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DOES THE U.S. TREASURY OWE $75 BILLION
TO THE POSTAL SERVICE?

Executive Summary

The Postal Service Office of Inspector General (OIG) released a study in January 2010 claiming the Postal
Service is entitled to $75 billion from the U.S. Treasury. The Postal OIG alleges that the U.S. Office of
Personnel Management (OPM), acting as the federal government’s agent, has overcharged the Postal
Service $75 billion in pension costs since the 1970s. With postal pensions already well funded, the Postal
OIG proposes using most of the money to support an entirely different fringe benefit: underfunded postal
retiree health care. The proposed transfer would increase the burden on the U.S. Treasury and taxpayers.

At issue is how the Postal Service and U.S. Treasury should have divided the Civil Service Retirement
System (CSRS) pension costs of early postal employees who had worked before July 1971 at the old Post
Office Department. The Postal OIG claims its approach is required by fairness and the law. A study
commissioned by the Postal Regulatory Commission (PRC) endorses the Postal OIG’'s approach as
equitable. OPM responds that it correctly followed a 1974 law that specifically addressed the issue and
was regarded at the time as fair and responsible. A study by OPM’s OIG strongly supports OPM.

The Postal OIG does not claim the retirement benefits of any postal workers are threatened — they are safe
— and notes the transfer would be retroactive, involving a recalculation extending back nearly 40 years.

Senator Thomas Carper (D-DE), Senator Susan Collins (R-ME), and Rep. Stephen Lynch (D-MA)
introduced bills in 2010 based partialy on the Postal OIG’s recommendations. Senator Collins has
reintroduced a modified version of her bill and more bills are expected soon.

This paper reviews the history of the alocation question, including relevant legislation, and presents the
conflicting positions.

The paper then examines the subjective concept of fairness and finds strengths and weaknesses on both
sides.

The costs of the existing allocation methodology have been passed forward to mail users in postage rates.
The alocation methodology is not the cause of the Service's current, worrisome financial problems.

The proposed transfer’s retroactivity would be unusual and raises fairness and budget concerns.

Although thisissue may seem obscure, the amount of money at stake makes it worth examining carefully.
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DOES THE U.S. TREASURY OWE $75 BILLION
TO THE POSTAL SERVICE?

In January 2010, the Postal Service's Office of
Inspector General (OIG) issued a report asserting,
"[T]he current system of funding the Postal Service's
Civil Service Retirement System pension
responsibility is inequitable and has resulted in the
Postal Service overpaying $75 hillion..."* In the
report, the Postal Service’'s OIG noted the Service's
"challenging future'? and suggested that if the
Service could recover the alleged $75 hillion of
pension overpayments, that would be more than
enough to fund the generous and very expensive
health care benefits that the Service promises to
retirees. (Retiree pensions and retiree health benefits
are separate retirement benefits but retiree pensions
are well funded while retiree health benefits have a
huge unfunded liability.)

Although the details regarding the overpayment
claim are complicated, the amount of money at stake
is enormous. As the Washington saying goes, "A
billion here, a billion there, and pretty soon you're
talking real money."®* The aim of this paper is to
help people who are not postal specialists better
understand the issue.

The postal community takes notice

The report’s effect in the postal community was
electric. Most posta stakeholders quickly embraced
the OIG’s conclusion and now take it as a given that
the Postal Service is entitled to $75 billion from the
U.S. Treasury.

The Postal Service's leaders do not believe the
enterprise can prosper without numerous changes, but
$75 billion would greatly help; it would buy several
years of stability and let the Service move more
gradually on other fronts. Obtaining the transfer is
one of the Service's requests to Congress in its 10-
year business plan (the Action Plan).* Mailers are
understandably enthusiastic, as well.  Although
mailers think that many other changes in postal
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operations are needed,” they reason that $75 billion
would put the Service on a stronger financial footing,
lessening the pressure to cut service and raise rates.®
Postal unions take the position that the Service's
financia problems, which they fear may "erode the
gains made by postal employees over 40 years of
collective bargaining,” would largely disappear if not
for the pension overcharge and a requirement in the
Postal Accountability and Enhancement Act of 2006
(PAEA) that the Service rapidly pay down its
unfunded retiree health care liability.” The unions
contend the Service does not need major reforms, but
does need back the overpayment.

The OIG report quickly sparked interest on
Capitol Hill. After hearing congressional testimony
from David Williams, the Postal Inspector General,
Senator Richard Durbin (D-IL) likened the OIG’s
claim, if accepted by Congress, to finding a winning
lottery ticket.® In response to the OIG study, Rep.
Stephen Lynch (D-MA), then chairman of the House
Subcommittee on the Federa Workforce, Postal
Service, and the District of Columbia, introduced
legidation (H.R. 5746, "United States Postal
Service's CSRS Obligation Modification Act of
2010"), that would credit approximately $75 billion
to the Postal Service. His bill attracted 144
cosponsors, mostly Democrats. Senator Thomas
Carper (D-DE), charman of the Senate
Subcommittee on Federal Financial Management,
Government Information, Federal Services, and
International Security, submitted a broader bill
(S. 3831, "Posta Operations Sustainment and
Transformation Act of 2010") that would enact many
of the reforms sought by the Postal Service in its 10-
year business plan and, as the bill’s centerpiece,
credit the Service with $50-55 billion. Senator Susan
Callins (R-ME), the ranking member of the Senate
Committee on Homeland Security and Governmental
Affairs, aso introduced a bill (S. 4000, "U.S. Postal
Service Improvements Act of 2010") that includes a
$50-55 hillion transfer to the Postal Service, along



with several proposed reforms (generaly different
than those in the Carper bill). All the bills would
hugely overfund the Postal Service's obligations to
the Civil Service Retirement System (CSRS) as a
result of the transfer from the U.S. Treasury, and
they would then alow the Service to apply the
money to its separate, underfunded program for
retiree health care.

