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A. SUMMARY

Background

The Medicare-Eligible Retiree Health Care Board of Actuaries (Board) was established by
law in October 2000, with its three members appointed by the Secretary of Defense to staggered
15-year terms (10 USC 81114). The Board is required to report at least once every four years to
the President and Congress on the status of the Medicare-Eligible Retiree Health Care Fund
(MERHCEF, or Fund). The “quadrennial” report is to include any recommendations the Board
believes appropriate and necessary to protect the public interest and to maintain the MERHCF on
a sound actuarial basis.

With oversight from the Board, the Department of Defense (DoD) Office of the Actuary
(OACT), is required to (1) develop a methodology to fund the cost of those health care benefits
that are promised to military retirees and their dependents after they become eligible for
Medicare under the TRICARE for Life (TFL) program, (2) develop estimates of the present
value of the long-range costs of those benefits, and (3) determine the annual amount required to
fund those benefits earned during the current and next fiscal years. Since current service
personnel may live to age 110 or older, the projection period approaches 100 years, a time frame
in which nearly every financial aspect of health care may change. Further, the nature of health
care costs, which have for decades increased more rapidly than the country’s gross domestic
product, causes the long-range future costs to have as much impact on the funding calculations as
current outlays (in contrast to the diminishing effect of present values of fixed cash benefits
promised decades into the future). In addition, these projections must be made from an uncertain
base, since the program is still affected by data insufficiencies. The primary source of
guestionable data is DoD’s health care operations (“direct care”). Direct care systems were
developed to track the number of services provided and not for financial analysis. This data is
not entirely appropriate for actuarial analyses and therefore results in a degree of uncertainty as
to the direct care portion of the actuarial liability (currently estimated at 21%).

OACT, under the oversight of the Board, has carefully assessed the available data and
adopted a methodology that provides a reasonable assessment of these long-range costs. Any
projection over such a long time span cannot be more than a rough estimate of the future.
Consequently, substantial adjustments must be anticipated as more reliable and complete data
become available and as the future unfolds.

Prior to the legislation that established the Fund®, DoD paid all costs resulting from
providing health care to retired service personnel and their dependents on a pay-as-you-go or
cash basis, without pre-funding of the obligations. The costs of these retiree health benefits had
been rising rapidly for several decades. Under P.L. 106-398, the budgeting for retiree health
benefits incurred while the beneficiary is Medicare-eligible was changed to an actuarial basis
that accounts for the benefits while the personnel are active. Since the number of retired,
Medicare-eligible beneficiaries was larger than implied by current force levels (relating to the
much larger armed forces during the cold war, especially before the advent of the all-volunteer
force), it was believed that these legacy costs imposed an unfair burden on the current military

! Public Law 106-398, the National Defense Authorization Act for 2001.



budget. Thus, the annual DoD appropriations would cover only the Fund costs associated with
the benefits being promised during the current fiscal year, rather than the costs of promises made
in past years. This was accomplished by charging the DoD budget for the cost (referred to as
“normal cost”’?) of medical benefits provided to future Medicare-eligible retirees that are earned
during the current fiscal year. The normal costs are accumulated in a trust fund maintained by
the Treasury, along with payments to amortize the unfunded liability arising due to experience,
assumption and benefit changes plus the initial liability when the fund was created in 2002°.

This actuarial budgeting system also promoted economic efficiency by relating the current
cost to the burden imposed on U.S. taxpayers by the promises being made today. Congress and
policymakers can accurately weigh alternative strategies to pay and motivate our military only if
the full cost (present and future) of these promises is funded currently, a basic requirement for
economic efficiency. The system paralleled the budget accounting method followed for the
Military Retirement System, and generally required in the private sector by the Financial
Accounting Standards Board for retiree medical benefit accounting in the United States® and for
states and local governments by the Governmental Accounting Standards Board.”

Under the 2005 National Defense Authorization Act, however, neither the normal cost nor
the actual costs of benefits being provided to current retirees are actually paid by DoD. Rather,
these costs are paid directly from the Treasury. Under the 2006 President’s Budget, these costs
are still effectively reflected in the DoD budget; however, this was accomplished through a
complicated series of budgetary maneuvers that are not guaranteed to occur in the future. If such
costs are removed from the DoD budget, health benefits for Medicare-eligible retired military
personnel would be treated as if they have no cost to DoD. The MERHCF Board notes that
under this budget accounting system, policymakers facing limited budgets have strong incentives
to substitute future medical benefits for other forms of compensation. Such decision making
could ultimately cost taxpayers more if medical inflation continues at a higher rate than the
growth in other forms of compensation.

