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prescription coverage (as many had feared) in em
ployersupported retiree health plans from 20022004 
to 20042006. In February 2009, the Centers for Medi
care and Medicaid Services (CMS) reported that six 
million retirees were provided coverage by employ
ers that received the federal subsidy for retiree ben
efits (compared with 26.7 million Medicare beneficia
ries who received coverage from Part D, either in 
standalone prescription drug plans or Medicare Ad
vantage drug plans). MMA’s employer subsidy from 
2004 to 2013 is estimated to cost $89 billion, including 
$17 billion from the tax exemption of the subsidy 
(Iglehart, 2004)

This article seeks to examine why a federal sub
sidy was offered, how implementation encouraged 
employer take up, which employers took coverage 

INTRODUCTION

The Medicare Prescription Drug, Improvement, 
and Modernization Act of 2003 (MMA) was enacted 
under President George W. Bush. Implemented in 
2006, one controversial provision of MMA provided 
a subsidy to employers that offered a retiree health 
benefit with prescription coverage actuarially equiva
lent to Part D. This was the first time the federal gov
ernment had provided a financial reward other than 
tax deductions and exemptions for the cost of em
ployee and retiree benefits.

Very little research evaluating the impact of 
MMA’s retiree health provision has been conducted. 
However, one recent longitudinal study (Levy and 
Weir, 2009) found that Part D did not “crowd  out” 
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prescription coverage for retirees was employer
sponsored plans (Moon, 2001). An estimated 28% 
(Laschober et al., 2003) to 35% (Stuart et al., 2003) of 
Medicare beneficiaries received drug coverage from 
a past employer. However, from 1998 to 2000,   there 
was a decline in employers’ offering of retiree health 
plans. In 1998, 28.1% of private sector employers of
fered retiree benefits to preMedicareeligible retir
ees and 26.3% offered coverage to Medicareeligible 
retirees. By 2000, those rates had declined to 26.1% 
and 22.5%, respectively (Sommers, 2003). Industry 
estimates indicated that 29% of employers with 500 
or more employees offered health coverage to pre
Medicare retirees in 2001 (Mercer, 2002), while 72% 
of private firms with 1,000 or more employees of
fered health coverage to preMedicare retirees  in 
2002 (Hewitt, 2003).

The vast majority of firms that provided retiree 
health coverage (93%) included a prescription drug 
benefit (Kaiser, 2003). In general, employerspon
sored prescription benefits were seen as more gener
ous than the proposed Medicare Part D coverage, 
which would (and currently does) have a gap (or do-
nut hole) in coverage affecting many beneficiaries.

As initially proposed, MMA had no employer sub
sidy. The Congressional Budget Office estimated that 
about 30% of the retirees with employerprovided 
drug coverage would lose that benefit (Congressional 
Budget Office, 2003). Even assuming some subsidy in 
the proposed MMA, the Employee Benefit Research 
Institute predicted that 29% of Medicare beneficia
ries who had employersponsored prescription drug 
coverage would lose it (Salisbury and Fronstin, 2003). 
These prescription drug benefits were estimated to 
cost roughly $1,400 to $1,800 per retiree, so that shift
ing the cost to Medicare Part D would substantially 
reduce employers’ liabilities. The Joint Economic 
Committee also warned that a universal drug entitle
ment (that is, Medicare Part D) would cause a major 
contraction of employerprovided drug coverage for 
millions of seniors (Joint Economic Committee, 
2003).

In 2003, a group of 41 Fortune 500 corporations 
and 17 associations formed the Employers’ Coalition 
on Medicare to support “access to quality health care 
and prescription drugs for Medicare beneficiaries.” 
The group lobbied for flexible options and for a sub
sidy to cover part of employers’ prescription costs, 
arguing that this approach would prevent further 
erosion of retiree health coverage (Freudenheim, 
2003). Because these firms had millions of dollars of 
liabilities on their financial statements due to retiree 
health promises into the future, they could benefit fi
nancially from such a subsidy.

and implications for future public policy to encour
age private retiree benefits. Analysis of a sample of 
companies in 2006 and 2007 that offered retiree 
health indicates widespread acceptance of the sub
sidy. However, it is unclear whether many (if not 
most) of these companies would have terminated 
drug coverage in the absence of a subsidy. Moreover, 
in light of the size of the yearly benefits employers 
paid for all retiree health and accumulated postre
tirement benefit obligations (APBOs), which must be 
shown as a liability on their balance sheet, a subsidy 
specifically for drug coverage may have little effect 
on a company’s future actions.

