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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 §1114). 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). This “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 War (DoW) 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 timeframe in which nearly every financial
aspect of health care may change. Further, the increasing nature of per-capita 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. One source of questionable data is DoW’s health care
operations (“direct care”). Direct care information 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 18%).

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!, DoW 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 any 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 at that time 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 legacy costs accrued at the time of the legislation imposed an unfair burden on

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



the current military budget. Thus, the goal became for annual DoW appropriations to 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 DoW 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 (for past promises)
when the fund was created in 20023,

This actuarial budgeting system also promotes 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 parallels the budget accounting method followed for the Military
Retirement System, and is 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.>

Although outside the current scope of this Board, we are concerned 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 in the same fashion as for Medicare-eligible; there
is no logical rationale for differing treatment.

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 recommendations made in this report that reflect policy
suggestions, including operational recommendations that will help OACT better perform their
duties in support of policymaking and program operation, as well as improved operational
effectiveness of the Board itself.

Report Overview
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 OACT for such information.

2 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.

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

4 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.



Financial Operations

Section C provides an overview of the financial operation of the MERHCF. Each year prior
to FY 2006, DoW® 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,
and the DoW reflects the normal cost payments in its 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 valuation provides a fair assessment of the Fund’s financial
condition, but we recommend several changes as noted later.

Recommendations

Section D discusses the MERHC 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 unless modifications can be made to enable the
program to bill for services in a manner allowing the Medicare program to become the
primary payer of benefits.

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

4. Modernize and rebalance the Fund’s investment strategy to improve long term performance
and strengthen asset/liability alignments.

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 MERHCEF, particularly with respect to prescription drug
expenditures

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-DoW Uniformed Services, i.e., Coast Guard, Public Health Service, and National
Oceanic & Atmospheric Administration. In this report, unless stated otherwise, the use of “DoW” or “Department of
War” in reference to the Fund’s liabilities, costs, or operations should be assumed to also include the three non-DoW
Uniformed Services.



5. Expand operational methods to monitor GLP-1 drug utilization to ensure that it is consistent
with established policy.

6. Require that DoW data providers ensure uninterrupted and timely access to high-quality
demographic and claims data for use by OACT.

7. Ensure that OACT is appropriately staffed and trained and professional development
opportunities are provided to OACT staff.

Role of the Board Recommendations:

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

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

3. Exempt the Board from the administrative review and discretionary oversight procedures
that have resulted in multiple stoppages of Board operation (including 2025 dissolution and
reconstitution of the Board) as it has a significant adverse impact on the Board’s ability to
provide effective oversight and input into the annual valuation process.



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.® The accounting change took effect
on October 1, 2002, and the DoW 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 (MERHCEF, 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 MERHC 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 maintain the Fund on a sound actuarial basis. The Board asks that the Administration
and Congress seriously consider these recommendations.

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

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

8 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 MERHCF 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, and distributions to military treatment facilities) are
disbursed from the Fund. Based upon methods and assumptions approved by the Board, OACT
performs all 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 important misconceptions about the MERHCEF:

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 a measure of 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 MERHCF can be measured by prospective short-term (or
medium-term) cash flows alone. Rather, the entire present value of the liabilities,
recognizing benefit commitments made to former and current armed forces members, must
also be compared to the current Fund value plus future contributions. A year-by-year cash
flow projection is also 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 more

10 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.

! 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.



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 accrued liabilities covered by the MERHCEF.

Progress of the Fund: Payments by DoW 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
2017 $239.3 $7.2 $5.7 $7.9 $9.9 $250.2
2018 $250.2 $8.4 $6.6 $10.7 $10.1 $265.7
2019 $265.7 $7.8 $5.7 $9.1 $10.5 $277.8
2020 $277.8 $8.1 $6.6 $7.7 $10.5 $289.7
2021 $289.7 $8.6 $7.0 $17.4 $11.0 $311.8
2022 $311.8 $9.6 $7.5 $27.1 $11.3 $344.6
2023 $344.6 $10.0 $10.0 $16.0 $11.7 $369.0
2024 $369.0 $10.8 $9.6 $16.9 $12.4 $393.9

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
2020 $4,621 $1,847
2021 $4.911 $1,952
2022 $5,506 $2,138
2023 $5,795 $2,279
2024 $6,405 $2,553
2025 $6,951 $2,523
2026 $7,961 $2,877
2027 $8,658 $3,195

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 assumption'?. However, each
year the MERHC Board reviews actuarial assumptions and methods to consider possible revisions.
The effective date of a resulting change in contribution rates is scheduled to accommodate DoW’s
budget cycle. Contribution rates are also changed to reflect 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 (in addition to expected increases) as
new mortality assumptions, claims and other experience, as well as revisions to other actuarial
assumptions, were incorporated. The changing landscape of health care delivery and treatment
approaches, particularly with respect to prescription drug therapies, has had substantial impact on
assumptions regarding future health care expenses. Given the long-term nature of these benefit
projections, a 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

12 Medical trend assumptions are discussed later in the report.



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!®>. These changes
reflect the Board’s view that a shorter timeframe for recognition of deviations from expected
results is preferred rather than long deferrals into future budgetary periods.

