

SUPPLEMENT TO USPS-FY07-2

Treatment of Annuitant Health and CSRS Benefits Costs
An important change/update in the FY07 CRA concerns the variability and distribution of the costs for retiree health benefits and Civil Service Retirement System (CSRS) pensions.  This change/update was prompted and enabled by provisions of the PAEA concerning Postal Service funding of these benefits.  The PAEA required the Postal Service to fund the Postal Retirees Health Benefit Fund (PRHBF), starting with a $5.4 billion payment in FY 2007 and the Postal Service, after the first few weeks of FY07, was no longer required to make contributions to the Civil Service Retirement System (CSRS), a FY07 savings of $1,324,711,677.  As shown below, the changes in the CRA treatment of the costs related to these benefits are supported by economic and accounting logic and past PRC rulings.

In brief, this change/update is incorporated into cost segment 18.3.6, renamed “Annuitant Health Benefits and Earned CSRS Pensions” (formerly “Annuitant Health Benefits”).  This component has $7,125,775,278 accrued costs, which is the sum of the $5.4 billion payment for PRHBF (as per the PAEA) and $1,725,775,278 payment for health benefits for current retirees.  The cost for this component is treated much like workers compensation (18.3.4), in that it is divided into a “current year” amount that has the same variability and distribution as all labor, and a “prior year” amount which is institutional.  The “current” amount is $ 4,499,711,677, with the remainder as “prior year” costs of $2,626,063,601.  

The basis for determining the amount of “current year” costs is to identify the benefits earned during the FY by current employees, benefits not contained in the labor cost segments of 1-13, 16, 18, and 19.  During FY 2007 employees earned pension and retiree health benefits that will be paid in the future during their retirement years.  The amount of benefits earned or alternatively the additional future obligations taken on by the Postal Service is part of the compensation paid employees, just like salaries and benefits provided while employed (such as health benefits).  The dollar value of the obligations taken on by the Postal Service for the future provision of these benefits, obligations not otherwise expensed or accrued in FY 2007, were $3.175 billion for retiree health benefits and $1,324,711,677 for CSRS pensions.  (As discussed below, this is the net present value of the future payments of benefits.)  These obligations incurred as benefits earned by employees in FY 2007, will ultimately have to be paid by the Postal Service, and are just as relevant to determining attributable costs, as the salaries and other current benefits paid during FY 2007.  The sum of these two obligations is $ 4,499,711,677.  These costs are treated the same as salaries and benefits costs in cost segments 1-13, 16, 18, and 19, being as variable as all salaries and benefits costs and having the same distribution.  The remainder of the $7,125,775,278, which is $2,626,063,601, is institutional cost since it relates to costs incurred in prior years.  

The past treatment of retirement benefits costs (CSRS-related payments and annuitant health benefits) was to consider these costs as variable as all labor, with the same distribution as all labor.
  In Dockets Nos. R76-1 and R77-1, while it was recognized that actual payments were not the same as the costs incurred, payments were used as the best available measure of the costs incurred.
  However, the advance of accounting treatments of retiree benefits and the PAEA breaks any perceived link between the payment schedule and how the costs are incurred. Instead, the retirement-related payments under the Act are as mandated until 2016, recognizing past underfunding of retiree health benefits and overfunding of CSRS obligations.

Advances in the accounting treatment of retiree benefits costs have clearly shown that the costs for retiree benefits should be recognized as they accrue – as employees earning these benefits put in their years of service—rather than at the time of actual cash outlay in the payment of benefits to retirees.  Various actuarial methods have been developed to accrue retiree related costs to each year of employment.
  This provides the basis for attributing retiree benefits costs to each year of employment, making such costs part of the salaries and benefits for the purposes of determining volume variable costs.
There are two aspects of PAEA which prompted and enabled these changes to the CRA.  The first aspect concerns the retiree health benefits.  The new law stipulated that a $5.4 billion payment for Postal Retirees Health Benefit Fund (PRHBF) should be made in FY 2007, with additional payments specified for each year up until 2016, with a 10 year total of payments of $55.8 billion.  These payments were to make up for past under funding of these retiree benefits and will be used in the payment of retiree health benefits starting in 2017.   Until then full payment of retiree health benefits will continue on a pay-as-you-go-basis.   The FY07 expense is $1,725,775,278 and is expected to more than double by 2016, rising each year as the cost of health benefits rises and the number of retirees grows.  Thus each year from 2007 to 2016 the Postal Service will pay both the payments to PRHBF and also pay retiree health benefits for current retirees, a total of $7,125,775,278 in FY 2007 as indicated above.