The article is organized as follows. First, the rea
soning behind development of the subsidy is ex
plored, the federal effort to encourage companies to 
continue coverage is described, evolving issues are 
introduced, and early employer experience is re
ported. Second, analysis of the factors that affected 
employer choice of the subsidy is presented based on 
a sample of companies that offered retiree health 
benefits in 2006 and 2007. The vast majority of these 
sample companies chose the subsidy. Next, the likely 
future of the subsidy is explored, using data from fi
nancial footnotes for a subgroup of the sample com
panies to compare the size of the subsidy with both 
the benefits paid and the companies’ future liability 
for retiree health. These cost and liability consider
ations and their accounting and tax implications 
seem likely to have more effect on employer deci
sions than the offer of a limited subsidy—a consider
ation that is important for future public policy deci
sions that may offer similar financial inducements for 
employers to begin or continue to offer employee 
benefits. Finally, the potential effects of eliminating 
deductibility of the subsidy under the federal health
care reform law are explored.

DEVELOPMENT OF ThE RETIREE 
DRUg SUBSIDY PROgRAM

Background and Rationale for the Program

Over the previous decade, the cost of health care 
in general, and prescription drugs in particular, in
creased dramatically. In 1990, private and public 
health plans and individual consumers spent $40.3 
billion on retail drugs, increasing to $160.7 billion by 
2002, and projected to reach $445.9 billion by 2012 
(CMS, 2003). From 1990 to 2002, annual prescription 
drug expenditures increased, on average, at a double
digit rate and were the fastest growing component of 
health care costs in the United States (EBRI, 2004).

Before enactment of MMA, the major source of 
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 1. To provide an actuarially equivalent benefit to 
Part D and apply for MMA’s retiree drug sub
sidy

 2. To become a Medicare Prescription Drug Plan 
(PDF)

 3. To contract with a Medicare PDF or Medicare 
Advantage Prescription Drug Plan (MAPD).

 4. Not to offer retiree drug coverage.
A recent survey conducted by the International 

Society of Certified Employee Benefit Specialists 
and Towers Perrin found that 62% of employers 
that had not dropped retiree drug coverage had ap
plied for the retiree drug subsidy in 2006 or 2007 
(Towers Perrin, 2008). Those that applied cited lack 
of time before the required filing date to consider 
the other alternatives and uncertainty about the fu
ture viability of Medicare Advantage plans. In the 
2007 and 2008 presidential campaign, thencandi
date Obama harshly criticized the subsidies Medi
care pays to Medicare Advantage plans and prom
ised change. However, without the subsidy to 
Medicare Advantage plans, premiums could in
crease, giving employers added motivation to elimi
nate retiree drug coverage.

To receive the retiree drug subsidy, an employer or 
union must pass two tests demonstrating that its drug 
plan is actuarially equivalent to Medicare Part D. 
First, a certified actuary must confirm equivalence 
and file that confirmation with the federal govern
ment 90 days before the start of the applicable year. 
For the year 2010, an employer or union would re
ceive a subsidy equal to 28% of the cost of prescrip
tions of more than $310 and less than $6,300. The 
subsidy applies to the actual payment for the drugs 
minus any discount, rebates or other types of price 
concession; the actual payment includes both the em
ployer’s or union’s payments and retirees’ payments. 

In an “Overview of the Retiree Drug Subsidy Op
tion (11/2/05),” the CMS estimated that plan spon
sors that participated in the 2006 retiree drug subsidy 
program would average $668 annually per retiree, 
and the maximum subsidy per beneficiary would be 
$1,330 (CMS, 2005). Because the subsidy is taxex
empt, CMS estimated that the average was equiva
lent to $891 in taxable income for employers with a 
25% marginal tax rate, and $1,028 for those with a 
35% marginal rate. CMS estimated that the subsidy 
would average $611 per beneficiary in 2004.

On April 6, 2005, CMS issued a paper titled the 
“Retiree Drug Subsidy: Why Employers and Union 
Plan Sponsors Should Consider It,” offering “five 
easy steps to receive the retiree drug subsidy.” The 
report describes CMS’s program to streamline drug 
subsidy applications for quick turnaround with mini

The deliberations for the final law occurred in the 
year before the election of 2004. With strong public 
support for Medicare Part D, the bill moved through 
congressional committees at a faster pace than usual. 
Some Democrats and conservatives criticized the fi
nal legislation. The American Association of Retired 
Persons (AARP) endorsed it and joined a large num
ber of specialinterest groups in supporting financial 
incentives for employers to continue offering retiree 
drug benefits.

Current accounting requirements make MMA’s 
retiree drug subsidy especially advantageous to em
ployers that offer retiree health benefits. The Finan
cial Accounting Standard (FAS) 106 requires compa
nies to recognize on their balance sheets retiree 
health obligations on an accrual basis as deferred 
compensation. Specifically, companies must calculate 
accumulated postretirement benefit obligation 
(APBO) as the actuarial present value of future ben
efits earned by employees as of the date of the finan
cial statements. (FAS 106 also requires companies to 
record a yearly expense on their income statement.) 
Because companies typically had funded retiree 
health benefits on a payasyougo basis, these plans 
typically were—and are—substantially underfunded, 
producing millions of dollars of liabilities.