On the other hand, Representative Darrell I1ssa
(R-CA), chairman of the House Committee on
Oversight and Government Reform, has forcefully
expressed opposition, "[A] sheep’s-clothes argument
already is being put forward ... for a $75 billion
taxpayer bailout of USPS"®  The National
Commission on Fiscal Responsibility and Reform
(the Bowles-Simpson Commission), comprised
mostly of senior Democrats and Republicans, is
concerned that the Postal Service's financial woes
could lead to a increase in an aready frighteningly
large federal debt. In areport endorsed by 11 of 18
members, the Commission included a finding that
postal management needs more authority over costs
"[tlo put the Postal Service on a path toward
long-term solvency" and reduce the possible need for
federal funding.’® In addition, the bipartisan
Commission described Congress's decision to defer
a portion of the Service's retiree hedth benefit
contribution in 2009 as "a $4 billion bailout".**
Although the deferral is better thought of as a
rescheduling than a bailout, the Commission's
perception suggests that a $50 to $75 billion transfer
from the Treasury to the Postal Service would be
widely viewed as a massive bailout — bigger than that
of General Motors — unless the transfer’s advocates
can convincingly demonstrate that it is not a bailout.
A Washington Post editorial, heavily criticized in the
postal community, endorsed the Commission’s
recommendation and added that, as a matter of
realpolitik, fundamental cost reform at the Postal
Service is unlikely without the "leverage" of the
retiree health care funding requirement.”® Those
who agree with the editorial might fear that the
transfer sought by the Postal OIG would remove the
lever.

Page 3

In early 2011, the proposed $50-$75 billion
transfer is a the top of the posta community’s
legidlative agenda. Last year’s hills died at the end
of the 111th Congress, but Senator Collins has
reintroduced a modified version of her bill (now S.
353, the "U.S. Postal Service Improvements Act of
2011"), Senator Carper plans to submit legislation
shortly, and Rep. Stephen Lynch and Rep. Gerald
Connolly are aso expected to place hills in the
hopper. In January 2011, postal unions, joined by
associations of postal supervisors and postmasters,
proposed a different approach. They sent a letter to
the White House asserting that the Obama
Administration can and should, on its own authority,
order the Office of Personnel Management (OPM) to
credit the Postal Service's pension account with $50-
$75 billion.®* The White House did not act on that
request. Furthermore, when the Administration
released its proposed federal budget in February, it
recommended significant relief for the Postal Service,
but the CSRS transfer was conspicuously missing
from the list.

A look back to the 1970s

The pension charges that the Postal OIG is
criticizing stem from actions Congress took in the
1970s. On July 1, 1971, under the terms of the
Postal Reorganization Act of 1970 (P.L. 91-375), the
old Post Office Department, which had been plagued
by massive, chronic deficits and deteriorating service,
became the U.S. Postal Service, which operates more
efficiently and according to more business-like rules
but is still a federal government entity. Employees
who had been at the old Postal Office Department
and stayed with the enterprise after the 1971
conversion continued to be federal workers, but their
federal employer became the U.S. Postal Service.

The Post Office Department provided itsworkers
with a federa retirement pension plan, CSRS, and
the plan remained the same after the conversion.
CSRSis adefined benefit pension plan. Benefits are
based on years of service and the average saary in
the highest three years. (Congress later established



a different retirement system for postal and other
federal workers hired after 1983, the Federa
Employees Retirement System (FERS).** However,
earlier hires, including those being discussed here,
remained in CSRS))

For Postal Service employees who had been at
the Postal Office Department prior to the 1971
conversion, Congress decided that the U.S. Treasury
would be responsible for the portion of their CSRS
pensions attributable to service at the Post Office
Department, and the Postal Service would pick up the
tab for years aa USPS. However, Congress soon
recognized a question regarding those workers that it
had not addressed in the 1970 legidlation. Wage
increases granted by the Postal Service after its
establishment would raise highest-3-year average
salaries, and the higher salaries would, in turn, boost
CSRS pensions. For postal workers who started at
the Post Office Department, who should be
responsible for higher pension costs due to later
Postal Service wage increases: the Postal Service, the
U.S. Treasury, or both?

Congress considered the three options and, in
July 1974, approved Public Law 93-349 specifically
to answer the question. Congress decided, "the
United States Postal Service shal be liable..."

The House Report accompanying the hill
explained Congress's reasoning:

"The situation with respect to the Postal
Service is quite unique and results from
passage of the Postal Reorganization Act.
The Congress now has no control—no
oversight whatsoever—with respect to the
pay machinery in the Postal Service. Since
each future pay raise, negotiated or
otherwise granted to employeesin the Postal
Service, will result in a specific unfunded
liability and a new financia drain on the
Retirement Fund, the cost of this liability
should properly and equitably be borne by
the Postal Service.""
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The Senate Report concurred, stating, "This[bill]
represents, in the Committee’ sview, areasonable and
equitable solution to the problem, which will insure
against accumulation of an unfinanced liability in the
Fund."'® Further, the Senate Report asserted that
the law would not hurt the Service's bottom line:
"The bill will permit the Postal Serviceto include the
cost of financing unfunded retirement liability in its
rate base for purposes of future postal rate
adjustments."*” What the Senate Report was getting
at is that posta rates were then based on the
Service's costs (known as cost-of-service rate
regulation), and higher costs could be passed through
to customers via rate adjustments, protecting the
Service's bottom line. (Cost-of-service rate
regulation continued until PAEA took effect.’®) The
House and Senate reports make it clear that Congress
did not want the federa government to be
responsible for higher pensions derived from pay
negotiations between the Postal Service and postal
workers over which Congress had no control.
Congress aso felt that any such pension costs could
and should be covered by increased postage rates,
making additional government support unnecessary.

