MFP COMMITTEE #1
December 1, 2008

MEMORANDUM
November 26, 2008
TO: Management and Fiscal Policy Committee
FROM: Stephen B. Farber, Council Staff Director 5_%{\

SUBJECT:  Update — Retiree Health Benefits (OPEB)

This update deals with the response of County agencies to Governmental Accounting
Standards Board (GASB) Statement 45, Accounting and Financial Reporting by Employers for
Post-employment Benefits Other than Pensions (OPEB). The benefits involved are chiefly retiree
health and life insurance benefits. :

Starting in February 2003, when GASB issued exposure drafts, the Committee and the
agencies were among the first state and local officials to address this issue. Since then the
Committee has received regular updates from the agencies’ finance, budget, benefits, and legal
staffs. The Committee’s most recent review of OPEB issues was on May 9.

Members of the Multi-Agency OPEB Work Group, who have collaborated very
effectively with each other and with the Committee over the past five years, will be present for
this update. We will hear from Finance Department Chief Operating Officer Karen Hawkins,
MCPS Chief Financial Officer Sue DeGraba, M-NCPPC Secretary-Treasurer Patricia Colihan
Barney, Montgomery College Director of Financial Operations Ken Mullinix, and WSSC Chief
Financial Officer Tom Traber and/or their colleagues. We will also hear from the Committee’s
actuarial consultant on this issue, Thomas Lowman of Bolton Partners, Inc.

Background

Starting in FY08, jurisdictions with more than $100 million in annual revenue have had
to disclose their liability for OPEB. Most governments have funded these benefits on a pay-as-
you-go basis to cover the annual expense for current retirees. The accrual standard in GASB 45
also requires disclosure of the expense for employees who may one day be entitled to a benefit.



GASB 45 does not require funding the accrued expense, but credit rating agencics expect
that AAA jurisdictions like the County will do so. Based on the four tax-supported agencies’
2006 actuarial valuations, full pre-funding of the annual required contribution (ARC) would have
cost $240.0 million in FY08. Of this amount, the additional cost, apart from the annual pay-as-
you-go expense, would have been $159.5 million in FY08.

On March 19, 2007 the Committee concurred with the Executive in recommending a
five-year phase-in of this additional amount, starting with $31.9 million in FY08. This cost was
projected to rise by a larger increment in each of the next four years until it reached an estimated
$187.7 million in FY12. On April 10, 2007 the Council approved the Committee’s
recommendation in Resolution No. 16-87. See ©1-2. For a summary of FY08 OPEB costs by
agency, see ©3, |

On May 9, 2008 the Committee concurred with the Executive in recommending an etght-
_year funding schedule instead. For the tax-supported agencies combined, this change would
have reduced the FY09 contribution from $70.9 million to $55.2 million. However, the
Committee decided to adopt an alternative methodology on the discount rate used to assess the
cost of the eight-year phase-in, as proposed by Mr. Lowman. This change reduced the FY09
contribution to $40.6 million. On May 14, 2008 the Council approved the Committee’s
recommendation in Resolution No. 16-555. See ©4-5. For a summary of OPEB costs by agency-
for FY09-15 as projected then, see ©6.

“Multi-Agency OPEB Work Group Report (November 24, 2008)

We asked the Work Group to focus its current report once again on five areas: the status
of the agencies’ OPEB trusts, communication plans, options for limiting liability; actuarial
valuations; and lessons to date from the experience of other jurisdictions. The Work Group’s
report on ©7-21 reflects the agencies’ continued progress on these issues. Agency
representatives, together with Mr. Lowman, will discuss these issues point by point. Mr.
Lowman’s comments are on ©22-24.

To summarize, the report indicates on ©7-8 that all agencies have now established OPEB
trusts, with structure and details varying from agency to agency. Communications plans are
moving forward, as described on ©9 and in the information on agency web sites on ©16-21. The
discussion of limiting liability on ©10-11 describes agency initiatives in this important area
while noting the challenges involved.

The detailed discussion of actuarial valuations on ©11-15 notes that updated valuations
(as of July 1, 2008, which will be used for the FY10 budget), are complete for M-NCPPC and
the College and will soon be available for MCPS and MCG. (WSSC is not updating its valuation
this year.) The report notes that over the past year the Work Group and their actuaries have
undertaken a due diligence reevaluation of the processes and assumptions used in the multi-year
phase-in analysis, including issues of timing, assumptions, and methodologies. The result, the
Work Group believes, will be more consistent reporting across agencies and projections that are
better aligned with budgetary calculations. As for lessons from the experience of other
jurisdictions, the Work notes on ©15 that it continues to monitor developments elsewhere.