Although outside the current scope of this Board, it is worth pointing out that health benefits
for retired military personnel not yet eligible for Medicare are also provided but there is no
advance funding of these costs. Consideration should be given to funding the future benefits for
retired beneficiaries who are not yet Medicare-eligible.

The Board believes that one of the implied elements of the Board’s mission is to provide
recommendations on other issues directly related to the provision of retiree health care benefits
for military personnel. Thus, there are several additional recommendations made in this report
that will help the Office of the Actuary better perform their duties in support of policy making
and program operation.

% Normal cost, an actuarial concept used in pension and other postretirement benefit funding, is the discounted
“present value” of the cost to pay benefits in the future that were deemed earned in the current year. If the normal
costs for specific beneficiaries are accumulated during all years of service in which benefits are earned, and all
actuarial assumptions are met, the sum accumulated will just pay for the benefits as they come due.

¥ Since, however, in the context of the Unified Budget, payments to the Fund by DoD and the Treasury will be
matched by borrowing by the Treasury, no real funding is actually taking place (as is the case with the Social
Security and Medicare trust funds).

* At the time, the Financial Accounting Standards Board (FASB) Statement of Accounting No. 106. This standard
has since been re-codified as Accounting Standards Codification 715-60 (ASC 715-60).

® Governmental Accounting Standards Board (GASB) Statement No. 45.



Introduction

Section B provides a brief historical overview of the MERHCF and its function. It also
notes that this report does not include a comprehensive listing of the various actuarial costs
determined each year and directs the reader to the DoD Office of the Actuary for such
information.

Financial Operations

Section C provides an overview of the financial operation of the MERHCF. Each year prior
to FY 2006, DoD® paid the system’s normal cost for benefits being earned currently, and the
Treasury paid an additional amount to amortize the system’s unfunded liabilities. Beginning
with FY 2006, the Treasury has paid all amounts—both normal costs and unfunded liability
amounts. DoD reimburses the Treasury for the normal cost payments from DoD’s annual budget
appropriations. Contributions are paid into the Fund each October 1, and benefit costs for
eligible retired beneficiaries are paid from the Fund. We believe that the Fund is in sound
financial condition, but we recommend several changes as noted later.

Recommendations

Section D discusses the MERHCF Board’s recommendations for the MERHCF and the
Military Health System, namely:

Policy Recommendations:
1. Extend the Fund to cover benefits for retirees who are not yet Medicare-eligible.

2. Eliminate the TRICARE Plus program.

3. Convert the USFHP program for Medicare-eligible retirees to a Medicare Advantage plan
to allow for similar Medicare funding of all MERHCF plans.

Operational Recommendations:
1. Institute an annual benefits enrollment for all Medicare-eligible military retirees.

2. Require the Defense Health Agency (DHA) to provide improved claims reporting for
determining claim liabilities for the MERHCF.

3. Require that future TRICARE vendor contracts stipulate reporting of collected enrollment
fees.

4. Coordinate with OACT when making data system changes in response to TRICARE
program benefit changes.

® Even though the Fund’s statutory title is the Department of Defense Medicare-Eligible Retiree Health Care Fund, it
now also includes the three non-DoD Uniformed Services, i.e., Coast Guard, Public Health Service, and National
Oceanic & Atmospheric Administration. In this report, unless stated otherwise, the use of “DoD” or “Department of
Defense” in reference to the Fund’s liabilities, costs, or operations should be assumed to also include the three non-
DoD Uniformed Services.



Role of the Board:

1. Provide a supplemental report, if appropriate, with ongoing recommendations and
program suggestions reflecting information gained during the annual MERHCF valuation
process.

2. Reduce the term length and amend qualification requirements for Board members.



B. INTRODUCTION

In October 2000, Public Law 106-398 changed the accounting basis for financing a portion
of retiree’ health care benefits provided under the Military Health System (MHS)—specifically,
benefits incurred while the beneficiary is Medicare-eligible.2 The accounting change took effect
on October 1, 2002, and the DoD began charging the costs of Medicare-eligible military retiree
health care benefits on an actuarial basis as benefits are earned by years of service rather than on
a cash basis as benefits are paid. The Medicare-Eligible Retiree Health Care Fund (MERHCF,
or Fund) was established to receive the actuarial contributions and to pay the benefits.® As part
of this change, the Secretary of Defense appointed a three-member MERHCF Board of Actuaries
in 2001 to provide technical advice and perform other functions related to the financial operation
of the MERHCEF (see Appendix). Among those functions is the requirement to report at least
every four years to the President and Congress on the status of the Fund, including
recommendations for such changes as are necessary in the Board’s judgment to protect the public
interest and keep the Fund on a sound actuarial basis.