MMA’s subsidy not only reduces the accumulated 
postretirement benefit obligation of companies that 
offer retiree health benefits, but also provides cash 
flow and, therefore, improves earnings. The two ma
jor components of the yearly expense are interest 
and annual service costs. Companies that accept the 
subsidy see a lower interest charge due to a lower ob
ligation as well as lower annual service costs, both 
improving the companies’ earnings (Zion and Car
ache, 2006).

Prevailing accounting standards allowed compa
nies to include the effects of the subsidy in their 2003 
financials even though they would not receive a sub
sidy until 2006. In early 2004, several major corpora
tions disclosed in filings to the Securities and Ex
change Commission (SEC) an expected savings of 
$2.5 billion over time. These corporations included 
Bell South ($572 million reduction in benefit obliga
tion), Delphi ($500 million reduction), US Steel 
($450 million reduction), America Airlines ($415 mil
lion reduction), Deere ($300$400 million reduction) 
and Alcoa ($190 million reduction) (Francis, 2004). 
Both Delphi and Deere were members of the Em
ployers’ Coalition on Medicare.

Efforts to Encourage the Program

Under MMA, sponsors of group health plans basi
cally have four choices:
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mal administrative burden on employers or unions. 
The report also advises companies that do not pres
ently qualify for the subsidy to reexamine their posi
tion and notes that by contributing more to its bene
fit plan a company might actually save money overall, 
considering both the subsidy and the tax exemption. 

The CMS report identified three advantages of the 
retiree drug subsidy option: employers’ control over 
the plan design (an employer with an actuarial equiv
alent plan can retain its present retiree health plan), 
the ability to choose vendors and low administrative 
cost. With respect to administrative cost, CMS listed 
eight administrative requirements for the employer 
subsidy plan, compared with 13 administrative re
quirements for a standalone prescription drug plan 
(PDP) or Medicare Advantage plan. For example, to 
receive the drug subsidy, an employer does not have 
to enroll retirees, spouses or dependents according to 
Part D rules, but merely reports enrollees and peri
odically updates that report. In addition, applications 
for PDP or Medicare Advantage plans must be filed 
earlier, and employers face both service area restric
tions and more communication requirements with 
these plans. The report estimated an average em
ployer cost of nearly $900 per participant (with un
certain tax status) to enroll retirees in a PDP or 
Medicare Advantage plan. In sum, CMS strongly im
plied that the obvious choice was to take the em
ployer retiree drug subsidy.

A Government Accountability Office (GAO) 
study of the retiree drug subsidy noted the factors 
that were important to employers in complying with 
MMA’s requirements in the first year of adoption 
(GAO, 2007). These factors were very similar to the 
advantages listed for the subsidy in the CMS 2005 re
port. On its Web page, CMS asserts that the retiree 
drug subsidy “is generally considered the easiest and 
most straightforward of the available options and can 
often be implemented with little or no benefit design 
changes to current coverage.”

Indeed, in 2006, more than 70% of affected em
ployers chose the retiree drug subsidy option. Se
lected companies that disclosed their retiree drug 
subsidies in their 2006 and/or 2007 financial state
ments are shown in Table I. These companies re
ported subsidies that ranged from $43,000 (Curtis 
Wright) to $85 million (Ford) in 2007.

Implementation Issues

MMA presented CMS with extraordinary chal
lenges to develop the retiree drug subsidy program 
such that it could interact with different plan designs 
and information systems. (CMS also designed the 
Part D employer group waiver plan (EGWP) as an 

 
TABLE I
COMPaNiEs disCLOsiNg suBsidiEs: 
aMOuNT Of ThE suBsidY iN 2006  
aNd 2007 (iN MiLLiONs) 

Companies 2007 2006

Albany International Corp. $  0.6 $  0.6
AnheuserBusch $  2.6 $  2.4
Avon Products $  1.7 $  1.7
Ball Corp. $  0.1 $  0.4
Baxter International Inc. $  3.0 —
Becton Dickinson and Co. — $  1.8
Bemis Co. Inc. — $  0.1
BristolMyers Squibb $  5.0 $  6.0
Campbell Soup $  2.0 $  2.0
Cummins Inc. $  4.0 $  4.0
Curtis Wright $  0.04 —
Deere and Co. $14.0 $11.0
Dow Jones — $  0.6
Eaton Corp. $  7.0 $  5.0
Federal Mogul — $  3.5
FMC Corp. $  1.4 $  1.6
Ford $85.0 $76.0
Foster Wheeler $  1.1 $  1.0
General Dynamics $  4.0 —
Hershey $  2.3 $  1.5
Illinois Tool Works $  3.5 $  2.6
IngersollRand Co. Ltd. $  1.9 $  7.1
International Flavors  
   and Fragrances $  0.2 $  0.3
KimberlyClark — $  4.0
McGrawHill $  1.0 $  1.0
Murphy Oil Corp. $  0.4 $  0.3
Norfolk Southern Corp. $  6.0 —
Pitney Bowes Inc. $  3.3 $  3.4
Potlatch $  1.5 $  1.3
PPG Industries Inc. $  6.0 —
Rohm and Hass Co. $  3.0 —
R.R. Donnelley and Sons $  3.9 $  2.1
Schering Plough $  2.0 $  2.0
Timken Co. $  2.4 $  3.1
Tribune $  1.2 $  1.2
UAL $  8.0 $  9.0
Valero Energy $  1.0 —
Note: “—” indicates that the data were not disclosed.



