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Abstract

The 2016 Postal Service Reform Act (H.R. 5714) proposes shifting
postal retirees’ primary health care coverage from the Federal Employees Health Benefits Program (FEHBP) to Medicare. Proponents
call this a consensus proposal for integrating the FEHBP with Medicare. It is not. The proposal’s impact on both postal retirees and taxpayers could be substantial. For taxpayers, the House bill would shift
unfunded postal obligations to Medicare, which is already burdened
by an enormous 75-year unfunded obligation. The bill also perpetuates 100 percent wraparound supplemental insurance, which provides
“first dollar” coverage and “free” medical care. This arrangement
drives excessive Medicare use, and thus imposes ever higher costs on
both Medicare beneficiaries and taxpayers. Postal annuitants would
be forced to enroll in Medicare Part B while continuing premium payments to the FEHBP if they want to maintain any FEHBP benefits or
choice among FEHBP plans. Paying two premiums instead of one is an
unforeseen and unbudgeted cost to these retirees. It is long past time
for Congress to address FEHBP issues that affect all enrollees, not
single out postal annuitants. Congress needs to consider a wider and
more sensible range of options to deal with the underlying problems.
These options would solve postal financial problems while reducing,
rather than increasing, costs.

T

he House Committee on Oversight and Government Reform
recently considered the Postal Service Reform Act (H.R. 5714).
The bill proposes shifting postal retirees’ primary health care
coverage from the Federal Employees Health Benefits Program
(FEHBP) to Medicare. Proponents call this a consensus proposal
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The 2016 Postal Service Reform
Act (H.R. 5714) proposes shifting
postal retirees’ primary health
care coverage from the Federal
Employees Health Benefits Program (FEHBP) to Medicare.
The bill would shift unfunded
postal obligations to Medicare,
which is already burdened by an
enormous 75-year unfunded obligation. The bill also perpetuates
a supplemental insurance that
provides “first dollar” coverage
and “free” medical care, driving
excessive health care utilization
and imposing ever-higher costs
on beneficiaries and taxpayers.
Postal annuitants would be forced
to enroll in Medicare Part B and
pay two premiums if they want
to retain their FEHBP benefits
and choices.
The bill misses the underlying
challenges facing the FEHBP
and its uneasy co-existence with
Medicare, and actually raises
costs for postal employee insurance by $700 million a year.
Congress should address FEHBP
issues that affect all enrollees,
and enact reforms to solve the
underlying problems while reducing costs.
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for integrating the FEHBP with Medicare. It is not.
The proposal’s impact on postal retirees and taxpayers alike could be substantial.
For taxpayers, the House bill would shift unfunded postal obligations to Medicare’s unfunded longterm obligations. Today, Medicare is burdened by an
enormous 75-year unfunded obligation that ranges
from $32.4 trillion to $43.5 trillion, depending on
the assumptions.1 The bill also perpetuates 100 percent wraparound, supplemental insurance, which
provides “first dollar” coverage and “free” medical
care. This arrangement drives excessive Medicare
use, and thus imposes ever higher costs on both
Medicare beneficiaries and taxpayers alike.2
For postal annuitants, the bill would result in
these retirees facing either a significant reduction in
retirement income because of additional premium
costs, or a loss of existing benefits offered through
the FEHBP. Under the proposal, postal annuitants would be forced to enroll in Medicare Part B,
required to pay the premiums for Part B, and continued premium payments in the FEHBP if they want
to maintain any FEHBP benefits or choice among
FEHBP plans. Paying two premiums instead of one is
an unforeseen and unbudgeted cost to these retirees.
A Better Policy. The emergence of this legislation, though focused specifically on postal employees and retirees, highlights, once again, the central
underlying problems of the federal health care status quo in both the FEHBP and Medicare. Specifically, it points to a need for fundamental reform in
the interaction between federal employee and annuitant health insurance in the FEHBP and Medicare.
Congressional leaders should understand that
current difficulties in postal and federal retiree
health coverage are a direct result of past mistakes in the design of the FEHBP. It is those mistakes, not some piecemeal postal carve-out, that
need urgent attention. Congress can accomplish
this task by reforming certain structural defects of
the FEHBP, such as changing federal tax policy governing FEHBP plans, improving the FEHBP payment formula, and adding a risk-adjustment mech-

anism. Moreover, Congress should make additional
changes to resolve the problems related to federal
retirees who voluntarily switch to Medicare, including replacing the costly wraparound coverage that
drives excessive Medicare costs.
These proposed changes would resolve crucial
problems in the interaction between the FEHBP
and Medicare in the provision of retiree coverage,
addressing the dysfunctional relationship between
Medicare and existing supplemental retiree coverage that drive costs up for enrollees and taxpayers
alike. These changes would also begin to address
long-standing structural problems within the Medicare program by taking a modest step toward a more
rational defined-contribution financing system
for Medicare.

The Postal “Reform” Proposals

There have been a number of proposals in recent
years to “reform” health insurance for postal employees and annuitants. Postal employees constitute
about one-fifth of all federal employees, a substantial reduction from previous decades due to postal
downsizing. Postal annuitants ages 65 or above are
one-fourth of all federal annuitants, reflecting previous postal employment levels. Hence, it is obvious
that any change affecting postal employees or annuitants has potentially very large effects on the entire
FEHBP program.
With close to 100 percent of all 65-plus postal and
other federal annuitants who have retired in recent
decades enrolled in Medicare Part A hospital benefits, the FEHBP already benefits from a Medicare
subsidy of about $4,500 a year for almost all of these
annuitants. Current proposals to reform health
insurance for postal employees and annuitants
would further shift costs to Medicare. (See Table 1.)
In 2012, Congress considered a set of reform proposals that would have completely withdrawn postal employees and annuitants from the FEHBP program, and enrolled them in new health plans at a
massive but unacknowledged cost to postal employees. But these proposed insurance changes were just

1.

For a discussion of Medicare’s rising spending and growing debt, see Robert E. Moffit, “Medicare’s Next 50 Years: Preserving the Program for
Future Retirees,” Heritage Foundation Special Report No. 185, July 29, 2016, pp. 9–12,
http://www.heritage.org/research/reports/2016/07/medicares-next-50-years-preserving-the-program-for-future-retirees.