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.

13 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, 2024, the Fund held assets of approximately $394 billion. The accrued liability as of that date
was $663 billion, leaving an unfunded accrued liability of $269 billion.

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 59% 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
2017 $406.4 $250.2 $156.2 62%
2018 $436.3 $265.7 $170.6 61%
2019 $452.8 $277.8 $175.0 61%
2020 $472.4 $289.7 $182.7 61%
2021 $519.2 $311.8 $207.4 60%
2022 $540.3 $344.6 $195.7 64%
2023 $606.3 $369.0 $237.3 61%
2024 $663.2 $393.9 $269.3 59%

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 4.50%, and the current medical
trend assumptions are shown in Table 4.

TABLE 4

Medical Trend Assumptions
September 30, 2024, Valuation

Non-USFHP
DC PC
From FY: To FY: 1P oP RX 1P oP RX USFHP
2024 2025 5.00% 6.00% 9.75% 4.50% 6.00% 11.00% 6.12%
2025 2026 4.50% 5.50% 6.00% 4.50% 6.00% 8.25% 5.77%
2026 2027 4.50% 5.00% 4.75% 4.50% 5.50% 6.25% 5.25%
2027 2028 4.50% 5.00% 4.73% 4.50% 5.50% 6.19% 5.25%
2028 2029 4.37% 5.39% 4.73% 4.37% 5.39% 6.13% 5.10%
2029 2030 3.90% 5.09% 4.73% 3.90% 5.09% 6.06% 4.78%
2030 2031 3.99% 5.17% 4.73% 3.99% 5.18% 5.99% 4.85%
2031 2032 4.07% 5.93% 4.73% 4.07% 5.94% 5.93% 5.28%
2032 2033 4.18% 5.50% 4.74% 4.18% 5.50% 5.86% 5.08%
2033 2034 4.07% 5.41% 4.74% 4.07% 5.41% 5.80% 4.99%
2034 2035 4.11% 5.37% 4.74% 4.11% 5.37% 5.73% 4.98%
2035 2036 4.16% 5.32% 4.74% 4.16% 5.33% 5.67% 4.97%
2036 2037 4.20% 5.28% 4.74% 4.20% 5.29% 5.60% 4.96%
2037 2038 4.24% 5.24% 4.74% 4.24% 5.24% 5.54% 4.94%
2038 2039 4.28% 5.20% 4.74% 4.28% 5.20% 5.47% 4.93%
2039 2040 4.33% 5.16% 4.74% 4.33% 5.16% 5.41% 4.91%
2040 2041 4.37% 5.12% 4.74% 4.37% 5.12% 5.34% 4.90%
2041 2042 4.41% 5.08% 4.74% 4.41% 5.08% 5.27% 4.88%
2042 2043 4.45% 5.04% 4.74% 4.45% 5.04% 5.21% 4.87%
2043 2044 4.50% 5.00% 4.75% 4.50% 5.00% 5.14% 4.85%
2044 2045 4.54% 4.96% 4.75% 4.54% 4.96% 5.08% 4.83%
2045 2046 4.58% 4.91% 4.75% 4.58% 4.92% 5.01% 4.82%
2046 2047 4.62% 4.87% 4.75% 4.62% 4.87% 4.95% 4.80%
2047 2048 4.67% 4.83% 4.75% 4.67% 4.83% 4.88% 4.78%
2048 2049 4.71% 4.79% 4.75% 4.71% 4.79% 4.82% 4.77%
Ultimate 4.75% 4.75% 4.75% 4.75% 4.75% 4.75% 4.75%
DC Direct Care; care received at Military Treatment Facilities
PC Purchased Care; care received from non-military providers
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1P Inpatient (facility charges when there is an overnight stay)
)Y Outpatient

Rx Pharmacy

Non-USFHP | Plans other than USFHP

USFHP US Family Health Plan (a managed care plan)

As shown in Table 4, the medical trend assumptions vary by projection year'* and benefit type.
The Board reflected the impacts of recent experience in the trend assumptions by (1) considering
emerging experience for GLP-1 drugs, including potential for off label prescription, and
TRICARE Specialty Drugs as well as the expected impact of emerging blockbuster drugs and
treatments and (2) adjusting IP and OP trends to reflect lower medical trend as growth for these
services did not return to the pre-COVID level. 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 percent without changing the interest assumption
would increase the full-time and part-time per capita NCs by 65% and 62%, respectively, and the
accrued liability by 28%.