In this report, the Board reviews the financial status of the Fund and comments on some
aspects of the Fund and the MHS that the Administration and Congress may want to consider
changing to protect the public interest and keep the Fund on a sound actuarial basis.

The text of this report does not necessarily reflect the views of any staff members or
officials of the Department of Defense or the Administration.

This report does not contain a comprehensive listing of the various actuarial costs
determined since 2002, nor of the technical bases underlying these calculations. Such
information is available from the DoD Office of the Actuary.

" “Retiree” in this context refers to costs incurred by all retiree-related beneficiaries, i.e., retirees themselves, their
dependents, and survivors.

® The basis for determining whether benefits are paid from the Medicare-Eligible Retiree Health Care Fund
(MERHCEF, or Fund) is Medicare Part A eligibility. In order to be eligible for the TFL “purchased care” benefits
also enacted under P.L. 106-398, the beneficiary must be enrolled in Medicare Part B. However, costs incurred by
Medicare-eligible retirees who do not enroll in Medicare Part B also will be charged to the MERHCEF if the medical
services and supplies are received at a medical treatment facility or from the US Family Health Plan (USFHP, or the
Designated Provider program enacted in the 1997 National Defense Authorization Act).

° The MERHCEF also pays administrative costs associated with providing the benefits, such as claims-processing
fees.



C. FINANCIAL OPERATIONS

This section presents an overview of the financial operations of the MERHCEF for the last
eight valuation periods. Previous quadrennial reports showed data since the inception of the
Fund.

Nature of the Fund and Financing Procedures

Since October 1, 2002, the Medicare-eligible retiree portion'® of the MHS has operated
under a financing procedure by which the MERHCEF is paid contributions equal to the system’s
“normal cost” plus annual installments to amortize its “unfunded accrued liability.”** The Fund
is invested in Treasury debt securities that generate interest income to the Fund. Payments for
benefit costs (claims, capitated payments, administration, distributions to military treatment
facilities) are disbursed from the Fund. Based upon methods and assumptions approved by the
Board, the DoD Office of the Actuary (OACT) performs all of the detailed studies and
calculations used in the financing procedure.

While the nation has not actually set aside money to pay the benefits of those who have
served in uniform, the MERHCF can be viewed as earmarking future tax receipts for the benefit
of military retirees.

There are two misconceptions about the MERHCF:

e The MERHCEF represents government tax receipts that have been accumulated in the
past. Due to the “unified budget” accounting, however, additions to the Fund are
matched by additional U.S. borrowing, so that the Fund actually represents future tax
receipts that will be required to pay principal and interest on government securities being
held by the Fund.

e The actuarial soundness of the MERHCEF can be measured by prospective short-term (or
medium-term) cash flows. Rather, the entire present value of the liabilities must be
compared to the Fund plus prospective contributions. A year-by-year cash flow
projection also is needed to measure the Fund’s ability to pay benefits every year.

The current financing procedure, although carried out by allocating no more tax dollars than
needed to pay benefits to military retirees as they come due, has nonetheless contributed to a

19 The non Medicare-eligible retiree portion of the MHS continues to operate on a “pay-as-you-go”, or cash basis
whereby benefit costs are recognized as they are paid.

1 The normal cost is the amount that would be necessary to finance the benefits earned by active and reserve
military personnel in the current year, assuming it is paid into a fund during each year of service of such group and
the fund is invested in interest-bearing securities. In the case of the MERHCEF, an active duty normal cost and a
reserve normal cost are determined as per-person amounts that are level for every active duty and reserve duty
member of the group in a given year; each per-person amount is multiplied by the total number of active duty and
reserve duty, respectively, members to compute the total normal cost contribution. The accrued liability is the
theoretical amount that would be in the fund at any given time for a group of participants if normal costs had been
paid throughout all past years of service and all assumptions had been realized. Because no advance funding was
done before October 1, 2002, the accrued liability on that date is called the initial unfunded accrued liability.



more accurate allocation of costs within the defense budget and to formal recognition of the
government’s obligation to pay future Medicare-eligible retiree health care benefits to retired
military members and their dependents and survivors.

In contrast, however, the MERHCF does not address the retiree health care benefits of
military retirees not eligible for Medicare. Since a military retiree could be eligible for military
retiree health care benefits for many years before becoming eligible for Medicare and the Fund
does not include the cost of the most expensive services (those that are not partially paid by
Medicare), the total retiree health liabilities for military personnel are much higher than those
accounted for by the normal cost and the MERHCF.

Progress of the Fund: Payments by DoD and Treasury

The progress of the Fund in recent years is summarized in Table 1.

