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CAN A USPS-RUN HEALTH PLAN HELP SOLVE
ITS FINANCIAL CRISIS?

TUESDAY, MARCH 27, 2012

HOUSE OF REPRESENTATIVES
SUBCOMMITTEE ON FEDERAL WORKFORCE, U.S. POSTAL
SERVICE AND LABOR POLICY,
COMMITTEE ON OVERSIGHT AND GOVERNMENT REFORM,
Washington, D.C.

The subcommittee met, pursuant to call, at 9:35 a.m., in Room
2154, Rayburn House Office Building, Hon. Dennis Ross [chairman
of the subcommittee] presiding.

Present: Representatives Ross, Amash, Issa (ex officio) Jordan,
Gowdy, Lynch, Norton, Connolly, Davis and Cummings (ex officio).

Staff Present: Ali Ahmad, Majority Deputy Press Secretary; Mi-
chael R. Bebeau, Majority Assistant Clerk; Robert Borden, Majority
General Counsel; John Cuaderes, Majority Deputy Staff Director;
Adam P. Fromm, Majority Director of Member Liaison and Floor
Operations; Linda Good, Majority Chief Clerk; Seamus Kraft, Ma-
jority Director of Digital Strategy and Press Secretary; Justin
LoFranco, Majority Press Assistant; Jeffrey Post, Majority Profes-
sional Staff Member; Peter Warren, Majority Policy Director; Ken-
neth John, Majority Detailee; Jaron Bourke, Minority Director of
Administration; Kevin Corbin, Minority Staff Assistant; Ashley
Etienne, Minority Director of Communications; Angela Hanks, Mi-
nority Counsel; Jennifer Hoffman, Minority Press Secretary; Adam
Koshkin, Minority Staff Assistant; and Adam Miles, Minority Pro-
fessional Staff Member.

Mr. Ross. Good morning. I would like to welcome everyone to the
Subcommittee on Federal Workforce, U.S. Postal Service and Labor
Policy. Our hearing today is, Can a USPS-Run Health Care Plan
Survive its Financial Crisis?

I will call the Committee to order and begin with the tradition
of Oversight Committee and its subcommittees with the mission
statement of the Oversight Committee.

We exist to secure two fundamental principles: first, Americans
have a right to know that the money Washington takes from them
is well spent and, second, Americans deserve an efficient, effective
government that works for them. Our duty on the Oversight and
Government Reform Committee is to protect these rights.

Our solemn responsibility is to hold government accountable to
taxpayers, because taxpayers have a right to know what they get
from their government. We will work tirelessly in partnership with
citizen watchdogs to deliver the facts to the American people and
bring genuine reform to the Federal bureaucracy.
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This is the mission of the Oversight and Government Reform
Committee.

I will begin with my opening statement. After we do some open-
ing statements, I may have to either suspend or turn the gavel
over to run and do a vote over in Judiciary, but it would just be
three to five minutes. I respect everybody’s time and I am grateful
that you are here.

I will now recognize myself for an opening statement.

A vibrant, healthy Postal Service is critical to our economy. Vir-
tually everyone in the mailing industry, paper manufacturers,
printers, catalog companies, and advertisers, rely on the Postal
Service. These jobs, and many others, are directly tied to a healthy
Postal Service. The mailing industry as a whole accounts for nearly
8.7 million employees and generates $1 trillion in economic activity
each year.

Unfortunately, the United States Postal Service continues to in-
adequately respond to Americans’ transition to digital communica-
tion and the related decline in first class mail volume, in large part
due to an oversized workforce whose labor costs account for ap-
proximately 80 percent of the Postal Service’s operating expenses.

As a result, today the Postal Service is facing the most signifi-
cant financial challenge in its history and is on the brink of default,
threatening the existence of hundreds of thousands of jobs all
across America. Under the leadership of Postmaster General
Donahoe, the Postal Service has made recent strides in improving
the fiscal standing of the USPS. While I commend Mr. Donahoe for
his commitment to implementing cost-cutting measures, the finan-
cial situation of the Postal Service remains untenable.

In response to this fiscal crisis, the Postal Service recently pre-
sented its five-year business plan to profitability. The USPS plan
details a need to cut $22.5 billion in annual expenses by 2016 in
order to keep pace with diminishing consumer demand for mail.
The plan contains elements USPS can implement on its own and
those that would require congressional approval.

The centerpiece of this plan involves shifting USPS employees
and their retirees from the Federal Employee Health Benefits Plan,
FEHBP, to a new USPS-run health plan. Today’s hearing will ex-
amine many of the aspects of the Postal Service’s business plan,
and I thank the witnesses here today for testifying.

On a personal note, I do want to thank Mr. Donahoe, who I have
come to deal with over the last 18 months and appreciate your ef-
forts in trying to do all that you can to save the Post Office. When
we met a couple of weeks ago, you indicated that you came from
Pennsylvania and saw the occurrence of the rust belt, and that ac-
tion there was not taken quick enough to save an industry. You are
committed to saving this industry and I, along with you, am com-
mitted to saving this industry and making sure that the Post Office
is around for well over another 200 years, that it is running effi-
ciently, effectively at the service level the American public deserve
and expect. So I thank you for being here.

With that, I will now recognize the Ranking Member of the full
Committee, Mr. Cummings, for an opening statement.

Mr. CUMMINGS. Thank you very much, Mr. Chairman. I want to
thank you for calling this hearing.
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The Postal Service recently issued its five-year plan of profit-
ability in which it proposes achieving $20 billion in savings by
2015. The Postal Service estimates that it can achieve $10 billion
in cost savings without legislation, but it will require congressional
action to realize the remaining $10 billion in savings.

According to the Postal Service’s plan, the bulk of those savings,
$7 billion, would be realized if Congress authorized the Postal
Service to take its employees and retirees out of the Federal Em-
ployees Health Benefit Plan and put them into its own health care
plan.

Currently, the FEHBP covers more than 9 million Federal em-
ployees and their families nationwide. Employees enrolled in
FEHBP can choose from among 200 different health care plans.
The Postal Service contends that it could manage employee health
insurance better than the Federal Government as a whole.

I want the Postal Service to succeed in the long run. I believe
the Postal Service serves a unique and irreplaceable function in our
society; that it is a necessary part of our Nation’s economic and so-
cial future. But I am quite skeptical that the Postal Service can or
should manage its own health insurance system. I suspect that the
achievable cost savings will come not from shrinking health care
costs, but from shifting them onto employees. Postal employees
would likely receive less coverage under the Postal Service plan
and they would pay a greater share of their health bills. Postal an-
nuitants would also pay more, as they would be faced with paying
an increasing share of their health care from their fixed retirement
incomes.

I look forward to hearing from the Postmaster today about his
proposal and about these concerns.

I am also concerned with regard to the issue of possibly raising
rates. One of the things that we have seen is a decrease in first
class usage of the Postal Service. When we raise rates, which we
may very well have to do, the question becomes will we continue
to lose business. I think that is a very important thing that I know
Mr. Donahoe will address.

I also want to hear from him as to how he is going to grow the
Postal Service business and what new authority he needs from
Congress in order to make the Postal Service as relevant to Amer-
ica’s future as it was to our past.

So, Mr. Chairman, I want to thank you for your courtesy, and
I yield back.

Mr. Ross. Thank you, Mr. Cummings.

When Mr. Lynch, the Ranking Member of the Subcommittee, ar-
rives, I will also allow him an opportunity to have an opening
statement.

With that, members may have seven days to submit opening
statements and extraneous material for the record.

We will now welcome our first panel. Mr. Patrick Donahoe is
Postmaster General and CEO of the United States Postal Service.

Mr. Donahoe, as you are aware, pursuant to Committee rules, all
witnesses will be sworn in before they testify. If you don’t mind,
please stand and raise your right hand.
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Do you solemnly swear or affirm that the testimony you are
about to give this Committee will be the truth, the whole truth,
and nothing but the truth?

[Witness responds in the affirmative.]

Mr. Ross. Let the record reflect the witness answered in the af-
firmative.

Thank you. As you know, your written testimony is before the
Committee. We like to limit it to five minutes. This is a crucial
issue. I am grateful for you being here. With that, Mr. Donahoe,
you are recognized for an opening statement.

STATEMENT OF PATRICK DONAHOE, POSTMASTER GENERAL
AND CEO, UNITED STATES POSTAL SERVICE

Mr. DONAHOE. Thank you, Mr. Chairman. Mr. Chairman and
members of the Subcommittee, good morning. Thank you for sched-
uling this important hearing. I appreciate the opportunity to testify
about the financial state of the Postal Service, about our five year
plan to restore the Postal Service to profitability and long-term fi-
nancial stability, and about our proposal to manage health care in-
surance for Postal employees and retirees.

America depends on a financially strong Postal Service. The
Postal Service provides a vital national delivery platform that is
part of the bedrock infrastructure of the American economy. It sup-
ports a $900 billion mailing industry that employs 7.5 million peo-
ple. Every American residence and business depends on a regular,
secure, and affordable delivery of mail and packages.

Nevertheless, due to a rise in electronic bill payment and the eco-
nomic recession that began in 2008, the Postal Service has been in
a financial crisis. In response to a 25 percent decline in the use of
first class mail, the largest and most profitable part of our busi-
ness, the Postal Service has aggressively cut costs and taken the
responsible steps to return to profitability.

We have generated cost savings of $10.5 billion since 2008 and
have reduced the size of the workforce by 106,000 employees, and
done so without layoffs or disruption in service. Indeed, our service
levels have never been higher.

Unfortunately, we cannot emerge from our financial crisis within
the current legal framework. Absent a legislative remedy, the Post-
al Service will default this fiscal year on mandated prepayments to
the Postal Service Retiree Health Benefit Fund. And as troubling
as our current cash crisis is, these near-term shortfalls pale in com-
parison to our long-term financial challenges.

Mr. Chairman, the Postal Service has put forth a comprehensive
five-year plan that provides a clear path towards financial stability.
Our plan would enable the repayment of all existing debt and fully
fund future health care obligations. Our plan will also position the
Postal Service to better meet the changing mailing and shipping
needs of the American public.

The plan we have developed is the result of an exhaustive proc-
ess of evaluating every appropriate option to reduce costs and re-
tain or grow revenue. We have worked with Evercore Partners, one
of the Nation’s leading restructuring firms, to validate our ap-

roach. At the core of the plan is a reduction in annual costs of
522.5 billion by the year 2016. Our plan calls for, and we are ag-
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gressively pursuing, the realignment of our mail processing, retail,
and delivery operations. This realignment of the operational net-
work is expected to yield more than $9 billion in annual cost reduc-
tions.

Among the major legislative reforms we are recommending, the
most significant includes enabling the Postal Service to provide em-
ployee and retiree health benefits independent of the Federal pro-
grams. This has the potential to produce approximately $7 billion
in annual cost reductions and eliminate the need for any further
scheduled prefunding of retiree health benefits. If provided the au-
thority to do so, we believe that we can provide our employees and
retirees with the same or better health cover for significantly less
cost. Both our employees and retirees and the Postal Service would
end up paying lower premiums.

Mr. Chairman, without legislative reform that quickly enables
meaningful operational changes in cost reductions, the Postal Serv-
ice could incur annual losses as great as $21 billion by the year
2016. As a result, it is not inconceivable that the Postal Service
may soon require appropriations greater than $20 billion a year.
Fortunately, such an outcome is entirely avoidable. The Postal
Service does not want to become a burden to the American tax-
payer.

The Postal Service is currently recording a loss of $25 million a
day. If our plan is fully implemented, we could record a profit of
$6 million per day by 2016 and be debt free. We believe the plan
we have proposed for the consideration of Congress is a strong one.
Our plan would restore the Postal Service to profitability and fi-
nancial stability; it would enable the Postal Service to meet its uni-
versal service obligations and continue to provide secure, reliable,
and affordable service to the American public.

We believe it is a responsible approach that is fair to our cus-
tomers and fair to our employees, as well as fair to the American
public to which we serve.

I look forward to discussing this with you today and would be
more than pleased to take any of your questions. Thank you very
much.

[Prepared statement of Mr. Donahoe follows:]



STATEMENT OF
POSTMASTER GENERAL/CED PATRICK R. DONAHOE
BEFORE THE
SUBCOMMITTEE ON FEDERAL WORKFORCE, U.S. POSTAL SERVICE & LABOR POLICY
UNITED STATES HOUSE OF REPRESENTATIVES

MARCH 27, 2012

Good morning, Mr. Chainman; and members of the Committee. Thank you for the invitation and
thank vou, Mr. Chairman, for calling this hearing to discuss recent Postal Service proposals to cut
$22.5 billion in costs by 2016, and also provide details on {he Postal Service’s proposalio
sponsor #% own health care program.

My testimony provides a brief synopsis of the Postal Service's Plan 1o Profitability, also known as
our Five-Year Business Plan, and contains a deeper discussion of the largest single component
of that plan ~ reducing the Postal Service’s health care costs by sponsoring our own health care
plan. The Plan to Profitabiiity, created by the Postal Service, has been subjected to rigorous
independent review. Implementation of these strategies - and realization of the substantial
savings they will produce « is integral to the future of the Postal Service. We are confident that
{he implementation of these proposals will sustain the Postal Service well into the future.

The Postal Service s at a crossroads. Qur business model is broken. We have Insufficient
revenue to cover our costs and are rapidly approaching our statutory debt limit of 315 billion, if
{he Postal Service were a private company, we would be engaged in Chapter 11 bankruptey
proceedings. Qur financial crisis is the result of a restrictive business model and a permanent
and fundamental shift away from Fisst-Class Mail, During the past five fiscal years, the Postal
Service recorded cumulative losses of 825 hilllon, The requirement to prefund Retiree Health
Benefits (RHB), mandated by the Fostal Accountability and Enhancement Act of 20086 (PAEA),
drove $21 billion of the five year losses. i should be noted that development of a Postal Service-
sponsored heatth care plan will eliminate the need to make the prefunding payments mandated
by the PAEA, itis clear our current operating costs are unsustainable. [Figure 1}
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Figure 1

Iy the face of these continued unsustainable and crippling losses, the Postal Service developsd
our Five-Year Business Plan to enhance existing efforts and acoelerate completion of a long-
standing goal of bringing the Postal Service back to financial stability. Ourplan s aggressive.
We are taking steps within our control to implement the plan. However, there are fimitations on
what the Postal Service can accomplish on our own. Portions of the plan are outside the scope
of the Postal Service's control and are achievable only through enactment of legistation.
Congress will play & key role in helping the Postal Service close the widening gap betwesn
revenue and cost. The financial cosis facing the Postal Service demands both immediate and
comprehensive reform, Absent any action at all, frorn Congress or the Postal Service, we could
see deficits exceed $21 bilion annually by 2018, with a net-debt reaching over $82 billion by the
end of 2018, [Figure 2] We do not have sufficient cash to pay $11.1 billion of RHE pre-funding
due later this fiscal year. Doing nothing is riot an option.
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Figure 2
PLAN TO PROFITABILITY

For more than 230 years, the Postal Service has fulfifled our core mission to bind the nation
together, currently delivering to every address across the country. The Postal Service continues
1o be the core component of a mailing industiy that employs.over 7 % million Americans, working
for thousands of companies and businesses - all of which are deeply invested in the mail. The
mailing industry makes up approximately 7 percent of the country’s Gross Domestic Product
{GDP). A review of the performance of postal service providers by the Oxford Strategic
Consulting firm ranks the U.S. Postal Service the best postal service within the world's top 20
largest economies for access o sevices, resource efficiency and public trust, The study showed
the Postal Service delivering 200 percent more efficiently than the next highest ranked post. The
importance of a healthy and thriving Postal Service cannot be overstated.

As previously noted, there are multiple factors contributing to the current financial problems that
the Postal Service is experiencing. First-Class Mail, the most profifable class of mail, continues
{0 rapidly decline, largely due to elecronic diversion. First-Class Mail volume has declined by 25
percent over the past five years, and Postal Service projections show that total mall volume will
drop from 168 billion pieces in 2011 to 144 billion pieces by 2018, Al the same time, other factors
combine to exacerbate the Postal Service’s financial situation. For example, prices on many
products are capped at the rate of inflation.  This limils the Postal Sernvce’s flexibility to adjust
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prices In response o marke! forces or offset temporary cost increases, such as the fuel
surcharges commonty emplayed by our competitors to offset their rising costs. In addition, labor
costs continue to vise. These costs account for 80 percent of the Postal Service’s total costs, and
38% of personnel costs are tisd fo federal benefits programs outside of our control. The Postal
Service operates on & fixed cost base that is driven by delivery points, retail focations, mail
processing facilities, and sbeday delivery. in the future, costs are projected 1o outpace revenue at
an alarming rate.

The Five-Year Business Plan identifies various strategies by which the Postal Service can realize
substantial savings by 2016. The plan is based upon several straightforward and simple key
objectives. [Figwre 3] R includes aggressive actions to reduce annual costs and defiver the
changes needed to preserve our mission to provide secure, reliable, and affordable universal
delivery service. The plan will advance economic growth, enhance commerce, and provide
comprehensive transformation for a long-term sustainabie financial fulure, It requires no
approprigted dollars, and is fair to both employees and customers. implementation of alt
components of the plan is essential to achieving financial stability. A plecemeal approach -
enacting only portions of the plan « or a delay in adoption of all proposals will decrease the
projected overall savings.

USPS's Business Plan is based upon several key restructuding
objectives that benefit all stakeholders

U Presene mission o provide sesure, reliable s affordable undasrsal
delivery service

& Further soonomio govdh and enhance sommeres

implement conprahensive transtormation Tora g sustainalile
financial future

W Protect LS tapavers (Faderal linding and approprations svaidance)

Fairmesy to emiplovess and customerns

Figure 3
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in developing our plan, the Postal Service identified areas over which we have control, areas
which require legislation, and areas which cal fora combination of solutions from both the Postal
Service and Congress. Sirategies include improving the efficiency of the network, delivery
initiatives, increasing revenue generation and addressing total workforce casts fo achieve annual
savings of $22.5 billion by 2018, [Figure 4]
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Figure 4

Postal Service network costs are fixed and ~ a5 the network exists now - are too high for today's
reduced mall volumes. Any responsible employer would not continue to operate unneeded
facilities or employ more workers than its business needs. The Postal Service needs the
flexibility to realign its people and equipment 1o better match the precipitous decline in volume.
Facilities must be re-evaluated and streamlined, and cost reductions must be realized for local
Post Offices, The Postal Service is developing & number of allematives to closing Post Offices
that could sustain offices in rural communities at a reduced cost to the Postal Sewvice. This is still
in the discussion stage, but Dwill be happy to provide additional information as detalls are
finalized.

The plan also addresses the need o reduce the size of our network, which could bring & total
projected annual savings of $8 billion. These savings include $4.1 billion In mail processing and
transportation costs, $2 billion in retall savings, and $3 billion in defivery operations. To enable
the changes in the postal physical infrastructure, service standards (he number of days it takes
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for mail to be delivered from one ZIP Code to ancther) must be revised. Service standard
changes will aliow for an expanded operating window and thus more efficient use of existing
equipment and mail processing capacity, and it will eliminate our need for many of our curent
underutilized processing plants.

Revenue management is also a key component 1o the Plan to Profitability. We continue to
implement innovative new products and services to generate new revenue. While we have
considered and implemented a number of incremental revenue opportunities, the Postal Service
is limited In #ls authory to provide non-postal services. And, research by extemal consultants
shows-thal, even in Ewropean and other liberalized posts, #f is nol possible to achieve financial
stability through revenue inftiatives alone, without a fundamental change i the business miodel.

The Plan fo Profitability also containg initiatives o reduce workload and staffing. I response to
declining mail volumes and to increase productivity, the Postal Service consolidated over 200
matil processing facilities in the past five years from our peak number of 873 Tacilities in 2008. In
dolng s0, we have customarily provided a “soft landing” for employses through retirements and
reassigning staff, in an effort to minimize impacts on employees. [Figure 8 We have been, and
continue to be, a responsible employer.

CF M response to destining mail volumes and I g offort fo doive produstivity,
the USPS hos eliminaled approximately 200 mail provessing tacilities from its
poak count of 873 tucilities in 2008

G in doing so, the USPS hay customanty provided o “soft landing™ for
wriplovess o & part of s continuous process Improvensant Intiatives

) Hof Footouding Faches ’
LB B EEEE S

Figure §
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The Postal Service projects a further reduction of the equivalent of 155,000 full-lime career
employess by 20186, which we plan to achieve largely through attrition as half of our career
employees are eligible for optional or early retirement. The Plan to Profitability focuses on
workforce reductions through employee attrition versus layoffs or wage reductions, meaning
impacted carger employees would be able to retive or find anothier job in the Postal Service.
fFigure 8]
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Portions of the Plan to Profitability require targeted legisiative changes. These changes
represent annual cost reductions that will retum the Postal Service to profitability. Stiategies that
require enactment of legislation Include the ablify of the Postal Service plan fo transition to a five-
day per week delivery model. The change in delivery frequency could save the Postal Service
$2.7 billion per year, Equally important is lagislation directing the returmn of the overfunding of the
Federal Employees’ Retirement System (FERS). The Office of Personnel Management (OPM)
has determined that the amount of overfunding stood at $10.9 billion as of September 2010, and
OPM has projected that i increased by an additional $500 million during FY 2011, Although the
refund would not be a recurring annual savings in the Plan to Profitability, a legisiative change
that would allow the retumn of the FERS overfunding would provide vital vash flow for our
immediate financial needs, as well as help to pay down debt.
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The Postal Service’s Plan to Profitabilily consists of severat thoughtful and effective strategies for
achieving the goal of $22.5 billion i savings by 2018, There are three key tems for
consideration, which will vield tremendous savings and aliow the Postal Service to also maintain
its commitivient to providing affordable and reliable service to the nation. Figure 7] Significant
savings will be realized from implementation of & Postal Service-sponsored health care systenm.
The next section of this writlen testimony covers this in greater detail. Reducing the densily of
the Postal Service’s physical infrastructure and network will bring additional savings and increase
efficiencies. Post Office optimization efforts are continually evolving and the Postal Service is
continuing to work toward solutions that will enable communities to retain retail access, undey
vatious scenarios. We continue to evaluate and consider multiple alternatives, which will be
shared upon reaching a final decision,

The Postal Service wants {0 ensure our Plan to Profitability moves us in the right direction, using
sound business principles and effective strategies. The plan has been thoroughly examined and
analyzed by an independent advisor, Evercore Pariners, Inc. is one of the nation’s teading
independent investment banking firms. They have served as financial advisors on several major
oorporate restructuring efforts. They played an important role in analyzing Postal Service models
and assumptions and validating the approach taken by management in developing the plan.
Their confidence in the strategies and their evaluation of the plan enhances the Postal Service's
confidence that these proposals will return the Postal Service 1o profitability.
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The Postal Service's Plan to Profitability was also evaluated in a national survey conducted by
the respected market research firm, Opinion Research Corporation. The firm assessed
consumers’ preferences for postal action to resolve the Postal Service’s serious financial crisis,
By a wide margin, customers prefer the Postal Service to implement major changes {56%)
gutlined in its comprehensive five-year plan o profitabiity, Including eliminating Saturday delivery,
consolidating mail processing plants, and changing service standards, over raising prices (18%),
receiving a Congressional appropriation (15%), or cutting employee salanes/benefits (11%).

The Plan to Profitability includes a Postal Service-sponsored health care program that is
independeant of other federal health insurance programs. Establishing a Postal Service-
sponsored health care program represents the fargest part of the Plan to Profitability’s savings,
accounting for over $7 billion of annual savings. The plan includes the slimination of the RHB
prefunding obligation established in the PAEA, which will save the Postal Service $5.5 billion to
$5.8 bittion annually through 2016, The plan also proposes to transfer current retirees into the
Postal Service health program. The Postal Service plan would be significantly more cost
effective, would reduce health care costs by approximately $1.5 billion annually and yield
equivalent or better coverage for the vast majority of retirees and current employess.

When developing our proposal for & standalone health care program, the Postal Service had
several objectives:

1. We wanted to increase our financial stability by managing our heaith care costs and
eliminating the RHB prepayment in its cument form.

2. lmproving our health care program was another key objective. We did notwant to ot
costs at the price of sacrificing plan quality.

3. Finally, we wanted o maintain a guality heslth care program 1o achieve savings not only
for the Postal Service, but also for our employees, retirees, and thelr families.

The Postal Service, along with health insurance and actuarial experts at AON Consulting and the
Hay Group, has conducied an exhaustive analysis of this health care proposal, We have shared
our proposal with the Office of Personnel Management (OPM;}, and asked fora response from
them i wiiting. We glso briefed the Govemment Accountability Office {GAQ), and the US Postal
Service Office of Inspector General (USPS OIG). We look forward to sitting down with GAO to
discuss the plan with them, The Postal Service §s also conducting extensive discussions with all
stakeholders, including unions, management associations, Congress, and the Administration,
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Pwant to talk in a liftle more detail about key elements of the plan and how we can realize
significant savings as a direct resull of this proposal. As | mentioned earlier, this is the largest pant
of savings in the Plan to Profitability.

HEALTH CARE PROPOSAL

Unlike employers in the private seclor, the Postal Service does not have the authority to actively
manage its health care costs. We cannot introduce targeted wellness incentives and disesse
management programs for employees. We cannot leverage the significant purchasing power of
our more than one million employees and retirees directly to negotiate a better dealin the
competitive health insurance markel. We camnot ensure that Medicare-eligible retirees fully
participate in the Medicare benefifs both employees and the Postal Service paid into. And we are
not able to take advantage of the savings available to employers providing retires health care
benefits through coordination with the prescription drug benefits provided under Part D of
Medicare,

The Postal Service pays annual health vare costs of $13.2 billion, which includes premiums for
employees and retireas and the RHB prefunding mandate. Of that total annual amount, $5.8
billion is RMB prefending, $3.2 billiony is premiums for retirees, and $4.4 billion is premiums for
employees, To put it in simple terms, approximately 20 cents of every dollar of revenue we
generate-goes 10 health care expenses. Cost fuctuations in this large component of our tofal
operating costs, second only to wages, are largely out of our hands. The Postal Service can
effectively control only employee contribution rafes.

The Postal Service is proposing to create its own health care plan independent of the Federal
Employvee Health Benefits (FEHB) program, which would include employees, as well as current
and fature retivees. We are asking for the ability to better manage our costs. Without this
fundamental change to dramatically reduce health care spending, there is no assurance we ¢an
afford our health care commitments to Postal employees and retiress.

Qur health care plan proposal provides savings in a varlety of ways:

First, the program design requires Medicare eligible employees fully participate in Medicare
benefits. Today, large numbers of pur retirees do not lake advantage of Medicare Parls A & B,
which significantly increases costs fo the Postal Service, If 100% of our current Medicare eligible
retirees were enrolied in Medicare, the Postal Service $565 million I the first year. The Postal
Service and s employees have paid over $28 billion in Medicare taxes since 1984, and we need
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the reltrn on investment for that expense - one thal every other employer providing health care
coverage for retirees in this country expects.

Second, it reduces curunfunded RHB prefunding ability to a level we can manage. The Postal
Service would continue to fund retivee health benefits under normal actuarial funding to ensure
that the funding required fo meet commitments for future relirees remains adequate, And we will
bie accounting Yor our liability using the same accounting method that is universally used-and
indeed required-for all private sector employers who provide retiree health benefits. All retiree
claims would be paid out of the existing RHB Fund, in the same way that employers pay pension
checks out of the pension fund, not out of the corporate freasury.

Additionally, we would be able to take advantage of the savings awailable 1o employers providing
retiree heafth care benefits through coordination with the presaription drug benefits provided
under Part D of Medicare, Our proposal will permit the Postal Service 1o realize the benefits of
recent developments in this marketplace, including the availability of Employer Group Waiver
Plans (EGWP}. These plans are currently available from all of the major pharmacy benefit
management companies and most of the major health insurance companies, and they save about
$1.300 & year for each Medicare participant. Under our plan, we will have an EGWP plan which
will save $568 million In the first year, and our employees and refirees will share in those savings.

Finally, the Postal Service health care plan would provide a simplified plan structure which will
also tead to savings for most employees and retirees. We anticipate offering a national plan with
three options - high, middie, and value. The plan would also offer four tiers of coverage — seff
only, self & spouse, self & child{ren}, and self & family. Our employees and retirees currently only
have access 1o two coverage options - self and self & family. The additional two tiers of
coverage, self & spouse and self & child{ren), would offer lower premiums than self & family
coverage, and provide significant savings opportunities to & most of our employees and retirees.
The national plans, solicited through a competitive bidding process, will be required to
demonstrate that they can deliver quality and network coverage comparabie to FEHE plans
anywhere in the country and our tenitories. We also plan to offer HMOSs where those plans
provide high value and where large numbers of Postal employees and retirees are currently
anvolied in those plans now.

For active employees, since the Postal Sepvice's overall premiums will be less, employees will
beneft from lower premivms and their contributions will go down, With & simpler, more
understandable set of health plan options employees and retirees will know what they are paying
for and the value they are getting for their money. The new plan offering would align value and

1
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cost for each option offered. More expensive plans shouid always provide more generous
benefits. That does not happen now within FEMB.

Under the new plan, future retiress will continue to enjoy the same benefits and fower
contributions that were available to them during their career with the Postal Service. The Postal
Service's health plan will require that, upon becoming eligible, they enroll in available Medicare
programs. By doing so, they and the Postal Service can get a full return ontthe Medicare taxes
we have both paid. Thatis not happening today.

Current relifess will also see positive imipacts. There will be no impact ~ other than lower
premivms - on current retirees before they are eligible for Medicare. For current retirees who are
eligible for Medicare, there are two groups: retivees who envoll in available Medicare plans and
those who do nol, For those who are already enrolied, they typically have 100 percent coverage
of thelr health care expenses, divided between payments from Medicare and thelr FEHB plan.
Virtually all those retirees will see thelr costs go down, through the lower premiums the new plan
will produce. Those who are not enrolied in Medicare now must pay the deductibles and copays
and other out-of-pocket expenses, depending on the particular FEHB plan in which they are
enrolied. By ensuring that they enroll in Medicare just as future retirees will, current retirees who
enroliwill have the same 100 percent coverage as those enrolied now, and their fower
contributions and higher benefits will generally offsel, or more than offset, the premiums they will
have to pay for Medicare Part B, This is especially true for retivess who have a dependent
spouse also eligible for Medicare, since they will have much lower contributions under our new
plan's four tier arangement for dependents” coverage.

A Postal Service sponsored health care plan maintalns our commitrnent 1o our dedicated
workforoe, especially given the fact that current health care costs are unsustainable. The plan
would implement best practices unavailable today through FEHB, such as improved prescription
drug coverage and wellness incentives. Ttwill also leverage the purchasing power of more than
one mitlion Postal employees and retirees, in order to obtain better pricing in the competitive
health insurance market.

Iy summary, under our health care plan proposal, the Postal Service will save almost §7 billion in
the first year. Of that $7 billion, $1.1 billior is due to reduced premiums, and $5.5-85.8 billion is
due to eliminating the need for RHB prepayments. That figure represents about a third of the
savings needed to achieve $22.5 billion in savings by 2016. Employees and retirses alike will
share in the savings, realizing additional savings of some $850 million through reduced
contributions and betler benefits coverage. The contribution reductions alone represent about
85% of the savings for employees and retirees. Butto realize the full benefit of thess savings
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opportunities, Congress must act 1o allow the Postal Service to sponsor its own health care plan
and to eliminate the RHB prefunding requirement. If Congress acts soon, we have the ability to
enact this plan with an effective date as early as January 2013

The Postal Service is encouraged by the significant savings laid out in our Plan o Profitability,
which includes its health care proposal. However, there are suggestions thal the Postal Serdce
should be mainly focused on new revenue generation in orderto close the gap between costs
and revenue. Much work has been done — and continues fo take place ~ on developing new
sources of revenue and innovative products and services, Even with these efforts, the Postal
Service will be unable to simply grow its way out of the curvent financial orisis. Still, we continue
to pursue adoption of pew revenue streams, including in the area of non-postal products.

LONG-TERM REVENUE PROJECTIONS

The Postal Service of fomorrow will consist of a varying mix of mall products, including First-Class
Mail, Direct Mail, and packages. We see a bright future in many of our product and service
offerings. We have had greal success with several new offerings, including our 2nd Cunce Free
pricing offering, which allows businesses to mail First-Class Mail automation, presort letters
welghing up to 2 cunces at the 1 ounce postage rate. 2nd Qunce Free pricing provides
customers with greater value in transaction mailings by letting them include an additional ounce in
their mailpiece, which can be used foroperational or marketing purposes at no additional cost.
We are also excited about our Every Door Direct Mail product designed for small businesses. For
fess than 15 cents per plece, our customers can send fliers, menus, brochures and
advertisements in highly targeted ways. Our Every Door Direct Mall Web tool enables
restaurants, doctors’ offices and other small businesses to map their coverage areas online, so
they can zere inon the streets and neighborhoods they want 10 reach. The Postal Service
expects to generate $1 billlon in revenue this year from this easy-to-use product.