54  BENEFITS QUARTERLY, Fourth Quarter 2010

disclosed in its 2007 financial statement) that the 
company’s prescription coverage was actuarially 
equivalent to Part D and that the subsidy would re
duce its accumulated postretirement benefit obliga
tion by $25.9 million. After help from the CMS in 
2005, the company was able to lower its postretire
ment benefit obligation by an additional $21.5 mil
lion. Overall, in 2006, 6.5 million retirees received 
health benefits from 4,400 employers and unions that 
received the retiree drug subsidies.

The subsidy may represent a windfall especially to 
unionized companies—an apparent contrast to the 
purpose of the subsidy, which is to discourage em
ployers from eliminating retiree health coverage. Re
tiree health benefits including prescription coverage 
that are part of a labor agreement cannot be arbi
trarily modified. Thus, unionized companies, espe
cially, have received increased cash flow from the 
subsidy and a reduction in their financial obligations 
for not exercising a nonexistent option.

Besides taking the retiree drug subsidy, companies 
have contemplated and adopted other alternatives 
for dealing with retiree health care plans and pre
scription coverage.

Some companies eliminated their coverage for 
medical benefits and hence the prescription coverage 
for post65 retirees. For example, Tasty Baking termi
nated coverage for most medical benefits effective 
January 1, 2006, citing the implementation of Medi
care Part D.

Another common company action has been to 
cap the company’s maximum contribution to its re
tiree health plan. This may limit its ability to use the 
drug subsidy now or in the near future, as the plan’s 
drug benefit would no longer be actuarially equiva
lent to Medicare Part D. Such companies as Graco, 
Graham, Hercules, Union Carbide and PepsiCo 
have capped contributions. The 2006 Mercer survey 
estimated that 20% of employers with 500 or more 
employees had capped employer contributions to re
tiree health benefits.

By taking various actions since MMA, some com
panies have eliminated their eligibility for the sub
sidy. For example:

• PPG Industries, which initially had taken the 
prescription subsidy, amended its plans effec
tive January 1, 2008 making the company no 
longer eligible for the subsidy. After consolidat
ing some plans, PPG amended them to offer a 
fully insured Medicare Part D prescription drug 
plan for certain retirees and dependents.

• Lamson and Sessions reduced benefits paid in 
2005 and 2006 by $1 million and $1.3 million, 
respectively, by implementing a fully insured 

option for plan sponsors to integrate supplemental 
coverage with Medicare.) To answer employer and 
vendor questions and allow online submissions of re
quired information, CMS developed Web sites for 
information about the prescription benefit programs, 
including a separate Web site for information about 
the retiree drug subsidy.

To implement the retiree drug subsidy, CMS de
veloped new procedures and requirements for verify
ing employer or union eligibility. The Office of In
spector General of the Department of Health and 
Human Services audits companies receiving the sub
sidies (Pudlowski, 2007), similar to the income tax 
audits that the Internal Revenue Service conducts. 
For this purpose, employers must reconcile all claims 
and the eligibility status of plan members within 15 
months of the close of the benefit plan year. The ef
fort of verifying compliance has delayed many subsi
dies. For example, Black & Decker Corporation did 
not receive its first payment for 2006 until December 
2007 (Wojcik, 2008). Also, as with any new program, 
it took time before CMS’s new data system was fully 
operational.

In addition, individual companies encountered 
problems with their own information systems. Some 
had difficulty verifying the census of eligible retirees 
and dependents. Many companies did not realize the 
amount of data that they would have to accumulate 
(including Social Security numbers) and for how 
long. Also, companies discovered that only drugs ap
proved by Medicare for specific usages are eligible 
for the calculation of the subsidy (Pudlowski, 2007). 
A company that cannot reconcile its data with that 
filed for the subsidy must return the subsidy and pos
sibly pay penalties as well.

