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BACKGROUND:

The Federal Employees Retirement
System (FERS) is a pension program
offered to employees of the U.S. Postal
Service and federal agencies. The
Postal Service and its employees
contribute to the pension program for
future benefits. The U.S. Office of
Personnel Management (OPM)
administers the FERS.

As of September 30, 2012, the OPM
projected a $3 billion FERS surplus. The
U.S. Postal Service Office of Inspector
General previously analyzed Postal
Service funding levels and compared
them to federal and state governments,
the military, and corporations. Those
comparisons showed the Postal Service
funded its retirement liabilities at a
substantially higher level than the other
organizations. Additionally, we reported
on the causes of the FERS surplus.
Using the research results, we analyzed
how the causes contributed to the
surplus and impacted the Postal Service
liability.

Our objective was to review the
assumptions used for the Postal
Service’s FERS liability calculation and
determine what effect those
assumptions may have on the FERS
liability calculation estimate.

WHAT THE OIG FOUND:

Postal Service employees have
distinguishing employee characteristics
(salary growth, termination, retirement,
disability, death, and life expectancy)
that the OPM does not take into
consideration when applying actuarial
assumptions. These characteristics, as
well as other non-employee factors,
impact the FERS liability calculation.
Currently, the OPM uses the same
actuarial assumptions for Postal Service
and federal employees without regard to
the characteristic differences between
them.

Using Postal Service-specific actuarial
assumptions, the liability would be
reduced by an additional $9.5 billion,
from $90.5 billion to $81 billion, resulting
in a total surplus of $12.5 billion.
Accordingly, the Postal Service could
achieve a more accurate liability
estimate that more closely aligns with
future benefits.

WHAT THE OIG RECOMMENDED:
We recommended management
coordinate with the OPM to modify the
future FERS liability calculation using
actuarial assumptions specific to the
Postal Service and, based on the
results, take action as appropriate.

Link to review the entire report
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MEMORANDUM FOR: JOSEPH A. CORBETT
CHIEF FINANCIAL OFFICER AND
EXECUTIVE VICE PRESIDENT

T ¢

FROM: John E. Cihota
Deputy Assistant Inspector General
for Financial and Systems Accountability

SUBJECT: Management Advisory Report — Using U.S.
Postal Service-Specific Assumptions for Calculating
the Federal Employees Retirement System Liability
(Report Number FT-MA-13-024)

This report presents the results of our review of Using U.S. Postal Service-Specific
Assumptions for Calculating the Federal Employees Retirement System Liability
(Project Number 13BGO015FT000).

We appreciate the cooperation and courtesies provided by your staff. If you have any
guestions or need additional information, please contact Denice M. Millett, director,
Finance, or me at 703-248-2100.

Attachments

cc: Corporate Audit and Response Management
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Introduction

This report presents the results of our self-initiated review of Using U.S. Postal
Service-Specific Assumptions for Calculating the Federal Employees Retirement
System (FERS) Liability (Project Number 13BGO015FT000). Our objective was to review
the assumptions used for the Postal Service’s FERS liability calculation and determine
what effect those assumptions may have on the FERS liability calculation estimate. See
Appendix A for additional information about this review.

The FERS is a pension program offered to employees of the Postal Service and federal
agencies. The Postal Service and its employees contribute to the pension program for
future benefits. The U.S. Office of Personnel Management (OPM) administers the FERS
and reported that as of September 30, 2012, the Postal Service had fully funded its
FERS liability and was overfunded by $3 billion. The U.S. Postal Service Office of
Inspector General (OIG) previously analyzed funding levels and provided comparisons
to the federal government, military, state governments, and corporations. Those
comparisons supported the Postal Service's funding of its pension liabilities at

105 percent.

Previous recommendations focused on legislation to refund the current surplus and
address future surpluses. In fiscal year (FY) 2013, the OIG issued two white papers
addressing the causes of the FERS surplus.® The white papers focused on the
calculations behind the FERS liability. The OIG contracted with Hay Group, an
independent actuarial firm with expertise in Postal Service pension benefits, to identify
whether there were characteristics of Postal Service employees that distinguish them
from other federal employees. Using the research results, we analyzed the extent that
those characteristics contribute to the FERS surplus and impact the FERS liability.

Conclusion

Demographic differences between Postal Service and other federal employees
impacted the calculation of the FERS liability estimate. Specifically, Postal Service
employees have distinguishing employee characteristics (salary growth, termination,
retirement, disability, death, and life expectancy) that the OPM does not take into
consideration when applying actuarial assumptions. When calculating the FERS liability
using actuarial assumptions specific to the Postal Service, the liability is reduced by
$9.5 billion. Using assumptions that more closely align with Postal Service employees
causes the FERS liability to decrease from $90.5 billion to $81 billion, resulting in a total
surplus of $12.5 billion.

We believe the Postal Service’s FERS liability should be calculated using actuarial
assumptions specific to Postal Service employees. This approach provides a more

! See Prior Audit Coverage section for additional information.
1
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accurate estimate of retirement liabilities that are more likely to match future retirement
benefits actually paid.

Postal Service-Specific Assumptions

Characteristic and demographic differences between Postal Service employees and
other federal employees impact the projected FERS liability. Specifically:

= Postal Service employees have received smaller pay increases than assumed,
general increases have been lower than predicted, and Postal Service employees
have fewer steps in their pay scale than typical federal employees. Consequently,
Postal Service employees reach the top step more quickly and salary growth
ceases, effectively reducing the FERS liability.

» The demographic characteristics and career patterns of Postal Service employees
are different from those of federal employees. Postal Service employees are less
likely to leave their positions and withdraw from the FERS, less likely to take early
retirement, yet more likely to die while employed or retire on disability. The overall
effect reduces the FERS liability.

= The OPM projected improved mortality rates for federal employees, which
increased the FERS liability. However, when considering only Postal Service
employees, the mortality improvements for retired men ages 55 to 64 were
significantly lower at 0.3 percent compared to 1.7 percent for the OPM’s projections.
Overall, the mortality improvement for retired men was 1 percent for Postal Service
employees compared to the OPM'’s 2 percent projection. For retired females, the
mortality improvement was slightly higher at 1.5 percent for Postal Service
employees compared to the OPM'’s 1.2 percent projection. The combined effect of
these differences reduces the FERS liability.

We also identified other factors that impact the FERS liability but are not directly related
to employee characteristics or demographics.

» The FYs 2011 and 2012 freeze on general pay increases for federal employees
contributed to a lower estimated FERS liability.?

» Actual investment returns on FERS assets have been lower than expected and have
increased the FERS liability. In July 2012, the assumed investment rate for FERS
assets was reduced from 5.75 percent to 5.25 percent. Interest rates have a
dynamic effect on pension assets and projected liabilities. As interest rates rise,
liabilities decrease. Conversely, when interest rates lower, liabilities increase.
Recent slight rises in interest rates have bolstered corporate pension assets and
reduced liabilities. This trend may also reduce the Postal Service’s FERS liability in
the future, effectively escalating the current FERS surplus.

2 Although the Postal Service’s pay systems are differentfrom the federal government's paysystems, this
assumption more closelymatches the Postal Service’s payincreases than the previous actuarial assumption.
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To review the FERS liability, we analyzed salary growth, demographic experiences,? life
expectancies, and investment returns using census data on Postal Service employees
and retirees provided by the OPM.* We concluded that some characteristics and
demographics of Postal Service employees differ from those of federal employees and
these differences impact the FERS surplus. When calculating the FERS liability, the
OPM applies actuarial assumptions to Postal Service employees and federal employees
equally, without regard to the characteristic differences.

We recalculated the Postal Service’s FERS liability and found that the combined effect
of the characteristic and demographic differences (and other factors) reduce the Postal
Service’s FERS liability by $9.5 billion. Using the OPM’s assumptions, the FERS
surplus was $3 billion; while using Postal Service-specific assumptions, the FERS
surplus would be $12.5 billion.> See Attachment A and Attachment B for further
information on the characteristic differences and adjusted calculations for FERS. See
Appendix B for monetary impact calculations.

The Postal Service’s employee population is large enough to support the development
of Postal Service-specific actuarial assumptions, which should be used to calculate the
Postal Service’s FERS liability. Adjusting actuarial assumptions for Postal Service
employees will provide a more accurate estimate of the Postal Service’s FERS liability.
Additionally, this approach would better align the estimated FERS liability with future
benefits paidto Postal Service FERS retirees.

Providing a more accurate estimate of the Postal Service’s FERS liability is important to
better understand the Postal Service’s financial position; however, a more accurate
estimate cannot prevent a FERS surplus. The Postal Service should not continue to
make FERS contributions that are unnecessary for future benefits. To control future
surpluses, the Postal Service’s contribution rates could be adjusted to reflect Postal
Service-specific actuarial assumptions. Under current law, solutions exist to address a
FERS unfunded liability, but not to return a FERS surplus.

3 Demographic experiences include termination, retirement (including earlyretirement), disability, and death.

4 Most recentcensus data is from September30,2011.

®The FERS surplus is based on a 12.7 percent future contribution rate, rounded from $12.48 billion . The Postal
Service estimates a $6 billion FERS surplus based on a reduced future contribution rate.
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Current Legislation

Congress has introduced several bills that address the Postal Service's retirement
liabilities:

= Postal Reform Act of 2013 (S. 1486), introduced on August 1, 2013, includes a
provision to calculate the FERS liability by using demographic factors specific to
Postal Service employees and economic assumptions regarding wage and salary
growth that reflect specific past, and likely future, pay for Postal Service employees.
The act provides an opportunity for the Postal Service to request funding surpluses
up to $6 billion, which it could use to pay financial obligations. The act also provides
the Postal Service the ability to bargain over the extent to which new employees will
participate in the FERS.