The relationship between the medical trend and interest rate assumption plays a critical role
in the valuation. In this valuation, the ultimate medical trend exceeds the interest rate by 25 basis
points, which is consistent with forecasts that have medical costs consuming a growing percentage
of GDP. 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 4.50%,
it should be noted that the assumption represents an average over a long period of time.!> The
Board set this assumption by reviewing historical yield rates for MERHCF and Treasury securities,
as well as forecasts of future MERHCF and Treasury yields and the Military Retirement Fund
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)
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.

14 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.

16 The claim cost assumptions are too numerous to list in this report.
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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 improvement 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.
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D. RECOMMENDATIONS

The Board has considered several areas where improvements could be made to the MERHCF
from a policy or operational perspective. In addition, the Board believes it, as well as 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 DoW). 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 DoW’s budgetary accounting more comparable to private
industry, reflect DoW’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 DoW normal cost for fiscal year 2026 would
increase from $12.8 billion for the post-Medicare population alone to $24.7 billion for pre- and
post-Medicare combined.

2. Eliminate or modify 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 have historically not been eligible for
Medicare reimbursement. Therefore, despite retirees having paid into the Medicare system
through payroll taxes, DoW pays the full cost of their care. In essence, DoW 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 (EHR) system at the military facilities, which would allow the DoW 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. The EHR implementation should be assessed
to determine if it can include the billing function discussed above, and if so, the Medicare primary
reimbursement process should be effectuated as quickly as possible.
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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 DoW 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, enrollment of Medicare-eligible retirees in USFHP was restricted. Currently approximately
40,000 USFHP members who have been grandfathered to remain eligible to be in USFHP are
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 DoW’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 DoW 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.

4. Modernize and rebalance the Fund'’s investment strategy to improve long term performance
and strengthen asset/liability alignments.

The Fund’s current portfolio is concentrated primarily in Treasury Inflation Protected
Securities (TIPS) and traditional U.S. Treasury Bonds, investments that are conservative,
politically insulated, and typically held to maturity. While these characteristics provide stability,
the portfolio’s returns have consistently fallen short of the investment return assumptions used in
the annual MERHCEF valuation, and the “hold to maturity” approach limits the Fund’s ability to
respond to market conditions or optimize asset/liability matching. The concentration risk is further
amplified by a single large security maturing in 2032 that represents roughly one third of the
Fund’s book value.

To better position the Fund to meet its long-term obligations, the Board recommends
authorizing a strategic reallocation of assets and expanding the investment committee’s flexibility
to pursue a broader set of investment options, potentially including diversified index funds or other
asset classes, while maintaining a disciplined focus on liquidity needs and liability matching.
Working with Treasury to rebalance the portfolio would create opportunities for improved
investment performance, reduce liquidity risk, and allow maturities to be more closely aligned
with projected benefit payments. Any adjustments should prioritize prudent risk management and
alignment with the Fund’s long term commitments rather than an attempt to maximize returns.

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 enrollment would eliminate the need for such
an assumption. More importantly, an enrollment process would enhance data integrity and
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improve benefits communication, allowing for a smoother coverage transition for retirees when
their status changes from pre-Medicare to Medicare-eligible.

2. Require 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 2024 and paid in September 2024,
but a subsequent report does not show the same figures. Subsequent reports should not have any
changes in the historical data.

Another area of data challenges is with the reporting of expenditures on Prescription drugs
by MERHCF members. With the increasing level of very high cost, specialty drugs and the
allocation process for assigning Rx costs to the MERHCEF for prescriptions filled through mail
order or at the MTFs, the Board’s ability to set claims costs and projected future Rx trends has
been challenged by data gaps. OACT has made efforts to coordinate with components of DoW
charged with the management of Rx drug spending but has had limited success in gleaning
additional data. This lack of information is now significantly impairing the proper analysis of the
Fund’s projected liabilities as the pharmacy portion of the benefits covered by the Fund is on track
to potentially exceed 50% of overall program costs. The relatively cursory information provided
to the Board by DHA staff, while helpful, is not robust enough to ensure proper assessment of the
program. Further, OACT staff does not have the necessary exposure to the data, nor is the staff
trained well enough on pharmacy issues to provide the preferred level of assessment.