As cited earlier, the amount of information avail
able apparently also affected employers’ early deci
sions. CMS approved PDPs or MAPDs—two of the 
four options available to employers—only in Sep
tember 2005, the same month in which companies 
had to make decisions for 2006. Consequently, these 
alternatives were practically excluded from consider
ation, leaving employers to choose between the re
tiree drug subsidy and eliminating retiree drug cover
age altogether. While sponsors had more information 
to support choice of PDP or MAPD coverage in 
2007, they still felt uncomfortable with the small 
amount of data available to them (GAO, 2007).

Company Experience

Notwithstanding such difficulties, some companies 
benefited greatly from the help that CMS gave them. 
For example, Potlatch Company had filed prospec
tively for the subsidy, having determined in 2004 (as 
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Thus, it would be expected that the companies that 
take the subsidy would be less mature, paying a 
smaller percentage of the total liability yearly. As the 
yearly retiree health benefits paid becomes larger, 
companies would cut or eliminate the retiree health 
benefit.

As mentioned earlier, companies with unions that 
had negotiated retiree health benefits with drug cov
erage are not able to arbitrarily discontinue it, nor 
can they alter the benefit (including prescription 
drug coverage) within the contract. Thus, these com
panies are most likely to seek the drug subsidy under 
MMA, simply because there is no real alternative.

Data and Methods

The analysis is based on a sample of companies 
that offered retiree health in both 2006 and 2007. The 
sample was drawn from a database of 175 companies 
over more than ten years; the data was compiled by 
searching company footnotes in the October 1992 
CDDISCLOSURE for “postretirement benefit” or 
“FAS 106.” From the original 175 companies in the 
database, only companies that disclosed the benefits 
paid for retiree health in their financial statements 
were selected into the sample. Also, Research Insight 
(Computstat) did not report 21 companies’ 2007 
data.1

The final 2006 sample included 144 companies, of 
which 117 companies (81%) chose to take the sub
sidy and 27 (19%) did not. The final 2007 sample in
cluded 122 companies, of which 95 companies (78%) 
took the subsidy and 27 (22%) did not.

The analysis uses variables for these companies 
gathered by hand from the financial footnotes of the 
individual companies and from Research Insight for 
2006 and 2007. The companies’ industry groups are 
shown in Tables II and III. Utilities and financials are 
excluded, as different factors affect their ratios and 
could bias the analysis. Employees from machinery 
and equipment manufacturing and chemical and rub
ber manufacturing comprise a large proportion of the 
sample in both years.

The number of employees for companies in the 
2006 sample is presented in Table IV. While the entire 
sample is mainly composed of large groups, about 
92.5% of companies not taking the subsidy had fewer 
than 30,000 employees, compared with 81.4% of 
companies that did take the subsidy. In 2007, the dis
tribution was very similar to that in 2006, except that 
a slightly larger proportion of employers in the sub
sidy category were groups with 30,000 employees or 
more.

Pooling the data for 2006 and 2007,2 a logit regres
sion was performed to predict companies’ choices 

Medicare Advantage plan with prescription 
drug coverage. Consistent with many other 
companies’ actions, they also implemented in
creased copays as a portion of their plans.

In total, the Kaiser/Hewitt survey of 2006 found 
that 25% of companies that offered retiree prescrip
tion drug benefits had raised coinsurance or copay
ments for prescription drugs for Medicare ageeligi
ble employees compared with the prior year.

ANALYSIS OF EMPLOYER ChOICE: 
SUBSIDY OR NO SUBSIDY

In 2005, employers providing retiree health to 
their employees were faced with deciding what re
sponsibility they had to provide prescription cover
age for retirees. While in principle they had four dif
ferent options, most really saw only two options—to 
provide actuarially equivalent prescription coverage 
in the retiree health plan and take the retiree drug 
subsidy, or not to take the subsidy. This section of the 
article examines whether there are financial or de
sign characteristics that distinguished companies that 
chose to take the subsidy in 2006 and 2007 from 
those that did not.

Employer Choice Model

A simple model predicts employer acceptance of 
the retiree drug subsidy. The model considers em
ployer size, financial strength, maturity (such that its 
future obligations are large relative to current em
ployee benefit costs) and union presence. The rea
soning for each component of the model is discussed 
below.

Other researchers have posited that large firms 
are very sensitive to government actions, in part be
cause they want to avoid negative publicity that will 
submit the firm to government scrutiny by organiza
tions such as the SEC and Federal Trade Commission 
(FTC) (Watts and Zimmerman, 1990). In addition, all 
else equal, firms want government subsidies. Because 
larger firms generally have the best access to technol
ogy and expertise for evaluating potential liability 
and for making financing and operating decisions 
(Langer and Lev, 1993), it would be expected (all else 
equal) that larger firms would be more likely to take 
the retiree drug subsidy under MMA.

