 
nationwide on certain underwriting practices used by the plans and 
commercial insurers. 

Findings We observed more similarities than differences with regard to high-risk 
individuals At least one commercial health insurance alternative was 
available for 67 percent of the plans’ high-risk test cases. The other one- 
third of the cases, however, were rejected by all five commercial 
insurers. Further, the commercial insurers and three of the six plans 
offered high-risk individuals less comprehensive coverage than other 
individuals. Both the plans and commercial insurers experience-rate 
their large groups, which constitute the majority of their business. The 
plans’ pricing methods for individuals have also come to resemble the 
experience-rating methods used by commercial insurers as they set sep- 
arate rates for high-risk individuals. Also, the plans are operating for- 
profit businesses on which they pay federal income taxes. For example, 
30 plans sell life insurance. These activities tend to further reinforce the 
perception that the plans are operating in a manner similar to commer- 
cial companies. 

In examining insurance for individuals offered by the plans and com- 
mercial companies, we observed some differences in underwriting prac- 
tices. There were significant variations among the plans with regard to . 
medical underwriting. For example, in 16 states and the District of 
Columbia, the plans offered open enrollment programs in which individ- 
uals under age 66 received coverage regardless of health status. In two 
of the three locations we studied that had open enrollment, the plans 
limited benefits. In 36 states, however, the plans offered no form of 
open enrollment to individuals under age 66. But commercial insurers 
did not offer open enrollment in any state. 

We also examined the IRS’ longstanding consideration of the continued 
recognition of exemption of nonprofit insurers. IRS officials have found 
that the significant differences between nonprofit and for-profit 
insurers that may have justified the initial tax exemptions have been 
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eroded by competitive developments In April 1986 testimony on the 
Tax Reform Act of 1986, the Assistant Secretary of the Treasury for 
Tax Policy stated that, while IRS had not taken a formal position on the 
plans’ tax exemptions, it was his understanding that IRS would hold 
adversely on the issue of exemption for the plans under the existing law. 

Making Blue Cross and Blue Shield plans taxable should not affect the 
availability of health insurance for most Americans, who are insured as 
members of large, employer-paid groups. The large-group business of 
the plans and commercial insurers is essentially identical, according to 
industry experts. Any potential adverse effect on the availability of 
health insurance would be concentrated in the individual and small- 
group markets. Moreover, any adverse effects would be further limited 
to high-risk individuals and small groups because commercial companies 
would underwrite other individuals and small groups. 

We were unable, however, to determine the overall effect that changes 
m the tax-exempt status of the plans would have on both the availa- 
bility and affordability of health insurance to high-risk individuals and 
small groups because: 

the Blue Cross and Blue Shield Association did not estimate the percent 
of the plans’ individual and small group business that is high-risk, as we 
requested, and as would be required to qualify for special treatment 
under H.R. 3838, 
in the absence of tax-exempt status, the willmgness of the plans to con- 
tinue providing coverage to high-risk individuals and small groups is 
speculative, 
in an altered competitive environment, the extent to which commercial 
insurers would expand their coverage of high-risk individuals and small 
groups is unknown, b 
the likelihood that the plans would qualify or would change their prac- 
tices to qualify for special tax treatment under H.R. 3838 is unknown, 
and 
the availability of commercial insurance for 67 percent of the high-risk 
test cases cannot be projected nationally. 

! 

Matters for 
Ckp-tsideration by the 
Congress 

The Congress should decide whether the current exemptions for Blue 
Cross and Blue Shield plans under section 601(c)(4) are warranted. If 
the Congress decides not to continue the current exemptions, but to 
offer special tax treatment for insurers who provide coverage to high- 
risk individuals by amending the tax code, we believe it should estabhsh 

Page 3 GAO/EIRDM-110 Blue Cross and Commercial Inmnm 



B222052 

specific criteria for granting such treatment. The criteria could include 
such factors as whether an insurer (1) offers continuous open enroll- 
ment, (2) fully covers medical services for high-risk conditions, (3) 
offers coverage to high-risk individuals at the same rates charged to 
other individual policyholders, and (4) offers coverage without regard 
to age or employment status. 

Agency Comments We asked the Blue Cross and Blue Shield Association (the association), 
the Health Insurance Association of America (HIAA), and IRS to comment 
on a draft of this report. The association stated that the facts presented 
in the report show major differences between Blue Cross and Blue 
Shield plans and commercial health insurers. Specifically, the associa- 
tion expressed concern about 

l the conclusion that Blue Cross and Blue Shield benefits for high-risk 
subscribers are limited, 

. the conclusion that Blue Cross and Blue Shield pricing practices are sim- 
ilar to those of commercial companies, 

. the methodology we used to verify information submitted by commer- 
cial insurers, and 

. the omission of certain Blue Cross and Blue Shield practices that assure 
widely available affordable coverage. 

After analyzing the association’s comments in detail (see app. II), we 
continue to believe that despite data limitations caused by delays in 
receiving information, the methodology used was appropriate and GAO’S 

conclusions are sound. Based on the additional documentation provided 
by the association, we have revised the report to show that three of the 
six plans currently offer the same coverage to all individuals. In the 
other three locations, however, the plans offered high-risk individuals . 
less comprehensive benefits than other individuals. Specifically, the 
plans offered only their least comprehensive policies to open enrollment 
subscribers in Maryland and the District of Columbia; in California, the 
plan excluded high-risk conditions from coverage. 

With regard to pricing methods, the association did not disagree that the 
extent of the subsidy for high-risk individuals is reduced because large 
groups are experience-rated. Furthermore, the association did not refute 
our finding that two of the plans charge different rates for high-risk 
individuals than other individuals. We maintain that using multiple com- 
munity rates resembles commercial experience-rating practices. Finally, 
the association suggested that we examine other practices that measure 
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availability and affordability of coverage offered by the plans and com- 
mercial companies, but did not provide us adequate data on which to 
base a comparison. 

HIM provided general observations in support of its contention that the 
plans have an unfair competitive advantage. HMA also commented that a 
more precise definition of high-risk business that would qualify for tax 
exemption is needed. IRS provided technical comments, but did not com- 
ment on the conclusions of the report. Comments are discussed in more 
detail in appendixes I and II. 

As agreed with your office, we are sending copies of this report to the 
Blue Cross and Blue Shield Association, the Health Insurance Associa- 
tion of America, the Secretary of the Treasury, and other interested par- 
ties. Copies will also be made available to others upon request. 

Sincerely yours, 

Richard L. Fogel 
Director 
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Appendix I . 

Comparing Blue Cross and Blue Shield Plans 
With Commercial Insurers 

Introduction On December 16,1986, the House of Representatives passed the Tax 
Reform Act of 1986 (H.R. 3838). Section 1012 of the bill, which is esti- 
mated to raise $1.7 billion in federal revenues over the next 6 years, 
would effectively eliminate the existing tax exemption granted to Blue 
Cross and Blue Shield plans (the plans). The bill allows for special treat- 
ment, at the discretion of the Secretary of the Treasury, for that portion 
of the plans’ business related to high-risk individuals and small groups. 
According to the Blue Cross and Blue Shield Association, @J individuals 
and small groups constitute about 27 percent of the plans’ business. The 
Senate version of H.R. 3838 is silent on the tax-exempt status of the 
plans. 

The Chairman of the Subcommittee on Health, House Committee on 
Ways and Means, asked us to provide information to assist the conferees 
in determining whether the plans’ tax-exempt status is warranted. In 
response to the chairman’s request, we compared certain practices of 
the plans with those of for-profit health insurance companies, particu- 
larly as these practices affect the availability of coverage for high-risk 
persons. Typical conditions classified as high-risk by both the plans and 
commercial insurers include hypertension, obesity, heart disease, 
cancer, alcoholism, mental disorders, and diabetes. 

ante companies provide coverage to nearly 111 million persons. 

I The plans pioneered health insurance in the 1930’s at a time of commu- 
nity need and were recognized as exempt from taxes. Lack of informa- 
tion on the actuarial soundness of this type of venture prevented 
commercial companies from underwriting the costs of hospital care until I 

the 1940’s. Since then, a competitive for-profit health insurance 
industry has developed. 

For tax purposes, the Internal Revenue Service (IRS) has recognized 
exemption of the plans as social welfare organizations under section 
601(c)(4) of the Internal Revenue Code. That section exempts “civic 
leagues or organizations not organized for profit but operated exclu- 
sively for the promotion of social welfare” from federal income tax. IRS 

regulations (26 C.F.R. 1,601(c)(4)-1(2)(i) and (ii)) provide that “an 
organization is operated exclusively for the promotion of social welfare 
if it is primarily engaged in promoting in some way the common good 
and general welfare of the people of the community,” but not “. . . if its 
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primary activity . . . is carrying on a business with the general public in 
a manner similar to organizations which are operated for profit.” For 
some time, recognition of this exemption has been under reconsidera- 
tion, according to IRS. 

In its December 7,1986, report on H.R. 3838, the House Committee on 
Ways and Means raised concerns that exempted social welfare organiza- 
tions that provided insurance were “engaged in an activity whose 
nature and scope is so inherently commercial that tax-exempt status is 
inappropriate.” IRS officials and other health insurance experts have 
expressed the view that, in meeting the competition of for-profit health 
insurers, the plans have adopted the business practices of commercial 
insurers. 

The Blue Cross and Blue Shield Association (the association), which rep- 
resents its member plans, contends that section 1012 of H.R. 3838 
should not be included in the final tax reform act and that the plans’ 
current exemption is warranted for several reasons: 

. The plans are nonprofit community service organizations that finance 
health care for individuals and small groups who could not obtain health 
insurance elsewhere. 

. For-profit insurers have an obligation to their stockholders to be selec- 
tive in the risks they underwrite, while the plans have an obligation as 
social welfare organizations to offer coverage to the widest possible seg- 
ments of the population. They meet this obligation by cross-subsidizing 
individual high-risk lines of business with suvlus earnings from their 
large group business. Without tax-exempt status on their entire busi- 
ness, continuing such subsidies would be financially impossible. 

l If taxed, the plans may no longer be as willing to insure high-risk indi- 
viduals, and this would add to the public sector’s burden of caring for h 
the medically unmsurable. 

On the other hand, the Health Insurance Association of America (HIAA), 

which represents the commercial health insurers, contends that the 
plans sell the same health insurance products in the same markets as 
for-profit insurers who pay federal income tax. The plans’ pricing 
methods and underwriting practices are virtually indistinguishable from 
those of commercial health insurers, HLAA maintains. As evidence that 
the plans are not unique in insuring high-risk individuals, HIAA cites the 
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recent establishment of 11 state pools1 for the medically uninsurable and 
the fact that commercial insurers also accept substandard health risks. 
Therefore, the tax exemption creates an unfair competitive advantage 
for the plans, according to HIAA, which favors its repeal. 