= Postal Reform Act of 2013 (H.R. 2748), introduced on July 19, 2013,° provides for
the transfer of FERS surpluses to the Postal Service Retiree Health Benefits Fund.
The act will use demographic and economic assumptions specific to Postal Service
employees to calculate the FERS liability.

» Innovate to Deliver Act of 2013 (H.R. 2690), introduced on July 16, 2013, includes a
provision to provide separate contributions to FERS for Postal Service employees
and return FERS surpluses to the Postal Service.

» United States Postal Service Stabilization Act of 2013 (H.R. 961), introduced on
March 5, 2013, provides for recalculation of the FERS liability using actuarial
assumptions specific to the Postal Service and return current and future FERS
surpluses.

= Postal Service Protection Act of 2013 (S.316), introduced on February 13, 2013,
would return the FERS surplus to the Postal Service.

= Postal Service Protection Act of 2013 (H.R. 630), introduced on February 13, 2013,
would require the recalculation of the FERS liability and restore retirement annuity
obligations.

We will continue to monitor the legislative activity as part of our ongoing analysis.

®0n July 24,2013, the House Oversightand Government Reform Committee sentthe bill to the House as awhole
for consideration.
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Recommendation
We recommend the executive vice president, chief financial officer:

1. Coordinate with the Office of Personnel Management to modify the future Federal
Employees Retirement System liability calculation to use actuarial assumptions
specific to the Postal Service and, based on the results, take action as appropriate.

Management’s Comments

Management agreed with the finding, recommendation, and monetary impact.
Management stated they are ready to assistthe OPM; however, management
understands that OPM’s position, under current law, is that OPM does not have the
authority to change the calculation of the Postal Service’s liability. Management will
continue to support pending legislation that would direct the OPM to use Postal
Service-specific actuarial assumptions in calculating the Postal Service’s liability, as well
as provide a mechanism for the return of the FERS surplus. See Appendix C for
management’'s comments in their entirety.

Evaluation of Management’s Comments

The OIG considers management’'s comments responsive to the recommendation and
management’s corrective actions should resolve the issue identified in the report. The
OIG considers the recommendation significant; however, since management’s
corrective actions are ongoing and subject to legislative action, the OIG will close the
recommendation upon issuance of the report.
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Appendix A: Additional Information
Background

The FERS is a pension program offered to employees of the Postal Service and federal
agencies. Career employees hired after December 31, 1983, generally participate in the
FERS.” The OPM administers the Civil Service Retirement and Disability Fund to pay
FERS benefits to retirees.

The OPM calculates the FERS contribution rate based on a percentage of an
employee’s salary. The Postal Service contributes atthe same rate as other federal
agencies. For most employees, the FERS contribution rate is 12.7 percent, 0.8 percent
of which is paid by the employee and 11.9 percent of which is paid by the Postal
Service. The FERS contribution rate for employees hired after January 1, 2013,
increased to 3.1 percent, while the Postal Service’s contribution rate decreased to

9.6 percent.

To account for future FERS benefits, a liability is estimated and disclosed in the
financial statements. The OPM calculates the FERS liability using actuarial assumptions
for salary growth, demographic experiences,® life expectancies, and investment returns.
Changes inthe economic climate or demographics can alter the liability from year to
year. Understandably, actuarial assumptions will never equal the actual experiences,
resulting in actuarial gains or losses. In recent years, lower interest rates and longer life
spans have increased the liability.

The OPM provides an annual estimate of the FERS assets and liability for the federal
government, including the Postal Service. The assets include actual contributions, plus
interest earned on those contributions, less benefits paid to retirees. The liability
includes projections of future benefits paid to retirees, less expected future
contributions. A surplus exists when the assets exceed the estimated liability.
Conversely, an unfunded liability exists when the estimated liability exceed the assets.

The OIG has previously offered a variety of recommendations to assist the Postal
Service in controlling expenses and decreasing future losses caused by funding the
FERS liability. The Postal Service continues to work with Congress to develop
legislation to address the comprehensive issues identified in our prior reports.

"Someem ployees hired priorto 1984 had the option to switch from the Civil Service RetirementSystem to the
FERS.
8 Demographic experiencesincluded termination, retirement (including earlyretirement), disability, and death.
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Objective, Scope, and Methodology

Our objective was to review the assumptions used for the Postal Service’s FERS liability
calculation and determine what effect those assumptions may have on the FERS
liability calculation estimate. To achieve our objective we:

= Reviewed prior OIG and Government Accountability Office reports.

= Contracted with Hay Group, an independent actuarial firm with expertise in the
Postal Service’s FERS liability.

= Considered proposed legislation and current news articles.

We conducted this review from January through September 2013 in accordance with
the Council of the Inspectors General on Integrity and Efficiency, Quality Standards for
Inspection and Evaluation. We discussed our observations and conclusions with
management on September 11, 2013, and included their comments where appropriate.
We did not rely on computer-generated data to support the opinions and conclusions
presented in this report.

Prior Audit Coverage

Since 2010, we have issued a series of reports discussing the FERS liability and how
the Postal Service pays more than its fair share to the federal government:

= Causes of the Postal Service FERS Surplus — Update (Report Number
RARC-WP-13-002, dated December 4, 2012).

» Causes of the Postal Service FERS Surplus (Report Number RARC-WP-13-001,
dated October 16, 2012).

= Pension and Retiree Health Care Funding Levels (Report Number FT-MA-12-002,
dated June 18, 2012).

» Leveraging Assets to Address Financial Obligations (Report Number FF-MA-11-118,
dated July 12, 2011).

» Substantial Savings Available by Prefunding Pensions and Retirees’ Health Care at
Benchmarked Levels (Report Number FT-MA-11-001, dated November 23, 2010).

=  Summary of Substantial Overfunding in Postal Service Pension and Retiree Health
Care Funds (Report Number FT-MA-10-002, dated September 30, 2010).


https://www.uspsoig.gov/sites/default/files/document-library-files/2013/rarc-wp-13-002.pdf
http://www.uspsoig.gov/sites/default/files/document-library-files/2013/rarc-wp-13-001.pdf
http://www.uspsoig.gov/sites/default/files/document-library-files/2013/ft-ma-12-002.pdf
http://www.uspsoig.gov/sites/default/files/document-library-files/2013/ff-ma-11-118.pdf
http://www.uspsoig.gov/sites/default/files/document-library-files/2013/ft-ma-11-001.pdf
http://www.uspsoig.gov/sites/default/files/document-library-files/2013/ft-ma-10-002.pdf
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Appendix B: Monetary Impact

Amount

Recommendation Impact Category (in billions)

1 Funds Put to Better Use $9,480,000,000

As of September 30, 2012, the OPM projected a $3 billion surplus for the Postal
Service’s FERS program. Using Postal Service-specific actuarial assumptions, the
surplus would be $12.48 billion, resulting in a $9.48 billion increase in the surplus.

® Funds that could be used more efficiently by implementing recommended actions.
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Appendix C: Management’s Comments

JoserH CORBETT
CHIEF FINANGIAL OFFICER
EXECUTIVE VICE PRESIDENT

; UNITED STATES
B2 POSTAL SERVICE

September 26, 2013

JUDITH LEONHARDT
DIRECTOR, AUDIT OPERATIONS

SUBJECT: Draft Management Advisory Report-Using U.S. Postal Service-Specific
Assumptions for Calculating the Federal Employees Retirement System Liability
(Project Number 13BG015FT000)

Thank you for the opportunity to review and comment on the subject draft management advisory
report. Management appreciates the efforts the Office of Inspector General (OIG) has taken with
respect to assumptions used to calculate this portion of our financial liability.

Management agrees with the recommendations identified in this draft.

Recommendation:
We recommend the executive vice president, chief financial officer:

1. Coordinate with the Office of Personnel Management to modify the future Federal
Employees Retirement System liability calculation to use actuarial assumptions specific
to the Postal Service and, based on the results, take action as appropriate.

Management agrees that the Postal Service’s liability to the Federal Employees Retirement
System (FERS) should be calculated using demographic and pay increase assumptions
specific to the Postal Service. We stand ready to assist the Office of Personnel Management
(OPM) in developing this calculation by providing any necessary information. However, it is our
understanding that OPM'’s position is that it does not have the authority under current law to
change the calculation of the Postal Service’s liability. Therefore, management continues to
support pending legislation that would direct OPM to use postal-specific assumptions in
calculating the Postal Service’s liability, as well as to provide a mechanism for the return of the
FERS surplus.

Management does not believe this report contains any proprietary or business information and
may be disclosed pursuant to the Freedom of Information Act.

{ph Corbett

<cc. audittracking@uspsoig.gov
CARMManager@usps.gov

475 LENFANT PLAzA SW
WasHINGTON, DC 20260-5000
202-268-5272

Fax: 202-268-4364
WWW.USPS.Com
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Attachment A: Hay Group Report — FERS — December 4, 2012

December 4, 2012

U.S. Postal Service

Evaluation of the USPS Postal Service Fund for
Employees Enrolled in the Federal Employees
Retirement System

Submitted by:
HayGroup
4301 N. Fairfax Drive
Suite 600

Arlington, VA 22203

Phone: 703-841-3100
Fax: 703-841-3108

© 2012 Hay Group. All rights reserved. www.haygroup.com
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EXECUTIVE SUMMARY

USPS Office of Inspector General (OIG) retained Hay Group to perform an analysis of the USPS
portion of the Federal Emplovees Retirement System (FERS).