CSRS pension relief in 2003 and 2006

The next significant events regarding the issue at
hand began in 2002. At the request of the General
Accounting Office (later renamed the Government
Accountability Office but keeping the acronym
GAOQ), OPM undertook a study comparing the Postal
Service's CSRS contributions to its liabilities. OPM
is the agency that administers the pensions of federal
government workers. OPM determines how much
each federal retiree is qualified to receive and bills
federa agencies for the costs of their workers
retirement pensions. Such a study had never been
done before, and the findings surprised virtually
everyone. The Service had aimost fully funded its
CSRS obligations, and it would eventually massively
overfund CSRS, unless the contribution formula
required by law were changed.®



The main reason for the unexpected good news
was that the contribution formula used "static"
economic and demographic assumptions that had
been set in the 1970s and never updated. Especidly
important, because of the power of compound
interest, was the static assumption that the Service's
contributions to CSRS would earn 5% interest; actual
interest rates had proven much higher. GAO, OPM,
the Administration, and the Postal Service al
recommended that Congress modify the law to head
off the overfunding. In April 2003, Congress enacted
the Postal Civil Service Retirement System Funding
Reform Act of 2003 (P.L. 108-18), which reduced
the Service's estimated future CSRS contributions by
$78 billion. The act requires the use of "dynamic"
economic assumptions, which is similar to what the
newer FERS system does, and makes severa other
changes in line with how the Service contributes to
FERS. Congress made sure that a large gap would
not arise in the future between the estimated values
of contributions and liabilities by directing OPM to
"determine’ or "redetermine’ those amounts each
year and, if they were unequal, to raise or lower
future contributions to close the gap.

The savings would have been higher than $78
billion if not for a controversial provision supported
by the Administration and OPM that increased the
Service's share of CSRS responsibility for certain
postal workers with prior military service. The
Service, many stakeholders, and the bipartisan
Presidential  Commission on the U.S. Posta
Service®® complained vigorously about the military-
service provision, and Congress repeaded the
provision in 2006, as part of PAEA. Congress's
action saved the Postal Service another $27 billion in
estimated CSRS contributions, bringing its total
saving to $105 billion.

In 2003-2004, the Postal Service and the Postal
OIG first challengethe allocation methodology for
dual Post Office Department/Postal Service
employees

Three months after Congress passed the 2003
law, the Postal Service asked OPM to change the
CSRS dlocation methodology for dual Post Office
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Department/Postal Service employees. The Postal
Service insisted the 2003 act gave OPM broad
discretionary power in determining how much the
Postal Service owed CSRS. Asto why OPM should
change the methodology, the Service wrote in its
2004 Annual Report that the allocation rule "assigns
an unreasonably large share of the burden to us" for
the CSRS pensions of dua Post Office
Department/Postal Service employees and, therefore,
is unfair.®> A memorandum the OIG issued in
2004, which discussed many issues related to the
2003 legidation, supported the Service's request and
explained the legal reasoning this way:

"Public Law 108-18 [the 2003 act] requires
OPM to annualy compute the Postal
Service's share of CSRS pension costs to
ensure the Postal Service fully covers all
future benefits payable to its employees.
However, the legidation did not detail how
OPM should calculate the Postal Service's
share... There are various interpretations of
what should be included in this calculation.
[Emphasis added.]"*

OPM refused, objecting that Congress's
instruction to perform annual recal culations based on
changing economic assumptions did not give OPM
the broad discretionary power postulated by the
Postal Servicee OPM additionally argued that
Congress had used cost estimates based on OPM’s
existing all ocation methodol ogy when considering the
2003 legidation, implying Congress did not intend to
change the methodology. The 2004 OIG
memorandum noted that the Service's proposed
methodol ogy would have more than doubled the cost
to the U.S. Treasury of the 2003 legislation.?®

The 2003 act provided a dispute resolution
mechanism were OPM and the Postal Service to
disagree. The Service could ask OPM to reconsider
its calculations and, if the Service were unsatisfied
with OPM’s response, appeal to the respected,
independent Board of Actuaries of the Civil Service
Retirement System. The Board of Actuaries would
then review OPM’s computations and make any
adjustments it found appropriate. The U.S. Code



states, "A determination by the Board of Actuaries...
shall be final."® In January 2004, the Service
asked the Board of Actuaries "to review the method
and computations used by OPM."#* The Actuaries
response, dated August 2004, categorically rejected
the Service's appeal. The Board wrote that it:

"reconsidered in detal the [OPM]
methodology... We find this approach to be
the most appropriate way to determine the
obligations of the Postal Service and further
confirm our prior finding that this method
clearly follows the intent of Congress in
[1974’s] Public Law 93-349."%

At the time, this issue was considered less of a
priority than the controversy regarding the military-
service provision. Little was heard of it for severa
years after the Board of Actuaries issued its finding
and Congress repeal ed the military-service provision.

The Postal Inspector General’s 2010 Report

The issue reemerged and moved to center stage
after the Postal OIG released a report on the subject
in January 2010.* The report, which is far more
detailed than the 2004 memorandum but reaches
similar conclusions, contains both the OIG’ sthoughts
and a study by a consultant, the Hay Group. The
Hay Group is an international consulting firm with
actuarial experience.

The OIG and the Hay Group repeatedly describe
the current allocation formula for dual Post Office
Department/Postal Service workers as unfair and
inequitable. The OIG reasons:

"[T]he critical factors for determining the
size of the [CSRS] annuity are years of
service and the high-3 salary. The fact that
lower salaries were received early in an
employee’s career is irrelevant to the fina
pension calculation... This method of
calculating the annuity is highly suggestive
that years of service isthe appropriate basis
for allocating CSRS pension responsibility...
An allocation methodology [for determining
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the responsibilities of the Postal Service and
the U.S. Treasury] that assumes employees
will receive no pay increases — not even to
offset inflation — is not reasonable."®

A simplified example can clarify the difference
between what the Postal OIG thinks would be fair
and the existing allocation procedure. Suppose an
individual began working for the Post Office
Department in mid-1956 and retired from the Postal
Service in mid-1986. In the Postal OIG’s view, the
U.S. Treasury and the Postal Service should each
have paid half the CSRS pension because the worker
spent 15 years at the Post Office Department and 15
years at the Postal Service. In actuality, the Treasury
would have been charged less than the Postal Service
because the Postal Service had to pay the added
CSRS pension costs due to the wage increases it
granted after its reorganization as an independent
government enterprise.  (An additional difference
arises because early years of service are multiplied
by a smaller percentage in computing actual CSRS
pensions than later years of service® Early years
of service would have been at the Post Office
Department and later years, with a higher matching
rate, would have been at the Postal Service.)