Objectives, Scope, and The objective of our review was to identify differences between com- 

Methodology 
mercial health insurers and Blue Cross and Blue Shield plans with 
regard to (1) availability of insurance, (2) coverage, (3) underwriting 
practices, and (4) pricing methods. We also determined the views of IRS 

on the exemption of nonprofit health insurers, including the plans. 

Cur methodology consisted primarily of 

l collecting and analyzing data on commercial insurance options for high- 
risk individuals accepted by the plans in five states and the District of 
Columbia, 

l conducting surveys to determine where insurance broker9 would place 
high-risk individuals, 

0 reviewing literature pertaining to business practices of the plans and 
commercial insurers, 

l analyzing IRS regulations and internal documents, 
l comparing pricing methods, benefits, underwriting, and other business 

practices of the plans and commercial health insurance companies, and 
l interviewing officials of the Blue Cross and Blue Shield Association and 

two member plans, the Health Insurance Association of America, the 
Internal Revenue Service, and other health insurance experts. 

scope * We focused on the availability of coverage for high-risk individuals 
under age 66 because practices of the plans and commercial insurers do b 
not differ significantly in other markets-large groups, where pricing 
methods are essentially the same, and Medicare supplemental policies, 
where uniform federal guidelines exist. Time constraints prevented a 
similar analysis of the small group market, although we present some 
limited data. 

‘The pools provide insurance to medxally uninsurable mdividuals-persons rqjected by health 
insurers because of severe health conditions. Ixensed murem in the states are mandated to share in 
the financial burden associated with insuring these individuals 

2Sales representatives who handle insurance for clients, generally selling msurance of various kinds 
for several companies 
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We did our work in six locations: Maryland, New York, Illinois, Cali- 
fornia, Connecticut, and the District of Columbia. These represented sig- 
nificant variation in the plans’ medical underwriting practices. 
Specifically, Maryland and New York offered continuous open enroll- 
ment (a period when an insurer does not reject applicants based on 
health conditions); the District of Columbia offered an annual, l-month 
open enrollment period; and Illmois, California, and Connecticut offered 
no form of open enrollment to individuals under age 66 but instead med- 
ically underwrote (applied health criteria to decide whether to accept 
applicants) all individuals. The plans in the six locations also varied 
along other important dimensions. For instance, Connecticut levied a 2- 
percent premium tax on both the plan and commercial insurers, unlike 
other states in our study which taxed only commercial insurers. The 
California plan operated where health maintenance organizations had a 
large market share. 

Meqhodology To evaluate the insurance options available to high-risk individuals, we 
asked the Blue Cross and Blue Shield Association and the Health Insur- 
ance Association of America to act as conduits of data from the plans 
and commercial insurers. We believed the cooperation of the two 
associations was necessary because we did not have a statutory right to 
access information from either party. Moreover, given the tight time 
constraints of the work, the coordinating efforts of the associations 
were especially important. 

We compared health insurance offered to 129 high-risk test cases identi- 
fied by the plans in the six locations to insurance available from five 
commercial insurers as follows: 

1. The plans gave us examples of their individual high-risk insureds 
under age 66 accepted during 1984 and 1986-21 cases in Maryland, 29 
in New York (the plan limited cases to New York City, Long Island, and 
Westchester County), 12 in Illinois, 21 in California, 16 m Connecticut, 
and 30 in the District of Columbia. 

2. We verified the accuracy of the data on these test cases, especially 
demographic information (e.g., age, sex, height, weight, and employment 
status), as commercial insurers base underwriting decisions in part on 
this information. We also verified that enrollees had high-risk medical 
conditions at the time of enrollment. 
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3. We sent these test cases through HIM to five major commercial 
insurers that sell individual insurance coverage in the six locations, 
asking for probable underwriting decisions, i.e., acceptance or rejection 
of the cases, coverage available, and rates that would have been offered 
had these individuals actually submitted applications. The five compa- 
nies were the Prudential Insurance Company of America, Bankers Life 
and Casualty, Metropolitan Life Insurance Company, The Travelers 
Indemnity Company, and Mutual of Omaha Insurance Company. 

4. We asked the commercial insurers to corroborate their favorable 
underwriting decisions by giving us copies of actual policies written for 
high-risk individuals with health conditions similar to those of the test 
cases. Where insurers were concerned about the confidentiality of their 
policyholders, we agreed to accept copies of underwriting guidelines in 
lieu of actual policies. 

6. We surveyed, by telephone, a sample of insurance brokers that did 
business with both commercial insurers and the plans in the District of 
Columbia, Maryland, and California. In each location, we asked 10 bro- 
kers about insurance options available to five randomly selected test 
cases. 

j 

bmitations of the Data We faced several data limitations in our work. First, the five commercial 
insurers participating in our study together provided about 13 percent 
of all commercial nongroup policies, according to HUA. But, as there 
were more than 800 commercial health insurers in the industry with 

I small market shares, we could not survey a larger aggregate share of the 
market without significantly increasing the number of companies in the 
study. We believe our results fairly represent the availability of com- b 
mercial health insurance for the 129 test cases, however, because the 
participating companies are representative of most health insurers, 
according to HIM. Moreover, we used the broker survey (discussed on 
page 14) as a broader indicator of the availability of health insurance 
for high-risk persons from other commercial insurers the brokers 
represent. 

Second, commercial insurers and the association did not provide all the 
data we requested. All five commercial companies submitted under- 
writing decisions, but three did not submit corroborating cases. One indi- 
cated that it would not insure enough of the cases to make corroboration 
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necessary, and two did not corroborate responses due to time con- 
straints. Because the data collection effort was dependent on the cooper- 
ation of the association and HIAA, slippage in the schedule was beyond 
GAO'S control. Because the plans were over 2 months late in providing 
most test cases, we adjusted our methodology to a limited extent to 
accommodate shorter turnaround times for commercial health insurers. 
Based on the detailed information provided by the companies on the 
basis for their underwriting decisions, however, we believe that their 
responses were reasonable. 

Third, we were unable to determine the overall effect that changes in 
the tax-exempt status of the plans would have on both the availability 
and affordability of health insurance to high-risk individuals and small 
groups because: 

. the association did not estimate the percent of the plans’ individual and 
small group business that is high-risk, as we requested and as would be 
required to qualify for special treatment under HR. 3838, 

l in the absence of tax-exempt status, the willingness of the plans to con- 
tinue providing coverage to high-risk individuals and small groups is 
speculative, 

. in an altered competitive environment, the extent to which commercial 
insurers would expand their coverage of high-risk individuals and small 
groups is unknown, 

. the likelihood that the plans would qualify or would change their prac- 
tices to qualify for special tax treatment under H.R. 3838 is unknown, 
and 

l the availability of commercial insurance for 67 percent of the high-risk 
test cases in the six locations we studied cannot be projected nationally. 

Finally, we were unable to compare the cost of providing comparable b 
coverage for the 129 test cases because of differences in benefits offered 
by the plans and commercial health insurers in the six locations. Among 
the factors that prevented such an assessment were riders that excluded 
coverage for certain conditions, varying limits on hospitalization (e.g., 
30-day maximums per episode), and wide ranges of deductibles, coinsur- 
ance, and maximum benefits. 

Except as noted above, our work was done in accordance with generally 
accepted government auditing standards. 
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Do the Plans and Both the commercial insurers and three of the plans were offering less 

Commercial Insurers 
comprehensive coverage to high-risk than other individuals. The three 
plans limited the coverage offered to high-risk subscribers or would not 

Make Comprehensive cover the high-risk medical condition. Commercial insurers frequently 

Health Insurance 
would not cover the high-risk medical conditions or charged extra pre- 
miums to do so. 

Available to High-Risk 
Individuals? 

Wps Commercial Insurance At least one commercial insurance alternative was available for 67 per- 
Abailable for the Plans’ cent (87 of 129) of our high-risk test cases But the companies often per- 

High-Risk Individuals? manently excluded coverage for many high-risk medical conditions or 
charged extra premiums generally ranging from 16 to 160 percent of 
their standard rate. The incidence of acceptances and requirement of 
riders or extra premiums for the six locations studied are shown in table 
1.1. 

Table 1.1: Acceptance of High-Rlok lest 
Cabor by at Least One Commercial High-risk test cases 
Insurer Percent of 

I accepted 

I 
cases with 

Percent rider/extra 
State No. of cases accepted premium - 
Marylanda 21 29 67 
New York’ 29 55 75 
Dlstrlct of Columblab 30 87 62 
California 21 100 52 
Connecticut 16 50 38 
llhnols 12 83 70 I 
TotaVaveraae 129 67 61 

OThe plans offer continuous open enrollment 

bathe plan offers annual open enrollment for 1 month 

Although commercial alternatives were frequently available for our test 
cases, insurance brokers were less likely to use commercial alternatives 
in states where the plans offered some form of open enrollment. Specifi- 
cally, the brokers reported that they would probably place with com- 
mercial alternatives only 2 percent of high-risk test cases in Maryland, 
where the plan had continuous open enrollment; as much as 40 percent 
in the District of Columbia, which had an open enrollment season; but as 
much as 78 percent in California, which had no open enrollment. 
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All five commercial insurers rejected 33 percent of our high-risk test 
cases. The five most common health conditions of the rejected individ- 
uals were multiple conditions (60 percent); cancer (17 percent); mental 
disorders and drug and alcohol abuse (14 percent); heart disease (10 
percent); and other chronic conditions (8 percent). Together these condi- 
tions accounted for 99 percent of the health-related rejections. 

What Limits Do the Plans Limitations on benefits for high-risk individuals varied for both Blue 
and Commercial Insurers Cross and Blue Shield and commercial health insurance policies in the 

P ace on Coverage for High- six locations we studied. Although the plans and commercial insurers 

Risk Individua s? used different methods to restrict coverage (see table I.Z), the effects on 
coverage for high-risk individuals were comparable Some commercial 
insurers, however, gave the consumer the option of either limiting cov- 
erage by rider or purchasing coverage at increased rates. 