2.

The literature on this topic is robust. See, for example, Christopher Hogan, “Exploring the Effects of Secondary Coverage on Medical Spending for
the Elderly,” Medicare Payment Advisory Commission, 2009, and Ezra Golberstein, Kayo Walsh, Yulei He, and Michael Chernew, “Supplemental
Coverage Associated with More Rapid Spending Growth for Medicare Beneficiaries,” Health Affairs, Vol. 32, No 5 (May 2013), pp. 873–881.
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TABLE 1

FEHBP Saving per Person with Medicare Primary
Medicare Categories

Medicare Cost in 2016

Approximate Medicare Payment

Potential Saving to FEHBP

Part A: Hospital

$5,000

90%

$4,500

Part B: Physician

$5,500

75%

$4,125

Part D: Drug

$2,500

70%

$1,750

$13,000

80%

$10,375

Total

SOURCES: Centers for Medicare and Medicaid Services, 2016 Annual Report of the Boards of Trustees of the Federal Hospital Insurance and Federal
Supplementary Medical Insurance Trust Funds, https://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/
ReportsTrustFunds/downloads/tr2016.pdf (accessed September 6, 2016), and author’s calculations of Medicare payment estimates accounting for
BG 3155

a fig leaf for the underlying proposal to mandate
enrollment in Medicare Part B.3 Today that proposal
is no longer hidden but at the core of the reforms.
The Medicare Part B Mandate. The primary
goal of the latest proposals in the House and Senate
is to force the remaining annuitants into Medicare
Part B, and thus shift most annuitant health insurance costs onto the Medicare program.4 There are
about 93,000 postal annuitants (and spouses) ages
65 and above who are currently enrolled in Medicare Part A, but who have not enrolled in Part B.
Under the House bill, these postal annuitants and
their dependents would be forced to enroll in Part B
and pay the Part B premiums in order to keep their
existing coverage, including prescription drug coverage, in the FEHBP. These annuitants would have
to pay FEHBP premiums, whatever they may be on
an annual basis, as well as the $1,460 per person
annual premium for Part B.5
For all postal annuitants (65 years of age and
older), the bill would reduce Part B premiums over a
three-year period.6 But thereafter, these annuitants
would be required to pay the full enrollee share of
the Part B premium. Thus, over a 10-year period, the

heritage.org

average annuitant would still be out-of-pocket for
more than $15,000 (twice as much for married couples) in new premium obligations. For postal annuitants, of course, this would be an amount they never
anticipated, for which they never budgeted, and
which was never before required of them.
The House bill would avoid at least one disaster
by amending the Social Security Act to eliminate
the normal premium penalty of 10 percent a year
for delaying enrollment in Part B past age 65. Medicare Part B severely penalizes persons who enroll
late (after age 65 or upon retirement from a job with
insurance coverage, whichever is later). The penalty
is 10 percent a year, or a doubled premium for someone who enrolls at age 75. By mandating enrollment
into Part B, those annuitants who are already over
65 would face an additional cost if the penalty were
not eliminated.
The bill would “deem” these annuitants to be
enrolled so that they would not automatically lose
their FEHBP coverage, but then assumes that the
Social Security Administration, the Department of
Health and Human Services, and the Office of Personnel Management (OPM) would locate every one

3.

Walton Francis, “Can a USPS-Run Health Plan Help Solve Its Financial Crisis?” testimony before the Subcommittee on Federal Workforce,
Postal Service, and Labor Policy, Committee on Oversight and Government Reform, U.S. House of Representatives, March 27, 2012,
https://oversight.house.gov/wp-content/uploads/2012/03/3-27-12-USPS-Francis.pdf (accessed August 30, 2016).

4.

The latest Senate bill is S. 2051, the Improving Postal Operations, Service, and Transparency Act of 2015. The text and a brief explanation can
be found at https://www.congress.gov/bill/114th-congress/senate-bill/2051 (accessed August 31, 2016).

5.

This is the 2016 annual premium cost for those not previously enrolled and newly enrolling without the penalty for delayed enrollment. It
would rise substantially in future years and approach $2,000 a year in 2016 dollars when the bill’s temporary premium subsidy ended.

6.

The cost to annuitants would be reduced by 75 percent the first year, 50 percent the second year, and 25 percent the third year.
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of them, and by some undefined process officially
force them to enroll them in Part B. For those who
did not get the message, did not understand the message, or ignored the message, sorting matters out
could take many years and result in many unpleasant events.7
Moreover, in many thousands of cases, people
who had alternative employer coverage for post-65
employment (but who had still kept an inexpensive
FEHBP plan legally needed to retain coverage in old
age) would still be forced to pay full Part B premiums
for a Part B policy that would be “secondary” and
hence valueless until true retirement. In many other
thousands of cases, annuitants living abroad would
face a completely worthless Part B benefit, since
Medicare, unlike the FEHBP, does not pay medical
costs outside the United States.
The likelihood of these or other practical consequences is further complicated by the additional
administrative burden it would impose on OPM.
The recent failure of OPM to notify the victims of
the massive hack attacks into the OPM personnel
databases that stole personal information of more
than 20 million federal employees and contractors
illustrates this point. To date, two million victims
have yet to be informed of their exposure.8
The Misguided Supplemental Coverage. The
House bill also neglects to address one of the bigger
problems underlying the proposed shift to Medicare—specifically, the costs of “first dollar” supplemental coverage. Under current practices (which
this bill would legally mandate for postal annuitants), most national plans and a few local plans
in the FEHBP provide to those who enroll in both
Parts A and B a Medicare “wraparound” that eliminates all hospital and medical (but not prescription
drug) costs, and does so for all medical services in
or out of network. The actuarial value of this wrap-