We issued a report on October 12, 2012, that examined the effect of applying USP5-specific
assumptions fo the FERS valuation. It was based on 2010 census data and economic assumptions
adopted by the Civil Service Retirement and Disability Fund Board of Actuanies on
June 11, 2010, including an interest rate of 5.75 percent. Since we 1ssued that report, the Office
of Personnel Management (OPM) has released an updated estimate of the USPS portion of FERS
based on 2011 census data and revised economic and demographic assumptions adopted by the
Board of Actuaries in July 2012,

This report provides an updated measurement of the USPS portion of FERS that uses USPS-
specific assumptions and is comparable to OPM’s updated estimate. The economic assumpfions
have been updated to reflect the July changes by the Board of Actuwaries. and the underlying
census data has been updated fo 2011. We have also incorporated more recent forecasts of
USPS-salary mncreases and revised the anmuifant mortality rates to reflect OPM's recent changes
to its mortality assumptions.

Table E-1 compares our updated measurement of the FERS surplus under USPS-specific
assumptions to OPM's results. As of September 30, 2011, the surplus was measured fo be $11.4
billion under USPS-specific assumptions rather than $2.6 billion.

We also projected the results to September 30, 2012 to be comparable to OPM’s projection. The
projected surplus of $3.0 billion increases to more than $12 4 billion when remeasured using
USPS-specific assumptions.

Table E-1
FERS Surplus under Different Assumptions
Amounts in $Billions
OPM USPS-5pecific
Assumptions Assumptions

Surplus Estimate
as of September 30, 2011 $2.60 £11.46
Surplus Projection
as of September 30, 2012 $3.00 $1248

amnm wanihaygroup. com
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. UPDATED MEASUREMENT OF SURPLUS

This report includes the following new information:
1. Revised economic assumptions
Updated 2011 census data
Revised salary increase forecasts from the USPS forecasting unit
Revised anmuitant mortality rates

e

In addition, for FY2012 the actual COLA of 2.6 percent for FERS was applied in place of the
long term COLA assumption.

Revised economic assumptions

OPM’s most recent valuation uses the new economuc assumptions the Board of Actuaries
adopted in July 2012. Table I-1 shows the prior and cumrent economic assumptions. The
reduction of the interest rate had the effect of increasing the liability and reducing the surplus,
although this effect was partially offset by the decrease in salary growth.

Table I-1
Economic Assumptions

Date Inflation FERS Imterest Salary
Approved COLA Rate Growth
6/11/2010 | 3.00% 2.40% 5.75% 3.75%
7132012 3.00% 2.40% 5.25% 3.25%

Change | None None (0.50%) (0.50%)

OPM assumed a general salary mncrease of 0.0 percent for FY2012 in place of the long term
salary increase assumption of 3.25 percent.

Updated 2011 census data

OPM provided updated information on USPS emplovees enrolled in FERS and postal annuitants.
More information appears in Section IIT.

Revised salarv increase forecasts

Table I-2 shows the TUSPS forecast team’s projected pay increases for FERS emplovees. The pay
mcreases have been updated since the July 2012 forecast. The revised forecast produces a

411 wanihaygroup. com
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slightly larger final pay for employees who retire prior to 2017 and a slightly (less than
0.5 percent) smaller final pav for emplovees who refire after 2017.

USPS Forecast Te jec \ ps for FERS Emplovees
Weighted Average Weighted Average
Fiscal Year Percentage Increase Percentage Increase
(July 2012) {(November 2012)

2012 0.33% 133%
2013 2.27% 1.56%
2014 2.30% 2.90%
2015 2.13% 195%
2016 2.30% 1.85%
2017 2.52% 234%
2018 2.55% 2.38%
2019 2.57% 2.48%
2020 2.56% 2.51%
2021 2.55% 2.52%
2022 2.55% 2.52%

For years after 2022, the USPS combined ment and general increase rate is assumed fo be
2.85%.

Revised annuitant mortalitv rates

The revised annuitanf mortalifty rates were based on recent experience and projected
improvements based on the rate of improvement observed over the last 10 wyears. The
improvements are projected to 2024 and produced a static mortality table. For more information,
see the discussion of assumptions i Section IL

M1 wanihaygroup. com
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Remeasured Estimates

Table I-3 shows the remeasured estimates of the FERS liability and surplus as of September 30,
2011. The first column (“OPM Assumptions™) shows the results from the OPM valuation using
FERS-wide assumpfions. The second column (“USPS-Specific Assumptions) includes both
USPS pay assumptions and USPS demographic assumptions based on USPS employee
experience for umover, disabilifies, retirement and annuitant mortality rates.

Table I-3 shows the liability is 10.5 percent lower when measured using USPS-specific
assumptions resulting in an increase in the surplus of nearly $9 billion.

This mcrease in the surplus 15 driven by the use of USPS-specific pay assumptions. In fact, if
only USPS-specific pay assumptions are applied. the Hability is reduced further to $74.22 billion,
a 12 percent reduction. and the surplus increases fo 312 billion. The use of USPS-specific
demographic assumptions for active emplovees increases the liability whereas the use of USPS-
specific mortality assumptions reduced the liability resulting in a surplus of $11.46 billion.

Table I-3
Estimate of FERS Surplus as of September 30, 2011

Based on Alternate Pay Increase and Demographic Assumptions

Amounts in $Billions
OPM USPS-Specific
Assumptions Assumpiions

Assumed Investment Return Rate 5.25% 5.25%
Aszssumed Post-Retirement COLA
Increases 240% 2.40%
Salary Increase Assumptions:

General Salary Increase 3.25% TUSPS

Merit Salary Increase OPM TUSPS
Active Demographic Assumptions OPM TUSPS
Anmuitant Mortality Assumption OPM USPS
Assets $86.60 £86.60
Actuarial Accrued Liability $84.00 $75.14
Surplus $2.60 $11.46

a1 wanihaygroup. com
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The results as of September 30, 2011 were projected to September 30, 2012. Table I-4 shows the
surplus of $3.0 billion increases by $9.48 billion to $12.48 billion when remeasured using USPS-
specific assumptions.

Table 14
Estimate of FERS Surplus as of September 30, 2012

Based on Alternate Pay Increase and Demographic Assumptions
Amounts in $billions

OPM USPS-Specific
Assumptions Assumptions
Assets $03.50 $93.50
Actuarial Accrued Liability $90.50 $81.02
Surplus $3.00 $12.48
7Mm www._haygroup.com
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Il. METHODS AND ASSUMPTIONS

Methods

No two valuation systems prepare valuvation data or value the benefits in exactly the same
manner. We therefore prepared an initial valuation mun using the OPM assumptions and
compared the results fo the published OPM valuation results. The resulting adjustment factor
(ratioc of Hay Group results to OPM results both using OPM assumptions) was used in
subsequent valuations to develop the adjusted results. This methodology ensures that if OPM
were to apply the USPS-specific assumptions, the valuation results should match the results in
this report. Separate adjustment factors were developed for annuitants and employees.

Assumptions

Our inifial valuation used the revised OPM assumptions for withdrawal, disability, in-service
mortality, and retirement. Our subsequent valuations uwsed USPS-specific assumptions.
Development of the USPS-specific assumptions 15 documented in the October 2012 Hay Group
report, which were based on a recent experience study.

The OPM revised assumptions included a change to the anmuitant mortality rates that projected
improvements in mortality (based on a study of the last 20 years experience) to 2024. We
analyzed the mortality experience of USPS anmuitants from 2000 to 2011 and developed a
USPS-specific set of mortality rates based on that experience. These rates were then adjusted by
mortality improvement factors through 2024, in parallel to the approach used by OPM.

The analysis of the USPS experience showed that there was no improvement in rates for male
anmyitants under age 65 (rather. the rates had increased for ages under 60 and were flat for ages
60-64), and improvement that varied from under 0.5 percent per year to about 2 percent per vear
for male anmutants over age 65 The improvement in rates for female annuitants was between
0.5 percent and 3 percent per vear. The table below shows the average improvement factors
used for FERS-wide and USPS-specific mortality rates. Owerall. the mortality improvement
factors for USPS were lower for males and higher for females than FERS-wide.

Table IT-1
Annual Rate of Mortality Improvement
FERS-wide USPS
Males Females Males Females
Under age 65 1.7% 1.2% 0.3% 1.9%
Apge 65 & over 1.4% 0.8% 1.3% 1.3%
Ages 55-00 2.0% 1.2% 1.0% 1.5%
B wanihaygroup. com
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The combined impact of using USPS experience and USPS mortality improvement factors
resulted in life expectancies for male USPS annuitants that are 1-2 years shorter than FERS-wide
at ages 55 to 65 and longer for ages 75 and older. For female USPS annuitants the life
expectancy is longer than FERS-wide at all ages. with the difference about 1 vear at age 65.

Actuarial Cost Method

We used the Aggregate Entry Age Cost Method to determine the Actuarial Liability. Under this
method the Actuanial Liability is determined as the Present Value of Benefits less the Present
Value of Future Normal Costs.

Normal Cost Rate

The revised OPM measurement uses a higher Normal Cost rate as a result of the change in
assumptions. Therefore in determining the present value of future contributions, we used the
revised FERS-wide Normal Cost rate based on a FERS-wide new entrant population (prepared
by OPM).