Table 1.2: Coverage of High-Rlrk 
IndNldualo by the Plane and 
Commorclal lnrurerr Compared 

I 
I 

In8urer 

Blue Croar 
Blue Shlel d 

Limits on hospital coverage 
Days per 
epl,ods Amounts 

Major medical Guaranteed 
available’ renewability 

Callfornla 
Connecticut 
Dlstnct of 
Columbia 
llllnois 

Unllmlted $2 millionb 
Unllmlted $1 million 
4oc None 

120 None 

Yes 

Yes 
No 

Yes 

Yes 
Yes 
Yes 

Yes 
Maryland 
New York 

30” 
120” 

None 
None 

Yes 
No 

Yes 
Yes 

Comtiercial 
company 
The Travelers Unllmlted 
MetrODOlltan Life Unlimited 

Noneb 
$50,ooob 

Yes 
Yes 

Yes 
Yes 

Mutual of Omaha Unllmlted $1 millionb Yes Yes 
Prudential Unlimited $1 millionb Yes No 
Bankers Life & Unlimited $1 millionb Yes Yes 
Casualty 

.Mafor medlcal pollcles contain a van&y of deductbbles and coinsurance and cover charges that are not 
pald for by baste hospltalizatm coverage, such as surgeons’ fees, diagnostic procedures, physlcal 
therapy, chemotherapy, pnvate nurses, medlcal appliances, and pharmaceuticals 

bHigh-risk condltlons might be excluded or extra premiums charged at the discretion of the insurers 

?iospltal coverage offered to open enrollment subscribers 
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All commercial companies and two plans (California and Connecticut) 
offered comprehensive hospital benefits and major medical coverage 
without limiting the number of days covered for conditions not excluded 
from individual policies, as table I.2 shows. The plans included surgical 
benefits in their basic coverage while commercial insurers included 
these benefits in major medical programs. While two other plans (New 
York and Illinois) limited hospital coverage to 120 days per episode and 
the New York plan did not offer major medical coverage, the same limi- 
tations applied to all individual policyholders. The other two plans 
offered less comprehensive benefits to high-risk individuals. Specifi- 
cally, (1) the District of Columbia plan placed a 40-day per episode limit 
on hospitalization for open enrollees compared with 180 days for medi- 
cally underwritten individuals and did not offer major medical coverage 
to open enrollees, and (2) the Maryland plan restricted open enrollment 
subscribers to the 80/20 Co-pay Program but offered three more com- 
prehensive policies to medically underwritten mdividuals. 

The California plan used waivers to exclude coverage for high-risk con- 
ditions. As shown on page 14, commercial insurers also limited coverage 
by excluding high-risk conditions or charging extra premiums to cover 
these conditions. 

Finally, renewability of policies and rates up to age 66 was guaranteed 
by all plans and four of the five commercial insurers. In other words, 
policies would not be cancelled nor rates raised except on a class or 
statewide basis. 

DQ thk Plans’ With regard to medical conditions at time of enrollment, the under- 

C’nderwriting Practices 
writing practices of the plans and commercial health insurers differed. 
s pecifically, 38 percent of all Blue Cross and Blue Shield plans offered I 

Differ From some form of open enrollment to individuals under age 66. During open 

Commercial Insurers? enrollment, they did not medically underwrite applicants but accepted 
individuals regardless of their health conditions. Some commercial 
insurers, unlike the plans, used age and employment status to deny or 
limit coverage for new applicants. 

Of the 77 plans nationwide, 22 offered continuous open enrollment for 
individuals under age 66 and an additional 7 held an open enrollment 
season for individuals that lasted for varying amounts of time. These 29 
open enrollment programs were concentrated in 16 states and the Dis- 
trict of Columbia. Not all plans in these states, however, offered open 
enrollment. For example, only one of three plans in Ohio provided open 
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enrollment coverage. According to the association, almost all plans 
offered open enrollment to small groups of 10 to 24 either continuously 
or during an open season. HIAA could not identify any commercial health 
insurers that offered open enrollment coverage for either individuals or 
small groups. 

In the six areas we studied, the plans’ open enrollment practices varied. 
In Maryland and New York, the plans offered continuous open enroll- 
ment, and in the District of Columbia the plan held a well-publicized 
annual 30-day open enrollment season. Prior to 1986, the three plans 
offered less comprehensive benefits under open enrollment. Since 
December 1986, however, the New York plan has offered one individual 
coverage program for all under-66 enrollees, and no longer medically 
underwrites individual policies. In contrast, in California, Connecticut, 
and Illinois, the plans medically underwrote individual business as did 
their commercial counterparts. 

Commercial insurers used nonmedical factors in making underwriting 
decisions. Two companies stated that they generally would not offer 
coverage to new applicants over 69 years of age. Some commercial 
insurers would not offer coverage to unemployed individuals regardless 
of medical conditions, an HIAA official also told us. This was generally 
confirmed through our test cases, when two commercial insurers denied 
applicants on the sole basis of either age or employment status. 

I 

Do the Plans’ Pricing Over time, the plans’ pricing methods have.come to resemble those of 

M&ho& Differ From 
commercial insurers. Specifically, changes in the plans’ use of commu- 

Commkrcial Insurers? 
nity rating (defined below) have reduced the subsidy for individuals in 
general and high-risk individuals in particular. 

During the 1930’s, when the initial tax exemptions were recognized, the 
plans offered one community rate. Under this system, all subscribers- 
group and individual-paid a uniform rate regardless of individual 
health status. Higher risk individuals benefited because their premiums 
were subsidized by lower risk individuals. Today, the plans experience- 
rate their large groups (which constitute most of their business) as do 
commercial companies. Experience-rating means the premiums are 
based wholly or partially on the group’s health experience. 

For their individual business, however, the plans continue to use a modi- 
fied form of community rating. But the extent of the subsidy for 
individuals is significantly reduced because the large groups are 
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experience-rated. Moreover, the plans further reduce the subsidy of 
high-risk individuals by establishing different community rates for sub- 
groups of their individual business. In Maryland and the District of 
Columbia, for example, we found at least two community rates for (1) 
healthier individuals accepted for medically underwritten coverage, and 
(2) sicker individuals accepted for open enrollment coverage. The more 
the plans use such rating classifications to reflect health experience, the 
less they differ from those commercial health insurers who charge extra 
premiums to high-risk individuals. 

D6 the Plans Engage in Blue Cross and Blue Shield plans engage in commercial, profit-making 

Cdmmercial, Profit- 
activities. In fact, the Blue Cross and Blue Shield Association acknowl- 
edges the growth in for-profit subsidiaries and affiliates but contends 

Making Activities? that the revenues generated from them help subsidize and defray costs 
of providing health insurance coverage to less desirable risks. The plans 
are taxed on these for-profit businesses, the association told us. 

The plans’ for-profit activities compete directly with products tradition- 
ally offered by commercial insurers, such as HMOS and disability and 
group life insurance. The association contends that the plans do not 
have a competitive advantage because their for-profit activities are 
taxed. According to a September 1986 survey by the National Associa- 
tion of Life Underwriters, 30 plans sell life insurance and 17 more 
intend to offer it. 

Tk$at Are IFS’ Views 
ofi Ekkmption of 
Nonprofit Insurers? 

If nonprofit and for-profit insurers are alike, differential tax treatment 
is inconsistent with IRS’ longstanding policy to “treat equal organizations 
equally.” One internal IRS general counsel memorandum dated December 
7, 1971, stated that the historical basis for exempt status for nonprofit b 
insurers does not 
‘6 

* * * provide an adequate basis for continuing to hold them exempt under section 
601(c)(4) if it appears their current activities merely duplicate, or otherwise pro- 
vide a convenient alternative for services that have now come to be ‘normally avail- 
able through commercial channels’ ” 

Later, a general counsel memorandum of May 19,1976, stated that both 
for-profit and nonprofit health insurers 
4, 

. . * by spreading the financial risks of illness are to a certain extent socially beneh- 
cial. The community clearly is harmed if famrhes or individuals are ruined fman- 
cially by extended illness or are unable to afford adequate medical care We do not 

Page 18 GAO/HED-&H 10 Blue Crow and Chnmercisl Insurers 



Appendix I 
Comparing Blne Crow and Blue Sldeld Pbu 
Wltb commercial Inmuem 

discern, however, a significant difference between the social benefits accruing to the 
community from [nonprofit insurers] and from commercial insurers.” 

Community rating by itself is insufficient justification for tax-exempt 
status, IRS officials told us. In the early days, community rating made 
insurance more affordable for low-income people. As competition with 
commercial health insurers increased, however, many plans were forced 
to abandon community rating. An internal IRS memorandum dated May 
19,1976, suggested that even with community rating, nonprofit health 
insurers may not warrant tax-exempt status ln light of their provision of 
services exclusively to members (i.e., those who pay the premiums). 

IRS and Treasury officials have considered extensively whether non- 
profit insurers’ tax-exempt status under the provision is still valid. IRS 
has not revoked the longstanding exemption, preferring instead to await 
the outcome of legislative changes under consideration by the current 
Congress. During the Senate Finance Committee’s April 1986 markup of 
H.R. 3838, the Assistant Secretary of the Treasury for Tax Policy stated 
that, while IRS had not taken a formal position on the matter, it was his 
understanding that IRS would hold adversely on the issue of exemption 
for these plans under current law. 

Conclusions Since the 1930’s, when Blue Cross and Blue Shield plans pioneered 
health insurance, a competitive, for-profit, health insurance industry 
has developed. Currently, the plans are exempt from federal income tax- 
ation as social welfare organizations under section 601(c)(4) of the tax 
code. IRS regulations provide that organizations are not social welfare 
organizations qualifying for such exemption if they are “carrying on a 
business with the general public in a manner similar to organizations 
which are operated for profit.” 

Making Blue Cross and Blue Shield plans taxable should not affect the 
availability of health insurance for most Americans, who are insured as 
members of large, employer-paid groups. The large-group business of 
the plans and commercial insurers, according to industry experts, is 
essentially identical. Potentially adverse effects on the availability of 
health insurance would be concentrated in the individual and small- 
group markets. Moreover, such effects would be further limited to high- 
risk individuals and small groups because commercial companies would 
underwrite other individuals and small groups. We were unable, how- 
ever, to determine what overall effect changes in the tax-exempt status 
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of the plans would have on the availability and affordability of health 
insurance to high-risk individuals and small groups. 

Similar treatment of high risks by the plans and commercial health 
insurers also diminishes the justification for the plans’ tax-exempt 
status. Both the plans and commercial insurers in three locations we 
studied offered coverage to high-risk individuals that was less compre- 
hensive than coverage available to other individuals. In addition, for 
most of their business, both the plans and commercial insurers used sim- 
ilar pricing methods (i.e., experience-rating), Furthermore, the plans’ 
modified forms of community rating, including separate rates for high- 
risk individuals, have come to resemble the experience-rating methods 
used by commercial insurers. Lastly, some plans are operating for-profit 
businesses on which they pay taxes. All these activities tend to reinforce 
the perception that the plans are similar to commercial companies. 