around is approximately $750 a year in reduced
cost sharing. With a Part B premium of $1,460 that
means the net cost per person for Part B would be
“only” about $700 a year (rising over time to $1,000 a
year or more), and “only” about $8,000 over the first
10 years. Proponents argue that these postal annuitants would gain additional value under this scenario, but they would still be large net losers.
There is a robust literature demonstrating that
when health care is “free” at the point of service
there is a substantial increase in utilization of medically unnecessary services. This is the unfortunate
effect of all supplemental plans that wrap around
traditional Medicare and eliminate all or almost
all cost sharing for hospital and physician services,
including Medigap and employer plans (like those in
the FEHBP).
In a recent report to Congress, the Government
Accountability Office found a massive difference
between spending by those covered only by traditional Medicare (average of $8,100), those in Medicare plus Medigap ($15,600), and those in Medicare
with employer wraparound ($14,400) in 2010.9 The
best source of data is a recent report from a Medicare Payment Advisory Commission (MedPAC)
contract that uses regression analysis to control for
differences in health status, education, income, and
other factors.10
Using pooled data from 2003 to 2008, the MedPAC report found that employer-sponsored wraparound coverage increased Part B spending by 28
percent compared to Medicare-only coverage.11
Using a conservative factor of 25 percent, this is an
increase of about $1,400 at present, and likely to be
well over $16,000 per annuitant over 10 years. For
the 93,000 postal annuitants forced into Medicare
Part B coverage, this would increase total Medicare
spending by about $130 million now, and $1.5 billion

7.

The bill neglects addressing these and other practical matters. Would the Part B penalty come into play if someone enrolled years after first
notified? Would or could OPM enforce a financial penalty? When and how would FEHBP enrollment be terminated, and with what appeal rights?

8.

Eric Yoder, “Many Victims of OPM Background Investigation Files Theft Still Not Notified,” The Washington Post, June 27, 2016,
https://www.washingtonpost.com/news/powerpost/wp/2016/06/27/many-victims-of-opm-background-investigation-files-theft-still-not-notified/
(accessed August 30, 2016).

9.

U.S. Government Accountability Office, “Medicare Supplemental Coverage: Medigap and Other Factors Are Associated with Higher
Estimated Health Care Expenditures,” September 2013, http://www.gao.gov/assets/660/657956.pdf (accessed August 30, 2016).

10. Christopher Hogan, “Exploring the Effects of Secondary Coverage on Medicare Spending for the Elderly,” Direct Research LLC, August 2014,
http://www.medpac.gov/docs/default-source/contractor-reports/august2014_secondaryinsurance_contractor.pdf?sfvrsn=0
(accessed August 31, 2016).
11.

Ibid., Table 2, p. 11.
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TABLE 2

Extra Annual Cost to Pay for Postal Employees
in Separate Actuarial Pool
Self

Family

Average Health Care Cost per Postal Enrollee

$7,200

$15,200

Average Health Care Cost per non-Postal Enrollee

$6,000

$13,500

Cost Difference per Enrollee

$1,200

$1,700

Number Postal Enrollments

134,000

298,000

432,000

$161 million

$507 million

$667 million

Total Cost to Cover Postal Employees

SOURCE: Author’s calculations based on enrollment data from Office of Personnel Management.
See Appendix Table 1 for details on cost calculations

over a 10-year period. This would in turn require a
corresponding increase in Medicare Part B premiums for all Medicare beneficiaries, to be paid by taxpayers and these elderly.
The Creation of a Costly Separate Risk Pool.
The House bill would also create a separate risk
pool for postal employees and annuitants who are
currently in the same risk pool as all other federal
employees and annuitants. The bill’s provisions
would have two main effects on this new pool. First,
it would appear to save approximately $500 million annually through the $4,125 shifted to Medicare taxpayers and beneficiaries per newly covered
postal annuitant. But it would cost the U.S. Postal
Service (USPS) almost $700 million more annually
because postal employees are substantially older
than other federal employees and incur much higher
medical costs. (See Table 2.)
The average postal family cost is about $1,700
a year higher than the cost of non-postal families
because of this age differential. Multiplying by
the 298,000 postal employee families, this means
an additional cost of over $500 million. Adding in
self-only enrollments, the total additional cost of
a separate risk pool is almost $700 million a year.
Since health plans have to cover the costs of those
who enroll, this translates directly into premium
increases (assuming that plans do not cut back
benefit levels). So the net effect from creation of a
separate postal pool would be roughly a $200 million annual increase in the USPS’s combined health
insurance costs for both annuitants and employ-

Total First Year

BG 3155
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ees. Most of this effect would fall on the USPS as
an employer, since it pays most health insurance
costs, but postal employees would also be impacted through higher premiums. Of course, the USPS
would also have to raise rates or find other ways
to pay its almost $500 million-a-year share of this
increased cost.
As a result of carving out these more expensive
postal employees, the bill creates a corresponding
windfall gain to other federal employees. The nonpostal FEHBP premiums would decrease by that
same $700 million annually spread over about 3.1
million non-postal employee and annuitant enrollments. While most of these savings would accrue
to the federal government as an employer, most
employees and annuitants would gain a few hundred
dollars taken from postal employees.

Understanding the USPS, the FEHBP, and
Medicare

Members of Congress, in seeking to craft better
policy, should understand the key features of the
three agencies and programs—the USPS, the FEHBP,
and Medicare—and how they interact.
1. The United States Postal Service. The USPS
in its modern form was created through the Postal Reorganization Act of 1970. The idea was that it
should be run as a business-like enterprise, with
revenues covering costs and an end to political interference in management decisions, such as deciding
which post offices to open or close. This goal remains
as elusive as ever.
5
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Past USPS Health Policy Mistakes. In one of many
key decisions, the USPS was not originally taken
“off budget,” as would be the case for any real business enterprise. This decision was reversed in the
Omnibus Budget Reconciliation Act of 1989, only
to be partially reversed again by subsequent budget scoring laws and decisions; most notably under
a 2006 statute misnamed the Postal Accountability
and Enhancement Act. Today, while the $70 billiona-year Postal Service Fund for ongoing mail-delivery services remains off budget, something called
the Postal Service Retiree Health Benefits Fund
(PSRHBF) is subject to complex budget “scoring”
provisions.12
Another fateful decision kept postal employees as
federal employees, entitled to the same retirement
pensions and retirement health benefits as other
federal employees, all guaranteed by law. Postal
employees have benefited for decades from the superior cost control of the competitive FEHBP system,
yet the USPS has bargained away much of the actual savings and the potential future savings, to the
detriment of all federal employees, as discussed in
“FEHBP Policy Mistakes” section below.
2. The Federal Employees Health Benefits
Program. The FEHBP is the largest employerbased insurance system in the nation, with about
8 million enrollees and enrollee dependents. Some
250 plans participate nationally. In almost all areas,
large or small, there are about two dozen plans open
to all employees and annuitants.13
The FEHBP has an annual budget in excess of $50
billion. It was created in 1960 and was an accidental
work of genius. With the federal government a latecomer to employee health insurance benefits, many
union plans and health-maintenance-organization
plans had been created to provide these benefits by