As the new Normal Cost rate has not yet been published in the Federal Register, USPS, along
with other agencies. continue to be charged the rate of 11.9 percent of pay in FY2013.

e www._haygroup.com
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. DATA

We recetved group data summaries from OPM which contained average pay and the nmumber of
members in individual age and service cells by gender and retirement system group. The data
was prepared for wse in Hay Group’s valuation system (PVL) and the total number of records
compared to headcounts provided by USPS. The totals were consistent.

We received USPS annuifant records i single age summaries by gender, tvpe of benefit, type of
retirement, and retirement system.

Retirement Group (Gender Number Average Pay

FERS Elect 1987 Male 1.217 £50,664

FERS Elect 1987 Female 940 £58,200

FERS Elect 1008 Male 674 $61.603

FERS Elect 1908 Female 470 $61.353

FERES Automatic Male 260,531 £56,002

FEES Automafic Female 198.158 $54.008

Total 471,000 $55.621

Table ITT-2
USPS FERS Employees
Age Nearest Closest whole vear of service
Birthday <5 5-9 10-14| 15-19|20-24 25-20 30+ Total
15-19 1 0 0 0 0 0 0 1
20-24 220 55 0 0 0 0 0 284
25-29 2336| 3938 64 0 0 0 0 6,338
30-34 3851 | 11,032 448 64 0 0 0 10 304
35-39 3569 | 11521 | 15418 5477 70 0 0 36,055
40-44 4015 12594 20906 | 17488 5462 383 0 60,848
45-40 4,104 | 13,052 20,100 | 18843 | 20,647 | 16496 244 093,486
50-354 3,560 | 11,777 20282 | 17.566| 21967 32930 3,380 111,472
35-59 2316 | 7607 | 15526 153580 16162 24496| 3.771 85458
60 - 64 1,110 | 3,311 7.676| 9532 8670 12089 1944 44.833
65 - 69 338 | 1,052 1.965 | 2300 2121 2,525 486 10,786
T0-74 76 189 380 393 353 431 81 1,911
75+ 3 13 21 24 32 33 8 134
Total 25508 | 76,641 | 106,705 | 87267 75484 80383 ( 00923 471,000
10011 wanihaygroup. com

19



Using U.S. Postal Service-Specific Assumptions for Calculating FT-MA-13-024
the Federal Employees Retirement System Liability

- pwew—y
|

IV. ACTUARIAL CERTIFICATION

USPS Office of Inspector General (OIG) retained the Hay Group to perform an analysis of the
USPS portion of the Civil Service Retirement and Disability Fund (CSEDF). The scope of this
assignment was limited to the Federal Employees Retirement System. Use of these resulis for
other purposes may not be appropriate.

This analysis has been conducted in accordance with generally accepted actuarial principles and
practices.

The results shown in this report are reasonable actuarial results. However, a different set of
results could also be considered reasonable actuarial results. The reason for this is that actuarial
standards of practice describe a "best-estimate range" for each assumption, rather than a single
best-estimate value. Thus, reasonable results differing from those presented in this report could
have been developed by selecting different points within the best-estimate ranges for various
assumptions.

The actuaries certifiing to this report are members of the American Academy of Actuaries and

other professional actuarial organizations, and meet the General Qualification Standards of the
American Academy of Actuanies for purposes of 15suing Statements of Actuarial Opinion

Dﬁ!ﬂ-,_. - Kae ig

Adam J. Reese FSA FCA MAAA FA

O N PN

Craig Graby, FCA, MAAA EA
December 4, 2012
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EXECUTIVE SUMMARY

USPS Office of Inspector General {OIG) retained Hay Group to perform an analysis of the USPS
portion of the Federal Emplovees Retirement System (FERS). including the origins and causes of
the current surplus.

The chart below shows that the TUSPS FERS find has been in surplus since 1992

USPS FERS Surplus
Amountsin Smillions

512,000

510,000

58,000

56,000

54,000

52,000

50

@o&; &
= e e e = e e e e e e e T e P4 P P P d ra P P

(52,000)

Source: Office of Personnel Management (OPM) actuarial valuations.
The 2011 value is projected from the 2010 estimats.

COnr key findings are:

= The primary reason for the surplus is due to USPS pay increases having been smaller
than those assumed in the valuations. Furthermore, as over 70 percent of FERS Craft
employees have reached the top step of their pay scale, additional surpluses will emerge
unless the salary assumption is modified to reflect USPS experience and future
expectation.

=  The recent jump in surplus from nearly $7 billion as of September 30, 2009 to nearly
$11 billion as of September 30, 2010 was due in part to the use of a two-year pay freeze
assumption for fiscal vears (FYs) 2011 and 2012, This assumption change was made

1134 wani_ haygroup. com
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for the entire FERS population to reflect the freeze of federal pay increases, but it also
more accurately reflects the expected changes in USPS salaries over these vears than
the prior assumption.

= An additional reason for the surplus is due to actual inflation experience being below
the rate of mflation assumed. Anmuitants receive cost-of-living adjustments (COLAS)
to their anmuties based on a measure reflecting actual inflation. As prices have
increased less than expected, the anmuifies have increased less than assumed, resulting
in experience gains !

= Partially offsetting the experience gams from lower than expected salary growth and
inflation, actual investment returns have fallen below the interest rate assumed for the
valuation. Historical asset gains, which grew to over $2 billion from higher investment
eamings than assumed, have now been erased by lower than expected investment
eamings since 2004,

= (Given the material difference between the USPS pay scales and the federal pav scales.
we recommend that the USPS FERS liability be measured using USPS-specific
assumptions. With USPS membership accounting for 20 percent of the FERS total,
USPS is easily large enough to warrant population specific assumptions. Given that
this assumption will more accurately reflect the likelihood that future payouts to postal
retirees will be based on lower salary increases, it will have the effect of reducing the
Postal Service’s liability and increasing the surplus. Our analysis shows that using
USPS-specific salary assumptions would reduce the FERS liability by $10.9 billion.

=  USPS workforce demographic experience (turnover, retirement, disability, etc.) differs
from the FERS owverall experience. Reflecting the USPS specific demographic
experience would reduce the FERS liability by an additional $0.9 billion.

= TSPS annuitant morfality experience also differs from FERS overall mortality
experience. Reflecting USPS mortality rates lowers the Actuanial Accrued Liabality by
about 1 to 2 percent. Using the USPS mortality rates in addition to the other TUSPS-
specific assumptions further reduces the liability by $0.8 billion.

= Combining the USPS-specific assumptions for salary growth, workforce demographic
experience, and anmutant mortality (1.e. using all USPS-specific assumptions) increases
the FERS surplus from $11.4 billion to $24.0 billion.

! Experience gains or losses ooour when acmal experience differs from assumptions.

234 wanihaygroup. com
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USPS-Specific vs. OPM Pay Increase Assumprions for FERS

The focus of our work has been on estimating the impact on USPS’s FERS funding using
alternative, USPS-specific actuarial assumptions fo measure FERS labilities/costs. These
liabilities/costs have traditionally been measured by OPM s actuaries utilizing the same actuarial
assumptions used to value the system-wide population in FERS.

Cnr sudies demonstrate that OPM should consider the use of a more accurate assumption set for
the USPS portion of FERS. That is, our review of the likely fiuture experience of the USPS
FERS population fells us that this population has had, and i1s expected to have, significantly
different experience than OPM assumes in its FERS liability/cost measurements. With USPS’s
share of the overall FERS fund being over 20 percent, we believe sound actuarial practice calls
for the USPS s liability/cost to be measured separately from the rest of FERS.

Specifically related to future pay increases for USPS FERS active employees, our analyses have
shown that:

1) USPS pav mncreases are materially lower than the OPM FERS valuation assumptions,
which are based on the federal pay schedule. USPS Craft employees tend to go through
fewer steps in their pay schedules and therefore emplovees reach the top of their pay
schedule earlier in their careers than do federal emplovees. The OPM assumptions
anticipate that Craft emplovees will continue to recerve step pay increases in line with the
federal pay schedule. For example, an employee hired at age 25 reached the top of the
USPS pay steps at age 37. OPM's valuation assumes step increases for the employee
throughout the rest of his or her career at a rate of about | percent per vear. In reality,
USPS would likely only be granting COLA and small contractual pay mcreases. OPM
acfuaries have the Craft pay schedules, buf do not have emplovee counts by Crafi.
Therefore, OPM has been unable to develop a separate USPS-specific salary assumption.
Currently, 70 percent of Craft emplovees have reached the fop of their pay schedule.

2) Due to the Postal Service's current financial condition, USPS pay increases for
emplovees over the next several vears will likely be materially lower than the 3.75
percent annual pay increases assumed in OPM's measurement. We note that OPM's
latest valnation includes the two-year federal pay freeze, which while not applicable to
USPS. generally brings the short-ferm pay assumption closer to USPS projections for the
next ftwo years.

ETE wanihaygroup. com
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USPS-Specific vs. OPM Demographic Assumptions for FERS

This report exammines the assumptions used in the current FERS valuation and compares them to
recent experience using USPS-specific experience where appropriate.

In 2010, at the request of the USPS, we conducted an expenience study on USPS demographic
experience. Section VII summarizes the findings from that analysis. which remain valid.

We obfained recent USPS annuitant experience and conducted a mortality study. Section VIII
reports the findings from that analysis.