TABLE 1

Medicare Eligible Retiree Health Care Fund Flow of Plan Assets
(In Billions of Dollars)

Income Sources

From
From Treasury,

Fund Uniformed for Fund

Balance, Services, Unfunded Balance,

Beginning  for Normal  Accrued Investment Benefit End of
Fiscal Year of Year Costs Liability Income Outlays Year
2010 $147.9 $11.1 $10.0 $5.3 $8.3 $166.0
2011 $166.0 $11.3 $9.8 $9.2 $8.8 $187.4
2012 $187.4 $11.1 $6.7 $6.3 $8.2 $203.3
2013 $203.3 $8.5 $6.1 $7.2 $9.1 $216.2
2014 $216.2 $7.7 $4.3 $7.7 $9.4 $226.5
2015 $226.5 $7.2 $4.0 $4.7 $9.6 $232.8
2016 $232.8 $6.8 $3.3 $6.1 $9.7 $239.3
2017 $239.3 $7.2 $5.7 $7.9 $9.9 $250.2

Notes: Rows may not add due to rounding. Fund balances and benefit outlays
are adjusted to reflect accounts payable and estimates of incurred but not
reported liabilities originally reported on the Fund's financial statements.



Each year's normal cost is determined by applying per capita normal cost (NC) amounts to
the expected average strength counts for full-time and part-time personnel. (Full-time personnel
include active duty members as well as full-time reserves; part-time personnel include part-time
reserves.) The annual per capita NCs from the eight most recent valuations are presented in
Table 2.

TABLE 2

Medicare-Eligible Retiree Health Care Fund
Per Capita Normal Costs

Fiscal Year Full-time Part-time
2012 $5,580 $3,260
2013 $4,702 $2,597
2013-restated $4,390 $2,371
2014 $4,223 $2,238
2014-restated $4,060 $2,135
2015 $4,111 $1,750
2016 $4,231 $1,748
2016-restated $3,954 $1,608
2017 $4,252 $1,723
2017-restated $4,213 $1,704
2018 $4,890 $1,955
2019 $4,632 $1,844

If assumptions are not changed, the per capita NCs are generally expected to increase each
year at a rate approximately equal to the “ultimate” medical trend assumption2. However, each
year the MERHCF Board reviews actuarial assumptions and methods to consider possible
revisions. The effective date of a resulting change in contribution rates is scheduled to
accommodate DoD’s budget cycle. Contribution rates are also changed to keep pace with any
benefit changes enacted. Actuarial methods and assumptions are changed periodically to refine
the projections. At times, a restatement is also necessary if a benefit change impacting the
valuation period is not known at the time the valuation was performed.

Per capita costs during the last four years have changed (up or down) beyond expected
increases as new mortality assumptions, claims and other experience, as well as revisions to
other actuarial assumptions, were incorporated. Given the long term nature of these benefit

12 Medical trend assumptions are discussed later in the report.



projections, a seemingly small change to an assumption can have a noticeable impact on the
normal costs.

Payments to amortize the Fund’s unfunded accrued liability have changed for several
reasons. First, these payments are set to increase at the rate assumed by the Military Retirement
Fund’s Board for basic pay increases. Second, amortization payments are adjusted each year to
reflect, on a gradual basis, the impact of changes in actuarial assumptions, changes in benefits,
and various “gains and losses,” i.e., deviations of actual from assumed experience. The
amortization period for the initial unfunded liability was set at 50 years at the outset, but
shortened on two occasions (at the time of the FY 2013 and FY 2018 amortization payments).
Going forward, the shorter amortization period ensures that the payment will at least cover the
interest accrual. In addition, the Board shortened the amortization period for gains and losses
due to experience, assumption and benefit changes from 30 to 20 years at the time of the FY
2018 amortization payment, and all such gains and losses will be combined and amortized on an
aggregate basis™.

The Board approves assumptions with respect to a number of factors, including investment
(e.g., future Fund interest earnings), medical (average claims levels, administrative costs,
increases in per capita costs, etc.), and demographic factors (separations from service, mortality
and disability rates, etc.). Deviations of actual from expected experience are sure to occur due to
these multiple factors.

3 Prior to this change, each component of the gain or loss was separately amortized.



Funding of the Accrued Liability

OACT performs annual actuarial valuations of the accrued liability under Section 1115 of
Title 10, U.S.C., in accordance with methods and assumptions approved by the Board. Each
valuation determines per capita NC amounts, accrued liability estimates, unfunded accrued
liability amounts, and amortization payments on the unfunded accrued liability. As of
September 30, 2016, the Fund held assets of approximately $239 billion. The accrued liability as
of that date was $409 billion, leaving an unfunded accrued liability of $170 billion. Favorable
experience and benefit changes since the Fund’s inception have offset a potential $586 billion
unfunded accrued liability balance (as of September 30, 2016) by $416 billion, leaving the
current $170 billion balance.