Because a company’s financial strength may dic
tate its willingness to continue offering retiree health 
benefits, it is hypothesized that companies with 
greater financial strength are more likely to take the 
retiree drug subsidy. However, a more mature group 
may accumulate much higher current benefits paid 
relative to its future obligation for retiree benefits. 
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riod studied. All of the companies in the sample were 
large, and most were in good financial condition and 
not yet feeling the brunt of postretirement obligation 
payments. While companies that took the subsidy 
presumably did so because it was financially benefi
cial, their choices were limited: Markets for alterna
tives were relatively new and the companies had a 
very short period of time in which to make the deci
sions. In addition, in light of their financial condition, 
the choice of continuing actuarially equivalent pre
scription coverage was not a major concern. In this 
situation, unionization and the inability to alter con
tracts readily may indeed not distinguish companies 
that took the subsidy from those that did not.

However, 22% of the sample companies in 2007 
did not take the subsidy (Table V), and it is impor
tant to understand their actions and motivations. 
The financial footnotes of some of these companies 
give important information. Four of the companies’ 
plans were not actuarially equivalent and thus, short 
of redesigning their benefit, ineligible for the sub

between two outcomes: accepting the government 
subsidy (and continuing to provide retiree prescrip
tion coverage) or not.3 The independent variables in 
the analysis are company size (the log of the number 
of employees), financial strength (measured as in
come from continuing operations/total assets), matu
rity of the group (the benefits paid for the year over 
the actuarial present value of the future benefits due 
to employee service) and union presence.

Statistical Results and Discussion

The results of the logistic regression are shown in 
Table VI. The model is highly significant. As hypoth
esized, the companies that chose the subsidy were 
larger and financially stronger.

Union presence did not significantly affect the 
likelihood that the company would take the subsidy. 
While this result may be due to error in measurement 
or simply the inability to distinguish the extent of 
unionization, it should be interpreted—like all of the 
results of the analysis—in the context of the time pe

 
TABLE II
NuMBER aNd PERCENT Of 2006 saMPLE COMPaNiEs BY iNdusTRY gROuP

Category SIC Number Subsidy % No Subsidy %*

Mining and Construction 10001789 4 3.4 0 0

Food and Tobacco 20002199 9 7.7 1 3.7

Textile and Apparel, Lumber,  
   Furniture and Fixtures 22002599 2 1.7 1 3.7

Paper and Printing Mfg. 26002799 12 10.3 2 7.4

Chemical and Rubber 28003099 25 21.4 5 18.5

Leather and Stone Mfg. 31003299 2 1.7 0 0

Metal Mfg. 33003499 10 8.5 3 11.1

Machinery and Equipment Mfg. 35003999 40 34.2 10 37

Transportation, Pipelines,  
   Transportation Svcs., Communication 40004899 6 5.1 3 11.1

Public Utilities 49004999 0 0 0 0

Wholesale Trades 50005199 1 0.9 2 7.4

Retail Trades 52005999 4 3.4 0 0

Other 6000 Plus 2 1.7 0 0

Total  117 100.0 27 100.0

*Column appears not to sum to 100% due to rounding.
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The list contains 4,175 sponsors for 2006 and 3,922 
for 2007, and drops to 3,553 sponsors for 2008. The 
reasons for the drop in sponsors are not indicated, 

sidy. Another four had capped lifetime employer 
contributions and, having reached the caps, were dis
continuing prescription coverage. Three had stopped 
prescription coverage or discontinued retiree health 
coverage, and one had moved its employees to 
Medicare Part D. All of these companies had taken 
actions based on their overall strategic positions, and 
the subsidy did not provide sufficient incentive for 
them to continue prescription drug coverage.

IMPLICATIONS FOR FUTURE POLICY

While the government subsidy remained attractive 
and taxfree, companies chose to take different paths 
in 2007. CMS has a Web site for the retiree drug sub
sidy and provides a listing for public use of plan 
sponsors that have been approved for the drug ben
efit subsidy at one or more locations. The list includes 
both public and private employers, as well as unions. 
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TABLE III
NuMBER aNd PERCENT Of 2007 saMPLE COMPaNiEs BY iNdusTRY gROuP

 SIC   No  
Category Number Subsidy %* Subsidy %*

Mining and Construction 10001789 4 4.2 0 0

Food and Tobacco 20002199 9 9.5 1 3.7

Textile and Apparel, Lumber,  
   Furniture and Fixtures 22002599 2 2.1 1 3.7

Paper and Printing Mfg. 26002799 8 8.4 5 18.5

Chemical and Rubber 28003099 22 23.2 5 18.5

Leather and Stone Mfg. 31003299 2 2.1 0 0

Metal Mfg. 33003499 8 8.4 0 0

Machinery and Equipment Mfg. 35003999 32 34 11 41

Transportation, Pipelines,  
   Transportation Svcs,  
   Communication 40004899 4 4.2 3 11.1

Public Utilities 49004999 0 0 0 0

Wholesale Trades 50005199 1 1.1 1 3.7

Retail Trades 52005999 2 2.1 0 0

Other 6000 Plus 1 1.1 0 0

Total  95 100.0 27 100.0

*Columns appear not to sum to 100% due to rounding.
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percentage of total benefits paid ranged from a low 
of 0.65% for Ball Corporation to a high of 13.08% 
for FMC (Table VII). For 81% of the companies in 
2007 and 86% of the companies in 2006, the subsidies 
were less than 1% of their postretirement benefit ob
ligation. Moreover, in 2007, the companies reported 
greater costs for administration and reconciliation of 
claims under the subsidy.

but it would appear that employers are making 
choices that do not include retiree prescription cov
erage that qualifies for the drug subsidy.