Open enrollment was one area where the plans’ underwriting practices 
for individuals under age 66 differed from commercial insurers in 16 
states and the District of Columbia. In these locations, the plans offered 
programs through which individuals received coverage regardless of 
health status. In two of the three locations offering such coverage, how- 
ever, the plans limited benefits. Moreover, in 36 states, the plans offered 
no form of open enrollment to individuals under age 66. Another differ- 
ence between the plans and commercial insurers was the use of nonmed- 
ical factors such as age and employment by two commercial insurers to 
deny or limit coverage. None of the Blue Cross and Blue Shield plans 
reviewed used these factors to deny coverage, nor did three commercial 
companies. 

The Congress should decide whether the current exemptions for Blue Makters for 
Consideration by the 
Congress 

I 

Cross and Blue Shield plans under section 601(c)(4) are warranted. If 
the Congress decides not to continue the current exemptions, but to 
offer special tax treatment for insurers who provide coverage to high- 
risk individuals by amending the tax code, we believe it should establish 
specific criteria for granting such treatment. The criteria could include 
such factors as whether an insurer (1) offers continuous open enroll- 
ment, (2) fully covers medical services for high-risk conditions, (3) 
offers coverage to high-risk individuals at the same rates charged to 
other individual policyholders, and (4) offers coverage without regard 
to age or employment status. 
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Bluk Cross and Blue 
Shield Comments 

The Blue Cross and Blue Shield Association stated that the facts pre- 
sented in the report show major differences between Blue Cross and 
Blue Shield plans and commercial health insurers. Specifically, the asso- 
ciation expressed concern about 

. the conclusion that Blue Cross and Blue Shield benefits for high-risk 
subscribers are limited, 

l the conclusion that Blue Cross and Blue Shield pricing practices are sim- 
ilar to those of commercial companies, 

. the methodology we used to verify information submitted by commer- 
cial insurers, and 

l the omission of certain Blue Cross and Blue Shield practices that assure 
widely available affordable coverage. 

After analyzing the association’s comments (see app. II) in detail, we 
continue to believe that despite data limitations caused by delays in 
receiving information, the methodology used was appropriate and our 
conclusions are sound. Using the additional documentation provided by 
the association, we revised the report to show that three of the six plans 
currently offer the same coverage to high-risk and other individuals. In 
the other three locations, however, the plans offer high-risk individuals 
less comprehensive benefits than other individuals. Specifically, the 
plans offer only their least comprehensive policies to open enrollment 
subscribers in Maryland and the District of Columbia; in California, the 
plan excludes high-risk conditions from coverage. 

With regard to pricing methods, the association did not disagree that the 
extent of the subsidy for high-risk individuals is reduced because large 
groups are experience-rated. Furthermore, the association did not refute 
our finding that two of the plans charge different rates for high-risk 
individuals than other individuals. We maintain that using multiple com- b 
munity rates resembles commercial experience-rating practices. Finally, 
the association suggested that we examine other practices that measure 
availability and affordability of coverage offered by the plans and com- 
mercial companies, but did not give us adequate data on which to base a 
comparison. 

HIAA Comments The Health Insurance Association of America provided general observa- 
tions in support of its position that the plans have an unfair competitive 
advantage (see app. III). In regard to possible continuation of the plans’ 
tax-exempt status, HIAA said that it was unfortunate that GAO was not 
given an estimate of the percentage of the plans’ business that is 
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high-risk. HIAA also questioned the value of the plans’ coverage of high- 
risk individuals because (1) 11 state high-risk pools have been estab- 
lished and (2) commercial insurance alternatives were available for over 
two-thirds of the plans’ high-risk test cases. HIAA believes that a small 
percent of high-risk business would imply that the tax exemption, if 
any, should apply only to that portion of the plans’ business. 

Further, HIAA commented that a more precise definition of high-risk bus- 
mess that would qualify for tax exemption is needed. Such a definition 
should take into account (1) full coverage of high-risk individuals, (2) 
exclusion of waiting periods for pre-existing conditions, and (3) well 
advertised open enrollment periods. 

Finally, HIAA said that the plans with continuous open enrollment in the 
study receive substantial hospital discounts and exemption from state 
premium taxes. According to HLU, this helps the plans offset losses 
under open enrollment programs. 

IRS Comments IRS provided technical comments, which we have incorporated where 
appropriate, but did not comment on our conclusions. 
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Mary Nell Lehnhard 
Vw President 

1709 New York Avenue, NW 
Washmgton, D C 2ooo6 
202/783-6222 

June 26, 1986 

Mr. Richard L. Fogel 
Director 
Human Resource Division 
U.S. General Accounting Offtce 
Washington, D. C. 20548 

Dear Mr. Fogel: 

We appreciate the opportunity to comment on your draft report entitled “Comparing 
Blue Cross and Blue Shield with Commercial Insurers.” 

We recognize the difficulties presented by any attempt at such a comparison, 
especially within a limited timeframe. We are deeply concerned, however, that 
there are serious inaccuracies in the report. We cannot accept that the facts 
presented support the conclusion that there are more similarities than differences 
between Blue Cross and Blue Shield Plans and commercial insurers. A close reading 
of the more substantive parts of the report indicates that there are major 
drfferences that have a profound effect on the availability of health insurance to 
high risk subscribers. 

More specifically, we have four major concerns: 
. . 

0 Theconcluslont Blue Crossand 
are limited The facts are that benefits are &~Q&IY identical 

for all individual subscribers in four of the six Blue Cross and Blue Shield Plans 
studied; the other two Plans have open enrollment and offer people with 
otherwise uninsurable medical problems coverage options that are available to, 
and selected by, anyone in the community including healthy applicants. 

0 
. . . . t Blue Crl are slmllar 

fhPse of the comme.Jcial co- A Blue Cross and Blue Shield Plan 
charging $8.00 more a month for those with otherwise uninsurable conditions 
who enroll during an open enrollment period is described as “similar” to a 
commercial company charging someone with a medical problem a premium 
that is as much as 2 l/2 times the premium for a healthy person. 
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Se43 comment 1 

0 to verifv the informafion submitted by commercial 
comDanieJ. Contrary to the methodology for the study agreed to by us and 
GAO staff, the commercial carriers were ~lpt required to submit actual cases 
of people they had insured along with full documentation that the person had 
the medical problem in question at the time of enrollment. Blue Cross and 
Blue Shield Plans were required to submit actual cases and those cases were 
subjected to exhaustive audit and reverification. Only two of the five 
commercial companies submitted m cases and we do not know whether these 
cases were audited to the same extent as the Blue Cross and Blue Shield cases 
(the study protocol called for us to review the commercial cases just as they 
were allowed to review our cases; we were not given that opportunity). It is 
possible that many or even all the instances in which a commercial insurer said 
they would accept a Blue Cross and Blue Shield high risk subscriber were 
decisions that were not supported by a corroborating case. 

0 d Blue Shield Plans 
availableaffordable coverage. The study fails to compare 

the percentage of premiums returned to subscribers as benefits for either 
under-65 or Medicare supplementary subscribers; the availability of open 
enrollment for small employee groups; practices in the Medicare 
supplementary market; and the offering of affordable conversion coverage. 

We believe these conclusions and omissions are misleading and should be addressed 
prior to the issuance of the final report. Our more detailed comments on each of 
these points follow. 

As during the study, we are pleased to provide information supporting our contentions 
and to discuss these issues with your staff. 

I request that this letter in its entirety be attached to your final report. 

Sincerely, 

Mary Nell Lehnhard 

Attachments 
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The following are GAO‘S comments on the Blue Cross and Blue Shield 
Association’s letter dated June 26, 1986. 

GAO Comments 1. The association comments presented on the following pages have been 
extracted verbatim from its June 26, 1986, letter. Page and table num- 
bers have been changed to reflect those in this final report. Each section 
of the association’s comments is followed by our evaluation. 

Bellefits for High Risk 
Subscribers 

As@ciation Comments 

/ 

Numerous statements throughout the report either explicitly state or 
imply that all six Blue Cross and Blue Shield plans are engaged in prac- 
tices that limit the coverage provided to high risk enrollees and that the 
plans with open enrollment are not providing comprehensive benefits. 
These statements are inaccurate. 

We cannot agree with the conclusion that, when compared to commer- 
cial insurers, the plans with open enrollment have practices that “are 
comparable in their effects on coverage for high risk individuals.” This 
is, in effect, concluding that plans that offer absolutely everyone com- 
prehensive benefits- regardless of the severity of their medical 
problem-are similar to commercial companies that reject applicants for 
any coverage. We would offer the following comments on each of the 
plans with open enrollment. 

GAO Evaluation 
. 

On page 16 of the report, we recognized that plans offering open enroll- 
ment differ from other plans and commercial insurers that always use 
medical underwriting practices. As discussed on pages 16 and 17 of the 
report, however, three of the six plans limited the benefits or coverage 
available to the high-risk test cases. The plans’ open enrollment prac- 
tices in Maryland and the District of Columbia resulted in high-risk indi- 
viduals being offered less comprehensive coverage than that available to 
other individuals. A December 1986 change in the open enrollment prac- 
tices of the New York plan, which resulted in equal coverage for high- 
risk and other individuals, has been reflected in the final report. The 
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report has been clarified to show that three plans did not offer less com- 
prehensive coverage to high-risk individuals. 

Association Comments Empire Blue Cross and Blue Shield (New York) offers one individual 
coverage program for all under-66 enrollees. The program includes com- 
prehensive benefits including hospital and medical-surgical services. 
The benefits are available on a year-round basis to anyone regardless of 
medical condition. 

GAO IEva uation Empire Blue Cross and Blue Shield established continuous open enroll- 
ment in December 1986. At that time, it eliminated the use of medical 
underwriting and exclusion riders. The test cases submitted by the plan 
were accepted prior to establishment of continuous open enrollment. 
The change in the plan’s underwriting practices has been added to page 
17 of the report, 

As$ociation Comments 

, 
I 

I 

Blue Cross and Blue Shield of Maryland offers four programs to individ- 
uals under age 66. The program costs and benefits vary to allow appli- 
cants to select a program that meets both their health coverage and 
budget needs. Open enrollment subscribers are eligible for the 80/20 co- 
pay program which is offered at a very low rate to all applicants who 
want a lower cost option. This program provides comprehensive hos- 
pital and medical-surgical services. In addition, any applicant, including 
open enrollment applicants, may purchase a catastrophic coverage rider. 
Further, low income subscribers in the 80/20 program are protected 
from out-of-pocket costs for physicians’ services when they use a Blue 
Shield participating physician (over 80 percent of the physicians in 
Maryland participate). 