Another important element of PAEA on retiree health benefits is that OPM will determine the amount of the new obligations incurred each year (it is the source for the $3.175 billion estimate for FY 2007, as to be reported in the Postal Service Annual Report).
 The yearly increase in obligations is the change in the net present value of the future retiree health benefits payments during the year.   It is the value of the retiree health benefits earned by current employees during the year.  While it won’t be paid to current employees until they retire, it is part of the compensation to employees, just like salaries and currently paid benefits.  In addition, OPM will tally these obligations each year and it will determine if additional payments after 2016 are needed to fully fund past obligations on retiree health benefits.  The larger the obligations taken on by the Postal Service in 2007 or other future years, the larger the amounts of additional funding will be required.  While, the Postal Service will not accrue this $3.175 billion cost in FY 2007 for retiree health benefits, it is the “current” period costs for retiree health benefits, the cost that will ultimately be borne by the Postal Service as costs are tallied in the future.  The actual payment of retiree health benefit costs in FY 2007 (including payments to PRHBF and also to pay retiree health benefits for current retirees, a total of $7,125,775,278), far exceeds the “current” costs of $3.175 billion.  
The second aspect of the PAEA prompting and enabling the changed treatment of 18.3.6 concerns contributions to the Civil Service Retirement System (CSRS).  The Postal Service, after the first few weeks of FY07, was no longer required to make contributions to CSRS, a FY07 savings of $1,324,711,677.  
PL 108-18 provided, starting in March, 2003, that the Postal Service “employer” contribution be 17.4 percent
 of CSRS employee salaries and that together with the employee contribution of 7 percent, provides 24.4 percent of total salary per year toward retirement.  This was designed to be the appropriate and actuarially sound annual contribution for CSRS retirement.  It is the “current” year cost for CSRS pensions.  While the 17.4 percent CSRS contribution made by the Postal Service did not go directly to the employees, it is nevertheless part of their earnings each year, since it reflects the pension benefits earned. 
For the FY 2004, FY 2005 and FY 2006 CRAs, the 17.4 percent CSRS contributions made by the Postal Service were treated as part of the compensation of employees, and were as volume variable as other salaries and benefits.  The 17.4 percent payment was included in accrued salary and benefits costs in cost segments 1-13, 16, 18, and 19 just as previously done for the 7 percent CSRS contributions and for other benefits.  As such, the Postal Service contribution to CSRS was volume variable to the same degree as other salary and benefits costs in these cost segments.  This is the correct treatment of these costs.
Under PAEA, the Postal Service no longer had to make contributions CSRS, despite the continued employment of CSRS covered employees, because its past contributions to CSRS had over funded this obligation.  Again, as with the PRHBF, CSRS obligations taken on in FY 2007 and future years will affect how much the Postal Service ultimately pays to CSRS (either due to additional payments or monies returned to the Postal Service).
  So while CSRS employees continue to earn pension benefits to be paid in their retirement, these costs will no longer be accrued each year.  So for CSRS pensions the “current” cost will exceed the accrued costs, the opposite of the situation with retiree health benefits.  
The 17.4 percent of the CSRS employee salaries for FY 2007 was $1,379,702,381 and the contributions to CSRS in the initial weeks of FY 2007 were $54,990,704, leaving a savings of $1,324,711,677.  Thus a portion of the 17.4 percent CSRS contribution ($54,990,704) was included in cost segments 1-13, 16, 18, and 19 as part of salaries and benefits costs.  However, the savings of $1,324,711,677 does not appear in these cost segments, or any other cost segments even though this $1,324,711,677 was part of the FY 2007 “earnings” of Postal Service employees, and the costs to be ultimately borne by the Postal Service via future reconciliations.  Thus “current” costs for CSRS benefits exceeded accrued expenses by $1,324,711,677 in FY 2007.  

The methodology advanced by economists and others and accepted by the PRC is to apply the estimated labor volume variabilities to the full compensation (salaries and benefits) to obtain the volume variable labor costs.  Accounting and actuarial estimates of retiree health benefits and CSRS pensions earned in FY 2007 informs us that the FY 2007 costs in cost segments 1-13, 16, 18, and 19 understate the “earned” compensation by the amount of $4,499,711,677, which is the sum of the “current” costs (value of benefits earned) for retiree health benefits and CSRS pensions not reflected in these cost segments.  As a result the computation of volume variable costs will be too low due to this understatement of compensation.  