In his memo on ©22-24, Mr. Lowman notes his agreement with the Work Group’s
conclusions on methodology for actuarial valuations. He also points to recent limitations on
retiree health benefits in Frederick County as another example of changes elsewhere that he has
previously discussed, such as in St Mary’s County and Baltimore County. See in particular his
comments on ©23 on options for limiting liability, including a possible role for the Council.

Limiting liability is a challenging and sensitive topic, but the table on ©6 shows clearly
why it cannot and will not go away. The table reflects the Council’s decision last May 14 to
approve an eight-year phase-in of the additional cost — not including the annual pay-as-you-go
expense — to pre-fund the annual required contribution (ARC) for the agencies’ retiree health
benefits. The FY09 amount, $40.6 million, is scheduled to rise to $66.2 million in FY10 and
rise steadily thereafter until it reaches $195.5 million in FY15. (These numbers will change with
updates to the actuarial valuations, including this year’s.)

In other words, pre-funding the agencies’ retiree health benefits is on track to
require a massive taxpayer contribution, growing to the range of $200 million per year by
2015, above and beyond the annual pay-as-you-go expense. This required amount will not be
available for services to County residents, or for that matter for salaries for agency employees.
The required contribution for FY10 — $66.2 million as of last May — is $25.6 million more than
the contribution approved for FY09 — this at a time when the County faces a FY10 budget gap
now estimated at $500 million.

State and local governments nationwide — especially those like the County with excellent
retiree health benefits — are facing this same funding problem. In last year’s reports the Work
Group included a list of generic scenarios to limit lability that are under review elsewhere. See
©25-26. (Another factor to consider, of course, is the possible impact of future changes in
national health policy.)

For a provocative analysis of these issues, see the article on ©27-34 entitled “A
Taxpayers’ Benefits Bill of Rights”. The article, from the October 2008 edition of Governing
magazine’s management letter, is by investment and public finance expert Girard Miller. Mr.
Miller reviews the OPEB issue from the perspective of both employees and taxpayers. He uses
what he calls “three fundamental concepts of retirement plan finance: necessity, sustainability,
and sufficiency.” These are the concepts with which policymakers in the County and nationwide
must now start to grapple in eamnest.
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Resoluiion No.: 16-87
[ntroduced: March 27, 2007
Adopted: April L0, 2007

‘ COUNTY COUNCIL
FOR MONTGOMERY COUNTY, MARYLAND

By: County Council

SUBJECT: Five-Year Funding Schedule for County Agencies’ Annual Required Contribution for Other Post

Emplovment Benefits (OPEB)

Background

1. The Governmental Accounting Standards Board (GASB) has issued Statement No. 45, Accounting and
Financial Reporting by Employers for Post Employment Benefits Other Than Pensions, which addresses

how state and local governments should account for and report their costs and obligations related to
Other Post Employment Benefits (OPEB).

2. County agencies (the County Government, Montgomery County Public Schools, Montgomery College,
the Washington Suburban Sanitary Comumnission { WSSC], and the Maryland-National Capital Pack and
Planning Commission {M-NCPPC]) are required to disclose their OPEB liabilities in their financial

- statements, starting with the fiscal year beginning July 1, 2007 (FY 2008).

Lad

[n November 2006 the County obtained actuarial valuation information addressing the extent of the
County’s liability to its retirees for Other Post Employment Benefits as of July 1, 2006. Other County
agencies have also obtained, or are in the process of obtaining, similar actuarial valuations. The OPEB
reports are subject to a number of actuarial and economic assurnptions; these assumptions were generally
similarto the assumptions used in evaluating the County agencies’ pension fund liabilities.

4, Based on the assumptions and qualifications stated therein, the OPEB reports concluded that, assuming
full prefunding, the FY 2008 annual required contribution (ARC) for the County, its tax supponed
agencies, and the Montgotmery County portion of the M-NCPPC is $240.0 million, and the related

actuarial accrued liability (AAL) 15 $2.6 billion. The most recent ARC for WSSC is $19.1 million, and
the related AAL is $200 million.

5. The County has determined that a five-year phase in of the difference between the current pay-as-you-go
amount and the ARC would be a responsible approach to pre-funding, and believes that such an
approach is acceptable to the rating agencies, which will be evaluating the County’s response to the

GASB disclosure requirements and its approach to any obligations to current and future retirees for post-
employment health and other non-pension benefits.