The OIG blames OPM for the allocation
methodology that has been in place since the 1970s:

"OPM established assumptions about how
the Posta Service and the federa
government would divide the CSRS
obligations for postal employees who
worked before and after July 1, 1971...
Under OPM's methodology, the Postal
Service is responsible for all pay increases
since 1971. [Emphasis in original.]"*

The Hay Group similarly faults OPM for
refusing to charge the U.S. Treasury a share of the
higher CSRS pension costs due to later Postal
Service pay raises. "The current method of allocating
these [CSRS] obligations, as developed by the Office
of Personnel Management (OPM), is inequitable to
the Postal Service"* The Hay Group
acknowledges that OPM developed its methodology



in response to Congress's instructions: "This law
[P.L. 93-349 of 1974] required that, in addition to the
Normal Cost payments, the Postal Service would be
required to fund the increases in pension liabilities
resulting from pay increases."** However, the Hay
Group claims that the 2003 law effectively repealed
the 1974 law. It argues:

"With... [the 2003 law’ 5] passage, the Postal
Service CSRS pension obligation was
completely redefined. Under the new law,
the Postal Service was required to fund
CSRS pension benefits based on a‘*dynamic
actuarial model’. A ‘dynamic actuaria
model’ anticipates the effect of inflation,
which includes both increases in salary and
cost of living adjustments on pensions in
payment."*

The OIG and the Hay Group estimate that if
their years-of-service allocation methodology is
substituted for the existing alocation methodology
and applied retroactively from the early 1970s to the
present, the Postal Service would be owed $75 billion
through 2009.* The amount is so large because the
recomputation would cover nearly 40 years and
refund the money with interest.®

The Postal Service's CSRS pension obligations
are currently well funded, and an additional $75
billion would massively overfund them. In contrast,
a different fringe benefit promised to postal retirees,
retiree health care, had an estimated unfunded
liability of $48.6 billion at the end of fiscal year
2010.* The Postal OIG recommends that if $75
billion is credited to the Postal Service based on a
retroactive CSRS recomputation, most of the money
"be used to fully discharge [the Service's| accrued
retiree health care liabilities. This would put the
Postal Service on a sound financial footing."*

The PRC/Segal study

At the Postal Service's request, the Postal
Regulatory Commission (PRC) aso examined this
issue, hiring the Sega Company, an employee
benefits and human resources consulting firm, to
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provide technical expertise. The PRC released a
study from the Segal Company, together with its own
comments, at the end of June 2010.® The Segal
Company explained that it was "charged with
providing a ’fresh look’ without an objective of
consistency with prior laws or practice.."®
Accordingly, it would not "deal with the history
accumulated over [the past] forty years.."* The
Segal study can be thought of as addressing this
guestion: If, counterfactually, today’s accounting
principles and practices had been the accepted
standard in the early 1970s, what allocation
methodology for the CSRS pension costs of dual Post
Office Department/Postal Service employees would
have seemed fairest then.

The Sega Company concluded that both the
OPM and Postal OIG dlocation methodologies are
"within the range of acceptable allocations'.*
However, Sega does not believe "the OPM
methodology is 'fair and equitable’... [unless] the
1974 legidation that underlies the OPM
methodology” still applies® Leaving aside the
1974 law, Sega supports the OIG’s methodology,
with one significant modification. (CSRS' s matching
rate is lower for early years of employment, which
occurred at the Post Office Department, than for later
years. Segal accountsfor the different matching rates
in determining Treasury and Postal Service
responsibilities while the OIG ignores the
differences.”®) Based on its modified version of the
OIG dlocation methodology, the PRC/Sega study
estimates the Postal Service overpaid its CSRS
liability for postal employees who had previously
worked at the old Post Office Department by $50-
$55 billion.*

OPM’s reply

OPM’s position might be summarized as
follows. It believesitsrole, as a government agency,
is to administer the law, not make law. It thinks its
allocation methodology for the CSRS pension
liabilities of dual Post Office Department/Postal
Service workers carries out the directive Congress
gave it in 1974. It does not think Congress
implicitly overrode the old law in 2003, basing its



judgement on the 2003 act’ s language and legidative
history. It believes the 2004 decision of the CSRS
Board of Actuaries confirmed its judgement.

OPM told Congress in April 2010:

"Congress first spoke to this issue in 1974,
when it established the policy whereby
increases in the retirement value of pre-1971
Postal employment due to increases in
Postal salaries (essentialy the sole basis for
the increases in value) should be paid for by
the Postal Service. This is the policy that
OPM has followed ever since in making its
calculations."*

At the same hearing, OPM defended the existing
allocation methodology as reasonable and noted that
the Postal Service held a similar view for many
years. "The Postal Service supported enactment of
this policy in 1974 and made no objection to it for
amost 30 years until 2003, when it sought a new
approach that would reduce its obligations."*

OPM said it would not object to the Postal
Service's proposed allocation methodology if that is
what Congress were to choose; OPM’s objection is
that the Service's proposed methodology "is not
possible based upon current legislation."* OPM
stated it "did not find any reference in the legislative
history of that [2003] bill to indicate that Congress
took any issue with the methodology by which OPM
calculated Postal CSRS obligations."®  OPM
referred to the finding by the CSRS Board of
Actuaries that agreed with its actions. OPM also
cited a GAO study undertaken at Congress's request
while the 2003 legislation was being developed. As
part of the study, GAO examined OPM’s CSRS
methodology, including that for dual Post Office
Department/Postal  Service employees, and while
GAO suggested modifying some calculations, it did
not fault the methodology.*

In September 2010, in aletter to the PRC, OPM
wrote that it could find no evidence in the legidlative
history of either the 2003 or 2006 laws that Congress
intended to change the CSRS allocation rule for dual
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Post Office Department/Postal Service employees.
OPM believed the issue's absence from the 2006
legidation was a significant indicator of
Congressiona intent because the dispute was well
known by then. OPM aso observed that the
committee reports associated with the 2003 and 2006
billsincluded "cost figures ... based upon calculations
using the current [OPM alocation] methodology. If
the current methodology could have been changed by
either law, the cost would have been reflected in the
Congressional reports."* (In contrast, to change a
CSRS dlocation rule involving far less money,
Congress included detailed language in the 2003 and
2006 bills regarding Treasury and Postal Service
responsibility for the CSRS pensions of certain postal
workers with military service. The bills cost
estimates reflected those specified changes.)

