PERSEESERIE S ——

MEDICARE ACT GIVES EMPLOYERS NEW RETIREE MEDICAL OPTIONS

The Medicare Modernization Act of 2003 (MMA) brings welcome relief to employers reeling from the increasing
impact of retiree medical programs on their bottom line. This new legislation — which includes optional prescription
drug coverage for Medicare-eligible individuals beginning in 2006, along with a tax-free subsidy to employers that
continue to provide actuarial equivalent drug coverage to their retirees — will be phased in over time. But employers
have little time to waste in addressing critical MMA accounting deadlines and communication issues.

Equally important, since the new legislation will significantly change the retiree medical landscape, employers need to
reevaluate their commitments to current and future retirees, understand the impact of various plan design and delivery
options, and determine which actions, if any, they will take in the future.

First, employers need to determine the FAS 106 impact of the MMA on their current substantive plan (i.e., the cur-
rent and future benefits as defined for FAS 106 accounting). If the impact is significant, which it will be for most
employers, the MMA must be recognized in employers’ financial statements no later than the third quarter of 2004.

Next, employers need to decide whether or not to restate earnings for previous quarters in 2004 or account for the
change on a prospective basis.

Finally, to help retirees sort through the barrage of information and misinformation about the new legislation, partic-
ularly Medicare discount cards and Medicare Advantage plans, employers need to clearly explain what it all meansto
their retirees and what actions they should and should not take. (For instance, retirees who have employer-provided
prescription drug coverage generally should not purchase Medicare discount cards.) Furthermore, for many employers
it will be important to use this opportunity to influence retirees’ views and expectations about the company’s commit-
ment to retiree medical benefits.

Although regulations under the MMA are not expected until sometime in early 2005, employers need to reevaluate
their retiree medical goals and commitments. When determining their future actions, employers should consider the
following plan design and delivery options and their implications:

Provide primary prescription drug coverage that is at least as rich as the Standard Medicare Part D benefit and
accept the federal subsidy payment.

Implications: Companies looking to reduce costs and minimize the impact on retirees may prefer this option, which
will not require any changes to existing plans for most employers. However, this approach may pose significant com-
munication and administrative challenges.

Provide secondary drug coverage, similar to how employer plans typically integrate with Medicare Parts A and B.

Implications: This strategy allows employers to deliver a consistent message regarding how they coordinate benefits
across al parts of Medicare. Retirees will need to enroll in Part D and should be given limited plan choices to avoid
significant administrative complexities.



Towers Perrin Perspectives 2

Negotiate or sponsor an employer-specific Part D plan including supplemental benefits.

Implications: Employers who wish to maintain coverage similar to their current plans and reduce costs through a
mechanism other than the federal subsidy are likely to favor this approach, which will minimize administration and
allow plan design flexibility. Retirees will need to enroll in the employer plan by enrolling in Medicare Part D.

Eliminate the employer plan and provide retirees with an employer contribution that can be used toward the cost of
purchasing private coverage.

Implications: This strategy provides retirees with flexibility in choosing the right plan for them. However, available
options may be limited in certain markets and overwhelming in others. In addition, publicly available plans may not be
asrich as the current employer plan. This approach may be especially attractive to employers who wish to transition
toward exiting retiree medical atogether.

Encourage enrollment in Medicare Advantage Plans as an aternative to the employer-sponsored Medicare supplemen-
tal prescription drug and medical/surgical plans.

Implications: A 10.6% average increase in payments to Medicare Advantage Plans (formerly known as Medicare+
Choice Plans), effective March 2004, has aready generated lower premiums and enhanced benefits for many plans.
With an additional 6.6% average payment increase scheduled for 2005, health plan sponsors are returning to this market-
place in large numbers, which will result in attractive plans that may reduce costs for both the employer and retirees.

Eliminate the employer subsidy for retiree prescription drug and possibly medical/surgical benefits.

Implications: With Medicare now paying a portion of retiree prescription drug costs, some employers may choose to
eliminate these benefits altogether, especially for future retirees. This approach may be most attractive to employers who
are under significant pressure to reduce benefit costs.

Although the MMA is being phased in over time, in the short term, employers will need to address impending accounting
deadlines and communicate with retirees. Moreover, employers who take the time now to consider how the MMA will
affect their current and future commitment to retirees will have more time for transition, implementation and communica-
tion if and when they do make significant changes to their retiree medical programs for 2006 or anytime thereafter.

If you have questions about this subject or other health care issues, please contact your Towers Perrin consultant.

Towers Perrin is aglobal professional services firm that helps organizations around the world optimize performance
through effective people, risk and financial management. The firm provides innovative solutions to client issues in the
areas of human resource consulting and administration services, management and actuarial consulting to the financial
services industry; and reinsurance intermediary services.

The HR Services business of Towers Perrin provides global human resource consulting and administration services that
help organizations effectively manage their investment in people. We offer our clients services in areas such as employee
benefits, compensation, communication, change management, employee research and the delivery of HR services.