The report concludes with an estimate of the FERS surplus using the available Postal Service-
specific assnmptions.
Acknowledgement

Hay Group would like to note that the fimely completion of this report was made possible due to
the cooperation we received from the actuaries in the OPM Office of the Actuary.
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I. Historical Surplus

If a retirement system is to operate on a sound actuarial basis, the funds on hand together with
the expected future contributions must be adequate to cover the value of future promised benefit
payments. Each vear, as part of the actuarial valuation process, the actuary projects the expected
value of future benefits and the stream of contributions needed to meet the benefit payments.
The projection serves as the basis for the determination of the needed emplover contributions to
the retirement fund.

A surplus exists if the finds on hand exceed the value of the accrued benefits. When the funds
on hand are less than the value of the accrued hiabilities there 15 a deficit.

OPM conducts an annual actuarial valuation for the postal share of the FERS fund and 1ssues a
valuation report in the fall. The valuation assesses the fund as of the previous fiscal vear, with a
projection to the end of the current fiscal year. For example, the 2011 analysis evaluated the
fund as of September 30, 2010. The most recent long-term funding valuation showed a surplus
of $10.0 billion at the end of FY 2010 which was projected forwarded to $11.4 billion as of
September 30, 2011, This surplus was $4 billion greater than the previous year's surplus.

The recent surplus is part of a historical trend in surpluses. As shown in Table I-1, since 1992,
the postal share of the FERS fund has shown a persistent surplus.

A4 wanihaygroup. com
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Table I-1
USPS FERS Liability, Assets, and Surplus (Deficit) as of Year-End
Amounts in $millions

Year ending Actuarial Acerued Postal FERS Assets Surplus (Deficit)
September 30, Liability

$2.600 $2.157 ($443)
1089 $3.300 $3.224 576)
1990 $4.300 $4403 $103
1091 $6.000 $5.087 G18)
1992 $7.600 $7.650 550
1993 $8.500 $0.470 5970
1904 $9.800 511487 $1.687
1995 $12,000 $13.708 $1,708
1996 $13,500 $16,091 $2.501
1997 $15.400 $10344 $3.044
1008 $18.200 $32.610 $4.410
1999 $21,500 536,074 $4574
3000 $23.700 $30,040 $6.340
2001 $26.100 $34.179 $8.070
3002 $31.600 $38.332 $6.032
3003 $34.400 $43.056 $8.656
2004 $38.200 $47.732 $9.532
2005 $44.600 $52.800 $8.200
2006 $49.300 $58,000 $8.700
2007 $55.100 $63.500 $8.400
2008 $62.800 $60.300 $6.500
2009 $68.300 $75.200 $6.900
3010 $69.000 $80.800 $10.900
20117 $73.900 $87.300 $11.400

Source: OPM actuarial valuations.
For 2011, Liability, aszets, and surpluz were projected by OPM from itz 2010 estimate.

a4 wanihaygroup. com
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. Actuarial Assumptions

Actuanial projections are based on a number of actuarial assumptions including economic
assumptions, such as assumed investment returns and salary growth rates; and demographic
assumptions, such as rates of tumover and mortality.

Economic assumptions include rates of inflation, investment refurn and salary growth. These
relatively few rates, compared to the large number of demographic assumptions, have the most
significant effect on the estimate of future contributions. The Postal Service retirement plans use
the same economic assumptions as utilized by OPM’s actuaries in their annual valuations of the
Civil Service Refirement System (CSES) and the Federal Employees Retirement System
(FERS). The CSES and FEES economic assumptions are reviewed periodically by an
mdependent Board of Actuaries to assure that they contimue fo be current and appropriate
predictors of the future, and they are typically adjusted wpward or downward to keep pace with
changes in the expected rate of general mflation.

Table II-1 shows the most recent economic assumgptions set by the Board of Actuaries for CSES
and FERS. A history of economic assumptions appears in Appendix A

Table IT-1
Current Economic Assumptions for FERS
Inflation 3.00%
CSRS COLA 3.00%
FERS COLA 2.40%
Interest Rate’ 5.75%
Salary Growth 3.75%

Assumptions last revised on Jume 11, 2010.

Demographic assumptions include the set of rates that predict certamn evenfs occurring to a
group of employees or anmutants. Events of significance to a refirement system are those that
result in a commencement or termination of a benefit pavment. The events affecting active
employees include reasons for leaving the system such as refirement, becoming disabled,
terminating service, or death. The events affecting annuitants include death. If an anmuitant

* The interest rate is also refermed fo as the “discount rate™ as futre benefit payments are “discounted”™ o the measurement date
using the expected remm on assets.

T4 wanihaygroup. com
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would returmn to service, or if a disabled anmuitant were to recover, the benefit payments to the
ammitant would stop.

It 1s general practice to introduce some degree of conservatism in seffing actuarial assumptions.
However, the degree of conservatism varies widely among retirement systems. Some systems
set assumptions so that the retirement plan contributions will be at least as great as the
contributions needed in the most adverse foreseeable circumstances. Other systems set
assumptions that are close to the actual experience but conservative enough to protect against
small deviations from past experience.

OPM conducts experience studies periodically and wpdates the demographic assumptions upon
completion of the experience study and development of recommended assumptions, reviewed by
the Board of Acmaries.

B34 wanihaygroup. com
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Omne potential source of the surplus is higher than expected mmvestment returns. Using historical
data on employee and agency confributions, benefit payments. assets and reported investment
mcome, we compared the actual returns with the valuation interest rate assumption as well as the
amount of the anmal asset gains (or losses).

FERS Contributions, Benefit Payments, A':‘s::,!l]ﬂllhvestnufhmng, 1983 to 2011 (millions)
USPS Reported Postal

Employee Employer Amorfization Benefi Investment Senace Actual Aszsumed
Year Contribufions  Contribufions Paymentis Payments Income Fund EOY Return Return
1988 $55.7 56714 $170.0 $125 $£133.2 $2.1568 ( 85.90% 7.00%
1989 $59.1 $787.2 $32.2 $20.6 2003 $3.2240( 8.14% 7.00%
1990 58.0 38776 $322 $272 £328.1 $44927( 592% 7.00%
1991 %62.6 0874 $322 $30.6 $£437.2 $5.9816( 85.74% 7.00%%
1992 $67.5 $1.0543 $322 $35.7 £559.2 $7.6592 8.357% 7.00%
1943 %60.9 £1.0874 $322 $50.6 6719 504702 [ 8.18% 7.00%
1994 $785 $1.220.1 $0.0 $62.2 $£780.6 | $11.4872| 7.74% 7.00%
1993 5024 $1.2638 50.0 $720 £936.2 | $13.7076| 7.72% 7.00%%
1996 $107.5 $1.4593 $0.0 $87.0 $903.5 | $16,0909| 6.23% 7.00%
1997 $1163 $15795 500 $109.5 $1.6670( $193442 | 987% 7.00%
1948 $1272 $£1.700.1 0.0 51349 $1.573.8 | $22.6104 | 7.79% 7.00%
1949 $171.2 £1.7395 0.0 51504 $1.712.0 [ $26.073.8 | 7.20% 7.00%
2000 $2232 $2.0033 0.0 £197.1 $1.937.1 | $30.0403 | 7.15% 7.00%
2001 $183.0 $2.0426 $0.0 524372 $2.156.4 [ $34.179.1 | 6.95% 6.75%
2002 $165.6 $2.1155 $0.0 $2847 $2.356.6 | $38,532.1| 6.70% 6.75%
2003 $169.7 $2.176.6 $0.0 %3274 $2.505.0 [ $43.056.1 | 6.34% 6.25%
2004 $175.2 $2.2457 0.0 %3930 $2.647.9 $47.7319 | 6.01% 6.25%
2005 $184.6 $24845 0.0 54813 $2.840.1  $52.768.8 | 5.84% 6.25%
2006 £195.7 $2.640.7 0.0 $566.1 $2.968.1 | $58.0072 | 551% 6.25%
2007 $203.9 $2.767.8 $0.0 $681.7 $3.206.3 [ $63.5034 | 542% 6.25%
2008 $211.6 $2.8021 $0.0 7805 $3.503.3 | $69.3200 | 542% 6.25%
2009 $217.0 $2.955.0 $0.0 %951.0 $3.649.1 [ $75.2002 | 5.18% 6.25%
2010 $2134 $2.8002 $00( $1.1472 $3.632.7 | $80.7982 | 477% 5.75%
2011 $201.0 £20930 $0.0| $1.3100 $4.700.1 | $873823 TBD 575%

Source: OPM Faluation as of September 30, 2010. The FY 2011 values are projections, and the FY 2011 emplover

contribution includes 011 million that was not paid wungil F¥ 2012

o34
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Note that from 1988 until 2001, the actual return exceeded the valuation inferest rate. although
returns have been lower since 2004, The investment income reported in 1996 appears to have
been understated (and comrected in 1997). OPM is looking info this for us, but it may have
resulted from a government shutdown.

Figure ITI-1 — Comparison of Actual to Expected Investment Earnings Rate

Investment Earnings
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Senrce: Caleulations by the authors.

Figure III-1 shows that the FERS Postal Service Fund experienced asset gains from 1988 through
2001. (In the graph above, 1996 and 1997 investment returns have been smoothed to eliminate
the apparent 1996 understatement and apparent 1997 overstatement.) These asset gains, which
grew to over $2 billion from higher investment earnings than assumed. have now been erased by
lower than expected investment refuns since 2004. The mvestment assumption was reduced
from 7.00 percent in 2000 to 6.75 percent and further reduced to 6.25 percent in 2003, and
5.75 percent m 2010. By 2010, the actual investment retums had fallen to almost 1 percentage
point below the 5.75 percent valuation interest rate. It should be noted that the size of the FERS
Postal Service Fund is much larger in 2010 than it was in the late 1980°s and the 1990°s, so the
current investment shortfalls have more substantial impact than the historical excesses.
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IV. Gains and Losses from Experience

After identifying the asset gains (and losses), we subtracted the dollar amount of the asset gains
{or losses) from the total experience gamns (or losses) to defermine the liability gains (or losses).