Qur package business market share recently increased one percentage point for competitive
products. Qur Click-N-Ship service makes it simple for package customers pay for postage and
print shipping labels for their packages right at their own computer, With more than a million
reqistered users, half of whom are small businesses, Click-N-8hip has been remarkably
successful. Qur redesign of Click-N-Ship, which includes several improvements, such as
simplified Priority Mail Flat Rate shipping and a simplified payment and printing process, will help
us become even stronger in the shipping channel,

H is frue that many international posts derive a larger percentage of revenue from non-mall
products and services, such as banking and insurance. Research has confirmed that our retail

13
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units do not have the wage levels or foot traffic to profitably expand into such services. However,
we are lpoking at new and emerging communications technology, like digitat maill. Responding to
customers’ changing needs is key for us to continue our role of binding the nation together
through communications and cormerce.

MARKET RESEARCH

The Postal Service conducted market research related to potential service standard changes: A
questionnaire used in the fall of 2011 asked business customer respondents about scenarios that
would never be implementad simultansously.

Specifically, the survey asked whether business customer respondents would lessen their use of
the mail if the Postal Service immediately imposed service standard changes, allered delivery
frequency, realigned our network of mall processing facilities and other actions. Any such
contemplated actions, if implemented, would be done over a phased, five-year time horizon,
providing adequate time for planning.

The survey failled to ask basic questions about whether businesses were planning 1o change their
mailing behaviors in the absence of any such actions by the Postal Service. Upon review of the
initial study results, the study's design was deemed to be seriously flawed. The research project
was cancelled at that ime and & new survey was conducted. The Postal Service clarified these
issues as parl of testimony delivered last week at the Postat Regulatory Commission.

CONCLUSION

The Plan to Profitability is based on key restructuring objectives that benefit all stakeholders. #t
praserves our mission to provide secure, reliable, and affordable universal delivery service,
advances economic growth and enhances commerce, requires no appropriated dollars, is falrto
both employees and customers, and provides comprehensive transformation for a long-term
sustainable financial future. The Postal Service is curvently losing $25 million per day, and is fast
approaching our $15 billion debt limit. Implementation of all components of the Planto
Profitability will put us on & much more positive financial path — one where we will be earning $6
miliion per day by 2016, paying down pur debt and functioning as & stable and profitable
business. We cannol do i alone, however. Achieving successful implementation of all
camponents requires g united effort, [Figure 8 1 am confident the Plan (o Profitability, will bdng
about the changes necessary (o put the Postal Service back on solid financial ground.

14
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@ Achiaving the Business Plan negulves full reallzation of all thiy Strategle Inttiatives
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Figure 8

The Plan to Profitability represents a bold and decisive move forward in continuing 1o ransform
the Postal Service into a 21 century postal system. There is no disagreement that the Postat
Service is currently at & critical juncture in its fong history, Action is the key to bringing about
needed changes to an culdated business model. This action must come from across all
stakeholder lines. The Postal Service continues to do everything within ourcontrol to bring costs
in line with revenues, return the Postal Service to financial stability and preserve the affordability
of mail. Congress must also act to enable implementation of these strategies and goals,
Employees, the mailing industry, union and management organizations and customers also play
@ partin the success of this plan. ook forward to working with each of you to keep the Postal
Service an integral and dependable delivery service 1o-all Americans for many years to come.
Thank you.
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Mr. Ross. Thank you, Mr. Postmaster.

With that, I will recognize myself for five minutes for ques-
tioning.

Mr. Donahoe, 150 million homes and businesses each day rely on
the effectiveness and efficiency of the Postal Service to deliver their
mail; 8.7 million employees are somehow or another, indirectly or
directly, dependent upon the Postal Service for success. So today I
think there are many that are hanging on your words as you give
your testimony and answer the questions today.

To go straight to one of the points that I think is most glaring
at us is the cost of doing business for the Postal Service, and we
know that over 80 percent of that cost is labor. With your plan for
profitability that includes sustaining your own health care benefits,
what have been your efforts and your results in dealing with the
APWU, the Letter Carriers, and others in trying to sell this par-
ticular package?

Mr. DONAHOE. Thank you, Mr. Chairman. First of all, let me just
say that I agree wholeheartedly with your concerns about the en-
tire postal industry. This is a major issue for us. Sending the right
message to this industry in terms of people who use us to present
bills and manage their cash flow, as well as advertising and ship-
ping their packages, is extremely important, so the quicker we act
and get ourselves back on firm financial footing, the better for the
entire industry.

In regard to the unions, we have had a lot of, I think, very pro-
ductive discussions, and we are still in the discussion phase with
these proposals. The goal in the short-term has been to get to the
point where everybody understands what the proposals are, to lis-
ten and make sure that, going forward, everybody is on the same
page. We are not at the point where we are in agreement yet, but
we are at the point where we are discussing and getting a good
knowledge base on these issues.

Mr. Ross. Let me ask you this. In getting to that point, is it a
catalyst that your financial situation is such that you may run out
of money soon?

Mr. DONAHOE. I think that the unions realize the financial situa-
tion that we are in.

Mr. Ross. And when do you think is there a risk of the Postal
Service running out of money this year?

Mr. DONAHOE. Here is where we are from a cash perspective.
Our finances this year have been a little bit better than projected;
we are about $600 million ahead of our finance plan right now. In
October of this year we will be required to make a payment of $1.3
billion to the Department of Labor. At that point we will be at
about $100 million in cash on hand. That is razor thin. Our oper-
ating cash for a day is $200 million a day. We will be able to go
as long as the finances hold up this year, but in October 2013 we
would be in a cash crisis.

Now, that also precludes us not making the prefunding payments
this year.

Mr. Ross. Okay, so right now it doesn’t look likely that you are
going to be able to make the prefunding payments for 2012.

Mr. DONAHOE. No. No, we are not.

Mr. Ross. Which come due in November.
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Mr. DONAHOE. Yes.

Mr. Ross. And you are thinking, then, that if we stay on this
course with inactivity of this Congress, then you are going to be out
of cas.h to operate the United States Postal Service by October of
20137

Mr. DONAHOE. We would be out of cash as it stands now. There
are some options that we could take, that we have taken before,
to conserve cash, like suspension of payment into the FERS fund
that we are overfunded by $11 billion, but I would strongly encour-
age Congress to move now. This is much more of an issue of a cri-
sis of confidence about the postal industry than it is just our cash
flow. The faster we can resolve this and get focused moving for-
ward on growing this industry:

Mr. RosS. Quick question about the reduction in workforce. I
laud you and the Postal Service over the last few years in trying
to respond to the decline in revenues because of first class mail not
being utilized as much. There has been a decrease in the number
of employees in the United States Postal Service. I recognize that;
I think that is tremendous. I also understand that we have prob-
ably close to 150,000 employees that, by way of attrition, will be
necessary in order to right-size the expenditure side of the Postal
Service.

Do you have any plans or suggestions for those that are currently
eligible for retirement to incentivize retirement?

Mr. DONAHOE. We think that by the year 2015 we need to be at
about 400,000 current employees. Presently there are about
155,000 people that can retire, with another 100,000 eligible over
the course of the next five years. We do plan on issuing some incen-
tives based on the fact that we make some changes in our oper-
ations. As we shrink the network, as we move to six to five day de-
livery, we would put some incentive money to move people along.

It is critical for us to move the headcount down, but at the same
time we have a lot of non-career people on the rolls that are less
expensive to work with, but they are also younger people, and if
we had to take them off the workforce, they would end up unem-
ployed, and I don’t want to do that.

Mr. Ross. One real quick question; I am running out of time. The
impact on Medicare under your health care plan, could you ex-
pound on that?

Mr. DONAHOE. The way that we are looking at the entire plan,
what we would like to be able to do is take full advantage of Medi-
care, just like any other organization. Right now the Postal Service
is the second largest contributor into the Medicare system. We
think it is only fair that our employees and our retirees get to take
advantage of Medicare and enjoy the savings of a wraparound plan
that is more affordable for them, just like any other private cor-
poration.

Mr. Ross. I appreciate that. My time is up.

I now recognize the Ranking Member from Massachusetts, Mr.
Lynch, for an opening statement and then we will move right into
questions for you.

Mr. LyNcH. Why don’t we go right into the questions?

Thank you, Postmaster General. Good morning.

Mr. DONAHOE. Morning.
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Mr. LYNCH. You are making me nervous. I am just trying to fig-
ure out and we have been dealing with FEHBP for a while now.
There are some colossal inefficiencies in that whole system.

So I can see where the opportunities for savings within that plan
exists, and I have fought for some of those plans, especially with
the pharmaceutical side. I think we are losing about $1 billion a
year, honestly, on the drug plans offered by the pharmacy benefit
managers. We are not getting the value that we should be getting
for the taxpayer or for the employee. We are being ripped off, I
think. So I am pretty frustrated because we haven’t been able to
move. I have legislation to try to save that.

So, on one hand I do see some opportunities for savings, but how
many members, we have 8 million in the wider system for Federal
employees?

Mr. DONAHOE. I think it is around 9 million total.

Mr. LyNcH. Okay.

Mr. DONAHOE. Total employees, retirees, and their families.

Mr. LyncH. Okay. So you have, admittedly, or at least in theory
there is a certain amount of leverage that we have having 9 million
participants in the Federal Employee Health Benefit Plan. Now
you are suggesting we are going to extract about 600,000, if you
add survivors and what-not, by extracting the Postal employees
from that wider plan, and I am just concerned about the lack of
leverage, the lack of our ability to capitalize on savings opportuni-
ties as a separate group.

I also know that the mail handlers’ plan, which is very popular
among Postal employees, I think my mom and dad are in that, two
of my sisters, all 55 of my cousins. I am kidding. I am kidding. I
am kidding. There are only about 17 of them.

[Laughter.]

Mr. LYNCH. But there is a lot of popularity in that plan and I
am just nervous that you are going to make it unaffordable. People
hate change.

Mr. DONAHOE. Sure.

Mr. LYNCH. Especially when they have something that works for
them; it is stable, it is reliable, it is fairly efficient. So what hap-
pens to my folks that are in the mail handlers’ plan? Now, if you
were suggesting that we are going to give people another oppor-
tunity here and we are going to give them another plan, and there
was an opt-in opportunity where, if you ran a good plan, you ran
a low-cost plan, you ran an effective plan, people would opt into
that by their own volition, because I think there are a lot of people
that you could convince that you could do a better job. I think there
are some people that are unhappy out there.

If that were the case, I would have less problem with it. How-
ever, what you are suggesting here, I think, is we are going to pull
our people out and that there is not a whole lot of choice there for
the employees who would like to stay with the plan they have now.
Could you address some of that?

Mr. DONAHOE. Absolutely. I would be more than happy to.

The key thing from our perspective is to find the best plan for
all of our employees and retirees, and what we have been doing
over the course of the last year is working on that with consultant
Ayon Corporation and Hay Corporation to put together an excellent
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plan. So the first thing I would assure you is whatever we would
present to employees and retirees would be something they would
be interested in.

The idea is not to run it ourselves, per se. What we would do is
go out on the market and actually bid competitively for one of the
large health providers like a Blue Cross or United Healthcare, one
of those companies out there, to run the plan. What we would offer
in the plan would be a number of different options.

Number one, you would have a couple of different tiers, a high
value, a medium value, and a low value plan A young person, 25
years old, they may pick the low value. We would also give people
options: single, single plus one, plus family, family. So that gives
people some options there too.

What has happened with your mom and dad, if they are Medi-
care age, and I don’t know if they are, they have actually already
done what we are proposing to do. They have measured the value
of the mail handler plan and said I will sign up for Medicare A and
B, and I can save money taking this mail handler plan.

That is exactly what we propose. We would like to have a plan
for the current employees and then a wraparound plan for the
Medicare-eligible employees that gives them excellent value at a
low cost, so they would use Medicare as their primary provider and
have this backup plan from a wraparound. That saves a lot of
money, because today what happens is a person like me or other
people who would be retiring may never change their health care,
and the Postal Service and the retirees end up paying full health
care plan for the rest of their lives, when in fact they could get
much better value at that lower cost.

So we have looked at this from a total top to bottom perspective
and making sure that the good value is there for the employees
and the retirees.

Mr. LyncH. Well, I have enormous respect for you and I also un-
derstand how difficult the environment is right now. But as a law-
maker we need to drill down. I need to know every last detail about
this if this is something that you are serious about, and I think you
are. And we need to talk to the employees and let them know that
this is what is being suggested, and we need to be poking at this
thing and testing it, and whether or not this is really going to help
the taxpayer and is going to help the Postal customer. Obviously
this is really primarily going to impact Postal employees and their
families. So we will keep talking.

Mr. DONAHOE. Thank you.

Mr. LYNCH. I am not convinced. I am not convinced.

Mr. DONAHOE. That is fine.

Mr. LYNCH. But we will keep talking. Part of it is I need to know
more. But thank you, I appreciate your testimony today.

Mr. DONAHOE. Thank you.

Mr. Ross. Thank you, Mr. Lynch.

I now recognize the Chairman of the full Committee, the gen-
tleman from California, Mr. Issa, for a round of questioning.

Mr. IssA. Thank you.

I want to thank you, Mr. Postmaster. The work you do I won’t
say it is thankless, but it is pretty close. And I know that your pro-
gram is not being well received in some quarters, particularly, well,
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the real austerity is not being well received, but even the shift to
using Medicare in a primary position is not being well received,
and one of the not well received people could perhaps be me.

I am probably going to support your doing this, but let’s have no
illusions: you are just cost-shifting. There is no real cost savings to
the American people. The money in fact will be paid out of one
hand in order to save out of another hand. Now, if you didn’t have
a projected $22.5 billion loss in just three years from now if no
change is made, we probably would say no thank you, but suck it
up and keep it in the rate base.

I think the questions today that I have is even if we do this,
where with inaction is the rest of the savings going to come from?
If we do this, how much more do we have to do? You have given
us a program that makes an assumption that you will be $60 bil-
lion in revenue in 2015, is that correct?

Mr. DONAHOE. That is correct.

Mr. IssA. Do you really believe you will be at $60 billion without
some change in the trajectory in 2015?

Mr. DONAHOE. And I think the exact number is about 61 and
change by 2016. I think that based on the fact that a lot of our re-
search has shown that is the direction that mail is going, predomi-
nantly driven by first class, as well as a CPI-based rate change, we
think that we will be right in that vicinity. We have been talking
to customers, as I had mentioned here before.

My biggest fear is not so much diversion, electronic diversion
that is happening with bill payment; my biggest fear is the elec-
tronic diversion of bill presentment if we don’t stabilize the finance
of the Postal Service. We have to get our finances stabilized. I
think then that will keep bill presenters, first class mail in the
mail. That is the best way for them to still communicate with their
customers.

Mr. Issa. Well, because I am a member of Congress and have ex-
tensive reporting, I want you to know that I am doing my share.
I do get electronic presention, is that the word.

Mr. DONAHOE. Presentation.

Mr. IssA. Presentation. But I also get the paper copy so that I
can absolutely be sure that I can do my reports properly. So I am
doing my share to make sure that is happening.

Mr. DONAHOE. Thank you.

Mr. IssA. But let’s be honest, it will be a cold day in hell before
I would voluntarily write a check and put it in the envelope again.
My regular bills are all paid electronically, as probably, if not ev-
eryone on the dais now, in the near future will be. So again, it is
a rosy scenario to be at $61 billion in revenue. If the continued de-
cline in other forms, magazines and the like, if they continue to
have more robust online services and less current, you are going
to have challenges, aren’t you?

Mr. DONAHOE. Well, here is what we are looking at towards the
future. We think that the Postal Service has three major products
that will grow, either stay steady or grow going into the future:
first class commercial mail bill presentment; advertising we know
can grow. Advertising through the mail is the most effective way
you can do it. And the package business. We are growing package
business right now at a very brisk rate. Our final model delivery
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}‘s running 15 percent over last year, and that is over the year be-
ore.

Mr. IssA. Let me follow up on that, because it is true that that
is one of the areas, and when I speak to many of your partners,
most notably FedEx and UPS, you are critical to them, you are
teamed. You are teamed on the back end, you are teamed on the
final mile.

Isn’t the future of the Post Office an efficient, effective delivery
system that often carries, in greater amounts, all of the above,
meaning that you are the last mile in many, many, many cases,
and that allows you to continue to be more efficient while it allows
them to save money? Isn’t that, to a great extent, where you are
going to be?

Mr. DoONAHOE. That is where we are going to be and that is
where the Country is going with the growth in e-commerce.

Mr. IssA. Now, today, in rural areas, you are the last mile for
newspapers in many cases, aren’t you?

Mr. DONAHOE. Yes. Yes.

Mr. IssA. And those newspapers choose to deliver on Saturdays,
and you are planning, for major cost savings, to no longer deliver
on Saturdays, is that correct?

Mr. DONAHOE. That is correct.

Mr. IssA. Do you find it odd that the vast majority of these news-
papers do not want a rate increase, say they cannot tolerate a rate
increase, but they want you to continue delivering on Saturday?

Mr. DONAHOE. Well, right now we are still working through try-
ing to get all stakeholders on the same page, but I think we can
work with the newspaper industry too, if they are interested on
Saturday delivery. But to your point, we feel we have to reduce it
at this point.

Mr. IssA. You have a very bold proposal that you offer Saturday
delivery, but that it be self-paying, in other words, to the extent
that people still want a Saturday delivery, for example, pharma-
ceuticals, where, for a smaller premium than FedEx or UPS, you
can in fact still roll out that delivery.

Does that system in some way translate to other areas? For ex-
ample, is it possible to maintain, if you are given the flexibility to
make it pay its own way, maintain, for example, those newspapers
on Saturday in rural areas? You have rural letter carriers. Is there
any way that is going to pencil out if you are given complete flexi-
bility, as long as it pays for itself?

Mr. DoNAHOE. What our proposal is for Saturday is to keep post
offices open, post office boxes, run the network, and deliver pack-
ages with an extra fee. To your point, with the technology today,
with intelligent mail bar codes, we could actually deliver mail if a
customer asks, again, making sure that we would charge the
amount that would cover. So if a person absolutely needed delivery
on Saturday of their letter mail and newspapers, I am sure the
flexibility is there for us to work that out.

Mr. IssA. So as Senator Lieberman and others in the Senate are
reaching cloture on their bill and we are preparing for a date on
the floor, should we have a sensible manager’s amendment that
would include greater flexibility, or does the current bill give you
the flexibility you need for a modernized Saturday delivery, in ad-
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dition to what we all understand to be historic Saturday delivery
ceasing?

Mr. DONAHOE. I think any language that gives the Postal Service
more flexibility is good, because with all the financial issues that
we are facing, we could certainly use that flexibility for the cus-
tomers, and I think working with our unions we can get more flexi-
bility in the workforce to make sure that we can deliver that mail.

Mr. IssA. Well, thank you. I note an esteemed former chief staff
member here behind you. He knows how that should be written.
I also see Mr. Clay, Sr. He certainly knows how the Committee
works. I won’t name everybody, but we would look forward to that.
Obviously, it is probably on our side of the Capitol that we are
going to have to put additional language in. We would like to work
on making sure that language is flexible enough for your proactive
proposals, which I think are every bit as important as the cost-cut-
ting.

Mr. DONAHOE. Yes.

Mr. IssA. I thank the Chairman and yield back.

Mr. Ross. Thank you.

I now recognize the Ranking Member of the full Committee, the
gentleman from Maryland, Mr. Cummings, for five minutes.

Mr. CuMMINGS. Thank you very much, Mr. Chairman.

I want to go back a moment to some things Mr. Lynch was say-
ing. When you are talking about, and I agree with everything he
said and I agree with his skeptical comments, about this health
care plan, when you think about something like health care, it is
so very, very important and vital to people, particularly in today’s
world. Have you had a discussion with the unions about the pro-
posed health care plan?

Mr. DONAHOE. Yes. We have been talking with the unions and
the management associations for the better part of about three or
four months. What we have been trying to do is go through a proc-
ess so everyone understands what is being proposed. So we talked
about the original how we would set it up, the Medicare require-
ments. We have actually mocked up some proposals based on tak-
ing a set of private industry plans, averaging them together and
comparing some costs with what we have today, and we have dis-
cussed those.

Mr. CUMMINGS. So you are saying that they have had some input
into %our thinking and your planning there with regard to the pro-
gram?

Mr. DONAHOE. We have had discussions, but we have not come
to an agreement. To your point, this is probably the most critical
issue that people worry about, their health care, so we don’t want
to push them. We want to try to work through so that we under-
stand. We listen at the same time.

Mr. Lynch mentioned the question about the mail handlers. One
of the things that we have said to the unions is if you want to still
maintain your plan, because some of them have a number of people
and the rest of the Federal Government, we are fine with that.

Mr. CUMMINGS. One of the reasons why I mentioned unions is
because they have, in my estimation, bent over backwards and
have been very understanding, trying to work things out. It is just
incredible the lengths that they have gone to try to work things
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through and understanding that sacrifices have to be made, and I
would hate to see you coming up with these kinds of plans without
having some type of input, because you are going to have to come
back to them at some point anyway, and I think it is better to have
people onboard as you go along and they feel as if they have been
a part of the process, as opposed to going and trying to shove some-
thing down their throats.

Mr. DONAHOE. I agree 100 percent. We want to make sure we
work with the unions on this and also the communication of the
employees, and just as much so the communication with retirees,
because there is a lot of concern, there is a lot of fear of the un-
known out there, and it is just as important for us to listen to what
the recommendations are and build that into the plan.

Mr. CuMMINGS. Now, let me go back to revenue. Packages rose
some 8 percent?

Mr. DONAHOE. Priority mail, yes.

Mr. CUMMINGS. Priority mail. And why is that? Why do you
think that is? Because I think whenever we find a sweet spot we
need to kind of zero in on that to try to figure out how we increase
it. Go ahead.

Mr. DONAHOE. I agree 100 percent. Couple things on priority
mail. Number one, priority mail is an excellent value. That is the
flat rate box, if it fits, it ships.

Mr. CUMMINGS. Oh, yes, that commercial. I like that commercial.

Mr. DONAHOE. There you go. And returns the same thing. We
have really priced these well so that you have small users, small
business, home business, it is very easy for them and large busi-
nesses to use priority mail.

The other thing we have concentrated on this year is visibility,
so good scanning the whole way through. Our people have done a
tremendous job improving that, so I think that is where you are
seeing a lot of value and that is where you are seeing growth.

The other area that we have seen tremendous growth is that last
mile, parcel select, that our letter carriers and rural carriers de-
liver. That is growing at almost 15 percent a year. So we are very
excited about packages and that is why we would like to get a reso-
lution around some of these issues, so we can get back and focus
on growing advertising and marketing mail, packages, stabilizing
first class mail.

Mr. CUMMINGS. Now, you are familiar with the Senate bill, are
you not?

Mr. DONAHOE. Yes.

Mr. CUMMINGS. And what are your feelings about it? Any con-
cerns that you have? Because I think it is quite possible that may
very well be the vehicle that we may end up sort of using to try
to figure this out. That is my opinion, though.

Mr. DONAHOE. Sure.

Mr. CUMMINGS. Mine only.

Mr. DONAHOE. We think there are some very good points in the
Senate bill. We have had a number of discussions with Senators
Lieberman, Carper, Brown, and Collins. We think there are some
very good points in there. There are some suggestions we have
made. We have said to them the biggest concern is the length of
time. If we can move up some of the proposals to match up more
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with our plan, we will get back to a profitable nature quickly and
then be able to focus on growth.

Mr. CUMMINGS. One last question. There have been discussions
and you have said that maybe you would not have to close as many
as 250, 200 and some processing centers. Can you talk about that
for a moment, please?

Mr. DONAHOE. Sure. One of the questions that has come back
from the Senate has been, rather than moving to the full phase of
the network consolidation, is there a halfway point to keep more
overnight service for local businesses and customers, and we think
that there is an opportunity. We have done some studies around
there, and it would require us closing about half as many facilities
as we propose.

In order to stay true to the finances, we have pitched the idea
that we would like to raise the price of single piece first class even-
tually up to 50 cents. That is about a billion dollar tradeoff each
way; provide service, keep more of the network up, but we would
need the finances on the revenue side of the house to stay true to
the numbers.

Mr. CUMMINGS. Thank you, Mr. Chairman.

Mr. Ross. Thank you, Mr. Cummings.

I now recognize the Vice Chairman of the Subcommittee, the
gentleman from Michigan, Mr. Amash, for five minutes.

Mr. AMAsH. Thank you, Mr. Chairman, and thank you, Mr.
Donahoe. It is good to see you again.

Mr. DONAHOE. Good to see you.

Mr. AMmasH. I have a few questions. When was the last year the
Postal Service had a profit?

Mr. DONAHOE. I think we had a profit in 2006, maybe 2007. I
can’t be 100 percent sure, one of those two years.

Mr. AMASH. How much money did the Postal Service lose in the
first quarter of 2012?

Mr. DONAHOE. With our requirement to prefund, about $3.3 bil-
lion.

Mr. AMASH. And how much do you expect to lose for the entire
fiscal year?

Mr. DONAHOE. Depending on how we finish the year, probably in
the vicinity of about $14 billion. We are a little ahead of our reve-
nues right now and people have done a great job holding costs. The
prefunding for this year accounts for both this year and last, so
that is 11 billion of those dollars.

Mr. AMASH. Now, last year Congress acted at the last second to
give you some temporary relief from the prefunding. What does the
lack of certainty of whether or not you will have to make your pay-
ment each year do for your plan for profitability in your overall
business model?

Mr. DONAHOE. We have to get that resolved. That is what we are
proposing right now in terms of the health care proposals in the
overall plan. But I will tell you it is much larger than us. This is
an industry issue. To give you an example, if you are worried about
the Postal Service being able to deliver your bills and statements,
and you are worried about your cash flow as a large company, you
are going to start thinking about alternatives. The faster we get
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this resolved, the faster people don’t have to worry about alter-
natives to the mail.

Mr. AMASH. That goes nicely with my next question. In Novem-
ber 2011, you addressed the National Press Club and, according to
the transcript, you said, “You know that phrase speed kills? Well,
the lack of speed will kill the Postal Service. There is a stark
choice: a more flexible business model that allows us to control
costs quickly or very large losses that will ultimately burden the
taxpayer.”

If immediate action is needed to return the Postal Service to sol-
vency, why did it decide to self-impose a five-month moratorium on
closures and consolidations of its facilities?

Mr. DONAHOE. We were approached by members of the Senate
and they asked us, in order to keep some stability with the employ-
ees and the customers, if we would agree to wait to give them an
opportunity to get legislation out and over to the House, and get
the legislation through the House and up to the President for sig-
nature. I didn’t think that was an unreasonable ask.

As we work through these processes to consolidate facilities, it is
not going to happen all at once. The way we consolidate will be
done in a very thoughtful and careful method so we don’t disrupt
service. We are looking for the bottom line cost reductions, and we
will get those, but these consolidations will happen over the course
of the next year.
hMl;. AMASH. So you were supportive of the Senate’s request,
then?

Mr. DONAHOE. They asked me for that consolidation; I had no
issue with that.

Mr. AMAsH. Chairman Ross and Chairman Issa wrote a com-
prehensive Postal reform bill last year that was passed by this
Subcommittee and the full Oversight Committee. It is full of cost-
saving measures that will revitalize the Postal Service. What parts
of H.R. 2309 does the Postal Service support?

Mr. DONAHOE. We support the FERS refund; we support the abil-
ity to move and consolidate the network; we support the ability to
move to consolidate from six day to five day delivery. Practically
everything in the bill we are in support.

Mr. AMASH. In your written testimony you mentioned estab-
lishing a Postal Service-sponsored health care program represents
the largest part of the plan for profitability savings, accounting for
over $7 billion of annual savings. Does the Postal Service have the
resources to maintain its own health care plan?

Mr. DONAHOE. What we would do for a health care plan is what
any other company does; you go out into the free market, you bid
that, you find the best health care provider to act as pretty much
an overall health administration firm, say a Blue Cross or United
Healthcare.

We would also expect to use HMOs or other health care to fill
the gaps, because there are gaps out there, and that is the way
that we would manage it. We would go out through a regular com-
petitive request for proposal, and once we are able to secure the
health care, the provider would manage the plan for us.

Mr. AMASH. And how long do you think it would take to imple-
ment such a plan?
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Mr. DONAHOE. We have had some discussions with health care
companies to understand that, to actually test out our ideas and
see if they are sound. We would have to go through a request for
information, an RFI, to get more and then go out with an actual
bid. We think that we would be able to have a health care plan
ready by 2014.

Mr. AMAsH. All right. Thank you, Mr. Donahoe.

Mr. DONAHOE. Thank you.

Mr. Ross. Thank you, Mr. Amash.

I now recognize the gentlelady from the District of Columbia, Ms.
Norton, for five minutes. Good morning.

Ms. NORTON. Good morning, and thank you very much, Mr.
Chairman. This is an important hearing we are having.

First, Mr. Donahoe, I just want to congratulate you and your
union for what you have done so far. Never in the history of the
Federal Government has a Federal agency downsized, saved bil-
lions of dollars without a single layoff.

And I must say that that could never have been done if there
were not a union at a table. All hell would have broken loose if any
private corporation or if the Federal Government had tried to make
these billions of dollars in savings singlehandedly as a manage-
ment matter. I also note that the fact that the Postal Service is
doing better seems to me to be a sign of recovery. You are a virtual
barometer about the economy itself.

Now, if you look at the top line of what you are proposing, there
is a part of it that is counterintuitive because of the notion adopted
by every country in the world, that the larger the pool, the less the
cost of health care. That is what is before the Supreme Court now.
That is what every country in the world does, it creates the largest
pool it can. Every country in the world creates a pool of the nation
itself. That is what we are trying to do with the Affordable Health
Care Act.

Moreover, I am sympathetic to the Postal Service in this respect:
we ask you to do what we ask no Federal agency to do. It is mind-
boggling that what we do, including providing services, and yet we
want to treat you as a private corporation. We haven’t made up our
minds how to treat you.

So I look at what might motivate this new idea of yours and I
want to ask you, candidly, if you would have felt compelled to put
forward this proposal if the post retiree fund contribution the Post-
al Service must make today was eliminated or substantially re-
duced. If that were not the case, would you feel compelled to come
forward here today?

Mr. DONAHOE. One of the things, to your point, that we have
looked at over a number of years is to actually own our own insur-
ance plan, and your point of the size of the pool is critical. The size
of the pool for the Postal Service would be about one million par-
ticipants, retirees plus the

Ms. NORTON. Compared with how many in the FEHBP?

Mr. DONAHOE. Well, compared within the FEHBP it is a smaller
pool, but if you took that and you went out into the private market
and bid that, that would be the largest single health care group or
pool out there. And that is the exact thought behind what we have
been looking at.
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My feeling is that, not that we have any arguments with the
FEHBP, I am sure that everybody tries to do their best there, they
run a pool of 200-plus different plans, and there is no real way to
get out and compete to get the best price. And we have had compa-
nies come in to talk to us about how they are saving in health care
costs and providing better benefits through making the health care
companies go out and compete and provide better pharmaceutical
plans, et cetera, and we look at that and say, jeez, with a million
people we should be able to get some of those same benefits.

Ms. NORTON. So the post retiree contribution issue is not what
motivates the proposal?

Mr. DONAHOE. That is one of them. We have looked at this be-
forehand. However, with the retiree health benefit requirement,
having our own health insurance does give us the opportunity to
reduce those costs and manage Medicare at the same time. So what
we are doing is looking at a number of things.

There is a potential that, as we work through these changes, we
won’t be at the point where we are fully resolved with the health
care, and we will have to continue to work with the unionson that
which will be

Ms. NORTON. Mr. Donahoe, the first thing that any member of
Congress will think about when a new proposal of this kind comes
forward, and you have mentioned stakeholders, is what the OMB,
and you say this plan has been vetted, what the OMB, what the
OPM, what your own inspector general have said precisely about
this plan.

Mr. DONAHOE. Yes. We have asked them, to your point, please
look at that, shoot holes. Are we missing anything? So we have
asked the IG to audit it and they have, and they have told us it
looks good. We have been to the OPM; I have been there with Mr.
Barry on a couple of occasions and actually have sent a number of
our people back to look at it to make sure that any issues that were
not covered we thoroughly vetted.

I think to Mr. Lynch’s point and Mr. Cummings’ point, we need
to continue with that. We need to continue to examine

Ms. NORTON. And what about the OMB?

Mr. DONAHOE. We have talked to the OMB, but in terms of really
digging in, probably not to the same level. We have had discus-
sions

th. NORTON. Do you have anything in writing from those
three

Mr. DONAHOE. I have from my IG, and I have asked Mr. Barry
at the OPM to please provide back in writing what his thoughts
are.

Ms. NORTON. Mr. Chairman, could I ask that what Mr. Donahoe
has in writing from the OMB, the inspector general, and who else
did you say?

Mr. DONAHOE. We have to get something back from the OMB.
We have asked——

Ms. NORTON. The other two you have something in writing?
Could you submit that to the Chairman so it can be

Mr. Ross. Without objection.

Mr. DONAHOE. Absolutely.

Ms. NORTON. Thank you very much, Mr. Chairman.
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Mr. Ross. Thank you.

We now recognize the gentleman from Illinois, Mr. Davis, for five
minutes.

Mr. Davis. Thank you very much, Mr. Chairman.

Thank you, Mr. Donahoe. I want to go back a little bit to the
number of mail processing plants that we might be arriving at in
terms of closure. I think some rethinking has been done from what
was initially indicated.

Mr. DONAHOE. Yes.

Mr. DAvis. Where are we now in terms of that?