At least two considerations may have contributed 
to employer decisions to retain retiree health bene
fits that qualified for the drug subsidy. First, when 
compared to the cost of retiree health benefits, the 
size of the subsidy is low. In 2007, the subsidy as a 

 
TABLE IV
NuMBER aNd PERCENT Of 2006 saMPLE COMPaNiEs BY NuMBER Of EMPLOYEEs 
aNd aCCEPTaNCE Of ThE PREsCRiPTiON dRug suBsidY

 Subsidy %* No Subsidy %*

500999 2 1.7 4 14.8

1,0009,999 39 33.3 12 44.4

10,00029,999 29 25 6 22.2

30,00059,999 25 21.4 3 11.1

60,00099,999 11 9.4 1 3.7

100,000299,999 10 8.5 1 3.7

Over 300,000 1 0.9 0 0

Total 117 100.0 27 100.0

*Columns appear not to sum to 100% due to rounding.

 
TABLE V
NuMBER aNd PERCENT Of 2007 saMPLE COMPaNiEs BY NuMBER Of EMPLOYEEs 
aNd aCCEPTaNCE Of ThE PREsCRiPTiON dRug suBsidY

Number of Employees  Subsidy %* No Subsidy %*

500999 1 1.1 3 11.1

1,0009,999 32 33.7 9 33.3

10,00029,999 22 23.2 8 29.6

30,00059,999 17 17.9 4 14.8

60,00099,999 12 12.6 3 11.1

100,000299,999 10 10.5 0 0

Over 300,000 1 1.1 0 0

Total 95 100.0 27 100.0

*Columns appear not to sum to 100% due to rounding.



BENEFITS QUARTERLY, Fourth Quarter 2010    59  

This provision dramatically reduces income for 
2010, the year of enactment, since the impact of the 
charge for all future years is recorded in that year 
(Hollein, 2009). Towers Watson (2010) estimated that 
a large employer with 25,000 subsidycovered retir
ees would have a charge of $70 million in 2010, and 
that the total charge would be $14 billion for all 
profitmaking employers receiving the subsidy. In the 
first quarter of 2010, some companies reported a 
noncash charge ranging from $100 million (Pruden
tial Financial Inc.), to $150 million (Boeing and 
Deere & Co.), to $970 million (Verizon), to $1 billion 
(AT&T) (Wojcik, 2010). In a letter to Senator Reid 
before the passage of the law, the president of the 
American Benefits Council and the director of legis
lation for the AFLCIO warned that the deferred tax 
liability and resulting reduced net income from the 
loss of the deduction would have an illadvised and 
disruptive effect given the current economic environ
ment (Klein and Samuel, 2009).

While some companies may terminate the cover
age in response to the loss of tax deductibility for the 
subsidy, others (for example, those with labor con
tracts) will not have this option. Instead, they may 
modify eligibility or the design of the benefit. In ei
ther case, employers have more alternatives when 
deciding whether and how to continue prescription 
coverage for retirees than in 2003, when the federal 
drug subsidy program was started. In 2010, they may 
consider setting up a Medicareapproved PDP as 
General Electric did in 2009 when it chose to give up 
the subsidy. Alternatively, they can use health reim
bursement accounts or health savings accounts to 
fund individual Medicare Part D coverage. The value 
of the federal government subsidy to either of these 
alternatives is more than the retiree drug subsidy.

It is not yet possible to conclude whether the sub
sidy slowed the decline of prescription drug coverage 

Second, the benefits paid are an immediate ex
pense and increase faster as groups mature. Thus, 
while the subsidy alone may have little effect on a 
company’s willingness to continue the retiree health 
benefit (with or without a prescription drug benefit), 
the accounting advantages of the retiree drug subsidy 
(which is recorded as an offset against the postem
ployment benefit obligation) together with the tax 
accounting implications for expected future deduc
tions are important factors in this decision.

Under the new federal health care law, the Patient 
Protection and Affordable Care Act (PPACA), the 
retiree drug subsidy is no longer deductible. Analysis 
by the Joint Committee on Taxation estimates that 
elimination of this subsidy will produce $1.9 billion of 
revenues from 2010 to 2014 and $5.4 billion from 
2010 to 2019. These tax revenues will fund projected 
costs associated with other parts of the law such as 
subsidized coverage for uninsureds.