6. Should the County establish a separate OPEB trust, and should the County adopt a written policy of its
infent to phase-in full funding of the difference between the pay-as-you-go contributions and the ARC on
.an amortized even basis over a five-year period, it would be appropriate for the County agencies to use,
in their actuarial valuations, a discount rate higher than their operating investment rate for accounting
and budgeting purposes. Absent such a policy, County agencies would be required to record OPEB
liabilities in their financial statement of almost twice as much as liabilities required with such a policy.

6



Resolution No.: 16-87

Action
The County Councii for Montgomery County, Maryland approveé the following resolution:
1. The Council is committed to the responsible fiscal management of the County agencies’ Other Post

Employment Benefit obligations and acknowledges that County agencies intend to establish one or more
Trusts, on or before Tuly t, 2007 if possible, for such purposes.

12

It is the Council’s policy intent to, fund the difference between the OPEB pay-as-you-go contributions and
the annual required contribution, for the tax supported agencies, on an amortized even basis over a five-year
period beginning with Fiscal Year 2008.

—d

For WSSC and M-NCPPC, it is the Council’s policy intent to support WSSC's and M-NCPPC's plans to
implement a five-year phase in of the difference between the OPEB pay-as-you-go contributions and the
ARC beginning with Fiscal Year 2008, in coordination with the Prince George's County Council.

This is a correct copy of Council action.

ol T Frr,

[Linda M. Lauer, Clerk of the Council




Other Post Employment Benefits: The Governmental
Accounting Standards Board (GASB) has wsued Statement
45, Accounting and Financial Reporting by Enployers for
Postemmployment Benefits Other than Pensions, which
addresses how state and local governments should account
for and report their costs and obligations related to Other
Post Employrent Beoefits (OPEB). County agencies are
required to disclose their OPEB habilities n their financial
statements, starting with the fiscal year beginning July 1,
2007 (FY08). ' :

In November 2006, the County obtained actuarial vahuation
information addressing the exteat of the County’s liability to
its retirees for other post employment benefits as of July 1,
2006. Based on the assumptions and quatifications stated
theretn, the OPEB report concluded that, assuming full pre-
funding, the FY08 annual required contribution {ARC) for
the County and its tax supported agencies is $240.0 mutlion,
~ and the related actuaniat accrued liability (AAL) &5 $2.6
billion. The County has determined that a five year phase n
of the difference between the current pay-as-you-go amount
to the ARC would be a respoasible approach to pre-funding,
and believes that such an approach is acceptable to the rating
agencics, who will be evaluating the County's response to
the GASB disclosure requirements, and its approach to its
obligations to current and future retires for health and other
non-pension benefits.

The County is commified to the responsible fiscal
management of the County's OPEB obligations and intends
fo establish a trust on or before July {, 2007 for such ~ pus-
poses. It is the County’s intent to ramp up to full funding of
the ARC over a five-year period beginning with FY08. This
approach allows the County tousea  discount rate higher
. than its operating mvestment rate for accounting and budget-

" ing purposes, which wifl result in lower costs and fabilities
than if the County did not have a frust in place.

— L

Montgomery County Government {(MCG)
General Fund:
{ther Post-Employmenl Benefits NDA

Propristary Funds;
Bethesda Parking District

Whealon Parking Diskrict

Siiver Spring Parking District

Sofid Waste Cofiagtion

Sofid Waste Disposal

Liquor Conirol

Permitiing Services

Community Use of Public Faclities
Motor Pocd

Risk Management

Ceniral Duplicating

Padicinaling Agency Confributions:

Housing Opporunities Commission

Revenue Authority

Strathmore Hall

Montoomery County Television

Washington Suburban Tranist Commission
State Agencies

Total MCG Trust Contributions

Mantgomery County Public Schools Trust Fund
Homtgomery Colflege Trust Fund .
Park and Planning Commission Trust Fund

Total ContributionsfAssets Held in Trust

12,067 320

28540
4,280
2289
12,840
102,750
445260
305,400
38530
238320
17,120
42810

524,000
68,000
50,000
35,000

5,000
12,000
14,020,000
16,060,000
606,400
1,240,500

$34,96,900

Source: County Executive’s Recommended FY08
Operating Budget, pages 7-2 and 7-3




Resolution No: 16-555

Introduced: May 14, 2008

Adopted: May 14, 2008

COUNTY COUNCIL
FOR MONTGOMERY COUNTY, MARYLAND

By: County Council

SUBJECT: Resolution to Amend Resolution No. 16-87 to Establish an Eight-Year Funding Schedule for
County Agencies’ Annual Required Contribution for Retiree Health Benefits (Other Post
Emplovment Benefits — OPEB)

Background

1. The Governmental Accounting Standards Board (GASB) has issued Statement No. 45, Accounting and
Financial Reporting by Employers for Post Employment Benefits Other than Pensions, which addresses
how state and local governments should account for and report their costs and obligations related to
retiree health benefits, referred to as Other Post Employment Benefits (OPEB).