Mr. DONAHOE. The original proposal was to move from approxi-
mately 487 down to around 200. We came back after we did our
studies and proposed that we would go from 487 down to about
232.

Mr. DAvis. Could I ask that, in light of the potential job impact
and the uncertainties in the minds of individuals who would be af-
fected greatly in terms of where they might end up working or hav-
ing the opportunity to work, do we expect to have that maybe close
to finalization by the 15th of May? That is a date that we have
been talking about some things happening.

Mr. DONAHOE. We have been working through that with our em-
ployees. One of the things that we have continued to do, even
though we have held the date for closings until after May 15th,
was to continue to work with customers and employees. So we
would know by then which employees would be affected.

What we are trying to do is go person by person, that is how im-
portant this is, so we can sit down with an employee and have a
discussion if they want to retire, if they want to take a different
job, if they want to do something different in their career, because
as we have reduced headcount in the organization, we have always
been very conscious to try to do the right thing as a responsible
employer.

Mr. DAvis. Do we have any round numbers in terms of how
much we are likely or would like to be able to save as a result of
this process?

Mr. DONAHOE. We think that the network reductions as proposed
right now would save us about $2.5 billion. We also have actually
taken about $400 million in revenue off of there based on feedback
EV(IEI have gotten from our customers. So the net would be about $2.1

illion.

Mr. Davis. Then let me shift over a little bit back to the line of
questioning from Representative Norton. Did I glean that we are
very comfortable from the responses that we have gotten from the
stakeholders who vetted the proposed system that the Postal Serv-
ice would run itself, in terms of health benefits and——

Mr. DONAHOE. I think comfort would probably not be the right
word. I think that our feeling is, with our work with our IG, we
have asked them, as we have gone along, make sure we are doing
this the right way. We don’t want to put something out that is in-
correct. So we have kept them abreast.

The OPM, we are waiting back for answers in writing from them.
We have been working with them and asking them again, as we
make these proposals, does it make sense? What we are saying, is
this legal? Does this make sense from a health care perspective.
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I think any time you get into a big change like this, there is no
real comfort level, it is just trying to reassure and ask the ques-
tions to make sure we are doing this the right way.

Mr. DAvis. Let me ask what are we getting back from the unions
as we interact with them around this proposed change?

Mr. DONAHOE. I think that the unions, as we have worked to
communicate and explain what we are thinking, there have been
a number of questions come back. From some of the unions they
have said, jeez, you know, we have our own health care plan; what
would happen with that? And that is something that has to be re-
solved. Of course, some of the other concerns have been what hap-
pens in the long-run if there is any problem with the Postal Service
from a financial perspective.

Our proposal also includes putting together a trustee group like
representatives of the unions, as well as management, and a third
party like the Treasury or the OPM, somebody else in there that
could oversee and make sure that all decisions were proper deci-
sions going forward. And this has come about through all the dis-
cussions and looking at how other people have gone through those
processes. But to your point, we have to be very careful and make
sure everybody knows exactly what is on the table and what is
being proposed.

Mr. Davis. Have you looked at or explored or thought about a
Postal only plan within the Federal Employees Health Benefits
Program?

Mr. DONAHOE. We have talked to the OPM about that and that
is something we have said to them if you could come back to us
and say how, managed within there, we could get the same bene-
fits, the same savings and flexibility, we would certainly be open
to something like that.

Mr. DAvis. So we still have a number of options open relative to
how we close the loop on providing these benefits.

Mr. DONAHOE. Yes.

Mr. Davis. Thank you very much.

And thank you, Mr. Chairman.

Mr. Ross. Thank you, Mr. Davis.

For those who want to hang around, I would like to do another
round with you.

Specifically, I want to recognize myself for five minutes, but also
ask you about rates. You have talked about increasing postal rates
from 44 cents to 50 cents. My concern is even though I was a law-
yer by trade, I had an undergraduate degree in business, and some
of the business models we would deal with when I was in school
would be that if nobody is buying your product, one of the last
things you do is raise your rates. And my concern here is that the
assumptions upon which you are basing your increase in revenues
with an increase in rates, does that take into the cause and effect
a declining user base of first class postage?

Mr. DONAHOE. This would be the way we would approach this:
our prices are broken out right now competitive and market domi-
nant.

Mr. Ross. Right.

Mr. DONAHOE. For the most part, we would follow the pricing
scheme that we have now with the CPI cap on all of our market-
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dominant products. The only portion of mail that we would look at
to increase the price would be specifically the single piece, the blue
mailbox mail that you or I might use to send a card or mail a bill
in. That is a volume that has continued to shrink.

Mr. Ross. Right.

Mr. DONAHOE. And as that has shrunk, that has generated the
recommendations of shrinking our network down. Now, there have
been some suggestions that have been made to slow the shrinking
down to some extent over the course of the next couple years, not
be as drastic, and our approach to that has been if that is an op-
tion, if that is the will of the Congress, if that is where people want
to go, that we would propose to increase just that single piece
i%’camp rate to make up the difference of the savings that we would

ose.

Mr. Ross. But wouldn’t logic and reason and, quite frankly, laws
of economics dictate, then, that you might actually have an even
further decline in revenues because of a lack of buyers, if you will?

Mr. DONAHOE. That revenue is going, whether we like it or not,
because of electronic diversion. It is kind of an interesting situation
because the revenue of single piece is going away and we project
it to continue to drop based on bill payment online and electronic
diversion. But there are other portions of that mail that are very
inelastic. So we have looked at

Mr. Ross. Inelastic. Even if you went from six to five days it
would still be inelastic?

Mr. DONAHOE. Yes, because it is convenient. Even today with
Forever stamps, you can buy a book of Forever stamps and pay 45
cents apiece and use those five years from now when the postage
rate might be 50 cents. So it is a good deal for people.

Mr. Ross. Real quickly on your charts there, because I want to
go to the second part there, operational initiatives. It looks as
though you have formulated a $9 billion savings with those three
particular areas. Could you identify those? You are talking about
the reduction there, I guess, in the network and sortation and
transportation?

Mr. DONAHOE. Right.

Mr. Ross. If you could go over each one of those three in the mid-
dle part there.

Mr. DONAHOE. Sure. Here?

Mr. Ross. Right there, yes, sir.

Mr. DONAHOE. Okay. What we have laid out here are three basic
approaches. We have legislative initiatives, that is the prefunding
result in five day. That is worth about $8.5 billion. The network
itself, that is the facilities, retail, post offices, and then our delivery
routes. We think there is about $9 billion worth of savings there.
And then the final is compensation and benefits. That is health
care savings plus more flexibility with the union contracts.

Mr. Ross. And specifically on the middle part there, when you
say the savings in network, that is through consolidation, correct?

Mr. DONAHOE. That is consolidation of——

Mr. Ross. How would that affect the geographic delivery of mail,
if any, when those changes are made?

Mr. DoNAHOE. What we are proposing is changing service stand-
ards today from one, two, and three days, to two and three days.
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What that would allow us to do is to consolidate substantially into
the smaller number of plants, going from 487 down to the 232 we
proposed. What that allows you to do is to use those buildings for
20 hours a day, versus the 8 to 9 hours a day that we use now and
save substantial amount of money; a lot of overhead, a lot of main-
t}elnance costs. That is the area that we would be able to get
this

Mr. Ross. And the retail would be the consolidation or closure?

Mr. DONAHOE. The retail would be the consolidation and/or
change in the cost of post offices.

Mr. Ross. So you are talking about village post offices, that con-
cept?

Mr. DONAHOE. We have four proposals right now that we think
are very viable for post offices. One is to consolidate small ones into
larger ones. And, again, we want to be very careful with the cus-
tomers. That is only a mile or two. We are not proposing for people
to have to drive 25 miles. Second is some type of a contract unit
available at a local store that is open 7 days a week.

Another is to serve people off of the rural routes, and we have
had people actually ask us, as we have had these 3700 community
meetings, to move to rural delivery. But another solution is to
match up the cost of the office with the revenue we bring in.

Mr. Ross. Right.

Mr. DONAHOE. What we face right now is we have thousands of
offices that cost us, on average, $70,000 to operate and bring in
somewhere between $15,000 and $20,000. We think that there is
a happy medium there. We are working with our postmaster asso-
ciations. We will also go back to the community to work on this,
too. Keep the flag flying, but we will be able to do it

Mr. Ross. And one last one—I am out of time—on the delivery.
Are you going, then, from door to curb, is that——

Mr. DONAHOE. No, that does not include door to curb, that is im-
provements in what we call flat sequencing and also in the way
that we have the route structured. That is something that we are
working with the

Mr. Ross. So this doesn’t include door to curb.

Mr. DONAHOE. No.

Mr. Ross. And what is that estimated as annual savings?

Mr. DONAHOE. Door to curb varies. There are savings and there
is also investment, and I would be more than happy to give you a
paper on that. We have done a lot of research on that. That is also
something, I will tell you, of all the research that we have done
from a customer satisfaction standpoint, that is the one thing that
customers don’t want changed; they don’t want their mailbox
changed. So we did not include that in there.

Mr. Ross. But isn’t it true that only about 25 percent of Postal
customers really get door-to-door anymore?

Mr. DONAHOE. It is about 30 million people.

Mr. Ross. Okay.

Mr. DONAHOE. So we want to be sure we don’t have 30 million
people really mad at us.

Mr. Ross. And I will follow up with you on that. Thank you very
much. My time has expired.

Mr. DONAHOE. All right.




37

Mr. Ross. I now recognize the Ranking Member, Mr. Lynch from
Massachusetts, for five minutes.

Mr. LYNCH. Thank you, Mr. Chairman.

Postmaster General, in your proposal here, as Chairman Issa
identified, there is a cost shift over to Medicare. How do you pro-
pose to do that in terms of just mechanically? Are you going to tell
your Postal employees, okay, now it is mandatory? Are you going
to ask Congress for the power to say to you that you can tell your
Postal employees the first dollar has got to be from Medicare, you
have to go to that first? Or are you going to have some type of op-
tion to have people go, or how is that going to work?

Mr. DoNAHOE. We would prefer the mandatory requirement for
Medicare. We are the second largest payer into Medicare, the Post-
al Service is, and we feel it balances the playing field with every-
body else that uses Medicare. So we would ask to require Medicare
A, B, and D, and that we would provide, as part of the health care
proposal, a very good value, low-cost option to provide Medicare
wraparound for B when our retirees sign up for that.

Mr. LyncH. Okay, here is my problem. Right now on the Medi-
care side I am seeing a lot of docs refusing Medicare. So let’s just
say I have a Postal employee wants to go to that doc, now you it
is mandatory that they go Medicare.

Mr. DONAHOE. Yes.

Mr. LyYNCH. Their doc doesn’t accept Medicare because reim-
bursement rates are pathetically low. So under your plan my per-
son couldn’t go to their doctor, right, they would have to go to some
other doctor that accepts Medicare?

Mr. DONAHOE. I don’t know the answer. That is something I
would have to get back to you on. I am not sure how that works.
With the wraparound, I don’t know the answer to that on Medicare
A and B, that if a person could actually choose to use that wrap-
around to cover some of that. I will have to get back to you on that.

Mr. LyncH. Okay. Well, that is an important question because,
ideally, I would like the opportunity, if you are going to require a
person, in the first instance, to go Medicare, if their doctor, their
existing doctor, current doctor does not accept Medicare, I would
like there to be some other option. They have gone first, if it is re-
jected, then they can still go to the same doctor. There is this prom-
ise out there with the Affordable Care Act that everyone would still
be able to go to their own doctor.

Mr. DONAHOE. Right.

Mr. LYyNcH. That is not necessarily what is going on right now.
And as this folds out over the coming years, I am concerned about
even people being able to go to their own hospital.

Mr. DONAHOE. Yes.

Mr. LYNCH. Because I am seeing some hospitals are getting very
shaky, so they may not be in existence. So I am concerned about
that.

The number you have up there for five day delivery shows a sav-
ings of $2.7 billion.

Mr. DONAHOE. Yes.

Mr. LYNCH. We have had some analysis on this that shows it to
be half of that.

Mr. DONAHOE. Yes.
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Mr. LyNcH. Does this properly account for the fact, if you are not
delivering on Saturday, and most people talk about the five day,
eliminating Saturday, do you factor in the drop-off in volume? Be-
cause if I am mailing an important package on Thursday and I
know it is not going to get there Friday because we have lower de-
livery standards, and it is not going to get there Saturday because
the post office is closed, and it is not going to get there on Sunday
because the post office is closed, and God forbid Monday is a holi-
day, there is going to be a drop-off in volume there. Have you
factored that in fully because of the fact that you are not working
Saturday?

Mr. DONAHOE. We did market research on that and I will tell
you, off the top of my head, I can’t remember the exact number,
but I can give you that number. We have done some market re-
search and that is why we picked Saturday, because it was by far
the lowest volume day.

One of the proposals that we also have working through the Sat-
urday delivery, to your point, is on non-widely observed holidays
that fall now on Monday, we would deliver on Saturday. That is
part of our proposal. So that closes that loop.

Mr. LyNcH. Okay, I only have about 30 seconds here, so let me
just squeeze in this last one. I had an opportunity to meet with the
folks from Pitney Bowes, and they are running a program in Den-
mark where they have a virtual mailbox now. So on your iPad or
on your computer at home or on your laptop you can pull up a vir-
tual mailbox, and what they do there is, as the mail comes into the
processing center, it takes a picture of your mail. What you can do
is you can click on the mail you want delivered and you can click
off on the mail you don’t want delivered. So it eliminates what
some people call junk mail. We call it direct mail. I understand it.
We call it jobs, right.

Now, that technology, are you looking at anything like that,
where folks could use this virtual mailbox to click off on mail?
Look, I have two girls at home; I get a ton of this stuff. They prob-
ably like to get it, but I sure don’t. I am just thinking about looking
down the road. Have we factored that in here? If they are doing
it in Denmark now, number one, are we looking at that and have
we factored that in? What is our plan?

Mr. DoONAHOE. Well, I want to make sure your daughters get
their mail, because then they will buy something and we will de-
liver it.

[Laughter.]

Mr. LYNCH. I bet you do. You are saving me money.

Mr. DONAHOE. We are. Right now we are looking at digital. In
fact, we are in the process of establishing a group to take the lead
on that, and we think there are big opportunities in the digital
world from a digital transmission because we provide the safety
and security of first class mail. We think that there are some op-
portunities to transition that into the digital world. But we also
think that there are plenty of opportunities to grow revenue within
the current products that we have now, employing some of those
same technologies. So plenty to report out on that and we would
like the opportunity to cover more of these digital areas.
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The one thing that we will need from a legislative standpoint is
just some clarity around the fact that we can get into those areas.
That is part of the non-Postal we are looking for.

Mr. LyncH. Okay. Just one yes or no question. I am abusing my
time, I understand that, and I appreciate your patience with me.
Have you been talking with Kevin Tally from the Rural Carriers
and Jennifer Walburton from the National Association of Letter
Carriers on this five day thing and where the numbers might be
on this?

Mr. DONAHOE. I talked to Fred Rolando and to Jeanette. I don’t
know the other people.

Mr. LYNCcH. Okay. All right, thank you.

Mr. DONAHOE. Thank you.

Mr. Ross. Thank you, Mr. Lynch.

We now recognize the Ranking Member from the full Committee,
Mr. Cummings from Maryland, for five minutes.

Mr. CUMMINGS. Mr. Donahoe, what went into the development of
this plan? How did you come about it? You are dealing with some
pretty exact numbers and projections, and I am just wondering,
trying to get to the integrity of the plan.

Mr. DONAHOE. Sure. Here is how we approached this. To Mr.
Darton’s point earlier, facing the problems that we face with the
retiree health benefit payment, rather than throwing our hands up
and saying we can’t do anything about it, we started to look at
what actually made up the requirements of that retiree health ben-
efit, and there were a number of things that came up. Number one
was the requirements for health care for employees who weren’t in
the Medicare plan. There were some accounting issues and, of
course, the cost of FEHBP plans that don’t give you the value of
the wraparound. So we have historically looked at having our own
health care plan.

This goes back, I think we made some original studies right after
the 2000-2001 time frame. So we went back and sat down with a
couple of groups, Ayon Corporation and the Hay Group, two outside
firms who are expert in this area, and we actually assembled a
health care plan based on what we thought one would look like in
the size and scope of an organization the size of the Postal Service.
We designed it based on what other companies are doing today,
looking for a number of value levels plus a number of different
groups, the single payer, single plus one, family. The other thing
we did was made sure that we had pharmaceutical coverage in that
too.

So we sat down and pretty much built a health care proposal
based off of all this information, and that is where we are right
now. Taking that, then, and then comparing that to what we spend
currently in FEHBP and the same way what we are doing in terms
of Medicare today, and that is where we have arrived at the point
where we are today. So we have done a lot of studies on this.

To the point we made before, we have talked to the OPM, the
OMB, we have had our IG, we have had people come in from the
outside, all the big health care providers, not on RFIs, but for dis-
cussion to understand how we can manage health care, how you
can manage pharmaceuticals. A lot of work has been done.
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Mr. CUMMINGS. And would the employee have to give up any-
thing if going into your program?

Mr. DONAHOE. I can provide you all the detail. We have gone
through and stratified every plan that every employee is in. I
would say, for the most part, probably 95 percent of our employees
would benefit from a better plan at a better cost. There are people
who choose some very, very low value plans. They would probably
have to pay a little bit more. But I can provide you all that data.

Mr. CUMMINGS. And I take it that when you have a plan where
you have the four categories, I think it is four?

Mr. DONAHOE. Yes.

Mr. CUMMINGS. As opposed to two?

Mr. DONAHOE. Yes.

Mr. CUMMINGS. That allows for more precise measurement as to
what it would cost the insurance company, is that right?

Mr. DONAHOE. Yes.

Mr. CUMMINGS. And therefore, hopefully, tailoring of the pre-
mium too.

Mr. DONAHOE. It gives you a better choice in terms of what you
actually offer, and I will get you this information too, but I think
that it actually ends up costing us a little bit more to give that ac-
tual flexibility. But I can provide you with that information. We
think it is fair that a person shouldn’t have to buy family if there
is only two of them.

Mr. CUMMINGS. Sure.

Mr. DONAHOE. But I think that, as you shake all the numbers
out, that is something that would fall back as more expensive for
the Postal Service, but it is fair for the employees.

Mr. CUMMINGS. Now, someone asked you, I think it may have
been the Chairman of the Subcommittee, asked you whether you
were comfortable with the House bill, the one that we have devel-
oped so far, and you said just about everything.

Mr. DONAHOE. Yes.

Mr. CUMMINGS. Are you comfortable with the control board type
system that is in there?

Mr. DONAHOE. That is the one area that I will tell you that I am
not very comfortable with, and it is kind of a philosophical thing.
I felt very strongly about the fact that, as a group of stakeholders,
being the unions and the mailers, we should be able to figure out
how to get these issues resolved working with Congress, working
with the Administration, getting the right laws passed so that we
don’t have to go to a control board type of environment. What we
have proposed in this plan, if we can get that through and every-
body have a little bit of skin in the game, we can get the Postal
Service back on good firm financial footing, clear that issue up with
the mailers that were “going out of business,” and really be strong
for the next decades to come.

Mr. CUMMINGS. Thank you, Mr. Chairman.

Mr. Ross. Thank you, Mr. Cummings.

We now recognize the Vice Chairman of the Subcommittee, the
gentleman from Michigan, Mr. Amash, for five minutes.

Mr. AMmAsH. Thank you, Mr. Chairman, and thanks again, Mr.
Donahoe.
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In a March 2010 USPS action plan, USPS stated diversification
to non-Postal activities, such as logistics, banking, and consumer
goods, would not be viable due to high operating costs and rel-
atively light customer traffic in post offices. Is this still your opin-
ion?

Mr. DONAHOE. Yes.

Mr. AMASH. And could you elaborate on that?

Mr. DONAHOE. Here is the thing. The way we look at it is this.
The Postal Service has a tremendously strong core business and we
think that, looking out to the future, commercial first class mail,
advertising mail, and packages provides us big opportunities to
grow the business itself, as well make some additional money on
new services. So our focus should be on being the best at what we
do the best right now.

When you look at things like banking, there are banks on every
corner. When you look at cell phones, AT&T is trying to merge
with T Mobile because they can’t make any money independently.
Even if you study what the foreign posts do, if you look at what
Germany does today, Germany makes their profits off of the mail.
Of course, they charge 85 cents for a stamp to deliver the size of
a territory like Ohio and Pennsylvania, but they don’t make money
on logistics. And it would be foolish for us, especially in a situation
we are, to take our eye off the ball and get into something we are
not good at.

Mr. AMASH. I have a slide up here which I think really empha-
sizes this point. This is from 2009. It shows a $7.8 billion shortfall.
In order to make up that sort of shortfall, you need to run revenues
of almost $150 billion. And to show you how big a deal that is, that
would equate to creating 13 Fortune 500 companies, it would be
more than twice the combined revenue of FedEx and UPS, it would
be equal to capturing 5 percent market share of the total U.S. sav-
ings market, and it would be equivalent to building an e-commerce
business eight times the size of Amazon.com. Do you have any com-
ments on this?

Mr. DoONAHOE. Well, I agree with that. It is better for the Postal
Service to focus on the core mission. We have people that do an ex-
cellent job every day out there. We have the best network in the
world, the house-to-house, business-to-business network. And with
the growth in e-commerce that we can see coming up, we think
there are definitely opportunities for us to grow that business.

Mr. AMASH. Thank you. I have a few questions about the health
care plan.

Mr. DONAHOE. Sure.

Mr. AMASH. Currently, the taxpayer provides a backstop for Post-
al employees retiree health care benefits. Would you expect the
backstop to continue if USPS leaves FEHBP?

Mr. DONAHOE. Backstop meaning that if we left FEHBP and the
Postal Service was out of business, that there would be no

Mr. AMASH. If you were running the plan yourself.

Mr. DONAHOE. Right. Here is the way we look at it. First of all,
by implementing a plan like we are projecting now, we do not plan
on going out of business. We plan on getting stronger and being
strong out into the future. That is the goal right there.
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Secondly, by working through how we actually set up the health
care plan and how we manage the retirees and how we manage the
prefunding money that is already in there, $45 billion, we think
that will be enough to cover retiree health care benefits going out
to the future. The key critical thing for us, though, is, again, a
good, viable, financially strong Postal Service going out into the fu-
ture.

Mr. AmasH. And would the premiums and benefits of a USPS-
run health care plan be subject to collective bargaining?

Mr. DONAHOE. They could be. We have not really spent a lot of
time on that, but it would be an area that would be open for collec-
tive bargaining. That is pretty much the way that the rest of Amer-
ican business does it today. Currently, the legislative issues cover
retiree benefits and the retirement portion of the FEHBP. I think
many years ago there was actually some collective bargaining done
£Q‘Lround benefits and, of course, we consider that going out to the
uture.

Mr. AMASH. And how would USPS prefer to have its separate
health plan funded?

Mr. DONAHOE. We would fund it just like we do now. It is part
of the business of running the organization. There is no govern-
ment money coming our way. We want to be self-sufficient, like I
said in my opening statement, and that is exactly how we would
fund this.

Mr. AMASH. And would you immediately want to draw on the
current Retiree Health Benefits Fund managed by OPM?

Mr. DONAHOE. There are a couple different options on that. We
would have to sit down and walk through those with you. I think
that as you go out there will be a need to start to use those funds,
probably three or four years from now, but I don’t know that we
would be doing anything in the next couple years. But I would like
to sit down with you. We have some people that know that stuff
a lot better than me. I would be more than happy to cover that.

Mr. AMASH. Thanks for your time. I yield back.

Mr. DONAHOE. Thank you.

Mr. Ross. Thank you, Mr. Amash.

We now recognize the gentlelady from the District of Columbia,
Ms. Norton, for five minutes.

Ms. NorTON. Thank you, Mr. Chairman.

I have two questions I want to get in in my five minutes.

Mr. Donahoe, are you aware of the experience of agencies that
have done exactly what you propose to do, like the FDIC have tried
to do their own health care plan, only to come right back a couple
years later?

Mr. DONAHOE. I am familiar with it. I understand that some of
t}ﬁose changes were due to accounting changes the FDIC decided
they:

Ms. NORTON. What do you mean by that?

Mr. DONAHOE. The prefunding requirements. From what I under-
stand, when the FDIC moved off to have their own health care
plan, once they were faced with law changes that required
prefunding, they chose to move back with the FEHBP.

Ms. NORTON. Because the Federal Government required
prefunding in their plan.
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Mr. DONAHOE. Yes. And it was smarter for them to move back
in.

Ms. NORTON. They didn’t have prefunding before.

Mr. DONAHOE. I know.

Ms. NORTON. Because they were a Federal agency and these Fed-
eral agencies don’t have to prefund, which, of course, goes back to
my original question to you, would you be here if you did not have
that requirement. And, Mr. Donahoe, I am not quite sure you
would. There is every private employer who moves first to insur-
ance because we are the only country where employers pay for in-
surance and that, of course, is the biggest part of what they have
to take care of, even with the tax issue for them, which you don’t
even have.

Mr. DONAHOE. Yes.

Ms. NORTON. Let me ask you a question. I think the record
would benefit from knowing how you are proceeding on the clos-
ings. We had a number of closings here, then some of them were
taken off apparently by the Postal Service. How do you decide what
post offices will be closed? I recognize they have been suspended
after the Senate intervened, but I assume they are going to re-
sume.

Mr. DONAHOE. Here is the way we would approach that. Post of-
fices and stations and branches in, say, a city like Washington, we
think there are a number of options. Number one, consolidation,
which we are doing in some cases. Where we just don’t have the
foot traffic in a place, we would consolidate one into the other,
maintain the zip code so customers would have no ill effects of
changing an address.

In the rural areas we are looking to do some contracting with
local stores that are open 24/7. In many cases our contract with
them keeps the lights on in a place like that, and it is also conven-
ient for customers. One of the other considerations in rural areas
is what is called extension of rural delivery so that we deliver to
? person’s house, rather than having them to come to the post of-
ice.

But I think the key thing going forward, and this is something
we have been working with our Postmaster Associations on, and
that is being able to provide a better match up of costs and reve-
nues for small post offices going forward. Maybe instead of opening
for eight hours a day, we would be open for six hours a day. That
matches the revenues up with the costs and it allows us to keep
the lights on, the flag up there for customers to have access to the
Postal Service.

Ms. NORTON. Shorter hours?

Mr. DONAHOE. In some cases, yes.

Ms. NORTON. Well, actually, your notion of partnering with a
commercial establishment was part of an amendment I introduced.
I couldn’t imagine why this wouldn’t have passed; it would help the
private sector, it would help the Postal Service. But, believe it or
not, that amendment did not pass, and it shows we are not looking
always for win-wins.

But I have to tell you, in my own district, I got some information
back that intrigued me that said that at a post office that was due
to be shut, perhaps because of your other troubles, there was only
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one Postal clerk there. This was a neighborhood which people re-
gard as very busy, very much in need of postal service. People
would walk in and they would see these humongous lines with only
one little person there, and they would just walk out again. So that
is why I need to know what are your criteria when your own
downsizing may have been inadvertently chasing people away from
the Postal Service.

Mr. DONAHOE. That is a concern. One of the things that we pride
ourselves on is customer service, and long lines is something we
want to avoid. Years ago, when I worked in Washington, D.C., that
was one of my major impetus, was to work better with customers,
make sure that we provide a great service. Offline you can tell me
what office that was, and I will make sure that we take care of
that. But one of the things we are looking at is making sure that
not only we have access to post offices, we are looking at putting
more self-service in so the people have the opportunity to either go
to the line or

Ms. NORTON. How much are you going to save if you were to
close every post office that is on your list? And I recognize that
there is an appeal process. So if you are going to have savings, that
appeal process is going to continue operative, isn’t it? And if so,
what would be the savings in the end, assuming that you prevailed
in every appeal?

Mr. DONAHOE. We think that as we balance up the hours and the
revenues, we will probably save about half a billion dollars, and
that is keeping the majority of places open, it is just trying to make
sure that we have the right number of resources there with the
revenue that comes in the door.

Ms. NORTON. Thank you, Mr. Chairman.

Mr. Ross. Thank you.

We now recognize the gentleman from Illinois, Mr. Davis, for five
minutes.

Mr. Davis. Thank you very much, Mr. Chairman.

Mr. Donahoe, as we experience this era of declining mail volume,
do you think that the current cap is reflective of your actual cost,
or should maybe the PRC look at possibly reconfiguring the cap?

Mr. DONAHOE. Well, the cap, there is a good side and a bad side
for the cap. The cap, from a Postal Service perspective, puts some
discipline into the costs of the system and makes us work hard to
stay efficient, which is a good thing. From a customer perspective,
it provides a lot of predictability, which is a very good thing and
helps us keep people in the mail.

To the discussion that we had earlier, we think that there is
some ability for the Postal Service to raise single piece mail prices
over the course of the next couple of years. Right now, by law, sin-
gle piece and commercial mail is linked. We would like, by law,
that to be changed and have some flexibility. The fact that we have
Forever stamps out there, customers can buy them and use them
forever, that gives them a little bit of a discount that way. But it
would certainly help us generate a little bit of money with what we
think even 45 cents is a pretty good bargain.

Mr. Davis. In his last round of questioning, Chairman Ross
raised the issue of rates. Let me ask what do you see or what do
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you think might be in store for nonprofit or not-for-profit mailers
under the proposals that we are looking at?

Mr. DONAHOE. The nonprofit revenues continue, from a stand-
point of volume, continue to be strong in the organization. We have
not come out, from a Postal Service perspective, and asked to
change that. I know there has been some discussion about increas-
ing the not-for-profit rates. Those people depend on the mail. They
will tell you that even though they advertise a lot online, I don’t
think they get many donations online. The majority of the dona-
tions that come in to the not-for-profit come through the mail, and
the good thing about those, a lot of those donations are mailed back
with a 45 cent stamp, which is good for us.

Mr. DaAvis. I have no further questions. Thank you very much,
Mr. Chairman.

Mr. Ross. Thank you, Mr. Davis.

Mr. Donahoe, I appreciate your being here today. I am looking
forward to continuing to work with my colleagues on both sides of
the aisle and with you in making sure we do what is necessary to
preserve this age-old institution, and make sure it is run efficiently
and effectively. Thank you for time. That will conclude this first
panel.

Mr. DONAHOE. Thank you.

Mr. Ross. We will now take a few minutes and get ready for our
second panel, Mr. Francis.

[Pause.]

Mr. Ross. I will now reconvene the Subcommittee on Federal
Workforce, U.S. Postal Service and Labor Policy, and welcome our
next panel, our witness, Mr. Walton Francis, who is an author and
a health care expert.

Mr. Francis, it is customary for those who testify before the
Oversight Committee and its subcommittees that they be sworn in
under oath, so if you wouldn’t mind stand and raise your right
hand.

Do you solemnly swear or affirm that the testimony you are
about to give this Committee will be the truth, the whole truth,
and nothing but the truth?

[Witness responds in the affirmative.]

Mr. Ross. Thank you.

Let the record reflect that the witness answered in the affirma-
tive.

Please be seated. We do have your opening statement by way of
a written testimony before us, but please, I would like now to rec-
ognize you for five minutes for an opening statement.

STATEMENT OF WALTON FRANCIS, AUTHOR AND FEDERAL
HEALTH CARE EXPERT

Mr. FRANCIS. Thank you, Mr. Chairman, members of the Com-
mittee. I am going to just try to summarize very briefly.

First, the proposal before you is essentially a proposal to dis-
mantle the Federal Employees Health Benefits Program. That pro-
gram covers 8 million people. Probably half the plans in that pro-
gram will be forced out effectively. All the people in all those plans
will be forced to move to new plans. A lot of these people are elder-
ly, don’t want any change. They are going to be faced with massive
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change. And all that proposal is unnecessary, which I will explain
in a second. So that is the issue before you.

Let me just say, first, I happen to agree strongly with virtually
the entire Postal plan that I heard described by the Postmaster
General, and I cannot urge on you too strongly that it is incumbent
on the Congress to fix the flawed legislation which the Postal Serv-
ice now works and give it a chance to solve its problems. This part
of it, however, isn’t part of the solution, it is part of the problem.

Second general point, the FEHBP model, multiple plans com-
peting for consumer business, is a widely adopted and copied
model, and has been the winning model in the Congress of the
United States and with the last two or three administrations for
very good reasons, and I won’t go through the whole list. The
Breaux-Thomas proposal was to copy the FEHBP for Medicare. The
Medicare Advantage program and the Part D programs, when en-
acted, were explicitly modeled after the FEHBP, with improve-
ments, Okay? But that was the model. And both have been hugely
successful.

The original Paul Ryan proposal, Ryan-Rivlin, Rivlin-Domeneci,
Ryan-Wyden, which I think is maybe the best of that group. Just
the budget resolution that the House passed a few days ago, the
Medicare part of that is modeled on the FEHBP.

The Obama Administration’s health reform, whichever side of
that issue you are on, the State exchanges where multiple plans
compete for people is modeled on the FEHBP.

Now let’s talk about the prefunding issue. There is a reality here.
The prefunding is not going to be paid, ever. The $5.4 billion is
toast. It may be carried on the books as a debt owed the U.S. Gov-
ernment; it may be written away by legislation you pass. I don’t
know how it is going to be solved. The only thing I am sure of is
it is not going to be paid.