GAO Evaluation 

I 
I 

I 
I 

Although the Maryland plan offers continuous open enrollment, it offers 
medically underwritten individuals the choice of three additional cov- 
erage programs not available to open enrollment subscribers. For 
example, the 80/20 co-pay program offered to high-risk individuals 
under open enrollment has a 30-day per episode limit on hospital cov- 
erage whereas other individuals have the option of purchasing more 
comprehensive coverage with a 70-day per episode limit with no copay- 
ment. In effect, this places limits on the coverage available for high-risk 
medical conditions similar to commercial insurers’ use of riders to limit 
coverage. 
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Association Comments Blue Cross and Blue Shield of the National Capital Area offers two pro- 
grams to individuals under 66. The standard option is available to all 
applicants, regardless of medical condition during the plan’s annual 
open enrollment period. Anyone enrolling during this period (at least 
one month a year) pays an additional nominal amount ($8 for individ- 
uals). The higher option is not available to open enrollment subscribers. 
The benefits for the standard option, however, include comprehensive 
hospital and medical-surgical services. 

GAQ Evaluation Like the Maryland plan, the District of Columbia offers medically under- 
written individuals the option of purchasing more comprehensive cov- 
erage not available to high-risk individuals under open enrollment. For 
example, hospital coverage available to high-risk enrollees is limited to 
40 days per episode, while medically underwritten individuals can pur- 
chase high-option coverage with a 180-day limit. 

Association Comments Exhibit A describes the benefits for all six Blue Cross and Blue Shield 
Plans studied. 

GAO Evaluation Exhibit A (see pages 49 to 61) does not show that high-risk open enroll- 
ment applicants are offered less comprehensive benefits than other 
individuals. 

Assbciation Comments 
I 

With respect to the three plans with open enrollment, we believe the 
availability of comprehensive benefits in all cases and absolutely iden- 
tical benefits in the case of New York makes it incorrect for GAO to make 
the statement, “in the three locations we studied that had open enroll- b 
ment, the plans limited benefits.” 

GAO Evaluation The report has been revised to reflect the recent change in open enroll- 
ment practices in New York (see pages 4 and 17). As discussed above, 
the Maryland and District of Columbia plans continue to limit the bene- 
fits available to open enrollment, high-risk subscribers. 

I 

Asslociation Comments In the case of the three other locations-Connecticut, Illinois, and Cali- 
fornia-each plan offers absolutely the same benefit package to all 
enrollees regardless of their health status. There is not a “different set” 
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of benefits for higher risk subscribers. (In California a rider may be 
placed on a medical condition but the covered benefits-e.g., days of 
hospitalization-are identical.) 

GAO Evaluation In states such as Connecticut, Illinois, and California that do not offer 
open enrollment, the issue is not the comparability of benefit packages 
but the availability of coverage. Because these plans medically under- 
write all policies, some high-risk individuals may not be able to obtain 
coverage from them. 

Association Comments It is misleading to make the sweeping generalization that “both the plans 
and commercial health insurers offered similar, although limited cov- 
erage to high risk individuals in the six locations we studied.” Four 
plans (New York, Illinois, Connecticut, and California) provide abso- 
lutely identical benefits to all subscribers and two plans (District of 
Columbia and Maryland) provide comprehensive benefits on an open 
enrollment basis. 

GAO Evaluation As noted above, only New York offers identical coverage to all appli- 
cants, regardless of health status. The Illinois, Connecticut, and Cali- 
fornia plans medically underwrite all applicants and may, like 
commercial insurers, deny coverage to individuals with certain high-risk 
conditions. The Maryland and District of Columbia plans offer open 
enrollment subscribers less comprehensive coverage than that available 
to other medically underwritten individuals. 

Comparison of Pricing 
Practices 

Association Comments In several statements, the draft report implies that the pricing practices 
of Blue Cross and Blue Shield plans and commercial companies are 
similar. 

These statements are inaccurate. The pricing methods of commercial 
insurers and Blue Cross and Blue Shield plans are substantially 
different. 
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GAO Evaluation As discussed on page 17, both the plans and the commercials experience- 
rate their large groups, which constitute most of then business. In addi- 
tion, the plans’ use of multiple community rates for individuals and 
small groups has, as discussed below and on pages 17 and 18, come to 
resemble experience-rating. 

Association Comments As noted in the report itself, commercial insurers evaluate the risk asso- 
ciated with em applicant. “Applicants are then asked to pay a pre- 
mium that reflects the level of risk.” (Statement of the Health Insurance 
Association of America, November 1,1986, Committee on Energy and 
Commerce.) The draft report clearly states that commercial companies 
will charge a beneficiary a higher rate depending on the severity of his 
or her medical problems. The premium for a person with medical prob- 
lems, according to the report, can be as much as two and one-half times 
the premium for a healthy person. 

GAO Evaluation 
I 

For our high-risk test cases, one or more commercial insurers indicated 
that they would provide coverage to 69 percent of the high-risk individ- 
uals at the same premium charged to other individuals. 

Association Comments Blue Cross and Blue Shield plans continue to use community rating for 
nongroup programs and do noJ establish a rate on the severity of an 
individual applicant’s medical problem. Over 29 percent of all sub- 
scribers in Blue Cross and Blue Shield plans’are in community-rated 
programs. 

GAO Evaluation As discussed on page 18, the Maryland and District of Columbia plans 1, 
establish separate community rates for open enrollment and medically 
underwritten subscribers. The use of separate rates to reflect the health 
experience of open enrollment and medically underwritten subscribers 
resembles the practice of commercial health insurers of charging extra 
premiums. 

Association Comments In four of the six plans studied (New York, California, Connecticut, Illi- 
nois), there is only one set of rates charged for each type of nongroup 
coverage. Rates may vary because of deductible levels selected, but not 
because of medical condition. 
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GAO Evaluation As discussed on pages 17 and 18, the extent of the subsidy for high-risk 
individuals is reduced because large groups are experience-rated. The 
subsidy is further reduced because separate community rates are set for 
individuals over and under 66 and small groups. The use of multiple 
rates resembles experience-rating. 

Association Comments In two locations, Maryland and the District of Columbia, all high risk 
applicants are accepted by the plans for their open enrollment products. 
Applicants are never denied coverage, nor are they subjected to riders 
for specific conditions. They may purchase a specific program which is 
available to, and selected by, a broad selection of all applicants in the 
community, including those without medical problems. In Maryland, the 
cost for this coverage is lower, not higher, than other nongroup pro- 
grams. In the District of Columbia, &l open enrollment subscribers pay 
only S8.00 per month more for individual coverage ($28 per month more 
for family coverage). 

GAO Evaluation The District of Columbia plan charges high-risk individuals from lo- to 
17-percent higher premiums under open enrollment than are available to 
medically underwritten individuals. Although the Maryland plan has a 
lower premium for open enrollment coverage, it offers less comprehen- 
sive coverage. The plans’ use of separate community rates for open 
enrollment and medically underwritten individuals, in effect, establishes 
separate rates for high-risk and other individuals similar to the prac- 
tices of commercial insurers. 

Association Comments To summarize, it is incorrect to state that the pricing practices of Blue 
Cross and Blue Shield plans, who never charge a rate that reflects indi- 
vidual risk of an applicant, are similar to commercial practices that can 
result in a premium that is more than twice as high for a person with 
medical problems as for a healthy person, 

l 

GAO Evaluation As discussed above, both the Maryland and District of Columbia plans 
clearly charge different rates based on health status, 
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Methodological 
Problems 

Association Comments There are several discussions in the methodology section of the draft 
report that cast significant doubt on the validity of the report’s findings. 
When GAO’S study methodology was first presented to us, we expressed 
concern about accepting commercial insurers’ estimations of acceptance 
of individuals they knew at the time of application were high risk 
without submission of corroborating evidence. We were assured by GAO 

that corroboration, in the form of specific previously accepted cases, 
which clearly documented that the person had the medical problem at 
the time of enrollment, would have to be provided before commercial 
insurers’ responses were accepted. Furthermore, we were informed on 
several occasions that we would be able to review commercial insurer 
submissions as they had reviewed our submissions. Now that the report 
has been prepared, we find: 

I 

GAO Evaluation 
I 

Although we had to make adjustments to our methodology because of 
delays in receiving high-risk test cases from the plans and responses 
from the commercials, we do not, for the reasons discussed below, 
believe that the adjustments affected the validity of our findings. 

Association Comments 
I . Only two of five commercial carriers submitted corroborating cases to 

support their underwriting decisions. 

GAO Evaluation The corroborating cases submitted by the two commercial insurers sub- 
stantiated their probable underwriting decisions on the high-risk test 
cases. 

Association Comments 
l No corroborating cases were submitted by three of the commercial car- 

riers used in the study. GAO has nc~ documentation at ah that responses 
of these carriers were accurate. On the other hand, Blue Cross and Blue 
Shield plans were told that the only acceptable evidence would be actual 
cases that were audited in detail by the GAO. Plans were not allowed to 
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submit any “other detailed information” to support their underwriting 
decisions as commercials were allowed to do. 

GAO Evaluation We adjusted our methodology because of delays beyond GAO'S control in 
receiving test case data from the plans. Since the plans needed more 
time to provide the test cases than they originally anticipated (nearly 4 
months), three commercial companies were unable to provide cor- 
roborating data in addition to underwriting decisions in the remaining 
time (1 month). Nevertheless, acceptance rates for companies not pro- 
viding corroborating evidence were comparable to those of the two com- 
panies that submitted data. In addition, as noted on page 13, we believe 
the responses were reasonable based on the detailed information pro- 
vided by the companies. Further, the plans, like the commercials, were 
allowed to submit other information to support their underwriting deci- 
sions. In Maryland, the plan submitted detailed claims histories to sup- 
port high-risk conditions and we accepted the plan’s assurance that the 
conditions existed at time of application. 

As$ociation Comments 
. The Blue Cross and Blue Shield Association has not had the opportunity 

to review the cases that were submitted by the two commercial insurers 
that provided cases. 

GAO Evaluation Neither the association nor HIAA was given access to corroborating evi- 
dence or actual policies to protect the confidentiality of the insured. 

Association Comments Importantly, the commercial companies used by the study are not even 
identified. This lack of public accountability makes the methodology- 
and the conclusions-even more questionable. 

GAO Evaluation Names of the commercial insurers have been added to the report. 

Association Comments This outcome has led us to conclude: 

. GAO used significantly different standards in reviewing data supplied by 
Blue Cross and Blue Shield plans and commercial insurers. 
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l The study methodology that the Blue Cross and Blue Shield Association 
agreed to at the beginning of the study was not used. 

. The report’s findings are not based on reasonable standards of documen- 
tation and their validity is questionable, especially in light of data that 
we have collected ourselves. 