Figure IV-1 shows the annual experience gains and losses by source.

Figure IV-1 — Annual Experience Gains and Losses by Source

USPS FERS Annual Experience
Amounts in Smillions

MW Asset Gains (Losses) M Liability Gains (Losses)

56,000

55,000

54,000

53,000

52,000

51,000

5-

5(1,000)

$(2,000)

From 1989 throngh 2001, there were mine vears with reported liability gains and three vears with
liability losses. No liability losses exceeded $500 million, whereas six of the vears reported had
reported liability gains in excess of $300 million.

Since 2001, there have been three years with reported liability losses in excess of $1 billion
(2002, 2005, and 2008). A kev dnver of these liabilify losses was the impact of assumpfion
changes.
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The interest rate was reduced from 7.00 percent to 6.75 percent in 2001, first reflected in the
2002 valuation; reduced again in the 2004 valuation to 6.25 percent. In 2007, the inflation
assumption and salary increase assumption were each increased by 25 basis points.

Figure IV-2 — Cumulative Experience Gains or Losses by Source

USPS FERS Cumulative Experience Gains (Losses)

Amounts in Smillions

W Assets W Liability
£12,000
510,000
58,000
56,000
54,000
52,000
5-

Figure IV-2 shows the cumulative experience gains and losses by source. As shown in Figure

IV-1, the system had asset gains from mception through 2001.

The lower than assumed

mvestment returns since 2004 have erased the cumulative asset gains. By 2010, the cunmlative

assef performance was a small loss.

In contrast, from 1988 through 1992 the system had

cumulative liability losses. Since 1993, the system has had cumulative liability experience gains.
Since 2000, the Postal Service Fund has had combined liability and asset gains of over $5 billion,
and by 2010 they increased to over $11 billion. Liability gains could result from more favorable

experience than assumed for salary growth, inflation, or demographic behavior.

12134
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V. Pay Analysis

In general the pension awarded fo any individual FERS emplovee is dependent on that
mdividual's annual salaries just prior to retirement. Higher annual salaries will result in a larger
retirement benefit for an individual and, as such, a larger overall FERS liability.

In calculating the FERS hability, the OPM valuations used the assumed annual rate of general
salary increases approved by the Board of Actuaries plus a merit increase assumption developed
from actual experience. General salary increases are those gramted to evervone and not
aftributable to merit.

General Salary Increases

We performed an analysis to determine whether historical OPM general salary increase

assumptions were reasonable, compared to actual USPS general increases granted. This analysis
was performed for the period of 1/1/2002 through 1/1/2011.

We reviewed the OPM assumptions for annual general increases in pay® OPM historically
assumed general salary increases ranging from 3.75 percent annually to 4.25 percent annually
during our study period. The average annual growth assumption, for the time period studied,
was 4.11 percent. Table V-1 below shows the general salary mcrease assumptions used by
OPM. The dates shown are the dates on which an assumption was changed.

TableV-1

General Salarv Increase
Assumption Used by OPM

Salary

Date G-]'D‘E‘i'l:]l
03/16/01 425%
05/08/03 4 00%
06/08/06 425%
06/11/10 3.75%

* The data provided inclnded the salary incresse assumption and a corespondimg date of inplementation. However, the data did
not show the OPM valuation for which the assumption was effective. We have assumed that all changes in the sssumptions
were effective the following JTanuary 1.

13734 wanihaygroup. com
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Hay Group was provided with actual pay increases equivalent to general salary increases for
NALC, NELCA, APWU, and NPMHU union members, for the period from 2002 through 2010}
Based on our analysis of the data, we have found that annual pay increases for the unions ranged
from a high of 3 41 percent for NELCA to a low of 2.77 percent for APWU. Based on these
results, we have determined that the general salary increases assumed by OPM are higher than
the actual pay increases awarded. This has resulted in OPM overestimating the salaries of USPS
employees and, as such, the FERS liability.

Figure V-1 below shows the average annual pay increases for the four major unions as well as

the average OPM assumption.
Figure V-1
Annualized Percentage Pay Increases 1/1/2002 to 1/1/2011
Assumption
[ A
APWU 2.77%
NALC
NPMHU
MRLCA 3.41%
0.00% 0.50% 1.00% 1.50% 2.00% 250% 3.00% 3.50% 4.00% 4.50%

* The pay incTease data received for each umion began with an increase at some time n 2002 and ended with an increase in
either 2010 or 2011. In order to perform 3 consistent analysis of pay moreases, we required data for a uniform time period for
all nnions. To this end, we assumed that the data included 211 2002 incresses. We did not include 20011 pay increases in our
analysis, a5 some umions did not have 2011 pay increase dats shown. Therefore, our analysis was performed for the period of
1172002 through 1/1/2011.
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Figure V-1 shows that over the last decade, USPS pay increases have been significantly lower
than the FERS valuation assumption. The APWU bargaining unit has the largest enrollment and
the NALC unit the second largest enrollment.

Other Salary Increases

We also reviewed differences in the step structure for USPS and federal employees. USPS Craft
employees tend to go through fewer steps in their pay schedules and therefore employees reach
the top of their pav schedule earlier in their careers than do federal emplovees. The OPM
assumptions anticipate that Craft employees will continue to receive step pay increases in line
with the federal pav schedule. For example, an emplovee hired af age 25 reaches the top of the
USPS pay steps at age 37. OPM’s valuation assumes step increases for the employee thronghout
the rest of his or her career at a rate of about 1 percent per yvear. In reality, USPS would likely
only be granting cost-of-living adjustments and small contractual pay increases.

OPM actuaries have the Craft pay schedules, but do not have employee counts by Crafi.
Therefore, OFPM has been unable to develop a separate USPS-specific salary assumption
Currently, 70 percent of FERS Craft employees have reached the fop of their pay schedule. (See
Appendix C for more information )

Assumptions for USPS-Specific Projections

To reflect this experience, we imncorporated a lower salary growth assumption into our USPS-
specific projection m Section I, In order to estimate the impact of the difference between
USPS’s expected future pay increases and the pay increase levels assumed in the OFPM FERS
valuations, we have ufilized the 11-vear projection of expected future pay increases shown in
Table V-2, which was prepared by USPS"s expense forecasting team.

These weighted average payv increases fake into accounf confractual increases (some known,
some estimated), step increases and COLA increases (across-the-board increases, gemerally
reflective of inflation). This forecast does not reflect pay increases in comnection with
promotions. Therefore, for purposes of our analysis, to capture the weighted average impact of
promotions, we have added to each of these forecasted increase levels another 0.10 percent.
Based upon our discussions with Postal Service representatives, (.10 percent is a conservative
estimate for this purpose. In our USPS-specific projection, these estimates were used together in
place of OPM’s general salary growth and mernit growth assumptions.
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Table V-2

USPS Forecast Team’s Projected Pay

Increases for FERS Employees
Fiscal Year Weighted Average
Percentage Increase
2012 0.33%
2013 227%
2014 2.39%
2015 2.13%
2016 2.39%
2017 2.52%
2018 2.55%
2019 2.57%
2020 2.56%
2021 2.55%
2022 2.55%
16834 wanihaygroup. com

38



Using U.S. Postal Service-Specific Assumptions for Calculating FT-MA-13-024
the Federal Employees Retirement System Liability

ey
|

VI. COLA Analysis

Another source of experience gains is lower than expected inflation. After refirement, FERS
anmuitants over age 62 receive annual cost-of-living adjustments (COLAs). The increases are
based on the Consumer Price Index (CPI), quarter ending September 30, and are applied
effective the following January 1.

When inflation 15 less than 2.00 percent the COLA is the actual rate of inflation. When inflation
1s between 2.0 percent and 3 00 percent, the COLA is 2 00 percent. When inflation is over 3.00
percent, the COLA is the actual rate of inflation less 1.00 percentage point. USPS FERS refirees
receive the same COLA as Federal FERS refirees.

Figure VI-1 — Comparison of Actual to Expected COLA

FERS Retiree COLA
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Figure VI-1 shows that since FERS was established through 2011, the actual COLA granted has
exceeded the valuation assumption three times and has been less than the assumption 21 times.
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When COLAs are smaller than assumed, annuities increase less than projected. The remeasured
liability is lower than expected, resulting in an increase in the surplus. Since the COLA is the
same for Postal Service and non-postal FERS participants, the entire FERS fund experiences
gains from lower than expected COLAs.

The inflation assumption is set by the Civil Service Retirement and Disability Fund (CSRDF)
Board of Actvaries and was last changed effective June, 2010 when it was reduced from 3.50
percent to 3.00 percent. The FERS COLA assumption. which accounts for year to vear
fluctnation around the long-term rate, is 80 percent of the inflation assumption, so the current
assumption 15 2.40 percent.

# CSRDF includes both the Civil Service Retirement System and the Federal Employees Fetitement System.

18734 wanihaygroup. com

40



Using U.S. Postal Service-Specific Assumptions for Calculating FT-MA-13-024
the Federal Employees Retirement System Liability

ey
|

VIl. USPS Demographic Experience

Experience gains (losses) can ocour when demographic experience is different than expected.
Hay Group conducted an actarial investigation { Experience Analysis™) on the UUSPS FERS
population in 2010 to see how it differed from the total FERS population. Individual data on all
FERS members emploved by USPS were gathered for nine snapshot annual dates, covering eight
vears of elapsed time. Also. an additional file was provided for each vear that documented the
Nature of Action for any acfive employee who separated between the snapshot dates.