The OPM OIG enters the fray

In February 2011, the OPM OIG released a
report that reviews several Postal OIG studies® In
the Postal OIG studies, the common theme is that the
Postal Service has been forced to contribute too
much towards its pension and retiree health benefit
obligations because of overly strict statutory
requirements and errors by OPM. The Posta OIG
recommends the Service attempt to recover the
money and thinks some of the modifications could be
made by OPM on its own authority (notably the $75
billion) and some would require Congressional
action. Table 1 lists the Posta OIG's claims, and
also shows the CSRS savings the Service received in
2003 and 2006.

In preparing its analysis, the OPM OI G reviewed
the Postal OIG studies, various other studies, relevant
laws and legidlative histories, OPM practices, and the
functioning of the federal pension and retiree health
care programs.

The OPM OIG did not evaluate the Postal OIG’s
complaint about OPM’s health care inflation
assumption because OPM has modified its
calculations in line with the recommendations in a
PRC study.®® (The Postal OIG, however, contends
the modifications do not go far enough.) The OPM



Table 1

Pension Relief Congress Has Already Granted The Postal Service And
Additional Pension And Retiree-Health-Benefit Relief Sought By The OIG

Prior relief

Estimated Saving

Postal Civil Service Retirement System

Response to GAO and OPM finding that

of 2006 (PAEA, P.L. 109-435)

. Postal Service was on track greatly to $78 billion, net
Funding Reform Act of 2003 (P.L. 108-18) overfund CSRS
Reversal of a controversial provision in 2003
Postal Accountability and Enhancement Act law regarding the Service's CSRS -
$27 billion, net

responsibility for workers who had earlier
served in the military

Total estimated net CSRS savings already granted by Congress

$105 billion, net

Additional overfunding claims by Postal OIG

Sought from
U.S. Treasury

Alleged CSRS overcharge for dual Post Office Department/Postal Service employees $75 billion
Draw down CSRS/FERS funding to 80% and retiree health care funding to 30% (Current -

i $55.1 billion
funding exceeds these levels.)
Recover FERS funding in excess of 100%
(OPM estimates FERS is now more than 100% funded. The Administration endorses this $5.5 billion
proposal.)
Use a lower health care inflation assumption in calculating retiree health care funding needs
(OPM adjusted its computation in response to earlier OIG criticism, but the Postal OIG wants $6.8 billion
the assumption further lowered.)
Total amount the Postal OIG claims the U.S. Treasury still owes the Service $142.4 billion

the Postal OIG report.

For a summary of the Postal OIG’s claims, see U.S. Postal Service Office of Inspector General, "Summary Of Substantial
Overfunding In Postal Service Pension And Retiree Health Care Funds," Report Number FT-MA-10-002, September 30,
2010, esp. pp. 1-4 and 9-12, accessed at http://www.uspsoig.gov/foia_files/FT-MA-10-002.pdf. The numbers are those in

OIG found that it could "generally agree" with the
proposal regarding FERS funding in excess of
100%.%

However, the OPM OIG stated that it must
"strongly object” to the Postal OIG's other
proposals.>® Regarding the Postal OIG’s contention
that OPM has misapplied the law, the OPM OIG
reached the opposite conclusion: "The OPM has
complied with the law as written on al accounts. To
say otherwise is both inaccurate and obscures the true
causes of USPS's current crisis."> With respect to
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the Postal OIG's insistence that OPM has the
authority and responsibility under current law
immediately to transfer $75 billion of CSRS
obligations from the Postal Service to the U.S.
Treasury, the OPM OIG vehemently disagreed: "It
would be highly inappropriate for the OPM to
unilaterally make such a decision without clear
statutory direction from Congress. [Emphasis in
original.]"*® Based on its review of the evidence,
the OPM OIG does not believe OPM and the law are
treating the Service unfairly. Moreover, in the OPM
OIG’'s opinion, carrying out the Postal OIG's



proposals would be costly for taxpayers and
dangerous for federal retirees because the proposals
would:

"serve only to provide USPS with operating
capital, which would potentially shift costs
from USPS ratepayers to taxpayers. The
proposals would create a dangerous
precedent whereby the trust funds’ assets are
used for purposes other than the payment of
benefits. If this became common practice,
the financial soundness and integrity of the
trust funds would be severely
compromised."*’

In essence, the OPM OIG regards several of the
Postal OIG’s proposals, including the $75 billion
transfer, as raids on federal retirement funds and the
U.S. Treasury that would give the Service short-term
financial relief but burden taxpayers; "have little, if
any, positive impact on the USPS's ultimate long-
term profitability;" and "have a lasting negative
impact upon the [federal] retirement programs and
trust funds."® It is extraordinary to witness such
violent disagreement between two federal OIGs.

Five uncontested facts

This is complicated material. It may be helpful
to note five facts that are not in dispute.

® Thisissue only pertains to contributions the Postal
Service made to fund its old CSRS pension system.
The dispute here concerns the Postal Service's CSRS
contributions. CSRS is the old pension system for
federal workers and has been closed to new hires for
approximately a quarter century. Postal Service
contributions to the newer pension system for federa
workers (FERS) are not at issue here. Also, while
the OIG would like to use the proposed refund to pay
off the Postal Service's liability for retiree health
care, the OIG does not contend the alleged
overpayment arose there.

B The issue is further limited to a subset of CSRS
pensions. The dispute here only concerns the Postal
Service's CSRS contributions for employees who

moved from the Post Office Department to the Postal
Service in 1971. It does not concern CSRS pension
costs for postal employees who had not earlier
worked at the Post Office Department.

m  The existing CSRS allocation formula does not
jeopardize the CSRS pensions of postal retirees. This
is the first concern of many people on learning of the
dispute. The answer is that the pensions of postal
workers and retirees who are in the CSRS system are
safe. One reason is that the Postal Service's pension
obligations are well funded. A second reason is that
because CSRSis an old, closed pension system, most
CSRS benefits to postal retirees (and in some cases
their survivors) have aready been paid. The Postal
OIG does not clam CSRS is inadequately funded or
in danger of not paying promised benefits; it clams
the Postal Service has contributed $75 billion too
much over the years and is entitled to that amount
from the U.S. Treasury.