GAO Evaluation As discussed above, although we modified the methodology where nec- 
essary because of the plans’ and commercial insurers’ inability or 
unwillingness to provide all data requested within the limited time 
available for our review, we believe that adequate standards were 
applied to all data received and that the validity of the results was not 
compromised. 

Association Comments Our specific methodological concerns are discussed in the paragraphs 
that follow. 

On page 12 of the draft report, the following statement is made: “We 
believe, however, that our results fairly represent the availability of 
commercial health insurance for the 129 test cases because the partici- 
pating companies are representative of other insurers, according& 
m” (emphasis added). 

GAC) Evaluation 

I 

We selected the five commercial insurers with she largest percentage of 
the individual market. We relied on HI&l to identify the companies 
because data on market share are generally not available. Including 
additional companies in our study could increase the number of high- 
risk test cases for which a commercial alternative was available, but 
could not decrease the number. 

Assbciation Comments Apparently, GAO did not conduct an analysis of the general availability 
of individual coverage provided by commercial carriers and, instead, 
simply accepted HIAA'S undocumented conclusion. In fact, of the 10 
largest commercial health insurers, six do noJ actively participate in the 
individual market. In 1984, three of the ten largest commercial carriers 
did not offer coverage to individuals at all (Connecticut General, Conti- 
nental, Bankers Life of Iowa). Three others offered coverage, but only to 
a very small number of people (for Prudential, Aetna and Travelers, less 
than 2 percent of health insurance premium revenues in 1984 were for 
individual coverage). Of the remaining four carriers (Equitable, New 
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York Life, Metropolitan Life, and Mutual of Omaha), only Mutual of 
Omaha sold a policy that could be described as similar in comprehen- 
siveness of benefits to Blue Cross and Blue Shield coverage. The lowest 
deductible offered by Equitable is $2,000; the New York Life and Metro- 
politan Life policies have limits on payments per day for hospital care 
and significant limits on the total surgical expenses covered. The Mutual 
of Omaha policy is available with deductibles from $260 to $60,000. It is 
referred to by Mutual of Omaha as a catastrophic policy; it is always 
medically underwritten and is noJ available to unemployed people. Nev- 
ertheless, it is the only policy offered by one of the top 10 commercial 
health insurers that is comparable in benefits to Blue Cross and Blue 
Shield coverage. It is offered at much higher rates and returned only 
62.4 percent of the premiums to beneficiaries as benefit payments in 
1984, according to Mutual of Omaha’s submissions to state insurance 
departments. 

GA.0 Eva uation Neither the association nor HIAA provided documentary evidence on the 
number of individual policies written by their member companies. How- 
ever, the evidence the association presents to suggest that 6 of the 10 
largest commercial health insurers do not actively participate in the 
individual market contradicts evidence previously presented by the 
association. Specifically, a study prepared for the association by the 
Center for Health Policy Studies showed that (1) the three commercial 
insurers the association said did not participate in the individual market 
in 1984 did offer individual coverage and (2) two of the three commer- 
cial insurers the association claimed obtained less than 2 percent of pre- 
mium revenue from individual coverage, received over 2 percent of 
revenues from individual coverage. In addition, as shown by the table 
on page 16, both Metropolitan Life and Mutual of Omaha offer health 
insurance benefits to individuals that are similar to benefits offered by I 
Blue Cross and Blue Shield plans. The association provided no documen- 
tation to support its claims on specific coverage offered by commercial 
companies and we were unable to verify the data ourselves due to time 
constraints. 

Association Comments The variance in availability of coverage from major commercial carriers 
makes it highly unlikely that the five companies are representative of 
the rest of the commercial insurance industry. Some carriers do offer 
major medical programs but nearly all are constrained in ways that are 
similar to those identified above. For example, Banker’s Life and Casu- 
alty of Illinois offers a comprehensive major medical program but it, too, 
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is limited by features such as limits on hospital daily room and board 
and limits on the total surgical expenses covered. It is clear that only a 
very small number of commercial carriers offer coverage that is compar- 
able to Blue Cross and Blue Shield coverage and that these carriers’ pre- 
mium rates greatly exceed those of Blue Cross and Blue Shield plans, 
while their payout ratios fall far below those of plans. It is unlikely that 
five commercial carriers used for comparison provide coverage that is 
comparable to Blue Cross and Blue Shield coverage and far more 
unlikely that these carriers are representative of the commercial msur- 
ante industry. 

GA6 Evaluation Companies participating in our study provided copies of brochures 
delineating the coverage offered to the test cases. These coverages are 
summarized and compared to the plans’ coverage in table 1.2. We 
obtained limited premium information from two commercial companies. 
The data indicated that average rates, including extra premiums for 
high-risk conditions, were not significantly different from the plans’ 
community rates. 

AssWation Comments On page 14, the draft report makes a statement: “The commercial 
insurers responses showed that at least one commercial alternative was 
available for 6’7 percent (87 of 129) of the plans’ high risk test cases.” 

I 

This conclusion is questionable for at least two important reasons. First, 
since the majority of commercial companies that responded did not 
submit corroborating cases, it is possible that all of the “acceptances” 
are from the carriers that did not present any corroboration. 

GAO Eva uation 

b 

As stated on page 32, the acceptances from the three commercial 
insurers who did not present any corroborating data were comparable to 
those from the two insurers who submitted such data. 

Association Comments Second, the findings, as displayed in table I.1 on page 14 are inconsis- 
tent. One hundred percent (100%) of the California cases and 83 percent 
of the Illinois cases were recorded as accepted although these cases con- 
sisted primarily of conditions that are identified on page 16 as the most 
common causes for complete rejection by commercial carriers. Sixty-two 
percent of the California cases were for cancer, mental disorders, drug 
and alcohol abuse, heart disease and other chronic conditions, which are 
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identified as accounting for 99 percent of commercial insurer rejections. 
Sixty-seven (67) percent of the Illinois cases were also for these condi- 
tions. For this reason, it is difficult to understand the 100 percent accep- 
tance rate for California and the 83 percent acceptance rate for Illinois. 
Since little additional medical information other than these conditions 
were available for review by commercial insurers, it is clear that the 
cases were reviewed inconsistently. 

GAQ Evaluation The high acceptance rates in California and Illinois reflect, in our 
opinion, the similar treatment of high-risk individuals by the plans and 
commercial insurers. For example, m California, both the plan and com- 
mercial insurers medically underwrite all individuals and used riders to 
exclude coverage for the high-risk conditions of those individuals they 
accepted. Furthermore, the broker survey in California indicated that 
commercial insurers’ responses were consistent. 

Association Comments It is also clear that the cases used for the District of Columbia Plan for 
which an 87 percent acceptance rate is indicated, were the pretest cases 
that were collected and not the cases submitted by the Blue Cross and 
Blue Shield Association. It was our understanding that the pretest cases 
were collected solely to determine whether the data that were presented 
would be sufficient for commercial insurers to respond. The District of 
Columbia Plan cases which were collected according to the same pro- 
tocol as other plans and submitted to GAO were not used in the study. 

GAO Eva uation The District of Columbia plan could not verify that the high-risk medical 
conditions existed at the time of enrollment for the additional test cases 
submitted. The plan agreed that the pretest cases, selected from individ- b 
uals who were previously medically underwritten with exclusions, were 
representative of high-risk individuals covered by the plan. 

Association Comments 

I 
I 

Table I.2 presented on page 16 has three factual errors. First, the Mary- 
land and Illinois plans are described as not offering major medical cov- 
erage to individuals, when in fact, they do offer such coverage. 
Maryland offers a catastrophic major medical program and major med- 
ical coverage is available to HIA program subscribers in Illinois. It also 
should be noted that Empire Blue Cross and Blue Shield (New York) has 
had a major medical offering under development for almost a year and 
it will soon be available to all applicants irrespective of their medical 
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risk. As noted in the Table, California and Connecticut offer maJor med- 
ical coverage. The District of Columbia plan is the only plan that does 
not offer major medical coverage to high risk individuals It is important 
to understand, however, that the District of Columbia plan offers com- 
prehensive hospital and medical-surgical benefits in their basic program. 
Commercial insurers include these benefits in their major medical 
program. 

GAO Evaluation Based on additional evidence provided by the association, we have 
revised table I.2 to show that both Maryland and Illmois offer major 
medical coverage. 

Assobiation Comments 

I 

, 
I 

I 

The use of major medical coverage as a standard for comprehensiveness 
is also misleading. In the draft report, the followmg statement appears: 
“high-risk individuals typically need major medical because its benefit 
maximums typically range from $60,000 to $1 million.” [This sentence 
was deleted from the final report.] Blue Cross and Blue Shield basic cov- 
erage (for hospital and medical-surgical services) covers most expenses 
without any lifetime dollar limit on benefits. Blue Cross and Blue Shield 
subscribers with basic benefits have protection that is at least compar- 
able to an extensive commercial insurers maJor medical benefits. Fur- 
thermore, many commercial insurers major medical policies have limits 
on daily room and board charges and limits on the total payment for 
surgical services. These limits are likely to expose subscribers to large 
out-of-pocket payments. The use of days of hospital coverage per epi- 
sode of illness as a benefit is a common benefit structure for all types of 
Blue Cross and Blue Shield hospital coverage. More importantly, plans 
that use a specified number of (renewable) days of hospital care for 
individual coverage make the same number of days available to both 
healthy and high-risk subscribers. 

GAO Evaluation 

I 

Evidence provided by the association shows that the plans in Maryland 
and the District of Columbia do not make the same number of covered 
hospital days available to high-risk and other subscribers. In addition, 
the California plan limits coverage by excluding coverage for the high- 
risk conditions. For these reasons, some plans make less comprehensive 
coverage available to high-risk subscribers. 
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Association Comments The second inaccuracy in Table I.2 is the failure to show that medical- 
surgical benefits are available from all Blue Cross and Blue Shield plans. 
The use of only hospital and major medical benefits implies that those 
are the only benefits available. Blue Cross and Blue Shield plans in New 
York, Maryland, Illinois, and the District of Columbia provide medical- 
surgical benefits as part of their basic coverage while commercial 
insurers include these benefits only in their major medical programs. 

GAO Evaluation The discussion on page 16 was revised to indicate that the plans offered 
inpatient medical-surgical benefits. 

Association Comments The attached Exhibit A provides a detailed review of the comprehensive 
benefits provided by all six Blue Cross and Blue Shield plans. 

GAO Eva uation See page 27 for a discussion of the limitations on the data presented. 