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.

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.

5. Expand operational methods to monitor GLP-1 drug utilization to ensure that it is consistent
with established policy.

Recent prescription drug experience includes a large increase in incurred claims for GLP-1
drugs due to the increase in popularity of these products for weight loss. In August 2025, DoW
policy was changed to clarify that use of GLP-1 drugs for the purpose of weight loss would not be
covered for all TFL beneficiaries. However, there is currently no mechanisms in place to monitor
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that claims made are consistent with this policy, and thus the policy may not be able to be enforced
and may not materialize savings as expected. To mitigate the fiscal impact of rising
pharmaceutical costs on the Medicare-Eligible Retiree Health Care Fund, the Board recommends
the DoW formalize a rigorous oversight framework for GLP-1 utilization that enforces existing
policy, closes operational monitoring gaps, and strengthens price negotiations. The enforcement
of the policy will allow the Board to make better informed assumptions used in the valuation.

6. Require that DoW data providers ensure uninterrupted and timely access to high-quality
demographic and claims data for use by OACT.

Timely access to high-quality demographic and claims data is necessary to ensure the
actuarial soundness of the Medicare-Eligible Retiree Health Care Fund. For example, the Defense
Enrollment Eligibility Reporting System data as of July, August, and September 2024 was initially
released with errors rendering it unusable, and the release of the corrected data was delayed by
months. Consequently, it was not available in time for use in the 2024 Medicare-Eligible Retiree
Health Care Fund valuation. The data is expansive and DoW data providers must ensure that the
data storage systems are able to accommodate it. Furthermore, OACT must have continued access
to the data as well as sufficient resources to process it.

7. Ensure appropriate staffing of OACT and training and development of OACT staff.

OACT staff are essential to the performance of valuation efforts and analytical review of the
programs funded by the MERHCF. Recently OACT has experienced a reduction in the number
of available staff without offsetting reductions in the work required to be performed. Further,
health care is becoming even more complex in the US and future changes in treatment
opportunities, health care resource consumption patterns and long-term impacts on longevity and
expected health status of the retired population continue to evolve. The reduced staff levels mean
that analysis available to optimally inform the Board when making assumption decisions and
reviewing valuation elements are not always available. Restrictions on remote work make
actuarial positions within OACT uncompetitive compared to private sector positions resulting in
difficulty in recruiting and retaining actuarial talent. Additionally, the OACT staff does not appear
to have professional development opportunities that would allow for greater understanding and
insights into program operations. We recommend that DoW consider enhanced staffing levels and
more complete training on emerging health care issues and considerations, including a better
understanding of topics like the emerging pharmacy space and potential introduction of new
therapies that are likely to meaningfully impact the costs of the MERHCF program.
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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 OACT regarding insights and suggestions for potential improvements to the DoW’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 War for Health Affairs and/or a specific DoW
department.

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

Statutory language enabling the MERHC 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.

3. Exempt the Board from DoW organizational reviews similar to the 2021 zero-based reviews
of advisory boards within the DoW and the 2025 disbanding/reconstitution of the Board

The Board serves as a highly technical, apolitical advisory entity providing oversight
intended to ensure appropriate recognition and funding for a key element of compensation
provided to the retired veterans of the US Armed Forces. Its proper functioning depends on the
efforts of a 3-person board that has historically been comprised of leading actuaries in the country
who have performed in very senior roles in major health plans or consulting firms in the health
care industry. As part-time federal employees with limited time committed to the process, delays
or impediments in performing its role in the typical annual cycle can severely challenge the
Board’s effectiveness. An example of this occurred in 2021 where the Board structure was
reviewed for reauthorization under the zero-based review process. The reauthorization did not
occur until June, leading to an extremely compressed time frame for the Board to perform its work
and still meet the deadline for the public meeting required to approve methods and assumptions
necessary for OACT to complete the annual valuation cycle. Similarly, the Board was disbanded
in 2025 just prior to the standard review starting timeframe and then reconstituted in mid-summer,
providing a wholly insufficient timeframe for appropriate review.
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We respectfully recommend that the DoW avoid similar situations in the future to allow the
Board to more effectively perform its designated role.
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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 §§ 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 III of chapter 53 of title 5 [5 USCS §§ 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.

1710 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.
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