So now the question is why are we going to destroy the FEHBP
to create what amounts to a fig leaf for not paying the $5.4 billion?
I just find that Kafkaesque. It is driven in part by the budget rules
that control you to some degree in how you account for things, but
that is the reality. And a part of that reality is the money in the
trust fund, okay, actually, every trust fund, Social Security trust
fund, but the prefunding retirement thing, that trust fund is a
paper fiction, it is an accounting exercise. Any money spent out of
that fund will actually be spent by taxing the American public or
borrowing money to be paid by our children some years hence
through taxes. The money is taxed, it is not there. Remember the
Clinton Administration, all the lockbox talk about Social Security?
That was essentially a debate over this same issue.

I will stop there, but merits of the proposal. I have to tell you
I have read one of the consultant reports that the Postal Service
got and I have read several of their own reports. They are full of
errors, false assumptions, misstatements, and so on. I won’t go
through all the examples, but I have one simple one. They are talk-
ing about saving money on prescription drugs because they are
going to operate a single plan that is going to enroll 2 million peo-
ple. Well, the FEHBP has a single plan that enrolls 5 million peo-
ple, it is called Blue Cross. Funny thing. How are they going to
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save more money covering 2 million people than we can save cov-
ering 5 million people? It is unreal, okay? It is made up.

They have never recognized, but I have given you in my testi-
mony details, on it is going to cost at least half a billion dollars be-
cause the Postal employees are subsidized by the GS and other
non-Postal employees who are much younger, on average, and
healthier, and it is all one pool. So there is a half billion dollar-
plus subsidy every year going into the Postal Service. Okay, they
pull out, they are going to have to spend an extra half billion just
to maintain existing benefits and premiums. They start a half bil-
lion a year behind.

The other point I want to emphasize is a lot of what is going on
here is shifting costs from FEHBP to Medicare. That is not real
savings, that is moving it from one pot to another. And when you
get some real analysis from CBO or others, and I don’t count the
Postal Service Inspector General in this group, you are going to
hear what I am telling you.

The Postal Service, unlike most Federal agencies, has a lot of
flexibility right now under current law. One of the suggestions I
made in my testimony, kind of buried near the end, is they could
offer to pay its employees a bonus for signing up for Part B. Just
say we will pay you $100 if you sign up. Or they could say we will
pay you $100 if you switch from higher cost plans to lower cost
plans. They have the ability to create employee incentives right
now. They are not bound by the general pay schedule and all the
rest.

Their record, I won’t go through their record in the past. They
have bargained with the unions quite improperly. The unions have
sought the best possible benefits for their members. That is their
job. But one of the prices paid by that has been overpaying pre-
miums relative to the non-Postal side and relative to the private
sector.

The good news in all this is they are focused like a laser on the
biggest single defect in the FEHBP, the interface with Medicare.
And I cannot commend to you too much how important it is to ad-
dress that issue, but not for the Postal Service alone, for the entire
program. It is crazy the way it is done now. And it is going to get
worse. People are going to bail out more and more from Medicare.

I might add, this Committee, I don’t think, has the jurisdiction
to solve this problem alone. For one reason, they are proposing
mandatory enrollment in Medicare Parts A and B. Well, I am going
to tell you something. There are tens of thousands of 80-year-old
widows, Postal Service widows who do not have coverage for Medi-
care Part A due to their work or their husband’s work, and who
opted out of Part B. The premium cost for one of those widows to
join Parts A and B, right now under current law in the Social Secu-
rity Act, is over $8,000 a year. That is what it would cause to man-
date that that widow leave the Postal plan she is now in and sign
up for A and B.

There are several ways to reform this. Part of the question will
be who is how the saving is going to be shared between the Medi-
care program, the employing agencies, and the FEHBP system, and
the retirees themselves. A lot of options here, but the basic idea,
I think, is to provide positive incentives to retirees to join, first
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place, Medicare Part A is automatic. It is illegal to collect Social
Security in this Country if you are not in Medicare Part A at age
65.

So this stuff about people aren’t signing up for Part A or all
these taxes that have been paid, all the taxes paid are Part A
taxes. Anyone who is not in the 80s or 90s of Postal Service retir-
ees already is in Part A once they hit 65. So that is a false issue
and it has been misdescribed. Again, I am sure it not the Post-
master General’s fault, but the people who write his speeches, the
people who prepare these consulting documents aren’t getting it
right.

Part B, where the premium for most is $1200 a year, the right
model is the employer or the plan, directly or through the em-
ployer, subsidize people, incentivize them to join Part B, and you
don’t have to give them 100 percent, complete wraparound benefits,
which is what they now get if they have Part B, because that in-
duces massive waste. And there are real savings to be made by re-
ducing overutilization of medical care.

Thank you very much.

[Prepared statement of Mr. Francis follows:]
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Mr. Chairman, and members of the Subcommities;

I am pleased w esufy béfore you today concerning the carrent status and performance of the
Federal Employees Health Benelits Program (FEHBP) as it relates to the United States Postal
Service (USPS) and USPS solvency problems. I am testilving in my personal capacity, not as the
principal author of CHECKBOOK s Guide to Health Plans Jor Federal Employees, and notas a
consultant fo the Centers for Medicare and Medicaid Services. All views expressed are my own.

Letme start by saving that { have a great deal of sympathy Tor the USPS, which finds iself ina
predicament that is primarily the result of a (1) fTawed statute that enables the Congress of the
United States to micropianage what should be business decisions, of (2) bizarre accounting and
budget seoring rules that fail to recognize fiscal realties, (3) of an Internet business threat whose
severity few if any could have fully foreseen as recently as a decade ago, and of (4) essential
reforms to the Medicare/FEHBP interface that are long overdie and that were never serfousty
constdered by the Congress over the last decade, under the stewardship ol either party oreither
branch of government. For these reasons alone, the Congress should give the USPS fiscal reliel
tor the tune of billions of doltars a vear.

But the problem is also one of fiscal and bargaining miistakes by the USPS, and nowhere have
these mistakes been as important a@s in #s {5) decisions on health insurance subsidies forits
employees. The USPS has for decades provided unnecessiry subsidies to its employees” health
insurance costs and, despite some recent reductions, stll pavsa highor share of premiums by far
than is standard among American corporations or consistent with its condition.

Pwill address cach of these issuces i tirn, and then address (6) the health insurance relfornis that 1
think the USPS and the Congress should make. T fact, T regavd the current postal fiscal crisis as
a wonderful opportunity © make changes that would protect and preserve the FEHBP for
decades to come, 10 the benelit of all emplovees and retirees, both postal and non-postal.

Dismantling the FEHBP

The USPS proposals would massively disrupt or destroy the FEHBP, the single mast suceesstul
health insurance program ever operated by the United States goverment. In destroying the
FEHBP, the USPS would disrapt the health insurance of 8 mitlion Americans, and breach
statutory entitlernent promises made 1o millions of Federal retirees. Ina world where the House
of Representatives” own Budget Resolution, vosed just a Few days ago, 18 routinely dismissed as
“radical” or “ideological,” these proposals cerainly exceed in immediate harm anyihing the
Congress has previously endorsed orvoted or other Medicare recipients or retirees. Nooue, for
example, has previously proposed radical reductions in the statutory retirement benelits of
existing Medicare retirees. Yet the USPS proposal does just that.

Feswould pull outalmost one fourth of current Federal employee enrollees, and a like pércentage
of Federal annuitant envollees. Plans that currently enroll half or more postal emplovees, such as
the National Association of Lelter Carriers INALC) plan, and the Rural Postmaster plan, would
be decimated. 11 is bard to see how the FEHBP could survive with any similarity to its current
design. For example, there are 18 plas options available nationally o Federal employees and
retirees. OF these plans, 15 dre open to all emplovees, Hall of the postal union plass (all but one
of which are-open to all Federal emiplovees) went wnder, the total number of national plass
would drop to 11, and those open to all would drop to 8 HMOs aside, plag choices would becut
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in half for almost all emplovees and retirees. And many HMOs would leave the program as well,
as their enrollment dropped in cities and towns all over America.

The numbers of emplovees and retivees alfected would be staggering. For example, the Mail
Handlers Standard option plan enrolls about 150,000 employvees and retivees. Only about 10,000
of these are postal emplovees. If this plan went under, all 150,000 Federal employees and retirees
sould be foreed to change plans. Likewise, the NALC plan enrolls about 120,000 employees and
retirees. Abowt 30,000 of these are postal emplovees. I this plan went under about 120,000
employees and retivees would be forced to change plans. In both cases all postal annuitants over
the age of 65 would be forced not only to change plans but also 1o leave the FEHBP.

President Obama has been eriticized for promising that under Health Reform all Americans
would be able fo stay in their existing health plans. To whatever degree this promise was
exaggerated, the USPS plan, if adopted by the Congress, would make it fook like solid gold.

The FEHBP as & Model for Insurance Reform

T my schotarly book, Putting Medicare Constvers in Charge: Lessons from the FEHBP 1
conclided that over the fast 30 vears the FEHBP has outperformed Medicare in cost control, in
service, in benelit generosity, in frand prevention, and in protecting crvolless from
catastrophically high health care expenses.

Uwas niot the first o reach these conclusions. Every major Medicare reform proposal of the tast
decade, enacted or niot, has been based on the FEHBP model. In 1995 the Heritage Foundation
published “The FEHBP as a Model for Medicare Reform.” During the Clinton Administration
the National Bipartisan Commission on the Future of Medicare, otherwise known as the
“Breaux/Thomas Commission,” in 1999 endorsed the FEHBP miodel of consumer choice among
competing plans by a majority vote, just short of a super-majority vote, During the recent Bush
Adminstration the Republican-controlled Congress enacted the Medicare Modernization Act in
2003, explicitly modeling both the Medicare Advantage program and the Medicare Prescription
Drug Program (Part D) on the FEHBP. In fact, the MMA requires that in administening these
programs the Centers for Medicare and Medicaid Services (CMS) use the policies and methods
of the FEHBP.

Albof the recent reform proposals for Medicare, inchuding e Tirst Ryan plan, the Ryan/Rivlin
plan, the Riviin/Domeneci plan, the Bure/Cobun plan, the Lieberman/Coburn plan, and the
Ryan/Wyden plan (among others), have attempied to follow even more closely the FEHBP
model under which all plans (including original Medicare plans) compete on an equal footing t©
attract enrollees, holding down costs through competition among plans.

The RandiGraham/Lee/Demint plan introduced 1ast week, which would envoll all Medicare
beneficiaries in the FEHBP, would not only follow the FEHBF model, but would explicitly rely
on the FEHBP plans to-enroll 30 million Medicare beneficiaries in the same risk pool ax Federal
emplovees and retirees. Whatever one’s view of this scheme, the USPS proposal wounld destroy it
as an option,

1t the present charged political environment, with arguments before the Supreme Court on the
individuat mandate even today, | hesitate to mention this, but the Obama Admirastration”s health
reform faw follows the model of the FEHBP in promoting competition among health plans in g
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health insurance exchange. And what, one might ask, are the major differences between the
FEHBP statute and the legal challenge before the Supreme Cowrt? One answer is that unlike
health reform, the FEHBP does ot impose an andividual mandate.

ft hardly scems inappropriate 1o ask how, of all those inswance experts of both parties and both
houses of Congress who have looked to the FEHBP as o model, only the USPS sees itas an
albatross o be abolished.

Foltow the Money

The USPS has po professional or historical competence iy insurince design or in analvsis of
health insurance reform models, and probably no real desire to gain these. The USPS is dearly
leoking fora solution that would allow it to obtain 2 taxpayer subsidy in the billions of dollars. It
would do so by claiming that its new plan would enable it to eliminate or vastly reduce the
contributions to FEHBP reserves for retivees that it s foreed to make under present law. The
motives for this are perfectly clear and transparent. Indeed, in some sense the logic of the LISPS
proposal 15 mmpeceable. 1 a debt is onerous, make whatover changes are needed to write it off.

It is not my ntention o analyze the actuanal or fegal rationale through which the USPS seeks to
reduce, most notably, the $3 billion a vear it s currently vequired o pay to “pre-fund” s retiree
health benefits. But! will make the following observations, which can readily be confirmed by

the Congressional Budget Offiee orany fiscal expert,

Under current law, the Federal government maintains a number of trust funds, including the
Federal retivee health benefits trust fund, the Medivare Part A trust fund, and the Social Security
truist fund, that are intended to somehow segregate and preserve funds o meet luture obligations,
Under the fiction that the USPS 13 a troe business (a principal supposedly established in the 1970
Postal Reorganization Act, and reaffirmed i the 2006 Postal Aceountability and Enhancement
Act), the USPS is supposed w prefund its retiree obligations on the same basis as private
corporations. But the 2006 Actin particular was an exercise in science fiction. It gave the
Federal government a budget windfall in the arcane “scoring” rules that govern Congressional
seore keeping on budget matters.

But all these trust funds are “let’s pretend.” You may recall the debates late in the Clinton
Administration over placing the Social Security trust fund in a “lock box.” The only thing more
surreal than those debates was the underlying reality: 2l of these trast funds are EMPTY i fact
if notin accounting. The money has been spent. The only things remaining arcacoounting
pretenses, Put another way, every dollar that the USPS does not contribute to deficit reduction
through charges to its patrons or reductions in employee benefits Is a dollar that the taxpavers
will have to borrow now and repay in the future. The 1ssue belore the Congress is not whether or
how o fund real obligations with monfes placed in real trust Tunds, but how to apportion USPS
insofvency among Tuture laxpayers, postal patrons, and postal emplovees.

{n February, the HavGroup consulting firm presented @ purportedly sound analysis of the USPS
proposats whose “starting point” was the measurement of trust fand obligations prepared by the
OPM Office of the Actuary. But all estimates by that Office are based on the avcounting fiction
that the trust funds actuatly exist as dedicated funds wnavailable 1o fund the government’s current
account defieit. The HayGroup report on *Uniled States Postal Service Retiree Health Benelis™
made clearin its key assumption on “Funding Method” that “the funding forecast assumes the
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USPS retains the PSRHBF assets” {page 2). These assets do not exist except as a legal and
accounting fiction. The money bas been spent.

{Ax-an aside, the HayGroup report was dated February 10, 2012, and assumies that all annuitants
over age 65 “enroll in Medicare Parts A and B with no penalty” (page 4). Meanwhile, a USPS
PowerPoint presentation entitle “USPS Health Care Program,” apparenily also prepared in
February of 2012, says that “growing nonparticipation in Medicare increases costs for USPS and
for participants” (page 3% Apparently the USPS and its consulting Hrm are not on the same
page.)

This fiscal tegerdemain then raises the obvious guestion: why dismantle the FEHBP o preserve
accounting fictions that no responsible and informed adult believes (o be true? Why not just
eliminate the prepayment obligations by the stroke of a pen, and leave this valuable program to
eontinue to provide high value for money? Is the Federal government really so incompetent that
it would abolish one of ity most cost-effective programs W maintain the pretense that it is fiscally
responsible?

The USPS Substantive Proposals on the Merity

The USPS has changed fis proposals in recent months. Originally, Tor example, it clamed that a
major part of Hs savings would arise from paving new Postal employees a fower health insurance
subsidy. This claim suffered from the obvious problem that the USPS won't be hiring any
consequential mumber of new coployees for decades ag it downsizes—savings rero.

Then and now the USPS claims that FEHBP plan designs are somehow obsolete and do not
match “best practices” in the private sector oralign “cost w value.” This naturally raises the
guestion as 1o how all those Congressional feaders and experts of both parties could have been so
badly fooled all these vears, How iy it that only the USPS has been able to detect that the FEHBP
plans fail 1o provide health promiotion and wellness benefits, and chronic condition and disease
management programs? And of course the trath is that the FEHBP provides all these things and
many more. [ is more than passingly ironic that o USPS system lacing over more devastating
competition, include parcel carriers and the Internet, fails to understand that competition among
competing health plans drives down costs while improving service.

Nonetheless, the FEHBP is no longer the best model of effective competition among health
plans. Medicare Advantage and Medicare Part D share that blue ribbon prize, Aler all, PartD
has held 1ts costs toa level roughly Torty percent below that predicted by both CMS and CBO
actuaries and experts, a record the FEHBP cannot match. But the FEHBP is no slouch, and Has
outperformed the “one size fits all” aditional Medicare for almost the entire history of both
programs in controlling costs. As a point of comparison, the mis<desigaed TRICARE system
makes even taditional Medicare ook like & miracle of modern management,

The current “discussion draft” USPS proposal provdly proclaims that it will provide a reform
that will “cspecially benefit annuitants who cover only self and spouse™ fas opposed 1o larger
families). The tuth ol this claim is easily tested. According to the LS, government’s Medical
Expenditure Panel Survey (MEPS), the annual cost of health care at age 551063 is abowt $8,000
per person. So the cost of health care for a retived couple is approximately $16,000. The annual
cost foran adult usder age 35 is about $2,000, and for a child is abont $1,500, aceording to
MEPS. So the annual costof a promium for a retived couple would be-about $16,000 (less cost-
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sharing) and for a young family of Tour about $7,000 (less cost sharing). In other words, this
wonderful reform would, other things equal, charge retired couples more than double the
premiun amodat charged young families,

The falsity of this pipe dreaum about the alleged benelits of a “eouples” premium has been
deseribed for decades by the OPM actuaries and by advice given through CHECKBOOK s Guide
o Health Plans for Federal Emplovees. But the postal burcaverats who designed these “reforms”™
are not health insurance experts and would not be expocted 1o know such things.

Interestingly, the February 2012 USPS discussion dralt, in describing the “key features™ of the
“proposed USPS plan” demonstrates an either unintended or deliberate decision 1o drastically
reduce insurance benefits, This contradicts previous USPS promises that it would maintain or
improve those benefit,

Under the discussion dralt proposal, Blue Cross Standard option is described as charging 15
percent in network coinsurance lor most services. This is false. This plan charges no coinsurance
for inpatient hospital services and $20 or $30 copays for most outpatient services. The document
then goes on say that the Blue Cross plan has a $5,0000ut of pocket Bmit and no Hmit for
preseription drugs, even though drugs are inchaded in the plan’s $5,000 OOP limit. These
features are proudly contrasted with a USPS “High Option™ that charges 10 pereent coinsurance
{or all hospital stays and all physician visits, and that has an OOP Hmit of §7,500 for medical and
drug expenses combined, If the best USPS plan is so inferior to Blue Cross Standard option, ong
hesitates to-describe the “Middle” and “Value” USPS options. Sulfice it to say that not one
single FEHBP plan has bepefits as pooras the " Value Option,” and only one has benefits as poor
as the “middle” USPS option. So the truth is revealed: in sharp contrast 1o eardier promises, the
USPS now proposes a miassive reduction in health insurance benelits 1o current-employees in the
name of modernization-and value purchasing.

To is seeming credit, the USPS plan includes a cossumersdriven high deductible option i its so-
catled *Value Option.” This plan would have a $4,000 deductible. But there is something
missing. Unhike all the consamer-driven plans in'the FEHBP, there 1s no Health Savings Account
or comparable reimbursable arrangement. In the FEHBP plans, this account is typically about
$1,500 10 $2,000 for a family. In the USPS schome, it got left on the cutting table.

1t 38 not an easy task to design a sensible health insurance reform, and there is an iportant and
essentially insurmountable problem facing the USPS proposal. The FEHBP operates as o single
tisk pool. An agency with a disproportionate nimber of olderand more cosily enrollees has its
premium costs subsidized by agencies with a disproportionate number of youngerand less costly
earollees, Younger and older enrollees pay the same preminms. Experts and ethicists differon
the merits of such a system. But whatever {ts overall merits, it is the reality of the FEHBP and of
stem the USPS proposes to leave. What do-cirrent data 111 us about the problems created
by apullowt? Quite g Jot! The following table shows the consequences to the USPS of a puliowt
from the FEHEBP, using 2009 data:
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emplovee . . 85430

As these numbers show, the USPS has an employcece pool that is substantially more costly than
that of non-postal employees, simply because it is older. To provide the identical benelits and
premium levels 1o USPS employces that nonpostal employees reccive will cost about one sixth
more per emplovee, or about one tenth of the all-employee average. Put another way, just to
break even the USPS will have to reduce benefits or increase premiums by about one tenth.
Considering that USPS employees number about 500,000, and that average premium costs per
cenrollee in the program (sclf-only averaged with sclf and family) arc about $11,000, the costs of
a pullout to the USPS will excced one billion dollars annually just to maintain current levels of
benefits and premiums. And over lime, as the postal work forced ages [urther, the costs will rise
sharply.
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Put another way, the FEHBP 1s a giant insurance pool. AH workers and retirees pay either a self-
onty or self and family premivm, regardless of their age. Younger workers subsidize older
workers, Retirees with Medicare subsidize all the rest, because Medicare 1§ “primary™ and pays
about three fourths of health care costs (more, Tor the few Federal retirees who get preseription
drug coverage from Medicare), Within this pool, postal employees benefit becanse they are older
andt more costly than average. Were the USPS w pull out, its premiums would increase (o
maintain equivalent benefits, while those of other GS and other non-postal workers would
decrease.

The USPS Record in Health Insurance Cost Control

Unlike almost all other agencies, the USPS has substantial discretion over insurance benefits,
While the USPS was not given the authority tooverride OPM in plan participation and benefit
design decisions, it way given the authority to dectde on premium subsidy levels.

That avthority, exerased throvgh colleciive bargaiming, has led to mult-bithon dollar spending
decisions, This vear the USPS pays up to 83.5 percent of plan premiums, whereas for GS and
other non-postal emplovees the maximum paviment is 75 percent of plan premivms, And the
USPS pays this rate up to B0 pereent of the costz of the average plan, compared wa ceiling of 72
pereent for nonpostal enaployees and all retivees. The resultof this generons contribution formula
is that on average the USPS pays about $1,000 mote for family premioms, and about $500 more
for self-only premiuras, than the rest of the government. This is a rate negotiated through
collective bargaining, and in pror years the difference was even larger, bt for an organization
that is essentially insolvent, and has kenown for vears that insolvency loomed, that seems rather
addly generous, Considering that about two thivds of postal workers have Tamily policies, the net
costof this differential in 2012 exceeds $400 million. Over the Tast five years, the cost of this
differential has been close to $3 biltion.

Incidemally, aceording to the Kaiser Family Foundation data on emplover isurance, the average
percentage of premium paid by large emplovers is around 70 percent, Ser it is the USPS, not the
nonpostal work foree, which 18 out of line with modern employer practice.

What i worse, the USPS fnitiated whut is arguably the single worst mistake in the history of the
FEHBP. “Premium conversion™ 1% a system in which the emplovee share of premivms is tax-
sheltered (this is on top of the tax-free status of the employer share}. 1t s routinely used by
corporate America because it shifts costs to Federal taxpayers. However, it makes no sens¢ for
the Federal government ftself, because it takes from one pocket to putinto the other. From an
insurance design standpoint, in & competitive systen Hike the FEHBP premium conversion is 3
disaster, because it atfenuates the already weak incentives for enrollees to choose more frugal
plans. Assuming that the marginal tax fate of a postal worker is about one third on average {this
includes OASDI taxes and State income tax), the 16.5 percent emiplovee share of premium
becomes more fike 10 percent.

Unfortunately, the Office of Personnel Management copied this mistake several vears-alter the
USPS led the way. 1t 18 hard © estimate with any precision the effects of this policy over the
years, but it 1s Hikely that it has led fo average premivm increases, compared o what they would
otherwise have been, of close to half a percent a vear, or even more. Total FEHBP costs are
likely several billion dollars a year higher than they would have been without premium
conversion. There is dramatic confirmation of the relatively weak current incentives in today’s
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FEMBP in the fatlure of the several consumer-driven and high deductible plans—almost all of
which are excellent buys—1o attract more than about one pereent of total FEHBP enrollment.

What the USPS Could Do Under Current Law

As the discussion above suggests, the FEHBP could generate much larger savings than it does
now. Several years ago | developed a table to show Federal agencies bow much they could save
if they make CHECKBOOK s Guide to Health Plans for Federal Emplovees available online to
thetr employees, and effectively encouraged #8 use during Open Season, The key point is that as
much as 75 percent of gach enrollee’s premium is paid by the emploving agency, through is
Salaries and Expenses account. While the table is slightly dated, and understates potential USPS
savings {where the contribution rate is now as high as 83.5 percent), the potential savings are
rvather substantial, to say the least. Ay the table shows, for every emplovee who switches from
one of the dozen highest cost plans 1o one of the dozen Towest cost plans, the average saving 1s
roughty $2,000. Assuming esroliment choices are stable, which they are in the FEHBP, this is
not a one time saving to the agency, but one that continues vear alter vear.

Agency Savings Potential 2010

Biwerkly Saving frorn | Annusl Saving from
Bivoekly Govt Contdbistion | SeREY Switeh :
Family Self gamity | Self Farily
Self i Premiyny Saving Saving Saving Saving |
Govt Contribution for 12
Highest Cost Plans in DC
Arse (Maximum Govt
Contr) $187 61 $376.04

Government Conlribution & Savings Under 12 Lowest Cost Plans in the DC Area:

Vel Hardlers Value
Oplion $82.68 $1e7.12 §84.83 $178.92 2,230 34,850
Kaiser Standard $100.48 $231.13 $67.12 $144.91 $4,780 83,770
Astng Healthfund HDHP $103.51 $22688 $64.10 $149.36 $1.670 $3.880
Mail Mandlers HDMP ST 60 §242.81 $60:01 $132.23 $1,5680 $3.440
GEHA St $111.08 $252.41 $56.53 $123.83 $1470 3210
United Healthoare HDMP $113.38 $253.20 $54.23 §122.75 §1410 $3,180
APWLECDHP $118.55 $262.20 $51.06 $113.84 $1.530 $2,960
GEHA HOHP 513182 $301.08 $3I5.T7G 374,96 $839 $1.050
Usitted Healthaare COMP $135.45 $285.84 $32.16 $78.20 $840 $1,080
Blue Cross Basic $139.52 326,75 $28.09 $49.29 §730 $1.280
Aptna Open Access Basio 514882 34079 o100 $35.25 570 920
Actna Healthfund CORP $148.73 $347.75 $21.88 $28.28 3870 $740
Average g ot savings under these 12 plans: §1.250 $2.660
Average for Self and Fanily Comblned: i $1.080

1 baven™t had time 0 make these caleulations more precise for the USPS, or to rellect current
postal emplovee plan enrollments, but a ballpark estimate would be that i one half of postal
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employees could be persuaded o switch from one of the higher cost plans (over one third are in
Blue Cross Standard option, for example) to one-of the lower cost plans, 230,000 employees
times a USPS saviag in excess of $2,000 each would bring in $300 million in savings in the first
year alone, And this saving would put emplovess in good plans, not the stripped down versions
the USPS is now proposing.

Here is a stmple suggestion: The USPS could offer a two hundred dollar vear-end bonus, perhaps
a8 a Health Savings Aceount, to every emplovee who made such a switch in the next Open
Season,

“This is but oneoption tnder cutrent faw. There are others. For example, the USPS and the postal
unions could collaborate on a premium contribution reform similar to the one | recommended in
Putting Medicare Consumers i Charge: Lessons from the FEHBP, The basic idea is that the
government contribution could be 100 of the cost of a lower benchmark, such a5 70 percent of
the average of all plans” total premiwm cost. This would actually reduce the employee share of
premium for the most frugal plan cholces, But it would raise presiiums for those in the highet
cost plans. Postal workers themselves would decide which plan 1o choose, from among the wide
set of choices offered today (almost twer dozen plan options throughout America, not just in the
DC arca). Over time, workers would gravitate 1o lowercost plans and the USPS would save a
great deal of mogey.

The Good News About the USPS Retirement Proposal

The one good thing that I see emerging from the USPS proposal is its focus on the giowing
problem of Medicare/ FEHBP premium and benefit coordination.

Medicare was created over 40 vears ago, and the FEHBP over 50 vears ago. The design of cach
has not significantly changed since its inception, with the major exception that Medicare Has
addded private plan alternatives and a system of chotce based on the FEHBP model in Medicare
Advantage, as well as a preseription drag bepefit. Originad Medicare remains frozen in the time
warp of vintage 1960 inswrance pattérns { the nonsenstcal biftrcation betiveen hospital and
physician costs, and the fatlure to use networks to control costs). The FEHBP has aged far more
gracelntly, with a market driven structure that readily adopts the Jatest and best insurance
practices. But neither program has made any sensible accommodation to the existence of the
other:

Absent fegistative reform, OPM and the plans have stiuggled to ercate some kind of
coordination, Usfortunately, the one they chose creates a major problem. Al but one of the
national fee-for-service plans in the FEHBP offer ape-635 enrollees a scemingly wonderful
benefit enhancement. The plans promise that if the enrollee has both Medieare Parts A thospital)
and B (physician), all hospital and physician care will be free—no deductibles, no cotasurance,
and no copavments, Not only that, all this medical care will be free whether or not the enrollee
uses preferred providers— network constraints go away, What could be wrong with this
wonderful benefitenhancement? lndeed, the great majonity of retirees elect to pay the Medicare
Part B premivum at age 65, and enroll inoneof the national fee for service plans.

This wondertul coverage comes, however, atd high price. 1o 2012, the wtal premium cost for
the most popular choice in combination with Medicare, Blue Cross Standard Option, will costa
retived couple over $7,500 in premium, This is a “for sure™ expense, whether or not they eversee

16
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a doctor (of course, total cost is far higher, with most hidden in the government premium
subsidies).

This samie couple was most likely enrolled in Blue Cross until age 65, and was satisfied with i
good benefits and reasonable premivm. What changed upon turning age 65 that impelied them
1o pay an extra $2,400 a vear for two Part B premiums? They do get that reduced cost sharing,
and the ability 1o leave the network without penalty. However, CHECKBOOK s Guide cstimates
that in 2012 the net effect of joining Part B i to cost the average retived couple tn Blue Cross
Standard option more than $1,000, on average. The answer is that this decision is rational for that
couple only because existing faw is irmbional.

Of greater importance to the program and to the United States Treasury, this decision 18
expensive. That retived couple has noincentive 1o be frugal in any way in making decistons
about any kind of health care olber than prescription drugs and dental care. Unlimited provider
visits are free, The most expensive provider in the nation is free. The most discretionary
surgical procedure is free. Durable medical équipment is free. Every conceivable medical test is
free. Thousand dollar MRI and CAT seans are free. If an additional scan would show progress,
the price is right for the second.

Based on robust research {indingson the effects of cost sharing fncentives, each person enrolled
in & wraparound FEHBP plan and Medicare Parts A and B costs the Federal government
somewhere on the order of 15 percent or more, or $1,500 or more, in ynnecessary medical care
utilization (for the souree of this conservative estimate, see Jelf Lemicus e af, “Medigap
Coverage and Medicare Spending: A Second Look,”™ in Health Affuirs Volume 27, Number 2,
March/April 2008). With approximately 1.5 million Medicare envollees (both single and
couples), the Foderal government foses more than $2 billion a year in increased ntilization ander
the current system. Most of this cost Falls on Medicare {which pays first) but as minch as a half
billion dollars a year falls oo the FEHBP. And it falls disproportionately on plans like Blue Cross
Standard Option, because they attract a disproportionate number of Medicare enrollees.

Meanwhile, it appears that increasing numbers of age-65 retirees are deciding not o sign up for
Medicare Part B, They caleulate, comectly, that they will save substantially in most years by not
having o pay two sets of premiums. There are alternatives, such as suspending FEHBP
crroliment, paying ondy onie setof premiwms, and earolling i a Medicare Advamtage plan.
Today, all Medicare Advantage plans offer very good value (for example, they all have good
catastrophic profection), and paying one premium is far better than paving two premiwms. But
very few even know this option exists, and even fewer choose it.

The trend of lew retivees signing up for Part B will aceelerate as more amd more higher income
retivees face the Medicare income-tested Part B premium penalty (almost all GS8-15 or higher-
graded retirees who are single will pay the higher income-tested promium if they enroll n Pagt
Bl Every such decision actally saves the Federal government money by reducing incentives for
wasteful overntilization, but those savings sccrue primarily to Medicare, not the FEHBP. The
effect on the FEHRP is (o maise premivms overall, and especially in those plans that
disproportiopately attract retirees {e.g., Blue Cross Standard Option and NALC).

FEHBP plans individually and the program as a whole would benelit i many more Medicare-
cligible enrollees sign up for Part B. Mostof this saving would, however, be offset by wasteful
overutifization i current benefit design remains unchanged.

11
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There is a major alternative. Insiead of enviching benefits so far as to eliminate all hospital and
physician cost sharing, in a decreasingly successful effort to tnduce Medicare participation, plans
could instead directly subsidize Medicare Part B premiums. Ideally (from a government-wide
and taxpayer perspective) plans would be strongly discouraged oreven prohibited {rom
improving physician and other ambulatory cost sharing, but instead encouraged w add benefits
that-are not covered by Medicare Parts A and B, such as better preseription drug coverage, vision
care, dental care, and improved hearing ald coverage. {That the government’s no-cost standalone
dental plans would lose business, and that OPM’s Jongstanding policy of discouraging dental
benefits would be reversed, should be of no concery whatsoever since hundreds of millions of
dollars in actual real savings to both enrollees and the axpaver would be involved. Alternatively,
the dental subsidy could be directed towards “free” enrollment in those plans.)