filling this gap. When the time came to create an
official, government-wide program, the plan sponsors and enrollees did not want to lose their plans.
So a compromise was struck, and instead of a single
government-run plan as originally proposed, several dozen plans were allowed to coexist and compete
for enrollees, based on cost, service, and benefits as
determined by each plan, with a uniform government subsidy.
For most federal employees, the government pays
75 percent of the cost of enrolling in any participating health plan, up to a maximum government share
calculated as a percentage of the all-plan average
premium cost. In the jargon of health insurance
experts, this is a “premium support” system.
So manifest were the strengths of the FEHBP,
that the Medicare Advantage and Medicare Part D
drug programs enacted by a Republican Congress
were largely modeled after it, though with some
important changes to correct weaknesses in the
aging FEHBP design. At the very inception of the
national debate on health care reform in 2008, presidential candidate Barack Obama claimed that his
proposed national health insurance exchange would
function like the FEHBP.14 Yet, key features of his
original proposal, and the subsequent legislative
embodiment of the government-designed health
plans and health insurance exchanges in the Affordable Care Act, have little in common with the consumer-driven FEHBP.
FEHBP Policy Mistakes. The FEHBP has a solid
record of superior performance including consistently outperforming Medicare in cost control.15 Yet,
wrong-headed decisions by the federal government
have diluted some of this success. Most important
was the decision to alter the federal tax treatment of
FEHBP coverage to make it more like the costly and

12.

For a summary explanation of these procedures, see Bill Heniff Jr., “Baselines and Scorekeeping in the Federal Budget Process,” Congressional
Research Service, November 26, 2012, https://fas.org/sgp/crs/misc/98-560.pdf (accessed August 30, 2016). For postal details see U.S.
Postal Service Office of Inspector General Risk Analysis Research Center, “Federal Budget Treatment of the Postal Service,” August 27, 2009,
https://www.uspsoig.gov/sites/default/files/document-library-files/2015/ess-wp-09-001_0_0.pdf (accessed August 30, 2016).

13.

For a current description of the program and its workings, written to help consumers make plan choices during the annual “Open Season,” see
Walton Francis and the editors of Consumers’ Checkbook, “Guide to Health Plans for Federal Employees and Annuitants,” 2016,
http://www.guidetohealthplans.org (accessed August 30, 2016).

14. For the details of the original Obama proposal, see Robert E. Moffit and Nina Owcharenko, “The Obama Health Plan: More Power to
Washington,” Heritage Foundation Backgrounder No. 2197, October 15, 2008, http://www.heritage.org/research/reports/2008/10/theobama-health-care-plan-more-power-to-washington.
15.

The FEHBP still outperforms traditional (fee-for-service) Medicare in many other areas: service, benefit generosity, fraud prevention, and
protection from catastrophically high health care expenses. For an analysis of the performance of the FEHBP, see Walton Francis, Putting
Medicare Consumers in Charge: Lessons from the FEHBP (Washington, DC: The AEI Press, 2009).
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dysfunctional tax treatment of private employersponsored health insurance, which fuels over-insurance and drives up overall health care costs.
In the private sector, employers can make the
employee share of premium costs non-taxable. Naturally, almost all do this because it saves employees
money at taxpayer expense, with no cost to employers. But, for the federal government, there is no comparable advantage, since whatever employees save
has to be paid from taxes or borrowing. Nonetheless,
in the name of “consistency with private sector practice” the fateful decision to mimic private employer
coverage was made first in the USPS, and then copied by OPM in 2000 for all federal employees.
This single change turned out to have massively
negative effects on plan competition in the FEHBP,
which depends on enrollees paying the full marginal
cost of expensive plan choices. The marginal tax rate
(federal, state, and Old-Age, Survivors, and Disability Insurance (OASDI)) for almost all federal employees is about 33 percent.16 Hence, employees received
a one-third discount on any expensive plan choice,
and plans that previously aimed to hit the sweet spot
where the 75 percent employer share ended, could
now afford to increase benefits and raise premiums
without losing enrollment.17
Yet another problem was created because of the
USPS. Facing strong unions, the USPS had little to
put on the table in collective bargaining except wages
and the employer share of insurance premiums. As
a result, while almost all non-postal employees face
a maximum employer contribution of 75 percent of
premium up to a maximum dollar amount, postal
employees as recently as 2012 were receiving a contribution of 80 percent up to a higher maximum. (Some
other agencies also provide higher premium contributions, including the Federal Deposit Insurance Corporation (FDIC) and the Federal Reserve). It is worth
noting that in the private sector, the employer share
of family premiums is rarely more than 75 percent.
3. The FEHBP and Medicare. In 1960, Medicare did not exist, so the federal government decided
to include both current employees and federal retirees in the FEHBP with most health plans open to all.
With the creation of Medicare in 1965, and over the