The MERHCF unfunded accrued liability in the last eight years is summarized in Table 3.
The Fund's assets and the percentage of the accrued liability they cover (percent funded) are
shown in the table. The assets in the Fund now cover about 58% of the accrued liability. The
change in the unfunded accrued liability is influenced by several factors. One is that the
amortization payments are scheduled to increase at the rate assumed by the Military Retirement
Fund’s Board for basic pay increases. As a result, although projected to remain relatively level
as a percent of payroll, the payments increase each year as a dollar amount. Under the Board’s
current amortization schedule, the unfunded accrued liability is projected to be extinguished in
2039.

TABLE 3

Unfunded Accrued Liability
(In Billions of Dollars)

Unfunded
As of Accrued Accrued Percent
September 30 Liability Assets  Liability Funded

2009 $488.8  $147.9 $340.9 30%
2010 $440.3  $166.0 $274.4 38%
2011 $407.6  $187.4 $220.2 46%
2012 $376.5  $203.3 $173.2 54%
2013 $383.9  $216.2 $167.7 56%
2014 $381.6  $226.5 $155.1 59%
2015 $427.3  $232.8 $194.4 54%
2016 $409.4  $239.3 $170.1 58%

Notes: Rows may not add due to rounding. Assets are adjusted
to reflect accounts payable and estimates of incurred but not
reported liabilities originally reported on the Fund's financial
statements.
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Actuarial Assumptions

The normal costs and accrued liability are heavily influenced by the underlying actuarial

assumptions, especially those used for future interest and increases in per capita health care costs
(i.e., medical “trends”). The Board’s current interest assumption is 5.25%, and the current
medical trend assumptions are shown in Table 4.

TABLE 4

Medical Trend Assumptions
September 30, 2016, Valuation

Non-USFHP
| DC | PC | USFHP
From FY: ToFY: IP OoP RX IP OP RX
2016 2017 2.00% 4.00% 4.00% 1.00% 3.00% 3.42% 2.56%
2017 2018 1.95% 4.00% 4.00% 1.56% 3.00% 3.18% 2.76%
2018 2019 2.89% 3.99% 5.00% 2.31% 3.99% 5.18% 3.78%
2019 2020 3.79% 4.68% 4.00% 3.03% 4.68% 3.42% 4.16%
2020 2021 4.12% 4.83% 4.06% 3.30% 4.83% 3.50% 4.42%
2021 2022 4.32% 4.94% 4.11% 3.45% 4.94% 3.59% 4.19%
2022 2023 4.41% 4.89% 4.17% 3.53% 4.89% 3.67% 4.22%
2023 2024 4.26% 4.98% 4.23% 3.41% 4.98% 3.75% 4.23%
2024 2025 4.16% 5.52% 4.28% 3.33% 5.52% 3.83% 4.48%
2025 2026 4.25% 5.87% 4.34% 3.40% 5.87% 3.92% 4.70%
2026 2027 4.31% 5.83% 4.40% 3.52% 5.83% 4.00% 4.75%
2027 2028 4.38% 5.79% 4.45% 3.63% 5.79% 4.08% 4.79%
2028 2029 4.44% 5.76% 4.51% 3.75% 5.76% 4.17% 4.84%
2029 2030 4.50% 5.72% 4.57% 3.86% 5.72% 4.25% 4.87%
2030 2031 4.56% 5.68% 4.63% 3.98% 5.68% 4.33% 4.91%
2031 2032 4.63% 5.64% 4.68% 4.09% 5.64% 4.42% 4.95%
2032 2033 4.69% 5.60% 4.74% 4.21% 5.60% 4.50% 4.98%
2033 2034 4.75% 5.56% 4.80% 4.33% 5.56% 4.58% 5.02%
2034 2035 4.81% 5.52% 4.85% 4.44% 5.52% 4.67% 5.05%
2035 2036 4.88% 5.48% 4.91% 4.56% 5.48% 4.75% 5.08%
2036 2037 4.94% 5.44% 4.97% 4.67% 5.44% 4.83% 5.10%
2037 2038 5.00% 5.41% 5.02% 4.79% 5.41% 4.92% 5.14%
2038 2039 5.06% 5.37% 5.08% 4.90% 5.37% 5.00% 5.17%
2039 2040 5.13% 5.33% 5.14% 5.02% 5.33% 5.08% 5.20%
2040 2041 5.19% 5.29% 5.19% 5.13% 5.29% 5.17% 5.22%
Ultimate 5.25% 5.25% 5.25% 5.25% 5.25% 5.25% 5.25%
DC Direct Care; care received at Military Treatment Facilities
PC Purchased Care; care received from non-military providers
IP Inpatient (facility charges when there is an overnight stay)
OP Outpatient
Rx Pharmacy
Non-USFHP  Plans other than USFHP
USFHP US Family Health Plan (a managed care plan)