I 

As@ciation Comments 

I 

Finally, Table I.2 fails to recognize the importance of the price of cov- 
erage in comparisons of Blue Cross and Blue Shield plans’ and commer- 
cial insurers’ individual coverage. Access to coverage is a financial issue 
as well as an availability issue. If coverage is available from a commer- 
cial insurer, but only at several times the price of Blue Cross and Blue 
Shield coverage, it is inappropriate to compare coverages without 
regard to affordability. In the draft report, it is indicated that commer- 
cial insurers may charge 2-l/2 times their standard rate to some indi- 
vidual subscribers. It should be understood that some commercial 
carriers’ standard rates can be more than three times Blue Cross and 
Blue Shield rates. For example, the standard rates for Aetna’s Compre- b 
hensive Medical Expense Plan in most categories are more than three 
times as high as rates for Blue Cross and Blue Shield plans in New York, 
Maryland, the District of Columbia and California. When standard rates 
can be multiplied by a factor of 2.6 for high risk individuals, it is pos- 
sible for some commercial insurers’ rates to be more than 7 times Blue 
Cross and Blue Shield rates. Without consideration of premium rates, 
the conclusions drawn with respect to availability from Table I.2 are 
misleading. 
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GAO Evaluation As discussed above, limited premium information provided by two com- 
mercial insurance companies indicated that the commercial insurers’ 
average rates, including extra premiums for high-risk conditions, were 
not significantly different from Blue Cross and Blue Shield community 
rates. Further, as discussed on page 13, comparisons of premiums are 
meaningless without a comparison of differences in the benefits offered. 
For example, the Maryland plan’s premiums for the medically under- 
written comprehensive program were about six times higher than the 
rates charged high-risk individuals under the 80-20 Co-pay program. 
The differences are due to the limited coverage provided under the 
80-20 Co-pay program. 

Important Plan 
Prgtices Omitted From 
the Comparison 

Assokiation Comments The draft report fails to compare a number of practices that are impor- 
tant measures of whether insurers are offering coverage on a basis that 
makes it as affordable and widely available as possible. 

GAO’ Evaluation 

I 

We recognized that other measures could be used to compare the plans 
and commercial insurers. We limited our evaluation to those practices 
for which the association and HIAA provided adequate data on which to 
base a comparison. Our detailed evaluation of the individual comments 
follows. 

Association Comments Percentage of Premiums Returned as Benefits. The most important of 
these practices is the percent of premiums that are returned to sub- 
scribers as benefits. According to a report of the House Aging Com- 
mittee, “the economic value of insurance policies is determined by the 
percentage of premiums returned to the insured in the form of benefits.” 
(Report No. 96-160) This percentage of premiums paid out is particu- 
larly important in the less competitive individual segment of the health 
insurance market. 

Nationally, Blue Cross and Blue Shield plans return 89 cents of every 
premium dollar collected for individual coverage. The six plans 
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examined by the GAO had payout ratios in 1984 ranging from 106 to 73 
percent; five of the plans had payout ratios greater than 92 percent. 

The average payout ratio for all commercial companies for nongroup 
coverage was 64 percent in 1984. The ratios for the nine commercial 
insurers that are most active in the nongroup market ranged from 47.7 
to 66.6 percent in 1984. (These ratios represent only their health 
business.) 

Since the companies used in the GAO report are not identified, it is not 
possible to determine the percentage of premiums they returned to sub- 
scribers as benefits. 

Gk$O Evaluation According to the House Aging Committee report cited by the association, 
“loss ratios in and of themselves are not conclusive proof of the eco- 
nomic value of policies.” In addition, “experts caution that the loss ratio 
should be only one factor in picking a policy. The stability, integrity, and 
financial position of the company is another factor to consider.” The 
report also stated that the loss ratio experience of companies should be 
compared over more than 1 year. 

A l-year comparison of payout ratios is more a reflection of the effec- 
tiveness of insurance companies in estimating health care costs in the 
premium year than a measure of the availability and affordability of 
coverage. Health insurance premiums are set in advance and baaed on 
estimates of such factors as expected utilization of benefits and inflation 
in the premium year. If actual health care utilization or inflation in the 
premium year exceeds expectations, payouts and the payout ratio will 
increase. Conversely, if utilization or inflation is less than expected, the 
payout ratio will be less. Because payout ratios are so sensitive to I 
changes in utilization, inflation, and premium setting methods, a l-year 
comparison, such as that presented by the association, does not, in our 
opinion, provide a sound basis for comparison of the availability and 
affordability of coverage. 

In addition, we have several concerns about the reliability of the associ- 
ation’s comparison. Specifically, the association (1) did not show that 
payout ratios were consistently and accurately calculated by the plans 
and commercial insurers, (2) compared overall individual payout ratios 
for the plans, including all policies offered, to payout ratios for specific 
commercial insurance policies even though the commercial insurers also 
offered multiple policies, and (3) compared 1986 payout ratios for the 
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plans to 1984 ratios for the commercials. Furthermore, we obtained pub- 
lished data showing that loss ratios for commercial insurers are higher 
than the association contends. In 1984, for instance, the loss ratios for 
the five commercial insurers in our study ranged from 64.6 to 8 1.1, and 
in 1983, they ranged from 60.0 to 83.6 and averaged 68.9. 

Association Comments Commitment to Providing Nongroup Coverape. We believe a maJor point 
of investigation by the GAO should have been the degree to which com- 
mercial companies even engage in offering insurance to those who are 
not part of an employee group. The report states that “... our results 
fairly represent the availability of commercial health insurance for the 
129 test cases because participating companies are representative of 
other insurers, according to HIAA” (emphasis added). Six out of the ten 
largest health insurance companies in the United States are not active 
participants in the nongroup market. We question how GAO can draw the 
conclusion that these companies involved in offering nongroup coverage 
are representative of the entire industry. All Blue Cross and Blue Shield 
plans offer comprehensive, community-rated individual coverage on a 
year-round basis. 

GAO j 3va luation 
I 

According to HL4A’S Source Book of Health Insurance Data, 1984-1986, 
commercial insurers provided coverage to over 24 million persons under 
individual policies during 1983. By contrast, the Blue Cross and Blue 
Shield Association told us that their member plans cover about 11 mil- 
lion persons under individual policies. 

Assokiation Comments Small Group Coverage. Another major area of importance in assuring 
that health insurance is widely available is the offering of coverage to 
very small groups sardless of the medical condition of the employees 
and their dependents&cording to the HIAA’S Course in Group Health 
and Life Insurance: - 

“For small groups, the possibility of adverse selection by the employer against the 
insurer is high. Under a certain size (usually 10 employees), most insurance compa- 
nies feel that even the most restrictive of contractual provisions on pre-existing con- 
ditions will not protect them against situations . Some insurers decline to write the 
entire group if even one of the employees is not insurable Other insurers have pro- 
visions for having the uninsurable individual waive coverage and then covering 
only those that are insurable. .Most msurers attempt to control certain hazards 
inherent in small groups . . by requiring medical evidence of insurability of the indi- 
vidual employees and perhaps then dependents ” 
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The report notes that HIAA was unable to identify any commercial health 
insurers who offer open enrollment for either individuals or small 
groups. 

The Blue Cross and Blue Shield plans included in the study accept even 
the smallest groups without regard to the health status of the employees 
or their dependents. The six plans will accept the following size groups 
on an open enrollment basis: 

Blue Cross of California: 4 employees 
BCBS of Connecticut: 3 employees 
District of Columbia: 2 employees 
BCBS of Illinois: 2 employees 
BCBS of Maryland: 2 employees 
Empire BCBS (New York, NY): 3 employees 

Ninety-nine (99) percent of all Blue Cross and Blue Shield plans accept 
groups of 10 to 24 on an open enrollment basis. Significantly, 60 percent 
accept groups sized five (6) and smaller without regard to the medical 
condition of the employees or their dependents. 

GJ$O Evaluation 

I 

We attempted to compare small group coverage, but the association did 
not provide adequate data on which to base a comparison. Specifically, 
the association did not provide an estimate of the number of persons 
covered under small groups or the percentage of their small-group busi- 
ness that is high-risk. In addition, only two of the six plans provided 
small-group test cases, and those cases were submitted too late to be 
included in our analysis. 

Afhciation Comments Medicare Supplementary Coverage. The study states that “...Plans and 
commercial insurers are not significantly different in the...Medicare sup 
plementary policy market, where uniform federal guidelines exist.” We 
strongly disagree that Blue Cross and Blue Shield plans are not “signifi- 
cantly different” in this market. Importantly, plans return to sub- 
scribers a very high share of the premiums collected (payout ratio) for 
this coverage. Nationally, Blue Cross and Blue Shield plans return 88 
cents of every premium dollar collected for nongroup (individual) sup 
plementary coverage from Medicare subscribers. This high return also 
includes premiums collected from those who are entitled to Medicare 
because they are totally and permanently disabled. The federal standard 
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for Medicare supplemental policies requires that only 60 percent of non- 
group premiums be returned; this percentage was necessary to permit 
commercial insurers to meet federal certification requirements. The 
payout ratios for the six Blue Cross and Blue Shield plans studied 
ranged from 73 percent to 103 percent. 

GAO, Evaluation We did not focus on Medicare supplementary coverage because an asso- 
ciation consultant told us that would not be a good basis for comparison 
since the plans and one commercial insurer dominate the market. Fur- 
ther, as stated on page 10, there are uniform federal guidelines that both 
the plans and the commercials must adhere to in offering this coverage. 
Finally, as discussed above, a l-year comparison of payout ratios is not 
an appropriate comparison. 

Assoiciation Comments Conversion Coverage for Those Who Lose Group Coverage. Blue Cross 
and Blue Shield plans have always voluntarily offered conversion to 
individuals and their dependents who have lost their eligibility for 
employer-sponsored benefits for whatever reason-divorce, layoff, or 
voluntary termination, The same is true for the dependents of deceased 
workers. Conversion coverage is available for as long as needed. About 
1.6 million conversion subscribers are enrolled in Blue Cross and Blue 
Shield plans nationwide. Plans keep this coverage as affordable as pos- 
sible, and, in fact, return mercent of all premiums collected from con- 
version coverage on a national basis. 

In recent years, 3 1 states have passed laws requiring all commercial 
companies to offer conversion coverage in an effort to protect group 
subscribers who have commercial coverage. Commercial companies, 
however, will often price their conversion coverage so as to discourage 
enrollment. For example, one of the 10 largest commercial companies 
recently offered conversion to a family of four (husband age 50-64) for 
a premium of $10,368 a year. 

GAO Evaluation The evidence provided by the association indicates that the availability 
of conversion coverage is not a significant difference between the plans 
and commercial insurers in at least 31 states because of mandated cov- 
erage. The association, in citing a rate reportedly offered by an unidenti- 
fied commercial insurer to one family, does not provide adequate 
evidence that commercial companies price conversion coverage to dis- 
courage enrollment. 

Page 49 GAO/HBD4l&1lO Blue Cross and Commercial Insurern 



. 