next half century, Medicare and the FEHBP coexisted uneasily, with the design of neither program integrating in a sensible way with the design of the other.
The Medicare Coordination Policy Mistakes. Until
1982, any career federal employee who did not have
40 quarters of Social Security coverage (the great
majority of federal employees, including postal) was
not covered by Medicare Part A (hospital benefits)
without paying a prohibitive premium for that benefit. However, as a result of legislation enacted in 1982,
all federal employees became eligible for “free” Part
A coverage.18
Because Medicare was the “primary” source of
coverage for retirees over age 65 who enrolled in
Medicare while retaining private employer postretirement coverage, it was soon apparent to both
the OPM and FEHBP plan executives that the
FEHBP could save large sums of money, and the
plans could lower their premium costs, if federal
annuitants could be enticed into joining both Medicare Part A and Part B (physician services) and thus
shifting most costs to Medicare.
Hence, a fatefully wrong decision was made by
OPM: Those retirees who had both Parts A and B
of Medicare as primary coverage, and one of the
national FEHBP plans as secondary coverage, would
receive a wraparound benefit and pay zero for hospital care, zero for physician care and medical tests
and equipment, and enjoy this unlimited free care
not only using network providers, but also using
any other providers participating in Medicare. This
“integration” decision has cost both programs—especially Medicare—tens of billions of dollars through
unnecessary and wasteful overuse of care due to the
effects of full wraparound supplemental coverage.
Originally, few federal employees had Part A coverage. But as a result of the 1982 change, “free” Part
A coverage became almost universal among annuitants upon turning 65 (the exceptions are mostly aged
widows whose late husbands retired before 1983, and
those still working for other employers). In addition,
about 75 percent of annuitants voluntarily sign up for
Part B upon turning 65 (or in some cases later, if still
working). The 75 percent with both Parts A and B has
not changed appreciably in the last decade.

16. Consumers’ Checkbook, “Guide: Premiums and Taxes.”
17.

For a discussion of the FEHBP “premium conversion,” see Francis, Putting Medicare Consumers in Charge, pp. 66–67.

18. Tax Equity and Fiscal Responsibility Act of 1982, Public Law 97–248).
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Amazingly, both the Postmaster General and
other witnesses at recent Senate and House hearings have incorrectly stated or implied that there are
large numbers of 65-year-old postal annuitants who
have paid $29 billion in Medicare taxes and who are
not receiving Medicare coverage for which they have
paid.19 Medicare Part A eligibility and enrollment is,
in fact, independent of eligibility or enrollment in
Medicare Part B, and vice versa: “If you aren’t eligible for free Part A, you can buy Part B without having
to buy Part A, if you’re age 65 or older.”20 Since Part A
is free for post-1983 annuitants (but very expensive
for most who retired earlier), it is doubtful that more
than a handful who are eligible for free Part A coverage have not signed up for it. If there are, the PSRHBF could be augmented by a nudge, such as paying
any such persons a few hundred dollars to sign up for
this “free” benefit. Of course, the resulting saving
to the FEHBP is a cost to Medicare, and hence is a
transfer from one taxpayer pocket to another (leaving aside the induced wasteful spending discussed
in “The Supplemental Coverage Mistake” section
below). But Medicare taxes paid by or on behalf of
postal annuitants while they were still working were
Part A taxes and have nothing to do with Part B or
its premium. Such statements are obviously made in
ignorance, or are intended to obscure the point that
these bills would force annuitants to purchase Part
B insurance that they have not already paid toward,
do not need, and do not want.21
The Supplemental Coverage Mistake. From Medicare’s inception, federal officials have not only
allowed but also encouraged supplementary insurance in the Medicare program. The Department of

Health and Human Services fully recognized that
with no coverage of prescription drugs, and no maximum out-of-pocket limit on enrollee costs, Medicare
had by the 1980s fallen far behind standard practice
in private insurance.
One early accommodation was to embrace wraparound Medigap plans. These plans not only provided needed catastrophic coverage, they also provided coverage for all or almost all out-of-pocket
costs, resulting in “first-dollar” coverage for Medicare beneficiaries. In most versions, these supplemental plans provided the same almost 100 percent
“free” hospital and physician coverage offered by
many employer plans, including almost all national
FEHBP plans.
Most prominent health policy experts, regardless of their political persuasion, now agree that the
current arrangement of Medigap plans and other
forms of supplemental coverage is a major cost-driver in the Medicare program.22 Taxpayers, as well as
beneficiaries, pay dearly for this “double” coverage.
Thus, as a matter of sound policy, these supplemental plans, Medigap or employer wraparound plans,
like the FEHBP, should be discouraged or prohibited.
While details vary, there are three major proposals that attempt to address this mistake more broadly worthy of note. First, the Obama Administration
has proposed legislation to financially penalize 100
percent wraparound Medigap policies, a proposal
estimated to save $7 billion over 10 years even without reaching employer wraparound plans.23 Second,
the Congressional Budget Office (CBO) presented a
more aggressive policy change that would, in essence,
convert all Medigap plans to catastrophic protection,

19. See, for example, Postmaster General Megan Brennan, National Association of Letter Carriers President Frederic Rolando, and Executive Vice
President of the Association for Postal Commerce Jessica Lowrance, “Reforming the Postal Service: Finding a Viable Solution,” testimony
before the Committee on Government Reform, U.S. House of Representatives, May 11, 2016, https://oversight.house.gov/hearing/reformingthe-postal-service-finding-a-viable-solution/ (accessed August 30, 2016), and James E. Millstein, “Laying Out the Reality of the United States
Postal Service,” testimony before the Committee on Homeland Security and Governmental Affairs, U.S. Senate, January 21 2016, http://www.
hsgac.senate.gov/hearings/laying-out-the-reality-of-the-united-states-postal-service (accessed August 30, 2016).
20. U.S. Department of Health and Human Services and Centers for Medicare and Medicaid Services, “Enrolling in Medicare,” April 2016, p. 9,
https://www.medicare.gov/Pubs/pdf/11036-Enrolling-Medicare-Part-A-Part-B.pdf (accessed August 31, 2016).
21.

The bill is not clearly drafted, and it is also possible that it would require pre-1983 retirees and their spouses or surviving spouses to purchase
Medicare Part A as well as Part B to keep their FEHBP enrollment. Every citizen and legal resident is “entitled to benefits” under Medicare Part
A, but if not qualified by having paid Part A taxes while employed will have to pay a premium that is now almost $5,000 a year.