11



As shown in Table 4, the medical trend assumptions vary by projection year* and benefit
type. Because the medical trends represent the rate at which per capita health care costs are
assumed to increase and the interest assumption represents the rate at which future projected
costs are discounted to the present, the normal cost and accrued liability calculated in the
valuation are sensitive to the relative levels of the two assumptions. For example, increasing all
trend assumptions by one percentage point without changing the interest assumption would
increase the full-time and part-time per capita NCs by 61% and 58%, respectively, and the
accrued liability by 32%.

The relationship between the medical trend and interest rate assumption plays a critical role
in the valuation. In this valuation, the ultimate medical trend is equal to the interest rate, which
means the annual growth in each assumption will be the same after 25 years. Without evidence
of changes in health care delivery that would slow the growth in per capita health care spending,
the Board supports this current relationship.

The Fund is invested in market-based U.S. Treasury securities, and the interest assumption
reflects this constraint. While current yields are below the current interest assumption of 5.25%,
it should be noted that the assumption represents an average over a long period of time.> The
Board set this assumption by looking at historical yield rates for MERHCF and Treasury
securities, as well as forecasts of future MERHCF and Treasury yields and the Military
Retirement Fund (MRF) Board’s interest assumption.

The actuarial calculations are also impacted by the assumed level of claim costs™ to be
incurred by the eligible population. The claims data available for “purchased” care (care
received from non-military providers) has improved over the last several years, and OACT
continues to monitor retirees’ use of medical services. This is consistent with what the Board
has observed in the private sector. However, costs for “direct” care (care received at military
treatment facilities, or MTFs) are difficult to estimate, primarily because the systems that contain
the direct care data were not designed for collecting data for the purpose of determining claims
costs.

TFL claims costs rose dramatically in the early years following establishment of the
MERHCEF. The key reason for this was that Medicare-eligible retirees began to reduce usage of
private sector health care coverage and increase participation in the TFL benefit. This shift was
further spurred by enhancement in the TFL benefit over the years. As there is no enrollment
requirement or retiree contribution for TFL users, the participation rate cannot be explicitly
quantified. However, analysis of observed year-over-year claim trends and key benchmark
utilization levels leads OACT and the Board to conclude that TFL is approaching a steady-state
status for retiree participation. The medical trend rates in Table 4 do not reflect the trend impact
solely due to increased TFL participation. A small adjustment is made to the Table 4 medical
trend rates to reflect the participation impact, including both a shift from private sector to

1 The term “select and ultimate” is often used for assumptions expressed in this format. The select period
represents the initial period where assumptions are expressed explicitly for each projection year, and the ultimate
value represents the final assumption which is assumed to be level for all years after the select period.

15 From the perspective of the normal cost calculation, an idea of the relevant time period can be gleaned by looking
at the ages of new entrants to the military, and the time period over which they and their dependents and survivors
might be expected to receive Medicare-eligible retiree health care benefits.

18 The claim cost assumptions are too numerous to list in this report.

12



military sector (TFL) coverage and a shift from direct care to purchased care within the military
sector itself. The current plan is to phase out the participation adjustment by 2021.

13



D. RECOMMENDATIONS

The Board has considered several areas where improvements could be made to the
MERHCEF from a policy or operational perspective. In addition, the Board believes it, as well as
the DoD Office of the Actuary (OACT), could provide valuable insights that may enhance the
provision of military retiree medical benefits. Each of these areas is discussed below.

Policy Recommendations
1. Extend the Fund to cover benefits for retirees who are not yet Medicare-eligible.

As mentioned earlier in this report, a significant portion of military retiree health benefits
are not covered by the Fund. Benefits for retirees who are not yet Medicare-eligible are a
significant cost because of the young age at which many military members retire and because the
program pays for the full cost of their health care (whereas a large portion of Medicare-eligible
costs are paid by Medicare, not the DoD). Both the private sector and public sector (states and
municipalities follow Government Accounting Standards Board Statements No. 43 and 45)
account for both pre-Medicare and post-Medicare retiree health benefits on an advance accrual
basis.

The Board recommends that the benefits for retirees not yet Medicare-eligible be included
in the MERHCF. This would make DoD’s budgetary accounting more comparable to private
industry, reflect DoD’s full costs to provide retiree health entitlements earned by military
members’ current service and promote a better understanding of the total program’s value. If
this recommendation were adopted, the estimated normal cost for fiscal year 2019 would
increase from $8.0 billion for the post-Medicare population alone to $16.8 billion for pre- and
post-Medicare combined.