®m The Postal OIG’s $75 billion claim is retroactive,
extending back nearly 40 years. This is stated
explicitly in the OIG and PRC/Segal studies but is
easy to overlook. The OIG notes that it seeks $75
billion from the U.S. Treasury for overpayments it
says occurred over the period 1971-2009. That
envisions reopening and adjusting al charges to the
Postal Service, starting in the early 1970s, for dual
Post Office Department/Postal Service employees.
The PRC/Sega study similarly comments, "[T]his
calculation is purely retrospective."*

m The Postal OIG would also change the allocation
method prospectively, lightening the Postal Service's
responsibility for future CSRS payments. The OIG’'s
$75 billion number does not include those additional
future savings to the Postal Service (and costs to the
U.S Treasury). As noted, the $75 hillion transfer
would be exclusively retroactive, for past CSRS
contributions by the Postal Servicee Some CSRS
contributions will be due in future years, and the
Postal OIG recommends modifying the allocation
methodology for them also. The Segal Company
estimates that if the allocation rules were changed for
future contributions, the OIG’'s allocation
methodology would reduce the Postal Service'sCSRS
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liability by $10 billion, and the PRC/Segal allocation
methodology would lower it by $6-$8 billion.®
(The retroactive and prospective numbers are vastly
different because most of the pension benefits for the
workers at issue were paid long ago.)

Looking to the law

American government is based on the rule of
law. Therefore, the most compelling evidence that
the Postal Service has been overcharged and merits a
refund would be if it could be demonstrated that
OPM’s alocation methodology is inconsistent with
the law and has forced the Service to pay more than
it truly owes under the law. This paper does not
provide a legal analysis. However, to let readers
better understand the arguments, the paper has
reviewed the history of the alocation procedure,
including past legidation, and has summarized the
sharply divergent views of, on one side, the Postal
Service and Postal OIG and, on the other side, OPM,
the Civil Service System Board of Actuaries, and the
OPM OIG.

Fairness

Disputes about fairness are notoriously difficult
to resolve because fairness is a subjective, in-the-eye-
of-the-beholder concept. Reasonable people often
disagree about what they believe is fair, and
perceptions of fairness often change over time.

Today, the Postal OIG thinks the existing
alocation rule for the CSRS pensions of dual Post
Office Department/Postal Serviceemployeesisunfair,
with amajor problem being that it does not adjust the
Treasury’s liability for inflation. The OIG also
believes Congress and government agencies see the
Postal Service as a cash cow and frequently
shortchangeit. The PRC/Segal study concurs that the
existing allocation rule is inequitable, basing its
judgement on the Segal Company’s understanding of
current actuarial principles and practices.

However, in the early 1970s, the law that led to
the existing allocation rule was regarded as a fair and
sensible way to tie aloose end, and it was supported

by both parties in Congress, the Comptroller General,
the Civil Service Commission, the Office of
Management and Budget — and the Postal Service.®*
The Postal Service's General Counsel, Louis Cox,
wrote in a letter to the Senate, "The attached bill
represents an approach that we believe would be
equitable both to postal ratepayers and the public."®
Similarly, the Postal Service advised the House:

"This legidlation has been proposed on the
ground that the Postal Service should
operate on afinancially self-sufficient basis,
meeting its operating costs out of its
revenues and not out of hidden subsidies.
After careful consideration—and in full
awareness of the financia burdens
enactment of the bill will impose—the
Postal Service has concluded that it is
proper, as a matter of principle, for these
costs to be imposed on postal ratepayers
rather than the taxpayers."®

On each side, the arguments underlying the
divergent positions have both strengths and
weaknesses. For example, because Congress does not
set workers salaries at the Postal Service (it had at
the old Post Office Department), there was a
widespread belief in Washington in the 1970s that it
was equitable to hold the Posta Service, not
taxpayers, responsible for higher costs, including
higher pension costs, due to wage increases granted
by the Service. In addition, Congress had given the
Postal Service more management discretion than is
normal for government agencies, and the goal was for
the Service to become financialy self-sufficient.
Congress then assumed that higher postal costs could
and should be passed on to users, as is normal with
the cost of any commercial good or service.

Making the Service fully responsible for its wage
increases may also have been seen as guarding
against moral hazard. (Mora hazard refers to a
situation in which a party behaves carelessly because
it is partialy or fully protected from the adverse
consequences of itsactions.) The fear may have been
that the Postal Service would be too willing to raise
wages if it only had to pay part of the extra cost. On

Page 11



the other hand, that thinking neglects a different type
of moral hazard regarding labor costs. Congress has
placed statutory restrictions on the Postal Service that
reduce its ability to control labor costs, such as the
requirement that collective bargaining disputes go to
binding arbitration when the Service and a postal
union cannot reach an agreement. The moral hazard
Congress failed to address is that it may too readily
limit the Service's ability to manage labor costs
because Congress receives credit from worker groups
for imposing various restrictions on the Postal Service
but largely escapes blame if the result is heavier labor
costs. In other words, the government removed a
mora hazard that would have let the Postal Service
burden the Treasury but kept a moral hazard that
went in the other direction.

The Postal OIG advances a plausible case that
the Treasury should share responsibility for higher
pension costs due to wage increases that merely keep
pace with inflation. On the other hand, while private
parties often include inflation adjustments in
contractual agreements, they frequently do not; the
lack of inflation indexing is not regarded as
necessarily rendering an agreement unfair. The
subject of indexing aso arises in the tax system.
Some observers (including the author of this paper)
think most tax parameters should be inflation indexed
to measure income more accurately, for both
efficiency and equity. However, while some tax
parameters are indexed, such as tax brackets, the
personal exemption, and the standard deduction,
others are not indexed, such as the income thresholds
at which Social Security benefits become taxable,
depreciation allowances, and the calculation of capital
gains (with the result that individuals and businesses
are often taxed on phantom profits and gains).