Vigwed from a beneficiary perspective, the ideal result would be no-cost Part B coverage, no
change in cost sharing for hospital, medical, and drug benefits based on Medicare coverage (that
is, most benefits would be identical pre- and post-63, and modest additonal benefits (such as a
dental fund or premium subsidy of several hundred dollarsy not available pre-Medicare. Take-up
would be near 100 percemt (why would anyone decline a free benefit?), and all enrollees would
directly gain more than they do under the current wrap-around scheme, as well as retaining the
ability to go out of wetwork should they so choose, using the Medicare Part B benefit,

Under such a reform, there would have 10 be a one-time amnesty from the Medicare penalty for
delayed envollment or, better vet, Medicare would adopt the Part D innovation of allowing
penatty-free fate enrollment for anyone who had been enrolled in comparable or better
“ereditable coverage.” (This last innovation would benelit Medicare in all sttuations wherg
amployers stch as State or Tocal governmends had rich benelils post-65, as many do}

Among the other benefitg of such a refory, it would encourge retirces to remain in HMO plans,
since there would no fonger be an advantage for earolling in national fee-forsservice plans. As a
result, the FEHBP would bepefit from the superior cost control exercised by HMO plans, (AL
present, about vne third of emplovees envoll in HMOs, but most older retirees migrate 1o the
“free” care of the national plans and fess than one tenth of annuitants are envolled in HMOs.)

Such a program conld and should be voluntary. Comipulsion is not needed i incentives are
properhy aligned. Almostany version would be easy for plans fo-administer, as they currently
serve large nambers of retirees both under and over age 65, with every cenceivable combination
of Medicare coverage, including even a few retirees and survivors in their 80s and 90s whe have
no Medicare coverage at all.

And if this change were made for the FEHBP program as a whole, the currently required USPS
contribution for unlunded retiree health care costs would decrease substantially, thereby directly
benefiting the solvency of the USPS without massively disrupling either the FEHBP and its 8
mitlion enrollees and dependents, or reneging on retirement promises made in law o current
postal retirecs.

Conclusion

H Medicare/FEHBP benefit and premivm coordinglion are not reformed, the FEHBP is likely to
see costs sarge over fime. | urge the Congress o think "out of the box" in assessing the current
state of the FEHBP and possible refornm options like these, There is plenty of practical and

1z
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S8 i
, while

analytic help to be found in the CBO, OMB, GAQ, and OPM itself. § wish you suce
making needed reforms to this vital program. 11 is not aging well, and the USPS proposal
budly flawed, demonsirates the importance of reform for the program as a whole.

It is-clear that the main goal of the USPS 15 1o reduce its costs of [Tnancing retivee health costs,
and the USPS is apparently even-willing to take on the substantial financial burden of an aging
and increasingly expensive work force 1 get that reliel. But it is neither necessary nor sensible to
do snything remotely so drastic as dismanting the FEHBP 1o achieve the savings it needs, and
possibly even higher savings.

Thank vou for the opportuniy 1 testily today.

13



62

Mr. Ross. Thank you, Mr. Francis. I appreciate your energy, es-
pecially your expertise in this area, and I will now recognize myself
for five minutes.

I want to talk about prefunding for a quick second because you
touched on that. Are you suggesting then because it is simply not
true that everything is being set aside that it is really an obligation
to pay an IOU, if you will, in a trust fund, that we all just call it
what it is and eliminate it entirely and tell the American taxpayers
that they are going to be on the hook for the unfunded liabilities
of health care and retirement benefits?

Mr. FRANCIS. I don’t know the best answer to that, Mr. Chair-
man. A couple of points. First, if we reform the Medicare interface,
that alone will substantially reduce. The part of what you heard
from the Postmaster General is correct. So the unfunded liability
can be greatly reduced if you can get more Federal retirees to en-
roll in Medicare Part B. That is sort of Point A.

Point B, a lot of this may hinge on scoring rules and so on. I
think the Congress enacted this prefunding requirement about four
or five years ago, as I understand it, in the expectation that the
Postal Service might go insolvent, so we better get these funds be-
fore it is too late. And then it has turned out that the prefunding
itself has been the single biggest cause of the Postal Service’s budg-
et hemorrhaging

Mr. Ross. Which, of course, it isn’t. There are systemic——

Mr. Francis. Well, you are right.

Mr. Ross. Given the $5 billion or the $5.8 billion, they are still
showing over a $5 billion annual loss. It has nothing to do with
prefunding.

Mr. FRANCIS. Right.

Mr. Ross. But be that as it may, also on the Medicare issue, Mr.
Donahoe mentioned that he is the second largest employer that
contributes to Medicare and, therefore, there should be some ben-
efit for that contribution. How do you reconcile that?

Mr. FraNcis. Well, it just sounds like strange writers to me.
First, he is not the second largest. How about the civilian side of
the Federal Government? I mean, don’t they count for something.
View from a business perspective I am not going to argue with his
point, but what he is doing and the employees are doing—and, by
the way, economists all believe that the entire burden of the Medi-
care Part A tax is paid by employees. It effectively comes out of
wages, okay?

The Postal employees are paying into a Medicare Part A trust
fund and they are going to get free Medicare Part A when they re-
tire. That is the deal. There are problems with that deal, but they
are not Postal Service problems. There is nothing special about
what the Postal Service is doing; that is the system for every em-
ployer in America.

Mr. Ross. Obviously, we are here because we want to talk about
the proposal on the health care benefits, but that is more of a
symptom of the major problem. The major problem is that there is
a problem within the Postal Service that requires reorganization
and reformation. One of the issues that we have to address, of
course, is their labor costs. Over 80 percent of their cost is labor.
How do you recommend that we handle that?
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Mr. FrANCIS. This is a similar problem, no, actually, it is a com-
mon problem.

Mr. Ross. It is the $60 million question.

Mr. FraNcis. This is what Rhode Island faced and had to take
really drastic action to reduce public employee pensions and health
benefits. I don’t know the right answer. Is the Postal Service——

Mr. Ross. But you would agree we have to address the labor
cost, right?

Mr. FraNncis. Oh, absolutely. No question about it.

Mr. Ross. Because if the revenue side of the equation continues
to decline, even if it stays static on the expense side, we are going
to have further and further shortfalls.

Mr. FraNcIs. Yes. And I have no sense of whether Postal employ-
ees are overpaid or underpaid by any metric, but clearly reducing
labor costs is a vital thing for them to do. But I want to be clear.
For employees they are going to increase labor costs. Their pro-
posal is not going to save money, it is going to cost money.

Mr. Ross. Let me throw out something. In your written testi-
mony you talk about a health savings account and a contribution.
So you believe that maybe there is even a more innovative way to
stay within FEHBP and just change the way we do it, and have
the Postal Service contribute less but more by ways of an HSA?

Mr. FraNcis. Absolutely. They could go ahead and give health
savings accounts to employees who sign up for Part B. That is an-
other area we might have to change the law

Mr. Ross. So, in other words, we could reduce the cost because
the premium would be reduced, and yet increase the amount we
put into an HSA and have a net decrease of what we are investing
in health care?

Mr. FRANCIS. Yes. That could be done tomorrow, assuming there
is no legal impediment on the Ways and Means side. I don’t know
of any other legal impediment.

Mr. Ross. One last thing. You indicate that the USPS finds itself
in a predicament that is primarily the result of one flawed statute
that enables the Congress of the United States to micromanage
what should be a business decision. Any suggestions in the next 30
seconds that you would offer how we make that a more flexible
statute so that there would be more flexibility to the Postal Serv-
ice?

Mr. FrRANCIS. I think the proposals that were discussed, that are
in the bill that you discussed with the Postmaster General, all
sound to me perfectly reasonable. I think the flexibility to close
processing centers and post offices is very important, but it is not
probably as important as some of the other things discussed. I
think he has a great plan, and I hope the Congress enacts all of
it but this piece.

Mr. Ross. One last quick question. Have you had a chance to
consult with the Postmaster General on any of his proposals?

Mr. FrANCIS. Only a few seconds before and after his testimony,
sir.

Mr. Ross. Thank you, Mr. Francis.

Mr. ConNOLLY. There are a lot of us in Congress in the same po-
sition.
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Mr. Ross. Okay, I recognize the gentleman from Virginia, Mr.
Connolly.

Mr. ConNoOLLY. Thank you, Mr. Chairman, and thank you, Mr.
Lynch, for your courtesy. I have to run to the steps of the Capitol,
so I really appreciate it. I have a middle school group of 200 kids.

I want to welcome Mr. Francis, who deservedly has the reputa-
tion for being the walking expert on these matters, and I thank
you, Walt, so much for being here today. If I understood your testi-
mony, let me get this straight, now. If we were to adopt, whole and
entire, the Postmaster General’s proposal with respect to health
care here, it would actually cost the Postal Service a half a billion
dollars, that transition, because they are now beneficiaries of being
in a larger pool and, therefore, they are subsidized?

Mr. Francis. Correct.

Mr. ConNOLLY. Would it be a half a billion every year or just a
one-time hit?

Mr. Francis. It would grow over time, because——

Mr. ConNOLLY. Grow over time?

Mr. FrANCIS. Yes, sir. Because they already have an aging work-
force that is much more aged. The crucial point is a 50-year-old,
on average, in this Country costs something like $8,000 a year in
health care, and a 20-year-old costs something like $2,000 a year
in health care. They aren’t going to be hiring any more 20-year-olds
for at least a decade to come. Leave aside those retiring. The exist-
ing workforce will keep aging, will be more expensive every year.
The best thing they could do is stay in that FEHBP pool. It affects
the cross-subsidy from the younger and healthier ones being hired.

Mr. CoNNOLLY. So, golly, gosh darn, a proposal allegedly de-
signed to save money will cost money. And, by the way, as we dis-
covered in the study the Postmaster General and his senior man-
agement team commissioned and then deep-sixed because they
didn’t like the results, it is a similar situation where some of the
other so-called reforms that apparently would cost $5 billion in lost
revenue, more than offsetting the savings. So here we have another
example.

Let’s assume, let’s stipulate good intention, but the analysis does
not hold up. We are going to lose money, and I am shocked. That
loss of a half a billion grows over time because of the aging work-
force and the fact that newer, younger folks aren’t come in because
of the shrinking of that workforce.

Mr. FraNncis. That is the case.

Mr. ConNOLLY. Now, you also said a second problem with this,
I am sure also unintended, is that we are going to have one heck
of a penalty on widows and other survivors who currently aren’t
signed up for Medicare A and B. And the reason there is an $8,000
per person penalty or cost is because they actually have to pay a
certain penalty, don’t they, under Social Security?

Mr. FraNcCIS. Yes, sir. Let me just be clear. Under current law,
if you do not have Part A through the normal post-employment
way that you get it, and there is a large number of people in this
Country, several hundred thousand, who don’t have it you get to

ay the princely premium for signing up for Part A of around
55,000 a year. Now, I have never heard of anyone paying that, ac-
tually, I have, but there aren’t many who would pay that. But the
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groposal, as written, says they are going to force, now, actually hid-
en in

Mr. ConNOLLY. So it will be an individual mandate.

Mr. Francis. Oh

Mr. CONNOLLY. My goodness, Mr. Chairman. I can’t imagine the
Subcommittee——

[Laughter.]

Mr. FrRANCIS. Part B has a penalty of 10 percent a year for every
year you could have signed up after age 65. So say you are an 80-
year-old widow. You have 15 years of 10 percent a year penalty if
you sign up for Part B. And, again, you could change the Social Se-
curity Act to get rid of those penalties

Mr. CONNOLLY. So, given my brief time, Walt, it is going to cost
a half a billion dollars a year to the Postal Service, hardly saving
money, and that grows over time. We are going to penalize widow
ladies to the tune of about $8,000 per widow, and there are tens
of thousands of them because, again, of the nature of the workforce
and the retiree demographics.

Now, a third consequence from this proposal, of course, is an
FEHBP itself, is it not? It reduces the risk poll rather considerably,
given the size of the Postal Service.

Mr. FraNcis. It will be a cosmic change.

Mr. ConNoOLLY. Cosmic?

Mr. FraNcis. Well, to give you a simple example, two examples.
A lot of the HMOs that participate in the FEHBP are in cities
where the main part of the Federal workforce is Postal, okay?
Guess what happens in those cities? Insurance is going to say it
is not worth doing business. We used to have 1,000 enrollees, now
we are going to have maybe zero or maybe a few hundred. So they
are going to pull out.

So a lot of people who are not Postal employees are going to lose
that access. I think it is unlikely that any of the Postal plans would
survive this. It is possible, but almost all the Postal plans predomi-
nantly enroll either current Postal employees or retired Postal em-
ployees, and they are not going to be allowed to enroll either group.

Mr. CONNOLLY. So other than that it is a great idea.

My time is up, Mr. Chairman, but I just want to cite H.L. Menc-
ken, who once said that for every human problem there is a solu-
tion that is simple, neat and wrong. The Postmaster General’s pro-
posal on health care fits that description.

Mr. Ross. Thank you.

I now recognize the Ranking Member of the Subcommittee, the
gentleman from Massachusetts, Mr. Lynch, for five minutes.

Mr. LYNCH. Thank you, Mr. Chairman.

Thank you, Mr. Francis, for your willingness to come and help
this Committee with its work. The idea of insurance usually or gen-
erally is that you spread the risk of harm or illness over a wide
population so that what happens is the healthy folks, which is the
majority of people, subsidize the cost to those of us who get sick.
That is how insurance generally works.

The way the Postmaster General was describing it today was
that we were going to concentrate the risk. In other words, if an
individual participant was just by themself, they would pay less.
They would pay less. A husband and wife would not have to pay
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a family plan, they would pay less. And it would, by its nature,
concentrate more of the risk on the very individuals who might be
the sickest.

Have you looked at that aspect of the proposal?

Mr. Francis. Yes, I have, sir. The key factor here is that people
pose very different risks at different ages. By the way, the OPM
actuaries have actually looked at this question because it has many
times been proposed that, for example, there be a rate for couples.
I counsel thousands of people very year and they will raise their
hand and say we are a married couple, we are 50 years old, we
don’t have all those kids; why can’t we get a rate just for us? And
the answer is because that young couple with kids is cheaper than
you, and if you were in a separate pool you would pay more, a lot
more. And I give an example in my testimony of how it could be
double.

The FEHBP pool of 8 million people, the 20-year-olds are paying
a lot more than they would if they were in a separate category,
okay, to be sure. And it is very interesting how this all plays out.
And, by the way, back to the Medicare point, 65-year-olds with
Medicare Parts A and B, they often complain why can’t we get a
lower rate because we are cheaper? And they are right, because
Medicare is primary and they cost less than those 64-year-olds.

So the FEHBP says we are going to spread it across everybody
and we are not going to try to chop it up in pieces, and the Postal
proposal would not only reduce the pool from 8 million to 2 million
people, it would, by creating four premium paying categories, may
makle a lot of people pay more than they pay today; others would
pay less.

Mr. LyncH. Okay. Thank you. Thank you for that. The other
question I had is regarding the Affordable Care Act. Under the Af-
fordable Care Act, one of the key funding provisions for the Afford-
able Care Act is that in 2018, if you have an expensive health care
plan, then in 2018 you are going to be hit with a 20 percent tax
on the value of your health care plan. Not how much you use, but
the value of your health care plan. Now, just for the record, I voted
against the Affordable Care Act, and that was one of the key rea-
sons why, because we never used to tax health care because we
wanted people to have it. It is kind of like taxing food. We would
never taxed food in this Country because you would starve without
it.

Well, the way it looks right now, what the framework of FEHBP
and, most likely, this Postal plan that the Postmaster General has
suggested, it would a Cadillac plan based on the costs now and the
estimated increases until we reach 2018. And there is a reason it
comes into effect in 2018, because the folks that pushed it will all
be gone and they won’t have to answer for this. So have you
thought at all about this 20 percent tax on expensive high-end
health care plans and what it might mean for this Postal plan if
it is separated from FEHBP?

Mr. Francis. I hadn’t, Congressman, but you are absolutely
right, it is a potential problem of significant proportions. That pro-
vision of the law, by the way, in the Affordable Care Act ties that
number to the cost of the Blue Cross plan in the FEHBP. What will
happen, I think, and I am just thinking on my feet on this, actu-
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ally, the high value Postal plan, the one they say is equal to, it
isn’t, it is actually inferior. For example, it has lower benefits than
Blue Cross standard option.

Nonetheless it is pretty close in benefits to that. It is going to
disproportionately attract the older and sicker Postal employees.
They are all going to be in that group by then, pretty much, and,
yes, that plan will cost more than Blue Cross standard option in
that year, I think, that would be a reasonable projection, and that
tax will hit Postal employees.

Mr. LyNcH. Okay.

Mr. Francis. Or the Postal Service.

Mr. LYNCH. All right. I see I have exceeded my time. I appreciate
you coming before the Committee and helping us with our work.
Thank you, Mr. Francis.

I yield back.

Mr. Ross. Thank you.

I now recognize the gentleman from Illinois, Mr. Davis, for five
minutes.

Mr. Davis. Thank you very much, Mr. Chairman.

Mr. Francis, do you see any redeeming value in the Postmaster
{}l({an?eral’s self-run plan or do you see anything about it that you
ike?

Mr. Francis. Well, I hope I am clear. There is one huge redeem-
ing value, sir, and that is the focus on the need to reform the inter-
face between Medicare and the FEHBP. And while he wants to
make it compulsory and I would quibble with some other details of
it, he innovatively includes Part D in that calculus. I was pleased
to see that. I hadn’t, even myself, focused on the Part D side. But
the thinking there is good, it is a basis for thinking about the en-
tire FEHBP, and that is the part that is most important to the
Postal Service.

I find it hard to believe that they really think running their own
plan is going to save any money, but, regardless, it won’t. But fix-
ing the interface between these two programs, they have been
going along side-by-side for 50 years and no one has ever adjusted
either program, Medicare or the FEHBP, to take account of the
other. It is almost bizarre. No administration, no OPM director. I
am not criticizing Mr. Barry in particular, this Administration in
particular. It is time for the Congress to take a hard look at reform
angles. So that is where I see the positive in this.

Mr. DAvis. But you answered the other question that I had rel-
ative to cost savings, and it is your position that it would not save
any money.

Mr. FrANCIS. It is my position that it not only would not save
money; it would cost more. Quite apart from the extra cost of the
older and sicker enrollees, Mr. Lynch had stepped out and didn’t
hear my point about the premium thing for prescription drug point,
which I know is of particular interest to you, sir. They are saying,
and if you look at this Hay report, they will say, I forget the num-
ber, the bulk of their projected savings come from they are going
t(i bargain better for prescription drugs in their 2 million enrollee
plan.

Well, the Blue Cross carrier with two plans today enrolls 5 mil-
lion people. So the notion that mere size, that is illusory. It is pre-
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posterous to say that just because they have a plan with 2 million
people they are going to save money. In fact, I am, frankly, skep-
tical. I think OPM does a superb job in managing the FEHBP in
terms of keeping the plans honest and frugal, and I have no reason
to think the Postal Service has that competence.

Mr. DAvis. I must admit that with a limited pool and with not
as many subscribers or beneficiaries or individuals in the pool, it
is difficult for me to see how, unless you had a pool that you could
select out or cherry pick, I just couldn’t see the money saving. So
let me just thank you for coming to share your views with us. I ap-
preciate it.

I have no further questions, Mr. Chairman, and I yield back the
balance of my time.

Mr. Ross. Thank you, Mr. Davis.

Just real quickly. I will go briefly and then I think Mr. Lynch
wants to go also.

As I understand it, if the employees of the United States Postal
Service had paid for their health care at the same amount that the
other Federal employees had, then the Postal Service would be
showing a half a billion profit?

Mr. FraNcIS. Yes. But let me restate it, sir, if I may. Yes, they
have been, if you will, I hate to say overpaying because these were
union negotiated rates.

Mr. Ross. Right.

Mr. FRANCIS. But they have been paying about 10 percent a year
more than the rest of the Federal Government every year for the
last 20 years or so.

Mr. Ross. The Postal Service has been paying that.

Mr. Francis. The Postal Service has. They could have saved
multiple hundreds of millions of dollars every year.

Mr. Ross. If we had just let them pay—if we let the employees
of the Postal Service pay what the Federal employees were paying.

Mr. FraNcis. Exactly.

Mr. Ross. Which begs the question that it is such a sweetheart
deal that it is almost killing the goose that is laying the golden egg.

Mr. FRANCIS. Yes. And it doesn’t give one confidence that they
know what they are doing, though I must say this Postmaster Gen-
eral is a bright light compared to——

Mr. Ross. I agree with you. I agree with you. I think he has done
an outstanding job in recognizing the problems and realizing that
something has to be done. He is very innovative.

Mr. Francis, I am grateful to you for your testimony today. I
hope that you do get a chance to work with Mr. Donahoe on this
because I think you bring a lot of things to the table.

With that, I will recognize Mr. Lynch.

Mr. LYNCH. Thank you, Mr. Chairman.

Recently, Mr. Barry, the Director of OPM, has suggested that the
9 million people, Federal employees, who are right now in the
FEHBP, the Federal Employee Health Benefit Plan, prescription
drug program, he has suggested that that 9 million be taken out
of that program so that they be allowed to use a competitive proc-
ess to pick a plan, pick their own drug benefit plan and could prob-
ably get a better deal, because they are being overcharged right
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now in the FEHBP, but they are a captive group. What do you
think about that proposal?

Mr. Francis. Congressman, I know it is probably near and dear
to your heart, but I am against it, and let me tell you two reasons.
One, let’s assume it is correct that there somehow OPM could bar-
gain better than Blue Cross. I am not at all convinced with——

Mr. LyncH. Well, no. They are suggesting that individuals be
given the power.

Mr. FraNcis. Oh, I thought they were talking about a single
drug contract. But let me just say, assume some money could be
saved. The problem is this: you want to have a drug benefit inte-
grated with the hospital and doctor benefit. It is less important
that you may be paying $21 for a certain pill instead of $20, or vice
versa. That is a lot of money for a lot of people, but compared to,
hey, if this plan is able to make sure you take that pill and stay
out of the hospital, that is where the big savings are.

So you really want the health plan to be managing all the pieces
at once. That is disease management; it is done quite well, I think,
by many health plans, but not by all, and that is the wave of the
future. All the Medicare reforms that this Administration is mak-
ing, accountable care organizations and so on are all aimed at that
same idea. We want people to look at the totality of costs and serv-
ices that a person gets and minimize cost and maximize their
health.

Mr. LyNcH. Well, thank you, Mr. Francis. Not the answer I was
looking for, but I certainly give you credit for that. Thank you.

Mr. Ross. Thank you, Mr. Francis, for being here.

That concludes our witnesses’ testimony today. I appreciate your
taking the time from your busy schedule. Thank you for your input
and the Committee now stands adjourned.

[Whereupon, at 12:15 p.m., the subcommittee was adjourned.]
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“Can a USPS-run Health Plan Solve Its Financial Crisis?”
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Thank you Mr. Chairman. The Postal Service recently issued its five-year “Plan to
Profitability,” in which it proposes achieving $20 billion in savings by 2015. The Postal Service
estimates that it can achieve $10 billion in cost savings without legislation, but it will require
Congressional action to realize the remaining $10 billion in savings. According to the Postal
Service’s plan, the bulk of those savings—$7 billion——would be realized if Congress authorized
the Postal Service to take its employees and retirees out of the Federal Employee Health Benefits
Plan (FEHBP) and put them into its own health care plan.

Currently, FEHBP covers more than 9 million federal employees and their families
nationwide. Employees enrolled in FEHBP can choose from among 200 different health care
plans. The Postal Service contends that it could manage employee health insurance better than
the federal government as a whole.

I'want the Postal Service to succeed in the long run. 1believe the Postal Service serves a
unique and irreplaceable function in our society, and that it is a necessary part of our nation’s
economic and social future.

But 1 am skeptical that the Postal Service can or should manage its own health insurance.
1 suspect that the achievable cost savings would come not from shrinking health care costs, but
from shifting them onto employees. Postal employees would likely receive less coverage under
a Postal Service plan, and they would pay a greater share of their health bills. Postal annuitants
would also pay more, as they would be faced with paying an increasing share of their health care
from their fixed retirement incomes.

I look forward to hearing from the Postmaster General today about this proposal and
about these concerns. I also want to hear from him how he is going to grow the Postal Service’s
business, and what new authority he needs from Congress in order to make the Postal Service as
relevant to America’s future as it was to our past.
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Executive Summary

The United States Postal Service (USPS) is one of the largest employers in
the nation, with over 500,000 full-time employces. It provides healthcare
coverage to all eligible employees and retirees and their dependents.

Currently, Postal Service employees and annuitants participate in the Federal
Employees Health Benefits Program (FEHBP). Annuitants share the cost of
coverage and can choose from among over 200 health plans and two levels
of coverage (self or self & family). The Postal Service has contributed to
the Postal Service Retiree Health Benefits Fund (PSRHBF) with the amount
of assets currently greater than the present value of future costs for current
annuitants but Iess than the liability for current and future annuitants.

This report provides the Postal Service with estimates of the retiree
healthcare liability and funding amounts under the USPS proposed health
plan.

The starting point for the projections was the most recent measurement of
the obligations prepared by the Office of Personnel Management’s Office of
the Actuary,

Appendix A describes the current plan provisions and Appendix B is an
actuarial certification.

11s www haygroup com
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Assumptions

Funding Method

The funding forecast assumes the USPS retains the PSRHBF assets, with the
assets restricted to Special Issue government bonds, These are the same
asset classes in which the Federal Employees Retirement System (FERS)
and Civil Service Retirement System (CSRS) funds are invested. From a
funding perspective, the liabilities and funding amounts have been
determined uvsing the interest rate consistent with the rate used for funding
FERS and CSRS (i.e.. a 5.75% interest rate).

The Postal Accountability and Enhancement Act of 2006 (PAEA) language
uses a declining 40-year period for amortizing the unfunded actuarial
accrued liability. The funding costs are determined using this same basis;
that is, funding consists of the Normal Cost plus an Amortization Payment,
developed as the amount needed to fund the Unfunded Actuarial Accrued
Liability over a closed period of 40 years in level annual payments, starting
September 30, 2013,

Workforce Projections

The forecasts are based on the workforce demographic assumptions
employed by OPM's Office of the Actuary (OPM OOA) in their
determination of the year-end accounting disclosure of the USPS retiree
healthcare liability, with one primary modification. In developing our
workforce projections, we have taken into account the proposed legislative
incentives that provide increases in pension credits or cash incentives for
employces to retire carly. To account for the acceleration in retirements we
have increased the expected number of retirements by 2013 from a total
expected retirements under standard assumptions of 61,593 to 102,938. For
ease of reference, we refer to these workforce projections in the report as
“Accelerated Retirements”.
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Table 1 below shows the projected lability and funding requirement using
the funding assumption and accelerated attrition.

Table 1 - USPS Retiree Health Benefits Elements
Funding Assumptions

Assumes Accelerated Retirements
{Amounts in Smillions)

2013 2013 2013 2013
- Unfunded )
Liability Assets 4 ops Funding
Scenario A pti Liability
Current Law Accounting Liability $102,291 $48,963 $53,328 $8,699
Continued participation in FEHBP and
declining workforce. No additional
prefunding payments in 2011, 2012, 2013
Change from Federal accounting standards 391,040 $48,963 $42,077 $8,699
to OPM OOA funding assumptions
USPS Health Non Medicare Annuitants and Survivors $74,830 548,963 $25,867 54,112
Plan in 2013 assumed to enroll in Medicare A and B with
(Element 1) | no penalty
USPS Health Includes Element 1, and additional savings $53,503 $48,963 $4,940 $2,191
Plan in 2013 arising from EGWP + Wrap plan for Post- 65
{Element 2} | Enrollees.
USPS Health includes Element 2, and revised four tier $59,434 $48,963 $10,471 $2,719
Planin 2013 retiree contributions
(Element 3)
USPS Heaith Includes Element 3, and additional savings of | $57,538 $48,963 38,575 $2,526
Plan in 2013 8 percent for Pre-65 retirees from Purchasing
{Element 4)
USPS Heaith includes Element 4, and savings due to $50,385 $48,963 $1,422 $1,753
Plan in 2013 Future Retirees having Carve-out.
{Element 5)
USPS Health includes Element 5, and savings due to $39,314 $48,963 ($9,649) | $1,089!
Planin 2014 Future Retirees having frozen subsidy at
{Element 6} | 2013 level.

' Reduced to $489 million if the excess of assets over liability is amortized.
319 www haygroup com
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Benefit Cost Modeling

The sections below describe the programmatic changes to retirec healthcare
coverage.

Assumptions used in the development of the results in the above table:

The modeling used the current census data for annuitants, survivors, and
active employees provided by OPM’s Office of the Actuary.

Medicare Parts A and B - Element |

Annuitants and survivors over age 65 are assumed to envoll in Medicare
Parts A and B with no penalty. The savings associated with this change
were modeled by pricing the cost of coverage using the “Medicare primary”
per capita claims costs, The current costs for these participants are measured
using the “Non-Medicare” per capita claims costs. This change only impacts
current annuitants eligible for but not enrolled in Medicare. A small number
of older annuitants who when they retired were not eligible for Medicare will
remain non-Medicare. Future retirees are aiready assumed to enroll in
Medicare Parts A and B. This is illustrated in the following table.

Non-Medicare |  Medicare
Self $10,588 $4,871
Family $17,707 $10,503 $7,204
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Medicare Part D ~ Element 2

The sccond program element models the impact of participating in a
Medicare Part D Employer Group Waiver Plan (EGWP). This lowers the
employer share of the per capita claims cost for annuitants and survivors
over age 65, The savings from enrolling in an EGWP plan are expected to be
31,200 per member per year in 2013, The exhibit in Appendix D wag
presemted by Towers Watson at the 2011 Conference of Consulting
Actuaries shows an estimated value of $1,227 for 2013, These savings were
calculated for current annuitants who are either enrolled in Medicare Parts A
or B, or are eligible for enrollment in Medicare Parts A or B. A small
number of older annuitants who when they retired were not eligible for
Medicare will be excluded from the Medicare Part D EGWP.

USPS Health Plan Coverage Tiers— Element 3

The third program ¢lement models the impact of establishing a USPS health
plan for both current employees and current annuitants. The USPS health
plan will include three self-insured health plans. Appendix B shows the
illustrative plan designs for the three plan levels (high option, middle option,
value option).

The USPS Health Plan will provide four coverage tiers:
»  Self Only
s Self & Child(ren)
®  Self & Spouse
®  Self & Family

Element 3 measures the impact of moving to four coverage tiers, and setting
the cost for Medicare primary participants based on the blended USPS health
plan costs. For annuitants who either currently have or are expected to have
coverage other than Self Only, a blended contribution rate was determined
using an assumed distribution of 60 percent Self & Spouse, 10 percent Self
& Child(ren), and 30 percent Self & Family. Current data does not include a
breakdown of Self & Family, so this distribution was selected based on an
examination of other larger employers’ retiree enroliment data with similar
cmployer subsidy levels. For the purpose of this calculation, 60 percent of
retirees arc assumed to participate in the high option plan, 12 percent of
retirees are assumed to participate in the middle option plan and 28 percent
of retirees are assumed to participate in the value option plan.  This
distribution of enrofiment by plan option mirrors the current FEHB
enroliment. Since the contribution required of participants is being reduced,
that has the effect of increasing the liability compared with current law.
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The following table shows the bi-weekly contribution rates by tier for the
three different plan options.

Plan Self Self & Self & Self &

Only Spouse | Child(ren) | Family
High Option $70.52 | $146.80 $118.69 | $192.97
Middle Option $50.22 | $104.16 $83.91 | $136.70
Value Option $41.57 | $86.74 $69.76 | $114.05

USPS Health Plan — Element 4

The fourth element models the impact of lower claims costs for non-
Medicare retirees under a single procurement health plan.  For modeling
purposes we have assumed no change in claims costs for Medicare-eligibles
and an 8 percent reduction in non-Medicare claims costs.

The estimated 8 percent reduction in cost is made up of the following
components:

Administrative cost savings

Prescription Drug Contract savings

Increased purchasing power and Network Discounts
Wellness and Disease Management savings

We are confident that the administrative fees for a separate USPS plan will
be lower than the current expense loads in FEMB. With the large number of
FEHB plans, there are many redundancies including plans cach purchasing
their own claim processing systems, fragmented claims and utilization
reporting, and a complex enrollment, data management and tracking process.
It is estimated that cost will be approximately 0.8% lower for reduced
administrative expenses.

in FEHB, each FEHB plan does its own contract negotiation with a PBM for
just the members covered by their plan. There is no leveraging of the entire
FEHB population to provide the fowest cost possible. It is certain that a
USPS health plan with an estimated 2 million covered lives would be able to
achieve savings in prescription drug purchasing compared to FEHB plans
today that cover as few as 50,000 members. Based on our experience with
prescription drug procurements and coalition pricing, we estimate a 2%
reduction in overall cost for a consolidated PBM contract.