This is the basis for splitting cost component 18.3.6, which is $7,125,775,278, into a “current” cost of $4,499,711,677, to have the same variability and distribution of all labor costs and a “prior” year cost of $2,626,063,601, which is institutional.  The attribution of the $4,499,711,677 in the same way as all labor costs can be justified to reflect retiree health benefits and CSRS pensions “earned” but not included in the labor costs in cost segments 1-13, 16, 18, and 19.  However, the remainder of 18.3.6, which is $2,626,063,601, is compensation or “earnings” for previous years and can not be causally linked to FY 2007 mail volumes.  Prior period costs are “sunk” costs.

As noted above, the Postal Service made this argument (or at least a summary of it) in its RM2007-1 comments responding to Second Advance Notice of

Proposed Rulemaking (Order No. 15), Question 8c, pp. 28-30, filed June 18, 2007.  Many other parties made important arguments related to this in their RM2007-1 comments.  Extensive comments have been provided by other parties on the treatment of retiree health benefits.
  While many of these comments point out that much of the payments for retiree health benefits are prior period costs and therefore not attributable, none of the other parties identify the opposite problem presented by CSRS pension benefits, that current costs or “earned” CSRS are understated by reported salaries and benefits costs since the Postal Service is no longer required to make contributions.   Both the consequences of past underfunding of retiree health benefits and the past overfunding of CSRS pension benefits must be considered in determining the attributable costs.
In Docket No. R76-1, the PRC set the current treatment while recognizing the limitations or imperfections of this approach.  The PRC contrasted the difference in the way Workers’ Compensation costs are accrued versus the retirement liabilities or deferred retirement costs. For Workers’ Compensation the accrued costs include the full “present value of future payments.” A similar treatment of retirement liabilities would require the accrual of the whole liability in the year it was incurred, rather than just an amortization of this liability.
  Given this, the PRC treated the CSRS payments for pay increases and COLA, the amortization of past liabilities, as “the best available approximation.” 
  The advances in accounting and the clarity brought by both PAEA and PL 108-18 now enable the correct consideration of retiree benefits in determining volume variable costs – which is to recognize these costs as these benefits are earned.  That is the approach we have used for FY 2007 CRA.
� This new treatment of retiree related costs and the basis for it was provided by the Postal Service in Docket No. RM2007-1 comments “Initial Comments Of The United States Postal Service On The Second Advance Notice Of Proposed Rulemaking” filed June 18, 2007, pp. 28-30.





� In the past, the CSRS payments for pay increases and COLAs were treated as part of labor costs and attributed in the same way. CSRS pay increase payments were the sum of the amortization and interest costs associated with deferred liabilities due to general pay raises. Each year from 1974 to 2002, the Postal Service incurred this liability, which was amortized over 30 years. CSRS Annuitant Cost-of-Living-Adjustments (COLA) payments were the sum of the amortization and interest costs associated with deferred liabilities due to the rise in COLA. Each year from 1990 to 2002, the Postal Service incurred this liability, which was amortized over 15 years. The payments for Annuitant Health Benefits have been and continue to be treated this way. The escrow payment under Public Law No. 108-18 was an exception to this since it was considered institutional. See PRC Op., R2005-1, at 49-53.


� See PRC Op., R76-1, App. J, pages 203-210; PRC Op., R77-1, App. J, page 219.


�See Financial Accounting Standards Board (“FASB”), Statement of Financial Accounting Standards No. 106, Employers' Accounting for Postretirement Benefits Other Than Pensions, FASB Statement No. 87, Employers’ Accounting for Pensions; Office of Management and Budget, Statement of Federal Financial Accounting Standards Number 5 (“SFFAS No. 5”).


� 39 U.S.C. § 8909a(d)(1).


� Until then the Postal Service was required to contribute 7 percent of CSRS employee salaries.


� 39 U.S.C. § 8348.


� See especially ANM and MPA Reply brief comments in Docket No. R2006-1, pages 25-33, which ANM and MPA referenced in their RM2007-1 comments filed June 18, 2007, page 4.  


� See footnote 2 and see PRC Op., R76-1, App. J, pages 203-210.


� See PRC Op., R77-1, App. J, page 219.
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