22. See, in particular, the Medigap and employer wraparound cost estimates in “Medicare’s Fee-for-Service Benefit Design,” Chapter 3, in
MedPAC, Report to the Congress: Medicare and the Health Care Delivery System, June 2011; quoting the 2009 study commissioned by MedPAC.
23. See the discussion in Gretchen Jacobson, Jennifer Huang, and Tricia Neuman, “Medigap Reform: Setting the Context for Understanding Recent
Proposals,” Kaiser Family Foundation Issue Brief, January 2014, http://kff.org/medicare/issue-brief/medigap-reform-setting-the-context/
(accessed August 30, 2016).
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and save $58 billion over 10 years.24 Third, the recent
Congressional Republican health care White Paper
prepared under House Speaker Paul Ryan contains
a brief summary proposal that appears to be quite
similar to the CBO proposal.25
FEHBP and Medicare Advantage. There is a
promising option for federal retirees, including
postal retirees, who wish to voluntarily join Medicare. Under the Medicare Modernization Act of
2003, Medicare Advantage (MA) plans now enroll
more than 30 percent of all Medicare beneficiaries.
MA plans are very similar in design to most FEHBP
plans and include similar benefit structures and
cost-sharing provisions, and many are sponsored by
most of the same insurance carriers that participate
in the FEHBP. Moreover, the comprehensive design
removes the necessity for supplemental coverage.
MA plan premiums that include Part D drug benefits generally cost not much more than the Part B
premium, and are similar to the premiums in lowercost FEHBP plans (around $1,200 to $1,800 annually for self only). They also all contain guarantees
as to maximum out-of-pocket spending, generally
around $4,000 for hospital and medical care, plus
another $4,850 for prescription drugs.
OPM, to its credit, allows federal annuitants
to “suspend” FEHBP enrollment and enroll in MA
plans, paying only one premium and preserving the
flexibility to return to the FEHBP in a future open
season. However, because OPM does not provide
annuitants detailed plan choice information by mail,
and buries this option on its website, as a practical
matter few annuitants even know it exists.

Solving the Postal Service Health Care
Problem

There are a number of solutions for the problems
facing the USPS that include righting the wrongs of
past policy mistakes, such as moving the USPS entirely off budget and both allowing it and forcing it to function like a real business enterprise and removing postal employees from the federal employee designation.

But in the area of postal health coverage, the best
single option would be to pursue serious reforms in the
FEHBP; reforms that focus on the entire FEHBP, not
just postal annuitants. These reforms would not only
address the problem of postal employee and annuitant
coverage, but would also reduce future costs for covering all federal employees and annuitants, and substantially reduce costs in the overall FEHBP program.
Fixing the FEHBP. The FEHBP has several
structural features that substantially increase its
present and future costs. The following reforms
would help to address these underlying cost problems.
nn

nn

End the premium cost-sharing exceptions. As
noted, some federal agencies, including the USPS,
do not follow the statutory formula for premium
cost sharing, and provide a more generous premium
contribution than received by most employees and
all annuitants. Banning this practice would create
immediate budgetary savings of several hundred
million dollars a year and strengthen incentives
for enrollees to choose less costly plans over time.
Remove the pre-tax premium subsidy. Employer premium contributions to employee health coverage are automatically tax free, but whether the
employees’ premium contributions are tax free is
a matter of employer determination. Throughout
most of its history, FEHBP employee premium
contributions were, as a matter of policy, not tax
free. In 2000, OPM changed the policy, and, for
the first time, federal employees and retirees were
able to shield their share of FEHBP premium payments from taxation. This “premium conversion”
tax subsidy for the employee share of premiums
has greatly weakened the incentive structure of
the FEHBP that controlled costs. Instead of enrollees paying the entire cost of their more expensive
plan choices, they pay only about two-thirds. Not
surprisingly, the price for this misguided tax policy is higher overall health costs for employees and
taxpayers alike.26

24. Congressional Budget Office, “Options for Reducing the Deficit: 2014 to 2023—Change the Cost-Sharing Rules for Medicare and Restrict
Medigap Insurance,” p. 211, https://www.cbo.gov/content/options-reducing-deficit-2014-2023 (accessed August 30, 2016).
25. Paul Ryan et al., “A Better Way: Our Vision for a Confident America,” June 22, 2016, p. 33,
http://abetterway.speaker.gov/_assets/pdf/ABetterWay-HealthCare-PolicyPaper.pdf (accessed August 30, 2016).
26. Long term, there should also be an aggregate limit on the amount of pre-tax financing (both employee and employer share) for health benefits.
See Edmund F. Haislmaier et al., “A Fresh Start for Health Care Reform,” Heritage Foundation Backgrounder No. 2970, October 30, 2014, p. 7,
http://www.heritage.org/research/reports/2014/10/a-fresh-start-for-health-care-reform.
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The fiscal year 2017 budget for the FEHBP is $53
billion; enrollees pay on average about one-third
of premiums; and the federal income and OASDI
tax losses are on average about 30 percent of premiums. Hence, elimination of this 2000 tax subsidy to employees would generate federal revenues
of over $2.5 billion a year.27 An offsetting increase
in federal employee pay or government share of
premiums for lower-cost plans (see “Change the
Payment Formula” section below) could reduce
this cost for enrollees, or even eliminate it. As a
fiscal matter, any increase in revenues from this
policy change can be offset by lowering taxes elsewhere. Importantly, if this change led over time to
as little as a 1 percent reduction in FEHBP costs
through enrollee migration to lower-cost plans,
it would generate additional real savings of $500
million a year, and because these savings would
compound over time, likely a great deal more.
nn

Change the payment formula. The formula
for the government share of premiums includes
government payment of 75 percent of annual premium costs up to a specific dollar ceiling. The flip
side of this formula is that enrollees who choose a
plan below that ceiling only receive 25 percent of
the savings. In contrast, when Congress created
the Medicare Advantage program it wisely gave
enrollees 75 percent of any savings that resulted
from choosing lower-cost plans. To rectify this
inequity, this author has outlined some options
for changing the government payment formula
in the FEHBP.28 Such a change would move the
FEHBP closer to a more rational defined-contribution model.
The key point is that the government can and
should allow enrollees to retain most of the savings from choosing lower-cost plans. This would
strongly improve enrollee incentives to be frugal
and, over time, strengthen the plan’s competition dynamic as plans lower costs to attract more
enrollees. Changes in this parameter could be
used to offset some or all of the costs to enrollees
from abolishing “premium conversion.”