The PRC/Segal study may be correct that the
existing alocation rule scores poorly in terms of
today’ s actuarial principles and practices. However,
as the study was careful to note, its conclusions are
not based on the Postal Service's history or what may
have seemed reasonable then, which may lessen the
study’s relevance in assessing the fairness of past
events.

The Postal OIG complains there are numerous
financial entanglements between the Postal Service
and the rest of the federal government and that the
lack of arms-length treatment generally disadvantages
the Service. The OIG regards the existing allocation
methodology as part of this inequitable pattern. The
OIG is definitely right that Congress and government
agencies often treat the Postal Service differently in
terms of finances (and other ways) than they would
anormal business. However, some entanglements are
unavoidable when an organization is a government-
owned enterprise carrying out a government-assigned
mission.**  lronicaly, when the now-disputed
allocation rule was adopted in the 1970s, it was seen
as away of removing one undesirable entanglement
between the Service and the U.S. Treasury. The OIG
is also right that the Postal Service's financial ties
with other parts of the government sometimes hurt
the Service. However, special financia arrangements
sometimes benefit the Service. Thereis not a genera
pattern. For instance, the agency can borrow up to
$15 billion from the U.S. Treasury at just over the
Treasury’s own cost of funds, a privilege many cash-
strapped private-sector companieswould envy. When
the alocation rule was originally adopted, Congress
had just given the new Postal Service the assets and
goodwill of the old Post Office Department and, to
help it succeed, were pumping billions of dollars into
the organization. Congress continued to do so until
the early 1980s, with taxpayer-funded appropriations
summing to approximately $27 billion over the
period.® At the time, the Posta Service was
regarded as anything but a cash cow.

A key fairness issue, of course, is whether the
Service has been overcharged compared to what is
authorized by law, but that was discussed above and
will not be repeated here.

Would the Postal Service's finances be stronger
today if the allocation rulesto which the OIG now
objects had never been adopted?

This is an especially relevant question given the
Service's large recent financia losses. The answer
might seem to be "yes". Since the 1970s, the

Page 12



Service's costs have been somewhat higher than
otherwise because it has been fully responsible for
increased CSRS pension costs due to the wage
increases it has granted. Don’'t the higher costs
necessarily hurt its bottom line? According to one
stakeholder, "The Administration is exploiting an
outmoded method to calculate the Postal liability,
which has financialy crippled the institution."®

In fact, the answer is "no". Asindicated by the
earlier quote from the Senate Report accompanying
the 1974 law, the explanation has to do with the rate-
regulation process. From mid-1971 until PAEA’S
rate regulation took effect, postal rates were based on
the Service's expected costs, with the goal of having
the Service break-even over time. Costs due to the
CSRS dlocation methodology were passed along to
mail users in postal rates (which were still some of
the lowest in the world), with the result that the
CSRS allocation rule affected rates, not net income.
The OIG’ s Report indirectly acknowledges this while
emphasizing what it regards as the unjust cost
alocation: "[D]uring the period when postal rates
were set to cover costs, citizens and businesses were
charged far in excess of what was needed to fund
CSRS benefits."®

As a hypothetical illustration, suppose a policy
lifts a firm’s costs from, say, $1,000 to $1,010, and
the firm is subject to cost-of-service rate regulation.
If everything else stayed constant, the firm's net
income would drop by $10. However, given the
regulatory system, net income would not fall because
the firm could adjust its rates to increase revenue by
$10 in response to the added cost.® Consistent with
thisillustration, the Service came remarkably close to
its break-even target during most of its history. At
the beginning of 2000, it had a cumulative deficit
since reorganization of $3.5 billion (less than 0.4% of
cumulative revenues or costs), and, at the start of
2006, it registered a cumulative surplus since
reorganization of $2.3 billion.* Since then, PAEA
has changed the regulatory system, but CSRS costs,
including those due to the existing allocation
methodology, were embedded in the rate base when
the new system began, affording the Service' s bottom
line amost as much protection from CSRS expenses

as before. The Postal Service's current financial
troubles are due, instead, to the triple whammy of the
severe recession, accelerated electronic diversion
since the recession’s start, and an ambitious and
inflexible schedule for funding the retiree hedlth
benefits promised to postal employees.

The retroactivity issue

The $75 billion sought by the Postal OIG would
provide retroactive relief, using a new allocation
methodology to recompute nearly four decades of
Postal Service CSRS obligations for dual Post Office
Department/Postal Service employees.

Retroactive changes are not unprecedented, but
they are unusual. The government normally changes
laws prospectively, not retroactively.  This is
especialy true with crimina laws,” but it is also
typical with civil statutes. In the rare casesin which
laws are retroactive, it is usually to provide relief, and
the retroactivity is generally quite limited. The
military-service provision in the 2003 postal law was
an exception, but Congress repealed that provision in
2006.

Consider some examples from the tax code. As
part of the 2001 tax act, Congress decided it was
unfair not to allow married couples twice as large a
standard deduction as singles. However, Congress
did not make the relief effective immediately and
most certainly did not give couples any refunds for
prior years in which the joint standard deduction was
less than twice that for singles. As another example,
the Economic Recovery Tax Act of 1981 indexed
individual income tax brackets to inflation, following
years of inflationary bracket creep in which inflation
pushed individuals into higher and higher income tax
brackets. However, Congress directed that the
indexing not begin until 1985, and gave taxpayers no
relief for the inflationary bracket creep they had
suffered in prior years. A third example illustrates
the typically limited time frame of retroactivity when
Congress does approve it. One provision in the
December 2010 tax act temporarily "patched" the
alternative minimum tax (AMT) and made the patch
retroactive to the start of 2010, restoring a measure of
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relief that had been in place since 2001 but had
temporarily lapsed in 2010. If Congress ever decides
to repeal the AMT on fairness grounds, the possibility
it would refund all past AMT collections is virtually
zero.

The rarity of retroactive relief may create a
perceptual problem for the Postal OIG’s proposal.
People might ask why the Postal Service should
receive a type of relief not ordinarily granted to
individuals and businesses, and view such relief as
special treatment. This objection would be easiest to
overcome if rigorous legal analysis persuasively
demonstrated that the existing all ocation methodol ogy
is contrary to law.