2. Eliminate the TRICARE Plus program.

TRICARE Plus allows retirees, who normally are only able to receive care at military
hospitals and clinics on a space-available basis, to enroll at these hospitals and clinics for
primary care. Medicare-covered services provided at these facilities are not eligible for
Medicare reimbursement. Therefore, despite retirees having paid into the Medicare system
through payroll taxes, DoD pays the full cost of their care. In essence, DoD has “paid twice” for
these retirees in the form of payroll taxes while active and in unreimbursed medical care as a
Medicare-eligible retiree.

An alternative approach to avoiding “double payment” would be to establish a robust
electronic health record system at the military facilities, which would allow the DoD to submit
claims to Medicare for reimbursement. This approach would also achieve parity with services
provided in the private sector. The current initiative focused on creating such an electronic
health record, which is being undertaken for a variety of purposes, should consider the potential
impact on the TRICARE Plus and TFL programs.
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3. Convert the USFHP program for Medicare-eligible retirees to a Medicare Advantage plan to
allow for similar Medicare funding of all MERHCF plans.

The current USFHP program is funded in a manner similar to a commercial, non-Medicare
health program, without having to abide by state insurance laws. Thus, its cost is covered
entirely by DoD as a plan sponsor. TFL provides benefits that are supplemental to Medicare-
covered benefits. This differential in funding approach creates a large variation in the per capita
costs of the USFHP and TFL programs, creating issues in comparing the effectiveness of the
programs. In 2012, enroliment of Medicare-eligible retirees in USFHP was restricted, but there
are still approximately 100,000 current USFHP members (pre- and post-Medicare) who have
been grandfathered to remain eligible to be in USFHP while Medicare-eligible.

Conversion of the USFHP program for Medicare-eligible retirees to a Medicare Advantage
(MA) plan would provide for direct Medicare funding for the plan, significantly decrease DoD’s
costs and maintain the same incentive for strong plan management of claims and participant
health status as expected of all MA plans. The Board recommends that DoD study the financial
impact of requiring USFHP to convert its program for Medicare-eligible retirees to an MA plan,
while preserving the plan’s ability to dispense prescription drugs based on Federal Ceiling
Prices. Such a plan can be structured under the rules for Employer Group Waiver Programs,
which could allow USFHP to make the change more easily since many plan requirements are
waived.

Operational Recommendations
1. Institute an annual benefits enrollment for all Medicare-eligible military retirees.

There is no formal enrollment for TFL, so it is difficult to assess the number of military
retirees who intend to use the program. The MERHCEF valuation includes an estimate for
eligible retirees who participate in TFL. Requiring a formal enroliment would eliminate the need
for such an assumption. More importantly, an enrollment process would enhance data integrity
and improve benefits communication, allowing for a smoother coverage transition for retirees
when their status changes from pre-Medicare to Medicare-eligible.

2. Require the Defense Health Agency (DHA) to provide improved claims reporting for
determining claim liabilities for the MERHCF.

Claim detail reports received by OACT contain inconsistencies in reporting the date a
service was incurred and when it was paid. These reports are relied upon for producing
reasonable estimates of incurred claims as soon as possible for claim cost projections. An
example of inconsistency is an initial report that shows $X incurred in June 2016 and paid in
September 2016, but a subsequent report does not show the same figures. Subsequent reports
should not have any changes in the historical data.

3. Require that future TRICARE vendor contracts stipulate reporting of collected enrollment
fees.

Currently enrollment fees (for plans that have them) are collected by the plan vendors.
Under the latest set of contracts, it is problematic to track these fees as they are kept by the
vendors as a supplement to administrative fees paid per the terms of their administrative fee
contract. This makes it difficult to have a true picture of the cost to administer the program when
some fees are not directly reported.
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4. Coordinate with OACT when making data system changes in response to TRICARE program
benefit changes.

It would be beneficial to work with OACT whenever benefit changes are made to the
TRICARE program to ensure that collected data is adequate to continue reasonable estimates of
future costs. For example, the Defense Manpower Data Center should add fields to the Defense
Enrollment Eligibility System (DEERS) that track USFHP members who are grandfathered
under the prior eligibility rules. This will allow OACT to better estimate future enrollment in
USFHP.

Role of the Board

1. Provide a supplemental report, if appropriate, with ongoing recommendations and program
suggestions reflecting information gained during the annual MERHCF valuation process.