With the elimination of the tax subsidy, employers 
must decide whether they will continue to provide 
prescription coverage to retirees and dependents and 
what their alternatives might be. For employers that 
have not capped contributions, the loss of the tax de
duction will increase the total cost of the plan by ap
proximately $233 per plan participant per year (Tow
ers Watson, 2010). The average net cost before taxes 
is projected to rise from $1,090 per retiree to $1,323, 
far exceeding the average projected Medicare Part D 
premium ($420 in 2011) (Fronstin, 2010).

At least one other factor is likely also to affect em
ployer decisions to continue prescription drug coverage 
for retirees. Accounting rules (FAS 109—now Account
ing Standards Topic 740) require that publicly traded 
companies adjust charges for deferred taxes taken for 
the benefits. Even though the change is not effective 
until 2013, accounting rules require immediate recogni
tion of the effect on a company’s future income.

 
TABLE VI
LOgisTiC REgREssiON

Variable Odds Ratio Robust Std. Error z P.|z|

Log of employees 1.59519 0.2387163 3.12 0.002

Maturity 0.1890083 0.2093826 21.50 0.133

Financial condition 41.6387 65.90918 2.36 0.018

Union 1.620071 0.6171525 1.27 0.205

Note: Log pseudolikelihood 5 121.41158. Pseudo R2 5 0.0844.
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TABLE VII
COMPaNiEs disCLOsiNg suBsidiEs: aMOuNT Of suBsidY as a PERCENT  
Of BENEfiTs Paid aNd aPBO iN 2006 aNd 2007

 2006 Subsidy 2007 Subsidy   
 as a Percent as a Percent 2006 Subsidy 2007 Subsidy 
 of Benefits of Benefits as a Percent as a Percent 
 Paid Paid of APBO of APBO

Albany International Corp. 9.54% 9.30% 0.56% 0.57%
AnheuserBusch 4.15 3.63 0.30 0.31
Avon Products 8.46 9.19 0.93 1.33
Ball Corp. 0.96 0.65 0.22 0.06
Baxter International Inc. 9.09 — — 0.63
Becton Dickinson and Co. — — 0.96 —
Bemis Co. Inc. — — 0.38 —
BristolMyers Squibb 6.17 5.75 1.67 1.53
Campbell Soup 6.25 5.26 0.66 0.60
Cummins Inc. 7.14 8.33 0.69 0.73
Curtis Wright 2.18 1.84 — 0.14
Deere and Co.  4.86 4.91 0.55 0.46
Dow Jones — — 0.27 —
Eaton Corp. — 7.78 — 0.81
Federal Mogul 7.15 — 0.57 —
FMC Corp. 11.29 13.08 3.57 3.21
Ford 4.68 5.00 0.29 0.35
Foster Wheeler 8.95 8.64 1.03 1.31
General Dynamics — 4.71 — 0.62
Hershey 6.75 9.13 0.45 0.62
Illinois Tool Works 7.75 7.68 0.68 1.17
IngersollRand Co. Ltd. 1.95 2.14 0.69 0.29
International Flavors and Fragrances 4.78 4.44 0.31 0.23
KimberlyClark — — 0.46 —
McGrawHill 6.21 4.98 0.70 0.70
Murphy Oil Corp. 5.30 8.14 0.36 0.48
Norfolk Southern Corp. 13.64 12.77 — 0.88
Pitney Bowes 8.04 7.92 1.28 1.33
Potlatch 8.17 6.60 0.44 0.57
PPG Industries Inc. 7.14 7.14 — 0.56
Rohm and Hass Co. 5.36 5.00 — 0.73
R. R. Donnelley and Sons 6.60 7.74 0.70 1.45
Schering Plough 8.00 7.41 0.63 0.45
Timken Co. 4.73 4.80 — 0.34
Tribune 8.57 8.13 6.85 —
UAL 3.76 3.86 0.44 0.41
Valero Energy 5.56 5.00 — 0.22

Note: “—“ indicates that the data were not disclosed.
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for retirees in employersponsored plans or the de
cline of retiree health benefits more broadly. How
ever, the new health care law—coupled with account
ing requirements, escalating health care costs and 
increasing life expectancies—surely will renew em
ployers’ motivation to examine their offer of pre
scription drug coverage to retirees. b

Endnotes

 1. Research Insight is a financial modeling application of
fered by Compustat and built on Compustat’s standardized data
base.

 2. For the logit regressions, White’s heteroscedasticityconsis
tent standard errors were used to calculate the pvalues. The re
gressions controlled for clusters of firm observations across years.

 3. The proxy for the union dummy variable was the state
ment of union presence in any part of the 2006 and 2007 financial 
statements.
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