6119 - wWww Ry group com
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Similar to prescription drug purchasing, many items associated with the
administration and management of a health plan are priced based on
economies of scale.  Purchasing power in FEHB is dissipated across
numerous plans with significant duplication of services that could be more
cost effectively provided by a single vendor. In addition to consolidated
purchasing, a separate USPS plan will be able to review and negotiate the
best possible medical ¢laim discounts currently available in the market and
ensure these discounts by ncgotiating network discount guarantees with the
selected vendor. We have estimated that negotiating current best in class
discounts and consolidated purchasing will result in a cost savings of 4%,

In FEHB USPS cmployces and retirees are enrolled in numerous health
plans with no coordinated focus on chronic care management. A separate
USPS plan would review USPS specific claims data and working with USPS
and our consultants we would design a customized disease and chronic care
program to better manage the health of USPS employees and retirces. The
expected ROI for well-managed programs averages 2.2:1 based on a health
plans book of business. USPS estimates a 1% savings for implementing a
comprehensive and targeted disease management program.

Claims Adjudication for Future Retirees — Element 5

The fifth element models the impact of changing the claims adjudication for
{uture retirces from Coordination of Benefits {COB) to “Carve-out™. This
only impacts employees who retire after 2013, and maintains the plan
deductibles and coinsurance payments for all retirecs, regardless of Medicare
status. For modeling purposes, the carve-out administration is expected to
result in an 18 percent reduction in the claims costs for Medicare retirees, by
retaining the same copays, deductibles, and coinsurance, etc, that is applied
to non-Medicare claims.  This cstimate was developed using actuarial
models and validated using current per capita claims costs for large plan
sponsors that use carve-out for their claims adjudication.

Frozen USPS Subsidy — Element 6

The sixth element models the impact of a frozen USPS subsidy for Post 2014
retirees.  In modeling this element, we have assumed that starting in 2014
USPS will place a dollar cap on its subsidy in terms of 2014 dollars for
retirees retiring on or after January 1, 2014,

e v haygroup com
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Appendix A: USPS Current Plan Provisions

The USPS participates in the Federal Employees Health Benefits Program
(FEHBP), which offers employees, retirecs and their survivors a selection of
health care plans. USPS employees who are eligible, as wel! as their eligible
family members and survivors, may continue health care coverage in
FEHBP at retirement. The following describes the provisions of FEHBP for
USPS retirees.

Eligibility

USPS employees may continue health care coverage at retirement if the
following requirements are met:

I. The employee retires on an immediate annuity, which begins no
tater than one month after date of final separation; and
2. The employee has been enrolled in the health benefits program:
a. for five years immediately preceding retirement, or
b. if less than five years, enrolled for the full period in which
eligible for coverage.

An employee who is covered by the Federal Employees Retirement System
(FERS) and is eligible for an immediate annuity at separation from USPS
service may postpone receiving his or her annuity to avoid the age reduction.
Retiress who elect to postpone their annuity and meet the above eligibility
requirements for continuing health care coverage may reenroll at a later time
when they begin to receive the postponed annuity.

Other employees who retire early from CSRS/FERS and begin receiving
deferred annuity benefits at age 62 are not eligible to enroll in FEHB.

The eligibility conditions for FERS and CSRS are as follows:

RS Employee RS Employee And Creditable Servi
| Age is at least Age is at least
62 62 § years
60 66 20 years
35 MRA 30 years

MRA (Minimum Retirement Age) varies by date of birth from 55 for
employees born before 1948 to 57 for employees born after 1969.

8/19 www haygroup com
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Spouse Eligibility

Spouses of vetirees are eligible to continue health care coverage as long as
the USPS retirce was enrolled in family coverage while an employee
immediately prior to retirement.

In addition, surviving spouses and children (survivor annuitants) and former
spouses of deccased USPS employees receiving survivor annuities may
continue coverage as well.  If the surviving spouse or former spouse
remarries, the spouse will continue to be eligible for coverage ift

1. the spouse remarries before age 55 and the spouse was married to the
deceased USPS retiree for 30 years or more; or
2. the spouse remarries after age 55.

Dependent Eligibility
Eligible dependent children include:

. Unmarried dependent children under age 26, including:
= legally adopted children, stepchildren, foster children and recognized
children bomn out of wedlock who live with the retiree; or
« those covered by a court order to provide coverage to show that the
retiree provides regular and substantial support for child; or

2. Unmarried disabled children age 26 and over incapable of self-support
because of a disability that began before age 26 (and is expected to last
more than one year),

Enroliment

Eligible retiring employees must make a positive election at retirement to
continue their health care enroliment. The Office of Personnel Management
(OPM) makes the final determination of eligibility for health care enrollment
as a retirce. Retirees are entitled to the same health benefits as active
employees.

The main types of health care plans are Fee-for-Service (FFS) and Managed
Care plans. The insurance carriers and plans available to choose from vary
among the states. The options that a retiree has will depend on where he or
she lives.

G718 WWW Naygroup eom
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The FFS plans offered are Preferred Provider Organizations (PPO) plans.
Under a FFS plan, the insurance carrier contracts with a network of
providers to provide services to plan participants at negotiated fees. These
FFS plans have two benefits levels, in-nctwork and out-of-network.  In-
network benefits have lower out-of-pocket costs to plan participants. Out-
of-network benefits have higher out-of-pocket costs. These plans are
designed to encourage plan participants to use the participating providers.

The managed care plans are Health Maintenance Organizations (HMO).
HMO plans only offer one level of benefits.  Plan participants must
coordinate all of their care with their designated primary care physician and
use participating providers in order to receive benefits under the plan. The
services received are subject to plan copayments.

In addition, some of the health care plans available may have two options.
For example, a retirce may choose between a Standard Option PPO plan and
a Basic Option PPO plan from Blue Cross/Blue Shicld. The benefits vary in
coinsurance, copayments and deductible amounts. Not all plans available
will have both a High Option and Standard Option,

Retirees are able to change their health care coverage. They may change
coverage during the FEHBP open season or during the year if they
experience a qualifying life event, such as change in family status (e.g.,
marriage, divorce, birth, death), becoming eligible for Medicare, or if the
retiree moves out of the service ares of his or her plan.

Retirges enrolled in FEHBP who become eligible for Medicare will not have
their FEHBP coverage terminated. However, they may elect to cancel
FEHBP enroliment if they arc enrolling in a Medicare Advantage plan,
They may then reenroll at a later time if they choose to cancel their Medicare
Advantage plan enrollment.

Coverage

There are only two types of coverage options:
s Self Only (Self)
*  Self and Family (Family)

Retirees may continue to cover their eligible dependents only if they were
enrolled in Family coverage immediately before retirement. However, if a
retiree has Self coverage and acquires a new dependent (through marriage,
birth, adoption, or foster child), he or she may change from Self to Family
coverage due to the qualifying life event.

1019 www haygroup.com
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Retiree Contribution

The retiree is responsible for the difference between that USPS premium
contribution and the premium rate of the health care plan option elected.
The retiree contributions are deducted from annuity payments.

The cost of health care coverage is shared between the annuitants and the
USPS. For retirees whose full career was with the Postal Service, USPS will
pay 72 percent of the weighted average premiums of all the health care plans
under FEHB Program, limited {0 75 percent of the premium rate for any
given health care plan option. Thus, if a retiree is enrolled in a health plan
whose premium is greater than the average premium, the USPS pays 72
percent of the weighted average premium and the retiree pays the balance. I
a retiree is enrolled in a health plan whose premium is significantly lower
than the average, the USPS pays 75 percent of the actual plan premium.

Table A-1 illustrates how thesc rules apply to different health benefit plans.
The table shows that the USPS portion of the premium can vary from as low
as 47 percent to as high as 75 percent.

O]

2)

3)

1)

)

6)=(5}/(2)

Blue Cross And Blue
Shield Service Benefit
Plan [Standard Only]

3578.61

$391.43

$433.96

$391.43

67.65%

Biue Cross And Blue
Shield Service Benefit
Plan [Basic Oniy]

$453.48

$391.43

$346.11

$340.11

75.00%

Mail Handlers Benefit
Plan - Standard Option
Only

$611.20

$391.43

$458.40

$391.43

64,04%

Rurat Carrier Benefit
Plan

$565.83

339143

$424.37

339143

69.18%

Aetna Open Access -
New Jersey {Basic Also,
But Considered
Standard]

$832.11

$391.43

3624.08

339143

47.04%

g
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The chart below provides descriptions for the health plan features included
in the modeled USPS health plans.
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Appendix C:  Actuarial Certification

The United States Postal Service retained Hay Group to preparc estimates of
the retiree medical benefit obligations under a range of proposals for a USPS
Health Plan.

These estimates have been prepared in accordance with generally accepted
actuarial principles and practices.

The results shown in this report are reasonable actuarial results. However, a
different set of results could also be considered reasonable actuarial results.
Thus, reasonable results differing from those presented in this report could
have been developed by selecting different points for various assumptions.

The actuaries cortifying to these estimates are members of the Society of
Actuaries and other professional actuarial organizations, and meet the
General Qualification Standards of the American Academy of Actuaries for
purposes of issuing Statements of Actuarial Opinion.

Ot J Reenc

Adam J. Reese

Fellow of the Society of Actuaries

Fellow of the Conference of Consulting Actuaries
Member of the American Academy of Actuaries
Enrolled Actuary No. 11-4303

31)331:‘ R)w.,,

Sanjit Puri

Associate of the Society of Actuaries

Fellow of the Conference of Consulting Actuaries
Member of the American Academy of Actuaries

17149 Wwww haygroup com
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Appendix D: EGWP Expected Value

The chart below was presented at the 2011 Conference of Consulting
Actuarics Annual Meeting in Session 38: Reform Reshapes the Refiree
Medical Environment by Barry Carleton, Senior Consultant at Towers
Watson.

The chart shows the expected value of the Employer Group Waiver Plan,
including the 50% Pharma discount is $1.227 in 2013.

181G W haygrouy‘;kéann_—
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Questions for Patrick R. Donahoe
Postmaster General/CEO
United States Postal Service

Chairman Darrell Issa
Committee on Oversight and Government Reform
Subcommittee on Federal Workforce, U.S. Postal Service and Labor Policy

Hearing on, “Can a USPS-run Health Plan Solve its Financial Crisis?”

“Plan to Profitability” Business Plan

1. The 5-Year Business Plan calis for $4.1 billion in annual savings from consolidating mail processing
and related transportation — a significantly larger target than the $2.5 billion in estimated annual savings
from closing or consolidating 223 mail processing facilities. How does USPS plan to save the full $4.1
biilion? How much of these savings come from closing and consolidating mail processing facilities, and
how much is aftnibutable to other actions?

The $4.1 billion includes the Network Rationalization consolidation initiative filed with the
Postal Regulatory Commission (PRC) as well as the expected workload reduction
(>$1.5B) that is tied to our projected volume declines. Each year we set goals for
efficiency targets ~as volume declines we challenge our managers to reduce workhours
({resulting in a reduction in compensation and benefits expense) in amounts that will
maintain or improve our efficiency. This is the method by which we have eliminated
more than 21% of workhours over the last 5 years. While the ability to extract hours in
our current network configuration is becoming more difficult each year, we have set the
bar high and expect our managers to meet the new targets.

There are two components to the network savings, as weli as the other cost-saving
initiatives: 1) savings resuiting from proactive efforts to restructure postal operations,
and 2) savings occurring as a result of proactively reducing workhours and other costs
as a result of reduced mail volume. Combined, these two categories are expected to
yield savings of $4.1 billion in 2016. By 20186, the estimated savings from network
optimization (including closing/consolidating mail processing facilities) will be $2.5
billion and we expect to realize approximately $1.6 billion of savings as a result of
reducing workhours and other expenses in concert with declining mail volume.

2. The 5-Year Plan calls for $2 billion in annual savings from reducing post office costs - a target that
dwarfs the potentiat savings of $200 million from USPS’s initiative to close thousands of small post offices
in rural areas. How does USPS plan to achieve $2 bilhon in retail savings by 20167 Will USPS continue to
target smail rural post offices for a disproportionate share of its cost-cutting efforts?

The Postal Service never targeted small rural post offices for a disproportionate share of
cost-cutting. Rather, we used an empirically-based methodology to identify Post Offices
to be studied for possible discontinuance. Once included among potential closures,
local management has a prescribed course of action, foliowing postal regulations and
Federal law that involve notifications, community meetings/input, and a localized study
of the proposed closures impact. The process can and does result in offices being taken
off the list.

The $2 billion in annual savings includes several key retail related initiatives, including
post office discontinuances, as well as $1.4 billion in expected workload loss, due to the



93

projected volume decline.

in managing the retail network, the Postal Service has three key areas of focus. The first
is to reduce our retail costs through increased use of self-service. Currently, only 7% of
Post Offices have self-service that enables customers to purchase stamps and pay for
postage to mail letters and ship packages. To achieve cost savings while improving
customer experience, the Postal Service will increase deployment and customer
adoption of self-service in its highest traffic Post Offices. The second emphasis is to
better leverage retail partners to continue to provide customers with various access
options to postal services. The third area of focus is to drive more adoption of
usps.com, mobile, and third party online partners, while continuing to improve the digital
experience and enhance the ability to transact and purchase postal services online.

Beyond the changes in the retail structuring and utilization of alternate access points,
the Postal Service is going to have an increased focus on the non-career Postal Support
Employee (PSE) hiring provision agreed to in the current Collective Bargaining
Agreement (CBA) established with the American Postal Worker’s Union (APWU). The
PSE is a non-career employee that is allowed to be trained in specific skill sets with
greatly reduced labor costs to the Postal Service. The current CBA allows the Postal
Service the right to hire PSEs up to 20% of the total Function 4 workforce. The provision
also allows the Postal Service to hire PSEs above that cap to fill any position identified
as “new work”. There will also be a continued focus on managing operational work
hours to the actual work load, which will also result in reduced operating expenses as
well.

3. The 5-Year Plan calis for $3 billion in annual delivery savings apart from the $2 7 billion in savings
USPS projects it would achieve from 5-day delivery. Where will the $3 billion in additional savings come
from?

The majority of the estimated delivery savings (approximately $2 biilion) are from
proactive reductions in workhours resulting from forecasted mail volume declines. The
remaining $1 billion of savings is attributed to several key operational strategies.

The Postatl Service is utilizing a standardized program, called Delivery Unit Optimization
(DUO) to increase operational efficiencies by relocating delivery operations to “hub
facilities” within a district. By relocating the delivery operations of smaller delivery units
to a typically larger office within 10 miles of the unit, transportation and operational costs
can be significantly reduced. The savings are attributed to streamlining delivery unit
clerical and postmaster operations, economy of scale staffing improvements, and
reductions in facility space.

We have recently made changes to the regulation of mode of delivery for any new growth
in residential delivery points (not existing delivery points} in order to ensure the most
efficient and cost-effective methods are used. This effort represents a change to delivery
operations regulations and fundamentally changes the street delivery infrastructure for
new delivery. The changes target regulations in the Postal Operations Manual (POM) that
allow for various modes of delivery for new or fill-in construction deliveries. The Postal
Service will now be the final determinant in the appropriate mode of delivery to provide
adequate and necessary service when new delivery is established or extended. The
savings will be derived from reducing a portion of the curb-line deliveries added each
year.
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We also are taking steps to change existing modes of delivery for business into the most
efficient modes possible. We plan to convert substantial portions of the current 5.5
million business “other” deliveries to centralized delivery. This will be done by
regulatory change granting the Postal Service the authority to control its mode of
delivery for both new and existing delivery locations.

4. Many aspects of the 5-Year Plan are at least somewhat dependent on the cooperation of the postal
unions Have the unions or management associations endorsed any cost reduction efforts in this plan?
Have the unions or management associations brought forward any ideas that could save or generate at
least $100 million per year?

The contract with the APWU contained many breakthrough provisions critical to the
Postal Service's ability to control labor costs. This includes a two-year wage freeze, a
dramatic increase in the allowable number of lower-cost and more flexible non-career
employees, a two-tier wage structure, more flexibility in scheduling and a reduction in
the employer’s contribution to health benefit premiums. These changes will save
significantly in excess of $100 million annually. indeed, when compared to the previous
contract, the new contract was initially estimated to save the Postal Service $3.8 billion
over its term, based on the complement and attrition projections at the time.

The unions have not endorsed the network realignment initiative or the proposal to
reduce the number of delivery days. In negotiations and subsequent dispute resolution
proceedings with the other unions and in consuitation proceedings with the management
associations, proposals that will save amounts far in excess of $100 million are very
much part of the discussion, but those proceedings have not yet concluded.

USPS Proposal for its Own Health Plan (USPS health care proposal)

5. List all the specific legislative changes needed before USPS can withdraw from the Federal
Employees Health Benefits Program (FEHBP) and implement its own health care plan.

The FEHBP statute (chapter 89 of title 5, United States Code) provides that Postal Service
annuitants are covered by FEHBP. Current employees, on the other hand, are covered
by FEHBP by operation of 39 U.S.C. § 1005(f), which provides that employees shall be
covered by FEHBP unless such coverage is “varied, added to, or substituted for” after
adherence to the Postal Service's collective bargaining and consultation requirements.
This provision allows the Postal Service to withdraw non-bargaining unit employees from
FEHBP without a legislative change, so long as we engage in the required consultations
with the management associations. Bargaining unit employees can be also be
withdrawn from FEHBP, but only pursuant to the terms of a collective bargaining
agreement.

Legislative change to chapter 89 of title 5 is therefore needed to provide that Postal
Service annuitants are not eligibie for coverage under FEHBP upon the effective date of
the Postal Service plan. In addition, to allow the Postal Service to establish a new plan
without securing the agreement of its unions, section 1005(f) of title 39 needs to be
revised fo eliminate the reference to chapter 89. Rather, a new section of title 39 would
be added that provides that officers and employees are no longer eligible for coverage
under FEHBP upon the effective date of the Postal Service plan. This new section would
also authorize the Postal Service to establish a health plan for its officers, employees,
and annuitants, without undertaking collective bargaining. The Postal Service would



95

have the authority to design the plan benefits, while the level of Postal Service
contributions would remain subject to collective bargaining. it should also be provided
that the Postal Service shail not be subject to suit or liability as a result of such
elimination of FEHBP coverage.

As part of separating the Postal Service from FEHBP, certain provisions of chapter 89
governing contributions for annuitant health benefits would need to be revised.
Specifically, section 8906(g)(2)(A) of title 5 needs to be revised to provide that no further
contributions would be required from the Postal Service or the Postal Service Retiree
Health Benefits Fund (PSRHBF) to FEHBP for annuitant coverage once the Postal Service
plan is established. Furthermore, the legislation would need to provide that the Treasury
continues to pay a prorated amount for the health benefits of annuitants who worked for
the Government (including the Post Office Department) prior to the establishment of the
Postal Service {(see 5 U.S.C. § 8906(g)(2)}(B)). This amount would be paid to the new
Postal Service plan. Furthermore, the legislation should amend § U.S.C. § 8909 to
transfer to the new Postal Service plan the portion of any FEHBP contingency reserves
held by OPM that are allocable to contributions previously made by the Postal Service
and its employees/annuitants.

In addition, the legislation would need to amend 5 U.S.C. § 8909a, which governs the
PSRHBF. Because the Postal Service would be assuming the health care liability for
annuitants, it would need access to the assets in the PSRHBF. There are a few options
the Congress could choose from. First, legislation could return the PSRHBF to a trust
the Postal Service could establish. Another method would be to retain the PSRHBF, but
amend the statute to allow the assets in that Fund to be used to pay the Postal Service's
contribution to annuitant health coverage under the new Postal Service plan. The
legislation could also continue to require that the Postal Service prefund retiree health
benefits, but on an actuarial basis {i.e., the payment of Normal Cost plus an amortization
payment for the unfunded liability) rather than under the current prefunding schedule.
The legislation should also require that in calculating the unfunded liability, funding
assumptions consistent with the calculation of the Postal Service’s pension liabilities
should be used, rather than the accounting assumptions that are currently used.

Another option would be to retain the PSRHBF only for use in paying the Postal Service’s
contribution for the health care benefits of annuitants who have already retired or who
retire before the effective date of the new plan. The legislation could then authorize the
Postal Service to establish a trust fund, into which the Postal Service would make
prefunding payments on an actuarial basis. The legislation should provide that assets in
the PSRHBF that are not necessary to pay benefits for current annuitants would be
transferred to the new trust fund.

A critical aspect of the Postal Service plan is coordinating with Medicare Parts A, B, and
D in a manner consistent with best practices in the private sector. The plan design
would incentivize annuitants to enroll in Parts A and B once they become eligible.
Because a proportion of Medicare-eligible annuitants have not enrolled despite their
eligibility, legislation is needed that would provide special enroliment periods for those
annuitants. Furthermore, the legisiation should also waive the Medicare late enroliment
penalty for those annuitants. Regarding Part D, the Postal Service will provide
prescription drug benefits through an Employer Group Waiver Plan.

6. Does USPS propose funding retiree health care through a trust fund, and if so, how would USPS run
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the fund? Would USPS merge the Retiree Heaith Benefits (RHB) Fund into this trust fund, and if so,
when? If not, when does USPS plan to draw on the RHB Fund?

In response to questions raised by various members of Congress and other
stakeholders, the Postal Service has proposed two potential approaches to funding, as
follows:

1. USPS would continue to make future contributions to the existing Postal Service
Retiree Health Benefits Fund (PSRHBF), to fund future liabilities and amortize any
remaining unfunded liability; or

2. USPS would create a new Voluntary Employees’ Beneficiary Association (VEBA)
trust fund that would be the receptacle for future contributions on behalf of
current active employees. To the extent that the assets in the current PSRHBF
were in excess of the funds required to fully cover the liability for current
annuitants and their dependents, those excess assets would be deposited directly
to the new fund.

Either approach would be satisfactory from the perspective of the Postal Service. In
either approach, however, the assets of the PSRHBF or the VEBA trust would be used to
pay the claims and expenses (i.e. the premiums) associated with the costs for the
annuitants and dependents who are the beneficiaries of either the PSRHBF or both funds
in the event a separate fund is established.

7. More than 200 plans participate in the FEHBP, and enrollees can choose from a minimum of 13
nationwide products offered by six different insurance carriers at a uniform premium. Local plan options
are also available. Would a USPS health plan with fewer choices offer the same level of care and
coverage as the FEHBP, especially in rural areas? How?

The Postal Service is committed to providing a choice of health plans to employees and
retirees ~ with benefit levels comparable to the FEHBP plans with the highest enrollment.
The USPS “High” plan will provide more financiai protection than the BCBS Standard
plan and the USPS “Middle” plan will provide more financial protection than the BCBS
Basic plan. USPS will also sponsor a “Value” plan to offer employees a lower premium
option that still provides adequate financial protection - and at the same time meet the
requirements of the Patient Protection and Affordable Care Act for certain non-career
employees who will work more than 30 hours per week in 2014. While it is true that
FEHBP offers a minimum of 13 nationwide products, when these choices were analyzed
by USPS it was determined that there was very little difference in plan designs and
overall plan value between most of these options.

USPS is confident that a USPS health plan will provide excellent provider network
coverage in rural areas comparable to FEHBP. In December 2011, USPS conducted
market research with many large medical and pharmacy benefit managers, including
Blue Cross and Blue Shield, Aetna, CIGNA, United Healthcare, Medco, Express Scripts
Inc, and CVS/Caremark. All of these vendors also participate in FEHB. One of the key
areas of research was the availability of medical provider networks in all locations where
USPS has employees and retirees. Listed below are the results of the network provider
access research using geo-access technology and standard industry criteria.



97

Location Hospital Standard | Vendor | Vendor | Vendor | Vendor
1 2 3 4
Urban 1 hospital within 5 96.9% | 93.1% | 96.2% | 93.5%
miles
Suburban 1 hospital within 10 98.3% | 97.6% | 98.2% | 97.0%
miles
Rural 1 hospital within 20 89.2% | 851% | 89.0% | 84.2%
miles
Location Primary Care Vendor | Vendor | Vendor | Vendor
Physician Standard 1 2 3 4
Urban 2 providers within § 98.8% | 99.8% | 98.6% | 98.7%
miles
Suburban 2 providers within 8 99.2% | 99.7% | 99.2% | 98.9%
miles
Rural 2 providers within 20 | 94.5% | 93.8% | 94.2% | 93.4%
miles
Location Specialist Physician | Vendor | Vendor | Vendor | Vendor
Standard 1 2 3 4
Urban 2 providers within § 98.9% | 99.5% | 98.6% | 99.2%
miles
Suburban | 2 providers within 8 99.3% | 99.4% | 99.2% | 99.1%
miles
Rural 2 providers within 20 | 95.1% | 88.3% | 94.4% | 93.0%
miles

While there are challenges in rural areas, regardiess of whether benefits are provided
through FEHB or a separate USPS plan, USPS has sufficient scale and purchasing power
to assure that those challenges are met, and the marketplace will be responsive to our
requirements in that area.

8. USPS covers approximately 80 percent of the cost of employee FEHBP premiums, compared to 72
percent for other federal agencies. Under the USPS health care proposal, what share of the premium cost
would USPS cover? Specify the current and proposed percentage for each of the following. executives,
non-bargaining employees, and employees covered by each collective bargaining agreement.

The current contribution formula for non-Postal Federal employees and for all annuitants
is as follows:

1. The first limiting factor is that the employer contribution cannot exceed 72% of the
so-called “weighted average premium.” That weighted average premium is the
average weighted by participant counts (Federal and USPS employees and
retirees and survivors) among all plans inciuded in the FEHBP program for the
preceding year. The current (2012) year’s dollar limit is $185.75 bi-weekly for self
only coverage, for example. (Thatis the maximum employer contribution to any
particular plan for self only coverage).
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2. The second limiting factor is that the employer contribution cannot exceed 75% of

the cost of a particular plan.

That resuits in an overall average employer contribution for non-Postal Federal
employees and annuitants of approximately 70% of premiums; the employee
contributions are approximately 30% of premiums. However, the actual
contribution to the cost of particular plans varies widely.

There is a leveraging factor in the determination of contributions for high cost
plans. Thatis because once a plan’s cost exceeds the weighted average
premium, 100% of the additional cost over that threshoid is absorbed by the
participant.

The resuit, generally, is that high cost plans cost the participant more than 30% of
premiums, with some plans costing the participant 40% contributions or more;
moderate cost plans cost about 27% of premiums; and low cost plans will
generally cost the employee the minimum cost of 25% of premiums.

The allocation of costs between employer and employee contributions is the
subject of coliective bargaining between the Postal Service and the bargaining
groups, and a change in the allocation is subject to consuitation with the non-
bargaining employees who are represented by the management associations.

The allocation for the bargaining groups can only be changed by agreement of the
parties, or by the award of an arbitration panel in interest arbitration. While the
Postal Service has been successful in moving the contributions more closely
toward the Federal contribution standard since the Valtin arbitration in 1994, there
remains a fairly large gap, as your question indicates.

The question correctly observes that the current USPS contributions result in an
average contribution of roughly 80%/20%. Below is a complete chart reflecting
the current contribution formulas in place under bargaining agreements and/or
arbitration awards, and the agreements in place with the non-bargaining
represented employees. The chart also reflects where the current contributions
are being changed in future years subject to the terms of those agreements or
awards.

Employee 2012 2013 2014 2015 2016

Group

APWU 81%/84.5% | 79%/82.25% | 78%/81.25% 77%/80.25% 76%/79.25%

NALC 80%/83 5% | Subjectto Subject to Subject to Subject to
bargaining. bargaining. bargaining bargaining.

Mail Handlers | 80%/83.5% | Subject to Subject to Subject to Subject to
bargaining bargaining bargaining. bargaining.

Rural Carriers | 81%/84 5% | Subject to Subject to Subject to Subject to
bargaining. bargaining. bargaining. bargaining.
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EAS 81%/84.5% | Subject to Subject to Subject to Subject to
consultation. consultation. consultation. consultation.
PCES 91%/94.75% | 82% proposed | 72% proposed | 72% proposed | 72% proposed

The first number is the percent of the federal weighted average formula  The second number 1s the hmit upon
the contribution to any plan

USPS has proposed in the current negotiations with the NALC and the Mail
Handlers unions that the Postal Service contribution move to an amount that is
equivalent to the Federal formula. That is also our proposal to the arbitration
panel currently considering the issues involved in our interest arbitration with the
National Rural Letter Carriers Association. Ultimately, the former will be decided
through negotiations if the parties can reach agreement. The latter will be decided
by the arbitration panel under Chair Jack Clark.

Until 2011, the Postal Service paid the entire premium for executives and their
eligible dependents. However, in an announcement to our executive staff in 2010,
we advised those participants that we would be phasing in over three years
beginning in 2012, a contribution by participants that will reach a contribution
equal to or equivalent to the Federal FEHBP formula.

In the proposals to the unions and in our plans for executive staff, we have made
it clear that our goal is to reach the approximately 70%/30% employer/employee
allocation that pertains now in the FEHBP formula.

9. Walton Francis’s testimony stated that the "USPS proposals would massively disrupt or destroy the
FEHBP, the single most successful health insurance program ever operated by the United States
government. In destroying the FEHBP, the USPS would disrupt the health insurance of 8 million
Americans, and breach statutory entittement promises made to millions of Federal retirees.” He estimated
that the total number of national plans would drop from 18 to 11. How would USPS'’s withdrawal from
FEMHBP impact the program and the remaining federal employees and retirees? How many will have to
change health plans and find new doctors?

We would not expect any significant disruption in the FEHBP program. It is hard to
follow the logic which underlies Mr. Francis’ contention that OPM is efficiently managing
a program that currently provides some 200 plan options to approximately 9 million
participants, but that OPM will be unable to manage with comparable efficiency a
program that will retain approximately 200 plan options and some 7 million participants,
if the USPS establishes its own plan. It is of course impossible to predict with any
certainty that the number of national plans would drop from 18 to 11 and there is no
reason to conclude that any of these major plans would choose to exit the system.

The responses in our meetings with the major health care vendors (as part of our market
research conducted by our Supply Management group) and the responses of those
vendors to the written questionnaires we provided them illuminated the fact that the
marketplace is actively interested in partnering with USPS in a new plan that will
incorporate the best practices that they pursue in providing health care services not only
within FEHBP, but also with their large private sector and state and local government
customers.
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We expected that result, and we fully expect that these same vendors (all of whom have
relationships now with various FEHBP plans) will continue to be equally interested in
serving a population that, in total, will remain some 3 times as large as the USPS
population standing alone.

All these competitors in the health care field depend on scale in their business. That
scale is essential both to operate the plans they serve efficiently but also—and more
importantly in terms of their competitiveness in this marketplace—to use the leverage
that scale creates to negotiate the most favorable commercial arrangements available
from health care providers, including network discounts and pharmacy pricing.

Far from “destroying” FEHBP, a new USPS-sponsored plan would sclve some of the
problems with that system which Mr. Francis has identified. This plan actually has the
potential to improve that system, by providing examples of how to adopt private sector
and state and local government best practices and how to resolve some of the major
problems that Mr. Francis has described in testimony before the Congress and in other
forums.

in a presentation delivered in November 2011 to the American Enterprise Institute, Mr.
Francis identified several of what he described as “Big Flaws” in the FEHBP system.
Just to cite two examples from his presentation:

» it has NO risk adjustment mechanism of any kind, which leads to risk
segmentation and distorts consumer choices.

» it has never been modified to adjust to the existence of Medicare, even though
Federal retirees now get Medicare.

As we have discussed with the various stakeholders with whom we have met—including
congressional staffs, administration officials, union and management association
leadership—both of these issues are fully addressed in the USPS proposal in ways that
will provide great benefit to USPS and to participants, through their lower premium
contributions.

USPS is projecting total cash savings in the first year (if our proposal is adopted) of
$1.755 billion, ignoring the impact on retiree healith care liability and the remaining
scheduled payments under the Postal Accountability and Enhancement Act (PAEA).
That cash savings will be shared with participants through lower premiums and their
share of the savings is projected to be $653 million, or about $700 annually per
participant.

The first of those flaws identified by Mr. Francis is addressed through the restoration of a
direct relationship between the value of a plan’s benefits and the cost of the plan at the
participant level—a relationship which simply does not now exist within FEHBP. The
second flaw is addressed through our proposals for current and future annuitants, to
take full advantage of the coverage available to eligible participants through participation
in Medicare Parts A and B, and the wrap-around plan for prescription drugs, which will
take full advantage of the savings available under Medicare Part D.

It is possible that there would be a few plans that would no longer be available or that
might choose to exit the system. For example, the plan sponsored by the National Rural
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Letter Carriers Association (NRLCA) is a closed plan, open only to members of NRLCA.
But those members would be well-served by the new USPS plan.

It is also possibie that some smaller plans might choose to exit the system. There is ho
possibility that plans serving any significant segment of the non-Postal participant
population under FEHBP would elect to exit the system, in a competitive environment
where scale is and will continue to be a major factor in determining market share and
competitive advantage in a segment of the U.S. economy that accounts for more than a
sixth of the total Gross Domestic Product (GDP).

Even if some plans exit the system, the disruption in terms of availability of doctors
should be minimal. The participants are already in a doctor/patient relationship. And the
overlap of doctors among major health care vendors in particular markets is very
substantial. In private sector plans (and in state and local government plans) that are
competitively bidding health benefit arrangements, the plan sponsor uses data driven
techniques to identify and manage the extent of any disruption that might occur, and
those techniques will be applied in the Supply Management process that wili guide USPS
procurement efforts.

10. Under the USPS health care proposal, how much will USPS save annually by shifting costs to
Medicare, through the Employer Group Waiver Program tied to Medicare Part D? How much will USPS
cost shifting to Medicare increase the unfunded liability of the Medicare trust fund on an annual basis?