nn

Establish risk adjustment. Risk-selection
problems have been a problem for the FEHBP
since its inception. While these problems have
not been catastrophic, they have been persistent.
It is in the interest of every enrollee to join plans
with the lowest proportion of high-cost annuitants. This distorts plan selection and leads to
perverse results. For example, the Kaiser plans
on the West Coast do an outstanding job of keeping enrollee costs low, but have a disproportionate number of annuitants who correctly understand that they do not need Medicare. This puts
Kaiser at a major disadvantage since it has to
cover their age-related costs.
In Medicare Advantage, Congress incorporated risk adjustment into the program to raise or
lower the government share to compensate for
risk selection and keep plan competition based on
performance rather than enrollee health factors.
The adjustment is budget neutral and invisible
to enrollees. The best and easiest way to do so in
the FEHBP is to focus on Medicare status, since
this cost variable drives FEHBP costs far more
than the details of health status. Plan premiums
should receive a budget-neutral adjustment in
government contribution (and hence enrollee
share) based on the ratio of age-65 annuitants
with or without Medicare Parts A, B, or both.
This would greatly improve plan competition and
plan performance in cost control over time.

FEHBP Retiree Coverage. There are also
potential reforms to address the interaction between
FEHBP and Medicare for those retirees who voluntarily join Medicare. The reforms would address the
double-coverage cost problem, help save taxpayer
money in FEHBP and Medicare, and ensure that
FEHBP retiree coverage is compatible with broader
reforms to Medicare.29
The reforms would do the following:
nn

Replace the current cost-sharing Medicare
wraparound for Part B enrollment. Today,
FEHBP retirees who voluntarily join Part B are

27. Only $2.5 billion, because half of all enrollees are annuitants who do not receive this subsidy.
28. Francis, Putting Medicare Consumers in Charge, pp. 212–218.
29. Moffit, “Medicare’s Next 50 Years: Preserving the Program for Future Retirees.”
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also provided supplemental coverage from most
national plans in the FEHBP. These FEHBP
plans provide wraparound coverage to eliminate the cost-sharing requirements for physician and other medical services from both Medicare Part B and the FEHBP plan. Together with
the same supplementation for hospital coverage
for those with Part A, these arrangements perpetuate “first-dollar,” 100 percent coverage that
drives up utilization and costs. Both the CBO and
this author have proposed a new policy option of
having FEHBP plans subsidize Medicare Part B
premiums in place of the wraparound option for
both Parts A and B. If both wraparounds were
removed, then, for annuitants, the FEHBP plans
would be completely identical to active employee plans.30 This change could also be accompanied by changing the Social Security Act to allow
FEHBP annuitants who did not enroll in Part B at
age 65 to do so in the future without penalty.
The Parts A and B wraparound is worth about
$750 a year in cost savings to enrollees, and the
cost shift from FEHBP plans to Medicare Part B
is about $4,125. Thus, the government could make
the subsidy contribution higher if it so chose. For
example, enrollees could receive $1,500 a year in
premium reduction for Part B but continue to pay
the same cost sharing at age 65 as they had paid at
age 64, for instance, $30 for a specialist visit. In
effect, the Part B premium would become “free”
and annuitants could not only keep their preretirement health plans, but also receive the significant advantage of almost unlimited provider
choice.31
The principal advantage of this approach would
be to maintain federal retirees’ voluntary option
to enroll in Medicare, a major victory for personal
freedom of choice, and the taxpayers would benefit because wasteful overuse of “free” medical
care would be reduced in Medicare and thus yield
major savings to that program. Using the Med-

PAC research, this author estimates that Medicare would save $1,400 per enrollee today and an
average of $1,600 over each of the next 10 years in
reduced overuse from this reform. Assuming that
over time it attracted 90 percent participation in
both Parts A and B (up from the current 75 percent), total annual Medicare savings for roughly 1.7 million annuitants and spouses 65 and up
would be in the range of $2.4 billion a year. This
would be a real taxpayer saving, not just shifting
costs from one program to another.
This reform alone would largely or entirely eliminate the need to reduce the future cost of the
PSRHBF that drives the congressional bills.
nn

Establish payment parity for the Medicare
Advantage option. Today, federal annuitants
who have both Medicare Parts A and B have the
option of suspending FEHBP enrollment, enrolling in Part D, and then joining a Medicare Advantage plan (many of which pay the Part D premium), thereby paying premiums in only one
program instead of two. This, of course, is a windfall for the FEHBP, as each enrollee in this option
reduces FEHBP spending by an additional $1,750
a year by reducing FEHBP costs for drugs. (See
Table 1.) To put this option on a level playing field
with the usual arrangement of enrolling in both
Parts A and B and the FEHBP, the government, as
employer, could provide an additional contribution (such as $1,000) to a health savings account
on an annual basis to any annuitant who elected
this option, effectively reducing the cost of health
insurance to these annuitants (who would now
be paying only for Medicare, not for a supplemental FEHBP plan). Such an annual contribution
could be used to help pay Medicare Advantage
cost sharing, to pay for dental plan enrollment, or
to save for future costs.
With enrollment in Medicare Advantage, a program of fully integrated health plans and cata-