A different problem with retroactivity in this
particular case is that it is not possible to send
refunds to those who ultimately paid the bills. As
was noted, rate regulation allowed the Postal Service
to pass on to mail users its higher costs due to the
CSRS allocation methodology. If the methodology is
retroactively reversed, it is those customers who
should receive refund checks; the Service should not
obtain the money because it was already compensated
through the postal rates it charged. Unfortunately, it
is impossible now to identify those past mail users
and determine how much each is owed. One might
rationalize that the Postal Service would probably
pass along some of the refund to future mailersin the
form of lower rates, but future mailers will often be
different from past mailers, especially with the shift
over time from first-class mail to standard
(advertising) mail.

Another problem with retroactivity is cost:
retroactive relief is extremely expensive (far more so
than prospective relief). That concern leads into this
paper’s next section.

Impact on federal government finances

The Administration estimates the federal
government’s deficit will climb to 76% of revenues
in 2011 (it was 60% in 2010), and remain
monumentally high in future years.”* The enormous
deficits are weakening the U.S. dollar’s status as the

de facto world reserve currency, increasing our
dependence onforeign investors (including sometimes
unfriendly foreign governments) for debt financing,
and pushing up future debt service costs. The
Administration estimates gross federal debt will equal
103% of Gross Domestic Product (GDP) in 2011.
(The Administration estimates publicly held debt,
which excludes debt held in federa government
accounts, will be 72% of GDP in 2011.)

History contains abundant evidence that high
debt increases the odds of a financial crisis, such as
the one now occurring in Greece, especialy if much
of the debt is held abroad. Recent studies using data
from many countries over long time periods have also
found that nations often grow more sowly,
sometimes by a lot, after gross central government
debt exceeds 90% of GDP.” Weak economic
growth is a concern because it means a dimmer
future: reduced improvements to look forward to in
productivity, real wages, opportunities for
advancement, and living standards. The numbers for
the United States are aready close to or in the danger
zone, and are especially alarming because enormous
new spending pressures are just ahead: entitlement
spending is expected to rise sharply as most of the
baby-boom generation enters the retirement years.

Given the frighteningly large federal deficit and
the mushrooming federal debt, a $50-$75 billion
credit to the Postal Service and debit to the U.S.
Treasury will be a difficult sell, politicaly and
economically. Although some advocates of a $50-
$70 billion transfer assert it would be "an interna
transfer of surplus pension funds' that would alow
the Postal Service to fund promised retiree health
benefits "at no cost to taxpayers,"™ the reality is that
the transfer would shift more obligations to Treasury,
which would increase the aready heavy burden on
taxpayers, who ultimately pay Treasury’s bills. (The
Congressional Budget Office (CBO) prepares the
official cost estimates for bills before Congress.
Judging by how it has scored some earlier postal
bills, CBO would undoubtedly report that the transfer
would increase the federal budget deficit.”) For
those attempting to reduce the federal deficit, the
transfer would be a $50-$70 billion setback.
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Notwithstanding these budget concerns, the
Postal Service should be credited with the money if
OPM mistakenly charged the Service more than the
law allows. Providing the credit would then be very
roughly analogous to the government sending a
refund to a taxpayer who overpaid his or her taxes,
issuing a check to a contractor for the agreed upon
amount in a government contract, or paying
restitution after losing a court case. However, if
OPM'’s allocation methodology is consistent with the
law, Congress should weigh the merits of the
proposed transfer against efforts to rein in the federal
budget deficit. If Congress decides to approve a
transfer but not for such a large amount, it should be
aware that the budget cost would drop by an order of
magnitude if the allocation formula were changed
prospectively, not retroactively.”

Conclusion

As the Posta OIG's clams continue to be
debated, they should not become a distraction from
an urgent short-term problem for the Postal Service
and vital long-term need. The short-term emergency
is the aggressive, 10-year schedule that Congress
enacted in 2006 for funding the Service's retiree
health care promises, which requires the Service to
make a $5.5 billion payment to the government no
later than September 30. The Service does not have
enough money to meet that obligation and will
default unless the law is changed. A default would
harm the Postal Service's reputation, and there is a
nontrivial risk it would reduce investors confidence
in the United States, which would hurt American

businesses and the U.S. government when they
borrow in security markets. Because of these dangers
and because there is nothing magical about the
10-year schedule (it relied on an overly optimistic
estimation of what the Service could afford to pay),
Congress should lengthen the schedule, ideally well
before September 30 to minimize uncertainty.

The long-term challenge is that because of weak
mail demand and a shift away from lucrative
first-class mail, the Postal Service needs to adjust its
operations and greatly reduce costs if it is to continue
providing reliable, economica mail service
throughout the nation while remaining financialy
viable. Throughout the last decade, the Service has
acted skillfully and forcefully to trim costs while
maintaining service quality. For example, it reduced
total employees (career and noncareer) by 230,000
(25%) from 2000 to 2010, with 114,000 of the
reduction just since 2007.” However, Congress has
enacted statutory restrictions and exerted political
pressure that have significantly slowed the rightsizing
efforts.  For the Service to be self-supporting,
Congress must scale back expensive restrictions that
are either unrelated to the agency’s mail-delivery
mission or not cost effective in terms of that mission.
If Congress refuses to let the Service better manage
its costs, the Service will not be able to pay its own
way in the future, and receiving the transfer sought
by the Postal OIG would only delay the day of
reckoning by a few years.

Michael Schuyler
Senior Economist

This is another of a continuing series of IRET papers examining the U.S. Postal Service. IRET began its
work in this area in the mid 1990s. Norman Ture, the organization’s founder, believed that growth and
prosperity are advanced by restricting government to a limited set of core functions. From this per spective
he was concerned about the activities of government owned and sponsored businesses. The Postal Service
stands out among gover nment busi nesses because of its size —it currently employs about 25% of the federal
government’s civilian workforce. For many years — but fortunately much less so in recent years — it was
also notable for aggressively trying to expand beyond its core mission into nonpostal commercial markets.
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