The USPS health care proposal to include an Employer Group Waiver Plan (EGWP) is
expected to save $539 million in 2013. Of this, $166 million would come from the
Pharmaceutical Manufacturers payment of 50 percent of Brand drug costs for retirees
with drug expenditures in excess of the Initial Coverage Limit. The balance of $373
million would come from the Medicare Part D program—increasing the Part D program
costs from $85.2 billion to $85.6 billion.

The 2011 Medicare Trustees Report projects the 2013 cost for Part A as $287.7 billion’
and the cost for Part B as $233.7 billion” for a total of $521.4 billion. If all USPS retirees
who are eligible for Medicare and not currently enrolled in Medicare Parts A and B were
to enroll, the 2013 expenditures would increase by $0.6 billion to $522 billion. This is an
increase of 0.1%.

11. USPS proposes to freeze the dollar amount that it pays towards the employer share of premiums at
the level it is at when the employee retires. This would force postal retirees on fixed income to bear the
full brunt of premium increases. Would the exponentially increasing cost for premiums eventually price out
long-hved retirees from health coverage? Using current medical inflatton estimates, how many years
would the average postal retiree have to live before retiree health care premiums cost for the individual
and a spouse reach 40% of the average pension?

Freezing the dollar amount of the employer subsidy is not currently a part of the USPS
health plan proposal.

12. According to Walton Francis's testimony, postal employees would be more expensive {0 insure than

! See Table 111.B4

? See Table 11.C8
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non-postal federal employees because postal employees comprise a risk pool that is significantly older
than that of the FEHBP as a whole. He stated that “to provide the identical benefits and premium leveis to
USPS employees that non-postal employees receive will cost about one sixth more per employee or
about one tenth of the all-employee average.” Thus, “the cost of a pullout to the USPS will exceed one
billion doilars annually to maintain current levels of benefits and premiums.”

a. Is USPS's employee population more or less expensive to insure than non-postal FEHBP
enrollees? How much more or less expensive? Provide support.

b. 1f USPS estimates its population is less expensive (in part a. above), would a USPS withdrawal
from FEHBP result in higher premiums for remaining non-postal employees?

¢ How has USPS’s hiring freeze affected its employee demographics in terms of cost to insure?

USPS does not have access to the health insurance costs for either Postal or non-Postal
participants in FEHBP. Therefore, it is not known if postal employees cost more to
insure than non-postai employees. The USPS employee population is a few years older,
on average, than the non-postal population, while the annuitant population is a little
younger on average than the non-postal annuitant population. However, given the
physical nature of most Postal employees’ jobs (including a considerable amount of
daily walking), their health status may be better and therefore offset some or all of the
expected higher costs from the demographic differences. The hiring freeze has resulted
in a slight aging to the postal active workforce; however, the cost to insure is based on
the overail FEHBP population.

13. FEHBP annual premium increases have been at or below the private sector. What, if any, assurances
can USPS provide that it will be able to achieve similar cost containment - particularly in light of the even
lower health insurance premiums USPS employees currently enjoy and USPS’s stated belief that the
current collective bargaining process is biased against USPS?

The new USPS heaith plan will contain many elements that will assist in managing the
underlying health care trend experienced by all health plans. The major components of
the health care trend include: increases in the unit cost of services, increases in the
number of services used per member, and advances in medical technology.

To assist in managing the unit cost trend, the USPS health plan will contract with a large
third-party provider network which uses its combined membership to negotiate the best
discounts and control price increases with medical providers. As part of the
procurement process, USPS will evaluate the network on its ability to offer competitive
unit prices for medical services.

The new USPS Health plan will also include many elements that have been proven to
help moderate medical trend. These include:

Wellness and disease management programs targeted to the USPS population.
A focus on health improvement using health assessments and health coaching.
High performance networks that focus on both cost and quality outcomes.

Use of gaps in care technology and opportunities for health improvement.
Inclusion of centers of excellence for complex medical conditions.

Pharmacy management programs that promote the use of generics and mail
order.

Y ¥V VY

Y v

14. In his testimony, Walton Francis opposed USPS's plan to offer a “self and spouse” option because
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enrollees would be more expensive to insure than those in a “family option.” The USPS health care
proposal plans to charge a lower premium for “self and spouse” than the more expensive “family option.”
Why does USPS believe that those employees who would enroil in a “self and spouse” option are
cheaper to insure than a “family option?” Provide support, including key underlying assumptions.

The Self & Spouse option would cover two adults, whereas the Family option would
cover two adults plus one or more children. As the Family option would cover more
lives, its cost would be higher. (Note that if an insurer offered a “family” option at a lower
price than the “self & spouse” option, couples would enroll in the family option to save
money).

The assumptions that were used in developing the costs for the four tiers were:

Y

Self & Spouse cost is expected to be 208% of the Self cost
Employee & Child(ren) cost is expected to be 169% of the Self cost
Family cost is expected to be 274% of the Self cost

A 4

15. USPS has projected its health care proposal will reduce its unfunded liability for retiree heaith
benefits. Provide breakdowns of each plan element that would reduce this liability and how much the
element would reduce the liabtlity.

In their February 10, 2012 report, HayGroup provided a breakdown in Table 1, on page 3,
of each element of the Postal health plan that would reduce the liability. A copy of the
report is attached.

Table 1 - USPS Retiree Health Benefits Elements
Funding Assumptions
Assumes Accelerated Retirements
(Amounts in Smillions)
2013
2003 2013 ) yginded | 2013 Funding
Liability | Assets Liabili
Scenario Assumptions iability
Accounting Liability
Continued participation in FEHBP
Current and dectining workforce. No $102,291 | $48,963 853,328 38,699
Law additional prefunding payments in
2011, 2012, 2013
Change from Federal accounting
standards to OPM OOA funding $91,040 | $48,963 | $42,077 38,699
assumptions
USPS Non Medicare Annuitants and
Health Plan | Survivors assumed to enroll in
in 2013 Medicare A and B with no penalty §74,830 | $48,963 | $25,867 $4,112
(Element 1)
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Table 1 - USPS Retiree Health Benefits Elements
Funding Assumptions
Assumes Accelerated Retirements
(Amounts in Smillions)
2013
2013 1} 2013 ) yoginded | 2013 Funding
Liability | Assets Liabili
Scenario Assumptions iability
USPs Includes Element 1, and additional
Health Plan | savings arising from EGWP +
in 2013 Wrap plan for Post- 65 Enrollees. §53,903 | $48,963 §4,940 $2,191
(Element 2)
USPS Includes Element 2, and revised
Se;(l)tllg Plan | four tier retiree contributions $59,434 | $48,963 | $10.471 52,719
{Element 3)
USPS Includes Element 3, and additional
.Hea!th Plan savings of 8 percent fo'r Pre-63 $57,538 | $48,963 $8,575 $2,526
in 2013 retirees from Purchasing
(Element 4)
USPS Inclndes Element 4, and savings
-Health Plan | due to Future Retirees having $50,385 | $48,963 $1,422 $1,753
in 2013 Carve-out.
(Element 5)

16. Will the USPS heaith plan proposai allow postal employees to select heaith plan types currently
available to them through FEHBP, such as the APWU consumer driven health plan? Why or why not?

Initially, the new USPS health plan will have a choice of three PPO options and a
staffigroup model HMO choice in locations where large numbers of USPS employees
currently select an HMO option. These are the same types of plans as offered in FEHBP.
One of the goals of the USPS health plan is to simplify the choices available so that
participants can make informed decisions about selecting a health plan option. USPS
would definitely consider adding a consumer-driven or high deductible option as an
additional choice.

17. FEHBP is often cited as the gold standard for health insurance coverage by members of Congress,
and President Obama promoted it as a model for health reform. What specific inefficiencies in FEHBP
lead USPS to believe that it can run a health insurance program more effectively?

While there is much to commend in FEHBP, Mr. Francis and others have also been
candid about flaws in the system. We agree with Mr. Francis that the failure to integrate
the FEHBP plans with Medicare is among those major flaws. Medicare was signed into
law by President Lyndon B. Johnson in July 1965. While in the early years relatively few
annuitants had Medicare (they did not qualify unless they earned enough quarters
outside Federal employment), Federal employees (including USPS employees) have been
in the Medicare system since 1984. Yet nothing has been changed over this period to
integrate the FEHBP plans with Medicare~despite substantial opportunities to do so-and
to conform with standard, indeed virtually universal, practice in the private sector and
among state and iocal governments. This failure is very detrimental to the finances of

13
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USPS, but also very detrimental to the interests of participants.

In FEHBP, annuitants (including Postal Service annuitants) pay 30% of the premiums for
the plans in which they enroll, on average. Medicare Part A is free. Part B charges for
most participants is $99.90 per month, which is about 25% of the value of the Part B
benefit. Since Parts A and B are approximately equal in value (about $5,000 annually for
each) those participants who elect to participate in both Parts A and B are paying about
12% of the total value of the benefit.

So, the failure to restructure the plans to assure participation in Medicare results in all
participants—Medicare eligible annuitants, pre-65 annuitants and active employees
alike—paying more in premiums than they would otherwise be required to pay.

Stated more simply—it is a very bad deal for participants to decline to pay the 12% of the
plans’ costs that would be associated with participation in Medicare Parts A and B, and
to have those costs shifted to a system in which participants pay on average 30% of the
costs. But this fact is clearly not well understood by participants. in addition, it
produces substantial inequity between those 75% of eligible annuitants who do
participate in both Parts A and B, and the minority who do not enroll in Parts AorBor
both. Correcting that inefficiency is the centerpiece of the USPS legislative proposal,
and it is indisputably in the interests, not only of the Postal Service, but also in the
interests of all participants.

A second inefficiency, also referred to by Mr. Francis, is what he calis “risk
segmentation” and the “distortion of consumer choices.” What this means is that the
principal driver of what a plan costs in FEHBP is not the relative generosity of the plan’s
benefits compared with other plans, but how successful (or unsuccessful) the plan has
been in attracting younger, healthier participants.

And beyond that, there is a reinforcing mechanism in distorting the relationship between
cost and value, in this sense. When a plan has a population that consists of overweight
and/or older participants and annuitants, in order to keep its pricing at least marginally
competitive it has little choice but to reduce benefits. So a plan that is competitively
disadvantaged in one year because costs are high and benefits not particularly
generous, tends to become even higher in costs and less generous in benefits in
reaction to that positioning, in subsequent years. Such plans eventually price
themselves out of the market and withdraw from the system, which is what happened, for
example, when Blue Cross/Blue Shield was effectively forced to eliminate its High Option
Pian a number of years ago.

In a weli-managed set of plans, the plan sponsor takes the steps to initiate and to
maintain a consistent relationship between cost and value, and that is easily done, even
when there is significant choice available to participants, with an appropriate spread
between both the costs and value among the plan choices offered. That is not so easily
done—and is essentially impossible, as the FEHBP program illustrates—where there are
more than 200 plan options and each plan must be rated to the claims experience of the
particular population it serves.

Another example of inefficiency is the redundant costs that are incurred and the
economies of scale that are sacrificed by including so many very small plans within the
system. Measured just by employees, the Biue Cross/Blue Shield plans (Standard and
Basic) have some 63% of participants within the FEHBP system. That is more than
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adequate scale to assure that economies of scale are realized and to provide substantial
leverage in negotiating favorable pricing arrangements from health care providers.

However, the next largest plan (the GEHA plan) covers less than 6% of all employees, so
itis less than 1/10™ the size of the Blue Cross/Blue Shield plans. The next largest plan
(the APWU plan) and several other plans cover just under 2% of all employees, so they
are about 1/30" of the size of the Blue Cross/Blue Shield plans. There are also a very
large number of very small plans. More than 100 plans cover 5,000 or fewer employees.
Some 50 plans cover 500 or fewer employees.

Many of the plans have their own claims system, some developed in-house and some
rented or purchased from third parties. There are also redundancies in communications
efforts, day to day administration, call centers and other infrastructure and
administration requirements that inevitably sacrifice economies of scale or introduce
other inefficiencies within the system.

The new USPS plan at the outset will have a much more streamlined, manageable
system. The system will provide employee choice in a set of plans (high, middle and
value) that will replicate the spread in actual value among the most generous and least
generous FEHBP plans.

In addition, HMOs will be offered in those locations where there is significant
concentration of Postal Service participants in such plans now, to avoid the disruption
that would otherwise be involved in requiring all such participants to change their
current provider relationship.

Participants will have—and will be able to evaluate—a consistent, direct relationship
between the options offered and their cost. And, that relationship will be managed by the
Postal Service, in partnership with the unions through the bargaining process, to assure
that result for participants over time.

One final point is important. If the FEHBP system were the ideal system for managing a
large, employer-sponsored health care plan, that would be the system used by the
largest U.S. private sector health care plan sponsors, and by state and large local
governments. ltis not. Those systems virtually all use a system similar to what USPS is
proposing, including:

1. Reasonable but not overwhelming employee choice;

2. Understandable choices where there is a direct correlation between cost to the
participant and value, maintained over time by the plan sponsor;

3. A four-tier or similar system for determining the cost of dependents’ coverage,
which is more equitable in allocating costs among differently situated participants
who need dependent coverage;

4. Comprehensive weliness and care management programs, specifically tailored to
the needs of the participant population and the physical and other demands of
their jobs; and,
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5. Full integration with Medicare, as a key component of affordability among those
employers who continue to provide health care benefits to their retirees.

We want our plan to mirror the best of private sector and state and local government
design elements and operations, and to correct those inefficiencies and flaws found in
FEHBP, which we and others have identified.

18. USPS has proposed that a USPS health plan be governed by a committee consisting of USPS and
labor representatives. How would this committee work? Would it include representatives of both postal
labor unions and management associations? Have unions or management associations expressed an

interest in such a joint governing body? What role would the committee play in coliective bargaining?

USPS has proposed the following governance process, which has been discussed with
the leadership of our unions and management associations, and with other stakeholders
including Congress, the administration, representatives of OMB and OPM and other
interested parties:

1. The plan would have an administration or governance committee, which would
have equal representation from:

a. USPS management, and
b. Representatives of the unions and management associations.

2. The exact size of the committee has not yet been determined, nor its membership
and the rotation schedule among the unions and management associations.

3. In addition to the management and bargaining representatives, there would be a
neutral member of the committee to break deadlocks should they arise.

4. The draft Memorandum of Understanding (MOU) shared in negotiations with the
NALC and the Mail Handlers also provides that there would be competitive
bidding at periodic intervals unless both parties (management and the bargaining
representatives) agree to waive this requirement. This requirement will prevent
one party from indefinitely delaying periodic bidding, which will be essential to
assure continued competitive pricing and commercial arrangements, regardless
of the position of a neutral member of the commiittee.

The unions and management associations have expressed interest in participating in the
governance process, if a new USPS pian is established. The committee wouid not play a
role in collective bargaining. That would continue to be the responsibility of the Postal
Service and the particular unions, and that is also true of the consultation process with
the management associations.

There are many similar models in place within the private sector, particularly among Taft-
Hartley plans and collectively bargained plans, for example, for Amtrak’s bargaining
employees.

19. Does USPS believe its planned competitive bidding process will resuit in a sufficient number of
qualified carriers to meet its stated goals?

As noted earlier, in December 2011, USPS conducted market research with many of the

6
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large medical and pharmacy benefit managers, including Blue Cross and Blue Shield,
Aetna, CIGNA, United Heaithcare, Medco, Express Scripts inc, and CVS/Caremark. All of
the vendors expressed a keen interest in working with USPS and demonstrated through
their written responses the ability to provide a comprehensive national provider network,
and a strong commitment to partnering with USPS to meet our goals.

20. Under the USPS health care proposal, would both the premiums and benefits of a USPS-run health
plan be subject to collective bargaining?

Yes, both are mandatory subjects of collective bargaining.

21 Under current law, in order for union workers to be required to join a USPS health care program, the
plan would need to be agreed upon through the collective bargaining process. What concerns and
objections have the unions and management associations expressed with regard to the USPS proposal
for its health plan?

Realistically, the best answers to these questions would come directly from the
principals involved—the leadership of the unions and the management associations.

A common concern that has been expressed to us is, “What happens if the Postal
Service should go out of business?” That concern has been principally expressed in the
context of the coverage for annuitants.

We have explained in response to those raising the question that the liability for the
current annuitants is already fully funded, i.e. that the current assets in the PSRHBF are
already sufficient to cover the future premium cost for all current annuitants indefinitely
into the future.

Moreover, the changes we have proposed will have the effect of significantly reducing
the liability for current and future annuitants, especially through taking full advantage of
the Medicare program consistent with essentially universal practice in the private sector
and in state and local government programs. That reduction in liability, coupled with our
plans to continue to fund for retiree health benefits to cover the amortization of the small
remaining unfunded liability for current annuitants and future annuitants from the current
active employee population, and to fund for new annuitants, should provide ample
assurance to all current participants that their needs in this area are fully met.

Enactment of our proposal with these important changes is among the best ways to help
assure not just the survival of the Postal Service, but that the organization is financially
and operationally viable indefinitely into the future. That is an essential outcome for
current employees and annuitants, as well as the entire mailing industry, recognized as a
cornerstone of the U.S. economy.

We remain convinced that this proposal serves not just the interests of the Postal
Service but that it is especially beneficial to the almost 2 million participants the new
health plan will serve. We look forward to the continuing discussions with our unions
and management associations that will certainly follow if Congress acts to give us the
authority we are seeking.

22 Will USPS seek a portion of the FEHBP reserve fund in transitioning to its own plan?

The USPS seeks an equitable portion of the reserve fund that represents the portion no
longer needed to maintain “Incurred But Not Reported Reserves™ and Contingency
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Reserves that are no longer needed to address financial insecurity of any particular plan.
The reserves have been built up from payment of 104% of the expected claims costs,
plus administration charges, and therefore a portion of the reserve fund is attributable to
payments made by the Postal Service. As the size of the reserve fund needed for non-
postal employees is smaller than that needed currently, a portion of the reserves can be
released to USPS without affecting the remaining members in FEHBP.

Timeline of a USPS Default to the Taxpayer

23. USPS has stated that it plans to default on its retiree health prefunding payments of $5.5 billion due
August 1st and $5.6 billion due September 30th and warned that it may still run out of money before the
end of this calendar year.

a. Prefunding aside, what is the risk that USPS will run out of money this calendar year, considering
the low cash balance it expects o reach this September and October? What about next year?

We do not “plan to default”. We are working with the Congress and the
Administration to avoid a default. However, the simple math will show that under
no foreseeable circumstance will the Postal Service have sufficient funds to pay
the $11.1 billion prefunding in 2012.

It is not possible to answer the question as to when we will run out of money with
certainty. The Postal Service spends over $220 million per day, and must estimate
cash flows of over $140 billion per year. Just a 1% error in total estimated cash
flows, would result in a $1.4 billion change in projected cash balances a year
hence. A commercial entity the size of the Postal Service should have access to
cash totaling $7 billion at any point in time. At many points in the next 18 months
our access to cash will be near zero—clearly not sufficient. Nonetheless, we have
carefully planned our next 18 months and the results of these estimates are
provided below.

As we have noted in briefings previously provided to the Committee, operating
costs for the Postal Service are approximately $1.3 billion per week. Barring an
unforeseen U.S. economic downturn, or increased acceleration of mail to moving
to electronic means, we expect that our cash {liquidity) level will drop below $1.3
billion this summer and continue near that perilously low level, but above zero,
throughout FY 2013. The large cash payments that are required to reimburse the
Department of Labor for Workers’ Compensation costs in October 2012 and 2013,
make those months particularly problematic. However, the fall is also the start of
our historically strongest revenue period and that helps to restore some liquidity.
However, if our cost-saving efforts are legislatively restrained, our cash {liquidity)
level could fall to zero by March 2013 and not fully recover.

b. Provide updated liquidity estimates for 2012 and 2013 that factor in USPS volume, revenue, and
expenses for FY2012 to date and any updated projections,

For the first half of FY 2012, mail volumes and revenues have been slightly better
than our original expectations, though still down from {ast year. Partially
offsetting this are higher costs incurred for fue! and workload labor that resulted
from the higher-than-expected volume. Moreover, we deferred implementation of
certain cost-saving strategic initiatives, at the request of many members of
Congress. Looking forward, potential slowdowns in the implementation of some

18
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of our cost-saving strategies may further pressure our finances. The net effect of
these various impacts is that we continue to expect that we will barely have
sufficient liquidity to make it through CY 2012 and that the outlook for 2013
continues to look very challenging.

What actions will USPS take to maintain sufficient iquidity? Will USPS consider stopping its
FERS payments, as it did last year? Not making its workers’ compensation payment due mid-
October to the Department of Labor? Not covering USPS costs to participate in the FEHBP?
What consequences would result if USPS defaults on these federal obligations?

The Postal Service will continue to fulfill its mission to deliver the mail, and it
intends to fulfill its financial obligations to its customers, suppliers, and
employees. This includes payments to other federal agencies relating to
employee benefits, with one exception. The only payments that we absolutely
cannot afford in the near term are the retiree health prefunding‘ payments of $5.5
billion due August 1%, 2012 and $5.6 billion due September 30", 2012,

In order to ensure that these commitments are fulfilled, certain legislative changes
are needed. For example, the return of $11.4 billion in FERS overfunding and the
adjustment of future FERS employer contribution rates for postal-specific
experience and assumptions would provide the Postal Service with needed
working capital, while continuing to assure that the FERS liability is fully-funded.
Without these adjustments, the unnecessary overfunding of FERS will continue to
grow. Likewise, adjustments to the Postal Service's health benefits program
would provide significant additional financial flexibility.

In the event that legislative adjustments are not forthcoming, management of the
Postal Service’s liquidity becomes much more challenging. We are continuing to
reduce costs wherever possible and generate new revenues and, as noted in the
response to (a.), we expect to have sufficient liquidity through FY 2013, if our cost-
saving efforts are not blocked by legislation or regulations. We cannot speculate
as to any consequences that could result in the unlikely event that the Postal
Service is unable to meet any of its future financial obligations, however
maintaining service and making payments to our suppliers, contract partners and
employees wouid be the highest priority.

In FY 2011, the Postal Service was forced to temporarily cease making its
employer contribution to the FERS in order to ensure sufficient liquidity. Prior to
making this difficult decision, the Postal Service determined that the temporary
non-payment of the FERS employer contribution would not have any
consequences for employees or annuitants, nor would it impact OPM's ability to
make pension payments. Regarding current employees, the OPM took the
position during the last fiscal year that employees would not earn creditable
service during the period in which the Postal Service did not pay the employer
contribution.

However, the Postal Service believed that OPM’s view was inconsistent with the
FERS statute, and we agreed to take our dispute to the Office of Legal Counsel
(OLC) at the Department of Justice. In a decision issued last November, and
recently shared with the Committee, OLC held that the FERS statute does not
allow OPM to deny creditable service to employees on the basis of the Postal
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Service’s non-payment of the employer contribution.

Regarding current and future annuitants, the non-payment also would not have an
impact, because it would not affect OPM's ability to make benefit payments either
now or in the future. The employer contribution constitutes the Postal Service’s
share of the FERS normal cost for current employees, meaning it prefunds
annuity payments that will occur in the future, when those employees retire.

Thus, non-payment does not affect immediate benefit outiays to current
annuitants, for which funds have already been set aside. Furthermore, a
temporary non-payment of the contribution does not affect the ability of OPM to
pay the annuity benefits of current employees once they retire, because the Postal
Service’s FERS account is substantially overfunded.

in contrast to the FERS payment, the workers’ compensation payments to the
Department of Labor {(DOL) are used by DOL for immediate expenses. The Postal
Service makes two payments to DOL in October, one to cover workers’
compensation benefits paid to Postal Service employees (known as the
“chargeback” payment), and another, much smaller, payment to cover DOL
administrative expenses. We understand from prior discussions with DOL that
the Postal Service’s faifure to make the chargeback payment at the beginning of
the fiscal year combined with a failure by Congress to approve a unified federal
budget by September 30, 2012, would leave DOL with insufficient funds to pay all
workers’ compensation benefits for Postal Service and other Federal employees
by about November 2012, absent some form of additional funding to replace the
Postal Service payment. in addition, we understand from prior discussions with
DOL that a failure to make the payment for administrative expenses would affect
DOLU’s ability to administer the system by about November 2012, again absent
some form of supplemental funding through the unified federal budget or
otherwise. However, if USPS were to make a partial payment, this couid alleviate
the impact on DOL’s ability to pay compensation claims and administer the
program.

The Postal Service’s contributions under FEHBP are largely used to cover health
benefits for employees and annuitants during the plan year in which the payments
are made. However, portions of the contributions are set aside in a contingency
reserve fund. The Postal Service has not consulted with OPM as to the possible
consequences to employees and annuitants of stopping its contribution.

The Board of Governors would only consider suspending one or more statutorily-
required payments after fully considering all relevant information, including the
consequences of non-payment, and after determining that the non-payment was
necessary to preserve liquidity so as to allow the Postal Service to continue
providing prompt, reliable, and efficient delivery of the mail, consistent with its
statutory obligations under title 39, United States Code. The Postal Service would
consult with the Administration and Congress in advance of any suspension of a
payment, in order to explain the decision of the Board of Governors and why that
decision is consistent with the Board’s statutory duties.

Assuming no statutory changes, does USPS anticipate it will soon need congressional
appropnations to make payroll and payments to contractors?
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Barring an unforeseen U.S. economic crisis, or accelerated migration of mail
beyond our expectations, we expect that our cash (liquidity) level will drop to a
perilously low level, but above zero, throughout FY 2013. However, if our cost-
saving efforts are legislatively restrained, our cash (liquidity) level could fall to
zero by March 2013 and not fully recover.

USPS Financial Condition and Outlook

24 Provide updated projections of outstanding USPS debt at the end of each fiscal year from FY2012-
2016, assuming that USPS prefunds retiree health benefits under current taw and USPS borrowing were
unconstrained by the current $15 billion statutory debt limit.

Assuming that none of the Postal Service’s strategic initiatives are implemented and that
retiree health benefits prefunding payments are made as scheduled under current law,
projected debt levels would be as follows:

2012 - $28.0 billion
2013 - $39.7 billion
2014 - $54.1 billion
2015 - $71.6 billion
2016 - $92.1 billion

You should note that, at $15 billion dollars of debt, the Postal Service will be more highly
leveraged than substantially all large investment grade commercial enterprises, and,
absent a clear path forward, it would be inappropriate to allow these balances to grow.

25 Provide updated projections of USPS mail volume, revenues, and expenses for FY2012 that factor in
results for the fiscal year to date and updated projections for the rest of the year.

We are currently in the process of closing the books on Quarter 2 of FY 2012, These
results will be available in mid-May and will serve as the basis for an updated projection
of our FY 2012 financial resuits and our initial planning for FY 2013. We are also
developing scenarios that aliow us to examine the potential impact of changes to our
plan, such as those that might occur as a result of Congressional action.

We have identified the following reievant information.

» During the first half of FY 2012, mail volumes and revenues have been better than
plan (though still down from last year).

> Partially offsetting this trend are higher costs incurred for fuel and workload labor
that resulted from the higher-than-expected volume.

> The implementation of certain strategic cost-saving initiatives has been delayed at
the request of some members of Congress, adding more pressure to our finances.

26 Provide estimated USPS savings achieved in each of the past five fiscal years, and updated savings
projections for FY2012.

In the past five fiscal years, we have achieved incremental annual savings that total $13.7
billion, as shown below. Without these savings, our 2011 net loss of $5.1 billion would
have been approximately $19 billion.
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Incremental
Year Annual Savings
$ billions)
2007 $1.2
2008 $2.0
2009 b6.1
2010 $3.0
2011 $14
Five Year Total | $13.7

Based on preliminary results through March, we are estimating that 2012 savings will be
approximately $1.9 billion, exclusive of any costs for separation incentives (if any).

a

How much of the FY2012 savings depends on future workforce attrition and future realignment of
USPS's operations?

The Plan to Profitability calis for a reduction of close to 66,000 people by the end
of FY 2012. Of this amount, approximately 30,000 people are directly linked to the
change in Service Standards and the consolidation of mail processing facilities,
which the Plan assumed would be fully implemented by the end of FY 2012.
Delays in the implementation of this initiative will have a small financial impact in
FY 2012, but will have a significant financial impact in FY 2013.

How much of the FY2012 savings will not be realized if USPS decides to maintain current service
standards and extend the moratorium on closing facilities?

The potential impact to FY 2012 from further delaying the change in Service
Standards and the consolidation of mail processing facilities is relatively smali
and represents a loss of approximately $200 miilion in savings. However, the
impact on FY 2013 would be dramatic, as the Plan assumes full implementation of
this initiative in order to realize $2.0 billion in savings.

As we have noted in many of our communications, our liquidity situation remains
extremely challenging. We project that we will be operating throughout much of
FY 2013 with less than one week’s worth of available liquidity. If we are unable to
implement our strategic initiatives on a timely basis, this would put extreme
pressure our finances.

27. Wage costs continue to constitute about half of all postal costs and traditionally have increased on the
basis of cost-of-living adjustments (COLA) keyed to the Consumer Price Index (CPI).

a.

Provide USPS trend data on wage costs and additional USPS costs resuiting from wage
increases for each fiscal year from FY 2001-2011, including total compensation and work hours,
compensation per work hour and its annual percent change, and the additional costs due to
compensation increases.
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Total
Compensation &
Benefits Total Nat! Annual

Expense* Workhours Hourly Percent
Fiscal Year] (3 millions) {thousands) Rate Change
FY 2001 $ 48,853 1.603.034 | $ 3048
FY 2002 $ 49,046 1627422 1% 3211 5.4%
FY 2003 $ 47 822 147379318 3245 11%
FY 2004 $ 49,582 146232118 3414 5.2%
FY 2005 $ 51,599 1463253 1% 3526 3.3%
FY 2006 3 53,388 1,458,729 [ $  36.60 3.8%
FY 2007 $ 53,306 1,423,001 37.46 2.4%
FY 2008 $ 52,358 1,373,354 | $§ 3812 1.8%
FY 2009 3 50,883 1,258,026 18 4045 8.1%
FY 2010 $ 48,909 1,182,847 [§ 4135 2.2%
FY 2011 $ 48310 1,148 837 [ $  42.05 1.7%

* Excludes workers compensation and retiree health benefits
expenses.

b. Provide budgeted USPS data (from the Integrated Financial Plan) for the same fiscal years for
wage costs, total compensation and work hours, compensation per work hour, and annuat costs
due to compensation increases.

Total
Compensation & Hourly

Benefits Total Nat't Rate Annual

Expense* Workhours {includes | Percent
Fiscal Year (3 millions) {thousands) COLA) Change
FY 2001 N/A N/A N/A N/A
FY 2002 3 52,970 N/A N/A NIA
FY 2003 3 53,021 1497422 |§ 3541 N/A
FY 2004 3 49,679 1455487 |$ 3413 ~3.6%
FY 2005 $ 51,111 1,446,056 |$ 3535 36%
FY 2006 $ 52787 1445670 {$ 3651 3.3%
FY 2007 $ 53,119 1421347 | $ 37.37 2.4%
FY 2008 $ 53,163 1,381612 |$ 3848 3.0%
FY 2009 $ 52,138 1,223,516 42.61 10 7%
FY 2010 $ 48,787 1,179,778 41.35 -3.0%
FY 2011 $ 48527 1142208 | $ 4249 27%
* Excludes workers compensation and retiree health benefits
expenses.

28. In your testimony, you stated that labor costs account for 80 percent of USPS total costs, and 38% of
personnel costs are tied to federal benefits programs outside of our control.

a. Why did USPS voluntarily agree last year to guarantee COLAs and general wage increases in the
collective bargaining agreement with the American Postal Workers’ Union (APWU)? Isn't it true
that the first COLA payable next year will increase USPS annual expenses by $215 million?
Considering USPS’s looming insolvency, aren't these wage increases unaffordable? Why is
USPS not following the example of other bankrupt enterprises and publicly asking APWU to
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reopen this il-advised contract?

The Postal Service’s current contract with the APWU eliminated pay raises for two
years. Even with the general increases and COLAs after the two-year pay freeze,
as compared to the previous contract, the new contract was estimated to save the
USPS $3.8 billion based on the complement and attrition projections available at
that time. As such, the responsible course to take was to conclude the agreement
and realize the significant cost savings.

COLAs are paid under the contract semi-annually. The first COLA payable under
the APWU contract will be in March of 2013. Based on the latest available
projections, this is expected to add about $24 million in annual expenses.

The next COLA payable under the APWU contract will be in September 2013.
Based on the latest available projections, this is expected to add $221 million in
annual costs from that point forward.

The Postal Service does not have a legal avenue to force the APWU to reopen
negotiations. Unlike companies in the private sector, the Postal Service does not
have the option to resort to bankruptcy proceedings.

Why is USPS currently paying nearly 100-percent of the health and fife insurance premiums for
its executives? Should USPS executives lead by example and immediately pay the same share
as other federal employees?

The Postal Service has taken several proactive steps to restrain compensation for
its leadership and to lead its workforce by example, not only by enacting pay
freezes for its officer corps in the form of a salary freeze and/or non-payment of
performance lump sums for the past four consecutive years, but by also
voluntarily making the decision in November 2010 fo change health benefit
contribution levels for all Postal officers and executives. Beginning in 2012, the
Postal Service share of the health benefit premium was reduced to 91 percent of
the federal weighted average premium, and will continue to decrease in 2013 and
2014 until the percentage matches the percentage paid by employees in the rest of
the federal government.