A history for each member in the study was created for active emplovee’s status on each of the
nine snapshot dates. [If the member was not yet hired, the status was blank  If the member was
actively emploved or had separated, then a code was used to indicate the status of that member.
In the case of members who femunated during the study and then were rehired. the record
indicated active status in the earlier years then a termination status up unfil the member was
rehired. The first snapshot date following rehire then indicated that the member was active.

By stringing together the statuses for each emplovee, we were able to run the data through
Access programs to summarnze all actual and expected occurrences i the data plus counts of all
members exposed to the valuation decrements. These actual counts, expected counts, and
exposure were then compiled and analyzed to compare to the FERS valuation assumptions, as
well as develop USPS specific assumptions.

All USPS specific rates were developed to be consistent with OPM rates. For example, if the
OPM rates were age and service based, then the UUSPS rates were developed to mirror the age
and service based rate format.

The actuarial investigation reviewed the following elements:

Distribution of new entrants by age, sex. and service;
Withdrawal rates;

Normal retirement rates;

Involuntary retirement rates;

Disability retirement rafes;

Early retirement rates;

Employee death rates;

R

Development of demographic actuarial assumptions begins with the analysis of actual experience
to expected experience, and the calculation of the actual-to-expected ratio. The actual-to-
expected ratio gives a measure of how closely the assumption predicted what actually happened.

19734 wanihaygroup. com
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If the actual-to-expected ratio is greater than 100 percent, then the actuarial assumption under-
predicted; if the actual-to-expected ratio is less than 100 percent, then the assumption over-
predicted the number of occurrences.

Figure VII-1 — Comparison of USPS Demographic Experience to OPM Assumptions

USPS Demographic Experience 2001-2009

Withdrawal
Early Retirement
Mormal Retirement

Involuntary Retirement

Mortality

Disability

0% 20% 40% 60% B0% 100% 120% 140% 160%

M Ratio of Actual to Assumption

The chart shows that the USPS withdrawal (voluntary turnover) rate was materially lower than
assumed. When withdrawal is lower than assumed, more emplovees remain emploved and a
higher percent of employees vest in their benefits. resulting in a higher cost and therefore an
actuarial loss.

The retirement rates are in line with the overall FERS assumption, with the exception of slightly
lower rates for early retirement.

The in-service mortality rate is materially higher than the assumption, however OPM includes
margin for expected mortality improvement in its valvation assumption. Moreover, this assumption
has the smallest impact on liabilities for active employees of those shown.

The rate of disability retirement is over fifty percent higher than assumed.
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To determine the effect of using USPS-specific demographic data. we incorporated USPS-
specific assumptfions in our projection in Section IX. The overall effect was to slightly reduce the
Postal Service’s liability.

21724 www._haygroup.com
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VIIl. Meortality Analysis

A study of USPS-specific mortality for annuitants was conducted using census and event data
provided by OPM. The study included FERS and CSRS annuitants and was based on observed
experience covering the period 2000 to 2011. Due to paucity of dafa on older FERS annuitants,
data for CSRS anmuitants was combined with FERS annuitants for this analysis.

The charts below compare USPS mortality observed from the earhiest years of the periood
analyzed to the experience in 2011, the latest vear in the study period.

The study showed shifts in the rate of mortality by vear — with improvements in mortality over
the 1l-vear period for male amnuitants over age 65, but deterioration mn mortality rates for

younger male annuitants.
Male USPS Non-Disabled Annuitant
Mortality Experience 2000-2011
=$=2000-2002 -m=2011
5.0%
a.0r%

Male 55-59 Male G60-64 Male 6589 Male 70-74 Male 75-79 Male 20-84
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For females, the smdy showed a small improvement in mortality rates at ages under 65, no
material improvement at ages 65-74 and a small improvement at ages 75-79, with larger
improvement at the older ages.

Female USPS Non-Disabled Annuitant
Mortality Experience 2000 -2011
=i=2000-2002 =H=3011
6.0%
50% /“
4.0%
3.0%
210%
1.0%
0.0%
Famale 55 -5% Female 60 -64 Famale 65 -50 Female 70 -74 Femala 75 -59 Famale 30 -E4

Based on the observed rates and the pattern of mortality changes over the past 11 years, we
projected continued improvements at ages where we had seen improvements and stable rates for
ages where mortality rates had increased. This projected set of rates was smoothed to develop
the USPS specific mortality fable.

This process (evalmation of historical changes and projection of fufure improvements) nurrors the
process used by the OPM Office of the Actuary in developing the FERS and CSRS annuitant
mortality rates.

We applied the OPM mortality rates to the current anmuitant data set and calibrated the results to
match the OPM valuation report on USPS FERS liability.  We then applied the USPS specific
mortality rates to the annuitant and active employee census data. The table below shows the
impact of measuring the liability using the USPS specific mortality rates is a decrease in the
Actuanal Accrued Liability of 1.4 percent.
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Table VIII-1
Estimate of FERS Surplus as of September 30, 2011

Based on USPS Specific Mortality Assumptions

Current — OPM USPS Specific
Assumptions Mortality Eates
Assumed Investment Return Rate 5.75% 5.75%
Salary Increase Assumptions: OPM OPM
Assumed Post-Retirement COLA Increases 2.40% 2.40%
Demographic Assumptions (other than OPM OPM
annuitant mortality)
Anmuitant Mortality Assumption OPM USPS
Assets 5873 $873
Actuarial Accrued Liability 5759 748
Surplus S11.4 3125
24734 wanihaygroup. com
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IX. Projection of Surplus Using USPS-Specific Assumptions

To show the effect of using USPS-specific assumptions, we developed a projection of the FERS
surplus as of September 30, 2011. To be consistent with the current OPM economic assumptions
(most recently approved by the CSRDF Board of Actuaries), our FERS surplus estimates have
been based upon an inferest rate of 3.75 percent and a post-retirement COLA increase rate of
2 40 percent per year.

To estimate the impact of the lower (versus those assumed by OPM) expected future USPS pay
mereases, we have assumed overall FY 2012 through FY 2022 pay increases in accordance with
USPS’s forecast (as shown in Table V-2 above), plus the (.10 percent adjustment for promotion
mereases. For fiscal vears 2023 and bevond. we have assumed USPS pay increase levels will be
consistent with those assumed by OPM general salary increases, no future step increases will be
applied, however we included the 0.10 percent adjustment for promotions. Using these TUSPS
specific salary increases. the Actuarial Accrued Liability is remeasured as $65.0 billion, a
decrease of $10.9 billion.

We also consider the Postal Service’s past demographic experience. Based upon Hav Group’s
Experience Study of Postal Service’s FERS population, we did see that USPS's past
demographic experience (fumover, retirement, etc.) differed somewhat from what would have
been expected under OPM’s demographic assumptions. Using our USPS-specific demographic
assumptions in place of the OPM demographic assumptions, in fact, gives rise to a 309 billion
reduction in the FERS liability, and a slightly higher FERS surplus.

In addition fo the demographic experience study, which examined the turnover, disability, and
retirement experience of employvees, we also studied the morfality experience of non-disabled
anmuitants. The study was based on an analysis of actual deaths covering the period 2000 to
2011. The remeasurement based on USPS mortality experience reduces the Actuarial Accrued
Liability by $0.8 billion.

Table [3¥-I compares the FERS surplus as currently measured to the remeasured surplus using
USPS-specific assumptions. Whereas the current OPM FERS surplus measure of $11 4 billion
represents about 17 percent of annual Postal Service revemues and abowt 15 percent of the USPS
FERS liability, the revised FERS surplus estimate of $24.0 billion represents over 35 percent of
anmual Postal Service revenues and over 37 percent of the USPS FERS liability.
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Table IX-1

Estimate of FERS Surplus as of September 30, 2011
Based on Alternate Pay Increase and Demographic Assumptions

OPM Assumptions USPS-Specific
Assumptions

Assumed Investment Return Rate 5.75% 5.75%
Salary Increase Assumpfions:

General Salary Increase 3.75% USPS

Merit Salary Increase OPM USPS
Assumed Post-Retirement COLA Increases 2.40% 2.40%
Active Demographic Assumptions OPM USPS
Anmuitant Mortality Assumption OPM USPS
Aszefs §873 $873
Actuanial Accrued Liability £75.9 $63.3
Surplus 511.4 $24.0

It should be noted that, throughout the analyses described above, we have assumed no changes to
the level of future employee contributions to FERS. Should such a change be legislated, it may
have the impact of both (1) mcreasing the future FERS surplus and (i) decreasing the FERS
contribution needed from emplovers, the Employer Normal Cost. As well, such a change would
reduce the remaiming funding needed to fully fund USPS-FERS benefits and therefore could
eliminate the need for payment of future annual emplover normal costs.

26734 wanihaygroup. com
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Appendix A. Economic Assumption History

FT-MA-13-024

Table A-1 shows a history of the economic assumption changes for CSES and FERS. The
shortest period between assumption changes was fwo wears, with most of the changes being
implemented after a period of four or five years.