Appendix II 
Advance Chnunente F’rom the Blue Cram and 
Blue Shield Aaatxhtion and 
GAO% J3valuation 

Association Comments Inaccuracies and Statements Needing Clarification. There are a number 
of statements that we believe should be corrected and, in some cases, 
clarified. 

Transmittal Letter: 

Page 1: The letter states that the plans’ business related to high risk 
individuals and small groups would remain tax-exempt under the House 
language. This is not the case. The House language states that the Secre- 
tary of the Treasury “may prescribe regulations which provide, for Blue 
Cross and Blue Shield and their affiliates, special treatment for activi- 
ties with respect to high risk individuals and small groups.” The action 
is totally at the discretion of the Secretary and is, we believe, too vague 
to be implementable. Furthermore, merely designating part of plans’ 
business as tax-exempt would not provide assurance that they would be 
able to continue their practices with respect to high risk groups. 

GAO Evaluation Both the transmittal letter and report have been revised to state more 
specifically the provisions of H.R. 3838. 

1 

Association Comments 

I 

Page 2: “Roth the plans and commercial insurers experience-rate their 
large groups which constitute about 86 percent of their business.” The 
conclusion from this statement is that plans community-rate only 16 
percent of their business. This is incorrect. Twenty-nine percent (29%) 
of all Blue Cross and Blue Shield plans’ business is community-rated. It 
is also incorrect to imply that commercial companies use community 
rating at all. 

I 
I 

G40 Evaluation 

I 

Wording has been clarified to show that commercial insurers experi- 
ence-rate individuals. Because the association was unable to provide 
documentation on the percentage of the plans’ business that is large 
group, small group, and individual, we deleted the specific percentage of 
large group business from the final report. 

Asgociation Comments Page 2: “In 36 states, however, the plans did not offer any form of open 
enrollment.” This statement is incorrect, Seventy-six (76) of 77 Blue 
Cross and Blue Shield plans (99%) offer open enrollment to one or more 
of the following categories: individuals under age 66; individuals 66 and 
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over; and small groups of 1 to 24 members. (This same statement also 
appears on page 20.) 

GAO Evaluation The statement has been clarified to indicate that in 35 states the plans 
did not offer any form of open enrollment to individuals under age 65. 

Association Comments Page 2: “For example, in 14 states and the District of Columbia, the 
plans offered open enrollment programs. (This same statement appears 
in two places in the report: on pages 16 and 20.) It should be clarified 
that these statements refer only to open enrollment programs for under 
age 65 individuals and the total number of states should be corrected. 
Fifteen (15) states and the District of Columbia have open enrollment 
programs for individuals under age 65. 

GAO Evaluation 

/ 

The statement has been clarified to indicate that (1) the discussion of 
states and plans with open enrollment programs relates to individuals 
under age 65, and (2) 15 states and the District of Columbia offer enroll- 
ment to individuals under age 65. The association told us that one of the 
four plans in Washington state offers open enrollment to individuals 
under age 65. Officials had previously told us that none of the Wash- 
ington plans offered open enrollment. 

Association Comments 
I 

Report: Page 8: “All individuals and small groups (20 and fewer) consti- 
tute about 14 percent of plans’ business.” This statement is incorrect. 
All individuals and small groups constitute about 27 percent of the 
plans’ enrollment. 

GAO Eva uation The report has been revised to provide the association’s estimate of indi- 
vidual and small group enrollment. 

Association Comments Page 8: “The Association maintains that the plans’ insurance activities 
are not commercial.” We have never maintained this; rather, we have 
argued that plan practices justify tax exemption. 

GAO Evaluation The statement has been deleted from the final report. 
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Association Comments Page 11: “Illinois, California, and Connecticut do not offer any form of 
open enrollment.” It should be made clear that this comment relates only 
to coverage for individuals under age 66. All three have open enrollment 
for very small groups (26, and 3, respectively) and Medicare supple- 
mental coverage for nongroup applicants. 

GAO Evaluation Statement has been clarified as suggested. 

Association Comments Page 11: The description of the New York City plan’s service area sug- 
gests their open enrollment is “limited to New York City, Long Island, 
and Westchester County.” Empire Blue Cross and Blue Shield (New 
York) offers continuous open enrollment in 28 counties. 

GAO Evaluation 

I 

The discussion on page 11 has been revised to show that the plan 
offered continuous open enrollment in all counties but limited test cases 
to New York City, Long Island, and Westchester County. 

Asdociation Comments Page 13: “(e.g., 30-day maximum)” For Blue Cross and Blue Shield 
plans, this is not a maximum but a 30-day coverage period renewable 
for every spell of illness. 

GAO Evaluation Statement has been clarified to show 30-day maximum per episode. 

Association Comments Page 14: “Although commercial alternatives were frequently (emphasis 
added) available for our test cases...” This is misleading. Only 26 per- 
cent of the test cases were accepted without riders or extra premiums. 

GAO Evaluation As the report shows on page 14, commercial insurers accepted a high 
percentage of the Blue Cross and Blue Shield test cases, but frequently 
imposed riders or extra premiums. The report also shows on pages 16 
and 16 that two plans offered less comprehensive benefits to high-risk 
subscribers and a third plan imposed riders on high-risk medical condi- 
tions. Further, two of the plans also established separate community 

P8ge 46 GAO/HRDM-110 Blue Cmw and Ctunmerchl Ineurem 



Advuoa, tinunenta From the Blue Croea and 
Blue Bhleld Amwdation and 
GAO’r Jhluatlon 

rates for high-risk individuals accepted under their open enrollment pro- 
grams. These practices are similar to commercial insurers’ use of riders 
and extra premiums. 

Association Comments Page 17: “About 90% of the plans offered open enrollment to small 
groups of 10 to 24.” This statement is incorrect. 99%, or 76 out of 77 
plans, offer open enrollment to small groups of 24 or less. 

GAO Evaluation The report was revised to provide the association’s estimate of the per- 
cent of plans offering open enrollment to small groups. 

Association Comments Page 18: The report states that “In Maryland and the District of 
Columbia there are at least three individual community rates for (1) 
healthier individuals accepted for medically underwritten coverage, (2) 
sicker individuals accepted for open enrollment coverage, and (3) indi- 
viduals over age 66.” It is misleading to include “(3) individuals over age 
66” in comparing pricing policies for nongroup coverage. The coverage 
available for this group is Medicare supplementary coverage. This kind 
of policy offers benefits, for example, that cover Medicare’s deductible 
and coinsurance requirements. Because of its very different structure, 
Medicare supplementary coverage must be rated separately. This refer- 
ence should be deleted. 

GAO hvahation The report has been revised to delete reference to Medicare supplemen- 
tary coverage. 

Association Comments Page 18 (Section - “Do The Plans Engage in Commercial Activities”): 
This section of the report should be clarified to describe the facts more 
precisely and to remove the implication that ownership of for-profit 
subsidiaries is inconsistent with tax exemption. The Internal Revenue 
Service has long recognized that ownership of a for-profit subsidiary 
does not jeopardize the exemption of a tax exempt organization. Because 
revenues from for-profit activities are taxed there can be no possibility 
of “unfair competition” with other taxable entities. 

GAO, &a uation The report has been revised to incorporate the association’s comments. 
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Association Comments Conclusion. The Blue Cross and Blue Shield Association takes strong 
exception to the methodology and conclusions in GAO’S draft report. Fur- 
thermore, we find it inappropriate for GAO to recommend certain actions 
with respect to the taxation of plans based on the methodology, narrow 
scope and questionable conclusions of the report. 

GAO Evaluation For the reasons discussed above, we believe the methodology and con- 
clusions of the report are sound. Furthermore, we believe the informa- 
tion presented will assist the Congress in deciding whether the 
differences among the plans and between the plans and commercial 
insurers warrant modification of the tax-exempt status of Blue Cross 
and Blue Shield plans. 
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hwndix III 

Advance Comments From the Health Insurance 
Association of America 

HEALTH 
INSURANCE 
ASSOCIATION 
OF AMERICA 
1025 Ccfwctcut Avenue. NW, Washrtgton. DC 20036 3998 (202) 223 7789 

June L6, 1986 

Mr. Richard Fogel, Director 
Human Resources DlVlSlOn 
General Accountlny Office 
441 G Street, N. N. 
Washington, D. c. 20548 

War Mr. Fogel: 

Thank you for glvily us the opportunity to review and make conent on 
the contents of the GAG draft report. What follow5 are our general obser- 
vations. 

The GAG comparison of the Blues plans and ccmnnercial insurer5 was based 
on a study of 129 high risk individuals covereo under indiVidua1 policies. 
The result, as shown In table 1 of the rewrt, rndicates 67% acceptance by 
at least ona conmercial Insurer of the plans' high risk test cases covered 
under individual policies. The GAO also asked the five cormnerclal insurers 
to assess 30 high risk lndlviduals covered under the Blues' small group 
policies (lb in Connecticut and 14 in New York). The result of these under- 
writrng evaluations indicates that one or more ot the comnercral ln5UKeKs 
would accept 73% of these high risk lndlviduals. These acceptance per- 
centages might have been higher with greater representation of nudwesteKn 
and western plans which are more conparable. 

The reference in the report regarding coverage of unemployed indlvlduals 
1s mlsleadlng. Even the comnercial inburers mentioned as oenying coverage 
on the basis of unemployment offer coverage to temporarily unemployed 
individuals. 

It is unfortunate that the plans did not estlnste the percent of their 
individual and small group busrness that is high Klsk as requested by the 
GAD. The value of their coveraye of high risk indivtduals is questionable 
in light of the need for eleven state high risk pools and the avarlability 
of coverage from cormnercial 1n5UreK8 for over t-thirds of these risks. A 
small percent of high risk business woula imply the tax exemption, 1r any, 
should apply only to the hlyh Klsk business, which needs more precise 
deflnitlon. A oefinition based on full coverage of high Krsk lndivlduals 
should exclude those plans that have waltlng periods for p&e-existing condo- 
tions. A definition based on open enrollment should exclude those plans 
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Mr. Richard Fogel 
page TWO 
June 26, 1986 

that have short open enrollment periods or open enrollment pericds that are 
pOOKly aWeKtlW?d. 

It should be noted that the three plans which offer continuous open en- 
rollment also en]oy sizeable hospital discounts da well as exemption frcxn 
premium taxes, txkh of which are important factors which offset losses under 
their open enrollment programs. These losses need to be quantified and am 
pared to their other gains. 

Again, we appreciate the opportunity to comnent on this draft report. 
Your staff was most professiondl ana thorough in explaininy the process and 
procedure5 to follow. 

Best regarcts, 

W:cJm 
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