30. Francis, Putting Medicare Consumers in Charge, p. 207, and “Option 94: Require Federal Employees Health Benefits to Subsidize Premiums
for Medicare Part B and Reduce Coverage of Medicare Cost Sharing by an Equivalent Amount,” in Congressional Budget Office, Budget
Options, Volume 1: Health Care, December 2008, p. 171, https://www.cbo.gov/sites/default/files/110th-congress-2007-2008/reports/12-18healthoptions.pdf (accessed August 30, 2016).
31. To avoid disruption to current annuitants, they could be allowed to keep their wraparound policies, with that option eliminated for future
retirees. Most, however, would likely elect to switch to the new option.
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strophic protection, there is, of course, no need
for any annuitant to have supplemental coverage
and pay extra to cover the notorious benefit gaps
in traditional Medicare. Therefore, by promoting
the Medicare Advantage option, policymakers
would tackle directly the dysfunctional and costly
relationship that exists today between traditional Medicare and supplemental health plans. By
reversing these dynamics, the taxpayer savings
could be substantial. Recent research suggests
that as enrollment in Medicare Advantage plans
increases, there are spillover effects into traditional Medicare that reduce its costs as well.32
While the research suggests that these effects are
less than 1 percent, in a program whose annual
spending is over $500 billion even as “little” as
0.5 percent is massive in dollar terms.
For postal annuitants, both these changes could
potentially grant the USPS the managerial flexibility to augment the subsidies with higher
amounts than provided to non-postal annuitants.
Importantly, these options would also have major
beneficial effects on the viability and cost of the
FEHBP over time by reducing adverse risk selection from the large numbers of high-cost annuitants in the program. The FEHBP, unlike most
employer-sponsored health programs, enrolls a
very large number of annuitants, and a relatively younger and healthier insurance pool would
exert downward pressure on the program’s
claims costs.
For the FEHBP and Medicare as a whole, reforming the way employer (and in this specific case,
FEHBP) contributions interact with Medicare
coverage is a step toward the broader policy agenda of expanding defined-contribution financing
(“premium support”) in Medicare. Such a financial payment reform would transition Medicare
into a single program where a variety of health
plans and options, including employer and FEHBP-

sponsored plans as well as a modernized traditional Medicare, would compete for retirees on
a level playing field. The end result: Free-market
forces of consumer choice and competition would
drive down health care costs and drive up the
delivery of high-quality health care.

Conclusion

The House postal-retiree health care proposal
misses the underlying challenges facing the FEHBP
and its uneasy co-existence with Medicare. The proposal fails to address past policy mistakes, makes
the interaction between both programs worse by
cementing a bad wraparound supplementation
model, and puts postal annuitants in the cross hairs
for a major economic penalty. For a postal-annuitant
couple with an average pension of $36,000 a year,33
being forced to pay about $3,000 for two Medicare
Part B premiums to avoid losing all health insurance
is not a light tap on the wallet.
It is long past time for Congress to address
FEHBP issues that affect all enrollees, not single
out postal annuitants. Congress needs to consider
a range of options to deal with the underlying problems of (1) improving the cost-control performance
of the FEHBP, and (2) intelligently integrating the
interfaces between Medicare and the FEHBP to
better control Medicare costs and to provide more
sensible choices to annuitants. Not so coincidentally,
these broader reforms would eliminate the deficit in
the PSRHBF several times over, without any annuitant, postal or non-postal, being compelled to buy
an unneeded and costly second health plan in order
to keep his current plan, while saving taxpayers billions of dollars annually in the FEHBP and Medicare programs.
—Walton Francis is a Washington-based health
care economist, who served at the Office of Management
and Budget and the Department of Health and Human
Services. He is the principal author of Checkbook’s
Guide to Health Plans for Federal Employees.

32. Katherine Baicker, Michael E. Chernew, and Jacob A. Robbins, “The Spillover Effects of Medicare Managed Care: Medicare Advantage and
Hospital Utilization,” Journal of Health Economics (December 2012), pp. 1289–1300, and Joseph P. Newhouse and Thomas G. McGuire, “How
Successful Is Medicare Advantage?” Milbank Quarterly (June 2014), pp. 351–394.
33. Christopher Farrell, “The Federal Family Is Large, But How Potent?” NARFE Magazine, July 2016, p. 40.
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Appendix
Appendix Table 1 provides the basis for the calculations showing how premiums for postal employees, not yet retired, would cost almost $700 million
a year more if put in a separate risk pool from other
federal employees. The rounded health care cost
data in this table come from the Medical Expense
Panel Survey (MEPS), and the data on numbers of
employees by age from FEHBP statistics. Similar
calculations were provided in testimony to Congress
in 2012.
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APPENDIX TABLE 1

Calculating Costs for Postal Employee Health Care
The following tables provide the basis for the calculations showing how premiums for postal
employees, not yet retired, would cost almost $700 million a year more if put in a separate risk
pool from other federal employees. The rounded health care cost data in these tables come from
the Medical Expenditure Panel Survey; the data on numbers of employees by age come from
FEHBP statistics. Similar calculations were provided in testimony to Congress in 2012.
POSTAL EMPLOYEE,
SELF ONLY

AGE
Under 35

35–44

45–54

55–64

65+

Average Cost

$3,000

$4,000

$6,000

$9,000

$13,000

Number of Enrollments

11,000

16,000

44,000

55,000

8,000

134,000

$33

$64

$264

$495

$104

$960

Total Cost (millions)

Total

Average Enrollee Cost

NON-POSTAL EMPLOYEE,
SELF ONLY
Average Cost
Number of Enrollments
Total Cost (millions)

$7,200

AGE
Under 35

35–44

45–54

55–64

65+

Total

$3,000

$4,000

$6,000

$9,000

$13,000

160,000

112,000

156,000

162,000

32,000

622,000

$480

$448

$936

$1,458

$416

$3,738

Average Enrollee Cost

POSTAL EMPLOYEE,
FAMILY

$6,000

AGE
Under 35

35–44

45–54

55–64

65+

Average Cost

$7,500

$10,000

$15,000

$18,000

$26,000

Number of Enrollments

13,000

55,000

117,000

101,000

12,000

298,000

$98

$550

$1,755

$1,818

$312

$4,533

Total Cost (millions)
Average Enrollee Cost

NON-POSTAL EMPLOYEE,
FAMILY
Average Cost
Number of Enrollments
Total Cost (millions)

Total

$15,200

AGE
Under 35

35–44

45–54

55–64

65+

$7,500

$10,000

$15,000

$18,000

$26,000

152,000

286,000

345,000

219,000

35,000

1,037,000

$1,140

$2,860

$5,175

$3,942

$910

$14,027

Average Enrollee Cost

Total

$13,500

SOURCES: Average costs are based on author’s calculation using data from the U.S. Department of Health and Human Services, Medical
Expenditure Panel Survey, https://meps.ahrq.gov/mepsweb/ (accessed September 2, 2016). Number of enrollments are from Office of
Personnel Management data.
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