2. County agencies (the County Government, Montgomery County Public Schools, Montgomery College,
the Washington Suburban Sanitary Commission, and the Maryland-Nationat Capital Park and Planning
Commission) are required to disclose their OPEB Habilities in their financial statements, starting with
the fiscal year beginning July 1, 2007 (FY 2008).

3. Establishment of separate trusts and adoption of a written policy of the County’s intent to phase in full
funding of the difference between the pay-as-you-go contributions and the Annual Required
Contribution allows the County agencies to use, in their actuarial valuations, a discount rate higher than
their operating investment rate for accounting and budgeting purposes. Absent such a policy, County
agencies would be required to record OPEB liabilities in their financial statements of almost twice as
much as liabilities required with such a policy.

4. On April 10, 2007, in Resolution No. 16-87, the Council acknowledged that the County agencies
intended to establish one or more trusts on or before July 1, 2007, and stated the Council’s policy intent
to fund the OPEB obligation over a five-year period beginning with FY 2008.

5. On April 1, 2008, the Council approved Expedited Bill 28-07, Personnel — Other Post Employment
Benefits Trust — Establishment. This Bill established a Retiree Health Benefits Trust for the County
Government and designated the Board of Investment Trustees to manage the investment of the trust
funds. Trusts are now in place for all the tax-supported agencies except Montgomery College, which is
in the final stages of establishing a Trust.

6. In the FY 2009 Recommended Operating Budget, the Executive proposed a phase-in period of eight
years instead of the five-year phase-in that was planned in FY 2008, in response to the County’s fiscal

situation.



Resolution No.: 16-555

Action
The County Council for Montgomery County, Maryland approves the following resolution:

1. The Council is committed to the responsible fiscal management of the County agencies’ obligations for
Retiree Health Benefits (Other Post Employment Benefits - OPEB) and acknowledges that County agencies
have already established or intend to establish one or more trusts for such purposes.

2. Itis the Council’s policy intent to fund the difference between the OPEB pay-as-you-go contributions and-
the Annual Required Contribution, for the tax supported agencies, over an eight-year period starting with FY
2008 and ending with FY 2015.

3. For WSSC and M-NCPPC, it is the Council’s policy intent to support these agencies’ plans to implement,

over eight years or less, a phase-in of the difference between the OPEB pay-as-you-go contributions and the
ARC starting with FY2008, in coordination with the Prince George’s County Council.

This is a correct copy of Council action.

e Dh e

Linda M. Lauer, Clerk of the Council
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"MEMORANDUM

November 24, 2008

TO: Management and Fiscal Policy Committee
FROM: Multi-Agency OPEB Work Group
SUBIJECT:  Update for December 1, 2008 MFP Committee Meeting

The purpose of this memorandum is to provide an update on County
agency activities related to implementation of Governmental Accounting Standards
Board (GASB) Statement No. 45, Accounting and Financial Reporting by Employers for
Postemployment Benefits Other than Pensions (OPEB). As previously noted, tax-
supported agencies impacted by GASB45 and represented on this work group include:
the County, Montgomery County Public Schools (MCPS), Montgomery College
(College), and the Montgomery County portion of the Maryland-National Capital Park
and Planning Commission (M-NCPPC); the Washington Suburban Sanitary Commission
(WSSC) is the only non tax-supported agency participating in the work group.

Information inctuded in this status update addresses the following five
areas, as requested by Council staff:

Status of Retiree Health Benefit (OPEB) trusts;

Status of communication plans;

Status of options for limiting liability;

Status of actuarial valuations; and

Lessons to date from the experience of other jurisdictions.

L SN U I N

The current status and recent activities are presented below for each area.
Status Report
1. Status of Retiree Health Benefit (OPEB) Trusts

All OPEB trusts have been established. Since the November 26, 2007 update, the County
and the College completed implementation of their trusts.

The County’s trust was established through Bill No. 28-07, effective April 10, 2008,
which amended Chapter 33 of the Montgomery County Code to add Article XI, Other
Post Employment Benefit Trust. Under this section, the Board of Investment Trustees is
responsible for managing the assets of the OPEB trust.