Table A-1
Historical Assumptions

. Interest Salarv

Date Inflation Rate Growth
107171979 | 5.00% 6.00% 5.50%
10/1/1983 | 5.00% 6.50% 5.50%
10/1/1987 |  5.00% 7.00% 5.00%
12/31/1992 | 4.50% 7.00% 4 50%
21171997 | 4.00% 7.00% 4 25%
31672001 | 3.75% 6.75% 425%
5/872003 | 3.25% 6.25% 4 00%
6/8/2006 | 3.50% 6.25% 425%
6/11/2010 | 3.00% 5.75% 3.75%

The surplus 15 a function of the assumptions used to measure the Liability. In the event that the
CSRDF Board of Actuaries approves new assumptions, it is likely that they will select a lower
inferest rate (as the investment eamings on the assets are currently less than 5.75 percent), as
well as lower expected salary growth and possibly lower inflation. If the change in the inferest
rate 15 matched by a similar change in the expected rate of inflation the overall level of the
surplus is likely to be similar to the current level. If however, only the interest rate 1s reduced,

then the liability will increase.

27134
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Appendix B.

FERS Census Data

Categorization of Emplovees by Retirement System

FT-MA-13-024

USPS provided Hay Group with data for each union, by pay grade and career level. This data
was further broken out by retirement code. USPS also provided a description of each of the
retirement codes. Using the provided retirement codes and their corresponding descriptions, Hay
Group categorized emplovees as either CSES or FERS participants. Table B-1 below shows
Hay Group’s assignment of retirement svstem to employees for each of the provided retirement

codes.

Table B-1

Assisnment of Retirement System by Retirement Code

Retirement Description Hay Group
Code Categorization

1 CSES- Initial Appointment Prior To 1/1/84 CSRS

2 FICA (Non Career) None

3 CSRS - Postal Inspectors CSES

4 Excluded (Subject To Medicare) None

5 CSES Offset (Meets “Five Year Test™) CSRS

6 gjiﬁj Offzet - Inspectors (Meets “Five Year CSRS

7 CSES - Postal Rate Commission CSRS

8 FERS FERS

9 FERS - Postal Inspectors FERS

A Converted From CSRS To FERS - Regular FERS
Emplovees (Frozen CSES Service)

B Converted From CSRS To FERS - Postal FERS
Inspectors (Frozen CSES Service)

28734
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Table B-2 shows a summary of the FERS emplovee population by age and length of service.

Table B-2

FERS Employee Census by Age and Years of Service

51

Years of Service

Age | L ‘;‘;‘?r 10-14 | 15-19 | 20-24 | 2520 | 30-34 | 3530 | 40+ | Total

<20 2 - - - - - - - 2
20 24 454 i - i ] i ] - 454
25-290 7521 74 - - ] i ] - 7585
30-34 | 16915| 5.033 67 _ ] _ ] _| 22015
35-39 17.140 | 17.157| 6.071 67 ; i ; .| 40435
40-44 | 18474| 22837 184721| 6827 389 i ] .| 66948
45-49 18,735 | 21,507 | 19.403 | 25198 | 17.651 240 ] - | 100,734
50-54 | 16436 21595| 17.728 | 25839 33589 3419 91 - | 118697
55-39 10,706 | 16380 | 15458 | 18626 | 23.780| 3.063 663 10| 83690
60 - 64 5278 | 709%2| 9450| o640 | 11.762| 1469 317 72| 45088
65 - 69 1415| 1980 2173| 2240 2311 336 58 34| 10547
70-74 289 403 386 373 413 43 15 14| 1938

75+ 71 71 88 130 118 12 4 2 506
Total | 113.436| 115028 | 89254 | 88040 | 00013| 8586| 1.150 142 | 506,558
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Appendix C. Employees by Pay Level

The following tables show the counts of the number of FERS union employees by pay grade.
Table C-1, which shows summary information for the percent of employees by union that have
reached the top step, shows counts for both FERS umion employees and all vnion emplovees
(CSRS and FERS). When including only FERS emplovees, 84 percent of APWU employees are
at the top pay step whereas 40 percent of NRELCA members have attained the top step. Owerall,
70 percent of FEES union employees have already reached the top step and would only be
eligible for general pay increases. Tables C-2 through C-5 show, for each union, the counts of

FERS emplovees at each pay grade, by career level.

Table C-1

Top Step Career by Union for FERS Emplovees and for All Union Emplovees
Pay Period 08 FY2012

52

FERS Union Emplovees All Union Fmplovees

Union Top Ste Total %o at Top Ste Total %o at
P TP Complement | Top P Step Complement | Top

APWU 131,976 157.6584 84% | 166,735 192,714 87%
NALC 107,608 156.193 69% | 130,812 179,602 3%
NELCA 24164 61,038 40% 27,063 64,065 42%
NPMHU | 26.776 30,001 68% 31.786 44,208 12%
Total 200,524 414,006 T0% | 356.394 480,580 4%
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APWU

There are 157,684 FERS employees in the APWU. Of these, 131.976 or 84 percent are at the top step.

FT-MA-13-024

53

Table C-2
APWU
RS Employees by Pay Grade and Career
[s]
3 - - - - -1 2 2 7 9 7 7 1 3 8 4 10 5 224 -
4 - - 1 - [ 1124|148 | 286 182 207 | 263 143 137 149 308 | 402| 401 7568 -
5 349 - - - -1 2] 2] 6 18 21 34| 136| 131 23 40| 135 31 1,229 -
6 3 1 - S 2] 7] 16] 37| 691[1.690|1.114|2.104 |3.156|2989 1593 | 691| 348 | 86414 -
7 1 - - 4113 [29] 45| 35 144 187 157 227 299 | 252 185 143 172 | 20,761 -
8 18 2 - -1 5] 3 6 8 47 122 214 196 282 220 | 238 217 140 4904 -
9 - - - - -] -] 29 67 84| 135 140 141 245 242 | 226| 216| 311 396 5,665
10 - - - - -] -] 8] 23 56 62| 104| 133| 206| 175| 216| 206| 200 218 5.057
11 - - - - -1 - - - - - - - 1 - - - 1 1 64
Total | 371 3 1 Q3167|256 |480 | 1,231 (2541 [ 2033|3083 | 4460 | 4058 | 2830 [ 2020 | 1.609 | 121,805 | 10,736
24 www.haygroup.com
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NALC

There are 156,193 FERS employees in the NALC. Ofthese, 107,608 or 69 percent are at the top step.

Table C-3

NALC

RS Employees by Pay Grade and Career
Level A B C D E F G H I J K L M N 8]
1 107 571 | 1,650 | 4918 | 4356 4171|4494 (3304 2692 [ 1880 [ 2283 [ 2665 [ 2700 [ 2202 96,181
2 11 289 511 768 | 1.107 1.466 | 1.112 67 6635 577 840 629 629 1.121 11426
5 1 0 0 0 0 0 0 0 0 0 0 0 0 0 0
[i] 0 0 0 0 0 0 0 0 0 0 0 0 0 0 1
Total 119 860 | 2,161 | 5,686 | 5463 5,637 | 5,606 | 4071 | 3,357 | 2457 | 3,123 | 3,204 | 3338 | 3413 107,608

NPMHU

There are 39,091 FERS emplovees in the NPMHU. Of these, 26,776 or 68 percent are at the top step.

Table C4

Level [AA[A| B [C | D E F H | 1 | J|K[L|[M]| N 0 P

3 8137)1.780| 96| 168| 1286 1.212| 1858 497| 540| 416] 564| 600| 366| 460| 449 | 10.807
5 0112| 78| 22| 54| 151 196 127 60| 109] 147] 18| 111 126| 112| 327| 6965
§ 0l o] o] o 0 0] o] o] o] o] o] o] o] o 0 0 3
7 ol o] o] o 0 o] o] o] o] o] o] o] o] o 0 0 1
Total | 8|49 | 1858 118 | 223 | 1437 1.408 | 1,085 | 557| 658| 563 | 692 711| 692| 581| 776 | 26.776

3234 wewnw.haygroup.com
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NELCA

There are 61,038 FERS emplovees in the NELCA. Ofthese, 24,164 or 40 percent are at the top step.

Table C-5

NRLCA

RS Employees by Pay Grade and Career Level

FT-MA-13-024

55

Level A B C 1 2 3 4 5 6 8 o 10 11 12
0 2958 | 3.833| 3.627| 3.192| 3.536 3476 | 2.986 2306 | 2267 | 1.727 | 1948 | 1.940 | 1.557 | 1.521 | 24164
Total | 2958 | 3833 | 3.627| 3.192| 3336 3476 | 2986 2306 2267 [ 1.727) 1948 | 1940 | 1557 | 1.521 | 24164
33134 www_haygroup.com
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Actuarial Certification

USPS Office of Inspector General (OIG) retained the Hay Group to perform an analysis of the
USPS portion of the Civil Service Retirement and Disability Fund (CSEDF). The scope of this
assignment was limited to the Federal Employees Retirement System. Use of these results for
other purposes mayv not be appropriate.

This analysis has been conducted in accordance with generally accepted actuanal principles and
practices.

The results shown tmn this report are reasonable actuanal results. However, a different set of
results could also be considered reasonable actuanial results. The reason for this is that actuarnial
standards of practice describe a "best-estimate range" for each assumption, rather than a single
best-estimate value. Thus, reasonable results differing from those presented in this report could
have been developed by selecting different points within the best-estimate ranges for various
assumptions.

The actuanes certifiying to this report are members of the Amernican Academy of Acfuaries and

other professional actuarial organizations, and meet the General Qualification Standards of the
American Academy of Actuaries for purposes of issuing Statements of Actuarial Opinion.
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