The Board members, by definition, are experts in the field of medical benefits and the
financial considerations of those benefits. In addition, OACT spends considerable hands-on time
with the detailed mechanics of the TFL program. These resources could provide more valuable
input to the retiree medical system than just the realm of the MERHCF valuation. The Board
recommends that it, in conjunction with OACT, consider ways to reach a targeted audience
outside of the Office of the Actuary regarding insights and suggestions for potential
improvements to the DoD’s retiree medical program. This may come in the form of a
supplemental report or merely a copy of this Quadrennial Report to the Assistant Secretary of
Defense for Health Affairs and/or a specific DoD department.

2. Reduce the term length and amend qualification requirements for Board members.

Statutory language enabling the MERHCF Board set the length of time Board members
serve at fifteen years. This is a very long time for qualified actuaries to balance commitments to
their primary employer during their working careers and to maintain qualification standards after
retirement. The long time period may reduce the pool of qualified actuaries willing to make this
commitment. The Board recommends that 10 U.S.C. § 1114 be amended to reduce Board terms
to nine years, including a phase-in period as the term length is shifted to this shorter time period.

In addition, the current requirements state that a Board member must be a member of the
Society of Actuaries. The Board suggests that the statutory language be further modified to
allow either members of the Society of Actuaries or the American Academy of Actuaries. Many
actuaries are members of both organizations, but some only maintain one membership —
especially after retirement. Both organizations have criteria governing the requirements for
qualification to practice and the pool of potential Board members would be expanded by
recognizing both organizations.
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APPENDIX

Statutory References for the DoD Medicare-Eligible Retiree Health Care Board of
Actuaries'’

10 U.S.C. § 1114. Board of Actuaries

(a)

(1) There is established in the Department of Defense a Department of Defense Medicare-
Eligible Retiree Health Care Board of Actuaries (hereinafter in this chapter [10 USCS 88 1111 et
seq.] referred to as the "Board"). The Board shall consist of three members who shall be
appointed by the Secretary of Defense from among qualified professional actuaries who are
members of the Society of Actuaries.

(2) (A) Except as provided in subparagraph (B), the members of the Board shall serve for a
term of 15 years, except that a member of the Board appointed to fill a vacancy occurring before
the end of the term for which his predecessor was appointed shall only serve until the end of such
term. A member may serve after the end of his term until his successor has taken office. A
member of the Board may be removed by the Secretary of Defense for misconduct or failure to
perform functions vested in the Board, and for no other reason.

(2) (B) Of the members of the Board who are first appointed under this paragraph, one each
shall be appointed for terms ending five, ten, and 15 years, respectively, after the date of
appointment, as designated by the Secretary of Defense at the time of appointment.

(3) A member of the Board who is not otherwise an employee of the United States is
entitled to receive pay at the daily equivalent of the annual rate of basic pay of the highest rate of
basic pay under the General Schedule of subchapter 111 of chapter 53 of title 5 [5 USCS 8§ 5331
et seq.], for each day the member is engaged in the performance of duties vested in the Board,
and is entitled to travel expenses, including a per diem allowance, in accordance with section
5703 of title 5.

(b) The Board shall report to the Secretary of Defense annually on the actuarial status of the
Fund and shall furnish its advice and opinion on matters referred to it by the Secretary.

(c) The Board shall review valuations of the Fund under section 1115(c) of this title [10 USCS §
1115(c)] and shall report periodically, not less than once every four years, to the President and
Congress on the status of the Fund. The Board shall include in such reports recommendations for
such changes as in the Board's judgment are necessary to protect the public interest and maintain
the Fund on a sound actuarial basis.

710 U.S.C. §1114 is shown in its entirety; for the other sections in this appendix, only select subsections that
reference the Board are shown.
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10 U.S.C. § 1115. Determination of contributions to the Fund

(a) The Board shall determine the amount that is the present value (as of October 1, 2002) of
future benefits payable from the Fund that are attributable to service in the participating
uniformed services performed before October 1, 2002. That amount is the original unfunded
liability of the Fund. The Board shall determine the period of time over which the original
unfunded liability should be liquidated and shall determine an amortization schedule for the
liquidation of such liability over that period. Contributions to the Fund for the liquidation of the
original unfunded liability in accordance with such schedule shall be made as provided in section
1116 of this title [10 USCS § 1116].

(d) All determinations under this section shall be made using methods and assumptions
approved by the Board of Actuaries (including assumptions of interest rates and medical
inflation) and in accordance with generally accepted actuarial principles and practices.

10 U.S.C. § 1116. Payments into the Fund

(b) At the beginning of each fiscal year, the Secretary of Defense shall determine the sum of the
following:

(1) The amount of the payment for that year under the amortization schedule determined by
the Board of Actuaries under section 1115(a) of this title [10 USCS § 1115(a)] for the
amortization of the original unfunded liability of the Fund.

18