Although the Postal Service made this decision in recognition of projected
financial pressures, it was not one that was made lightly due to the existing and
notable discrepancies in base salary and performance award pay between Postal
Service Executives and Federal Government SES employees. In FY2010 (the latest
available data from OPM), the average Postal Service’s executive salary was
$140,898, while that of the Federal Government’s SES level was $167,049, a
significant difference of $26,151. The following differences should also be noted
from a performance awards perspective:
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Postal Executive Federa(s’(é?emment
Fiscal vear Average Performance Average Performance
Award 9 Award
FY2010 $10,663 $13,081
FY2011 $0 $11,181*

Source OPM Report on Senior Executive Pay and Performance Appraisal Systems for FY2010.
* Average estimated based on OPM'’s announcement on Budgetary Limitations for Awards dated 6/10/2011.
http/Awww checoc gov/Transmittals/TransmittalDetails aspx ? TransmittallD=3997

Regarding FEGL, the value for the average Postal executive is approximately
$558 for Postal executives, a relatively small benefit considering the significant
level of scope and responsibilities that come with an executive position, and the
existing compensation differences between the Postal Service and Federal
Government,

Even with the Postal Service paying for the full cost of health insurance and
certain FEGLI premiums for its executives, this only translated to a $4,040
benefit value over what was provided by the Federal Government, still leaving a
sizeable pay gap of $22,111 between the Postal Service executives and Federal
Government SES in FY 2010.

Why does USPS not increase the share of health and life insurance premiums paid by other
non-bargaining employees to the same portion paid by other federal workers?

The Postal Service is statutorily required to engage in a process of consultation
with the management associations prior to issuing changes in pay policies
affecting such non-bargaining employees. That process is underway, and the
Postal Service has advanced the position in that process that the employer
contribution rate for health insurance premiums should be reduced to the level
paid by federal employees.

What is USPS's strategy for reducing its career workforce to 400,000 employees? What
specific actions will USPS take to incentivize retirement?

To reduce the size of the workforce the Postal Service has traditionally utilized
attrition. On a number of occasions the Postal Service has used Voluntary Early
Retirement and or retirement incentives to increase attrition. The Postal Service
will most likely have to offer Voluntary Early Retirement and incentives over the
next four years to reduce the workforce.

Nearly half of our roughly 550,000 career employees are eligible to retire or
participate in a voluntary early retirement. We forecast annual attrition of
approximately 30,000 career employees. We believe we can reduce our
workforce to 400,000 career employees with a combination of retirements and
incented separations. This is based, in part, on the success of our 2009
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incented separation program which had 21,000 participants. We continue to
work with our labor unions and management organizations on the terms of
retirement or separation incentives.

29. According to annual data reported by USPS, the aggregate cost of postal labor increased 7.1 percent
mn FY 2009, 1.8 percent in FY 2010, and 5.4 percent in FY 2011, (See Total Factor Productivity table 14,
available at http://www.prc.gov/Docs/80/80526/ChiR2.Q28 xis.)

a. Does this cost growth include or exclude payments to prefund retiree health benefits? Please
specify the costs that are factored into these data.

Total Factor Productivity {TFP) is an economic estimate of the excess of outputs
over resource inputs. For the Postal Service, TFP is calculated by comparing
mail volume, adjusted for workload content and deliveries to ali labor, material
and capital resources used. The 2009 - 2011 TFP calculations include an
estimate of the retirement health benefits (RHB) attributable to current service,
For each of these years, approximately $1.5 billion was attributed to each year
as an estimate of the normal (service) cost of RHB earned each year.

The Postal labor component of TFP includes all personnel-related costs
{adjusted as described above) with the exception of the interest and discount
rate adjustment to the workers’ compensation liability, which is not considered
a resource usage, merely a valuation change and the remaining RHB prefunding,
which is not associated with any year's work.

b, Why did the aggregate cost of postal labor increase by 5.4 percent in FY2011?

The FY 2011 increase of 5.4% in the Price of Aggregate Labor Input represents
the increase in the unit cost of the labor component of the TFP calculation. This
was driven primarily by: (a) an increase in contingent and short-term liability
expenses associated with employee claims, and (b) the significant increase in
workers’ compensation expenses associated with the actuarial revaluation of
existing cases.

30 USPS has long reported that the decline of profitable First-Class Mail volume is a key reason for
declining USPS revenue. Provide the total volume, revenue, and contribution of First-Class Mail for
FY 2000 through FY 2011, as well as breakdowns for single-piece and bulk First-Class Mail and
estimates for future First-Class Mail volume

Historical First-Class volumes, revenues, and contribution are shown below.

Total Domestic First-Class Mail
(in
millions) Attributable

Volume Revenue Cost Contribution
FY 2000 103,525.7 $35,515.9 $19,423.5 $16,092.4
FY 2001 103,655.6 $35,874.0 $19,768.5 $16,105.5
FY 2002 102,378.6 $36,479.0 $19,135.0 $17,344.0
FY 2003 99,053.5 $37,041.3 $17,908.7 $19,132.6
FY 2004 97,921.0 $36,370.9 $17,458.8 $18,912.1
FY 2005 98,066.0 $36,062.2 $18,469.1 $17,583.1
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FY 2006 97,614.1 $37,030.5 $19,239.5 $17,791.0
FY 2007 95,895.3 $37,551.0 $19,220.1 $18,330.9
FY 2008 91,276.7 $37,276.6 $18,264.2 $19,012.4
FY 2009 83,313.7 $34,955.0 $17,240.2 $17,714.9
FY 2010 78,649.2 $33,131.1 $16,454.7 $16,676.4
FY 2011 73,210.2 $31,314.0 $15,483.6 $15,830.3
First Class Single Piece {in millions)*
Attributable
Volume Revenue Cost Contribution
FY 2000 55,088.8 $22,333.5 $13,594.4 $8,739.1
FY 2001 53,599.3 $22,003.0 $13,546.1 $8,456.9
FY 2002 51,922.5 $22,044.5 $13,393.9 $8,650.6
FY 2003 49,104.2 $21,804.5 $12,889.6 $8,914.9
FY 2004 47,682.3 $21,081.9 $12,543.2 $8,538.8
FY 2005 45,892.8 $20,260.9 $12,583.0 $7,677.9
FY 2006 44,365.6 $20,2985.2 $13,053.5 $7,241.7
FY 2007 42,260.6 $20,156.1 $13,029.2 $7,126.8
FY 2008 35,355.6 $14,854.0 $8,889.6 $5,964.4
FY 2009 31,633.2 $13,753.5 $8,342.0 $5,411.5
FY 2010 28,584.9 $12,752.8 $7,7754 $4,977.3
FY 2011 25,846.8 $11,580.8 $7,184.6 $4,396.1
First Class Presort (Bulk) (in millions)*
Attributable
Volume Revenue Cost Contribution
FY 2000 48,436.9 $12,999.7 $4,800.2 $8,199.4
FY 2001 50,056.3 $13,687.0 $5,131.2 $8,555.9
FY 2002 50,456.2 $14,227.0 $5,160.5 $9,066.5
FY 2003 49,949.3 $14,994.5 $4,966.9 $10,027.5
FY 2004 50,238.7 $15,009.7 $4,860.6 $10,149.1
FY 2005 52,173.3 $15,521.0 $5,361.4 $10,159.6
FY 2006 53,248.6 $16,488.0 $5,786.8 $10,701.2
FY 2007 53,634.7 $17,174.8 $6,190.8 $10,984.0
FY 2008 51,935.9 $17,060.0 $5,723.9 $11,336.1
FY 2009 47,933.7 $16,282.1 $5,607.2 $10,674.9
FY 2010 46,225.4 $15,975.3 $5,398.8 $10,576.5
FY 2011 44,494.5 $15,488.4 $5,183.6 $10,304.8
First-Class Flats (in millions)*
Attributabie
Volume Revenue Cost Contribution
FY 2008 3,379.7 $4,056.3 $2,571.0 $1,485.3
FY 2009 2,864.5 $3,539.9 $2,157.5 $1,382.4
FY 2010 2,484.0 $3,117.7 $2,148.0 $969.8
FY 2011 2,230.9 $2,814.2 $1,946.4 $867.8
First-Class Parcels (in millions)*
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Attributable

Vaolume Revenue Cost Contribution
FY 2008 605.5 $1,120.8 $1,079.7 $41.0
FY 2009 580.8 $1,113.8 $1,095.2 $18.6
FY 2010 5§74.4 $1,131.2 $1,1324 ($1.2)
FY 2011 638.0 $1,284.5 $1,169.0 $115.5

* Breakouts of First Class Flats and Parceis were not available until FY2008

Estimates for future First-Class Mail volume are as follows.

[ Total First-Class Mail

{in billions)
Volume
FY 2012 67.2
FY 2013 64.2
FY 2014 60.1
FY 2015 56.3
FY 2016 52.9

31. inits Annual Compliance Determination for FY2011, the Postal Regutatory Commission (PRC)
reported that "Standard Mail Flats generated revenues $643 million less than its attributable costs, yet
USPS has repeatedly failed to utilize existing pricing options to address this growing Standard Mail
intraclass subsidy.” What is USPS’s response to this statement?

The Commission is referring to the limited pricing flexibility that is available to the Postal
Service under the “cap” mechanism. Under that mechanism, it is indeed possible to
address the issue the Commission identifies; however, price increases for Standard Mait
overall {which includes a much higher volume of advertising letters) must stay under the
inflation-based “cap”. For instance, if the Postal Service were to greatly increase the
prices for “Flats”, it would have to offset those price increases through lower prices on
other Standard Mail. There would not be a net financial gain since the average has to
stay within the cap; in fact, large price changes could have a negative financial
implication.

In the FY 2010 Annual Compliance Determination, the Commission directed the Postal
Service “to increase the cost coverage of the Standard Mail Flats product through a
combination of above average price adjustments, consistent with the price cap
requirements, and cost reductions until such time that the revenues for this product
exceed attributable costs.”

32010 Annual Compliance Determination at 108. The Postal Service sought judicial review of this
directive because it 1s (1} contrary to the express terms of the PAEA, (2) beyond the Commission's
authority in the context of its review of an annual compliance report, and (3) arbitrary and capricious in
that the Commission failed to address the argument that such a course of action may actually result in
less contribution and, therefore, have a negative impact on the Postal Service's financial stability The
court recently concluded that the Commission's decision was arbitrary and capricious.
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In FY 2011, as a class, Standard Mail had a cost coverage of 147.6%, an increase from the
FY 2010 cost coverage of 146.6%. Therefore, the Postal Service continues to remain in
full compliance with 39 U.S.C. §3622(c)(2), which requires that market-dominant products
cover costs as a class, not on a product-by-product basis.

In its Notice of Rate Adjustment, (Docket R2012-3), filed with the Commission on October
18, 2011, the Postal Service increased the price of the Flats product by more than the
average price increase for Standard Mail. In order for the Postal Service to maximize its
revenue, it looks at Standard Mail as a class. If it had increased Standard Mail Flats
prices by a higher percentage, the overall increase for the Standard Mail Class would still
have been the same, since other products would have had to be increased by a lower
amount, in order to stay within the price cap.

The Postal Service remains concerned about the financial health and long-term viability
of the catalog industry, a major user of the Flats product, and so the Postal Service has
used its pricing flexibility to keep Flats price increases moderate, even though the
product’s price increase is slightly above the cap. This approach reflects ongoing
concern that the condition of the catalog industry and the economy generally suggest
that substantially larger than average Flats price increases may result in volume declines
that may undermine the viability of this product. In addition, potential operational
changes, including network optimization, could substantially reduce operating
expenditures. Thus, a balanced approach of moderate price increases in conjunction
with cost savings will, over time, begin to address the cost challenges faced by this
product.

Non-postal Initiatives

32. You testified that USPS is in the process of establishing a group to take a lead on digital
transmission. What are USPS’s plans for "digital mail” service? In answering this question, provide the
Committee with full answers and redacted responses for the record,

a Describe options that USPS has considered in this area, particularly those that remain under
consideration, the investment that would be necessary to enter this highly competitive area,
and the expected profits, if any, in the first five years.

~ Digital Group - A ‘digital group’ has not yet been established. However, the
U.S. Postal Service is committed to seeking ways to innovate.

» Digital Mail - Under the Postal Accountability and Enhancement Act [Title 39,
Section 102 {5)] a postal service is defined as “the delivery of letters, printed
matter, or mailable packages, including acceptance, collection, sorting,
transportation, or other functions ancillary thereto...”. The Postal Service is
also largely forbidden from providing non-postal services. As written, this
statute restricts U.S. Postal Service innovation to exclude pure digital
services where all aspects of the production, transmission and delivery of
mail are digital in nature. Thus, to be permissible under current law, digital
services must have a relationship to the production, transmission, or
delivery of hardcopy mail. Therefore, no pure digital services without the
requisite connection to hardcopy mail are being considered or developed at
this stage.

> Solutions Under Consideration - In line with its current authority, the Postal
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Service has been evaluating how it may support innovation of the physical
mail / package experience through the use of technology. This focus has
been on “hybrid” solutions where some aspects of the production,
transmission and delivery of mail leverages technology but also involves
hard copy. {An example of this type of solution includes the Apple card
mobile app where consumers are able to create greeting cards via their
mobile phone and subsequently have those cards physically created through
Apple’s print facility and entered into the mailstream). Options under
consideration involve developing hybrid solutions to help customers better
manage their physical mail and packages. To broaden the scope of
innovation, this could include making assets of the organization available for
private sector providers to scale existing and/or new hybrid tools, It also
includes development of hybrid tools that the American public would only
trust the U.S. Postal Service to develop and manage on their behalf.

Investment for innovation —The Postal Service is considering investments in
innovative solutions while supporting other innovations across the mailing
industry. Investments recently made to the usps.com platform will be
leveraged in the organization’s effort to enhance its constituents’ experience
around mail and package management. The Postal Service does not plan to
make investments to position itself as a competitor to the mailing industry.

b, How much has USPS spent on digital mail service? What expenditures are planned? Report
annual expenditures to date and budgeted expenses for FY2012, including on information
technology and on USPS employees, consuitants, and contractors working on this effort.

I

Digital Mail Spending - The Postal Service has not spent funds on digital mail
services. Rather, the organization has spent funds to evaluate its
constituents' needs (consumers as well as businesses} and how it may
leverage its assets to support innovation in the mailing industry. This work is
focused on how the organization’s involvement could benefit consumers as
well as businesses as it does today via its physical network.

Research & Strategy Spending - The Postal Service has retained the Boston
Consulting Group (BCG), a leading strategy consultancy, to provide
guidance on how the organization should approach digital innovation. BCG
has supported other postal organizations around the world in their efforts to
develop feasible innovation strategies. To date, the organization has spent
$1.7 million on research and strategy consulting services.

In FYs 2010 and 2011 combined, approximately $1 million was spent studying
potential digital mail services. In the first six months of FY 2012, approximately
$2.6 million has been spent on digital mail services, compared to an FY 2012
total expense budget of $6.5 million. This includes the cost of all employees,
consultants and contractors associated with this effort.

¢.  What management review and approval has been given to digital mail and related initiatives?
Provide Decision Analysis Reports and other documents reviewed by USPS management and
the Board of Governors

»

Management Review & Approval - Postal Service management has only
approved the evaluation of the role the organization could play to support
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innovation in the mailing industry. No approval has been granted to pursue
digital mail initiatives which are prohibited by the Postal Accountability and
Enhancement Act [Title 39, Section 102 (5)] mentioned earlier. Accordingly,
no Decision Analysis Reports or other formal analyses or evaluations exist.

Mail Processing

33. USPS reports that as of 2011, it eliminated approximately 200 mail processing facilities in the past
five years while providing a "soft landing” for employees through retirements and reassigning staff. In
Figures of your testimony, you project the elimination of over 200 more mail processing facilities by 2013.
In closing these facilities, what is your projected workforce reduction?

The Network Rationalization concept, including the proposed service standard rule
change and the consolidations, is projected to resuit in a workforce reduction of
approximately 30,000 employees.

34 What criteria and methods does USPS adopt to determine whether to close or consolidate facilities?
Specifically, how did USPS select which mail processing facilities to close?

A least cost optimization model was used to assign mail volume by 3-Digit ZIP Codes to
processing plants based on the proposed operating concept. The model output was
used as a framework for discussion with subject matter experts to determine the
feasibility of the consolidation opportunities. The opportunities were adjusted based on
expert insight and became the basis for the Area Mail Processing (AMP) feasibility
studies.

An AMP study is an iterative process that determines whether a consolidation is feasible,
if a valid business case exists, and if the consolidation is in the best interest of the
Postal Service. This process incorporates public input into the final decision. The
feasibility is examined by determining if the volume can be transported to the new site
and processed within the required processing window with mail processing equipment
that will physically fit inside the facility. The business case estimates are based upon the
projected expenses of mail processing labor, management, transportation, and
equipment and facility maintenance. The public input process is used to modify the
consolidation plan as necessary to meet customer needs.

35. Total mail volume peaked at 213 billion pieces in FY2006 but dropped to 168 billion pieces by
FY2011 and is expected to drop to 144 billion pieces by 2016 According to some mailers, at its peak,
USPS had the capacity to process up to 300 billion pieces of mail each year.

a. How much excess processing capacity does USPS have in mail processing? Please summarize
the higher costs resulting from excess capability and give some supporting examples.

Historically, to a great extent, postal mail processing and transportation network
infrastructure and mail processing technology have been configured and
designed to accommodate pursuit of the service standards applicable to First-
Class Mail, with considerable emphasis on meeting overnight service standards.

The benefits of automated Delivery Point Sequencing (DPS) are so substantial that
the Postal Service has invested considerably in such equipment and has
expanded facility capacity to accommodate the machinery. Investment in
additional machinery and facility space was prudent and affordabie during periods
when mail volume was more robust and growth could confidently be predicted.
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However, overall volumes have declined sharply, and the mail mix has changed,
yet service standards and the mail processing network required to meet those
standards have remained the same.

To maximize the volume that can benefit from DPS on any given delivery day, the

operation must be conducted during a narrow time window before dispatch. This

window occurs in the early morning hours of each delivery day in order to ensure
that a maximum degree of First-Class Mail with an overnight service standard can
reach this downstream operation and meet its delivery standard.

The combination of the overnight service standard and short DPS processing
window inherently requires the USPS to maintain excess capacity. The majority
of DPS processing equipment is solely used for DPS processing and thus remains
idie throughout the remainder of the day.

Therefore, significantly more DPS equipment is required to be available to operate
at more mail processing plants {or large Post Offices) than wouid be required with
an expanded operating window, due to the relaxation in First-Class Mail service
standards. This equipment occupies more total floor space, requires the
deployment of more maintenance personnel and supplies at more locations, and
generates more operating cost than if other operational and service requirements
were in effect. Also, the transportation being operated between mail processing
plants and from each plant to its subordinate delivery is higher than it would be
than under different circumstances.

Summarize the benefits that USPS expects to achieve from increasing mail processing
operations from 5-8 hours a day to 16-20 hours a day.

By expanding the processing window and relaxing the overnight service standard,
the number of pieces of equipment required to process DPS could be significantly
reduced. This larger operating window also allows mail to be transported further
distances to be processed. Therefore, fewer pieces of equipment are required and
are able to be consolidated into fewer facilities nationwide. This results in a
reduction of approximately half of the existing USPS processing facilities. This
would result in fewer trucks going between fewer facilities, fewer maintenance
personnel required to maintain fewer facilities and machines, and fewer
management personne! required to oversee fewer operations.

The expanded operating window and altered mailer entry times will provide an
environment in which all DPS volume is at the facility, ready to be processed at
noon each day. This allows the USPS to be able to staff and schedule personnel
according to the known mail volume. The annual savings associated with
expanding the operational window by way of a relaxation in First-Class Mail
service standards is estimated to be approximately $2.5 billion per year.

How many more processing facilities would USPS need to close in order for processing capability
o mateh the declining workload?

The number of processing facilities in the network is determined by the First-
Class Mail service standards. The change of these standards will allow the USPS
to consolidate approximately half of the existing processing facilities within the

32



124

network with today’s mail volumes. The proposed First Class service standard
change provides the framework to continue to consolidate facilities as volume
continues to decline.

Post Offices and Retail Postal Service

36  Postmaster General/CEQ Patrick R. Donahoe said that USPS is “developing a number of
alternatives to closing post offices that could sustain offices in rural communities.” However, over 70% of
the post offices the USPS in the Retail Access Optimization Initiative (RAOI) are in rural Zip Codes.

a.  What criteria has USPS used to select post offices for the RAOI? To remove them from the
RAQI?

The initial RAO! process was a “top down” look at Post Offices. It was never the
intention that all offices identified in RAOI would be discontinued or closed.
These facilities were selected to be “studied” to determine the probability of
discontinuance. The criteria for selecting offices to place in the RAO! study were
as follows:

Group 1: Less than $27,500 in annual revenue and less than 2 hours of earned
daily workload. This group included an exception for the state of Alaska where
the criteria of $27,500 was reduced to $10,000 in annual revenue.

Group 2: Less than $600,000 in annua! revenue and five or more access points
within 2 miles.

Group 3: Less than $1 million in annual revenue and five or more access
points within 2 mile.

Group 4: This category of facilities includes Post Offices that were undergoing
locally-initiated discontinuance studies under the guidelines of the previous
USPS Handbook PO-101. These offices were brought forward into the new
provisions as Group 4 and represented approximately 260 Post Offices.

There are no established specific criteria for removing an office from the RAOL
This is done on a case-by-case basis. The precise reason the RAO! offices were
selected by Headquarters for “study” is that from the Headquarters level we
cannot know all of the local issues that a closure would create. The community
meetings as well as the logistics play a role in the process. To date, 432 RAO!
identified offices have been removed from the list.

b What savings does USPS project from closing post offices remaining on this list?

Initially, the Postal Service estimated the savings under the RAOI to be up to $200
million in savings “if” every office identified for study closed.

RAOQI is an established process that begins with Headquarters submifting a list of
offices to the field for consideration. Once receiving the list from Headquarters,
local management has a prescribed course of action, following Postal Regulations
and Federal Law that involves notifications, community meetings/input, and a
localized study of the proposed closures impact. Because of the very nature of
these requirements, it is not possible to predetermine which offices will eventually
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be closed and which will remain open; therefore, there is no probability of making
an accurate projection of the potential savings to be realized. Historically, studies
have sometimes resuited in offices being taken off the list. That impact cannot be
calculated until each study is completed.

As you reference in your question, the Postal Service is considering other
alternatives to match retail service with community demand that do not
necessarily require facility closures while still achieving savings objectives.

c. USPS removed offices from this list and posted a list of “safe” offices Given that non-rural offices
comprised only 30% of the original list, why are 50% of the "safe” offices classified as non-rural?

The Postal Service is not aware of any “safe” list of offices. The very nature of
RAO! was that Headquarters would generate a list of offices fitting the specific
criteria listed in question 7(a), and then the local offices would conduct
operational studies and get community input. Local management would then
analyze the feasibility of the proposed discontinuance and submit their
findings/conclusions to Headquarters for a final determination. Some offices have
been removed from the initial RAOI list as a result of a case by case review, but
they have not been placed on a “safe” list because operational changes may
result in further considerations, which could lead to a future discontinuance.

37. Effective May 23, 2011, Article 7.3 A.1 of the APWU Collective Bargaining Agreement, prohibited
Post Office employers from hiring any part-time regular clerk staff The Agreement also prohibited Level

21 and above Post Offices from hiring part-time flexible clerk staff Our Committee is concerned that the
inability to use a sufficient number of part-time employees impairs effective and efficient customer service.
Specifically, over-reliance on full-time employees to meet peak load demand at Level 21 and above Post
Offices results in expensive idle time costing USPS more than $40 per hour in wages and benefits,

a Would a greater reliance on part-time employees help address customer service concerns such
as longer lines at peak times?

There will not be a greater reliance on full-time employees as a result of the APWU
collective bargaining agreement. While the losses of part-time regular and part-
time flexible resources cited above are correct, the agreement aiso afforded the
Postal Service a new low cost flexible resource, the Postal Support Employee
(PSE). We are allowed to hire PSEs to 20% of career complement. We do plan to
utilize this new flexibility to help address customer service concerns such as
longer lines at peak times.

b. Compared to the heightened refiance on full-time employees, how much would USPS save if it
had the flexibility to hire more part-time employees?

As stated above, there is not a heightened reliance on full-time employees. To the
contrary, the new National Bargaining Agreement signed with the APWU allows
for greater flexibility than prior to the agreement, as we are now permitted to add
non-career PSE’s. The PSE workforce is a skilled non-career workforce that can
be trained to work in retail operations as well as scheme trained for sorting mail.
PSE’s can represent 20% of the entire Customer Service and Retail workforce, and
may exceed the 20% cap filling any position identified as “new work”. The new
language also introduced the Non-Traditional Full Time Employee, which allows
the Postal Service flexible new ways in which to define a full-time employee
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ranging from working 6-days per week at 6-hours per day, up to 10-hours per day,
4-days per week.

c.  With a greater reliance on full-time employees, how much idle time has USPS logged for clerk
staff? Provide data displaying all clerk staff hour logs, including idle time and over-time for
FY2010-FY2011.

As discussed above, there is not an increased reliance on full-time employees. As
shown below, APWU clerk hours decreased by 5.3% in 2011, while casual (non-
career) clerk hours increased by 10.4%. In addition, overtime hours for the APWU
clerk craft decreased by approximately 98,000, while overtime hours worked by
casual employees increased by almost 47,000.

USPS Clerk Hours ‘ ‘
2011 2010
% of % of
Total Total
Hours Wkhrs Hours Wkhrs
Qvertime
Bargaining 17,475,452 6.5% 17,673,947 6.2%
Casuals 419,697 0.2% 372,858 0.1%
Consolidated 17,895,149 6.7% 17,946,805 6.3%
Workhours
Bargaining 260,007,956 96.6% 274,491,315 97.1%
Casuals 9,038,832 3.4% 8,186.579 2.9%
Consolidated 269,048,788 100.0% 282,677,894 100.0%
Workhour % change over 2010
Bargaining -5.3%
Casuals 10.4%
Consolidated -4.8%

The Postal Service does not maintain comprehensive idle time logs.

38, How has the agreement with APWU—which included no layoff protection, limited excessing of
employees, limited outsourcing and returned thousands of jobs that were subcontracted back to postal
employees provided USPS with flexibility to effectively realign its workforce?

The Postal Service has a number of tools to adjust and reduce its complement. The

provisions of Article 12 provide for involuntary reassignments from positions no ionger
required to needed positions in the same or different crafts. Article 12 also permits
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withholding of vacancies for future placement of such employees. Attrition, thus, can be
used to reduce the overall complement numbers as well as for the reassignment of
existing employees. Given the tenure and retirement eligibility of a sizeable percentage
of APWU employees, there is at least the potential for significant attrition. Use of the
Voluntary Employment Retirement Authority can increase that rate. In addition, non-
career employees can be terminated at any point for lack of work, and there are
programs in place to encourage voluntary reassignment to needed positions.

39. USPS claimed the agreement with APWU would save USPS close to $4 billion over its 4 1/2 year life.
However, there is little transparency of the basis of this claim or what the true financiai effects wifl be of
the agreement. Provide the following information with the supporting documentation for each financial
estimate, including supporting assumptions.

a. To date, how much savings has the USPS generated under this agreement? Provide data from
FY2010 and FY2011 demonstrating these savings.

Our estimates indicate that the APWU agreement produced savings of
approximately $100 million during FY 2011 (the contract was effective for just over
four months of FY 2011). In addition, we estimate that for the first six months of
FY 2012, the agreement has produced an additional $275 million in savings.

b, What is the USPS expected savings under this agreement in FY2012-FY20167 Provide data
supporting your assumptions.

In March 2011, we estimated that cumulative FY2012-FY2015 operating savings
from the APWU contract wouid add up to $3.8 billion. That estimate excluded the
cost savings impact of our Strategic Initiatives (Networks, Delivery, and Retail)
and Five-Day delivery. Additionally, the $3.8 billion cost saving estimate was
based on higher mail volume projections than the ones reflected in our current
Plan to Profitability.

The annual savings originally estimated in March 2011 are shown below.

Sources of savings: FY 2011 | FY 2012 | FY 2013 | FY 2014 | FY 2015 Total

Noncareer workforce

flexibility $53 ($59) ($311) ($559) ($682) {$1,558
New career pay

schedule ($13) ($32) ($57) ($86) ($162) ($350
Salary freeze & COLA

deferral in 2011 & 2012 ($189) {$426) ($516) ($323) ($315) ($1,769)
Health benefits $0 $0 ($32) ($61) ($87) ($180)
Total {$149) ($517) {$916) ($1,029) ($1,245) ($3,857)

Critical assumptions that were made in developing these estimates include the
mix of career and non-career employees, health benefits cost increases and the
growth in the CPL

Thus far, savings under the APWU agreement have been generally in line with

expectations. The APWU contract gives management a much higher degree of
flexibility to react to changes in mail volume than had been previously available.
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In addition, we have the opportunity to further expand the pool of non-career
employees to a greater extent than was considered in the original analysis, which
may create the opportunity to realize further savings. Future savings may also be
dependent on the outcome of Postal reform legislation, which may dictate the
extent to which we can enact our strategic initiatives or other cost savings
measures.

APWU Contract

40 According to the 2010-2015 coliective bargaining agreement between USPS and the American
Postal Workers' Union (APWU, USPS must insource at least 600 Postal Service Vehicle (PVS) routes
when their contracts expire. USPS and APWU aiso agreed to review about 8,000 other existing Highway
Contract Route (HCR) contracts.

a Does this still make sense in light of USPS plans to streamline its mail processing network and
related transportation and eliminate costly in-house excess capacity?

Yes, mail will continue to be transported, even in a streamlined network. In
addition, 75% of the work returned to the APWU will be assigned to lower-cost
non-career PSE’s. The hourly wage of PSE drivers is no more than $15.85 an
hour, with certain limited exceptions. PSE’s can be utilized to drive the excess
equipment capacity and replace the cost of the HCR contracts.

b. How much will these insourcing provisions raise USPS costs? Provide supporting documentation.
If no documentation was prepared, explain why USPS entered into this provision without this
fundamental analysis.

A determination was made during negotiations for the APWU agreement that there
were 600 routes that could be returned in-house without net additional cost. The
Postal Service chose the 600 routes to convert and anticipated that the majority of
the driving work on the HCR routes could be absorbed into existing PVS routes.
These routes have recently been determined and verified.

c. How many PVS and HCR routes have been insourced o date? How many are planned o be
insourced by the end of this calendar year? Next calendar year?

The HCR routes that will be returned in-house to create 600 PVS routes will take
place by July 1, 2012. Additionally, the Postal Service will review HCR routes each
year for the next 3 years. The review of each route will determine if the HCR route
{or a portion thereof) can be performed at a lower cost by PVS drivers. A decision
will then be made based on cost, overali operational needs and customer service.

d For each PVS and HCR route that has been insourced, provide the cost companison that USPS
conducted prior to insourcing and explain why the route was insourced, particularly if outsourcing
the route would have been the best value. if no cost comparison was conducted, please explain
why.

The Postal Service agreed to return a limited amount of work to the APWU as part
of the overall negotiated agreement. The 600 HCR routes will be returned on or
about July 1, 2012. The original cost comparison was based primarily on
ahsorption of the work into routes currently driven by Postal Vehicle Service
drivers. For any additional HCR routes to be reviewed, a cost comparison will be
performed. Consideration of ail overall operation needs, including wage rates,
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fleet needs, maintenance capabilities, vehicle parking, and route logistics will be
made prior to the insourcing of any routes. In addition, the termination of any
HCR contract must not incur or cause any additional cost to the Postal Service.

e. Provide any other cost comparisons that have been completed under this USPS-APWU
agreement for other PVS or HCR routes.

No other cost comparisons have been done.

41 The 2010-2015 USPS-APWU collective bargaining agreement listed 20 Contract Postal Units (CPUs)
that were required to be closed, regardless of their profitability and value to customers, In addition, USPS
agreed to meet with APWU whenever USPS requests USPS consider options for additional full-service
CPUs or any new or existing CPUs 1n close proximity to USPS retail facilities.

a. Why did USPS agree to close the 20 CPUs? What were their overall revenues and contribution to
USPS's financial well-being?

The Postal Service agreed to close the 20 CPU’s (out of the approximately 3,600)
as part of the overall negotiated agreement with the APWU, which resulted in
billions of doliars of labor cost savings. The Postal Service selected the 20
facilities to be closed. The majority of the CPU’s selected were in close proximity
to existing post offices where the same type of retail products and services were
being offered. These post offices have absorbed the work performed at the CPUs
that were closed. No net loss of revenue is anticipated. The total revenue for the
20 offices in 2011 was $5.2 million dollars, which includes $252,000 in box rental.
The post offices in close proximity have taken over the box rental. The revenue is
also offset by compensatien to the CPU vendors of $1.42 million in 2011,

b. Has USPS entered into further discussions with APWU regarding other CPUs? If so, what was
agreed on? Provide minutes and documentation of any such meetings.

Meetings were held with APWU representatives on September 26, October 3 and
19, and November 22, 2011. No additional CPUs are scheduled to close at this
time. The Postal Service does not prepare or maintain meeting minutes for such
meetings.
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